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The IRS Mission

Provide America’s taxpayers top quality service by helping them
understand and meet their tax responsibilities and by applying

Introduction

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

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

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

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 Unpublished rulings will not be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

the tax law with integrity and fairness to all.

court decisions, rulings, and procedures must be considered,
and Service personnel and others concerned are cautioned
against reaching the same conclusions in other cases unless
the facts and circumstances are substantially the same.

The Bulletin is divided into four parts as follows:

Part 1.—1986 Code.
This part includes rulings and decisions based on provisions of
the Internal Revenue Code of 1986.

Part Il.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A,
Tax Conventions and Other Related ltems, and Subpart B, Leg-
islation and Related Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to these
subjects are contained in the other Parts and Subparts. Also
included in this part are Bank Secrecy Act Administrative Rul-
ings. Bank Secrecy Act Administrative Rulings are issued by
the Department of the Treasury’s Office of the Assistant Secre-
tary (Enforcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The last Bulletin for each month includes a cumulative index
for the matters published during the preceding months. These
monthly indexes are cumulated on a semiannual basis, and are
published in the last Bulletin of each semiannual period.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.
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Part |. Rulings and Decisions Under the Internal Revenue Code

of 1986

Section 42.—Low-Income
Housing Credit

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of August 2008. See Rev. Rul. 2008-43, page 258.

Section 62.—Adjusted
Gross Income Defined

A ruling addresses whether a non materially partic-
ipating partner’s distributive share of interest expense
attributable to indebtedness allocable to property held
for investment described in section 163(d)(5)(A)(ii)
is taken into account when determining the limited
partner’s adjusted gross income under section 62. See
Rev. Rul. 2008-38, page 249.

A ruling addresses whether a non materially partic-
ipating partner’s distributive share of interest expense
attributable to indebtedness allocable to property held
for investment described in section 163(d)(5)(A)(ii)
is taken into account when determining the limited
partner’s adjusted gross income under section 62. See
Announcement 2008-65, page 279.

Section 162.—Trade or
Business Expenses

A revenue ruling addresses the characterization of
the management fees paid by an upper-tier invest-
ment partnership and by lower-tier trader partner-
ships to their respective managers under sections 162
and 212 where the upper tier partnership’s activities
consist solely of acquiring, holding, and disposing
of interests in the lower tier trader partnerships and
UTP’s management fee is not paid or incurred by
UTP on behalf of any LTP in connection with the
trades or businesses of the LTPs. See Rev. Rul.
2008-39, page 252.

Section 163.—Interest

A ruling addresses whether a non materially partic-
ipating partner’s distributive share of interest expense
attributable to indebtedness allocable to property held
for investment described in section 163(d)(5)(A)(ii)
is taken into account when determining the limited
partner’s adjusted gross income under section 62. See
Rev. Rul. 2008-38, page 249.

A ruling addresses whether a non materially partic-
ipating partner’s distributive share of interest expense
attributable to indebtedness allocable to property held
for investment described in section 163(d)(5)(A)(ii)
is taken into account when determining the limited
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partner’s adjusted gross income under section 62. See
Announcement 2008-65, page 279.

Section 212.—Expenses for
Production of Income

A revenue ruling addresses the characterization of
the management fees paid by an upper-tier invest-
ment partnership and by lower-tier trader partner-
ships to their respective managers under sections 162
and 212 where the upper tier partnership’s activities
consist solely of acquiring, holding, and disposing
of interests in the lower tier trader partnerships and
UTP’s management fee is not paid or incurred by
UTP on behalf of any LTP in connection with the
trades or businesses of the LTPs. See Rev. Rul.
2008-39, page 252.

Section 280G.—Golden
Parachute Payments

Federal short-term, mid-term, and long-term rates
are set forth for the month of August 2008. See Rev.
Rul. 2008-43, page 258.

Section 382.—Limitation
on Net Operating Loss
Carryforwards and Certain
Built-In Losses Following
Ownership Change

The adjusted applicable federal long-term rate is
set forth for the month of August 2008. See Rev. Rul.
2008-43, page 258.

Section 412.—Minimum
Funding Standards

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of August 2008. See Rev. Rul. 2008-43, page 258.

Section 467.—Certain
Payments for the Use of
Property or Services

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of August 2008. See Rev. Rul. 2008-43, page 258.
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Section 468.—Special
Rules for Mining and Solid
Waste Reclamation and
Closing Costs

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of August 2008. See Rev. Rul. 2008-43, page 258.

Section 482.—Allocation
of Income and Deductions
Among Taxpayers

Federal short-term, mid-term, and long-term rates
are set forth for the month of August 2008. See Rev.
Rul. 2008-43, page 258.

Section 483.—Interest on
Certain Deferred Payments

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of August 2008. See Rev. Rul. 2008-43, page 258.

Section 642.—Special
Rules for Credits and
Deductions

Federal short-term, mid-term, and long-term rates
are set forth for the month of August 2008. See Rev.
Rul. 2008-43, page 258.

Section 671.—Trust
Income, Deductions, and
Credits Attributable to
Grantors and Others as
Substantial Owners

26 CFR 1.671-1: Grantors and others treated as sub-
stantial owners; scope.

This notice sets forth a proposed revenue ruling
concerning the income, gift, estate, and generation-
skipping transfer tax consequences in situations in
which family members create a private trust com-
pany to serve as the trustee of trust in which family
members are grantors and beneficiaries. See Notice
2008-63, page 261.

Section 702.—Income and
Credits of Partner

(Also: §§ 62, 163.)

Limited partner’s distributive share.
This ruling addresses whether a limited
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partner’s distributive share of interest ex-
pense attributable to indebtedness alloca-
ble to property held for investment de-
scribed in section 163(d)(5)(A)(ii) of the
Code is taken into account when determin-
ing the limited partner’s adjusted gross in-
come. See Announcement 2008-65, in
this Bulletin, for additional information.
Rev. Rul. 2008-12 amplified.

Rev. Rul. 2008-38
ISSUES

(1) In the case of an individual, is
interest paid or accrued on indebted-
ness allocable to property described in
§ 163(d)(5)(A)(ii) of the Internal Revenue
Code deductible (after the application of
the § 163(d)(1) limitation) in determining
the taxpayer’s adjusted gross income or
does the interest (after the application of
the § 163(d)(1) limitation) instead consti-
tute an itemized deduction?

(2) If an individual has both investment
interest expense attributable to indebt-
edness allocable to property described
in § 163(d)(5)(A)(ii) and investment in-
terest expense attributable to indebted-
ness allocable to property described in
§ 163(d)(5)(A)(i) and the individual’s
aggregate investment interest expense is
greater than the individual’s net invest-
ment income, how does the individual
determine the portion of the allowed
investment interest deduction that is de-
ductible in determining the taxpayer’s
adjusted gross income and the portion that
constitutes an itemized deduction?

FACTS
Situation 1

PRS is a partnership that is engaged
solely in the trade or business of trading
securities for its own account and not for
customers. LP, an individual, owns an in-
terest in PRS as a limited partner. LP does
not materially participate (as that term is
used in § 469) in the activity in which PRS
is engaged. The taxable year for PRS and
LP is the calendar year.

PRS incurs indebtedness in its trade or
business of trading securities. In Year 1,
LP’s distributive share of PRS’ income,
gain, loss, deduction, and credit includes
$200x of interest expense incurred by
PRS with respect to its indebtedness.
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LP’s net investment income, as defined in
§ 163(d)(4), for Year 1 is equal to $150x.
During Year 1, LP’s distributive share of
PRS’ interest expense is the only inter-
est paid or accrued by LP (either directly
or through any flow-through entity) on
indebtedness properly allocable to prop-
erty held for investment (as defined in
§ 163(d)(5)(A)). LP’s distributive share of
PRS’ interest expense is not subject to any
limitation under § 465 or 704(d).

Situation 2

The facts are the same as in Situation
1 except that during Year 1 LP also pays
$100x of interest expense on indebtedness
properly allocable to stocks and bonds held
by LP for investment (within the meaning
of § 163(d)(5)(A)(1)). None of the $100x
of interest expense is described in § 265(a).

LAW AND ANALYSIS

Section 62(a) provides that the term
“adjusted gross income” means, in the
case of an individual taxpayer, gross in-
come minus the deductions specified in
§ 62(a)(1) through (21).

Section 62(a)(1) provides that deduc-
tions allowed by chapter 1 of subtitle A,
other than by part VII of subchapter B,
which are attributable to a trade or busi-
ness carried on by the taxpayer, if such
trade or business does not consist of the
performance of services by the taxpayer as
an employee, are taken into account in de-
termining the adjusted gross income of the
taxpayer.

Section 63(d) defines the term “item-
ized deductions” as including all deduc-
tions allowable under chapter 1 of subtitle
A other than deductions allowable in arriv-
ing at adjusted gross income and the de-
duction for personal exemptions provided
in § 151.

Section 163(d)(1) provides that, in
the case of a noncorporate taxpayer, the
amount allowed as a deduction under
chapter 1 of subtitle A for investment in-
terest for any taxable year shall not exceed
the amount of the taxpayer’s net invest-
ment income for the taxable year. Section
163(d)(2) provides that any amount not
allowed as a deduction for a given tax-
able year by reason of § 163(d)(1) shall
be treated as investment interest paid or
accrued by the taxpayer in the next suc-
ceeding taxable year.

250

Section 163(d)(3)(A) provides that the
term “investment interest” means any in-
terest allowable as a deduction under chap-
ter 1 of subtitle A (determined without re-
gard to paragraph (1) of § 163(d)) which is
paid or accrued on indebtedness properly
allocable to property held for investment.

Section 702(a)(8) provides that, in
determining the partner’s income tax,
each partner shall take into account the
partner’s distributive share of the partner-
ship’s taxable income or loss, exclusive of
the items requiring separate computation
under § 702(a)(1) through (7). Section
702(a)(1) through (6) lists specific items
of income, gain, loss, deduction or credit
that must be separately stated by a partner-
ship. Section 702(a)(7) provides that other
items of income, gain, loss, deduction or
credit also must be separately stated if
required by regulations prescribed by the
Secretary.

Section 702(b) provides that the char-
acter of any item of income, gain, loss,
deduction, or credit included in a part-
ner’s distributive share under paragraphs
(1) through (7) of § 702(a) shall be de-
termined as if such item were realized di-
rectly from the source from which realized
by the partnership, or incurred in the same
manner as incurred by the partnership.

Section § 1.702-1(a)(8)(ii) of the In-
come Tax Regulations provides that each
partner must take into account separately
the partner’s distributive share of any part-
nership item that, if separately taken into
account by the partner, would result in an
income tax liability for that partner, or for
any other person, different from that which
would result if that partner did not take the
item into account separately.

Section 706(a) provides that, in com-
puting the taxable income of a partner for
a taxable year, the inclusions required by
§ 702 and § 707(c) with respect to a part-
nership shall be based on the income, gain,
loss, deduction, or credit of the partnership
for any taxable year of the partnership end-
ing within or with the taxable year of the
partner.

Revenue Ruling 2008-12, 2008-10
LR.B. 520, holds that, by virtue of the
definition of the term “property held for
investment” in § 163(d)(5)(A)(ii), a non-
corporate limited partner’s distributive
share of interest expense on indebted-
ness allocable to a partnership’s trade or
business of trading securities for its own
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account constitutes investment interest
described in § 163(d)(3) and is therefore
subject to the limitation on the deduction
of investment interest in § 163(d)(1), pro-
vided that the limited partner does not
materially participate (as that term is used
in § 469) in the trading activity. The rul-
ing further holds that a partnership that
engages in the trade or business of trading
securities for its own account must sep-
arately state the amount of interest paid
or accrued on indebtedness properly al-
locable to its trading activity because the
degree of participation by each noncorpo-
rate partner of the partnership could limit
the deductibility of such interest by the
partner on his or her individual tax return.

Situation 1

LP’s only investment interest (as de-
fined in § 163(d)(3)) for Year 1 is LP’s
$200x distributive share of PRS’ interest
expense in Year 1. This investment interest
is subject to the limitation on investment
interest in § 163(d)(1). Section 163(d)(1)
limits LP’s deduction for investment in-
terest in Year 1 to $150x, the amount of
LP’s net investment income (as defined in
§ 163(d)(4)) for that year. Accordingly,
in Year 1, LP may deduct $150x of LP’s
$200x distributive share of the interest ex-
pense of PRS. Pursuant to § 163(d)(2), the
$50x of interest expense not allowed as a
deduction for Year 1 is treated as invest-
ment interest paid or accrued in Year 2.

LP’s distributive share of PRS’ Year
1 interest expense that is allowed under
§ 163(d)(1) is deductible in arriving at
LP’s adjusted gross income pursuant to
§ 62(a)(1). Section 702(b) provides that
the character of any item of deduction in-
cluded in a partner’s distributive share un-
der § 702(a) shall generally be determined
as if such item were incurred in the same
manner as incurred by the partnership. Be-
cause the interest expense of PRS is at-
tributable to the carrying on of its trade or
business of trading securities, LP’s share
of that expense is described in § 62(a)(1).
While LP’s distributive share of PRS’ in-
terest expense is subject to the investment
interest limitation in § 163(d)(1), the in-
vestment interest limitation does not affect
the character of the interest expense for
other purposes of the Code. Thus, except
for purposes of applying the investment in-
terest limitation, LP’s distributive share of
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PRS’ interest expense deductions are char-
acterized under § 702(b).

Accordingly, $150x of LP’s distributive
share of the Year 1 interest expense of PRS
is deductible in arriving at LP’s adjusted
gross income. Therefore, such amount
does not constitute an itemized deduction
(as defined in 63(d)).

Situation 2

In Situation 2, in addition to LP’s
$200x distributive share of PRS’ Year 1
interest expense, LP also pays $100x of
interest expense on indebtedness prop-
erly allocable to stocks and bonds held
by LP for investment (within the meaning
of § 163(d)(5)(A)(1)). Accordingly, LP’s
total investment interest expense for Year
1 is $300x. Pursuant to 163(d)(1), LP
is allowed to deduct only $150x of this
investment interest expense in Year 1.

To the extent that LP’s $150x of al-
lowed investment interest deduction is at-
tributable to indebtedness incurred in PRS’
trade or business of trading securities, the
deduction is taken into account in arriving
at LP’s adjusted gross income. To the ex-
tent the $150x of allowed investment inter-
est deduction is attributable to the indebt-
edness attributable to the stock and bonds
held for investment, the deduction is not
taken into account in arriving at LP’s ad-
justed gross income and is instead reported
as an itemized deduction.

When an individual has both invest-
ment interest expense attributable to prop-
erty described in § 163(d)(5)(A)(i) and
investment interest expense attributable to
property described in § 163(d)(5)(A)(ii)
and the individual’s aggregate invest-
ment interest expense is greater than the
individual’s net investment income, the
individual must allocate the taxpayer’s
net investment income to the two cat-
egories of investment interest expenses
using a reasonable method of allocation.
One reasonable method is to allocate
the net investment income to the two
categories of investment interest in the
same proportion that the amount of in-
vestment interest in each category bears
to the total amount of investment inter-
est (the pro rata method). In Situation
2, two-thirds ($200x/$300x) of LP’s ag-
gregate investment interest expense is
attributable to LP’s interest in the trade
or business of trading securities of PRS
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(property described in § 163(d)(5)(A)(ii)),
and one-third ($100x/$300x) is attrib-
utable to stocks and bonds held by LP
for investment (property described in
§ 163(d)(5)(A)(i)). Accordingly, using a
pro rata method, two-thirds of LP’s $150x
of net investment income is allocated to
LP’s distributive share of the interest ex-
pense of PRS, while one-third of LP’s
$150x of net investment income is allo-
cated to LP’s other investment interest
expense. Therefore, using this method of
allocation, of LP’s allowed $150x invest-
ment interest deduction in Year 1 under
§ 163(d)(1), $100x is taken into account
in arriving at LP’s adjusted gross income
under § 62(a), while the remaining $50x
constitutes an itemized deduction under
§ 63(d). The $150x of investment interest
that is not allowed as a deduction under
§ 163(d)(1) in Year 1 is treated as invest-
ment interest paid or accrued in Year 2
pursuant to § 163(d)(2). The $150x of
investment interest that is not allowed as
a deduction under § 163(d)(1) in Year 1
is comprised of $100x of investment in-
terest attributable to LP’s interest in PRS’
trade or business (an interest described in
§ 163(d)(5)(A)(ii)) and $50x of investment
interest expense attributable to stocks and
bonds held for investment (within the
meaning of § 163(d)(5)(A)(1)).

HOLDINGS

Issue 1: In the case of an individual, in-
terest paid or accrued on indebtedness al-
locable to property held for investment de-
scribed in § 163(d)(5)(A)(i1) is (after the
application of the § 163(d)(1) limitation)
a deduction described in § 62(a)(1) and is
therefore taken into account in determin-
ing the individual’s adjusted gross income.

Issue 2: If an individual has both in-
vestment interest expense attributable to
indebtedness allocable to property de-
scribed in § 163(d)(5)(A)(i) and invest-
ment interest expense attributable to in-
debtedness allocable to property described
in § 163(d)(5)(A)(ii) and the individual’s
aggregate investment interest expense is
greater than the individual’s net invest-
ment income, the individual must allocate
the individual’s net investment income be-
tween the two categories of investment in-
terest expense using a reasonable method
of allocation. One reasonable method of
allocation is to allocate the individual’s
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net investment income to the two cate-
gories of investment interest in proportion
to the relative amounts of interest expense
within each category.

EFFECT ON OTHER REVENUE
RULINGS

Rev. Rul. 2008-12 is amplified.
DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Faith P. Colson of the Office of
Associate Chief Counsel (Passthroughs &
Special Industries). For further informa-
tion regarding this revenue ruling, contact
Faith P. Colson at (202) 622-3060 (not a
toll-free call).

26 CFR 1.702-1(b): Character of items constituting
distributive share.
(Also: §§ 162, 212, 703.)

Characterization of management
fees. This ruling addresses the charac-
terization of the management fees paid
by an upper-tier investment partnership
(UTP) and by lower-tier trader partner-
ships (LTPs) to their respective managers
under sections 162 and 212 of the Code
where the UTP’s activities consist solely
of acquiring, holding, and disposing of
interests in the LTPs and UTP’s manage-
ment fee is not paid or incurred by UTP
on behalf of any LTP in connection with
the trades or businesses of the LTPs.

Rev. Rul. 2008-39
ISSUE

Under the facts described below, how
are the management fees incurred by each
of the lower tier partnerships (LTPs) and
the management fee incurred by the upper
tier partnership (UTP) taken into account
in computing the tax liability of an individ-
ual who is a limited partner (LP) of UTP?

FACTS

LP, an individual, owns a limited part-
nership interest in UTP. UTP owns limited
partnership interests in several LTPs. Each
LTP is engaged in the business of trad-
ing in securities and such business consti-
tutes a trade or business within the mean-
ing of § 162 of the Internal Revenue Code
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(Code). UTP’s activities consist solely of
acquiring, holding, and disposing of in-
terests in LTPs, and such activities, with-
out regard to the activities of LTPs, do
not constitute a trade or business within
the meaning of § 162. Instead, UTP’s ac-
tivities (without regard to the activities of
LTPs) consist of holding limited partner-
ship interests in LTPs for the production
of income within the meaning of § 212.
UTP and each LTP pay an annual man-
agement fee to their respective managers
in consideration for management services
performed for their benefit. Each man-
agement fee is computed as a specified
percentage of the value of the net assets
owned by UTP and each LTP, as the case
may be.

The management fee paid or incurred
by each LTP is an ordinary and neces-
sary business expense within the meaning
of § 162 in carrying on its trade or busi-
ness. The management fee paid or in-
curred by UTP, without regard to the ac-
tivities of LTP, is an ordinary and neces-
sary expense in carrying on its investment
activities. UTP’s management fee is not
paid or incurred by UTP on behalf of any
LTP in connection with an LTP’s trade or
business. None of the management fees
are properly capitalized under § 263.

Under the terms of the partnership
agreement of each LTP, UTP receives a
distributive share of the items of income,
gain, loss, deduction and credit of each
LTP. Under the terms of UTP’s partner-
ship agreement, LP receives a distributive
share of UTP’s items of income, gain, loss,
deduction and credit.

LAW AND ANALYSIS

Section 162(a) provides, in part, that
there shall be allowed as a deduction all
the ordinary and necessary expenses paid
or incurred during the taxable year in car-
rying on any trade or business.

Section 212 provides that in the case of
an individual, there shall be allowed as a
deduction all the ordinary and necessary
expenses paid or incurred during the tax-
able year (1) for the production or collec-
tion of income, (2) for the management,
conservation, or maintenance of property
held for the production of income, or (3)
in connection with the determination, col-
lection, or refund of any tax.
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Section 1.212-1(d) of the Income Tax
Regulations provides that expenses, to be
deductible under § 212, must be “ordinary
and necessary.” Thus, such expenses must
be reasonable in amount and must bear a
reasonable and proximate relation to the
production or collection of taxable income
or to the management, conservation, or
maintenance of property held for the pro-
duction of income.

Section 1.212-1(g) provides that fees
for services of investment counsel and
similar expenses paid or incurred by a tax-
payer in connection with investments held
by the taxpayer are deductible under § 212
if they are paid or incurred for the produc-
tion of income and they are ordinary and
necessary under the circumstances.

Section 702(a)(8) provides that, in
determining the partner’s income tax,
each partner shall take into account the
partner’s distributive share of the partner-
ship’s taxable income or loss, exclusive of
the items requiring separate computation
under § 702(a)(1) through (7). Section
702(a)(1) through (6) lists specific items
of income, gain, loss, deduction or credit
that must be separately stated by a partner-
ship. Section 702(a)(7) provides that other
items of income, gain, loss, deduction or
credit also must be separately stated if
required by regulations prescribed by the
Secretary.

Section 702(b) provides that the char-
acter of any item of income, gain, loss,
deduction, or credit included in a part-
ner’s distributive share under paragraphs
(1) through (7) of § 702(a) shall be de-
termined as if such item were realized di-
rectly from the source from which realized
by the partnership, or incurred in the same
manner as incurred by the partnership.

Section 703(a) provides that the tax-
able income of a partnership shall be com-
puted in the same manner as in the case of
an individual, except that the items listed
in § 702(a) shall be separately stated and
the deductions listed in paragraph (2) of
§ 703(a) shall not be allowed.

Section 703(a)(2)(E) provides that the
additional itemized deductions for indi-
viduals in part VII of subchapter B of the
Code, including expenses described in
§ 212, are not allowed to the partnership.

Section 1.702-1(a)(1) through (a)(8)(1)
lists specific items of income, gain, loss,
deduction or credit that must be sepa-
rately stated by a partnership. Specifically,
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§ 1.702-1(a)(8)(i) provides, in part, that
each partner shall take into account sep-
arately the partner’s distributive share of
the partnership’s nonbusiness expenses
that are described in § 212.

In Butler v..  Commissioner, 36 T.C.
1097 (1961), acq., 1962-2 C.B. 4, the Tax
Court held that, because loans made by
a limited partner to a partnership were a
vital factor in the existence and further-
ance of the partnership’s business and were
proximately related to the business activi-
ties of the partnership, the limited partner
was entitled to a business bad debt deduc-
tion. The Tax Court noted its agreement
with other cases that “[b]y reason of being
a partner in a business petitioner was indi-
vidually engaged in business.” 36 T.C. at
1106. Other courts have permitted a gen-
eral partner to deduct as a trade or busi-
ness expense amounts paid on behalf of
the business of the partnership. In Ward
v. Commissioner, 20 T.C. 332 (1953),
acq., 1956-2 C.B. 9, aff’d, 224 F.2d 547
(9™ Cir. 1955), following the termination
of a general partnership, a general partner
paid medical expenses of a partnership em-
ployee. The court held that the partner was
individually engaged in business by reason
of being a partner. Because of the termi-
nation of the partnership, the fact that the
partner was no longer in business at the
time of the expense did not mean the de-
duction was denied. A similar result was
reached in Flood v. United States, 133
F.2d 173 (1% Cir. 1943).

In Goodwin v. Commissioner, 75 T.C.
424 (1980), aff’d, 691 E.2d 490 (3d Cir.
1982), the Tax Court concluded that, for
the purpose of characterizing partnership
expenses for purposes of § 162, a part-
nership must be viewed as a substantive
economic entity clearly distinct from its
partners. In Goodwin, the taxpayer was
individually engaged in real estate activi-
ties and attempted to claim deductions un-
der § 162(a) for his distributive share as a
limited partner of certain startup costs in-
curred by two limited partnerships formed
to construct housing projects. The tax-
payer argued that his activities as a part-
ner constituted an expansion or continua-
tion of his existing trade or business. The
Tax Court, citing Madison Gas and Elec-
tric Co. v. Commissioner, 72 T.C. 521
(1979), aff'd, 633 F.2d 512 (7" Cir. 1980),
held that in the context of § 162, the char-
acter of deductions incurred by the part-
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nership, i.e., whether the deductions are
incurred in the course of a trade or busi-
ness, must be resolved at the partnership
level. The partnership was not yet carry-
ing on a trade or business at the time the
startup costs were paid or incurred. Ac-
cordingly, the Tax Court determined that
the taxpayer’s share of the startup costs
were not deductible under § 162 regardless
of the taxpayer’s individual activities.

The Tax Court in Goodwin distin-
guished the question of whether a part-
nership expense was an ordinary and
necessary expense incurred in carrying on
the trade or business of a partnership from
the question of whether a partner may
deduct unreimbursed amounts paid by the
partner on behalf of the partnership. It was
the latter question that the Tax Court con-
cluded was the issue in Butler, Ward, and
Flood. In Goodwin, the Tax Court inter-
preted Butler, Ward, and Flood to stand for
the proposition that, under certain facts,
a partner may be entitled to individually
deduct under § 162 as an ordinary and
necessary expense an amount paid by the
partner on behalf of the partnership for
which the partner is not reimbursed. See
also Cropland Chemical v. Commissioner,
75 T.C. 288 (1980); Klein v. Commis-
sioner, 25 T.C. 1045 (1956), acq., 1956-2
C.B. 6; and Rev. Rul. 70-253, 1970-1
C.B. 31.

UTP’s management fee is not an or-
dinary and necessary expense paid or in-
curred by UTP on behalf of the LTPs in
carrying on the trading business of the
LTPs. Thus, the reasoning and conclusions
in Butler, Ward, and Flood are inapposite
to the facts presented in this ruling.

Further, the reasoning and conclusions
in Rev. Rul. 98-15, 1998-1 C.B. 718,
do not apply to the question presented in
this ruling. Rev. Rul. 98-15 addresses
whether, under the facts described in that
ruling, an organization that operates an
acute care hospital continues to qualify for
exemption from federal income tax as an
organization described in § 501(c)(3) when
it forms a limited liability company (LLC)
with a for-profit corporation and then con-
tributes its hospital and all of its other op-
erating assets to the LLC, which then op-
erates the hospital. The question addressed
in Rev. Rul. 9815 is distinguishable from
the question presented in this ruling.

Accordingly, under Goodwin, the ques-
tion of whether the management fee paid
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or incurred by UTP may be deducted under
§ 162 or § 212 must be resolved solely by
reference to the activities of UTP. Because
UTP itself is not engaged in a trade or busi-
ness within the meaning of § 162 and be-
cause the management fee is not paid or
incurred on behalf of any LTP in connec-
tion with an LTP’s trade or business, the
management fee is not deductible under
§ 162. Instead, UTP’s annual manage-
ment fees are ordinary and necessary ex-
penses described in § 212 paid or incurred
in connection with UTP’s investment ac-
tivities. Accordingly, LP’s share of the
UTP’s management fee is deductible un-
der § 212. Pursuant to § 703(a)(2)(E), UTP
does not take into account UTP’s manage-
ment fees in computing UTP’s taxable in-
come. Instead, § 1.702—-1(8)(a)(i) requires
that UTP separately state UTP’s manage-
ment fees and that LP take into account
separately LP’s distributive share of UTP’s
management fees.

Because the management fee of each
LTP is an ordinary and necessary expense
paid or incurred in carrying on the trade
or business of the LTP, the management
fee is deductible under § 162. As a result,
each LTP takes its management fee into
account in computing its taxable income
or loss described in § 702(a)(8), and UTP
takes into account its distributive share of
the taxable income or loss of each LTP in
computing UTP’s own taxable income or
loss described in § 702(a)(8). LP takes
into account its distributive share of UTP’s
taxable income or loss in computing LP’s
tax liability.

HOLDING

UTP’s management fee is not an or-
dinary and necessary expense paid or in-
curred by UTP on behalf of the LTPs in
carrying on their trading business. The
management fee paid or incurred by UTP
constitutes an expense described in § 212.
This expense is not taken into account in
computing UTP’s taxable income or loss
described in § 702(a)(8). Instead, the man-
agement fee must be separately stated by
UTP and separately taken into account by
LP in computing LP’s tax liability.

The management fee paid or incurred
by an LTP constitutes an expense de-
scribed in § 162 and is taken into account
in computing the LTP’s taxable income or
loss described in § 702(a)(8). UTP’s dis-
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tributive share of taxable income or loss of
an LTP is taken into account in computing
UTP’s taxable income or loss described in
§ 702(a)(8). In computing LP’s tax liabil-
ity, LP takes into account LP’s distributive
share of UTP’s taxable income or loss.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Faith P. Colson of the Office of
Associate Chief Counsel (Passthroughs &
Special Industries). For further informa-
tion regarding this revenue ruling, contact
Faith P. Colson at (202) 622-3060 (not a
toll-free call).

Section 807.—Rules for
Certain Reserves

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of August 2008. See Rev. Rul. 2008-43, page 258.

Section 846.—Discounted
Unpaid Losses Defined

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of August 2008. See Rev. Rul. 2008-43, page 258.

Section 860G.—Other
Definitions and Special
Rules

This revenue procedure describes the conditions
under which changes to certain subprime mortgage
loans will not cause the Internal Revenue Service to
challenge the tax status of certain securitization vehi-
cles holding the loans or to assert that those modifi-
cations create a liability for tax on a prohibited trans-
action. See Rev. Proc. 2008-47, page 272.
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Section 956.—Investment
of Earnings in United
States Property

26 CFR 1.956-1: Shareholder’s pro rata share of a
controlled foreign corporation’s increase in earnings
invested in United States property.

T.D. 9402

DEPARTMENT OF THE
TREASURY

Internal Revenue Service
26 CFR Part 1

Guidance Under Section 956
for Determining the Basis of
Property Acquired in Certain
Nonrecognition Transactions

AGENCY: Internal
(IRS), Treasury.

Revenue Service

ACTION: Final and temporary regula-
tions.

SUMMARY: This document contains
final and temporary regulations under sec-
tion 956 of the Internal Revenue Code
(Code) regarding the determination of
basis in certain United States property
(within the meaning of section 956(c) of
the Code) acquired by a controlled for-
eign corporation in certain nonrecognition
transactions that are intended to repatri-
ate earnings and profits of the controlled
foreign corporation without United States
income taxation. The final regulation adds
a cross reference to the temporary regu-
lations. These regulations affect United
States shareholders of a controlled for-
eign corporation that acquires United
States property in certain nonrecognition
transactions. The text of the temporary
regulations serves as the text of the pro-
posed regulations (REG-102122-08) set
forth in the notice of proposed rulemaking
published in this issue of the Bulletin.

DATES: Effective Date: These regulations
are effective June 24, 2008.

Applicability Date: These regulations
apply to property acquired in exchanges
occurring on or after June 24, 2008.

FOR FURTHER INFORMATION
CONTACT: John H. Seibert at (202)
622-3860 (not a toll-free number).
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SUPPLEMENTARY INFORMATION:
Background

This document contains amendments to
26 CFR Part 1 under section 956, which
was added to the Code by the Revenue Act
of 1962, Public Law 87-834 (76 Stat. 960
(1962)). The temporary regulations in this
document are issued under the authority of
sections 367(b) and 956(e). Section 367(b)
was added to the Code by section 1042(a)
of the Tax Reform Act of 1976, Public Law
94-455 (90 Stat. 1520 (1976)). Section
956(e) was added to the Code by section
13232(b) of the Omnibus Budget Recon-
ciliation Act of 1993, Public Law 103-66,
(107 Stat. 312 (1993)).

The temporary regulations in this doc-
ument apply to determine the basis of
certain United States property (as defined
in section 956(c) of the Code) acquired by
a controlled foreign corporation in certain
nonrecognition transactions that are in-
tended to repatriate earnings and profits of
the controlled foreign corporation without
an income inclusion by the United States
shareholders of the controlled foreign cor-
poration under section 951(a)(1)(B).

Explanation of Provisions
A. Transactions at Issue

The IRS and the Treasury Department
are aware that certain taxpayers are engag-
ing in certain nonrecognition transactions
in which a controlled foreign corporation
(CFC) acquires certain United States prop-
erty (within the meaning of section 956(c))
without resulting in an income inclusion to
the United States shareholders of the CFC
under section 951(a)(1)(B).

In one such transaction, for example,
USP, a domestic corporation and the com-
mon parent of an affiliated group that files
a consolidated tax return, owns 100-per-
cent of the outstanding stock of US1 and
US2, both domestic corporations that join
USP in the filing of a consolidated tax re-
turn. US1 owns 100 percent of the stock
of CFC, a controlled foreign corporation.
US2 issues $100x of its stock to CFC in
exchange for $10x of CFC stock and $90x
cash.

USP takes the position that: (i) US2’s
transfer of its stock to CFC in exchange
for $10x of CFC stock and $90x cash is
an exchange to which section 351 applies;
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(i1) US2 recognizes no gain on the receipt
of $10x of CFC stock and $90x cash in
exchange for its stock pursuant to section
1032(a); (iii) CFC recognizes no gain on
the issuance of its stock to US2 under sec-
tion 1032(a); (iv) CFC’s basis in the US2
stock is zero pursuant to section 362(a);
and (v) US1 and US2 do not and will not
have an income inclusion under section
951(a)(1)(B) as a result of CFC holding
the US2 stock (which constitutes United
States property under section 956(c)).

The IRS and the Treasury Department
believe these transactions raise significant
policy concerns because the transactions
may have the effect of repatriating earn-
ings and profits of a CFC without a corre-
sponding dividend inclusion, or an income
inclusion under section 951(a)(1)(B) by
reason of the CFC’s investment in United
States property.

B. Section 956 — In General

Section 956 was enacted to require
an income inclusion by United States
shareholders of a CFC that invests cer-
tain earnings and profits in United States
property “on the grounds that [the invest-
ment] is substantially the equivalent of a
dividend being paid to them.” S. Rep. No.
87-1881, 1962-3 C.B. 703, 794 (1962).
(See §601.601(d)(2)(ii)(D)).

Under Section 951(a)(1)(B) each
United States shareholder (as defined in
section 951(b)) of a CFC (as defined in
section 957(a)) must include in its gross
income for its taxable year in which or
with which the taxable year of the CFC
ends, the amount determined under sec-
tion 956 with respect to such shareholder
for such year (but only to the extent not
excluded from gross income under section
959(a)(2)).

The amount determined under section
956 with respect to a United States share-
holder of a CFC for any taxable year is
the lesser of: (1) the excess, if any, of the
shareholder’s pro rata share of the aver-
age amounts of United States property held
(directly or indirectly) by the CFC as of the
close of each quarter of such taxable year,
over the amount of earnings and profits of
the CFC described in section 959(c)(1)(A)
with respect to such shareholder; or (2)
the shareholder’s pro rata share of the ap-
plicable earnings of the CFC. In general,
the amount taken into account with respect
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to any United States property for this pur-
pose is the adjusted basis of such prop-
erty as determined for purposes of comput-
ing earnings and profits, reduced by any
liability to which the property is subject.
Earnings and profits described in section
959(c)(1)(A) are attributable to amounts
previously included in gross income by the
United States shareholder under section
951(a)(1)(B) (or which would have been
included except for section 959(a)(2)).
Section 956(c)(1) defines United States
property to generally include stock of a do-
mestic corporation and an obligation of a
United States person. However, section
956(c)(2) excludes from the definition of
United States property, the stock or obli-
gations of a domestic corporation which is
neither a United States shareholder of the
CFC, nor a domestic corporation 25 per-
cent or more of the total combined vot-
ing power of which, immediately after the
CFC’s acquisition of stock in such domes-
tic corporation, is owned (or is consid-
ered as being owned) by the United States
shareholders of the CFC in the aggregate.
Section 956(e) grants the Secretary
authority to prescribe such regulations as
may be necessary to carry out the pur-
poses of section 956, including regulations
to prevent the avoidance of section 956
through reorganizations or otherwise.

C. Section 367(b) — In General

Section 367(b)(1) provides that in the
case of any exchange described in section
332, 351, 354, 355, 356 or 361, in con-
nection with which there is no transfer of
property described in section 367(a)(1), a
foreign corporation shall be considered to
be a corporation except to the extent pro-
vided in regulations prescribed by the Sec-
retary which are necessary or appropriate
to prevent the avoidance of Federal income
taxes.

Section 367(b)(2) provides that the
regulations prescribed pursuant to section
367(b)(1) shall include (but shall not be
limited to) regulations dealing with the
sale or exchange of stock or securities in
a foreign corporation by a United States
person, including regulations providing
the circumstances under which gain is rec-
ognized, amounts are included in gross in-
come as a dividend, adjustments are made
to earnings and profits, or adjustments are
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made to basis of stock or securities, and
basis of assets.

Section 367(b) was enacted to ensure
that international tax considerations are
adequately addressed when the provisions
of subchapter C of the Code apply to cer-
tain nonrecognition exchanges involving
foreign corporations. In adopting section
367(b), Congress noted that “it is essential
to protect against tax avoidance...upon the
repatriation of previously untaxed foreign
earnings.” H.R. Rep. No. 658, 94th Cong.,
1% Sess. 241 (1975).

D. Determination of Basis in Certain
Nonrecognition Exchanges

Section 358(a)(1) generally provides
that the basis of property received pursuant
to an exchange to which section 351, 354,
355, 356, or 361 applies is the same as that
of the property exchanged, decreased by
the fair market value of any other property
(except money) received by the taxpayer,
the amount of any money received by the
taxpayer, and the amount of loss to the
taxpayer which was recognized on such
exchange, and increased by the amount
which was treated as a dividend, and the
amount of gain to the taxpayer which was
recognized on such exchange (not includ-
ing any portion of such gain which was
treated as a dividend).

Section 362(a) provides that if property
is acquired by a corporation in connection
with a transaction to which section 351 ap-
plies, or as paid-in surplus or as a contribu-
tion to capital, then the basis of such prop-
erty shall be the same as it would be in
the hands of the transferor, increased in the
amount of gain recognized to the transferor
on such transfer.

Section 1032(a) provides that no gain
or loss shall be recognized to a corporation
on the receipt of money or other property
in exchange for stock (including treasury
stock) of such corporation.

E. Determination of Basis for Purposes
of Section 956

These temporary regulations apply
when a CFC acquires stock or obligations
of a domestic issuing corporation, that
constitute United States property under
section 956(c), from such corporation
pursuant to an exchange in which the
controlled foreign corporation’s basis in
such property is determined under section
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362(a). If these temporary regulations
apply to such an exchange, then, solely for
purposes of section 956, the CFC’s basis
in such United States property shall be no
less than the fair market value of the prop-
erty transferred by the controlled foreign
corporation in exchange for such property.
For purposes of the temporary regulations,
the term property has the meaning set forth
in section 317(a), but includes any lia-
bility assumed by the CFC in connection
with the exchange notwithstanding section
357(a).

These temporary regulations also ap-
ply if United States property, the basis of
which is determined under these tempo-
rary regulations, is transferred to a related
person (related person transferee), or by
a related person transferee to another re-
lated person, pursuant to an exchange in
which the related person transferee’s basis
in such property is determined, in whole
or in part, by reference to the transferor’s
basis in such property. This rule is in-
tended to prevent taxpayers from attempt-
ing to avoid the general rule of the tempo-
rary regulations by subsequently transfer-
ring the United States property to a related
person in another nonrecognition transac-
tion.

The basis of United States property
determined under the temporary regu-
lations shall apply only for purposes of
determining the amount of United States
property acquired or held by a CFC under
section 956, and accordingly the amount
of a United States shareholder’s income
inclusion under section 951(a)(1)(B) with
respect to such CFC.

The temporary regulations apply only
to determine the basis of United States
property acquired by a CFC pursuant to
an exchange that is within the scope of
these temporary regulations. All other
basis determinations are made under the
rules provided under section 956(a) and
§1.956-1(e)(1)(4).

Effective/Applicability Dates

These regulations apply to United
States property acquired in exchanges
occurring on or after June 24, 2008. No
inference is intended as to the basis of
United States property acquired by a con-
trolled foreign corporation pursuant to a
transaction described herein under current
law, and the IRS may, where appropriate,
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challenge such transactions under applica-
ble provisions or judicial doctrines.

Special Analyses

These temporary and final regulations
are necessary to prevent abusive trans-
actions of the type described in the ex-
planation of provisions in this preamble.
Accordingly, good cause is found for dis-
pensing with notice and public procedure
pursuant to 5 U.S.C. 553(b) of the Admin-
istrative Procedures Act and for dispensing
with a delayed effective date pursuant
to 5 U.S.C. 553(d)(1) and (3) of such
Act. For applicability of the Regulatory
Flexibility Act (5 U.S.C. chapter 6), please
refer to the notice of proposed rulemaking
published in this issue of the Bulletin.
Pursuant to section 7805(f) of the Code,
this regulation has been submitted to the
Chief Counsel for Advocacy of the Small
Business Administration for comment on
its impact on small entities.

Drafting Information

The principal author of these regula-
tions is John H. Seibert, Office of Asso-
ciate Chief Counsel (International). How-
ever, other personnel from the IRS and the
Treasury Department participated in their
development.

k ockok ockook

Amendments to the Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES

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

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

Par. 2. Section 1.956-1 is amended by
adding a sentence to the end of paragraph
(e)(1) and adding new paragraphs (e)(5),
(e)(6) and (f) to read as follows:

§1.956—1 Shareholder’s pro rata share
of a controlled foreign corporation’s
increase in earnings invested in United
States property.

k ok ok ok sk

(e) * * * (1) * * * See §1.956-1T(e)(6)
for a special rule for determining amounts
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attributable to United States property ac-
quired as the result of certain nonrecogni-
tion transactions.

k ok ok ok ook

(e)(5) and (e)(6) [Reserved]. For fur-
ther guidance, see §1.956-1T(e)(5) and
(e)(6).

(f) Effective/applicability dates. (1)
Paragraph (e)(5) of this section is effective
June 14, 1988, with respect to investments
made on or after June 14, 1988. Paragraph
(e)(6) of this section applies to nonrecog-
nition property acquired in exchanges
occurring on or after June 24, 2008.

Par. 3. Section 1.956-1T is amended
by:

1. Redesignating paragraph (e)(5)(i)
as paragraph (e)(5) and revising the para-
graph heading for the newly-designated
paragraph (e)(5).

2. Adding paragraph (e)(6).

3. Redesignating paragraph (e)(5)(ii)
as paragraph (f) and revising newly-desig-
nated paragraph (f).

The revisions and additions read as fol-
lows:

§1.956—1T Shareholder’s pro rata share
of a controlled foreign corporation’s
increase in earnings invested in United
States property (temporary).

kok ok ok ok

(e)(5) Exclusion for certain recourse
obligations. * * *

(6) Adjusted basis of property ac-
quired in certain nonrecognition trans-
actions—(1) Scope and purpose. This
paragraph (e)(6) provides rules for de-
termining, solely for purposes of section
956, the basis of certain United States
property acquired by a controlled foreign
corporation pursuant to an exchange in
which the controlled foreign corporation’s
basis in such United States property is
determined under section 362(a). This
paragraph (e)(6) also applies if United
States property, the basis in which has
been determined under these temporary
regulations, is transferred (in one or more
subsequent exchanges) to a related person
(within the meaning of section 954(d)(3)),
pursuant to an exchange in which the re-
lated person’s basis in such property is
determined, in whole or in part, by ref-
erence to the transferor’s basis in such
property. The purpose of this paragraph
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(e)(6) is to prevent the effective repatria-
tion of earnings and profits of a controlled
foreign corporation that acquires United
States property in connection with an
exchange to which this paragraph (e)(6)
applies without a corresponding income
inclusion under section 951(a)(1)(B) by
claiming a basis in the United States prop-
erty less than the amount of earnings and
profits effectively repatriated.

(ii) Definition of United States prop-
erty. For purposes of this paragraph
(e)(6), United States property is stock
of a domestic corporation described in
section 956(c)(1)(B) or an obligation of
a domestic corporation described in sec-
tion 956(c)(1)(C) that is acquired by a
controlled foreign corporation from the
domestic issuing corporation. The ex-
ceptions provided under section 956(c)(2)
shall apply for this purpose.

(iii) Basis of United States property.
Solely for purposes of section 956, the ba-
sis of United States property acquired by a
controlled foreign corporation in connec-
tion with an exchange to which this para-
graph (e)(6) applies shall be no less than
the fair market value of the property trans-
ferred by the controlled foreign corpora-
tion in exchange for such United States
property. For purposes of this paragraph
(e)(6), the term property has the mean-
ing set forth in section 317(a), but also in-
cludes any liability assumed by the con-
trolled foreign corporation in connection
with the exchange notwithstanding the ap-
plication of section 357(a). The fair mar-
ket value of the property transferred by the
controlled foreign corporation in exchange
for the United States property shall be de-
termined at the time of the exchange.

(iv) Timing. For purposes of
§1.956-2(d)(1)(i)(a), a controlled foreign
corporation that acquires United States
property in an exchange to which this
paragraph (e)(6) applies acquires an ad-
justed basis in such property at the time
of the controlled foreign corporation’s ex-
change of property for such United States
property.

(v) Transfers to related persons. 1If a
controlled foreign corporation transfers
United States property, the basis in which
has been determined under this paragraph
(e)(6), to a related person (within the
meaning of section 954(d)(3)) (related per-
son transferee) in an exchange pursuant to
which the related person transferee’s basis
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in such United States property is deter-
mined, in whole or in part, by reference to
the controlled foreign corporation’s basis
in such United States property, then, solely
for purposes of section 956, the related
person transferee’s basis in such United
States property shall be no less than the
basis of such United States property in the
hands of the controlled foreign corporation
immediately before the exchange as deter-
mined under paragraph (e)(6)(iii) of this
section. This paragraph (e)(6)(v) shall also
apply in the case of one or more successive
transfers of the United States property by
a related person transferee to one or more
persons related to the controlled foreign
corporation (within the meaning of section
954(d)(3)). This paragraph (e)(6)(v) shall
apply regardless of whether a subsequent
transfer was part of a plan (or series of
related transactions) that includes the con-
trolled foreign corporation’s acquisition of
the United States property.

(vi) Examples. The rules of this para-
graph (e)(6) are illustrated by the follow-
ing examples:

Example 1. (i) Facts. USP, a domestic corpo-
ration, is the common parent of an affiliated group
that joins in the filing of a consolidated return. USP
owns 100 percent of the stock of US1 and US2, both
domestic corporations and members of the USP con-
solidated group. US1 owns 100 percent of the stock
of CFC, a controlled foreign corporation. US2 is-
sues $100x of its stock to CFC in exchange for $10x
of CFC stock and $90x cash. US2’s transfer of its
stock to CFC is described in section 351, US2 recog-
nizes no gain in the exchange under section 1032(a),
and CFC’s basis in the US2 stock acquired in the ex-
change is determined under section 362(a).

(ii) Analysis. The US2 stock acquired by CFC in
the exchange constitutes United States property un-
der paragraph (e)(6)(ii) of this section because CFC
acquires the US2 stock from US2, the issuing corpo-
ration. Therefore, because CFC’s basis in the US2
stock is determined under section 362(a), then for
purposes of section 956, CFC’s basis in the US2 stock
shall, under paragraph (e)(6)(iii) of this section, be no
less than $90x, the fair market value of the property
exchanged by CFC for the US2 stock (the $10x of
CFC stock issued in the exchange does not constitute
property for purposes of paragraph (e)(6)(iii) of this
section). Pursuant to paragraph (e)(6)(iv) of this sec-
tion, for purposes of §1.956-2(d)(1)(i)(a) CFC shall
be treated as acquiring its basis of no less than $90x
in the US2 stock at the time of its transfer of prop-
erty to US2 in exchange for the US2 stock. The re-
sult would be the same if, instead of CFC transferring
$90x of cash to US2 in the exchange, CFC assumes a
$90x liability of US2.

Example 2. (i) Facts. USP, a domestic corpora-
tion owns 100 percent of the stock of USS, a domestic
corporation. USP also owns 100 percent of the stock
of CFC, a controlled foreign corporation. USP’s ba-
sis in its USS stock equals the fair market value of

257

the USS stock, or $100x. USP transfers its USS stock
to CFC in exchange for $100x of CFC stock. USP’s
transfer of its USS stock to CFC is described in sec-
tion 351, USP recognizes no gain in the exchange un-
der section 351(a), and CFC’s basis in the USS stock
acquired in the exchange, determined under section
362(a), equals $100x.

(ii) Analysis. The USS stock acquired by CFC in
the exchange does not constitute United States prop-
erty under paragraph (e)(6)(ii) of this section because
CFC acquires the USS stock from USP. Therefore,
CFC'’s basis in the US2 stock, for purposes of section
956, is not determined under this paragraph (e)(6).
Instead, CFC’s basis in the USS stock is determined
under the general rule of section 956(a) and under
§1.956-1(e)(1) — (4). As determined under section
362(a), CFC’s basis in the USS stock is $100x.

Example 3. (i) Facts. USP, a domestic corpo-
ration, owns 100 percent of the stock of CFCI, a
controlled foreign corporation. CFCI holds United
States property (within the meaning of paragraph
(e)(6)(ii) of this section) with a basis of $30x for
purposes of section 956 that was determined under
paragraph (e)(6)(iii) of this section. CFC1 owns 100
percent of the stock of CFC2, a controlled foreign
corporation. CFCI1 transfers the United States prop-
erty to CFC2 in an exchange described in section
351. CFC2’s basis in the United States property is
determined under section 362(a).

(ii) Analysis. In the section 351 exchange, CFC1
transferred United States property to CFC2 with a ba-
sis that was determined under paragraph (e)(6)(iii)
of this section. Further, CFC2’s basis in the United
States property is determined under section 362(a)
by reference, in whole or in part, to CFC’s basis in
such property. Therefore, for purposes of section
956, pursuant to paragraph (e)(6)(v) of this section
CFC2’s basis in the United States property shall be
no less than $30x. Paragraph (e)(6)(v) of this sec-
tion would also apply if CFC2 subsequently transfers
the United States property to another person related
to CFC1 (within the meaning of section 954(d)(3)) if
such related person’s basis in the United States prop-
erty is determined by reference, in whole or in part,
to CFC2’s basis in such property.

(f) Effective/applicability date. (1)
Paragraph (e)(5) of this section is effective
June 14, 1988, with respect to investments
made on or after June 14, 1988. Paragraph
(e)(6) of this section applies to nonrecog-
nition property acquired in exchanges
occurring on or after June 24, 2008.

(2) The applicability of paragraph (e)(6)
of this section will expire on June 23, 2011.

Steven T. Miller,
Acting Deputy Commissioner
for Services and Enforcement.

Approved June 6, 2008.

Eric Solomon,
Assistant Secretary of
the Treasury (Tax Policy).
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(Filed by the Office of the Federal Register on June 23, 2008,
8:45 a.m., and published in the issue of the Federal Register
for June 24, 2008, 73 F.R. 35580)

Section 1001.—Determi-
nation of Amount of and
Recognition of Gain or Loss

26 CFR 1.1001-3: Modifications of debt instruments.

This revenue procedure describes the conditions
under which changes to certain subprime mortgage
loans will not cause the Internal Revenue Service to
challenge the tax status of certain securitization vehi-
cles holding the loans or to assert that those modifi-
cations create a liability for tax on a prohibited trans-
action. See Rev. Proc. 2008-47, page 272.

Section 1274.—Determi-
nation of Issue Price in the
Case of Certain Debt Instru-
ments Issued for Property

(Also Sections 42, 280G, 382, 412, 467, 468, 482,
483, 642, 807, 846, 1288, 7520, 7872.)

Federal rates; adjusted federal rates;
adjusted federal long-term rate and the
long-term exempt rate. For purposes of
sections 382, 642, 1274, 1288, and other
sections of the Code, tables set forth the
rates for August 2008.

Rev. Rul. 2008-43

This revenue ruling provides various
prescribed rates for federal income tax
purposes for August 2008 (the current
month). Table 1 contains the short-term,

mid-term, and long-term applicable fed-
eral rates (AFR) for the current month
for purposes of section 1274(d) of the
Internal Revenue Code. Table 2 contains
the short-term, mid-term, and long-term
adjusted applicable federal rates (adjusted
AFR) for the current month for purposes
of section 1288(b). Table 3 sets forth the
adjusted federal long-term rate and the
long-term tax-exempt rate described in
section 382(f). Table 4 contains the ap-
propriate percentages for determining the
low-income housing credit described in
section 42(b)(2) for buildings placed in
service during the current month. Finally,
Table 5 contains the federal rate for deter-
mining the present value of an annuity, an
interest for life or for a term of years, or
a remainder or a reversionary interest for
purposes of section 7520.

REV. RUL. 2008-43 TABLE 1
Applicable Federal Rates (AFR) for August 2008
Period for Compounding
Annual Semiannual Quarterly Monthly
Short-term
AFR 2.54% 2.52% 2.51% 2.51%
110% AFR 2.79% 2.77% 2.76% 2.75%
120% AFR 3.04% 3.02% 3.01% 3.00%
130% AFR 331% 3.28% 3.27% 3.26%
Mid-term
AFR 3.55% 3.52% 3.50% 3.49%
110% AFR 391% 3.87% 3.85% 3.84%
120% AFR 4.26% 4.22% 4.20% 4.18%
130% AFR 4.63% 4.58% 4.55% 4.54%
150% AFR 5.35% 5.28% 5.25% 5.22%
175% AFR 6.25% 6.16% 6.11% 6.08%
Long-term
AFR 4.58% 4.53% 4.50% 4.49%
110% AFR 5.04% 4.98% 4.95% 4.93%
120% AFR 5.51% 5.44% 5.40% 5.38%
130% AFR 5.98% 5.89% 5.85% 5.82%
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REV. RUL. 2008-43 TABLE 2
Adjusted AFR for August 2008
Period for Compounding
Annual Semiannual Quarterly Monthly

Short-term adjusted 2.09% 2.08% 2.07% 2.07%
AFR
Mid-term adjusted AFR 3.48% 3.45% 3.44% 3.43%
Long-term adjusted 4.65% 4.60% 4.57% 4.56%
AFR

REV. RUL. 2008-43 TABLE 3

Rates Under Section 382 for August 2008

Adjusted federal long-term rate for the current month 4.65%
Long-term tax-exempt rate for ownership changes during the current month (the highest of the adjusted
federal long-term rates for the current month and the prior two months.) 4.65%

REV. RUL. 2008-43 TABLE 4

Appropriate Percentages Under Section 42(b)(2) for August 2008

Appropriate percentage for the 70% present value low-income housing credit 7.94%
Appropriate percentage for the 30% present value low-income housing credit 3.40%

REV. RUL. 2008-43 TABLE 5

Rate Under Section 7520 for August 2008

Applicable federal rate for determining the present value of an annuity, an interest for life or a term of years,
or a remainder or reversionary interest 4.2%

Section 1288.—Treatment
of Original Issue Discount
on Tax-Exempt Obligations

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of August 2008. See Rev. Rul. 2008-43, page 258.

Section 2036.—Transfers
With Retained Life Estate

26 CFR 20.2036-1: Transfers with retained life es-
tate.

This notice sets forth a proposed revenue ruling
concerning the income, gift, estate, and generation-
skipping transfer tax consequences in situations in
which family members create a private trust com-
pany to serve as the trustee of trust in which family
members are grantors and beneficiaries. See Notice
2008-63, page 261.

2008-31 I.R.B.

Section 2038.—Revocable
Transfers

26 CFR 20.2038-1: Revocable transfers.

This notice sets forth a proposed revenue ruling
concerning the income, gift, estate, and generation-
skipping transfer tax consequences in situations in
which family members create a private trust com-
pany to serve as the trustee of trust in which family
members are grantors and beneficiaries. See Notice
2008-63, page 261.

Section 2041.—Powers
of Appointment

26 CFR 20.2041-1: Powers of appointment; in gen-
eral.

This notice sets forth a proposed revenue ruling
concerning the income, gift, estate, and generation-
skipping transfer tax consequences in situations in
which family members create a private trust com-
pany to serve as the trustee of trust in which family
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members are grantors and beneficiaries. See Notice
2008-63, page 261.

Section 2511.—Transfers
in General

26 CFR 25.2511-1: Transfers in general.

This notice sets forth a proposed revenue ruling
concerning the income, gift, estate, and generation-
skipping transfer tax consequences in situations in
which family members create a private trust com-
pany to serve as the trustee of trust in which family
members are grantors and beneficiaries. See Notice
2008-63, page 261.

Section 2601.—Tax
Imposed

26 CFR 26.2601-1: Effective dates.

This notice sets forth a proposed revenue ruling
concerning the income, gift, estate, and generation-
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skipping transfer tax consequences in situations in
which family members create a private trust com-
pany to serve as the trustee of trust in which family
members are grantors and beneficiaries. See Notice
2008-63, page 261.

Section 7520.—Valuation
Tables

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of August 2008. See Rev. Rul. 2008-43, page 258.
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Section 7701.—Definitions
26 CFR 301.7701—4: Trusts.

This revenue procedure describes the conditions
under which changes to certain subprime mortgage
loans will not cause the Internal Revenue Service to
challenge the tax status of certain securitization vehi-
cles holding the loans or to assert that those modifi-
cations create a liability for tax on a prohibited trans-
action. See Rev. Proc. 2008-47, page 272.
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Section 7872.—Treatment
of Loans With Below-Market
Interest Rates

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of August 2008. See Rev. Rul. 2008-43, page 258.
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Part lll. Administrative, Procedural, and Miscellaneous

Guidance on Private Trust
Companies

Notice 2008-63
TEXT
I. Overview and Purpose

This notice sets forth the contents of a
proposed revenue ruling concerning the in-
come, estate, gift, and generation-skipping
transfer tax consequences in situations in
which family members create a private
trust company to serve as the trustee of
trusts having family members as grantors
and beneficiaries.

This notice solicits public comments re-
garding the proposed revenue ruling. The
IRS and the Treasury Department antic-
ipate issuing a final revenue ruling after
the comments have been considered. The
IRS and the Treasury Department intend
that the revenue ruling, once issued, will
confirm certain tax consequences of the
use of a private trust company that are not
more restrictive than the consequences that
could have been achieved by a taxpayer di-
rectly, but without permitting a taxpayer
to achieve tax consequences through the
use of a private trust company that could
not have been achieved had the taxpayer
acted directly. Comments are specifically
requested as to whether or not the draft rev-
enue ruling will achieve that intended re-
sult.

II. Proposed Revenue Ruling

Part 1

Section 2036.—Transfers With Retained
Life Estate

26 CFR 20.2036-1:
tained life estate.
(Also: § 2038, § 20.2038-1, § 2041,
§ 20.2041-1, § 2501, § 2511, § 25.2511,
§ 2601, § 26.2601-1, § 671, § 672(c),
§ 674, § 675, § 677, § 678.)

Transfers with re-

Rev. Rul. [XXXX-XX]
ISSUES

(1) If the private trust company (PTC)
described in Situation 1 or Situation 2 is
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appointed and serves as the trustee of a
trust, will the value of the trust assets be
included in a grantor’s gross estate under
§§ 2036(a) or 2038(a)?

(2) If the PTC described in Situation 1
or Situation 2 is appointed and serves as
the trustee of a trust, will the value of the
trust assets be included in a beneficiary’s
gross estate under § 2041?

(3) If the PTC described in Situation
I or Situation 2 is appointed and serves
as the trustee of a trust that provides the
trustee with the discretionary power to
distribute income and/or principal to the
grantor’s child or descendants, will the
grantor’s transfer to that trust constitute a
completed gift?

(4) Does the appointment and service of
a PTC as the trustee of a trust affect the ex-
empt status of a trust that is otherwise ex-
empt from the generation-skipping trans-
fer (GST) tax under § 2601, or change the
inclusion ratio of a trust?

(5) If the PTC described in Situation
I or Situation 2 is appointed and serves
as the trustee of a trust, is the grantor or
any beneficiary of that trust treated as the
owner of any portion of the trust under
§§ 671 through 678?

FACTS

A and B, who are husband and wife,
have three children, C, D, and E. C, D, and
E are each married, and each has children.
References to Family include A, B, their
children, the spouses and former spouses
of their children, and each other descen-
dant of A and B (both now living and fu-
ture) and the spouses and former spouses
of such descendants.

A and B have established separate ir-
revocable trusts for each of their children
and grandchildren. In addition, C, D, and
E have established irrevocable trusts for
their respective descendants. Each child or
grandchild of A and B is the primary bene-
ficiary of the trust established for that child
or grandchild. Each trust receives contri-
butions only from the person who created
the trust. All grantors and beneficiaries are
United States persons and no trust is a for-
eign trust.

Each trust instrument provides the
trustee with discretionary authority to
distribute income and/or principal to the

261

primary beneficiary of the trust during
the primary beneficiary’s lifetime. In ad-
dition, each trust provides the primary
beneficiary with the testamentary power
to appoint the trust corpus to or for the
benefit of one or more members of Family
(other than the primary beneficiary) and/or
one or more organizations described in
§§ 170(c), 2055(a) and 2522(a) of the
Internal Revenue Code. Each trust also
provides that the grantor, or the primary
beneficiary if the grantor is not living,
may appoint a successor trustee other than
himself or herself if the current trustee
either resigns or is no longer able to fulfill
the duties of trustee. Finally, each trust
provides that the trust will terminate, in
all events, no later than 21 years after the
death of the last to die of certain desig-
nated individuals living at the time of the
creation of the trust.

Situation 1 — PTC formed under laws
of a state that has enacted a private trust
company statute. The facts and the terms
of the trusts are as described above. All
trusts are governed by the laws of State 1,
a state that has enacted a private trust com-
pany statute (Statute). Statute provides
that any PTC formed under Statute must
create a Discretionary Distribution Com-
mittee (DDC) and delegate to the DDC the
exclusive authority to make all decisions
regarding discretionary distributions from
each trust for which it serves as trustee.
Discretionary distributions are defined as
permissible distributions that are not man-
dated in the trust instrument or by appli-
cable law. Statute does not restrict who
may serve on the DDC, but provides that
no member of the DDC may participate
in the activities of the DDC with regard
to any trust of which that DDC member
or his or her spouse is a grantor, or any
trust of which that DDC member or his
or her spouse is a beneficiary. In addi-
tion, Statute provides that a DDC mem-
ber may not participate in the activities of
the DDC with respect to any trust with a
beneficiary to whom that DDC member or
his or her spouse owes a legal obligation
of support. Statute provides that only of-
ficers and managers of the PTC may par-
ticipate in decisions regarding personnel of
the PTC (including the hiring, discharge,
promotion and compensation of employ-
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ees). Statute also provides that nothing in
Statute or in PTC’s governing documents
may override a more restrictive provision
in the trust instrument of a trust for which
PTC is acting as a trustee. Finally, Statute
provides that no Family member may en-
ter into any reciprocal agreement, express
or implied, regarding discretionary distri-
butions from any trust for which PTC is
serving as a trustee.

In 2008, Family formed a corporation
that is a PTC under Statute. PTC’s gov-
erning documents create a DDC that will
make all decisions with respect to dis-
cretionary distributions from all trusts for
which it serves as trustee, consistent with
Statute. PTC’s governing documents do
not restrict who may serve on the DDC.
Family owns all of the stock in PTC, ei-
ther outright or through trusts and/or other
entities. A, C, and D are officers of PTC
and serve on PTC’s Board of Directors.
A, C, and D also serve on the DDC. B and
E own shares of PTC, but neither is on the
DDC and neither is an officer or director
of PTC. E is a manager and employee of
PTC.

X, a financial institution organized un-
der the banking laws of State 1, has served
as trustee of each of the trusts since their
inception. No grantor of any of the trusts
has a relationship with X other than as a
customer or client of X.

Subsequent to PTC’s formation, X
resigned as trustee of each of the trusts
and PTC was appointed as the successor
trustee of each trust. In addition, A created
and transferred property to three additional
irrevocable trusts (the 2008 trusts), one for
the primary benefit of each of A’s children,
C, D, and E, and that child’s descendants.
The terms of each of the 2008 trusts are
the same as those described above, except
that these trusts provide that the trustee
has discretionary authority to distribute in-
come and/or principal to any one or more
beneficiaries during the beneficiary’s life.
Each 2008 trust receives contributions
only from A. PTC will serve as the initial
trustee of each of the 2008 trusts.

Situation 2 — PTC formed in a state
without a statute governing private trust
companies. The facts and the terms of the
trusts are as described above. In 2008,
Family formed a corporation that is a PTC
in State 2, a state that has not enacted spe-
cific legislation governing the formation or
operation of a private trust company. PTC

August 4, 2008

is established for the specific purpose of
acting as the trustee for the various trusts
established by members of Family. Fam-
ily owns all of the stock in PTC, either out-
right or through trusts and/or other entities.

PTC’s governing documents create a
DDC and delegate to the DDC the exclu-
sive authority to make all decisions regard-
ing discretionary distributions from each
trust for which it serves as trustee. Discre-
tionary distributions are defined as permis-
sible distributions that are not mandated in
the trust instrument or by applicable law.
PTC’s governing documents do not restrict
who may serve on the DDC, but provide
that no member of the DDC may partici-
pate in the activities of the DDC with re-
gard to any trust of which that DDC mem-
ber or his or her spouse is a grantor, or
any trust of which that DDC member or
his or her spouse is a beneficiary. In ad-
dition, the governing documents provide
that a DDC member may not participate in
the activities of the DDC with respect to
any trust with a beneficiary to whom that
DDC member or his or her spouse owes a
legal obligation of support. PTC’s govern-
ing documents also provide that only offi-
cers and managers of the PTC may partic-
ipate in decisions regarding personnel of
the PTC (including the hiring, discharge,
promotion and compensation of employ-
ees). PTC’s governing documents also
provide that nothing in PTC’s governing
documents may override a more restrictive
provision in the trust instrument of a trust
for which PTC is acting as a trustee. In
addition, PTC’s governing documents also
provide that no Family member may enter
into any reciprocal agreement, express or
implied, regarding discretionary distribu-
tions from any trust for which PTC is serv-
ing as a trustee.

PTC’s governing documents also pro-
vide for the creation of an Amendment
Committee, a majority of whose members
must always be individuals who are nei-
ther Family members nor persons related
or subordinate (as described in §672(c))
to any shareholder of PTC. The govern-
ing documents further provide that the
Amendment Committee, by no less than
majority vote, shall have the sole authority
to make any changes to PTC’s govern-
ing documents regarding the creation,
function, or membership of the DDC or
of the Amendment Committee itself, the
provisions delegating exclusive authority
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regarding personnel decisions to the of-
ficers and managers, and the prohibition
of reciprocal agreements between Family
members. The vesting of these powers
exclusively in the Amendment Committee
is not contrary to any applicable provision
of the law of State 2. F, G, and A are
the initial members of the Amendment
Committee. F and G are not members of
Family, are not employed by PTC, and are
not otherwise related or subordinate to any
Family member as defined in § 672(c).

A, C, and D are officers of PTC. A,
C, D, F, and G serve on PTC’s Board of
Directors. A, C, and D also serve on the
DDC. B and E own shares of PTC, but
neither is on the DDC and neither is an
officer or director of PTC. E is a manager
and employee of PTC.

X, a financial institution organized un-
der the banking laws of State 2, has served
as trustee of each of the trusts since their
inception. No grantor of any of the trusts
has a relationship with X other than as a
customer or client of X.

Subsequent to PTC’s formation, X
resigned as trustee of each of the trusts
and PTC was appointed as the successor
trustee of each trust. In addition, A created
and transferred property to three additional
irrevocable trusts (the 2008 trusts), one for
the primary benefit of each of A’s children,
C, D, and E, and that child’s descendants.
The terms of each of the 2008 trusts are
the same as those described above, except
that these trusts provide that the trustee
has discretionary authority to distribute in-
come and/or principal to any one or more
beneficiaries during the beneficiary’s life.
Each 2008 trust receives contributions
only from A. PTC will serve as the initial
trustee of each of the 2008 trusts.

LAW AND ANALYSIS
Issue 1

Section 2036(a) provides that the value
of the gross estate shall include the value
of all property to the extent of any interest
therein of which the decedent has at any
time made a transfer (except in the case of
a bona fide sale for an adequate and full
consideration in money or money’s worth),
by trust or otherwise, under which he has
retained for his life or for any period not as-
certainable without reference to his death
or for any period that does not in fact end
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before his death — (1) the possession or
enjoyment of, or the right to the income
from, the property, or (2) the right, either
alone or in conjunction with any person,
to designate the persons who shall possess
or enjoy the property or the income there-
from.

Section 20.2036-1(b)(2) of the Estate
Tax Regulations provides that the ‘“use,
possession, right to the income, or other
enjoyment of the transferred property” is
considered as having been retained by or
reserved to the decedent to the extent that
the use, possession, right to the income, or
other enjoyment is to be applied toward the
discharge of a legal obligation of the dece-
dent, or otherwise for the decedent’s pecu-
niary benefit. The term “legal obligation”
includes a legal obligation to support a de-
pendent during a decedent’s lifetime.

Section 20.2036-1(b)(3) provides, in
part, that the phrase “right . . . to des-
ignate the person or persons who shall
possess or enjoy the transferred property
or the income therefrom” includes a re-
served power to designate the person or
persons to receive the income from the
transferred property, or to possess or enjoy
non-income-producing property, during
the decedent’s life. With respect to such
power, it is immaterial: (i) whether the
power was exercisable alone or only in
conjunction with another person or per-
sons, whether or not having an adverse
interest; (ii) in what capacity the power
was exercisable by the decedent or by
another person or persons in conjunction
with the decedent; and (iii) whether the
exercise of the power was subject to a
contingency beyond the decedent’s con-
trol which did not occur before his death.
The phrase, however, does not include a
power over the transferred property itself
which does not affect the enjoyment of
the income received or earned during the
decedent’s life. (See, however, § 2038 for
the inclusion of property in the gross estate
on account of such a power.) Nor does
the phrase generally apply to a power held
solely by a person other than the decedent.

Section 2038(a)(1) provides that the
value of the gross estate shall include the
value of all property to the extent of any
interest therein of which the decedent has
at any time made a transfer (except in the
case of a bona fide sale for an adequate and
full consideration in money or money’s
worth), by trust or otherwise, where the
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enjoyment thereof was subject at the date
of the decedent’s death to any change
through the exercise of a power (in what-
ever capacity exercisable) by the decedent
alone or by the decedent in conjunction
with any other person (without regard to
when or from what source the decedent
acquired the power), to alter, amend, re-
voke, or terminate, or where any power is
relinquished during the three-year period
ending on the date of the decedent’s death.

Under § 2038, the discretionary author-
ity to distribute or withhold income is a
right to alter, amend, revoke, or terminate
a trust. Thus, if a grantor holds these pow-
ers at death, or if any such power is relin-
quished during the three-year period end-
ing on the date of the decedent’s death,
the value of the trust corpus is includible
in the grantor’s gross estate under § 2038
and § 2035, respectively. See Rev. Rul.
70-348, 1970-2 C.B. 193.

In Situation 1, PTC is the trustee of the
Family trusts. All distribution decisions
are to be made by the DDC, and no Fam-
ily member serving on the DDC may par-
ticipate in making discretionary distribu-
tion decisions with respect to any trust of
which that person or his or her spouse is
either a grantor or a beneficiary, or with
respect to any trust of which the benefi-
ciary is a person to whom the Family mem-
ber or his or her spouse owes an obligation
of support. Further, Statute prohibits any
shareholder(s) of PTC from changing the
governing provisions regarding the DDC.
Therefore, no Family member, either alone
or with any other person, has any right or
power described in § 2036(a) or § 2038(a)
with regard to a Family trust solely by rea-
son of PTC’s service as trustee or of the
Family member’s ownership of or relation-
ship(s) with PTC. In addition, no Family
member may insert themselves into the po-
sition of holding such a power. As aresult,
provided that PTC operates as required by
State 1’s Statute, no portion of the value
of a Family trust will be includible in the
gross estate of A, C, or D under § 2036(a)
or § 2038(a) by reason of PTC’s service as
trustee or that person’s service as an offi-
cer, director, or member of the DDC. Fi-
nally, for the same reasons, no portion of
the value of the trust will be includible in
the gross estate of B or E solely because B
and E are shareholders and/or a manager
or employee of PTC.
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In Situation 2, no Family member cur-
rently has a power described in § 2036(a)
or § 2038(a) because of the provisions in
PTC’s governing documents regarding the
DDC. With regard to whether any Fam-
ily member may acquire such a power,
however, Situation 2 differs from Situa-
tion 1. As in Situation 1, Family owns
all of the stock in PTC but, unlike Situ-
ation I, State 2 has no state statute re-
stricting the ability of PTC’s shareholders
to change the applicable provisions gov-
erning the DDC. In Situation 2, Family
members who are PTC’s shareholders do
have a power to amend PTC’s govern-
ing documents. However, PTC’s Amend-
ment Committee has the sole authority to
amend PTC’s governing documents with
regard to the DDC and the Amendment
Committee, with regard to the authority
to make personnel decisions, and with re-
gard to the prohibition on reciprocal agree-
ments. Thus, as in Situation 1, even a sole
shareholder of PTC does not have the au-
thority to change the provisions regarding
the Amendment Committee. Under these
facts, no Family member, including A who
is a member of the Amendment Commit-
tee, will be deemed to have a power to
change the governing provisions regarding
the DDC that would thereby result in the
inclusion of any part of a Family trust in
a Family member’s gross estate. There-
fore, if PTC operates in a manner consis-
tent with its governing documents as de-
scribed above, and if the provisions de-
scribed above are not changed (those re-
garding the DDC, the Amendment Com-
mittee, the authority over personnel de-
cisions, and the prohibition of reciprocal
agreements), no portion of the value of
a Family trust will be includible in the
gross estate of a grantor under § 2036(a)
or § 2038(a) by reason of PTC’s service
as Trustee, a grantor’s interest in PTC,
or a grantor’s service as an officer, di-
rector, manager, employee, or member of
the DDC or the Amendment Committee of
PTC.

Issue 2

Section 2041(a)(2) provides that the
value of the gross estate shall include
the value of all property to the extent of
any property with respect to which the
decedent has, at the time of his death, a
general power of appointment created after
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October 21, 1942, or with respect to which
the decedent has at any time exercised
or released a power of appointment by
a disposition that is of such nature that,
if it were a transfer of property owned
by the decedent, the property would be
includible in the decedent’s gross estate
under §§ 2035 to 2038, inclusive. For
purposes of § 2041(a)(2), the power of
appointment shall be considered to exist
on the date of the decedent’s death even
though the exercise of the power is subject
to a precedent giving of notice or even
though the exercise of the power takes
effect only on the expiration of a stated
period after its exercise, whether or not
notice has been given or the power has
been exercised on or before the date of the
decedent’s death.

Section 2041(b)(1) provides that a gen-
eral power of appointment is a power that
is exercisable in favor of the decedent, the
decedent’s estate, the decedent’s creditors,
or the creditors of the decedent’s estate.
However, a power to consume, invade, or
appropriate the property for the benefit of
the decedent that is limited by an ascertain-
able standard relating to the health, educa-
tion, support, or maintenance of the dece-
dent shall not be deemed a general power
of appointment.

Section 20.2041-1(b)(1) provides that a
donee may have a power of appointment if
he has the power to remove or discharge
a trustee and appoint himself as trustee.
For example, if under the terms of the in-
strument, the trustee or a successor trustee
has the power to appoint the principal of
the trust for the benefit of individuals in-
cluding the decedent, and the decedent has
the unrestricted power to remove or dis-
charge the trustee at any time and appoint
any other person including himself or her-
self as trustee, the decedent is considered
to have a power of appointment. How-
ever, the mere power of management, in-
vestment, custody of assets, or the power
to allocate receipts and disbursements as
between income and principal, exercisable
in a fiduciary capacity, whereby the holder
has no power to enlarge or shift any of the
beneficial interests therein except as an in-
cidental consequence of the discharge of
fiduciary duties, is not a power of appoint-
ment.

Section 2041(b)(1) defines a general
power of appointment as a power exercis-
able in favor of the decedent, his estate, his
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creditors, or the creditors of his estate. The
regulations contemplate that a beneficiary
may possess a power of appointment over
trust property. Section 20.2041-1(b)(1).
Thus, if a trust instrument provides a ben-
eficiary with the power to appropriate or
consume the principal of a trust, the power
is a general power of appointment. The
fact that the beneficiary holds the power
in a fiduciary capacity as a trustee will not
prevent the power from being a general
power of appointment. Estate of Lanigan
v. Commissioner, 45 T.C. 247,251 (1965).

In Situation 1, the governing documents
of the Family trusts provide a trustee with
the discretionary authority to distribute in-
come or principal to a beneficiary of a
trust. Under State 1’s Statute, however,
PTC’s powers to make discretionary dis-
tributions are delegated exclusively to the
DDC, and no beneficiary who is a mem-
ber of the DDC is permitted to participate
in discretionary distribution decisions with
respect to a trust in which that beneficiary
has a beneficial interest (including a trust
whose beneficiary is a person to whom the
beneficiary owes an obligation of support).
In addition, Family members are prohib-
ited from entering into reciprocal arrange-
ments designed to affect distribution deci-
sions. Under these circumstances, C and
D, as beneficiaries who also serve as of-
ficers, directors, and members of PTC’s
DDC, do not have the unrestricted power
to distribute trust assets to themselves as
contemplated by § 2041. Similarly, neither
E nor any other beneficiary will be deemed
to have a general power of appointment
under § 2041 solely because a particular
beneficiary is a shareholder or otherwise
participates in the daily activities of PTC,
such as decisions regarding investments,
or the retention of attorneys, accountants,
or other professional advisors.

In Situation 2, the PTC’s governing
documents rather than applicable law re-
strict the powers of members of the DDC.
PTC’s governing documents preclude a
beneficiary from having the power as a
member of the DDC to affect the bene-
ficial enjoyment of the trust property as
described in § 2041. In addition, Fam-
ily members are prohibited from entering
into reciprocal arrangements designed to
affect distribution decisions. Therefore, C
and D, as beneficiaries who also serve as
officers, directors, and members of PTC’s
DDC, do not have the power to distribute
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trust assets to themselves as contemplated
by § 2041. Further, neither E nor any other
beneficiary will be deemed to have a gen-
eral power of appointment under § 2041
solely because a particular beneficiary is
a shareholder or otherwise participates in
the daily activities of PTC. In addition,
based on the facts of Situation 2, and for
the reasons discussed regarding Issue 1,
no beneficiary who is a member of the
Amendment Committee will be deemed to
have a general power of appointment un-
der § 2041 solely because such beneficiary
serves on the Amendment Committee.

Issue 3

Section 2501 imposes a tax on any
transfer of property by gift by any individ-
ual. Section 2511 provides for application
of the gift tax regardless of the nature of
the property transferred and whether the
transfer is direct or indirect, or in trust or
otherwise.

Section 25.2511-1(g)(1) provides, in
part, that a transfer by a trustee of trust
property in which the trustee has no bene-
ficial interest does not constitute a gift by
the trustee (but such a transfer may con-
stitute a gift by the creator of the trust, if
until the transfer the creator had the power
to change the beneficiaries by amending
or revoking the trust).

Section 25.2511-2(b) provides that, as
to any property, or part thereof or interest
therein, of which the donor has so parted
with dominion and control as to leave in
him no power to change its disposition,
whether for his own benefit or for the ben-
efit of another, the gift is complete. But
if upon a transfer of property (whether
in trust or otherwise) the donor reserves
any power over its disposition, the gift
may be wholly incomplete, or may be par-
tially complete and partially incomplete,
depending upon all the facts in the partic-
ular case.

Section 25.2511-2(c) provides that a
gift is incomplete if the grantor has re-
served the power to revest the beneficial
title to the property in the grantor, or to
the extent that the grantor has reserved
a power to name new beneficiaries or to
change the interests of the beneficiaries as
between themselves, unless the power is a
fiduciary power limited by a fixed or as-
certainable standard.
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Section 25.2511-2(e) provides that a
grantor is considered to hold a power if
the power is exercisable by the grantor in
conjunction with any other person not hav-
ing a substantial adverse interest in the dis-
position of the transferred property or the
income therefrom. A trustee, merely by
reason of that fiduciary position, does not
have such an adverse interest.

In Situation 1 and Situation 2, subse-
quent to the formation of PTC, A, a Family
member, creates and transfers property to
the 2008 trusts, one for the benefit of each
of A and B’s children, C, D, and E, and that
child’s descendants. Each trust instrument
provides the trustee with discretionary au-
thority to distribute income and/or princi-
pal to the child and/or the child’s then-liv-
ing descendants. PTC will serve as the
trustee of each trust, and the DDC will
make all of the decisions with respect to
discretionary distributions. Statute in Siz-
uation I and the governing documents in
Situation 2 do not prohibit A from serving
on the DDC, and in each situation, A is a
member of the DDC. However, pursuant
to Statute in Situation I and the govern-
ing documents in Situation 2, no member
of the DDC may participate in the activ-
ities of the DDC with regard to any trust
of which that DDC member or his or her
spouse is a grantor, or any trust of which
that DDC member or his or her spouse is
a beneficiary. Further, in both situations,
Family members are prohibited from en-
tering into any reciprocal agreements de-
signed to affect distribution decisions. If
PTC operates in accordance with Statute
in Situation I or the governing documents
in Situation 2 as the case may be, A will
not have the power to change the inter-
ests of the beneficiaries of the 2008 trusts.
In addition, A will not be considered to
hold a power exercisable by A in conjunc-
tion with any other person not having a
substantial adverse interest in the disposi-
tion of the transferred property or the prop-
erty’s income merely because of A’s mem-
bership on the DDC. Thus, in each situa-
tion, the value of the property transferred
by A to the 2008 trusts will be considered
completed gifts for purposes of chapter 12
of the Code. Also, in Situation 1 and Sit-
uation 2, the provisions of the DDC pro-
hibit any beneficiary who is a member of
the DDC from participating in decisions
with regard to any trust in which the bene-
ficiary has a beneficial interest. Thus, dis-
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tributions of income or principal from a
trust of which PTC is the trustee will not
be deemed to be a gift by any member of
the DDC. See § 25.2511-1(g).

Issue 4

Section 2601 imposes a tax on ev-
ery generation-skipping transfer. Under
§ 1433(b)(2)(A) of the Tax Reform Act of
1986 and § 26.2601-1(b)(1)(i), the GST
tax provisions do not apply to any gen-
eration-skipping transfer under a trust (as
defined in § 2652(b)) that was irrevocable
on September 25, 1985, but only to the
extent that the transfer is not made out of
corpus added to the trust after September
25, 1985 (or out of income attributable to
corpus so added).

Section 26.2601-1(b)(1)(ii))(A) pro-
vides that any trust in existence on
September 25, 1985, is considered an
irrevocable trust, except as provided in
§§ 26.2601-1(b)(ii)(B) or (C) relating to
property includible in a grantor’s gross es-
tate under §§ 2038 and 2042, respectively.

Section 26.2601-1(b)(1)(v)(B) pro-
vides that the release, exercise, or lapse
of a power of appointment (other than a
general power of appointment as defined
in § 2041(b)) is not treated as an addition
to a trust if — (1) the power of appoint-
ment was created in an irrevocable trust
that is not subject to chapter 13 under
§ 26.2601-1(b); and (2) in the case of an
exercise, the power of appointment is not
exercised in a manner that may postpone
or suspend the vesting, absolute owner-
ship or power of alienation of an interest
in property for a period measured from
the date of creation of the trust, extending
beyond any life in being at the date of cre-
ation of the trust plus a period of 21 years
plus, if necessary, a reasonable period of
gestation (the perpetuities period). For
purposes of § 26.2601-1(b)(1)(v)(B)(2),
the exercise of a power of appointment
that validly postpones or suspends the
vesting, absolute ownership or power of
alienation of an interest in property for a
term of years that will not exceed 90 years
(measured from the date of creation of the
trust) will not be considered an exercise
that postpones or suspends vesting, abso-
lute ownership or the power of alienation
beyond the perpetuities period. If a power
is exercised by creating another power,
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it is deemed to be exercised to whatever
extent the second power may be exercised.

Section 26.2601-1(b)(4) provides rules
for determining when a modification,
judicial construction, settlement agree-
ment, or trustee action with respect to
a trust that is exempt from the GST tax
under § 26.2601-1(b)(1), (2), or (3) (here-
inafter referred to as an exempt trust)
will not cause the trust to lose its exempt
status. In general, unless specifically
provided otherwise, the rules contained
in § 26.2601-1(b)(4) are applicable only
for purposes of determining whether an
exempt trust retains its exempt status for
GST tax purposes. Unless specifically
noted, the rules do not apply in determin-
ing, for example, whether the transaction
results in a gift subject to gift tax, or may
cause the trust to be included in the gross
estate of a beneficiary, or may result in the
realization of capital gain for purposes of
§ 1001.

Section 26.2601-1(b)(4)(1)(D)(1) pro-
vides that a modification of the govern-
ing instrument of an exempt trust by ju-
dicial reformation, or nonjudicial reforma-
tion that is valid under applicable state
law, will not cause an exempt trust to be
subject to the provisions of chapter 13 if
the modification does not shift a benefi-
cial interest in the trust to any beneficiary
who occupies a lower generation (as de-
fined in § 2651) than the person or persons
who held the beneficial interest prior to the
modification, and if the modification does
not extend the time for vesting of any ben-
eficial interest in the trust beyond the pe-
riod provided in the original trust. Further-
more, a modification that is administrative
in nature that only indirectly increases the
amount transferred (for example, by low-
ering administrative costs or income taxes)
will not be considered a shift in a benefi-
cial interest in a trust.

In Situation 1 and Situation 2, X re-
signed as trustee of each of the pre-2008
trusts and PTC replaced X as trustee. Un-
der the facts of Situation 1 and Situation 2,
the change in trustee will not subject the
value of the trust corpus to the tax under
Chapter 11 or 12, and this modification
is an administrative change that does not
shift a beneficial interest in a trust to any
beneficiary who occupies a lower gener-
ation (as described in § 2651) than the
person or persons who held the beneficial
interest prior to the modification. In ad-
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dition, each trust will terminate no later
than 21 years after the death of the last
to die of certain designated individuals
living at the time of the creation of the
trust. Thus, even if PTC is formed and
operates in a jurisdiction other than that
of the original trustee, the appointment
of PTC alone will not extend the time
for vesting of any beneficial interest in a
trust for which PTC acts as trustee beyond
the date provided for in the original trust.
See § 26.2601-1(b)(4)()(E), Example 4
and Example 10. Therefore, under the
facts of Situation 1 and Situation 2, the
appointment of PTC as trustee does not
change the status of a trust that was other-
wise exempt from the GST tax by virtue
of having been irrevocable (as defined in
§ 26.2601-1(b)(1)(ii)(A)) on September
25, 1985.

Further, as discussed in Issues 1 and
2, if PTC operates in a manner consis-
tent with Statute and/or its governing
documents, no portion of the value of
a Family trust will be includible in the
gross estate of a grantor under § 2036(a)
or § 2038(a) by reason of PTC’s service
as trustee, the grantor’s interest in PTC,
or the grantor’s service as an officer, di-
rector, manager, employee, or member of
the DDC or the Amendment Committee
of PTC. Similarly, beneficiaries who also
serve as officers, directors, and members
of PTC’s DDC, do not have the power
to distribute trust assets to themselves as
contemplated by § 2041, and no benefi-
ciary will be deemed to have a general
power of appointment under § 2041 solely
because a particular beneficiary is a share-
holder, or otherwise participates in the
daily activities, of PTC. Therefore, under
the circumstances described in Situation
1 and Situation 2, appointing PTC as the
trustee of the Family trusts does not affect
the inclusion ratio of a trust subject to
Chapter 13.

Issue 5

Section 671 provides that, where it is
specified in subpart E of Part I of subchap-
ter J that the grantor or another person shall
be treated as the owner of any portion of a
trust, there shall then be included in com-
puting the taxable income and credits of
the grantor or the other person those items
of the trust’s income, deductions, and cred-
its against tax which are attributable to that

August 4, 2008

portion of the trust to the extent that such
items would be taken into account under
chapter 1 in computing taxable income or
credits against the tax of an individual.

Section 672(a) provides that the term
“adverse party” means any person hav-
ing a substantial beneficial interest in the
trust which would be adversely affected by
the exercise or nonexercise of the power
which he possesses respecting the trust.
A person having a general power of ap-
pointment over the trust property shall be
deemed to have a beneficial interest in the
trust.

Section 672(c) provides that, for pur-
poses of subpart E, part 1, subchapter J,
chapter 1, subtitle A of the Code, the term
“related or subordinate party” means any
nonadverse party who is any one of the fol-
lowing: the grantor’s spouse if living with
the grantor; the grantor’s father, mother, is-
sue, brother or sister; an employee of the
grantor; a corporation or any employee of
a corporation in which the stock holdings
of the grantor and the trust are significant
from the viewpoint of voting control; a
subordinate employee of a corporation in
which the grantor is an executive.

Section 674(a) provides, in general, that
the grantor shall be treated as the owner of
any portion of a trust in respect of which
the beneficial enjoyment of the corpus or
the income therefrom is subject to a power
of disposition, exercisable by the grantor
or a nonadverse party, or both, without the
approval or consent of any adverse party.

Section 674(c) provides that § 674(a)
shall not apply to a power solely exercis-
able (without the approval or consent of
any other person) by a trustee or trustees,
none of whom is the grantor, and no more
than half of whom are related or subor-
dinate parties who are subservient to the
wishes of the grantor: (1) to distribute, ap-
portion, or accumulate income to or for a
beneficiary or beneficiaries, or to, for, or
within a class of beneficiaries; or (2) to pay
out corpus to or for a beneficiary or bene-
ficiaries or to or for a class of beneficiaries
(whether or not income beneficiaries).

Under § 675 and applicable regulations,
the grantor is treated as the owner of any
portion of a trust if, under the terms of the
trust agreement or circumstances attendant
on its operation, administrative control is
exercisable primarily for the benefit of the
grantor rather than the beneficiaries of the
trust.
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Section 675(4) provides that the grantor
shall be treated as the owner of any portion
of a trust in respect of which a power of
administration is exercisable in a nonfidu-
ciary capacity by any person without the
approval or consent of any person in a fidu-
ciary capacity. For purposes of § 675(4),
the term “power of administration” means
any one or more of the following powers:
(A) a power to vote or direct the voting of
stock or other securities of a corporation
in which the holdings of the grantor and
the trust are significant from the viewpoint
of voting control; (B) a power to control
the investment of the trust funds either by
directing investments or reinvestments, or
by vetoing proposed investments or 