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Introduction
The Internal Revenue Bulletin is the authoritative instrument
of the Commissioner of Internal Revenue for announcing official rulings and procedures of the Internal Revenue Service
and for publishing Treasury Decisions, Executive Orders, Tax
Conventions, 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 consolidated semiannually into
Cumulative Bulletins, which are sold on a single-copy basis.

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

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

Part II.—Treaties and Tax Legislation.
This part is divided into two subparts as follows: Subpart A,
Tax Conventions, and Subpart B, Legislation and Related
Committee Reports.
Part III.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to
these subjects are contained in the other Parts and Subparts. Also included in this part are Bank Secrecy Act Administrative Rulings. Bank Secrecy Act Administrative Rulings
are issued by the Department of the Treasury’s Office of the
Assistant Secretary (Enforcement).

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.

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

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, court decisions, rulings, and proce-
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Part I. Rulings and Decisions Under the Internal Revenue Code of 1986
Section 467.—Certain
Payments for the Use of
Property or Services
26 CFR 1.467–1: Treatment of lessors and lessees
generally.

T.D. 8820
DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1
Section 467 Rental Agreements;
Treatment of Rent and Interest
Under Certain Agreements for
the Lease of Tangible Property
AGENCY: Internal Revenue Service
(IRS), Treasury.
ACTION: Final regulations.
SUMMARY: This document contains
final regulations relating to the treatment
of rent and interest under certain agreements for the lease of tangible property.
The regulations apply to certain rental
agreements that provide increasing or decreasing rents, or deferred or prepaid rent,
and provide guidance for lessees and
lessors of tangible property.
DATES: Effective Date: These regulations are effective on May 18, 1999.
Applicability Date: For dates of applicability of these regulations, see Effective Dates under SUPPLEMENTARY INFORMATION.
FOR FURTHER INFORMATION CONTACT: Forest Boone of the Office of Assistant Chief Counsel (Income Tax and
Accounting) at (202) 622-4960 (not a tollfree number).
SUPPLEMENTARY INFORMATION:
Background
Section 467 was added to the Internal
Revenue Code by section 92(a) of the Tax
Reform Act of 1984 (Public Law 98–369
(98 Stat. 609)). On June 3, 1996, the IRS
and Treasury Department issued a notice
of proposed rulemaking (61 F.R. 27834
[IA–292–84, 1996–2 C.B. 462]) relating
to section 467. The proposed regulations
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provide guidance regarding the applicability of section 467, and the amount of
rent and interest required to be accrued
under section 467. Comments responding
to the notice were received, and a public
hearing was held on September 25, 1996.
The IRS and Treasury Department issued interim guidance in Notice 97–72
(1997–2 C.B. 334), which informed taxpayers of certain conditions under which
a refinancing of indebtedness incurred by
a lessor to acquire property that is the subject of a rental agreement will not be considered a substantial modification of that
agreement for purposes of section 467.
After considering the comments that were
received in response to the notice of proposed rulemaking and the statements
made at the public hearing, the proposed
regulations are adopted as revised by this
Treasury decision. The significant comments and revisions are discussed below.
Explanation of Provisions
1. Section 467 Rental Agreements
Under the proposed and final regulations, section 467 applies to any rental
agreement with increasing or decreasing
rent and aggregate rental payments or
other consideration of more than
$250,000. A rental agreement has increasing or decreasing rents if the annualized fixed rent allocated to any rental period exceeds the annualized fixed rent
allocated to any other rental period in the
lease term.
In determining whether a rental agreement has increasing or decreasing rent,
the proposed regulations provide that a
rent holiday at the beginning of the lease
term is disregarded if the rent holiday period is three months or less. Several commentators requested that the rent holiday
period be lengthened, arguing that it
should be the same as the rent holiday period permitted for determining whether a
leaseback or long-term agreement has
tax-motivated increasing rents (the lesser
of 24 months or 10 percent of the lease
term). The final regulations do not adopt
this suggestion.
Section 467(d)(1)(B) provides that a
rental agreement will be treated as a section 467 rental agreement if there are increases in the amount to be paid as rent
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under the agreement. Except for the
$250,000 de minimis exception set forth
in section 467(d)(2), section 467 does not
contain any exceptions to the rule that
rental agreements with increasing rent are
section 467 rental agreements. The threemonth rent holiday exception was added
in the proposed regulations to prevent relatively insubstantial rent holidays from
causing a rental agreement to be treated as
a section 467 rental agreement. Accordingly, the three-month rent holiday exception is intended merely as a de minimis
exception and a rule of administrative
convenience. In contrast, Congress
specifically directed that a rent holiday
safe harbor should be provided for normal
commercial practices in determining
whether a leaseback or long-term agreement has tax-motivated increasing rents.
Thus, since the policies that support a rent
holiday exception for disqualified leasebacks and long-term agreements are
clearly not the same as the policies that
support a rent holiday exception for
whether an agreement has increasing rent
and is therefore a section 467 rental
agreement, the IRS and Treasury Department do not believe the rent holiday periods should be the same.
The proposed regulations also provide
that a rental agreement has increasing or
decreasing rent if it requires (or may require) the payment of contingent rent,
other than contingent rent that is contingent due to (a) a provision computing rent
based on a percentage of the lessee’s
gross or net receipts (but only if the percentage does not vary throughout the term
of the lease); (b) adjustments based on a
reasonable price index; or (c) a provision
requiring the lessee to pay real estate
taxes, insurance premiums, maintenance
costs, or any other cost (other than a debt
service cost) that relates to the leased
property and is not within the control of
the lessor or lessee or a person related to
the lessor or lessee. Several commentators requested additional exceptions for
other types of payments, as well as an expansion of the existing exceptions.
The final regulations provide several
additional types of contingent payments
that will not be taken into account in determining whether a rental agreement has
increasing or decreasing rent. Because of
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the relationship between these contingent
rent provisions and the contingent rent
provisions that are disregarded in determining whether an agreement is a disqualified leaseback or long-term agreement, the new contingent rent exceptions
will be discussed below in connection
with the discussion of disqualified leasebacks and long-term agreements.
2. Section 467 Rent
Under the proposed and final regulations, the section 467 rent for a taxable
year is the sum of the fixed rent for any
rental periods that begin and end in the
taxable year, a ratable portion of the fixed
rent for other rental periods beginning or
ending in the taxable year, and any contingent rent that accrues in the taxable
year. The amount of fixed rent for a
rental period depends on the terms of the
rental agreement and, under the regulations, will be either the amount of fixed
rent allocated to the period under the
agreement, the constant rental amount, or
the proportional rental amount.
A. Disqualified leaseback or long-term
agreement
The proposed regulations provide that
(a) the Commissioner, rather than the parties to the rental agreement, will determine whether a rental agreement is a disqualified leaseback or long- term
agreement and (b) a rental agreement will
not be a disqualified leaseback or longterm agreement unless it requires more
than $2,000,000 in rental payments and
other consideration. The proposed regulations also provide that, if either the
lessor or the lessee is not subject to Federal income tax on its income or is a taxexempt entity (within the meaning of section 168(h)(2)), the rental agreement will
be closely scrutinized, and clear and convincing evidence will be required to establish that tax avoidance is not a principal purpose for providing increasing or
decreasing rent. The proposed regulations include as safe harbors only the provisions set forth in section 467(b)(5) and
an uneven rent test based on Rev. Proc.
75–21 (1975–1 C.B. 715). Other factors
that would be considered as evidence of
tax avoidance were not provided.
Several commentators requested additional safe harbors for other types of pay-
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ments, as well as an expansion of the existing safe harbors. In response to these
comments, several changes have been
made in the final regulations to the tax
avoidance and safe harbor provisions.
(i) Determining tax avoidance
The proposed regulations do not provide any substantive rules for determining
tax avoidance because a leaseback or
long-term agreement will not be treated as
disqualified in the absence of an affirmative determination by the Commissioner.
As a result, the objective of consistency
of treatment between the lessee and lessor
would have been met without the need to
promulgate factors or other rules that taxpayers could use to determine whether tax
avoidance was present. While the final
regulations retain the rule that only the
Commissioner may make a tax avoidance
determination, the IRS and Treasury Department believe that the combination of
substantive guidance on tax avoidance
and additional safe harbors will permit
taxpayers to determine more readily
whether their leasebacks or long-term
agreements will be determined to be disqualified by the Commissioner. Accordingly, substantive provisions have been
added to the final regulations prescribing
the circumstances in which Federal income tax avoidance will be treated as a
principal purpose for providing increasing
or decreasing rent.
The final regulations provide that, if a
significant difference between the marginal Federal income tax rates of the
lessor and lessee can reasonably be expected at some time during the lease term,
the agreement will be closely scrutinized
and clear and convincing evidence will be
required to establish that tax avoidance is
not a principal purpose for providing increasing or decreasing rent. The regulations provide rules to determine when
there is a significant difference in marginal tax rates of the lessor and lessee.
Under these rules, the marginal tax rates
are determined not only by reference to
the Federal income tax status of the taxpayer (for example, as a corporation, partnership, or individual), but also to the specific circumstances of the taxpayer. Thus,
if a corporation either is subject to the alternative minimum tax or has available
net operating losses or credits to carry for-
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ward from an earlier taxable year, the corporation’s marginal tax rate will differ
from other corporations not subject to the
alternative minimum tax and not having
available net operating losses or credits.
Further, in the case of an S corporation or
partnership, the marginal tax rate will be
determined by taking into account the
amounts of income or deduction allocable
to its shareholders or partners, respectively, and the marginal tax rates of the
shareholders or partners.
Finally, as noted above, the final regulations retain the rule of the proposed regulations that only the Commissioner may
determine that a section 467 rental agreement should be treated as a disqualified
leaseback or long-term agreement. The
final regulations also provide that such
determination may be made either on a
case-by-case basis or in regulations or
other guidance published by the Commissioner providing that a certain type or
class of leaseback or long-term agreement
will be treated as disqualified and subject
to constant rental accrual.
(ii) Safe harbors
In response to comments, the final regulations include several safe harbor provisions not included in the proposed regulations. The new safe harbors are intended
to cover a variety of payments that could
be made under the terms of a rental agreement. Under the final regulations, tax
avoidance is not considered a principal
purpose for providing increasing or decreasing rent if the increase or decrease in
rent is described in one of the contingent
rent safe harbor provisions. The IRS and
Treasury Department believe that these
additional safe harbors and the expansion
of the existing safe harbors appropriately
balance the need to provide a degree of
certainty for taxpayers with the need to
limit the potential for tax avoidance.
The final regulations add several safe
harbors for various types of contingent
payments that either are intended to compensate the lessor for costs unrelated to
the lessor’s continuing investment in the
leased property or are so contingent that
they should not be taken into account for
purposes of section 467 until the liability
for such payment becomes fixed. Accordingly, subject to the limitations in the
regulations, safe harbors are provided for
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payments required to be made by the
lessee: in the event of damage, destruction, or loss of the leased property; in the
case of a qualified motor vehicle operating agreement within the meaning of section 7701(h)(2)(A), for the failure of the
property to maintain a specified residual
value; for the failure of the property to be
returned to the lessor at the end of the
lease term in the condition specified in the
agreement; or for the failure of the lessor
to obtain the income tax benefits contemplated by the agreement. In addition, a
provision requiring late payment charges
is also not taken into account in determining whether tax avoidance is present in a
leaseback or long-term agreement. Limitations on the scope of these safe harbors
are provided in order to ensure that these
provisions are included in the agreement
for a valid business purpose and that the
provisions are not used to achieve tax
avoidance.
Several commentators suggested that
rent adjustments based on the lessor’s indebtedness, which itself bears interest at a
variable rate, are not tax motivated. In response, a safe harbor has also been added
for certain variable interest rate provisions. Under this safe harbor, a rent adjustment provision will be disregarded if
it is based solely on the dollar amount of
changes in the lessor’s interest costs, and
only if the lessor and the lender are not related and the indebtedness is evidenced
by a variable rate debt instrument (within
the meaning of §1.1275–5(a)(1)). However, no inference may be drawn from this
safe harbor (or any other provision of the
regulations relating to a variable interest
rate adjustment) concerning the effect of
such an adjustment on the classification
of the rental agreement as a lease for Federal income tax purposes.
In addition, the final regulations expand the scope of the safe harbors provided in the proposed regulations relating
to percentage rents, inflation adjustments,
and reasonable rent holidays. A provision
in a lease will not fail to qualify for the
percentage rent safe harbor because, for
example, it applies to receipts or sales
after making certain limited deductions, it
applies different percentages to different
departments or floors, or it applies to receipts or sales in excess of a determinable
amount. In addition, a provision will not
fail to qualify as an increase based on a
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reasonable price index because it may
limit the adjustment to a fixed percentage
in some years. However, this inflation
adjustment safe harbor will not apply if
the limitation in the rental agreement represents, in substance, a series of fixed increases in rent. For example, if the limitation on an annual inflation adjustment is
substantially below the level of inflation
reasonably expected during the lease
term, the limitation is, in substance, a series of fixed increases in rent.
The proposed regulations include a rent
holiday safe harbor for the determination
of tax avoidance, which provision applies
only if there is a substantial business purpose for the rent holiday. Commentators
objected to this requirement because the
requirement of a business purpose was
not set forth in the legislative history accompanying the enactment of section
467. The final regulations delete the requirement that there be a substantial business purpose for the rent holiday, but add
the requirement that was set forth in the
legislative history. H.R. Conf. Rep. No.
861, 98th Cong., 2d Sess. 893 (1984).
Under the additional rule in the final regulations, the reasonableness of the rent holiday is determined by reference to the
commercial practice (as of the agreement
date) in the locality where the use of the
property occurs. This commercial reasonableness requirement does not apply,
however, in the case of a rent holiday of
three months or less at the beginning of
the lease term.
The proposed regulations also limit the
rent holiday safe harbor to rent holidays at
the beginning of the lease term. The final
regulations remove this limitation and
permit one consecutive period at any
point during the lease term to qualify for
the rent holiday safe harbor if the commercial reasonableness requirement is
satisfied and the rent holiday period does
not exceed the lesser of 24 months or 10
percent of the lease term.
Finally, except in the case of the rent
holiday safe harbor, the safe harbor provisions discussed above also apply in determining whether a rental agreement has increasing or decreasing rent and is thus
subject to section 467. Accordingly, if a
type of contingent rent in a rental agreement meets the requirements of the applicable safe harbor provision, it is not
taken into account in determining whether
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the agreement has increasing or decreasing rent for purposes of both the application of section 467 and the determination
of whether the agreement is a disqualified
leaseback or long-term agreement.
(iii) Uneven rent test
The proposed regulations contain a safe
harbor providing that tax avoidance will
not be considered to be a principal purpose for providing increasing or decreasing rents if the rents allocable to each calendar year of the lease do not vary from
the average annual rents over the entire
lease term by more than 10 percent. This
“uneven rent test” is derived from the
Conference Committee Report, which
stated that the Committee anticipated that
regulations under section 467 would
adopt standards under which leases providing for fluctuations in rents by no more
than a reasonable percentage above or
below the average rent over the term of
the lease will be deemed not to be motivated by tax avoidance. The report cited
the standards for advance rulings on
leveraged lease transactions in Rev. Proc.
75–21, and stated that such standards may
not be appropriate for real estate leases.
H.R. Conf. Rep. No. 861, 98th Cong., 2d
Sess. 893 (1984). The proposed regulations do not provide a safe harbor specifically applicable to real estate leases but
comments were requested on whether a
different uneven rent test should be established for real estate leases.
Commentators requested that the basic
“90–110” test in Rev. Proc. 75–21 be
adopted without modification. The principal modification to the basic 90–110
test in the proposed regulations identified
by the commentators was the use of the
calendar year rather than the lease year to
test for uneven rents. These commentators also requested that the alternate uneven rent test (sometimes referred to as
the “2⁄3-1⁄3” test) be adopted as an additional safe harbor. Finally, these commentators requested clarification of the
application of these uneven rent tests in
certain circumstances.
In response to these comments, the
final regulations expand and clarify the
scope of the uneven rent test in the proposed regulations. First, the final regulations allow a rent holiday period at the beginning of the lease term to be ignored in
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applying the uneven rent test if its duration
is not more than three months. Further, all
but two of the contingent rent provisions
ignored for purposes of determining tax
avoidance are also disregarded in applying
the uneven rent test. Rules are also provided to assist taxpayers in applying the
uneven rent test if the rental agreement
contains a variable rent provision.
For long-term leases of real estate, the
final regulations provide a modified uneven rent test. Under the final regulations, all of the rules relating to the uneven rent test will be applied to long-term
leases of real estate, except that a 15 percent variance will be permitted in lieu of
the 10 percent variance (the “85–115”
test) and a rent holiday will be disregarded if it is commercially reasonable
and its duration does not exceed the lesser
of 24 months or 10 percent of the lease
term.
The final regulations do not adopt the
suggestion that the alternative 2⁄3-1⁄3 test
also be made available as an additional
safe harbor. Section 467 evidences recognition that tax avoidance may result from
the use of either increasing or decreasing
rents in a section 467 rental agreement,
depending on the circumstances of the
lessor and lessee in the particular transaction. The IRS and Treasury Department
believe that the use of the 2⁄3-1⁄3 test may, in
some cases, result in substantial decreases
in rent. Thus, the 2⁄3-1⁄3 test is not included
in the final regulations.
Furthermore, the final regulations retain the use of the calendar year as the
basis for applying the uneven rent test.
The IRS and Treasury Department believe
that use of the calendar year is most consistent with the structure of section 467,
which provides the calendar year as the
basis for determining whether rent is
deferred.
Some commentators requested additional safe harbors and other special rules
for leases of real estate, including the allowance of fixed increases that approximate the parties’ expectations of general
price increases during the lease term. The
final regulations do not provide any additional provisions relating to real estate
leases except for the modified 85–115 uneven rent test and the expanded rent holiday safe harbor. The IRS and Treasury
Department believe that any fixed increases in a real estate lease that exceed
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the permitted variance under the relaxed
safe harbor should be tested for tax avoidance under the general standards.
(iv) The $2,000,000 limitation
The proposed regulations provide that,
among other limitations, a rental agreement will not be treated as a disqualified
leaseback or long-term agreement unless
it requires more than $2,000,000 in rental
payments and other consideration.
Although the $2,000,000 limitation has
been retained in the final regulations, the
IRS and Treasury no longer believe such a
limitation is appropriate. Accordingly,
the IRS and Treasury are issuing proposed
regulations that would eliminate the
$2,000,000 limitation on a prospective
basis.
B. Rental agreement accrual
Under the proposed and final regulations, if neither the constant rental amount
nor the proportional rental amount is required to be accrued, the rent to be accrued for a rental period is the rent allocated to that rental period in accordance
with the section 467 rental agreement.
The amount of rent allocated to a rental
period by the rental agreement depends
on whether the agreement provides a specific allocation of fixed rent. If a rental
agreement provides a specific allocation
of fixed rent, the amount of rent allocated
to each rental period during the lease term
is the amount of fixed rent allocated to
that period by the agreement. In general,
a rental agreement specifically allocates
fixed rent if the agreement unambiguously specifies, for periods of no longer
than a year, a fixed amount of rent for
which the lessee becomes liable on account of the use of the property during
that period.
The proposed regulations provide that,
in the absence of a specific allocation of
fixed rent, the amount of rent allocated to
each rental period during the lease term is
the amount of fixed rent payable during
that rental period. A number of commentators requested that the rule for allocating
rent in the absence of a specific allocation
of fixed rent be amended. The commentators stated that, if a rental agreement
contains only a rent payment schedule
without a separate rent allocation schedule, the agreement should be treated as
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one that does not provide for an allocation
of rents. In these circumstances, the commentators contend that the agreement
should be subject to constant rental accrual under section 467(b)(3)(B).
The final regulations do not adopt this
suggestion. Instead, the final regulations,
like the proposed regulations, provide
that, in the absence of a specific allocation of fixed rent, the amount of fixed rent
allocated to a rental period is the amount
of fixed rent payable during that rental period. The IRS and Treasury Department
believe that it is inappropriate to apply the
constant rental accrual rules solely because a rental agreement does not include
a specific allocation of fixed rent, whether
as a result of inadvertence, failure to obtain professional tax advice, or otherwise.
Further, while the constant rental accrual
method is not available unless the Commissioner makes a tax avoidance determination, parties wishing to accrue rent in
accordance with the constant rental accrual method may provide for an allocation schedule in their rental agreement
with tax consequences that approximate
the use of the constant rental accrual
method.
C. Other applicable limitations
Some commentators suggested that the
final regulations provide that rental agreements will be closely scrutinized for substantial economic effect in appropriate
cases. For example, a rental agreement
may provide a specific allocation of fixed
rent (or no specific allocation of fixed
rent) that, under the regulations, would result in significant back-loaded or frontloaded rent, but would not be subject to
constant rental accrual because it is not a
leaseback or long-term agreement. In
general, the rules of section 467 represent
exceptions to the general rules of tax accounting applicable to income and expense associated with rental agreements.
However, the IRS and Treasury Department do not believe that section 467 and
the regulations thereunder override other
principles of Federal tax law in the case of
income and expense associated with rental
agreements. Thus, the final regulations
explicitly provide that the Commissioner
may apply authorities other than section
467 and the regulations thereunder, such
as section 446(b) clear-reflection-of-in-
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come principles, section 482, and the substance-over-form doctrine, to determine
the income and expense from a rental
agreement (including the proper allocation
of fixed rent under a rental agreement).
3. Rental Agreements with Contingent
Payments
The proposed regulations reserve guidance on the section 467 treatment of contingent rent, indicating that regulations
addressing this issue would provide rules
for contingent rent similar to those provided for computing original issue discount for contingent payment debt instruments in §1.1275–4. The final
regulations continue to reserve on the section 467 treatment of contingent payments. The IRS and Treasury Department
expect that regulations under §1.467–6
will be separately proposed, and continue
to invite comments regarding the treatment of contingent rent and the application of the §1.1275–4 rules to section 467
rental agreements.
4. Recapture on Sale or Other
Disposition of Property
Some commentators requested certain
modifications and further clarification of
the recapture rules under section 467(c) in
the case of dispositions by gift, transfers
at death, and certain tax-free transactions.
In response to these comments, additional
rules and examples illustrating those rules
are provided in the final regulations.
The purpose of the additional rules is to
place the transferee in the same tax position upon the subsequent disposition of
the leased property as the transferor
would have been in if the transferor had
not transferred the property to the transferee. For example, if property subject to
a section 467 rental agreement is transferred in a transaction subject to section
351, and if the transferor would have recognized section 467(c) recapture upon a
taxable disposition of the property, the
transferee may be subject to recapture
upon a subsequent taxable disposition of
the property. The amount of the recapture
upon the subsequent taxable disposition
will be determined by taking into account
the section 467 rent and section 467 interest relating to the period of the transferor’s ownership of the property. Thus,
if a leaseback or long-term agreement
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provides for increasing rent but is not a
disqualified leaseback or long-term agreement, a taxable disposition of the property
by the transferee on or after the expiration
of the lease term will not be subject to
section 467(c) recapture. Alternatively, a
taxable disposition of the property by the
transferee before the expiration of the
lease term will be subject to the same
amount of section 467(c) recapture that
would have applied if the transferor had
continued to own the property.
5. Other Disposition Rules
The proposed regulations reserve guidance on whether special rules should be
provided for transfers of property and
leasehold interests in transactions in
which gain or loss is not recognized in
whole or in part. The IRS and Treasury
Department believe, however, that special
rules are not necessary in the case of nonrecognition transactions. As a general
matter, because a section 467 loan is
treated as indebtedness for all purposes of
the Internal Revenue Code, the rules that
apply to each of the nonrecognition provisions in cases where the property transferred is encumbered by indebtedness will
apply to the transfer of property or a
leasehold interest subject to a section 467
loan. Further, if the section 467 loan represents an additional asset of the transferor, it is unlikely that any gain will be
realized by the transferor because, in most
cases, the basis of the loan will be equal
to the sum of the principal amount of the
loan and the accrued interest thereon.
Thus, the provisions of the proposed regulations relating to special rules for transfers in nonrecognition transactions have
been deleted.
6. Treatment of Modifications
The proposed regulations provide that,
if the lessor and lessee agree to a substantial modification of the terms of an existing lease, the modified lease is generally
treated as a new rental agreement for purposes of section 467. Thus, if the modified lease provides for increasing or decreasing rent, or deferred or prepaid rent,
and the rent exceeds $250,000, it is
treated under the proposed regulations as
a section 467 rental agreement, even if the
pre-modification lease was not a section
467 rental agreement.
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Some commentators requested additional guidance regarding whether a substantial modification of a lease has occurred, in view of the significant potential
consequences of such a modification. In
addition, the commentators suggested
several types of modifications that, in
their view, should not be treated as a substantial modification.
Other commentators indicated that the
proposed regulations did not clarify
whether only the remaining portion of the
modified lease is to be taken into account
for purposes of determining the section
467 rent and interest for rental periods
following the modification.
The final regulations retain the general
rule of the proposed regulations under
which a rental agreement would be
treated as a new lease for purposes of section 467 if the parties agreed to a substantial modification. Under the final regulations, if a substantial modification of a
rental agreement occurs after June 3,
1996, the post-modification agreement is
treated as a new agreement for purposes
of determining whether the agreement is a
section 467 rental agreement or a disqualified leaseback or long-term agreement
and for purposes of applying the effective
date provisions of the section 467 regulations. These rules do not apply, however,
to a modification occurring on or before
May 18, 1999, unless the rental agreement being modified is a post-June 3,
1996, disqualified leaseback or long-term
agreement or the post-modification agreement is a disqualified leaseback or longterm agreement.
In general, in determining whether a
modified agreement is a section 467
rental agreement, or a disqualified leaseback or long-term agreement, the modified agreement is considered to consist
only of the terms that relate to post-modification items (as described below).
However, if a principal purpose of the
modification is to avoid the purpose or intent of section 467 or the regulations
thereunder, the Commissioner may treat
the entire agreement (as modified) as a
single agreement for purposes of section
467. The final regulations also provide
that the post-modification agreement,
notwithstanding its treatment as a new
agreement, will be characterized, in certain cases, in the same manner as the
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agreement in effect before the modification. For example, if an agreement was a
leaseback or was subject to constant
rental accrual before its modification, the
post-modification agreement will generally be treated as a leaseback or as subject
to constant rental accrual. Similarly, if
the agreement was a long-term agreement
before its modification and the entire
agreement (as modified) is a long-term
agreement, the post-modification agreement will be treated as a long-term agreement.
The final regulations also provide rules
for accounting for the effects of modifications occurring after May 18, 1999. In the
case of a substantial modification, the
lessor and lessee must take pre-modification items (generally, rent for periods before the modification, interest thereon,
and payments allocable thereto (whether
made before or after the modification))
into account under the method of accounting used before the modification. In computing section 467 rent, section 467 interest, and the amount of the section 467
loan with respect to post-modification
items, only post-modification items are
taken into account. In addition, the parties to the agreement are required to take
into account adjustments necessary to
prevent duplications and omissions resulting from the modification.
In the case of a modification that is not
substantial, section 467 rent and interest
for periods affected by the modification
are determined under the terms of the entire agreement (as modified). In addition,
the parties to the agreement are required
to recompute the balance of the section
467 loan under the new terms and to take
into account (as either additional rent or a
reduction in rent previously taken into
account) the change in the loan balance
resulting from the modification. They
are also required to take into account any
amount necessary to prevent duplications
or omissions resulting from the modification.
The final regulations also provide additional guidance for determining whether
a substantial modification of a lease has
occurred, adopting some of the principles
applicable to the modification of debt instruments under §1.1001–3. Under the
final regulations, all of the facts and circumstances will be examined to determine whether a substantial modification
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has occurred. Because this determination
is inherently factual, the regulations do
not provide more specific criteria for
making this determination. However, in
order to ensure that relatively insubstantial changes to the terms of a lease agreement and changes that do not implicate
the policies of section 467 are not treated
as substantial modifications under this
rule, safe harbor provisions have been
added.
In general, the modifications that are
likely to affect the character of a rental
agreement for purposes of section 467 are
those that change the amount or timing of
rent allocated or rent payable for the use
of the property, or the identity of the taxpayer taking those amounts into account.
Thus, a substantial modification will not
result from changes in any provision for
the payment of third-party costs or any
other provision that is ignored for purposes of determining whether the agreement provides for contingent rents. In addition, the refinancing of a lessor ’s
indebtedness on a leveraged lease will
generally not be treated as a substantial
modification of the lease, subject to compliance with certain conditions and limitations. These conditions and limitations
are intended to permit refinancings to
avoid classification as a substantial modification in circumstances where the primary objective of the lessee is to take advantage of favorable changes in interest
rates.
In the case of a transfer of leased property by a lessor or a substitution of a
lessee, the final regulations provide that
the transfer or substitution will be treated
as a substantial modification only if a
principal purpose of the transaction is the
avoidance of Federal income tax. In determining whether a transfer or substitution should be treated as a substantial
modification, the safe harbors and other
principles that generally apply in tax
avoidance determinations are taken into
account and the Commissioner may treat
the post-modification agreement as a new
agreement or treat the entire agreement
(as modified) as a single agreement.
7. Definition of Lease Term
The proposed regulations provide that
an option period, whether exercisable by
the lessor or the lessee, is included in the
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lease term only if it is reasonably expected, as of the agreement date, that the
option will be exercised. In contrast, Rev.
Proc. 75–21 provides a comparable rule
only for options that are exercisable by
the lessee, while including the duration of
all lessor renewal options in the lease
term. The IRS and Treasury Department
believe that nothing in section 467 justifies a deviation from the rule of Rev.
Proc. 75–21 in this instance. Accordingly, for purposes of determining the
term of a lease, the final regulations retain
the rule of the proposed regulations only
for lessee options, and treat all lessor options as if they had been exercised.
8. Effective Dates
The regulations are applicable for (1)
disqualified leasebacks and long-term
agreements entered into after June 3,
1996, and (2) other rental agreements entered into after May 18, 1999. No inference should be drawn concerning the
treatment of rental agreements entered
into before the regulations are applicable.
Moreover, the IRS will, in appropriate
circumstances, apply the provisions of
section 467 requiring constant rental accrual to rental agreements entered into on
or before June 3, 1996.
Some commentators requested that the
effective date for disqualified leasebacks
and long-term agreements be deferred so
that the regulations would apply only to
agreements entered into after the date on
which final regulations are published in
the Federal Register. The final regulations do not adopt this suggestion. The
IRS and Treasury Department believe that
the additional safe harbors provided in
these regulations will prevent leasebacks
and long-term agreements entered into
after June 3, 1996, and on or before May
18, 1999 (the interim period), from being
inappropriately disqualified in cases
where the increasing or decreasing rents
have not been motivated by tax avoidance. Some of these commentators also
requested that the regulations not be applied to rental agreements entered into
pursuant to a contract that was binding on
the applicable effective date. The effective dates have been clarified in response
to these comments.
Other commentators requested that taxpayers be permitted to rely on the provi-
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sions of the proposed regulations in the
case of leasebacks and long-term agreements entered into during the interim period. According to these commentators,
the terms of certain leasebacks and longterm agreements entered into during the
interim period were structured so as to
comply with the safe harbors and other
provisions of the proposed regulations in
order to ensure that these agreements
would not be treated as disqualified leasebacks or long-term agreements. In the absence of a provision permitting taxpayers
to rely on the provisions of the proposed
regulations in these cases, these agreements might lose their safe-harbor protection because of changes made in the final
regulations. Accordingly, the final regulations permit taxpayers to rely on the
provisions of the proposed regulations in
the case of any leaseback or long-term
agreement entered into during the interim
period. No specific election is required in
the case of an agreement subject to this
provision.
9. Special Transitional Rule
Although the regulations do not apply
to any rental agreement entered into on or
before June 3, 1996, and do not apply to
any rental agreement other than a disqualified leaseback or long-term agreement
entered into on or before May 18, 1999,
some commentators requested that they
be allowed to change their method of accounting to the constant rental accrual
method for rental agreements involving
certain types of property financed by taxexempt bonds where the agreements were
entered into prior to the issuance of the
section 467 regulations. The special rule
was requested because, prior to the issuance of regulations, lessees had entered
into rental agreements providing for disproportionately large payments of rent in
the later years of the lease term, but without specific allocations of rents. In the
view of the commentators, the circumstances in which a schedule of rent payments would be treated as a rent allocation schedule were not fully addressed by
the legislative history.
In response to the comments, the final
regulations contain a special transitional
rule under which lessees may change their
method of accounting for certain agreements to the constant rental accrual
method. With respect to this special tran-
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sitional rule, a lessee’s change in its
method of accounting for a rental agreement does not affect the method of accounting used by the lessor for the same
agreement. In the case of similar rental
agreements entered into after May 18,
1999, lessees will be able to obtain results
comparable to the constant rental accrual
method only by providing a specific allocation schedule that differs from the rent
payment schedule.
10. Issues Not Addressed
The final regulations do not address the
application of section 467 to payments for
services. With respect to the possible application of section 467 to transactions
sometimes referred to as “lease strips” or
“stripping transactions”, as described in
Notice 95–53 (1995–2 C.B. 334), regulations under section 7701(l) were proposed
after the issuance of the proposed regulations under section 467 setting forth the
treatment of such transactions. Consequently, the IRS and Treasury Department
believe that no specific guidance on the
treatment of such transactions under section 467 is necessary.
The final regulations also do not provide guidance concerning the applicability of penalties or additions to tax when
the Commissioner determines that a section 467 rental agreement should be
treated as a disqualified leaseback or
long-term agreement. No inference
should be drawn from the failure to address the issue in these regulations concerning the Commissioner’s authority to
impose applicable penalties and additions
to tax in such circumstances.
Special Analyses
It has been determined that this Treasury decision is not a significant regulatory action as defined in EO 12866.
Therefore, a regulatory assessment is not
required. It also has been determined that
section 553(b) of the Administrative Procedure Act (5 U.S.C. chapter 5) does not
apply to these regulations, and, because
the regulations do not impose a collection
of information on small entities, the Regulatory Flexibility Act (5 U.S.C. chapter
6) does not apply. Pursuant to section
7805(f) of the Internal Revenue Code, the
notice of proposed rulemaking preceding
these regulations was submitted to the
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Chief Counsel for Advocacy of the Small
Business Administration for comment on
their impact on small businesses.
Drafting Information
The principal author of these regulations is Forest Boone of the Office of Assistant Chief Counsel (Income Tax and
Accounting). However, other personnel
from the IRS and Treasury Department
participated in their development.
* * * * *
Adoption of Amendments to the
Regulations
Accordingly, 26 CFR part 1 is amended
as follows:
PART 1—INCOME TAXES
Paragraph 1. The authority citation for
part 1 is amended by adding entries in numerical order to read, in part, as follows:
Authority: 26 U.S.C. 7805 * * *
§1.467–1 is also issued under 26
U.S.C. 467.
§1.467–2 is also issued under 26
U.S.C. 467.
§1.467–3 is also issued under 26
U.S.C. 467.
§1.467–4 is also issued under 26
U.S.C. 467.
§1.467–5 is also issued under 26
U.S.C. 467.
§1.467–6 is also issued under 26
U.S.C. 467.
§1.467–7 is also issued under 26
U.S.C. 467.
§1.467–8 is also issued under 26
U.S.C. 467.
§1.467–9 is also issued under 26
U.S.C. 467. * * *
Par. 2. In §1.61–8, the first sentence of
paragraph (b) is revised to read as follows:
§1.61–8 Rents and royalties.
* * * * *
(b) * * * Except as provided in section
467 and the regulations thereunder, gross
income includes advance rentals, which
must be included in income for the year of
receipt regardless of the period covered or
the method of accounting employed by
the taxpayer. * * *
* * * * *

June 14, 1999

Par. 3. In §1.451–1, paragraph (g) is
added to read as follows:
§1.451–1 General rule for taxable year
of inclusion.
* * * * *
(g) Timing of income from section 467
rental agreements. For the timing of income with respect to section 467 rental
agreements, see section 467 and the regulations thereunder.
Par. 4. Section 1.461–1 is amended by:
1. Adding a sentence at the end of
paragraph (a)(1).
2. Adding paragraph (a)(2)(iii)(E).
The additions read as follows:
§1.461–1 General rule for taxable year
of deduction.
(a) * * *
(1) * * * See section 467 and the regulations thereunder for rules under which a
liability arising out of the use of property
pursuant to a section 467 rental agreement
is taken into account.
(2) * * *
(iii) * * *
(E) Except as otherwise provided by
regulations or other published guidance
issued by the Commissioner (See
§601.601(b)(2) of this chapter), in the
case of a liability arising out of the use of
property pursuant to a section 467 rental
agreement, the all events test (including
economic performance) is considered met
in the taxable year in which the liability is
to be taken into account under section 467
and the regulations thereunder.
* * * * *
Par. 5. Section 1.461–4 is amended by:
1. Redesignating the text of paragraph
(d)(3)(ii) following the heading as paragraph (d)(3)(ii)(A) and adding a heading
for newly designated paragraph (d)(3)(ii)(A).
2. Adding paragraph (d)(3)(ii)(B).
3. Adding two sentences at the end of
the introductory text of paragraph (d)(7).
The additions read as follows:
§1.461–4 Economic performance.
* * * * *
(d) * * *
(3) * * *
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(ii) Exceptions—(A) Volume, frequency of use, or income. * * *
(B) Section 467 rental agreements. In
the case of a liability arising out of the use
of property pursuant to a section 467
rental agreement, economic performance
occurs as provided in §1.461–1(a)(2)(iii)(E).
* * * * *
(7) * * * Assume further that the examples do not involve section 467 rental
agreements and, therefore, section 467 is
not applicable. The examples are as follows:
* * * * *
Par. 6. Sections 1.467–0 through
1.467–9 are added to read as follows:
§1.467–0 Table of contents.
This section lists the captions that appear in §§1.467–1 through 1.467–9.
§1.467–1 Treatment of lessors and
lessees generally.
(a)
(1)
(2)

Overview.
In general.
Cases in which rules are inapplicable.
(3) Summary of rules.
(i) Basic rules.
(ii) Special rules.
(4) Scope of rules.
(5) Application of other authorities.
(b) Method of accounting for section
467 rental agreements.
(c) Section 467 rental agreements.
(1) In general.
(2) Increasing or decreasing rent.
(i) Fixed rent.
(A) In general.
(B) Certain rent holidays disregarded.
(ii) Fixed rent allocated to a rental period.
(A) Specific allocation.
(1) In general.
(2) Rental agreements specifically allocating fixed rent.
(B) No specific allocation.
(iii) Contingent rent.
(A) In general.
(B) Certain contingent rent disregarded.
(3) Deferred or prepaid rent.
(i) Deferred rent.
(ii) Prepaid rent.
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(iii) Rent allocated to a calendar year.
(iv) Examples.
(4) Rental agreements involving total
payments of $250,000 or less.
(i) In general.
(ii) Special rules in computing amount
described in paragraph (c)(4)(i) of
this section.
(d) Section 467 rent.
(1) In general.
(2) Fixed rent for a rental period.
(i) Constant rental accrual.
(ii) Proportional rental accrual.
(iii) Section 467 rental agreement accrual.
(e) Section 467 interest.
(1) In general.
(2) Interest on fixed rent for a rental
period.
(i) In general.
(ii) Section 467 rental agreements with
adequate interest.
(3) Treatment of interest.
(f) Substantial modification of a rental
agreement.
(1) Treatment as new agreement.
(i) In general.
(ii) Limitation.
(2) Post-modification agreement; in
general.
(3) Other effects of a modification.
(4) Special rules.
(i) Carryover of character; leasebacks.
(ii) Carryover of character; long-term
agreements.
(iii) Carryover of character; disqualified
agreements.
(iv) Allocation of rent.
(v) Difference between aggregate rent
and interest and aggregate payments.
(A) In general.
(B) Constant rental accrual prior to the
modification.
(C) Agreements described in this paragraph (f)(4)(v)(C).
(vi) Principal purpose of tax avoidance.
(5) Definitions.
(6) Safe harbors.
(7) Special rules for certain transfers.
(i) In general.
(ii) Exception.
(g) Treatment of amounts payable by
lessor to lessee.
(1) Interest.
(2) Other amounts. [Reserved]
(h) Meaning of terms.
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(i)
(j)
(1)
(2)
(i)
(ii)
(3)
(4)
(5)

[Reserved]
Computational rules.
Counting conventions.
Conventions regarding timing of
rent and payments.
In general.
Time amount is payable.
Annualized fixed rent.
Allocation of fixed rent within a period.
Rental period length.

§1.467–2 Rent accrual for section 467
rental agreements without adequate
interest.
(a)

(b)
(1)
(2)

(c)
(1)
(2)

(d)
(e)
(1)
(2)
(3)
(4)
(i)
(ii)
(f)

Section 467 rental agreements for
which proportional rental accrual is
required.
Adequate interest on fixed rent.
In general.
Section 467 rental agreements that
provide for a variable rate of interest.
Computation of proportional rental
amount.
In general.
Section 467 rental agreements that
provide for a variable rate of interest.
Present value.
Applicable Federal rate.
In general.
Source of applicable Federal rates.
110 percent of applicable Federal
rate.
Term of the section 467 rental
agreement.
In general.
Section 467 rental agreements with
variable interest.
Examples.

§1.467–3 Disqualified leasebacks and
long-term agreements.
(a)
(b)
(1)
(2)
(3)
(i)
(ii)
(A)
(B)

(c)

General rule.
Disqualified leaseback or long-term
agreement.
In general.
Leaseback.
Long-term agreement.
In general.
Statutory recovery period.
In general.
Special rule for rental agreements
relating to properties having different statutory recovery periods.
Tax avoidance as principal purpose
for increasing or decreasing rent.
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(1)
(2)
(i)
(ii)
(iii)
(3)
(4)
(i)
(ii)
(iii)
(d)
(1)
(2)
(3)

In general.
Tax avoidance.
In general.
Significant difference in tax rates.
Special circumstances.
Safe harbors.
Uneven rent test.
In general.
Special rule for real estate.
Operating rules.
Calculating constant rental amount.
In general.
Initial or final short periods.
Method to determine constant rental
amount; no short periods.
(i) Step 1.
(ii) Step 2.
(iii) Step 3.
(e) Examples.
§1.467–4 Section 467 loan.
(a)
(1)
(2)

In general.
Overview.
No section 467 loan in the case of
certain section 467 rental agreements.
(3) Rental agreements subject to constant rental accrual.
(4) Special rule in applying the provisions of §1.467–7(e), (f), or (g).
(b) Principal balance.
(1) In general.
(2) Section 467 rental agreements that
provide for prepaid fixed rent and
adequate interest.
(3) Timing of payments.
(c) Yield.
(1) In general.
(i) Method of determining yield.
(ii) Method of stating yield.
(iii) Rounding adjustments.
(2) Yield of section 467 rental agreements for which constant rental
amount or proportional rental
amount is computed.
(3) Yield for purposes of applying paragraph (a)(4) of this section.
(4) Determination of present values.
(d) Contingent payments.
(e) Section 467 rental agreements that
call for payments before or after the
lease term.
(f) Examples.

(1)
(2)
(b)
(1)
(2)
(i)
(ii)
(3)
(c)

§1.467–6 Section 467 rental agreements
with contingent payments. [Reserved]
§1.467–7 Section 467 recapture and
other rules relating to dispositions and
modifications.
(a)
(b)
(1)
(2)
(3)
(i)
(ii)
(c)
(1)
(2)
(3)
(i)
(ii)
(A)
(B)
(4)
(5)
(6)
(7)
(d)
(e)
(1)
(2)
(3)
(4)
(f)
(1)
(2)
(3)
(4)
(g)

§1.467–5 Section 467 rental agreements
with variable interest.

(1)
(i)

(a)

(ii)

Variable interest on deferred or prepaid rent.
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In general.
Exceptions.
Variable rate treated as fixed.
In general.
Variable interest adjustment
amount.
In general.
Positive or negative adjustment.
Section 467 loan balance.
Examples.

Section 467 recapture.
Recapture amount.
In general.
Prior understated inclusion.
Section 467 gain.
In general.
Certain dispositions.
Special rules.
Gifts.
Dispositions at death.
Certain tax-free exchanges.
In general.
Dispositions covered.
In general.
Transfers to certain tax-exempt organizations.
Dispositions by transferee.
Like-kind exchanges and involuntary conversions.
Installment sales.
Dispositions covered by section
170(e), 341(e)(12), or 751(c).
Examples.
Other rules relating to dispositions.
In general.
Treatment of section 467 loan.
[Reserved]
Examples.
Treatment of assignments by lessee
and lessee-financed renewals.
Substitute lessee use.
Treatment of section 467 loan.
Lessor use.
Examples.
Application of section 467 following a rental agreement modification.
Substantial modifications.
Treatment of pre-modification
items.
Computations with respect to postmodification items.
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(iii) Adjustments.
(A) Adjustment relating to certain prepayments.
(B) Adjustment relating to retroactive
beginning of lease term.
(iv) Coordination with rules relating to
dispositions and assignments.
(A) Dispositions.
(B) Assignments.
(2) Other modifications.
(i) Computation of section 467 loan for
modified agreement.
(ii) Change in balance of section 467
loan.
(iii) Section 467 rent and interest after
the modification.
(iv) Applicable Federal rate.
(v) Modification effective within a
rental period.
(vi) Other adjustments.
(vii) Coordination with rules relating to
dispositions and assignments.
(viii) Exception for agreements entered
into prior to effective date of section 467.
(3) Adjustment by Commissioner.
(4) Effective date of modification.
(5) Examples.
(h) Omissions or duplications.
(1) In general.
(2) Example.
§1.467–8 Automatic consent to change
to constant rental accrual for certain
rental agreements.
(a)
(b)

General rule.
Agreements to which automatic
consent applies.

§1.467–9 Effective dates and automatic
method changes for certain agreements.
(a)
(b)
(c)

(d)
(e)
(1)
(2)
(3)

In general.
Automatic consent for certain rental
agreements.
Application of regulation project
IA-292-84 to certain leasebacks and
long-term agreements.
Entered into.
Change in method of accounting.
In general.
Application of regulation project
IA–292–84.
Automatic change procedures.

§1.467–1 Treatment of lessors and
lessees generally.
(a) Overview—(1) In general. When
applicable, section 467 requires a lessor
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and lessee of tangible property to treat
rents consistently and to use the accrual
method of accounting (and time value of
money principles) regardless of their
overall method of accounting. In addition, in certain cases involving tax avoidance, the lessor and lessee must take rent
and stated or imputed interest into account under a constant rental accrual
method, pursuant to which the rent is
treated as accruing ratably over the entire
lease term.
(2) Cases in which rules are inapplicable. Section 467 applies only to leases (or
other similar arrangements) that constitute section 467 rental agreements as defined in paragraph (c) of this section. For
example, a rental agreement is not a section 467 rental agreement, and, therefore,
is not subject to the provisions of this section and §§1.467–2 through 1.467–9 (the
section 467 regulations), if it specifies
equal amounts of rent for each month
throughout the lease term and all payments of rent are due in the calendar year
to which the rent relates (or in the preceding or succeeding calendar year). In addition, the section 467 regulations do not
apply to a rental agreement that requires
total rents of $250,000 or less. For purposes of determining whether the agreement has total rents of $250,000 or less,
certain specified contingent rent is disregarded.
(3) Summary of rules—(i) Basic rules.
Paragraph (c) of this section provides
rules for determining whether a rental
agreement is a section 467 rental agreement. Paragraphs (d) and (e) of this section provide rules for determining the
amount of rent and interest, respectively,
required to be taken into account by a
lessor and lessee under a section 467
rental agreement. Paragraphs (f) through
(h) and (j) of this section provide various
definitions and special rules relating to
the application of the section 467 regulations. Paragraph (i) of this section is reserved.
(ii) Special rules. Section 1.467–2
provides rules for section 467 rental
agreements that have deferred or prepaid
rents without providing for adequate interest. Section 1.467–3 provides rules for
application of the constant rental accrual
method, including criteria for determining
whether an agreement is subject to this
method. Section 1.467–4 provides rules
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for establishing and adjusting a section
467 loan (the amount that a lessor is
deemed to have loaned to the lessee, or
vice versa, pursuant to the application of
the section 467 regulations). Section
1.467–5 provides rules for applying the
section 467 regulations where a rental
agreement requires payments of interest
at a variable rate. Section 1.467–6, relating to the treatment of certain section 467
rental agreements with contingent payments, is reserved. Section 1.467–7 provides rules for the treatment of dispositions by a lessor of property subject to a
section 467 rental agreement and the
treatment of assignments by lessees and
certain lessee-financed renewals of a section 467 rental agreement. Section
1.467–7 also provides rules for the treatment of modified rental agreements. Section 1.467–8 provides special transitional
rules relating to the method of accounting
for certain rental agreements entered into
on or before May 18, 1999. Finally,
§1.467–9 provides the effective date rules
for the section 467 regulations.
(4) Scope of rules. No inference
should be drawn from any provision of
this section or §§1.467–2 through 1.467–
9 concerning whether—
(i) For Federal tax purposes, an
arrangement constitutes a lease; or
(ii) For Federal tax purposes, any
obligation of the lessee under a rental
agreement is treated as rent.
(5) Application of other authorities.
Notwithstanding section 467 and the regulations thereunder, other authorities such
as section 446(b) clear-reflection-of-income principles, section 482, and the substance-over-form doctrine, may be applied by the Commissioner to determine
the income and expense from a rental
agreement (including the proper allocation of fixed rent under a rental agreement).
(b) Method of accounting for section
467 rental agreements. If a rental agreement is a section 467 rental agreement, as
described in paragraph (c) of this section,
the lessor and lessee must each take into
account for any taxable year the sum of—
(1) The section 467 rent for the taxable
year (as defined in paragraph (d) of this
section); and
(2) The section 467 interest for the taxable year (as defined in paragraph (e) of
this section).
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(c) Section 467 rental agreements—(1)
In general. Except as otherwise provided
in paragraph (c)(4) of this section, the
term section 467 rental agreement means
a rental agreement, as defined in paragraph (h)(12) of this section, that has increasing or decreasing rents (as described
in paragraph (c)(2) of this section), or deferred or prepaid rents (as described in
paragraph (c)(3) of this section).
(2) Increasing or decreasing rent—(i)
Fixed rent—(A) In general. A rental
agreement has increasing or decreasing
rent if the annualized fixed rent, as described in paragraph (j)(3) of this section,
allocated to any rental period exceeds the
annualized fixed rent allocated to any
other rental period in the lease term.
(B) Certain rent holidays disregarded.
Notwithstanding the provisions of paragraph (c)(2)(i)(A) of this section, a rental
agreement does not have increasing or decreasing rent if the increasing or decreasing rent is solely attributable to a rent holiday provision allowing reduced rent (or
no rent) for a period of three months or
less at the beginning of the lease term.
(ii) Fixed rent allocated to a rental
period—(A) Specific allocation—(1) In
general. If a rental agreement provides a
specific allocation of fixed rent, as described in paragraph (c)(2)(ii)(A)(2) of
this section, the amount of fixed rent allocated to each rental period during the
lease term is the amount of fixed rent allocated to that period by the rental agreement.
(2) Rental agreements specifically allocating fixed rent. A rental agreement
specifically allocates fixed rent if the
rental agreement unambiguously specifies, for periods no longer than a year, a
fixed amount of rent for which the lessee
becomes liable on account of the use of
the property during that period, and the
total amount of fixed rent specified is
equal to the total amount of fixed rent
payable under the lease. For example, a
rental agreement providing that rent is
$100,000 per calendar year, and providing for total payments of fixed rent equal
to the total amount specified, specifically
allocates rent. A rental agreement stating
only when rent is payable does not specifically allocate rent.
(B) No specific allocation. If a rental
agreement does not provide a specific allocation of fixed rent (for example, be-
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cause the total amount of fixed rent specified is not equal to the total amount of
fixed rent payable under the lease), the
amount of fixed rent allocated to a rental
period is the amount of fixed rent payable
during that rental period. If an amount of
fixed rent is payable before the beginning
of the lease term, it is allocated to the first
rental period in the lease term. If an
amount of fixed rent is payable after the
end of the lease term, it is allocated to the
last rental period in the lease term.
(iii) Contingent rent—(A) In general.
A rental agreement has increasing or decreasing rent if it requires (or may require) the payment of contingent rent (as
defined in paragraph (h)(2) of this section), other than contingent rent described
in paragraph (c)(2)(iii)(B) of this section.
(B) Certain contingent rent disregarded. For purposes of this paragraph
(c)(2)(iii), rent is disregarded to the extent
it is contingent as the result of one or
more of the following provisions—
(1) A qualified percentage rents provision, as defined in paragraph (h)(8) of this
section;
(2) An adjustment based on a reasonable price index, as defined in paragraph
(h)(10) of this section;
(3) A provision requiring the lessee to
pay third-party costs, as defined in paragraph (h)(15) of this section;
(4) A provision requiring the payment
of late payment charges, as defined in
paragraph (h)(4) of this section;
(5) A loss payment provision, as defined in paragraph (h)(7) of this section;
(6) A qualified TRAC provision, as defined in paragraph (h)(9) of this section;
(7) A residual condition provision, as
defined in paragraph (h)(13) of this section;
(8) A tax indemnity provision, as defined in paragraph (h)(14) of this section;
(9) A variable interest rate provision,
as defined in paragraph (h)(16) of this
section; or
(10) Any other provision provided in
regulations or other published guidance
issued by the Commissioner, but only if
the provision is designated as contingent
rent to be disregarded for purposes of this
paragraph (c)(2)(iii).
(3) Deferred or prepaid rent—(i) Deferred rent. A rental agreement has deferred rent under this paragraph (c)(3) if
the cumulative amount of rent allocated
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as of the close of a calendar year (determined under paragraph (c)(3)(iii) of this
section) exceeds the cumulative amount
of rent payable as of the close of the succeeding calendar year.
(ii) Prepaid rent. A rental agreement
has prepaid rent under this paragraph
(c)(3) if the cumulative amount of rent
payable as of the close of a calendar year
exceeds the cumulative amount of rent allocated as of the close of the succeeding
calendar year (determined under paragraph (c)(3)(iii) of this section).
(iii) Rent allocated to a calendar year.
For purposes of this paragraph (c)(3), the
rent allocated to a calendar year is the
sum of—
(A) The fixed rent allocated to any
rental period (determined under paragraph (c)(2)(ii) of this section) that begins
and ends in the calendar year;
(B) A ratable portion of the fixed rent
allocated to any other rental period that
begins or ends in the calendar year; and
(C) Any contingent rent that accrues
during the calendar year.
(iv) Examples. The following examples illustrate the application of this paragraph (c)(3):
Example 1. (i) A and B enter into a rental agreement that provides for the lease of property to begin
on January 1, 2000, and end on December 31, 2003.
The rental agreement provides that rent of $100,000
accrues during each year of the lease term. Under
the rental agreement, no rent is payable during calendar year 2000, a payment of $100,000 is to be
made on December 31, 2001, and December 31,
2002, and a payment of $200,000 is to be made on
December 31, 2003. A and B both select the calendar year as their rental period. Thus, the amount of
rent allocated to each rental period under paragraph
(c)(2)(ii) of this section is $100,000. Therefore, the
rental agreement does not have increasing or decreasing rent as described in paragraph (c)(2)(i) of
this section.
(ii) Under paragraph (c)(3)(i) of this section, a
rental agreement has deferred rent if, at the close of
a calendar year, the cumulative amount of rent allocated under paragraph (c)(3)(iii) of this section exceeds the cumulative amount of rent payable as of
the close of the succeeding year. In this example,
there is no deferred rent: the rent allocated to 2000
($100,000) does not exceed the cumulative rent
payable as of December 31, 2001 ($100,000); the
rent allocated to 2001 and preceding years
($200,000) does not exceed the cumulative rent
payable as of December 31, 2002 ($200,000); the
rent allocated to 2002 and preceding years
($300,000) does not exceed the cumulative rent
payable as of December 31, 2003 ($400,000); and
the rent allocated to 2003 and preceding years
($400,000) does not exceed the cumulative rent
payable as of December 31, 2004 ($400,000).
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Therefore, because the rental agreement does not
have increasing or decreasing rent and does not have
deferred or prepaid rent, the rental agreement is not
a section 467 rental agreement.
Example 2. (i) A and B enter into a rental agreement that provides for a 10-year lease of personal
property, beginning on January 1, 2000, and ending
on December 31, 2009. The rental agreement provides for accruals of rent of $10,000 during each
month of the lease term. Under paragraph (c)(3)(iii)
of this section, $120,000 is allocated to each calendar year. The rental agreement provides for a
$1,200,000 payment on December 31, 2000.
(ii) The rental agreement does not have increasing or decreasing rent as described in paragraph
(c)(2)(i) of this section. The rental agreement, however, provides prepaid rent under paragraph
(c)(3)(ii) of this section because the cumulative
amount of rent payable as of the close of a calendar
year exceeds the cumulative amount of rent allocated as of the close of the succeeding calendar year.
For example, the cumulative amount of rent payable
as of the close of 2000 ($1,200,000 is payable on
December 31, 2000) exceeds the cumulative amount
of rent allocated as of the close of 2001, the succeeding calendar year ($240,000). Accordingly, the
rental agreement is a section 467 rental agreement.

(4) Rental agreements involving total
payments of $250,000 or less—(i) In
general. A rental agreement is not a section 467 rental agreement if, as of the
agreement date (as defined in paragraph
(h)(1) of this section), it is not reasonably
expected that the sum of the aggregate
amount of rental payments under the
rental agreement and the aggregate value
of all other consideration to be received
for the use of property (taking into account any payments of contingent rent,
and any other contingent consideration)
will exceed $250,000.
(ii) Special rules in computing amount
described in paragraph (c)(4)(i) of this
section. The following rules apply in determining the amount described in paragraph (c)(4)(i) of this section:
(A) Stated interest on deferred rent is
not taken into account. However, the
Commissioner may recharacterize a portion of stated interest as additional rent if
a rental agreement provides for interest on
deferred rent at a rate that, in light of all
of the facts and circumstances, is clearly
greater than the arm’s-length rate of interest that would have been charged in a
lending transaction between the lessor
and lessee.
(B) Consideration that does not involve a cash payment is taken into account at its fair market value. A liability
that is either assumed or secured by property acquired subject to the liability is
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taken into account at the sum of its remaining principal amount and accrued interest (if any) thereon or, in the case of an
obligation originally issued at a discount,
at the sum of its adjusted issue price and
accrued qualified stated interest (if any),
within the meaning of §1.1273–1(c)(1).
(C) All rental agreements that are part
of the same transaction or a series of related transactions involving the same
lessee (or any related person) and the
same lessor (or any related person) are
treated as a single rental agreement.
Whether two or more rental agreements
are part of the same transaction or a series
of related transactions depends on all the
facts and circumstances.
(D) If an agreement includes a provision increasing or decreasing rent payable
solely as a result of an adjustment based
on a reasonable price index, the amount
described in paragraph (c)(4)(i) of this
section must be determined as if the applicable price index did not change during
the lease term.
(E) If an agreement includes a variable
interest rate provision (as defined in paragraph (h)(16) of this section), the amount
described in paragraph (c)(4)(i) of this
section must be determined by using fixed
rate substitutes (determined in the same
manner as under §1.1275–5(e), treating
the agreement date as the issue date) for
the variable rates of interest applicable to
the lessor’s indebtedness.
(F) Contingent rent described in paragraphs (c)(2)(iii)(B)(3) through (8) of this
section is not taken into account.
(d) Section 467 rent—(1) In general.
The section 467 rent for a taxable year is
the sum of—
(i) The fixed rent for any rental period
(determined under paragraph (d)(2) of
this section) that begins and ends in the
taxable year;
(ii) A ratable portion of the fixed rent
for any other rental period beginning or
ending in the taxable year; and
(iii) In the case of a section 467 rental
agreement that provides for contingent
rent, the contingent rent that accrues during the taxable year.
(2) Fixed rent for a rental period—(i)
Constant rental accrual. In the case of a
section 467 rental agreement that is a disqualified leaseback or long-term agreement (as described in §1.467–3(b)), the
fixed rent for a rental period is the con-
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stant rental amount (as determined under
§1.467–3(d)).
(ii) Proportional rental accrual. In the
case of a section 467 rental agreement
that is not described in paragraph (d)(2)(i)
of this section, and does not provide adequate interest on fixed rent (as determined
under §1.467–2(b)), the fixed rent for a
rental period is the proportional rental
amount (as determined under §1.467–
2(c)).
(iii) Section 467 rental agreement accrual. In the case of a section 467 rental
agreement that is not described in either
paragraph (d)(2)(i) or (ii) of this section,
the fixed rent for a rental period is the
amount of fixed rent allocated to the
rental period under the rental agreement,
as determined under paragraph (c)(2)(ii)
of this section.
(e) Section 467 interest—(1) In general. The section 467 interest for a taxable year is the sum of—
(i) The interest on fixed rent for any
rental period that begins and ends in the
taxable year;
(ii) A ratable portion of the interest on
fixed rent for any other rental period beginning or ending in the taxable year; and
(iii) In the case of a section 467 rental
agreement that provides for contingent
rent, any interest that accrues on the contingent rent during the taxable year.
(2) Interest on fixed rent for a rental
period—(i) In general. Except as provided in paragraph (e)(2)(ii) of this section and §1.467–5(b)(1)(ii), the interest
on fixed rent for a rental period is equal to
the product of–
(A) The principal balance of the section 467 loan (as described in §1.467–
4(b)) at the beginning of the rental period;
and
(B) The yield of the section 467 loan
(as described in §1.467–4(c)).
(ii) Section 467 rental agreements with
adequate interest. Except in the case of a
section 467 rental agreement that is a disqualified leaseback or long-term agreement, if a section 467 rental agreement
provides adequate interest under §1.467–
2(b)(1)(i) (agreements with no deferred or
prepaid rent) or §1.467–2(b)(1)(ii) (agreements with adequate interest stated at a
single fixed rate), the interest on fixed
rent for a rental period is the amount of
interest provided in the rental agreement
for the period.
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(3) Treatment of interest. If the section
467 interest for a rental period is a positive amount, the lessor has interest income and the lessee has an interest expense. If the section 467 interest for a
rental period is a negative amount, the
lessee has interest income and the lessor
has an interest expense. Section 467 interest is treated as interest for all purposes
of the Internal Revenue Code.
(f) Substantial modification of a rental
agreement—(1) Treatment as new agreement—(i) In general. If a substantial
modification of a rental agreement occurs
after June 3, 1996, the post-modification
agreement is treated as a new agreement
and the date on which the modification
occurs is treated as the agreement date in
applying section 467 and the regulations
thereunder to the post-modification agreement. Thus, for example, the post-modification agreement is treated as a new
agreement entered into on the date the
modification occurs for purposes of determining whether it is a section 467 rental
agreement under this section, whether it is
a disqualified leaseback or long-term
agreement under §1.467–3, and whether it
is entered into after the applicable effective date in §1.467–9.
(ii) Limitation. In the case of a substantial modification of a rental agreement occurring on or before May 18,
1999, this paragraph (f) applies only if—
(A) The rental agreement was a disqualified leaseback or long-term agreement before the modification and the
agreement date, determined without regard to the modification, is after June 3,
1996; or
(B) The post-modification agreement
would, after application of the rules in
this paragraph (f) (other than the special
rule for disqualified agreements in paragraph (f)(4)(iii) of this section), be a disqualified leaseback or long-term agreement.
(2) Post-modification agreement; in
general. For purposes of determining
whether a post-modification agreement is
a section 467 rental agreement or a disqualified leaseback or long-term agreement under paragraph (f)(1) of this section, the terms of the post-modification
agreement are, except as provided in
paragraph (f)(4) of this section, only those
terms that provide for rights and obligations relating to post-modification items

1999–24 I.R.B.

(within the meaning of paragraph
(f)(5)(iv) of this section).
(3) Other effects of a modification.
For rules relating to amounts that must be
taken into account following certain modifications, see §1.467–7(g).
(4) Special rules—(i) Carryover of
character; leasebacks. If an agreement is
a leaseback prior to its modification and
the lessee prior to the modification (or a
related person) is the lessee after the modification, the post-modification agreement
is a leaseback even if the post-modification lessee did not have an interest in the
property at any time during the two-year
period ending on the date on which the
modification occurs.
(ii) Carryover of character; long-term
agreements. If an agreement is a longterm agreement prior to its modification
and the entire agreement (as modified)
would be a long-term agreement, the
post-modification agreement is a longterm agreement.
(iii) Carryover of character; disqualified agreements. If an agreement (as in
effect before its modification) is a disqualified leaseback or long-term agreement as the result of a determination
(whether occurring before or after the
modification) under §1.467–3(b)(1)(ii)
and the post-modification agreement is a
section 467 rental agreement (or the entire
agreement (as modified) would be a section 467 rental agreement), the post-modification agreement will, notwithstanding
its treatment as a new agreement under
paragraph (f)(1)(i) of this section, be subject to constant rental accrual unless the
Commissioner determines that, because
of the absence of tax avoidance potential,
the post-modification agreement should
not be treated as a disqualified leaseback
or long-term agreement.
(iv) Allocation of rent. If the entire
agreement (as modified) provides a specific allocation of fixed rent, as described
in paragraph (c)(2)(ii)(A)(2) of this section, the post-modification agreement is
treated as an agreement that provides a
specific allocation of fixed rent. If the entire agreement (as modified) does not provide a specific allocation of fixed rent, the
fixed rent allocated to rental periods during the lease term of the post-modification
agreement is determined by applying the
rules of paragraph (c)(2)(ii)(B) of this section to the entire agreement (as modified).
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(v) Difference between aggregate rent
and interest and aggregate payments—
(A) In general. Except as provided in
paragraph (f)(4)(v)(B) of this section, a
post-modification agreement described in
paragraph (f)(4)(v)(C) of this section is
treated as a section 467 rental agreement
subject to proportional rental accrual (determined under §1.467–2(c)).
(B) Constant rental accrual prior to
the modification. A post-modification
agreement described in paragraph
(f)(4)(v)(C) of this section is treated as a
section 467 rental agreement subject to
constant rental accrual if—
(1) Constant rental accrual is required
under paragraph (f)(4)(iii) of this section;
or
(2) The post-modification agreement
involves total payments of more than
$250,000 (as described in paragraph
(c)(4) of this section), and the Commissioner determines that the post- modification agreement is a disqualified leaseback
or long-term agreement.
(C) Agreements described in this paragraph (f)(4)(v)(C). A post-modification
agreement is described in this paragraph
(f)(4)(v)(C) if the aggregate amount of
fixed rent and stated interest treated as
post-modification items does not equal
the aggregate amount of payments treated
as post-modification items.
(vi) Principal purpose of tax avoidance. If a principal purpose of a substantial modification is to avoid the purpose
or intent of section 467 or the regulations
thereunder, the Commissioner may treat
the entire agreement (as modified) as a
single agreement for purposes of section
467 and the regulations thereunder.
(5) Definitions. The following definitions apply for purposes of this paragraph
(f) and §1.467–7(g):
(i) A modification of a rental agreement is any alteration, including any deletion or addition, in whole or in part, of a
legal right or obligation of the lessor or
lessee thereunder, whether the alteration
is evidenced by an express agreement
(oral or written), conduct of the parties, or
otherwise.
(ii) A modification is substantial only
if, based on all of the facts and circumstances, the legal rights or obligations that
are altered and the degree to which they
are altered are economically substantial.
A modification of a rental agreement will
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not be treated as substantial solely because it is not described in paragraph
(f)(6) of this section.
(iii) A modification occurs on the earlier of the first date on which there is a
binding contract that substantially sets
forth the terms of the modification or the
date on which agreement to such terms is
otherwise evidenced.
(iv) Post-modification items with respect to any modification of a rental agreement are all items (other than pre-modification items) provided under the terms of
the entire agreement (as modified).
(v) Pre-modification items with respect to any modification of a rental
agreement are pre-modification rent, interest thereon, and payments allocable
thereto (whether payable before or after
the modification.) For this purpose—
(A) Pre-modification rent is rent allocable to periods before the effective date of
the modification, but only to the extent
such rent is payable under the entire
agreement (as modified) at the time such
rent was due under the agreement in effect before the modification; and
(B) Pre-modification items are identified by applying payments, in the order
payable under the entire agreement (as
modified) unless the agreement specifies
otherwise, to rent and interest thereon in
the order in which amounts accrue.
(vi) The entire agreement (as modified) with respect to any modification is
the agreement consisting of pre-modification terms providing for rights and obligations that are not affected by the modification and post-modification terms
providing for rights and obligations that
differ from the rights and obligations
under the agreement in effect before the
modification. For example, if a 10-year
rental agreement that provides for rent of
$25,000 per year is modified at the end of
the 5th year to provide for rent of $30,000
per year in subsequent years, the entire
agreement (as modified) provides for a
10-year lease term and provides for rent
of $25,000 per year in years 1 through 5
and rent of $30,000 per year in years 6
through 10. The result would be the same
if the modification provided for both the
increase in rent and the substitution of a
new lessee.
(6) Safe harbors. Notwithstanding the
provisions of paragraph (f)(5) of this section, a modification of a rental agreement
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is not a substantial modification if the
modification occurs solely as the result of
one or more of the following—
(i) The refinancing of any indebtedness incurred by the lessor to acquire the
property subject to the rental agreement
and secured by such property (or any refinancing thereof) but only if all of the following conditions are met—
(A) Neither the amount, nor the time
for payment, of the principal amount of
the new indebtedness differs from the
amount and time for payment of the remaining principal amount of the refinanced indebtedness, except for de minimis changes;
(B) For each of the remaining rental
periods, the rent allocation schedule, the
payments of rent and interest, and the
amount accrued under section 467 are
changed only to the extent necessary to
take into account the change in financing
costs, and such changes are made pursuant to the terms of the rental agreement
in effect before the modification;
(C) The lessor and the lessee are not
related persons to each other or to any
lender to the lessor with respect to the
property (whether under the refinanced
indebtedness or the new indebtedness);
and
(D) With respect to the indebtedness
being refinanced, the lessor was granted a
unilateral option (within the meaning of
§1.1001–3(c)(3)) by the creditor to repay
the refinanced indebtedness, exercisable
with or without the lessee’s consent;
(ii) A change in the obligation of the
lessee to make any of the contingent payments described in paragraphs (c)(2)(iii)(B)(3) through (8) of this section; or
(iii) A change in the amount of fixed
rent allocated to a rental period that, when
combined with all previous changes in the
amount of fixed rent allocated to the
rental period, does not exceed one percent
of the fixed rent allocated to that rental
period prior to the modification.
(7) Special rules for certain transfers—(i) In general. For purposes of this
paragraph (f), a substitution of a new
lessee or a sale, exchange, or other disposition by a lessor of property subject to a
rental agreement will not, by itself, be
treated as a substantial modification unless a principal purpose of the transaction
giving rise to the modification is the
avoidance of Federal income tax. In de-
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termining whether a principal purpose of
the transaction giving rise to the modification is the avoidance of Federal income
tax—
(A) The safe harbors and other principles of §1.467–3(c) are taken into account; and
(B) The Commissioner may treat the
post-modification agreement as a new
agreement or treat the entire agreement
(as modified) as a single agreement.
(ii) Exception. Notwithstanding the
provisions of paragraph (f)(7)(i) of this
section, the continuing lessor and the new
lessee (in the case of a substitution of a
new lessee) or the new lessor and the continuing lessee (in the case of a sale, exchange, or other disposition by a lessor of
property subject to a rental agreement)
may, in appropriate cases, request the
Commissioner to treat the transaction as if
it were a substantial modification in order
to have the provisions of paragraph
(f)(4)(iii) of this section and §1.467–
7(g)(1) apply to the transaction.
(g) Treatment of amounts payable by
lessor to lessee—(1) Interest. For purposes of determining present value, any
amounts payable by the lessor to the
lessee as interest on prepaid rent are
treated as negative amounts.
(2) Other amounts. [Reserved]
(h) Meaning of terms. The following
meanings apply for purposes of this section and §§1.467–2 through 1.467–9:
(1) Agreement date means the earlier
of the lease date or the first date on which
there is a binding written contract that
substantially sets forth the terms under
which the property will be leased.
(2) Contingent rent means any rent
that is not fixed rent, including any
amount reflecting an adjustment based on
a reasonable price index (as defined in
paragraph (h)(10) of this section) or a
variable interest rate provision (as defined
in paragraph (h)(16) of this section).
(3) Fixed rent means any rent to the
extent its amount and the time at which it
is required to be paid are fixed and determinable under the terms of the rental
agreement as of the lease date. The following rules apply for the purpose of determining the extent to which rent is fixed
rent:
(i) The possibility of a breach, default,
or other early termination of the rental
agreement and any adjustments based on
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a reasonable price index or a variable interest rate provision are disregarded.
(ii) Rent will not fail to be treated as
fixed rent merely because of the possibility of impairment by insolvency, bankruptcy, or other similar circumstances.
(iii) If the lease term (as defined in
paragraph (h)(6) of this section) includes
one or more periods as to which either the
lessor or the lessee has an option to renew
or extend the term of the agreement, rent
will not fail to be treated as fixed rent
merely because the option has not been
exercised.
(iv) If the lease term includes one or
more periods during which a substitute
lessee or lessor may have use of the property, rent will not fail to be treated as
fixed rent merely because the contingencies relating to the obligation of the lessee
(or a related person) to make payments in
the nature of rent have not occurred.
(v) If either the lessor or the lessee has
an unconditional option or options, exercisable on one or more dates during the
lease term, that, if exercised, require payments of rent to be made under an alternative payment schedule or schedules, the
amount of fixed rent and the dates on
which such rent is required to be paid are
determined on the basis of the payment
schedule that, as of the agreement date, is
most likely to occur. If payments of rent
are made under an alternative payment
schedule that differs from the payment
schedule assumed in applying the preceding sentence, then, for purposes of paragraph (f) of this section, the rental agreement is treated as having been modified at
the time the option to make payments on
such alternative schedule is exercised.
(4) Late payment charge means any
amount required to be paid by the lessee
to the lessor as additional compensation
for the lessee’s failure to make any payment of rent under a rental agreement
when due.
(5) Lease date means the date on
which the lessee first has the right to use
of the property that is the subject of the
rental agreement.
(6) Lease term means the period during which the lessee has use of the property subject to the rental agreement, including any option to renew or extend the
term of the agreement other than an option, exercisable by the lessee, as to which
it is reasonably expected, as of the agree-
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ment date, that the option will not be exercised. The lessor’s or lessee’s determination that an option period is either included in or excluded from the lease term
is not binding on the Commissioner. If
the lessee (or a related person) agrees that
one or both of them will or could be obligated to make payments in the nature of
rent (within the meaning of §1.168(i)–
2(b)(2)) for a period when another lessee
(the substitute lessee) or the lessor will
have use of the property subject to the
rental agreement, the Commissioner may,
in appropriate cases, treat the period when
the substitute lessee or lessor will have
use of the property as part of the lease
term. See §1.467–7(f) for special rules
applicable to the lessee, substitute lessee,
and lessor.
(7) A loss payment provision means a
provision that requires the lessee to pay
the lessor a sum of money (which may be
either a stipulated amount or an amount
determined by reference to a formula or
other objective measure) if the property
subject to the rental agreement is lost,
stolen, damaged or destroyed, or otherwise rendered unsuitable for any use
(other than for scrap purposes).
(8) A qualified percentage rents provision means a provision pursuant to which
the rent is equal to a fixed percentage of
the lessee’s receipts or sales (whether or
not receipts or sales are adjusted for returned merchandise or Federal, state, or
local sales taxes), but only if the percentage does not vary throughout the lease
term. A provision will not fail to be
treated as a qualified percentage rents
provision solely by reason of one or more
of the following additional terms:
(i) Differing percentages of receipts or
sales apply to different departments or
separate floors of a retail store, but only if
the percentage applicable to a particular
department or floor does not vary
throughout the lease term.
(ii) The percentage is applied to receipts or sales in excess of determinable
dollar amounts, but only if the determinable dollar amounts are fixed and do
not vary throughout the lease term.
(9) A qualified TRAC provision means
a terminal rental adjustment clause (as defined in section 7701(h)(3)) contained in a
qualified motor vehicle operating agreement (as defined in section 7701(h)(2)),
but only if the adjustment to the rental
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price is based on a reasonable estimate,
determined as of any date between the
agreement date and the lease date (or, in
the event the agreement date is the same
as or later than the lease date, determined
as of the agreement date), of the fair market value of the motor vehicle (including
any trailer) at the end of the lease term.
(10) An adjustment is based on a reasonable price index if the adjustment reflects inflation or deflation occurring over
a period during the lease term and is determined consistently under a generally
recognized index for measuring inflation
or deflation (for example, the non-seasonally adjusted U.S. City Average All Items
Consumer Price Index for All Urban Consumers (CPI-U), which is published by
the Bureau of Labor Statistics of the Department of Labor). An adjustment will
not fail to be treated as one that is based
on a reasonable price index merely because the adjustment may be limited to a
fixed percentage, but only if the parties
reasonably expect, as of any date between
the agreement date and the lease date (or,
in the event the agreement date is the
same as the lease date, as of such date),
that the fixed percentage will actually
limit the amount of the rent payable during less than 50 percent of the lease term.
(11) For purposes of determining
whether a section 467 rental agreement is
a leaseback within the meaning of
§1.467–3(b)(2), two persons are related
persons if they are related persons within
the meaning of section 465(b)(3)(C). In
all other cases, two persons are related
persons if they either have a relationship
to each other that is specified in section
267(b) or section 707(b)(1) or are related
entities within the meaning of sections
168(h)(4)(A), (B), or (C).
(12) Rental agreement includes any
agreement, whether written or oral, that
provides for the use of tangible property
and is treated as a lease for Federal income tax purposes.
(13) A residual condition provision
means a provision in a rental agreement
that requires a payment to be made by either the lessor or the lessee to the other
party based on the difference between the
actual condition of the property subject to
the agreement, determined as of the expiration of the lease term, and the expected
condition of the property at the expiration
of the lease term, as set forth in the rental
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agreement. The amount of any such payment may be determined by reference to
any objective measure relating to the use
or condition of the property, such as
miles, hours or other duration of use, units
of production, or similar measure. A provision will be treated as a residual condition provision only if the payment represents compensation for the use of, or wear
and tear on, the property in excess of, or
below, a standard set forth in the rental
agreement, and the standard is reasonably
expected, as of any date between the
agreement date and the lease date (or, in
the event the agreement date is the same
as or later than the lease date, as of the
agreement date), to be met at the expiration of the lease term.
(14) A tax indemnity provision means a
provision in a rental agreement that may
require the lessee to make one or more
payments to the lessor in the event that
the Federal, foreign, state, or local income
tax consequences actually realized by a
lessor from owning the property subject
to the rental agreement and leasing it to
the lessee differ from the consequences
reasonably expected by the lessor, but
only if the differences in such consequences result from a misrepresentation,
act, or failure to act on the part of the
lessee, or any other factor not within the
control of the lessor or any related person.
(15) Third-party costs include any real
estate taxes, insurance premiums, maintenance costs, and any other costs (excluding a debt service cost) that relate to the
leased property and are not within the
control of the lessor or lessee or any person related to the lessor or lessee.
(16) A variable interest rate provision
means a provision in a rental agreement
that requires the rent payable by the lessee
to the lessor to be adjusted by the dollar
amount of changes in the amount of interest payable by the lessor on any indebtedness that was incurred to acquire the property subject to the rental agreement (or
any refinancing thereof), but—
(i) Only to the extent the changes are
attributable to changes in the interest rate;
and
(ii) Only if the indebtedness provides
for interest at one or more qualified floating rates (within the meaning of §1.1275–
5(b)), or the changes are attributable to a
refinancing at a fixed rate or one or more
qualified floating rates.
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(i) [Reserved].
(j) Computational rules. For purposes
of this section and §§1.467–2 through
1.467–9, the following rules apply—
(1) Counting conventions. Any reasonable counting convention may be used
(for example, 30 days per month/360 days
per year) to determine the length of a
rental period or to perform any computation. Rental periods of the same descriptive length, for example annual, semiannual, quarterly, or monthly, may be
treated as being of equal length.
(2) Conventions regarding timing of
rent and payments—(i) In general. For
purposes of determining present values
and yield only, except as otherwise provided in this section and §§1.467–2
through 1.467–8—
(A) The rent allocated to a rental period is taken into account on the last day
of the rental period;
(B) Any amount payable during the
first half of the first rental period is
treated as payable on the first day of that
rental period;
(C) Any amount payable during the
first half of any other rental period is
treated as payable on the last day of the
preceding rental period;
(D) Any amount payable during the
second half of a rental period is treated as
payable on the last day of the rental period; and
(E) Any amount payable at the midpoint of a rental period is treated, in applying this paragraph (j)(2), as an amount
payable during the first half of the rental
period.
(ii) Time amount is payable. For purposes of this paragraph (j)(2), an amount
is payable on the last day for timely payment (that is, the last day such amount
may be paid without incurring interest,
computed at an arm’s-length rate, a substantial penalty, or other substantial detriment (such as giving the lessor the right to
terminate the agreement, bring an action
to enforce payment, or exercise other similar remedies under the terms of the agreement or applicable law)).
(3) Annualized fixed rent. Annualized
fixed rent is determined by multiplying
the fixed rent allocated to the rental period under paragraph (c)(2)(ii) of this section by the number of periods of the rental
period’s length in a calendar year. Thus,
if the fixed rent allocated to a rental pe-
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riod is $10,000 and the rental period is
one month, the annualized fixed rent for
that rental period is $120,000 ($10,000
times 12).
(4) Allocation of fixed rent within a period. A rental agreement that allocates
fixed rent to any period is treated as allocating fixed rent ratably within that period. Thus, if a rental agreement provides
that $120,000 is allocated to each calendar year in the lease term, $10,000 of rent
is allocated to each calendar month.
(5) Rental period length. Except as
provided in §1.467–3(d)(1) (relating to
agreements for which constant rental accrual is required), rental periods may be
of any length, may vary in length, and
may be different as between the lessor
and the lessee as long as—
(i) The rental periods are one year or
less, cover the entire lease term, and do
not overlap;
(ii) Each scheduled payment under the
rental agreement (other than a payment
scheduled to occur before or after the
lease term) occurs within 30 days of the
beginning or end of a rental period; and
(iii) In the case of a rental agreement
that does not provide a specific allocation
of fixed rent, the rental periods selected
do not cause the agreement to be treated
as a section 467 rental agreement unless
all alternative rental period schedules
would result in such treatment.
§1.467–2 Rent accrual for section 467
rental agreements without adequate
interest.
(a) Section 467 rental agreements for
which proportional rental accrual is required. Under §1.467–1(d)(2)(ii), the
fixed rent for each rental period is the proportional rental amount, computed under
paragraph (c) of this section, if—
(1) The section 467 rental agreement is
not a disqualified leaseback or long-term
agreement under §1.467–3(b); and
(2) The section 467 rental agreement
does not provide adequate interest on fixed
rent under paragraph (b) of this section.
(b) Adequate interest on fixed rent—(1)
In general. A section 467 rental agreement provides adequate interest on fixed
rent if, disregarding any contingent rent—
(i) The rental agreement has no deferred or prepaid rent as described in
§1.467–1(c)(3);
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(ii) The rental agreement has deferred
or prepaid rent, and—
(A) The rental agreement provides interest (the stated rate of interest) on deferred or prepaid fixed rent at a single
fixed rate (as defined in §1.1273–
1(c)(1)(iii));
(B) The stated rate of interest on fixed
rent is no lower than 110 percent of the
applicable Federal rate (as defined in
paragraph (e)(3) of this section);
(C) The amount of deferred or prepaid
fixed rent on which interest is charged is
adjusted at least annually to reflect the
amount of deferred or prepaid fixed rent
as of a date no earlier than the date of the
preceding adjustment and no later than
the date of the succeeding adjustment;
and
(D) The rental agreement requires interest to be paid or compounded at least
annually;
(iii) The rental agreement provides for
deferred rent but no prepaid rent, and the
sum of the present values (within the
meaning of paragraph (d) of this section)
of all amounts payable by the lessee as
fixed rent (and interest, if any, thereon) is
equal to or greater than the sum of the
present values of the fixed rent allocated
to each rental period; or
(iv) The rental agreement provides for
prepaid rent but no deferred rent, and the
sum of the present values of all amounts
payable by the lessee as fixed rent, plus
the sum of the negative present values of
all amounts payable by the lessor as interest, if any, on prepaid fixed rent, is equal
to or less than the sum of the present values of the fixed rent allocated to each
rental period.
(2) Section 467 rental agreements that
provide for a variable rate of interest.
For purposes of the adequate interest test
under paragraph (b)(1) of this section, if a
section 467 rental agreement provides for
variable interest, the rental agreement is
treated as providing for fixed rates of interest on deferred or prepaid fixed rent
equal to the fixed rate substitutes (determined in the same manner as under
§1.1275–5(e), treating the agreement date
as the issue date) for the variable rates
called for by the rental agreement. For
purposes of this section, a rental agreement provides for variable interest if all
stated interest provided by the agreement
is paid or compounded at least annually at
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a rate or rates that meet the requirements
of §1.1275–5(a)(3)(i)(A) or (B) and
(a)(4).
(c) Computation of proportional rental
amount—(1) In general. The proportional rental amount for a rental period is
the amount of fixed rent allocated to the
rental period under §1.467–1(c)(2)(ii),
multiplied by a fraction. The numerator
of the fraction is the sum of the present
values of the amounts payable under the
terms of the section 467 rental agreement
as fixed rent and interest thereon. The denominator of the fraction is the sum of the
present values of the fixed rent allocated
to each rental period under the rental
agreement.
(2) Section 467 rental agreements that
provide for a variable rate of interest. To
calculate the proportional rental amount
for a section 467 rental agreement that
provides for a variable rate of interest, see
§1.467–5.
(d) Present value. For purposes of determining adequate interest under paragraph (b) of this section or the proportional rental amount under paragraph (c)
of this section, the present value of any
amount is determined using a discount
rate equal to 110 percent of the applicable
Federal rate. In general, present values
are determined as of the first day of the
first rental period in the lease term. However, if a section 467 rental agreement
calls for payments of fixed rent prior to
the lease term, present values are determined as of the first day a fixed rent payment is called for by the agreement. For
purposes of the present value determination under paragraph (b)(1)(iv) of this
section, the fixed rent allocated to a rental
period must be discounted from the first
day of the rental period. For other conventions and rules relating to the determination of present value, see §1.467–1(g)
and (j).
(e) Applicable Federal rate—(1) In
general. The applicable Federal rate for a
section 467 rental agreement is the applicable Federal rate in effect on the agreement date. The applicable Federal rate for
a rental agreement means—
(i) The Federal short-term rate if the
term of the rental agreement is not over 3
years;
(ii) The Federal mid-term rate if the
term of the rental agreement is over 3
years but not over 9 years; and
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(iii) The Federal long-term rate if the
term of the rental agreement is over 9
years.
(2) Source of applicable Federal rates.
The Internal Revenue Service publishes
the applicable Federal rates, based on annual, semiannual, quarterly, and monthly
compounding, each month in the Internal
Revenue Bulletin (see §601.601(d) of this
chapter). However, the applicable Federal rates may be based on any compounding assumption. To convert a rate
based on one compounding assumption to
an equivalent rate based on a different
compounding assumption, see §1.1272–
1(j), Example 1.
(3) 110 percent of applicable Federal
rate. For purposes of §1.467–1, this section and §§1.467–3 through 1.467–9, 110
percent of the applicable Federal rate
means 110 percent of the applicable Federal rate based on semiannual compounding or any rate based on a different compounding assumption that is equivalent to
110 percent of the applicable Federal rate
based on semiannual compounding. The
Internal Revenue Service publishes 110
percent of the applicable Federal rates,
based on annual, semiannual, quarterly,
and monthly compounding, each month
in the Internal Revenue Bulletin (see
§601.601(d)(2) of this chapter).
(4) Term of the section 467 rental
agreement—(i) In general. For purposes
of determining the applicable Federal rate
under this paragraph (e), the term of the
section 467 rental agreement includes the
lease term, any period before the lease
term beginning with the first day an
amount of fixed rent is payable under the
terms of the rental agreement, and any period after the lease term ending with the
last day an amount of fixed rent or interest
thereon is payable under the rental agreement.
(ii) Section 467 rental agreements with
variable interest. If a section 467 rental
agreement provides variable interest on
deferred or prepaid fixed rent, the term of
the rental agreement for purposes of calculating the applicable Federal rate is the
longest period between interest rate adjustment dates, or, if the rental agreement
provides an initial fixed rate of interest on
deferred or prepaid fixed rent, the period
between the agreement date and the last
day the fixed rate applies, if this period is
longer. If, as described in §1.1274–
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4(c)(2)(ii), the rental agreement provides
for a qualified floating rate (as defined in
§1.1275–5(b)) that in substance resembles a fixed rate, the applicable Federal
rate is determined by reference to the
lease term.
(f) Examples. The following examples
illustrate the application of this section.
In each of these examples it is assumed
that the rental agreement is not a disqualified leaseback or long-term agreement
subject to constant rental accrual. The examples are as follows:
Example 1. (i) C agrees to lease property from D
for five years beginning on January 1, 2000, and
ending on December 31, 2004. The section 467
rental agreement provides that rent of $100,000 accrues in each calendar year in the lease term and that
rent of $500,000 plus $120,000 of interest is payable
on December 31, 2004. Assume that the parties select the calendar year as the rental period and that
110 percent of the applicable Federal rate is 10 percent, compounded annually.
(ii) The rental agreement has deferred rent under
§1.467-1(c)(3)(i) because the fixed rent allocated to
calendar years 2000, 2001, and 2002 is not paid until
2004. In addition, because the rental agreement
does not state an interest rate, the rental agreement
does not satisfy the requirements of paragraph
(b)(1)(ii) of this section.
(iii)(A) Because the rental agreement has deferred fixed rent and no prepaid rent, the agreement
has adequate interest only if the present value test
provided in paragraph (b)(1)(iii) of this section is
met. The present value of all fixed rent and interest
payable under the rental agreement is $384,971.22,

determined as follows: $620,000/(1.10)5 =
$384,971.22. The present value of all fixed rent allocated under the rental agreement (discounting the
amount of fixed rent allocated to a rental period
from the last day of the rental period) is
$379,078.68, determined as follows:
$379,078.68 = $100,000 ⫻

1– (1.10)–5
.10

(B) The rental agreement provides adequate interest on fixed rent because the present value of the
single amount payable under the section 467 rental
agreement exceeds the sum of the present values of
fixed rent allocated.
(iv) For an example illustrating the computation
of the yield on the rental agreement and the allocation of the interest and rent provided for under the
rental agreement, see §1.467–4(f), Example 2.
Example 2. (i) E and F enter into a section 467
rental agreement for the lease of equipment beginning on January 1, 2000, and ending on December
31, 2004. The rental agreement provides that rent of
$100,000 accrues for each calendar month during
the lease term. All rent is payable on December 31,
2004, together with interest on accrued rent at a
qualified floating rate set at a current value (as defined in §1.1275–5(a)(4)) that is compounded at the
end of each calendar month and adjusted at the beginning of each calendar month throughout the lease
term. Therefore, the rental agreement provides for
variable interest within the meaning of paragraph
(b)(2) of this section.
(ii) On the agreement date the qualified floating
rate is 7.5 percent, and 110 percent of the applicable
Federal rate, as defined in paragraph (e)(3) of this section, based on monthly compounding, is 7 percent.
Under paragraph (b)(2) of this section, the fixed rate
substitute for the qualified floating rate is 7.5 percent
and the agreement is treated as providing for interest

at this fixed rate for purposes of determining whether
adequate interest is provided under paragraph (b) of
this section. Accordingly, the requirements of paragraph (b)(1)(ii) of this section are satisfied, and the
rental agreement has adequate interest.
Example 3. (i) X and Y enter into a section 467
rental agreement for the lease of real property beginning on January 1, 2000, and ending on December
31, 2002. The rental agreement provides that rent of
$800,000 is allocable to 2000, $1,000,000 is allocable to 2001, and $1,200,000 is allocable to 2002.
Under the rental agreement, Y must make a
$3,000,000 payment on December 31, 2002. Assume that both X and Y choose the calendar year as
the rental period, X and Y are calendar year taxpayers, and 110 percent of the applicable Federal rate is
8.5 percent compounded annually.
(ii) The rental agreement fails to provide adequate interest under paragraph (b)(1) of this section.
Therefore, under §1.467–1(d)(2)(ii), the fixed rent
for each rental period is the proportional rental
amount.
(iii)(A) The proportional rental amount is computed under paragraph (c) of this section. Because
the rental agreement does not call for any fixed rent
payments prior to the lease term, under paragraph
(d) of this section, the present value is determined as
of the first day of the first rental period in the lease
term. The present value of the single amount
payable by the lessee under the rental agreement is
computed as follows:
$2,348,724.30 = $3,000,000
(1 + .085)3
(B) The sum of the present values of the fixed
rent allocated to each rental period (discounting the
fixed rent allocated to a rental period from the last
day of such rental period) is computed as follows:

$2,526,272.20 = $800,000 + $1,000,000 + $1,200,000
(1 + .085) (1 + .085)2
(1 + .085)3
(C) Thus, the fraction for determining the proportional rental amount is .9297194 ($2,348,724.30/
$2,526,272.20). The section 467 interest for each of
the taxable years within the lease term is computed
and taken into account as provided in §1.467-4. The
section 467 rent for each of the taxable years within
the lease term is as follows:
Taxable
year
2000
2001
2002

Section 467 rent
$ 743,775.52 ($ 800,000 ⫻ .9297194)
929,719.40 ($1,000,000 ⫻ .9297194)
1,115,663.28 ($1,200,000 ⫻ .9297194)

§1.467–3 Disqualified leasebacks and
long-term agreements.
(a) General rule. Under §1.4671(d)(2)(i), constant rental accrual (as described under paragraph (d) of this section) must be used to determine the fixed
rent for each rental period in the lease
term if the section 467 rental agreement is
a disqualified leaseback or long-term
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agreement within the meaning of paragraph (b) of this section. Constant rental
accrual may not be used in the absence of
a determination by the Commissioner,
pursuant to paragraph (b)(1)(ii) of this
section, that the rental agreement is disqualified. Such determination may be
made either on a case-by-case basis or in
regulations or other guidance published
by the Commissioner (see §601.601(d)(2)
of this chapter) providing that a certain
type or class of leaseback or long-term
agreement will be treated as disqualified
and subject to constant rental accrual.
(b) Disqualified leaseback or longterm agreement—(1) In general. A
leaseback (as defined in paragraph (b)(2)
of this section) or a long-term agreement
(as defined in paragraph (b)(3) of this section) is disqualified only if—
(i) A principal purpose for providing increasing or decreasing rent is the avoid-
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ance of Federal income tax (as described
in paragraph (c) of this section);
(ii) The Commissioner determines that,
because of the tax avoidance purpose, the
agreement should be treated as a disqualified leaseback or long-term agreement;
and
(iii) The amount determined with respect to the section 467 rental agreement
under §1.467–1(c)(4) (relating to the exception for rental agreements involving
total payments of $250,000 or less) exceeds $2,000,000.
(2) Leaseback. A section 467 rental
agreement is a leaseback if the lessee (or a
related person) had any interest (other
than a de minimis interest) in the property
at any time during the two-year period
ending on the agreement date. For this
purpose, interests in property include options and agreements to purchase the
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property (whether or not the lessee or related person was considered the owner of
the property for Federal income tax purposes) and, in the case of subleased property, any interest as a sublessor.
(3) Long-term agreement—(i) In general. A section 467 rental agreement is a
long-term agreement if the lease term exceeds 75 percent of the property’s statutory recovery period.
(ii) Statutory recovery period—(A) In
general. The term statutory recovery period means—
(1) In the case of property depreciable
under section 168, the applicable period
determined under section 467(e)(3)(A);
(2) In the case of land, 19 years; and
(3) In the case of any other tangible
property, the period that would apply
under section 467(e)(3)(A) if the property
were property to which section 168
applied.
(B) Special rule for rental agreements
relating to properties having different
statutory recovery periods. In the case of
a rental agreement relating to two or more
related properties that have different
statutory recovery periods, the statutory
recovery period for purposes of paragraph
(b)(3)(ii)(A) of this section is the
weighted average, based on the fair market values of the properties on the agreement date, of the statutory recovery periods of each of the properties.
(c) Tax avoidance as principal purpose
for increasing or decreasing rent—(1) In
general. In determining whether a principal purpose for providing increasing or
decreasing rent is the avoidance of Federal income tax, all relevant facts and circumstances are taken into account. However, an agreement will not be treated as a
disqualified leaseback or long-term agreement if either of the safe harbors set forth
in paragraph (c)(3) of this section is met.
The mere failure of a leaseback or longterm agreement to meet one of these safe
harbors will not, by itself, cause the
agreement to be treated as one in which
tax avoidance was a principal purpose for
providing increasing or decreasing rent.
(2) Tax avoidance—(i) In general. If,
as of the agreement date, a significant difference between the marginal tax rates of
the lessor and lessee can reasonably be
expected at some time during the lease
term, the agreement will be closely scrutinized and clear and convincing evidence
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will be required to establish that tax
avoidance is not a principal purpose for
providing increasing or decreasing rent.
The term “marginal tax rate” means the
percentage determined by dividing one
dollar into the amount of the increase or
decrease in the Federal income tax liability of the taxpayer that would result from
an additional dollar of rental income or
deduction.
(ii) Significant difference in tax rates.
A significant difference between the marginal tax rates of the lessor and lessee is
reasonably expected if—
(A) The rental agreement has increasing rents and the lessor’s marginal tax rate
is reasonably expected to exceed the
lessee’s marginal tax rate by more than 10
percentage points during any rental period
to which the rental agreement allocates
annualized fixed rent that is less than the
average rent allocated to all calendar
years (determined by taking into account
the rules set forth in paragraph (c)(4)(iii)
of this section); or
(B) The rental agreement has decreasing rents and the lessee’s marginal tax rate
is reasonably expected to exceed the
lessor’s marginal tax rate by more than 10
percentage points during any rental period
to which the rental agreement allocates
annualized fixed rent that is greater than
the average rent allocated to all calendar
years (determined by taking into account
the rules set forth in paragraph (c)(4)(iii)
of this section).
(iii) Special circumstances. In determining the expected marginal tax rates of
the lessor and lessee, net operating loss
and credit carryovers and any other attributes or special circumstances reasonably
expected to affect the Federal income tax
liability of the taxpayer (including the alternative minimum tax) are taken into account. For example, in the case of a partnership or S corporation, the amount of
rental income or deduction that would be
allocable to the partners or shareholders,
respectively, is taken into account.
(3) Safe harbors. Tax avoidance will
not be considered a principal purpose for
providing increasing or decreasing rent
if—
(i) The uneven rent test (as defined in
paragraph (c)(4) of this section) is met; or
(ii) The increase or decrease in rent is
wholly attributable to one or more of the
following provisions—
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(A) A contingent rent provision set
forth in §1.467–1(c)(2)(iii)(B); or
(B) A single rent holiday provision allowing reduced rent (or no rent) for one
consecutive period during the lease term,
but only if—
(1) The rent holiday is for a period of
three months or less at the beginning of
the lease term and for no other period; or
(2) The duration of the rent holiday is
reasonable, determined by reference to
commercial practice (as of the agreement
date) in the locality where the use of the
property occurs, and does not exceed the
lesser of 24 months or 10 percent of the
lease term.
(4) Uneven rent test—(i) In general.
The uneven rent test is met if the rent allocated to each calendar year does not vary
from the average rent allocated to all calendar years (determined in accordance
with the rules set forth in paragraph
(c)(4)(iii) of this section) by more than 10
percent.
(ii) Special rule for real estate. Paragraph (c)(4)(i) of this section is applied by
substituting “15 percent” for “10 percent”
if the rental agreement is a long-term
agreement and at least 90 percent of the
property subject to the agreement (determined on the basis of fair market value as
of the agreement date) consists of real
property (as defined in §1.856–3(d)).
(iii) Operating rules. In determining
whether the uneven rent test has been
met, the following rules apply:
(A) Any contingent rent attributable to
a provision set forth in §1.467–1(c)(2)(iii)(B)(3) through (9) is disregarded.
(B) If the lease term includes one or
more partial calendar years (a period less
than a complete calendar year), the average rent allocated to each calendar year is
the total rent allocated under the rental
agreement, divided by the actual length
(in years) of the lease term. The rent allocated to a partial calendar year is annualized by multiplying the allocated rent by
the number of periods of the partial calendar year’s length in a full calendar year
and the annualized rent is treated as the
amount of rent allocated to that year in
determining whether the uneven rent test
is met.
(C) In the case of a rental agreement
not described in paragraph (c)(4)(ii) of
this section, an initial rent holiday period
and any rent allocated to such period are
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disregarded for purposes of this paragraph
(c)(4) if taking such period and rent into
account would cause the agreement to fail
to meet the uneven rent test. For purposes
of this paragraph (c)(4), an initial rent
holiday period is any period of three
months or less at the beginning of the
lease term during which annualized fixed
rent (determined by treating such period
as a rental period for purposes of §1.4671(j)(3)) is less than the average rent allocated to all calendar years (determined
before the application of this paragraph
(c)(4)(iii)(C)).
(D) In the case of a rental agreement
described in paragraph (c)(4)(ii) of this
section, one qualified rent holiday period
and any rent allocated to such period are
disregarded for purposes of this paragraph
(c)(4) if taking such period and rent into
account would cause the agreement to fail
the uneven rent test. For this purpose, a
qualified rent holiday period is a consecutive period that is an initial rent holiday
period or that meets the following conditions:
(1) The period does not exceed the
lesser of 24 months or 10 percent of the
lease term (determined before the application of this paragraph (c)(4)(iii)(D)).
(2) Annualized fixed rent during the
period (determined by treating the period
as a rental period for purposes of §1.467–
1(j)(3)) is less than the average rent allocated to all calendar years (determined
before the application of this paragraph
(c)(4)(iii)(D)).
(3) Providing less than average rent for
the period is reasonable, determined by
reference to commercial practice (as of
the agreement date) in the locality where
the use of the property occurs.
(E) If the rental agreement contains a
variable interest rate provision, the uneven rent test is applied by treating the
rent as having been fixed under the terms
of the rental agreement for the entire lease
term using fixed rate substitutes (determined in the same manner as §1.1275–
5(e), treating the agreement date as the
issue date) for the variable rates of interest provided under the terms of the
lessor’s indebtedness.
(d) Calculating constant rental
amount—(1) In general. Except as provided in paragraph (d)(2) of this section,
the constant rental amount is the amount

June 14, 1999

that, if paid at the end of each rental period, would result in a present value equal
to the present value of all amounts
payable under the disqualified leaseback
or long-term agreement as rent and interest. In computing the constant rental
amount, the rules for determining present
value are the same as those provided in
§1.467–2(d) for computing the proportional rental amount. If constant rental
accrual is required, all rental periods
(other than an initial or final short period
of not more than one month) must be
equal in length and satisfy the requirements of §1.467–1(j)(5).
(2) Initial or final short periods. If a
disqualified leaseback or long-term agreement has an initial or final short rental period, the constant rental amount for the
initial or final short period may be determined under any reasonable method.
However, the sum of the present values of
all the constant rental amounts must equal
the present values of all amounts payable
under the disqualified leaseback or longterm agreement as rent and interest. Any
adjustment necessary to eliminate the section 467 loan balance because of the
method used to determine the constant
rental amount for short periods must be
taken into account as section 467 rent for
the final rental period.
(3) Method to determine constant
rental amount; no short periods—(i) Step
1. Determine the present value of
amounts payable under the disqualified
leaseback or long-term agreement as rent
or interest.
(ii) Step 2. Determine the present
value of $1 to be received at the end of
each rental period during the lease term as
of the first day of the first rental period
during the lease term (or, if earlier, the
first day a rent payment is required under
the rental agreement).
(iii) Step 3. Divide the amount determined in paragraph (d)(3)(i) of this section (Step 1) by the number of dollars determined in paragraph (d)(3)(ii) of this
section (Step 2).
(e) Examples. The following examples
illustrate the application of this section:
Example 1. (i) K, lessor, and L, lessee, enter
into a long-term agreement for a 10-year lease of
personal property beginning on January 1, 2000. K
and L are C corporations that use the calendar year
as their taxable year. K does not have any unused
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losses or credits from taxable years preceding 2000.
In addition, as of the agreement date, K expects that
it will be subject to the maximum rate of tax imposed by section 11 in 2000 and that it will not be
limited in its ability to use any losses or credits. As
of the agreement date, L expects that it will be subject to the alternative minimum tax imposed by section 55 in 2000. The rental agreement provides for
rent allocations in each year of the lease term, as
follows:
Year

Amount

2000
2001
2002
2003
2004
2005
2006
2007
2008
2009

$427,500
442,500
457,500
472,500
487,500
502,500
517,500
532,500
547,500
562,500

(ii) As described in paragraph (c)(2) of this section, as of the agreement date, a significant difference between the marginal tax rates of the lessor and
lessee can reasonably be expected at some time during the lease term. First, the rental agreement has
increasing rents. Second, the lessor’s marginal tax
rate exceeds the lessee’s marginal tax rate by more
than 10 percentage points during a rental period to
which the rental agreement allocates less than a ratable portion of the aggregate amount of rent payable
under the agreement. For example, for the year
2000, the lessor’s expected marginal tax rate is 35
percent, the percentage determined by dividing the
increase in the Federal income tax liability of K that
would result from an additional dollar of rental income ($.35) by $1. Because the lessee is subject to
the alternative minimum tax, the lessee’s expected
marginal tax rate for 2000 is 20 percent, the percentage determined by dividing the decrease in the Federal income tax liability (taking into account both
the decrease in the lessee’s regular tax and the increase in the lessee’s alternative minimum tax) that
would result from an additional dollar of rental deduction ($.20) by $1. Further, for the year 2000, the
rent allocated in accordance with the rental agreement is $427,500, which is less than a ratable portion of the aggregate amount of rental payments,
$495,000, determined by dividing the total rents
payable under the agreement ($4,950,000) by the
number of years in the lease term (10). Thus, because a significant difference between the marginal
tax rates of the lessor and lessee can reasonably be
expected during the lease term, the agreement will
be closely scrutinized and clear and convincing evidence will be required to establish that tax avoidance is not a principal purpose for providing increasing rent.
Example 2. (i) A and B enter into a long-term
agreement for a 5-year lease of personal property
beginning on July 1, 2000, and ending on June 30,
2005. The rental agreement provides that the rent is
allocated to the calendar years in the lease term in
accordance with the following schedule and is paid
at successive six-month intervals (on December 31
and June 30) during the lease term:
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Year

Amount

Year

Amount

2000
2001
2002
2003
2004
2005

$450,000
900,000
900,000
1,100,000
1,100,000
550,000

2000
2001
2002
2003
2004
2005

$ 539,574
583,603
631,225
886,733
959,090
1,037,352

(ii) In determining whether the uneven rent test
described in paragraph (c)(4)(i) of this section is
met, the total amount of rent allocated under the
rental agreement is $5,000,000, and the lease term
is five years. The average rent for each year is
$1,000,000 (see paragraph (c)(4)(iii)(B) of this section), and the uneven rent test is met if the rent for
each year is not less than $900,000 and not more
than $1,100,000. The test is met for 2000 because
the annualized rent for that year is $900,000. The
test is met for 2005 because the annualized rent for
that year is $1,100,000. The test is met for each of
the years 2001 through 2004 because the rent for
each of these years is not less than $900,000 and not
more than $1,100,000. Accordingly, because the uneven rent test of paragraph (c)(4)(i) of this section is
met, the long-term agreement will not be treated as
disqualified.
Example 3. (i) C and D enter into a long-term
agreement for a lease of personal property beginning
on October 1, 1999, and ending on December 31,
2005. The rental agreement provides that the rent is
allocated to the calendar years in the lease term in
accordance with the following schedule and is paid
at successive six-month intervals (on December 31
and June 30) during the lease term:
Year

Amount

1999
2000
2001
2002
2003
2004
2005

$0
900,000
900,000
900,000
1,100,000
1,100,000
1,100,000

(ii) The three-month rent holiday period at the
beginning of the lease term is an initial rent holiday
within the meaning of paragraph (c)(4)(iii)(C) of
this section. Moreover, the agreement would fail the
uneven rent test if the rent holiday period and the
rent allocated to the period were taken into account.
Thus, under paragraph (c)(4)(iii)(C) of this section,
the period and the rent allocated to the period are
disregarded for purposes of applying the uneven rent
test. In that case, the lease term is six years, and the
uneven rent test is met because the average rent for
each year in the lease term is $1,000,000 and the
rent for each calendar year in the lease term is not
less than $900,000 nor more than $1,100,000. Accordingly, the long-term agreement will not be
treated as disqualified.
Example 4. (i) E and F enter into a long-term
agreement for a 6-year lease of personal property beginning on January 1, 2000, and ending on December
31, 2005. The rental agreement provides that the rent
allocated to the calendar years in the lease term and
paid at successive six-month intervals (on June 30
and December 31) during the lease term is the sum of
the interest on the lessor’s indebtedness, in the
amount of $4,637,577, and an amount determined in
accordance with the following schedule:
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(ii) Assume further that the lessor’s indebtedness
bears interest at the rate of 2 percent in excess of the
6-month London Interbank Offered Rate (LIBOR)
in effect on the first day of the 6-month period for
each rental period and that, on the agreement date,
the interest rate under this formula would be 8 percent. If the interest rate remained fixed during the
entire lease term, the formula for determining the
rent payable by the lessee would result in payments
of rent in the amount of $450,000 for each sixmonth period in 2000, 2001, and 2002, and
$550,000 for each six-month period in 2003, 2004,
and 2005.
(iii) Under paragraph (c)(4)(iii)(E) of this section, the fixed rate substitute for the variable interest
rate provision produces a schedule of fixed rents that
meets the uneven rent test of paragraph (c)(4)(i) of
this section. Thus, even if the actual rents payable
under the rental agreement do not meet the uneven
rent test because of fluctuations in the 6-month
LIBOR, the uneven rent test will be treated as having been met, and the long-term agreement will not
be treated as disqualified.
Example 5. (i) G and H enter into a long-term
agreement for a 5-year lease of personal property
beginning on January 1, 2000, and ending on December 31, 2004. The rental agreement provides
that the rent is payable to G at the rate of $40,000
per month in arrears, subject to an adjustment based
on changes in prevailing interest rates during the
lease term. Under this adjustment, the lessor is entitled to receive an amount equal to the sum of a specified dollar amount, which increases each month as
payments of rent are made, and interest on a notional
principal amount (as defined in §1.446–3(c)(3)) at a
qualified floating rate (as defined in §1.1275–5(b)).
The notional principal amount is initially established
at 80 percent of the cost of the property. As each
payment of rent is made, the notional principal
amount is reduced (but not below zero) to an amount
that would represent the outstanding principal balance of a loan the payments on which are equal to
the monthly payments of rent. As of the agreement
date, the value of the qualified floating rate is 9 percent. Although G did not incur indebtedness specifically for the purpose of acquiring the property, the
parties agreed to the adjustment provisions in order
to compensate G for its general costs of borrowing.
(ii) The adjustment provision produces a schedule of rent payments that is virtually identical to the
schedule that would have resulted if G had actually
borrowed money in an amount and on terms identical to the terms used in determining interest on the
notional principal amount and the adjustment were
based on that indebtedness. An adjustment based on
actual indebtedness of the lessor would have been a
variable interest rate provision eligible for a safe
harbor under paragraph (c)(3)(ii)(A) of this section.
Accordingly, based on all the facts and circumstances, the adjustment provision did not have as
one of its principal purposes the avoidance of Federal income tax, and thus the long-term agreement
will not be treated as disqualified.
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Example 6. (i) X and Y enter into a leaseback
for a 5-year lease of personal property beginning on
January 1, 1998, and ending on December 31, 2002.
The rental agreement provides that $0 of rent is allocated to years 1998, 1999, and 2000, and that rent of
$17,500,000 is allocated to years 2001 and 2002.
The rental agreement provides that the rent allocated
to each year is payable on December 31 of that year.
Assume all rental periods are the calendar year. Assume also that 110 percent of the applicable Federal
rate based on annual compounding is 12 percent.
(ii)(A) If the Commissioner determines that the
leaseback is disqualified, the constant rental amount
is computed as follows:
(B) Step 1 in calculating the constant rental
amount is to determine the present value of the two
payments due under the rental agreement as follows:
$21,051,536 = $17,500,000 + $17,500,000
(1.12)4
(1.12)5
(iii) Because no amounts of rent are payable before the lease term, Step 2 in calculating the constant
rental amount is to determine the present value as of
the first day of the lease term of $1 to be received at
the end of each rental period during the lease term.
This results in a present value of $3.6047762. In
Step 3 the amount determined in Step 1 is divided by
the number of dollars determined in Step 2. Thus,
the constant rental amount is $5,839,901 for each
calendar year during the lease term computed as follows:
$5,839,901 = $21,051,536
3.6047762

§1.467–4 Section 467 loan.
(a) In general—(1) Overview. Except
as provided in paragraph (a)(2) of this
section, the section 467 loan rules of this
section apply to a section 467 rental
agreement if, as of the first day of a rental
period, there is a difference between the
amount of fixed rent payable under the
rental agreement on or before the first day
and the amount of fixed rent required to
be accrued in accordance with §1.467–
1(d)(2) before the first day. Paragraph (b)
of this section provides rules for computing the principal balance of a section 467
loan at the beginning of any rental period.
The principal balance of a section 467
loan may be positive or negative. For
Federal tax purposes, if the principal balance is positive, the amount represents a
loan from the lessor to the lessee, and if
the principal balance is negative, the
amount represents a loan from the lessee
to the lessor.
(2) No section 467 loan in the case of
certain section 467 rental agreements.
Except as provided in paragraphs (a)(3)
and (4) of this section, this section does
not apply to section 467 rental agreements
that provide adequate interest under
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§1.467–2(b)(1)(i) (agreements with no
deferred or prepaid rent) or §1.467–
2(b)(1)(ii) (agreements with deferred or
prepaid rent that provide adequate stated
interest at a single fixed rate).
(3) Rental agreements subject to constant rental accrual. Notwithstanding the
provisions of paragraph (a)(2) of this section, this section applies to rental agreements subject to constant rental accrual
under §1.467–3 (relating to disqualified
leasebacks or long-term agreements).
(4) Special rule in applying the provisions of §1.467–7(e), (f), or (g). Notwithstanding the provisions of paragraph
(a)(2) of this section, section 467 loan
balances must be computed for section
467 rental agreements that are not subject
to constant rental accrual under §1.467–3
and that provide adequate interest under
§1.467–2(b)(1)(i) or (ii), but only for purposes of applying the provisions of
§1.467–7(e) (relating to dispositions of
property subject to a section 467 rental
agreement), §1.467–7(f) (relating to assignments by lessees and lessee-financed
renewals), and §1.467–7(g) (relating to
modifications of rental agreements).
(b) Principal balance—(1) In general.
Except as provided in paragraph (b)(2) of
this section or in §1.467–7(e), (f), or (g),
the principal balance of the section 467
loan at the beginning of a rental period
equals—
(i) The fixed rent accrued in preceding
rental periods;
(ii) Increased by the sum of—
(A) The interest on fixed rent includible in the gross income of the lessor for
preceding rental periods; and
(B) Any amount payable by the lessor
on or before the first day of the rental period as interest on prepaid fixed rent; and
(iii) Decreased by the sum of—
(A) The interest on prepaid fixed rent
includible in the gross income of the
lessee for preceding rental periods; and
(B) Any amount payable by the lessee
on or before the first day of the rental period as fixed rent or interest thereon.
(2) Section 467 rental agreements that
provide for prepaid fixed rent and adequate interest. If a section 467 rental
agreement calls for prepaid fixed rent and
provides adequate interest under §1.467–
2(b)(1)(iv), the principal balance of the
section 467 loan at the beginning of a
rental period equals the principal balance
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determined under paragraph (b)(1) of this
section, plus the fixed rent accrued for
that rental period.
(3) Timing of payments. For purposes
of this paragraph (b), the day on which an
amount is payable is determined under the
rules of §1.467–1(j)(2)(i)(B) through (E)
and §1.467–1(j)(2)(ii).
(c) Yield—(1) In general—(i) Method
of determining yield. Except as provided
in paragraphs (c)(2) and (3) of this section, the yield of a section 467 loan is the
discount rate at which the sum of the present values of all amounts payable by the
lessee as fixed rent and interest on fixed
rent, plus the sum of the present values of
all amounts payable by the lessor as interest on prepaid fixed rent, equals the sum
of the present values of the fixed rent that
accrues in accordance with §1.467–
1(d)(2). The yield must be constant over
the term of the section 467 rental agreement and, when expressed as a percentage, must be calculated to at least two
decimal places.
(ii) Method of stating yield. In determining the section 467 interest for a rental
period, the yield of the section 467 loan
must be stated appropriately by taking
into account the length of the rental period. Section 1.1272–1(j), Example 1,
provides a formula for converting a yield
based on a period of one length to an
equivalent yield based on a period of a
different length.
(iii) Rounding adjustments. Any adjustment necessary to eliminate the section 467 loan because of rounding the
yield to two or more decimal places must
be taken into account as an adjustment to
the section 467 interest for the final rental
period determined as provided in paragraph (e) of this section.
(2) Yield of section 467 rental agreements for which constant rental amount or
proportional rental amount is computed.
In the case of a section 467 rental agreement to which §1.467–1(d)(2)(i) or (ii) applies, the yield of the section 467 loan
equals 110 percent of the applicable Federal rate (based on a compounding period
equal to the length of the rental period).
(3) Yield for purposes of applying
paragraph (a)(4) of this section. For purposes of applying paragraph (a)(4) of this
section, the yield of the section 467 loan
balance of any party, or prior party, to a
section 467 rental agreement for a period
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is the same for all parties and is the yield
that results in the net accrual of positive
or negative interest for that period equal
to the amount of such interest that accrues
under the terms of the rental agreement
for that period. For example, if property
subject to a section 467 rental agreement
is sold (transferred) and the beginning
section 467 loan balance of the transferor
(as described in §1.467–7(e)(2)(i)) is positive and the beginning section 467 loan
balance of the transferee (as described in
§1.467–7(e)(2)(ii)) is negative, the yield
on each of these loan balances for any period is the same for all parties and is the
yield that results in the net accrual of positive or negative interest, taking into account the aggregate positive or negative
interest on the section 467 loan balances
of both the transferor and transferee,
equal to the amount of such interest that
accrues under the terms of the rental
agreement for that period.
(4) Determination of present values.
The rules for determining present value in
computing the yield of a section 467 loan
are the same as those provided in §1.4672(d) for computing the proportional rental
amount.
(d) Contingent payments. Except as
otherwise required, contingent payments
are not taken into account in calculating
either the yield or the principal balance of
a section 467 loan.
(e) Section 467 rental agreements that
call for payments before or after the lease
term. If a section 467 rental agreement
calls for the payment of fixed rent or interest thereon before the beginning of the
lease term, this section is applied by treating the period beginning on the first day
an amount is payable and ending on the
day before the beginning of the first rental
period of the lease term as one or more
rental periods. If a rental agreement calls
for the payment of fixed rent or interest
thereon after the end of the lease term,
this section is applied by treating the period beginning on the day after the end of
the last rental period of the lease term and
ending on the last day an amount of fixed
rent or interest thereon is payable as one
or more rental periods. Rental period
length for the period before the lease term
or after the lease term is determined in accordance with the rules of §1.467–1(j)(5).
(f) Examples. The following examples
illustrate the application of this section:
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Example 1. (i)(A) A leases property to B for a
three-year period beginning on January 1, 2000, and
ending on December 31, 2002. The section 467
rental agreement has the following rent allocation
schedule and payment schedule:

2000
2001
2002

Rent Allocation

Payment

$400,000
600,000
800,000

$1,800,000

(B) The rental agreement requires a $1.8 million
payment to be made on December 31, 2002, but
does not provide for interest on deferred rent. Assume A and B choose the calendar year as the rental
period length and that 110 percent of the applicable
Federal rate based on annual compounding is 10
percent. Assume also that the agreement is not a
leaseback or long-term agreement and, therefore, is
not subject to constant rental accrual.
(ii) Because the section 467 rental agreement
does not provide adequate interest under §1.467–
2(b) and is not subject to constant rental accrual, the
fixed rent that accrues during each rental period is
the proportional rental amount as described in
§1.467–2(c). The proportional rental amounts for
each rental period are as follows:
2000
2001
2002

$370,370.37
555,555.56
740,740.73

(iii) A section 467 loan arises at the beginning of
the second rental period because the rent payable on
or before that day (zero) is less than the fixed rent
accrued under §1.467–1(d)(2) in all preceding rental
periods ($370,370.37). Under paragraph (c)(2) of
this section, the yield of the loan is equal to 110 percent of the applicable Federal rate (10 percent compounded annually). Because no payments are
treated as made on or before the first day of the second rental period, the principal balance of the loan at
the beginning of the second rental period is
$370,370.37. The interest for the second rental period on fixed rent is $37,037.04 (.10 ⫻ $370,370.37)
and, under §1.467–1(e)(3), is treated as interest income of the lessor and as an interest expense of the
lessee.
(iv) Because no payments are made on or before
the first day of the third rental period, the principal
balance of the loan at the beginning of the third
rental period is equal to the fixed rent accrued during the first and second rental periods plus the
lessor’s interest income on fixed rent for the second
rental period ($962,962.97 = $370,370.37 +
$555,555.56 + $37,037.04). The interest for the
third rental period on fixed rent is $96,296.30 (.10 ⫻
$962,962.97). Thus, the sum of the fixed rent and
interest on fixed rent for the three rental periods is
equal to the total amount paid over the lease term
(first year fixed rent accrual, $370,370.37, plus second year fixed rent and interest accrual, $555,555.56
+ $37,037.04, plus third year fixed rent and interest
accrual, $740,740.73 + $96,296.30, equals
$1,800,000). B takes the amounts of interest and
rent into account as interest and rent expense, respectively, and A takes such amounts into account as
interest and rent income, respectively, for the calendar years identified above, regardless of their respective overall methods of accounting.
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Example 2. (i) The facts are the same as in Example 1, §1.467-2(f). C agrees to lease property
from D for five years beginning on January 1, 2000,
and ending on December 31, 2004. The section 467
rental agreement provides that rent of $100,000 accrues in each calendar year in the lease term and that
rent of $500,000 plus $120,000 of interest is payable
on December 31, 2004. The parties select the calendar year as the rental period, and 110 percent of the
applicable Federal rate is 10 percent, compounded
annually. The rental agreement has deferred rent but
provides adequate interest on fixed rent.
(ii)(A) Pursuant to paragraph (c)(1) of this section, the yield of the section 467 loan is
10.775078%, compounded annually. The following
is a schedule of the rent allocable to each rental period during the lease term, the balance of the section
467 loan as of the end of each rental period (determined, in the case of the calendar year 2004, without
regard to the single payment of rent and interest in
the amount of $620,000 payable on the last day of
the lease term), and the interest on the section 467
loan allocable to each rental period:
Calendar Section 467
Year
Interest
2000
2001
2002
2003
2004

$ 0
10,775.08
22,711.18
35,933.41
50,580.33

Section 467 Section 467
Rent
Loan Balance
$100,000.00
100,000.00
100,000.00
100,000.00
100,000.00

$100,000.00
210,775.08
333,486.26
469,419.67
620,000.00

(B) C takes the amounts of interest and rent into
account as expense and D takes such amounts into
account as income for the calendar years identified
above, regardless of their respective overall methods
of accounting.

§1.467–5 Section 467 rental agreements
with variable interest.
(a) Variable interest on deferred or
prepaid rent—(1) In general. This section provides rules for computing section
467 rent and interest in the case of section
467 rental agreements providing variable
interest. For purposes of this section, a
rental agreement provides for variable interest if the rental agreement provides for
stated interest that is paid or compounded
at least annually at a rate or rates that
meet the requirements of §1.1275–5(a)(3)(i)(A) or (B) and (a)(4). If a section
467 rental agreement provides for interest
that is neither variable interest nor fixed
interest, the agreement provides for contingent payments.
(2) Exceptions. This section is not applicable to section 467 rental agreements
that provide adequate interest under
§1.467–2(b)(1)(i) (agreements with no
deferred or prepaid rent) or (b)(1)(ii)
(rental agreements with stated interest at a
single fixed rate). The exceptions in this
paragraph (a)(2) do not apply to rental
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agreements subject to constant rental accrual under §1.467–3.
(b) Variable rate treated as fixed—(1)
In general. If a section 467 rental agreement provides variable interest—
(i) The fixed rate substitutes (determined in the same manner as under
§1.1275–5(e), treating the agreement date
as the issue date) for the variable rates of
interest on deferred or prepaid fixed rent
provided by the rental agreement must be
used in computing the proportional rental
amount under §1.467–2(c), the constant
rental amount under §1.467–3(d), the
principal balance of a section 467 loan
under §1.467–4(b), and the yield of a section 467 loan under §1.467–4(c); and
(ii) The interest on fixed rent for any
rental period is equal to the amount that
would be determined under §1.467–
1(e)(2) if the section 467 rental agreement
did not provide variable interest, using the
fixed rate substitutes determined under
paragraph (b)(1)(i) of this section in place
of the variable rates called for by the
rental agreement, plus the variable interest adjustment amount provided in paragraph (b)(2) of this section.
(2) Variable interest adjustment
amount—(i) In general. The variable interest adjustment amount for a rental period equals the difference between—
(A) The amount of interest that, without
regard to section 467, would have accrued
during the rental period under the terms of
the section 467 rental agreement; and
(B) The amount of interest that, without regard to section 467, would have accrued during the rental period under the
terms of the section 467 rental agreement
using the fixed rate substitutes determined
under paragraph (b)(1)(i) of this section in
place of the variable interest rates called
for by the rental agreement.
(ii) Positive or negative adjustment. If
the amount determined under paragraph
(b)(2)(i)(A) of this section is greater than
the amount determined under paragraph
(b)(2)(i)(B) of this section, the variable
interest adjustment amount is positive. If
the amount determined under paragraph
(b)(2)(i)(A) of this section is less than the
amount determined under paragraph
(b)(2)(i)(B) of this section, the variable
interest adjustment amount is negative.
(3) Section 467 loan balance. The
variable interest adjustment amount is not
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taken into account in determining the
principal balance of a section 467 loan
under §1.467–4(b). Instead, the section
467 loan balance is computed as if all
amounts payable under the section 467
rental agreement were based on the fixed
rate substitutes determined under paragraph (b)(1)(i) of this section.
(c) Examples. The following examples
illustrate the application of this section:
Example 1. (i) X and Y enter into a section 467
rental agreement for the lease of personal property
beginning on January 1, 2000, and ending on December 31, 2002. The rental agreement allocates
$100,000 of rent to 2000, $200,000 to 2001, and
$100,000 to 2002, and requires the lessee to pay all
$400,000 of rent on December 31, 2002. The rental
agreement requires the accrual of interest on unpaid
accrued rent at two different qualified floating rates
(as defined in §1.1275–5(b)), one for 2001 and the
other for 2002, such interest to be paid on December
31 of the year it accrues. The rental agreement provides that the qualified floating rate is set at a current value within the meaning of §1.1275–5(a)(4).
Assume that on the agreement date, 110 percent of
the applicable Federal rate is 10 percent, compounded annually. Assume also that the agreement
is not a leaseback or long-term agreement and,
therefore, is not subject to constant rental accrual.
(ii) To determine if the section 467 rental agreement provides for adequate interest under §1.467–
2(b), §1.467–2(b)(2) requires the use of fixed rate
substitutes (in this example determined in the same
manner as under §1.1275–5(e)(3)(i) treating the
agreement date as the issue date) in place of the variable rates called for by the rental agreement. Assume that on the agreement date the qualified floating rates, and therefore the fixed rate substitutes,
relating to 2001 and 2002 are 10 and 15 percent
compounded annually. Taking into account the
fixed rate substitutes, the sum of the present values
of all amounts payable by the lessee as fixed rent
and interest thereon is greater than the sum of the
present values of the fixed rent allocated to each
rental period. Accordingly, the rental agreement
provides adequate interest under §1.467–2(b)(1)(iii)
and the fixed rent accruing in each calendar year
during the rental agreement is the fixed rent allocated under the rental agreement.
(iii) Because the section 467 rental agreement
provides for variable interest on unpaid accrued
fixed rent at qualified floating rates and the qualified
floating rates are set at a current value, the requirements of §1.1275–5(a)(3)(i)(A) and (4) are met and
the rental agreement provides for variable interest
within the meaning of paragraph (a)(1) of this section. Therefore, under paragraph (b)(1)(i) of this
section, the yield of the section 467 loan is computed based on the fixed rate substitutes. Under
§1.467–4(c), the constant yield (rounded to two decimal places) equals 13.63 percent compounded annually. Based on the fixed rate substitutes, the fixed
rent, interest on fixed rent, and the principal balance
of the section 467 loan, for each calendar year during the lease term, are as follows:
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Accrued Accrued Projected Cumulative
Rent
Interest Payment
Loan

Proportional Accrued Projected Cumulative
Rent
Interest Payment
Loan

$
0 $100,000
( 10,000) 303,630
(445,000)
0

2000 $ 98,756.09 $ 0.00 $
0 $ 98,756.09
2001 197,512.18 14,813.41 ( 10,000) 301,081.68
2002 98,756.09 45,162.23 (445,000)
0.00

(iv) To compute the actual reported interest on
fixed rent for each calendar year, the variable interest adjustment amount, as described in paragraph
(b)(2) of this section, must be added to the accrued
interest determined in paragraph (iii) of this Example 1. Assume that the variable rates for 2001 and
2002 are actually 11 and 14 percent, respectively.
Without regard to section 467, the interest that
would have accrued during each calendar year under
the terms of the section 467 rental agreement, and
the interest that would have accrued under the terms
of the rental agreement using the fixed rate substitutes determined under paragraph (b)(1)(i) of this
section are as follows:

(v) The variable interest adjustment amount in
this example is the same as in Example 1. Under
paragraph (b)(1)(ii) of this section, the actual interest on fixed rent for 2001 is $15,813.41 ($14,813.41
+ $1,000) and for 2002 is $42,162.23 ($45,162.23 –
$3,000).

2000
2001
2002

$100,000
200,000
100,000

$ 0
13,630
41,370

Accrued Interest
Under Rental
Agreement
2000
2001
2002

$ 0
11,000
42,000

Accrued Interest
Using Fixed
Rate Substitutes
$
0
10,000
45,000

(v) Under paragraph (b)(2) of this section, the
variable interest adjustment amount is $1,000
($11,000 – $10,000) for 2001 and is – $3,000
($42,000 – $45,000) for 2002. Thus, under paragraph (b)(1)(ii) of this section, the actual interest on
fixed rent for 2001 is $14,630 ($13,630 + $1,000)
and for 2002 is $38,370 ($41,370 – $3,000).
Example 2. (i) The facts are the same as in Example 1 except that 110 percent of the applicable
Federal rate is 15 percent compounded annually and
the section 467 rental agreement does not provide
adequate interest under §1.467–2(b). Consequently,
the fixed rent for each calendar year during the lease
is the proportional rental amount.
(ii) The sum of the present values of the fixed
rent provided for each calendar year during the lease
term, discounted at 15 percent compounded annually, equals $303,936.87.
(iii)(A) Paragraph (b)(1)(i) of this section requires the proportional rental amount to be computed based on the assumption that interest will accrue and be paid based on the fixed rate substitutes.
Thus, the sum of the present values of the projected
payments under the section 467 rental agreement
equals $300,156.16, computed as follows:
$ 10,000/(1.15)2
445,000/(1.15)3

=
=

$ 7,561.44
292,594.72
$300,156.16

(B) The fraction for computing the proportional
rental amount equals .9875609 ($300,156.16/
$303,936.87).
(iv) Based on the fixed rate substitutes, the fixed
rent, interest on fixed rent, and the balance of the
section 467 loan for each calendar year during the
lease term are as follows:
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§1.467–6 Section 467 rental agreements
with contingent payments. [Reserved].
§1.467–7 Section 467 recapture and
other rules relating to dispositions and
modifications.
(a) Section 467 recapture. Notwithstanding any other provision of the Internal Revenue Code, except as provided in
paragraph (c) of this section, a lessor disposing of property in a transaction to
which this paragraph (a) applies must recognize the recapture amount (determined
under paragraph (b) of this section) and
treat that amount as ordinary income.
This paragraph (a) applies to any disposition of property subject to a section 467
rental agreement that—
(1) Is a leaseback (as defined in
§1.467–3(b)(2)) or a long-term agreement
(as defined in §1.467–3(b)(3));
(2) Is not disqualified under §1.467–
3(b)(1); and
(3) Allocates to any rental period fixed
rent that, when annualized, exceeds the
annualized fixed rent allocated to any preceding rental period.
(b) Recapture amount—(1) In general. The recapture amount for a disposition is the lesser of—
(i) The prior understated inclusion (determined under paragraph (b)(2) of this
section); or
(ii) The section 467 gain (determined
under paragraph (b)(3) of this section).
(2) Prior understated inclusion. The
prior understated inclusion is the excess
(if any) of—
(i) The aggregate amount of section 467
rent and section 467 interest for the period
during which the lessor held the property,
determined as if the section 467 rental
agreement were a disqualified leaseback or
long-term agreement subject to constant
rental accrual under §1.467–3; over
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(ii) The aggregate amount of section
467 rent and section 467 interest accrued
by the lessor during that period.
(3) Section 467 gain—(i) In general.
Except as otherwise provided in paragraph (b)(3)(ii) of this section, the section
467 gain is the excess (if any) of—
(A) The amount realized from the disposition; over
(B) The sum of the adjusted basis of
the property and the amount of any gain
from the disposition that is treated as ordinary income under any provision of subtitle A of the Internal Revenue Code other
than section 467(c) (for example, section
1245 or 1250).
(ii) Certain dispositions. In the case of
a disposition that is not a sale or exchange, the section 467 gain is the excess
(if any) of the fair market value of the
property on the date of disposition over
the amount determined under paragraph
(b)(3)(i)(B) of this section.
(c) Special rules—(1) Gifts. Paragraph (a) of this section does not apply to
a disposition by gift. However, see paragraph (c)(4) of this section for dispositions by transferees. If a disposition is in
part a sale or exchange and in part a gift,
paragraph (a) of this section applies to the
disposition but the prior understated inclusion is determined by taking into account only section 467 rent and section
467 interest properly allocable to the portion of the property not disposed of by
gift.
(2) Dispositions at death. Paragraph
(a) of this section does not apply to a disposition if the basis of the property in the
hands of the transferee is determined
under section 1014(a). This paragraph
(c)(2) does not apply to property which
constitutes a right to receive an item of income in respect of a decedent. See sections 691 and 1014(c).
(3) Certain tax-free exchanges—(i) In
general. The recapture amount in the
case of a disposition to which this paragraph (c)(3) applies is limited to the
amount of gain recognized to the transferor (determined without regard to paragraph (a) of this section), reduced by the
amount of any gain from the disposition
that is treated as ordinary income under
any provision of subtitle A of the Internal
Revenue Code other than section 467(c).
However, see paragraph (c)(4) of this section for dispositions by transferees.
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(ii) Dispositions covered—(A) In general. Except as provided in paragraph
(c)(3)(ii)(B) of this section, this paragraph
(c)(3) applies to a disposition of property
if the basis of the property in the hands of
the transferee is determined by reference
to its basis in the hands of the transferor
by reason of the application of section
332, 351, 361, 721, or 731.
(B) Transfers to certain tax-exempt organizations. This paragraph (c)(3) does
not apply to a disposition to an organization (other than a cooperative described in
section 521) which is exempt from tax
imposed by chapter 1, subtitle A of the Internal Revenue Code (a tax-exempt entity) except to the extent the property is
used in an activity the income from which
is subject to tax under section 511(a) (a
section 511(a) activity). However, if assets used to any extent in a section 511(a)
activity are disposed of by the tax-exempt
entity, then, notwithstanding any other
provision of law (except section 1031 or
section 1033) the recapture amount with
respect to such disposition, to the extent
attributable under paragraph (c)(4) of this
section to the period of the transferor’s
ownership of the property prior to the first
disposition, shall be included in the taxexempt entity’s unrelated business taxable
income. To the extent that the tax-exempt
entity ceases to use the property in a section 511(a) activity, the entity will be
treated for purposes of this paragraph
(c)(3) and paragraph (c)(4) of this section
as having disposed of the property to such
extent on the date of the cessation.
(4) Dispositions by transferee. If the
recapture amount with respect to a disposition of property (the first disposition) is
limited under paragraph (c)(1) or (3) of
this section and the transferee subsequently disposes of the property in a
transaction to which paragraph (a) of this
section applies, the prior understated inclusion determined under paragraph
(b)(2) of this section is computed by taking into account the amounts attributable
to the period of the transferor’s ownership
of the property prior to the first disposition. Thus, for example, the section 467
rent and section 467 interest that would
have been taken into account by the transferee if the section 467 rental agreement
were a disqualified leaseback or longterm agreement subject to constant rental
accrual include the amounts that would
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have been taken into account by the transferor, and the aggregate amount of section
467 rent and section 467 interest accrued
by the transferee includes the aggregate
amount of section 467 rent and section
467 interest that was taken into account
by the transferor. The prior understated
inclusion determined under this paragraph
(c)(4) must be reduced by any recapture
amount taken into account under paragraph (a) of this section by the transferor.
(5) Like-kind exchanges and involuntary conversions. If property is disposed
of or converted and, before the application of paragraph (a) of this section, gain
is not recognized in whole or in part under
section 1031 or 1033, then the amount of
section 467 gain taken into account by the
lessor is limited to the sum of—
(i) The amount of gain recognized on
the disposition or conversion of the property (determined without regard to paragraph (a) of this section); and
(ii) The fair market value of property
acquired that is not subject to the same
section 467 rental agreement and that is
not taken into account under paragraph
(c)(5)(i) of this section.
(6) Installment sales. In the case of an
installment sale of property to which
paragraph (a) of this section applies—
(i) The recapture amount is recognized
and treated as ordinary income in the year
of the disposition; and
(ii) Any gain in excess of the recapture
amount is reported under the installment
method of accounting if and to the extent
that method is otherwise available under
section 453.
(7) Dispositions covered by section
170(e), 341(e)(12), or 751(c). For purposes of sections 170(e), 341(e)(12), and
751(c), amounts treated as ordinary income under paragraph (a) of this section
must be treated in the same manner as
amounts treated as ordinary income under
section 1245 or 1250.
(d) Examples. The following examples illustrate the application of paragraphs (a), (b), and (c) of this section. In
each of these examples the transferor of
property subject to a section 467 rental
agreement is entitled to the rent for the
day of the disposition. The examples are
as follows:
Example 1. (i)(A) X and Y enter into a section
467 rental agreement for a 5-year lease of personal
property beginning on January 1, 2000, and ending
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on December 31, 2004. The rental agreement provides that the calendar year will be the rental period
and that rents accrue and are paid in the following
pattern:
Allocation
2000
2001
2002
2003
2004

$ 0
87,500
87,500
87,500
87,500

Payment
0
0
175,000
175,000
0

Section 467
Rent

Section 467
Interest

$65,812.55
65,812.55
65,812.55
65,812.55
65,812.55

$
0
7,239.38
15,275.09
4,944.73
(6,521.95)

(B) The total amount of section 467 rent and section 467 interest for 2000, based on constant rental
accrual, is $65,812.55. Since X did not take any
section 467 rent or section 467 interest into account
in 2000, the prior understated inclusion is also
$65,812.55. X’s section 467 gain is $225,000,
which is the excess of the gain realized ($400,000)
over the amount of that gain treated as ordinary income under non-section 467 provisions ($175,000).
Accordingly, the recapture amount (the lesser of the
prior understated inclusion or the section 467 gain)
treated as ordinary income is $65,812.55.
Example 2. (i) The facts are the same as in Example 1, except that the section 467 rental agreement specifies that rents accrue and are paid in the
following pattern:
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2000
2001
2002
2003
2004

$60,000
65,000
70,000
75,000
80,000

Payment
$

0
0
175,000
175,000
0

$

(B) Assume that both X and Y are calendar year
taxpayers and that 110 percent of the applicable Federal rate is 11 percent, compounded annually. Assume also that the rental agreement is a long-term
agreement (as defined in §1.467–3(b)(3)), but it is
not a disqualified leaseback or long-term agreement.
Further, because the agreement does not provide
prepaid or deferred rent, proportional rental accrual
is not applicable. (See §1.467–2(b)(1)(i)). Therefore,
the rent taken into account under §1.467–1(d)(2) is
the fixed rent allocated to the rental periods under
§1.467–1(c)(2)(ii).
(ii) On December 31, 2000, X sells the property
subject to the section 467 rental agreement to an unrelated person for $575,000. At the time of the sale,
X’s adjusted basis in the property is $175,000.
Thus, X’s gain on the sale of the property is
$400,000. Assume that $175,000 of this gain would
be treated as ordinary income under provisions of
the Internal Revenue Code other than section 467(c).
Under paragraph (a) of this section, X is required to
take the recapture amount into account as ordinary
income. Under paragraph (b) of this section, the recapture amount is the lesser of the prior understated
inclusion or the section 467 gain.
(iii)(A) In computing the prior understated inclusion under paragraph (b)(2) of this section, assume
that the section 467 rent and section 467 interest
(based on constant rental accrual) would be taken
into account as follows if the section 467 rental
agreement were a disqualified long-term agreement:

2000
2001
2002
2003
2004

Allocation

(ii)(A) Assume the section 467 rental agreement
does not provide for adequate interest under §1.467–
2(b), and, therefore, the fixed rent for a rental period
is the proportional rental amount. See §1.467–
1(d)(2)(ii). Under §1.467–2(c), the following
amounts would be required to be taken into account:

2000
2001
2002
2003
2004

Section 467
Rent

Section 467
Interest

$57,260.43
62,032.13
66,803.83
71,575.53
76,347.23

$
0
6,298.65
13,815.03
3,433.11
(7,565.94)

(B) The amount of section 467 rent and section
467 interest taken into account by X for 2000 is
$57,260.43. Thus, the prior understated inclusion is
$8,552.12 (the excess of the amount of section 467
rent and section 467 interest based on constant rental
accrual for 2000, $65,812.55, over the amount of
section 467 rent and section 467 interest actually
taken into account, $57,260.43). Since the prior understated inclusion is less than the section 467 gain
($225,000, as determined in Example 1(iii)(B)), the
recapture amount treated as ordinary income is also
$8,552.12.
Example 3. (i) The facts are the same as in Example 1, except that, instead of selling the property,
X transfers the property to S on December 31, 2002,
in exchange for stock of S in a transaction that meets
the requirements of section 351(a). Under paragraph
(c)(3) of this section, because of the application of
section 351, X is not required to take into account
any section 467 recapture.
(ii) On December 31, 2003, S sells the property
subject to the section 467 rental agreement to an unrelated person for $450,000. At the time of the sale,
S’s adjusted basis in the property is $105,000. Thus,
S’s gain on the sale of the property is $345,000. Assume that $245,000 of this gain would be treated as
ordinary income under provisions of the Internal
Revenue Code other than section 467(c). Under
paragraph (a) of this section, S is required to take the
recapture amount into account as ordinary income
which, under paragraph (b) of this section, is the
lesser of the prior understated inclusion or the section 467 gain.
(iii) S owned the property in 2003 and, under
paragraph (c)(4) of this section, for purposes of determining S’s prior understated inclusion, S is
treated as if it had owned the property during the
years 2000 through 2002. In computing S’s prior
understated inclusion under paragraph (b)(2) of this
section, the section 467 rent and section 467 interest
based on constant rental accrual are the same as the
amounts set forth in the schedule in Example 1
(iii)(A). Thus, the constant rental amount for 2000,
2001, 2002, and 2003 is $290,709.40 ((4 ⫻
$65,812.55) + $7,239.38 + $15,275.09 + $4,944.73).
The section 467 rent and section 467 interest actu-
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ally taken into account prior to the disposition is
$262,500. Thus, S’s prior understated inclusion is
$28,209.40 ($290,709.40 minus $262,500 (3 ⫻
$87,500)). S’s section 467 gain is $100,000, the difference between the gain realized on the disposition
($345,000) and the amount of gain that is treated as
ordinary income under non-section 467 Code provisions ($245,000). Accordingly, S’s recapture
amount, the lesser of the prior understated inclusion
or the section 467 gain, is $28,209.40.

(e) Other rules relating to dispositions—(1) In general. If there is a sale,
exchange, or other disposition of property
subject to a section 467 rental agreement
(the transfer), the section 467 rent and, if
applicable, section 467 interest for a period are taken into account by the owner
of the property during the period. The
following rules apply in determining the
section 467 rent and section 467 interest
for the portion of the rental period ending
immediately prior to the transfer:
(i) The section 467 rent and section
467 interest for the portion of the rental
period ending immediately prior to the
transfer are a pro rata portion of the section 467 rent and the section 467 interest,
respectively, for the rental period. Such
amounts are also taken into account in determining the transferor’s section 467
loan balance, prior to any adjustment
thereof that may be required under paragraph (h) of this section, immediately before the transfer.
(ii) If the transferor of the property is
entitled to the rent for the day of transfer,
the transfer is treated as occurring at the
end of the day of the transfer.
(iii) If the transferee of the property is
entitled to the rent for the day of transfer,
the transfer is treated as occurring at the
beginning of the day of the transfer.
(2) Treatment of section 467 loan. If
there is a transfer described in paragraph
(e)(1) of this section, the following rules
apply in determining the transferor’s and
the transferee’s section 467 loans for the
period after the transfer, the amount realized by the transferor, and the transferee’s
basis in the property:
(i) The beginning balance of the transferor’s section 467 loan is equal to the net
present value at the time of the transfer
(but after giving effect to the transfer) of
all subsequent amounts payable as fixed
rent and interest on fixed rent to the transferor and all subsequent amounts payable
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as interest on prepaid fixed rent by the
transferor. The transferor must continue
to take into account interest on the transferor’s section 467 loan balance after the
date of the transfer.
(ii) The beginning balance of the transferee’s section 467 loan is equal to the
principal balance of the transferor’s section 467 loan immediately before the
transfer reduced (below zero, if appropriate) by the beginning balance of the transferor ’s section 467 loan. Amounts
payable to the transferor are not taken into
account in adjusting the transferee’s section 467 loan balance.
(iii) If the beginning balance of the
transferee’s section 467 loan is negative,
the transferor and transferee must treat the
balance as a liability that is either assumed in connection with the transfer of
Calendar
Year
2000
2001
2002
2003
2004

Payment
$

0
0
0
1,750,000.00
1,750,000.00

(ii) On December 31, 2002, Q sells the property
subject to the section 467 rental agreement to P, an
unrelated person, for $3,000,000. Q does not retain
the right to receive any amounts payable by R under
the rental agreement after the date of sale, but the
agreement is not otherwise modified. At the time of
the sale, Q’s adjusted basis in the property is
$975,000. Assume that, under §1.467–1(f)(7), the
disposition is not a substantial modification. Further, the Commissioner does not determine that the
treatment of the agreement as a disqualified longterm agreement should be changed and, under
§1.467–1(f)(4)(iii), the agreement remains subject to
constant rental accrual. Thus, under paragraph
(g)(2)(iii) of this section, section 467 rent and section 467 interest for periods after the disposition will
be taken into account on the basis of constant rental
accrual applied to the terms of the entire agreement
(as modified).
(iii) Under paragraph (e)(2)(ii) of this section, the
beginning balance of P’s section 467 loan is
$1,981,550.71. P’s section 467 loan balance is computed by reducing the balance of the section 467 loan
immediately before the transfer ($1,981,550.71) by
the beginning balance of the transferor’s section 467
loan ($0 because Q does not retain the right to receive any amounts payable under the rental agreement subsequent to the transfer).
(iv) Q will be treated as if it had received
$1,981,550.71 from the disposition of the section
467 loan and $1,018,449.29 from the sale of the
property subject to the rental agreement. Thus, Q’s
gain on the sale of the property is $43,449.29
($1,018,449.29 amount realized less $975,000 adjusted basis). Q’s gain is not subject to the recapture
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the property or secured by the property
acquired subject to the liability. If the beginning balance of the transferee’s section
467 loan is positive, the transferor and
transferee must treat the balance as an additional asset acquired in connection with
the transfer of the property. In the case of
a positive beginning balance of the transferee’s section 467 loan, the transferee
will have an initial cost basis in the section 467 loan equal to the lesser of the beginning balance of the loan or the aggregate consideration for the transfer of the
property subject to the section 467 rental
agreement and the transfer of the transferor’s interest in the section 467 loan.
(3) [Reserved].
(4) Examples. The following examples illustrate the application of this paragraph (e). In each of these examples the
Section 467
Interest
$

0
65,219.65
137,613.45
217,970.58
114,666.97

Section 467
Rent
$592,905.87
592,905.87
592,905.87
592,905.87
592,905.87

provisions of section 467(c) and paragraph (a) of
this section because the rental agreement was disqualified under §1.467–3(b)(1) and, thus, the requirement of paragraph (a)(2) of this section is not
met. Q recognizes no gain on the disposition of the
section 467 loan because Q’s basis in the loan equals
the amount considered received for the loan. Further, Q does not take into account any of the section
467 rent or section 467 interest attributable to periods after the transfer of the property.
(v) P is treated as if it had acquired the property
and the positive balance in the transferee’s section
467 loan. P’s cost basis in the property is
$1,018,449.29, and its cost basis in the section 467
loan immediately following the transfer is
$1,981,550.71. P takes section 467 rent and section
467 interest into account for the calendar years 2002
and 2003 under the constant rental accrual method
and, accordingly, treats payments received under the
rental agreement as recoveries of the principal balance of the section 467 loan (as adjusted from time
to time).
Example 2. (i) The facts are the same as Example
1, except that on December 31, 2002, Q transfers the
property to P in exchange for stock of P having a fair
market value of $3,000,000 and the transaction
meets the requirements of section 351(a).
(ii) Q is treated as having transferred two assets
to P, the property subject to the rental agreement and
the positive balance of the section 467 loan. Under
section 351(a), because only stock of P is received
by Q, Q does not recognize any of the gain realized
on the transaction. Pursuant to section 358(a), the
basis of Q in the P stock received in the exchange is
the same as the aggregate basis of the property ex-
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transferor of property subject to a section
467 rental agreement is entitled to the rent
for the day of the transfer. The examples
are as follows:
Example 1. (i) Q and R enter into a section 467
rental agreement for a 5-year lease of personal property beginning on January 1, 2000, and ending on
December 31, 2004. The rental agreement provides
that $0 of rent is allocated to 2000, 2001, and 2002,
and $1,750,000 is allocated to each of the years
2003 and 2004. The rental agreement provides that
the calendar year will be the rental period and that
the rent allocated to each calendar year is payable on
the last day of that calendar year. Assume that both
Q and R are calendar year taxpayers and that 110
percent of the applicable Federal rate is 11 percent,
compounded annually. Assume further that the
rental agreement is a disqualified long-term agreement (as defined in §1.467–3(b)(3)) and that the section 467 rent, the section 467 interest, and the section 467 loan balance would be the following
amounts:
Section 467
Loan Balance
$ 592,905.87
1,251,031.39
1,981,550.71
1,042,427.16
0
changed, or $2,956,550.71 (the sum of the balance
of the section 467 loan, $1,981,550.71, and the adjusted basis of the property, $975,000). Q does not
take into account any of the section 467 rent or section 467 interest attributable to periods after the
transfer of the property.
(iii) P is treated as if it had acquired the property
and the positive balance in the transferee’s section
467 loan in the transaction. Pursuant to section
362(a), P’s basis in each asset is the same as the
basis of Q immediately preceding the transfer. Thus,
the basis of P in the property subject to the rental
agreement is $975,000, and the basis of P in the section 467 loan immediately following the transfer is
$1,981,550.71. P takes section 467 rent and section
467 interest into account for the calendar years 2003
and 2004 under the constant rental accrual method
and, accordingly, treats payments received under the
rental agreement as recoveries of the principal balance of the section 467 loan (as adjusted from time
to time).

(f) Treatment of assignments by lessee
and lessee-financed renewals—(1) Substitute lessee use. If a lessee assigns its
interest in a section 467 rental agreement
to a substitute lessee, or if a period when a
substitute lessee has the use of property
subject to a section 467 rental agreement
is otherwise included in the lease term
under §1.467–1(h)(6), the section 467
rent for a period is taken into account by
the person having the use of the property
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during the period. The following rules
apply in determining the section 467 rent
and section 467 interest for the portion of
the rental period ending immediately
prior to the assignment:
(i) The section 467 rent and section
467 interest for the portion of the rental
period ending immediately prior to the
assignment are a pro rata portion of the
section 467 rent and the section 467 interest, respectively, for the rental period.
Such amounts are also taken into account
in determining the lessee’s section 467
loan balance, prior to any adjustment
thereof that may be required under paragraph (h) of this section, immediately before the substitute lessee first has use of
the property.
(ii) If the lessee is liable for the rent for
the day that the substitute lessee first has
use of the property, the substitute lessee’s
use shall be treated as beginning at the
end of that day.
(iii) If the substitute lessee is liable for
the rent for the day that the substitute
lessee first has use of the property, the
substitute lessee’s use shall be treated as
beginning at the beginning of that day.
(2) Treatment of section 467 loan. If,
as described in paragraph (f)(1) of this
section, a lessee assigns its interest in a
section 467 rental agreement to a substitute lessee or a period when a substitute
lessee has the use of property subject to a
section 467 rental agreement is otherwise
included in the lease term under §1.467–
1(h)(6), the following rules apply in determining the amount of the lessee’s and
the substitute lessee’s section 467 loans
for the period when the substitute lessee
has use of the property and in computing
the taxable income of the lessee and substitute lessee:
(i) The beginning balance of the
lessee’s section 467 loan is equal to the
net present value, as of the time the substitute lessee first has use of the property
(but after giving effect to the transfer of
the right to use the property), of all
amounts subsequently payable by the
lessee as fixed rent and interest on fixed
rent and all amounts subsequently
payable as interest on prepaid fixed rent
to the lessee. For purposes of this paragraph (f), any amount otherwise payable
by the lessee is not treated as an amount
subsequently payable by the lessee to the
extent that such payment, if made by the
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lessee, would give rise to a right of contribution or other similar claim against the
substitute lessee or any other person. The
lessee must continue to take into account
interest on the lessee’s section 467 loan
balance after the substitute lessee first has
use of the property.
(ii) The beginning balance of the substitute lessee’s section 467 loan is equal
to the principal balance of the lessee’s
section 467 loan immediately before the
substitute lessee first has use of the property reduced (below zero, if appropriate)
by the beginning balance of the lessee’s
section 467 loan. Amounts payable by
the lessee to any person other than the
substitute lessee (or a related person) or
payable to the lessee by any person other
than the substitute lessee (or a related
person) are not taken into account in adjusting the substitute lessee’s section 467
loan balance.
(iii) If the beginning balance of the
substitute lessee’s section 467 loan is positive, the beginning balance is treated
as—
(A) Gross receipts of the lessee for the
taxable year in which the substitute lessee
first has use of the property; and
(B) A liability that is either assumed in
connection with the transfer of the leasehold interest to the substitute lessee or secured by property acquired subject to the
liability.
(iv) If the beginning balance of the
substitute lessee’s section 467 loan is negative, the following rules apply:
(A) If the principal balance of the
lessee’s section 467 loan immediately before the substitute lessee first has use of
the property was negative, any consideration paid by the substitute lessee to the
lessee in conjunction with the transfer of
the use of the property shall be treated as
a nontaxable return of capital to the lessee
to the extent that—
(1) The consideration does not exceed
the amount owed to the lessee under the
lessee’s section 467 loan balance immediately before the substitute lessee first has
use of the property; and
(2) The lessee has basis in the principal
balance of the lessee’s section 467 loan
immediately before the substitute lessee
first has use of the property.
(B) Except as provided in paragraph
(f)(2)(iv)(D) of this section, the excess, if
any, of the beginning balance of the
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amount owed to the substitute lessee
under the section 467 loan, over any consideration paid by the substitute lessee to
the lessee in conjunction with the transfer
of the use of the property, is treated as an
amount incurred by the lessee for the taxable year in which the substitute lessee
first has use of the property.
(C) To the extent the beginning balance of the amount owed to the substitute
lessee under the section 467 loan exceeds
any consideration paid by the substitute
lessee to the lessee in conjunction with
the transfer of the use of the property, repayments of the beginning balance are
items of gross income of the substitute
lessee in the taxable year in which repayment occurs (determined by applying any
repayment first to the beginning balance
of the substitute lessee’s section 467
loan).
(D) Any amount incurred by the lessee
under paragraph (f)(2)(iv)(B) of this section with respect to a transfer of the use of
property (the current transfer) shall be reduced (but not below zero) to the extent
that the lessee, in its capacity, if any, as a
substitute lessee with respect to an earlier
transfer of the use of the property would
have recognized additional gross income
under paragraph (f)(2)(iv)(C) of this section if the current transfer had not occurred.
(v) For purposes of paragraph (f)(2)(iv)(C) of this section, repayments occur
as the negative balance is amortized
through the net accrual of rent and negative interest.
(3) Lessor use. If a period when the
lessor has the use of property subject to a
section 467 rental agreement is included
in the lease term under §1.467–(h)(6), the
section 467 rent for the period is not taken
into account and the lessor is treated as a
substitute lessee for purposes of this paragraph (f).
(4) Examples. The following examples illustrate the application of this paragraph (f). In each of these examples, the
substitute lessee is liable for the rent for
the day on which the substitute lessee first
has use of the property subject to the section 467 rental agreement. Further, assume that in each example the lessee assignment is not a substantial modification
under §1.467–1(f). The examples are as
follows:
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Example 1. (i) The facts are the same as in Example 1 of paragraph (e)(4) of this section, except
that on December 31, 2001, R, the lessee, contracts
to assign its entire remaining interest in the leasehold to S, a calendar year taxpayer. The assignment
becomes effective at the beginning of January 1,
2002. Pursuant to the terms of the assignment, R
agrees with S that R will make $1,400,000 of the
$1,750,000 rental payment required on December
31, 2003.
(ii) Under paragraph (f)(2)(i) of this section, R’s
section 467 loan balance as of the beginning of January 1, 2002, the time S first has use of the property,
is $1,136,271.41 ($1,400,000/(1.11)2). Under para-

graph (f)(2)(ii) of this section, S’s section 467 loan
balance as of the beginning of January 1, 2002, is
$114,759.98 (the principal balance of R’s section
467 loan immediately before S has use of the property ($1,251,031.39), less R’s section 467 loan balance at the beginning of January 1, 2002
($1,136,271.41)).
(iii) Because S’s $114,759.98 section 467 loan
balance is positive, under paragraph (f)(2)(iii)(A) of
this section, such amount is treated as gross receipts
of R for 2002, R’s taxable year in which S first has
use of the property. R will treat the $114,759.98 as
an amount received in exchange for the transfer of
the leasehold interest. Under paragraph (f)(2)(iii)-

Calendar
Year

Payment

Beginning
2002
2003
2004

$
0
350,000.00
1,750,000.00

(v) Under paragraph (f)(2)(i) of this section, R
must continue to take into account section 467 interest on R’s section 467 loan balance after S first has

Beginning
2002
2003
Example 2. (i) On January 1, 2000, B leases tangible personal property from C for a period of five
years. The rental agreement provides that the rental
period is the calendar year and that rent payments
are due at the end of the calendar year. The rental
agreement does not provide for interest on prepaid
rent. Assume that B and C are both calendar year
taxpayers and that 110 percent of the applicable Federal rate is 10 percent, compounded annually. The
rental agreement allocates rents and provides for
payments of rent as follows:
Calendar
Year
2000
2001
2002
2003
2004

Section 467
Rent

Section 467
Loan Balance

$ 12,623.60
79,231.83
114,666.98

$592,905.87
592,905.87
592,905.87

$ 114,759.98
720,289.45
1,042,427.15
0
year section 467 loan balances for calendar years
2002 through 2003 are as follows:

Payment

Section 467
Interest

Section 467
Loan Balance

$
0
1,400,000.00

$ 124,989.85
138,738.74

$1,136,271.41
1,261,261.26
0

Calendar
Year
2000
2001
2002
2003
2004

Rent
$200,000
200,000
200,000
200,000
200,000

Payments
$400,000
300,000
200,000
100,000
0

(ii) The rental agreement has prepaid rent within
the meaning of §1.467-1(c)(3)(ii) because the cumulative amount of rent payable through the end of

2001 ($700,000) exceeds the cumulative amount of
rent allocated to calendar years 2000 through 2002
($600,000). Because the rental agreement does not
provide for adequate interest on prepaid fixed rent,
the rent for each calendar year during the lease term
is the proportional rental amount, as described in
§1.467-2(c). The amounts payable, section 467 rent,
section 467 interest, and end-of-year section 467
loan balances for each calendar year are as follows:

Payment

Section 467
Interest

Section 467
Rent

Section 467
Loan Balance

$ 400,000
300,000
200,000
100,000
0

$
0
(18,101.26)
(28,012.64)
(28,915.17)
(19,907.93)

$ 218,987.40
218,987.40
218,987.40
218,987.40
218,987.40

($181,012.60)
( 280,126.46)
( 289,151.70)
( 199,079.47)
0

(iii) On December 31, 2001, B contracts to assign its entire remaining interest in the leasehold to
D, a calendar year taxpayer. The assignment becomes effective at the beginning of January 1, 2002.
D pays B $278,000 on January 1, 2002, in conjunction with the assignment of the leasehold interest.
Under the terms of the assignment, B is not obligated to make any rental payments due after the assignment.
(iv) Under paragraph (f)(2)(i) of this section, B’s
section 467 loan balance as of the beginning of January 1, 2002, the time D first has use of the property,
is zero because D is obligated to make all rent payments due after the assignment of the leasehold interest. Under paragraph (f)(2)(ii) of this section, D’s
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Section 467
Interest

use of the property. R’s section 467 loan balance beginning when S first has use of the property is
$1,136,271.41. R’s section 467 interest and end-of-

Calendar
Year

(B) of this section, S will treat that amount as a liability assumed in acquiring the leasehold interest.
Thus, S’s cost basis in the leasehold interest is
$114,759.98.
(iv) Under paragraph (f)(1) of this section, S
takes the section 467 rent attributable to the property
into account for the period beginning on January 1,
2002. For 2002, S takes section 467 interest into account based on S’s section 467 loan balance at the
beginning of 2002. S’s amounts payable, section
467 rent, section 467 interest, and end-of-year section 467 loan balances for calendar years 2002
through 2004 are as follows:

section 467 loan balance as of the beginning of January 1, 2002, is negative $280,126.46 (the principal
balance of B’s section 467 loan immediately before
D has use of the property (negative $280,126.46),
less B’s section 467 loan balance when D first has
use of the property (zero)). Because D’s beginning
section 467 loan balance is negative, paragraph
(f)(2)(iv) of this section applies.
(v) Because B’s $280,126.46 section 467 loan
balance at the end of 2001 (that is, immediately before D has use of the property) is negative, paragraph (f)(2)(iv)(A) of this section applies. B’s loan
balance is the amount owed to B under the section
467 loan and consists of the excess of B’s payments
to C over the net amount of rent and negative inter-
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est B has taken into account through the end of
2001. Thus, B’s basis in the negative section 467
loan balance at the end of 2001 is $280,126.46. Because the $278,000 paid by D to B in conjunction
with the transfer of the leasehold interest does not
exceed the amount owed to B under the section 467
loan at the end of 2001, and does not exceed B’s
basis in that loan balance, under paragraph
(f)(2)(iv)(A) of this section B treats the $278,000
payment from D as a nontaxable return of capital.
(vi) The beginning balance of the amount owed
to D under the section 467 loan ($280,126.46) exceeds by $2,126.46 the $278,000 paid by D to B in
conjunction with the transfer of the leasehold interest. Paragraph (f)(2)(iv)(B) of this section treats the
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$2,126.46 as an amount incurred by B in 2002, B’s
taxable year in which D first has use of the property.
Paragraph (f)(2)(iv)(D) of this section does not
apply to reduce the amount incurred by B because B
is the original lessee under the section 467 rental
agreement.
(vii) Under paragraph (f)(1) of this section, D
takes the section 467 rent into account for the period
beginning when D first has use of the property. D
takes section 467 interest into account based on a
beginning section 467 loan balance of negative
$280,126.46.
(viii) The beginning balance of the amount owed
to D under the section 467 loan ($280,126.46) exceeds by $2,126.46 the $278,000 paid by D to B in
conjunction with the transfer of the leasehold interest. Under paragraph (f)(2)(iv)(C) of this section, D
must include this amount in gross income in 2002,
the year in which this amount of D’s beginning section 467 loan balance is paid through the net accrual
of rent and negative interest. This inclusion in gross
income ensures that the reductions in D’s taxable income attributable to the section 467 rental agreement will not exceed the actual amount of D’s expenditures.

(g) Application of section 467 following a rental agreement modification—(1)
Substantial modifications. The following
rules apply to any substantial modification of a rental agreement occurring after
May 18, 1999, unless the entire agreement (as modified) is treated as a single
agreement under §1.467–1(f)(4)(vi):
(i) Treatment of pre-modification
items. The lessor and lessee must take
pre-modification items (within the meaning of §1.467–1(f)(5)(v)) into account
under their method of accounting used before the modification to report income
and expense attributable to the rental
agreement.
(ii) Computations with respect to postmodification items. In computing section
467 rent, section 467 interest, and the
amount of the section 467 loan with respect to post-modification items—
(A) Post-modification items are treated
as provided under a rental agreement (the
post-modification agreement) separate
from the agreement under which premodification items are provided;
(B) The lease term of the post-modification agreement begins at the beginning
of the first period for which rent other
than pre-modification rent is provided;
and
(C) The applicable Federal rate for the
post-modification agreement is the applicable Federal rate in effect on the day
on which the modification occurs.
(iii) Adjustments—(A) Adjustment relating to certain prepayments. If any pay-
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ments before the beginning of the lease
term of the post-modification agreement
are post-modification items, the lessor
and lessee must take into account, in the
taxable year in which the modification occurs, any adjustment necessary to prevent
duplication with respect to such payments
or the omission of interest thereon for periods before the beginning of the lease
term.
(B) Adjustment relating to retroactive
beginning of lease term. If the lease term
of a post-modification agreement begins
before the date on which the modification
occurs, the lessor and lessee must take
into account in the taxable year in which
the modification occurs any amount necessary to prevent the duplication or omission of rent or interest for the period after
the beginning of the lease term of the
post-modification agreement and before
the beginning of the taxable year in which
the modification occurs. For this purpose,
the amount necessary to prevent duplication or omission is determined after taking into account any adjustments required
by the Commissioner for taxable years
ending prior to the beginning of the taxable year in which the modification occurs. In determining any adjustments required by the Commissioner for taxable
years ending prior to the beginning of the
taxable year in which the modification occurs, the Commissioner will disregard the
modification.
(iv) Coordination with rules relating to
dispositions and assignments—(A) Dispositions. If the modification involves a
sale, exchange, or other disposition of the
property subject to the rental agreement—
(1) Adjustments required under this
paragraph (g) are taken into account before applying paragraphs (a), (b), (c), and
(e) of this section;
(2) The prior understated inclusion for
purposes of paragraph (b) of this section
is the sum of the prior understated inclusion with respect to pre-modification
items and the prior understated inclusion
with respect to post-modification items;
and
(3) Paragraph (e) of this section applies separately with respect to pre-modification items and post-modification
items.
(B) Assignments. If the modification
involves an assignment of the lessee’s interest in the rental agreement to a substi-
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tute lessee or a substitute lessee having
use of the property during a period otherwise included in the lease term—
(1) Adjustments required under this
paragraph (g) are taken into account before applying paragraph (f) of this section; and
(2) Paragraph (f) of this section applies
separately with respect to pre-modification items and post-modification items.
(2) Other modifications. The following
rules apply to a modification (other than a
substantial modification) of a rental
agreement occurring after May 18, 1999:
(i) Computation of section 467 loan for
modified agreement. The amount of the
section 467 loan relating to the agreement
is computed as of the effective date of the
modification. The section 467 rent and
section 467 interest for periods before the
effective date of the modification are determined, solely for purposes of computing the amount of the section 467 loan,
under the terms of the entire agreement
(as modified).
(ii) Change in balance of section 467
loan. (A) If the balance of the section 467
loan determined under paragraph (g)(2)(i)
of this section is greater than the balance
of the section 467 loan immediately before the effective date of the modification,
the difference is taken into account, in the
taxable year in which the modification occurs, as additional rent.
(B) If the balance of the section 467 loan
determined under paragraph (g)(2)(i) of
this section is less than the balance of the
section 467 loan immediately before the
effective date of the modification, the difference is taken into account, in the taxable
year in which the modification occurs, as a
reduction of the rent previously taken into
account by the lessor and lessee.
(C) For purposes of this paragraph
(g)(2)(ii), a negative balance is less than a
positive balance, a zero balance, or any
other negative balance that is closer to a
zero balance.
(iii) Section 467 rent and interest after
the modification. The section 467 rent
and section 467 interest for periods after
the effective date of the modification are
determined under the terms of the entire
agreement (as modified).
(iv) Applicable Federal rate. The applicable Federal rate for the agreement
does not change as a result of the modification.
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(v) Modification effective within a
rental period. If the effective date of a
modification does not coincide with the
beginning or end of a rental period under
the agreement in effect before the modification, the section 467 rent and section 467
interest for the portion of the rental period
ending immediately prior to the effective
date of the modification are a pro rata portion of the section 467 rent and the section
467 interest, respectively, for the rental period. Such amounts are also taken into account in determining the section 467 loan
balance, prior to any adjustment thereof
that may be required under paragraph (h)
of this section, immediately before the effective date of the modification. Similar
rules apply with respect to the section 467
rent and section 467 interest determined
under the terms of the entire agreement (as
modified) for purposes of computing the
amount of the section 467 loan under paragraph (g)(2)(i) of this section and the section 467 rent and section 467 interest for a
partial rental period beginning on the effective date of the modification.
(vi) Other adjustments. The lessor and
lessee must take into account, in the taxable year in which a retroactive modification occurs, any amount necessary to prevent the duplication or omission of rent or
interest for the period before the beginning of the taxable year in which the modification occurs.
(vii) Coordination with rules relating
to dispositions and assignments. If the
modification involves a sale, exchange, or
other disposition of the property subject
to the rental agreement, an assignment of
the lessee’s interest in the rental agreement to a substitute lessee or a substitute
lessee having use of the property during a
period otherwise included in the lease
term, adjustments required under this
paragraph (g) are taken into account before applying paragraphs (a), (b), (c), (e),
and (f) of this section.
(viii) Exception for agreements entered into prior to effective date of section
467. This paragraph (g)(2) does not apply
to a modification of a rental agreement
that is not subject to section 467 because
of the effective date provisions of section
92(c) of the Tax Reform Act of 1984
(Public Law 98–369 (98 Stat. 612)).
(3) Adjustment by Commissioner. If
the entire agreement (as modified) is
treated as a single agreement under
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§1.467–1(f)(4)(vi), the Commissioner
may require adjustments to taxable income to reflect the effect of the modification, including adjustments that are similar to those required under paragraph
(g)(2) of this section.
(4) Effective date of modification. The
effective date of a modification of a rental
agreement occurs at the earliest of—
(i) The date on which the modification
occurs;
(ii) The beginning of the first period for
which the amount of rent or interest provided under the entire agreement (as modified) differs from the amount of rent or
interest provided under the agreement in
effect before the modification;
(iii) The due date of the first payment,
under either the entire agreement (as
modified) or the agreement in effect before the modification, that is not identical,
in due date and amount, under both such
agreements;
(iv) The date, in the case of a modification involving the substitution of a new
lessor, on which the property subject to
the rental agreement is transferred; or
(v) The date, in the case of a modification involving the substitution of a new
lessee, on which the substitute lessee first
has use of the property subject to the
rental agreement.
(5) Examples. The following examples illustrate the application of this paragraph (g):
Example 1. (i) F, a cash method lessor, and G, an
accrual method lessee, agree to a 7-year lease of tangible personal property for the period beginning on
January 1, 1998, and ending on December 31, 2004.
The rental agreement allocates $100,000 of rent to
each calendar year during the lease term, such rent
to be paid December 31 following the close of the
calendar year to which it is allocated. Because the
rental agreement does not provide for increasing
rent, or deferred rent within the meaning of section
467(d)(1)(A), section 467 does not apply to the
rental agreement.
(ii) Prior to January 1, 2001, G timely makes the
$100,000 rental payments required as of December
31, 1999, and December 31, 2000. On January 1,
2001, F and G modify the rental agreement payment
schedule to provide for a single final payment of
$500,000 on December 31, 2004. Assume that the
change is a substantial modification within the
meaning of §1.467–1(f)(5)(ii). Because the modification occurs after May 18, 1999, the post-modification agreement is treated, under §1.467–1(f)(1), as a
new agreement for purposes of determining whether
it is a section 467 rental agreement.
(iii) Under §1.467–1(f)(5)(v), the $200,000 of
rent allocated to calendar years 1998 and 1999 (peri-
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ods prior to the modification) constitutes pre-modification rent, and the $100,000 rent payments made
on December 31, 1999, and December 31, 2000,
constitute pre-modification payments. Although
calendar year 2000 is also prior to the modification,
the rent allocated to calendar year 2000 is not premodification rent and the related payment is not a
pre-modification payment because the modification
changed the time at which that rent is payable. See
§1.467–1(f)(5)(v)(A).
(iv) Under paragraph (g)(1)(i) of this section, F
and G take pre-modification rent and pre-modification payments into account under the method of accounting they used to report income and deductions
attributable to the pre-modification agreement.
(v) Under §1.467–1(f)(1)(i), the post-modification agreement providing rent for the period beginning on January 1, 2000, and ending on December
31, 2004, is treated as a new rental agreement. This
rental agreement allocates $100,000 of rent to each
of the calendar years 2000 through 2004 and provides for a single rental payment of $500,000 on December 31, 2004. Because the post-modification
agreement provides for deferred rent under §1.4671(c)(3)(i), section 467 applies. Further, the postmodification agreement does not provide for adequate interest on fixed rent, and therefore F and G
must account for fixed rent and interest on fixed rent
using proportional rental accrual. Under paragraph
(g)(1)(iii) of this section, for their taxable years
which include January 1, 2001, F and G must adjust
reported rent for the difference between the rent
taken into account for the calendar year 2000 under
the unmodified agreement and the proportional
rental amount for that year under the post-modification agreement.
Example 2. (i) On January 1, 2000, X, lessee,
and Y, lessor, enter into a rental agreement for a 6year lease of tangible personal property beginning
January 1, 2000, and ending December 31, 2005.
The agreement provides that the calendar year is the
rental period and all rent payments are due on July
15 of all years in which a payment is required. Assume the agreement is not a disqualified leaseback
or long-term agreement within the meaning of
§1.467–3(b), and has the following allocation schedule and payment schedule:
Year

Allocation

2000
2001
2002
2003
2004
2005

$ 800,000
900,000
1,000,000
1,000,000
1,100,000
1,200,000

Payment
$

0
0
1,500,000
1,500,000
1,500,000
1,500,000

(ii) The rental agreement has deferred rent within
the meaning of §1.467–1(c)(3)(i) because the rent
allocated to 2000 is not payable until 2002 and some
of the rent allocable to 2001 is not payable until
2003. Further, the rental agreement does not provide adequate interest on fixed rent within the meaning of §1.467–2(b). Therefore, the rent amount to be
accrued by X and Y for each rental period is the proportional rental amount, as described in §1.467–
2(c). Assuming 110 percent of the applicable Federal rate is 10 percent compounded annually, the
section 467 rent, interest, and loan balances are as
follows:
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Year

Rent

2000
2001
2002
2003
2004
2005

$ 736,949.55
829,068.24
921,186.94
921,186.94
1,013,305.63
1,105,424.33

Interest
$ 0
73,694.96
163,971.28
122,487.10
76,854.50
35,870.53

(iii)(A) On January 1, 2004, X and Y agree that
the $1,500,000 payment scheduled for July 15,
2005, will be made in three equal installments on
June 15, 2005, July 15, 2005, and August 15, 2005.
Under §1.467–1(j)(2)(i)(C) (relating to timing conventions), the payment to be made on June 15, 2005,
is treated as if it were payable on December 31,
2004, for purposes of determining present values
and yield of the section 467 loan. Assume that this
change, which results in the following allocation
schedule and payment schedule, is not a substantial
modification within the meaning of §1.467–
1(f)(5)(ii):

of the effective date of the modification is taken into
account. In this example, the loan balance immediately before the effective date of the modification is
$768,545.01 and the recomputed loan balance as of
the effective date of the modification is
$796,689.42. Thus, because the recomputed loan
balance exceeds the original loan balance, the difference ($28,144.41) is taken into account, in the taxable year in which the modification occurs, as additional rent. Beginning on January 1, 2004, section
467 rent and interest are taken into account by X and
Y in accordance with the recomputed rent schedule
set forth in paragraph (iv) of this example.

Year

Allocation

Payment

2000
2001
2002
2003
2004
2005

$800,000
900,000
1,000,000
1,000,000
1,100,000
1,200,000

$ 0
0
1,500,000
1,500,000
2,000,000
1,000,000

(h) Omissions or duplications—(1) In
general. In applying the rules of this section in conjunction with the rules of
§§1.467–1 through 1.467–5, adjustments
must be made to the extent necessary to
prevent the omission or duplication of
items of income, deduction, gain, or loss.
For example, if a transferee lessor acquires property subject to a section 467
rental agreement at other than the beginning or end of a rental period, and the
transferee lessor’s beginning section 467
loan balance differs from the transferor
lessor’s section 467 loan balance immediately prior to the transfer, it will be necessary to treat the rental period that includes
the day of transfer as consisting of two
rental periods, one beginning at the beginning of the rental period that includes the
day of transfer and ending with or immediately prior to the transfer and one beginning with or immediately after the transfer and ending immediately prior to the
beginning of the succeeding rental period.
Because the substitution of two rental periods for one rental period may change the
proportional rental amount or constant
rental amount, the change in rental periods should be treated as a modification of
the rental agreement that occurs immediately prior to the transfer. The change in
rental periods, by itself, is not treated as a
substantial modification of the rental
agreement although the substitution of a

(B) The agreement remains subject to proportional rental accrual after the modification because it
has deferred rent and does not provide adequate interest on fixed rent within the meaning of §1.4672(b).
(iv) Because the modification occurs after May
18, 1999, and is not substantial within the meaning
of §1.467–1(f)(5)(ii), paragraph (g)(2) of this section applies. Under paragraph (g)(2)(i) of this section, the amount of the section 467 loan relating to
the modified agreement is computed as of the effective date of the modification, and, solely for purposes of recomputing the amount of the section 467
loan, the section 467 rent and section 467 interest for
periods before the modification are determined
under the terms of the entire agreement (as modified). In addition, the applicable Federal rate does
not change as a result of the modification. Thus, the
recomputed section 467 rent, interest, and loan balances are as follows:
Year

Rent

2000 $ 742,242.59
2001
835,022.91
2002
927,803.24
2003
927,803.24
2004 1,020,583.56
2005 1,113,363.88

Interest

Loan Balance

$
0
74,224.26
165,148.98
124,444.20
79,668.94
(10,305.80)

$ 742,242.59
1,651,489.76
1,244,441.98
796,689.42
(103,058.08)
0

(v) Under paragraph (g)(2)(ii) of this section, the
difference between the section 467 loan balance immediately before the effective date of the modification and the recomputed section 467 loan balance as
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Loan Balance
$ 736,949.55
1,639,712.75
1,224,870.97
768,545.01
358,705.14
0

new lessor may constitute a substantial
modification of the rental agreement.
Likewise, §1.467–1(j)(2), which provides
rules regarding when amounts are treated
as payable, is designed to simplify calculations of present values, section 467 loan
balances, and proportional and constant
rental amounts. These simplifying conventions assume that there will be no
change in the lessor or lessee under a section 467 rental agreement and that the
terms of the section 467 rental agreement
will not be modified. Therefore, as illustrated in the example in paragraph (h)(2)
of this section, when actual events do not
reflect these assumptions, it may be necessary to alter the application of these
rules to properly reflect taxable income.
(2) Example. The following example
illustrates an application of this paragraph
(h):
Example. (i) J leases tangible personal property
from K for five years beginning on January 1, 2000,
and ending on December 31, 2004. Under the rental
agreement, rent is payable on July 15 of the calendar
year to which it is allocated. Both J and K treat the
calendar year as the rental period. The allocation of
rent and payments of rent required under the rental
agreement are as follows:
Calendar
Year
2000
2001
2002
2003
2004

Rent

Payments

$200,000
200,000
200,000
200,000
200,000

$450,000
250,000
200,000
100,000
0

(ii) The rental agreement does not provide for interest on prepaid rent. The rental agreement has prepaid rent under §1.467–1(c)(3)(ii) because the rent
payable at the end of 2000 exceeds the cumulative
amount of rent allocated to 2000 and 2001. Therefore, J and K must take section 467 rent into account
under the proportional rental method of §1.467–
2(c). Assume that 110 percent of the applicable Federal rate is 10 percent, compounded annually. The
section 467 rent, section 467 interest, amounts
payable, and section 467 loan balances for each of
the calendar years under the terms of the rental
agreement are as follows:
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Calendar
Year
2000
2001
2002
2003
2004

Section 467
Rent

Section 467
Interest

Payments

Section 467
Loan Balance

$ 220,077.48
220,077.48
220,077.48
220,077.48
220,077.48

$
0
(22,992.25)
(28,283.73)
(29,104.35)
(20,007.07)

$450,000
250,000
200,000
100,000
0

$ (229,922.52)
(282,837.29)
(291,043.54)
(200,070.41)
0

(iii) On January 1, 2002, J and K amend the
terms of the rental agreement to advance the due
date of the $200,000 payment originally due on July
15, 2002, to June 15, 2002. This change in the payment schedule constitutes a modification of the
terms of the rental agreement within the meaning of
§1.467–1(f)(5)(i). Assume, however, that the
Calendar
Year
2000
2001
2002
2003
2004

Section 467
Rent
$ 224,041.38
224,041.38
224,041.38
224,041.38
224,041.38

(iv) Section 1.467–4(b)(3) incorporates the conventions of §1.467–1(j)(2) in determining when
amounts are treated as payable for purposes of determining the section 467 loan balance. Section 1.467–
1(j)(2)(i)(C) treats amounts payable during the first
half of any rental period except the first rental period
as payable on the last day of the preceding rental period. Therefore, because June 15, 2002, occurs in
the first half of 2002, in determining the section 467
loan balance at the beginning of 2002 under the
amended terms of the rental agreement, the
$200,000 payment due on June 15, 2002, is treated
as payable on December 31, 2001.
(v) Under paragraph (g)(2)(ii)(B) of this section,
if the recomputed section 467 loan balance is less
than the section 467 loan balance immediately before the modification, the difference is taken into account as a reduction of the rent previously taken into
account by the lessor and the lessee. In this example, the recomputed section 467 loan balance immediately after the modification is negative
$474,513.10 and the section 467 loan balance immediately before the modification is negative
$282,837.29. However, the section 467 loan balance immediately before the modification does not
take into account the $200,000 payment originally
payable on July 15, 2002, whereas, under the conventions of §1.467–1(j)(2)(i)(C), the recomputed
section 467 loan balance immediately after the modification takes into account that $200,000 payment
because it is now payable in the first half of the
rental period (June 15). Under these circumstances,
if the recomputed section 467 loan balance immediately after the modification is treated as negative
$474,513.10 for purposes of applying paragraph
(g)(2)(ii)(B) of this section, K’s gross income and J’s
deductions attributable to the section 467 rental
agreement will be understated by $200,000. Therefore, under paragraph (h)(1) of this section, only for
purposes of applying paragraph (g)(2)(ii)(B) of this
section, the $200,000 payment due on June 15,
2002, should not be taken into account in determining the recomputed section 467 loan balance immediately after the modification.
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change is not a substantial modification within the
meaning of §1.467–1(f)(5)(ii). Because the modification occurs after May 18, 1999, and is not substantial, paragraph (g)(2) of this section applies. Thus,
the section 467 loan balance at the beginning of
2002 must be recomputed as if the June 15, 2002,
payment date had been included in the terms of the
Section 467
Interest
$
0
(22,595.86)
(47,451.31)
(29,792.30)
(20,367.43)

Payments

Section 467
Loan Balance

$450,000
450,000
0
100,000
0

$ (225,958.62)
(474,513.10)
(297,923.03)
(203,673.95)
0

§1.467–8 Automatic consent to change
to constant rental accrual for certain
rental agreements.
(a) General rule. For the first taxable
year ending after May 18, 1999, a taxpayer may change to the constant rental
accrual method, as described in §1.467–3,
for all of its section 467 rental agreements
described in paragraph (b) of this section.
A change to the constant rental accrual
method is a change in method of accounting to which the provisions of sections
446 and 481 and the regulations thereunder apply. A taxpayer changing its
method of accounting in accordance with
this section must follow the automatic
change in accounting method provisions
of Rev. Proc. 98–60 (see §601.601(d)(2)
of this chapter) except, for purposes of
this paragraph (a), the scope limitations in
section 4.02 of Rev. Proc. 98–60 are not
applicable. Taxpayers changing their
method of accounting in accordance with
this section must do so for all of their section 467 rental agreements described in
paragraph (b) of this section.
(b) Agreements to which automatic
consent applies. A section 467 rental
agreement is described in this paragraph
(b) if–
(1) The property subject to the section
467 rental agreement is financed with an
“exempt facility bond” within the meaning of section 142;
(2) The facility subject to the section
467 rental agreement is described in section 142(a)(1), (2), (3), or (12);
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pre-modification rental agreement. If this had been
the case, the section 467 rent, section 467 interest,
amounts payable, and section 467 loan balances for
each of the calendar years under the terms of the
rental agreement would have been as follows:

(3) The section 467 rental agreement
does not include a specific allocation of
fixed rent within the meaning of §1.467–
1(c)(2)(ii)(A)(2); and
(4) The section 467 rental agreement
was entered into on or before May 18,
1999.
§1.467–9 Effective dates and automatic
method changes for certain agreements.
(a) In general. Sections 1.467–1
through 1.467–7 are applicable for—
(1) Disqualified leasebacks and longterm agreements entered into after June 3,
1996; and
(2) Rental agreements not described in
paragraph (a)(1) of this section that are
entered into after May 18, 1999.
(b) Automatic consent for certain
rental agreements. Section 1.467–8 applies only to rental agreements described
in §1.467–8.
(c) Application of regulation project
IA–292–84 to certain leasebacks and
long-term agreements. In the case of any
leaseback or long-term agreement (other
than a disqualified leaseback or long-term
agreement) entered into after June 3,
1996, and on or before May 18, 1999, a
taxpayer may choose to apply the provisions of regulation project IA–292–84
(1996–2 C.B. 462)(see §601.601(d)(2) of
this chapter).
(d) Entered into. For purposes of this
section and §1.467–8, a rental agreement
is entered into on its agreement date
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(within the meaning of §1.467–1(h)(1)
and, if applicable, §1.467–1(f)(1)(i)).
(e) Change in method of accounting—
(1) In general. For the first taxable year
ending after May 18, 1999, a taxpayer is
granted consent of the Commissioner to
change its method of accounting for rental
agreements described in paragraph (a)(2)
of this section to comply with the provisions of §§1.467–1 through 1.467–7.
(2) Application of regulation project
IA–292–84. For the first taxable year
ending after May 18, 1999, a taxpayer is
granted consent of the Commissioner
to change its method of accounting for
any rental agreement described in paragraph (c) of this section to comply with
the provisions of regulation project
IA–292–84 (1996–2 C.B. 462)(see
§601.601(d)(2) of this chapter).
(3) Automatic change procedures. A
taxpayer changing its method of accounting in accordance with this paragraph (e)
must follow the automatic change in accounting method provisions of Rev. Proc.
98–60 (see §601.601(d)(2) of this chapter) except, for purposes of this paragraph
(e), the scope limitations in section 4.02

of Rev.Proc. 98–60 are not applicable. A
method change in accordance with paragraph (e)(1) of this section is made on a
cut-off basis so no adjustment under section 481(a) is required.

retail inventory and last-in, first-out inventory methods for valuing inventories
for tax years ended on, or with reference
to, April 30, 1999.
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Section 472.—Last-in, First-out
Inventories
26 CFR 1.472-1: Last-in, first-out inventories.

LIFO; price indexes; department
stores. The April 1999 Bureau of Labor
Statistics price indexes are accepted for
use by department stores employing the

The following Department Store Inventory Price Indexes for April 1999 were issued by the Bureau of Labor Statistics.
The indexes are accepted by the Internal
Revenue Service, under § 1.472–1(k) of
the Income Tax Regulations and Rev.
Proc. 86–46, 1986–2 C.B. 739, for appropriate application to inventories of department stores employing the retail inventory and last-in, first-out inventory
methods for tax years ended on, or with
reference to, April 30, 1999.
The Department Store Inventory Price
Indexes are prepared on a national basis
and include (a) 23 major groups of departments, (b) three special combinations of
the major groups - soft goods, durable
goods, and miscellaneous goods, and (c) a
store total, which covers all departments,
including some not listed separately, except for the following: candy, food,
liquor, tobacco, and contract departments.

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS
(January 1941 = 100, unless otherwise noted)

Groups
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.
16.
17.
18.
19.
20.
21.

Piece Goods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Domestics and Draperies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Women’s and Children’s Shoes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Men’s Shoes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Infants’ Wear . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Women’s Underwear . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Women’s Hosiery . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Women’s and Girls’ Accessories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Women’s Outerwear and Girls’ Wear . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Men’s Clothing . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Men’s Furnishings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Boys’ Clothing and Furnishings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Jewelry . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Notions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Toilet Articles and Drugs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Furniture and Bedding . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Floor Coverings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Housewares- . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Major Appliances- . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Radio and Television . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Recreation and Education2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
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Apr.
1998

Apr.
1999

Percent Change
from Apr.1998
to Apr. 19991

547.3
642.9
663.6
902.5
628.1
586.1
305.5
550.1
431.7
633.6
609.6
498.8
1001.8
793.7
936.7
675.9
603.7
821.4
239.4
73.0
105.7

553.1
633.8
669.4
894.6
617.2
576.0
321.9
568.9
415.5
629.3
629.2
495.7
984.0
778.7
956.1
699.4
602.8
802.1
232.8
67.5
99.4

1.1
–1.4
0.9
–0.9
–1.7
–1.7
5.4
3.4
–3.8
–0.7
3.2
–0.6
–1.8
–1.9
2.1
3.5
–0.1
–2.3
–2.8
–7.5
–6.0
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS—Continued
(January 1941 = 100, unless otherwise noted)
Apr.
1999

Percent Change
from Apr.1998
to Apr. 19991

22. Home Improvements2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 134.0
23. Auto Accessories2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 106.8

128.1
106.8

–4.4
0.0

Groups 1 – 15: Soft Goods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 615.3

612.3

–0.5

Groups 16 – 20: Durable Goods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 464.9

454.4

–2.3

Groups 21 – 23: Misc. Goods2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 109.5

104.7

–4.4

Store Total3 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 560.8

553.5

–1.3

Apr.
1998

Groups

1 Absence

of a minus sign before percentage change in this column signifies price increase.
Indexes on a January 1986=100 base.
3 The store total index covers all departments, including some not listed separately, except for the following: candy, food, liquor, tobacco, and contract departments.
2

DRAFTING INFORMATION
The principal author of this revenue
ruling is Richard C. Farley, Jr. of the Office of Assistant Chief Counsel (Income
Tax and Accounting). For further information regarding this revenue ruling, contact Mr. Farley on (202) 622-4970 (not a
toll-free call).
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Part III. Administrative, Procedural, and Miscellaneous
26 CFR 1.404(b)–1T: Method of contribution, etc.,
having the effect of a plan; effect of section 404(b).
(Also Part I, sections 83(h), 404(a)(5), 404(a)(11),
404(b); 1.83–6, 1.162–10.)

Rev. Proc. 99–26
SECTION 1. PURPOSE
This revenue procedure provides alternative 50-percent settlement options to
settle cases in which taxpayers accelerated deductions for accrued employee
benefits secured by a letter of credit,
bond, or other similar financial instrument. The purpose of this settlement initiative is to provide options for taxpayers
and the Service to expeditiously resolve
these cases, particularly in light of the recent legislative change that specifically
precludes taxpayers from using these
types of financial instruments to accelerate deductions for accrued employee benefits in the future. Settlement of these
cases will relieve both taxpayers and the
Service from the burdens associated with
further development or litigation of the
cases in the future.
SECTION 2. BACKGROUND
.01 Section 404(a)(5) and the regulations thereunder provide that deferred vacation pay is deductible in the taxable
year in which it is paid to the employee
and that other deferred benefits are deductible in the taxable year in which or
with which ends the employee’s taxable
year in which the benefits are includible
in gross income. (Special rules, not relevant to these cases, apply to compensation provided through a qualified plan or
deferred benefits provided through a welfare benefit fund.)
.02 Section 1.404(b)–1T, Q&A-2 provides that compensation and benefits are
considered deferred to the extent they are
received by the employees more than 21⁄2
months after the end of the employer’s
taxable year in which the related services
are performed.
.03 Certain taxpayers have deducted
for a taxable year the unpaid portion of
accrued vacation pay and other benefits
that the taxpayers secured during the first
21⁄2 months of the following taxable year
by purchasing a letter of credit, bond, or
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other similar financial instrument. Taxpayers argue that the securitization constitutes a transfer of property pursuant to
§ 83 and that this in turn constitutes receipt by the employees within the 2 1⁄2month period, thereby precluding the
application of § 404. Accordingly, taxpayers argue that the timing of the deduction for the unpaid benefits secured by the
letter of credit or other financial instrument is accelerated to the taxable year the
benefits accrue, pursuant to the timing
rules of § 83.
.04 In Schmidt Baking Co. v. Commissioner, 107 T.C. 271 (1996), the Tax Court
addressed the application of the timing
rules of §§ 83 and 404 to the securitization
of vacation and severance pay benefits
with an irrevocable standby letter of
credit. The Tax Court held that the taxpayer was entitled to deduct the benefits
under § 83 in the taxable year the benefits
accrued. The Court concluded that a § 83
transfer of property constitutes receipt
within the meaning § 404 and the regulations thereunder. Based upon the stipulation that the securitization of the benefits
with the irrevocable letter of credit constituted a transfer of property under § 83, the
Tax Court concluded that the benefits
were received by the employees within the
21⁄2-month period, so that the employer’s
deduction for the benefits was not subject
to § 404. The Service has neither appealed nor acquiesced in that decision.
.05 Congress specifically overturned
the decision in Schmidt Baking with the
enactment of section 404(a)(11), which
was added to the Code by § 7001 of the
Internal Revenue Service Restructuring
and Reform Act of 1998 (RRA), Pub. L.
No. 105–206, 112 Stat. 685, 827 (July 22,
1998). Section 404(a)(11) provides that,
for purposes of determining under § 404
whether compensation of an employee is
deferred compensation and when deferred
compensation is paid, no amount is
treated as received by the employee, or
paid, until it is actually received by the
employee. Section 404(a)(11) is effective
for taxable years ending after July 22,
1998.
.06 The RRA provides that a taxpayer
changing its method of accounting to
comply with § 404(a)(11) for its first tax-
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able year ending after July 22, 1998, will
be treated as making a change initiated by
the taxpayer with the consent of the Commissioner. It further provides that the
change will be made with a § 481(a) adjustment that will be taken into account
ratably over a 3-taxable-year period beginning with the first taxable year ending
after July 22, 1998.
.07 The House and Senate committee
reports on § 404(a)(11) state that “no inference is intended that the result in
Schmidt Baking is present law beyond its
immediate facts or that the use of similar
arrangements is permitted under present
law.” H. Rep. No 364, 105th Cong. 1st
Sess. 87, 89 (1997); S. Rep. No. 175,
105th Cong. 2nd Sess.118, 120 (1998).
.08 The Conference committee report
on § 404(a)(11) suggests that the Service
consider “on a case-by-case basis
[whether the] continued challenge of
these arrangements for prior years represents the best use of litigation resources.”
H. Rep.No. 599, 105th Cong. 2nd Sess.
342, 345 (1998).
.09 In Notice 99–16, 1999–13 I.R.B.
10, the Service provided procedures for
taxpayers to change their method of accounting for their first taxable year ending
after July 22, 1998, to comply with
§ 404(a)(11). The Service withheld audit
protection in connection with the change,
thereby preserving the right to challenge
these arrangements for prior taxable years.
.10 The Service has continued to examine cases involving these securitization
arrangements and has concluded that, in
general, they lack sufficient nontax business purpose and economic substance to
be respected for tax purposes. Although
the Service agreed to stipulate in Schmidt
that, for purposes of that litigation, a
“transfer of property” occurred under the
rules of § 83, a review of the facts of other
cases has led the Service to conclude that
such a stipulation would not correctly reflect the facts of those cases. The Service
reached that conclusion because, although
the employees whose benefits were secured were thereby given certain legal
rights, those rights were of such minimal
significance that there was no sufficiently
meaningful change in the parties’ relationships to support the conclusion that

1999–24 I.R.B.

the arrangements rose to the level of
transfers of property under § 83. Accordingly, in the majority of cases, the Service
has proposed to disallow the accelerated
deductions attributable to the arrangements. Compare Revenue Ruling 99–14,
1999–13 I.R.B. 3.
.11 Disallowance of the accelerated deductions on the basis of those doctrines
will be pursued, wherever appropriate.
This analysis requires the Service to evaluate the facts and circumstances of each
case with respect to business purpose and
economic substance. Additional field
work may be required by examiners to
more fully develop the issue, particularly
with regard to the taxpayer’s nontax business purpose for entering into the arrangement. This may include, but would not be
limited to, contact with third parties (such
as the pertinent financial institutions, employees, former employees, corporate officers, escrow agents etc.); the use of depositions, summonses, etc., to obtain all
relevant testimony and documentation
pertaining to the implementation of the
arrangement (including, but not limited
to, any promotional materials, legal opinions regarding the tax consequences of
the arrangement, etc.); and any other techniques deemed appropriate in order to
fully establish the purpose for entering
into the arrangement and to clarify the
factors that may establish sufficient economic substance to the transactions.
.12 Absent an exception, FICA taxes
must be deposited within specified times
after wages are actually or constructively
paid. No exception applies to these securitization arrangements. Therefore, if the
Service examines a case and determines
that the arrangement should be respected
for tax purposes, the Service will assert
the 10-percent failure-to-deposit penalty
under § 6656 for taxpayers who have
failed to timely deposit the employer’s
share of the FICA taxes.
SECTION 3. DEFINITIONS
.01 Accelerated deduction. The accelerated deduction for a taxable year is the
amount of benefits accrued by the taxpayer for the taxable year that became secured during the first 21⁄2 months after the
end of that taxable year but were not actually received by its employees within that
21⁄2-month period.
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.02 Excess accelerated deduction. The
excess accelerated deduction for a taxable
year is the accelerated deduction for the
taxable year less the amount of the accelerated deductions for prior taxable years
that were actually received by employees
during the taxable year (if vacation pay)
or during the employees’ taxable year
ending with or within the taxable year (if
benefits other than vacation pay). However, the excess accelerated deduction for
the first taxable year covered by a settlement under this revenue procedure is
equal to the accelerated deduction for the
taxable year.
SECTION 4. SCOPE
.01 In general. The settlement options
described in this revenue procedure are
available to any taxpayer that deducted
for a taxable year the unpaid portion of
accrued employee benefits based on the
securitization of the benefits by a letter of
credit, bond, or other similar financial instrument during the first 21⁄2 months of the
following taxable year. The employee
benefits in question are primarily vacation
pay, but may also include other benefits
such as severance pay, disability pay, or
sick pay.
.02 Inapplicability. This revenue procedure does not apply to a taxpayer unless
the taxpayer, in accordance with the procedures set forth in Notice 99–16, 1999–
13 I.R.B. 10, changes its method of accounting for its first taxable year ending
after July 22, 1998, to comply with
§ 404(a)(11).
SECTION 5. OPTION ONE:
ALTERNATIVE-TIMING
SETTLEMENT
.01 In General. The Service offers to
settle the issue with taxpayers subject to
this revenue procedure by allowing taxpayers to deduct 50 percent of the accelerated deduction for a taxable year in the
taxable year the benefits accrue and 50
percent in the taxable year the benefits are
actually received by the employee (if vacation pay) or in the taxable year in which
or with which ends the employee’s taxable year in which the benefits were actually received (if benefits other than vacation pay). For taxpayers choosing this
settlement option, the § 481(a) adjustment
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resulting from the change in method of
accounting to comply with § 404(a)(11)
would be reduced accordingly.
.02 Terms of alternative-timing settlement.
(1) The settlement will cover the taxpayer’s earliest open taxable year after
which there is no closed taxable year and
all subsequent taxable years ending on or
before July 22, 1998.
(2) The Service will allow 50 percent
of the excess accelerated deduction for
each of the taxable years covered by the
settlement.
(3) The taxpayer’s method of accounting for the unpaid portion of accrued
employee benefits that the taxpayer secured during the first 21⁄2 months of the
following taxable year by purchasing a
letter of credit or other similar financial
instrument is not changed for the taxable
years covered by the settlement;.
(4) The taxpayer must change its
method of accounting for its first taxable
year ending after July 22, 1998, to comply
with § 404(a)(11).
(a) The § 481(a) adjustment resulting from the change will equal the aggregate of the excess accelerated deductions for all taxable years ending on or
before July 22, 1998 (determined without
regard to the special rule in section 3.02
of this revenue procedure for computing
the excess accelerated deduction for the
first taxable year covered by the settlement), and will be reduced by 50 percent
of the aggregate of the excess accelerated
deductions for the taxable years covered
by the settlement.
(b) The § 481(a) adjustment will
be taken into account ratably over a 3-taxable-year period beginning with the first
taxable year ending after July 22, 1998.
(5) The Service will not require the
taxpayer to change its method of accounting for the unpaid portion of accrued employee benefits that the taxpayer secured
during the first 21⁄2 months of the following taxable year by purchasing a letter of
credit or other similar financial instrument, for taxable years ending on or before July 22, 1998.
SECTION 6. OPTION TWO: TIMEVALUE-OF-MONEY SETTLEMENT
.01 In General. The Service offers to
settle the issue with taxpayers subject to

June 14, 1999

this revenue procedure in exchange for
taxpayers paying the government 50 percent of the time-value-of-money benefit
the taxpayer derived from deducting the
accelerated deduction for a taxable year in
the taxable year the benefits accrue instead of in the taxable year the benefits
are actually received by the employee (if
vacation pay) or in the taxable year in
which or with which ends the employee’s
taxable year in which the benefits were
actually received (if benefits other than
vacation pay).
.02 Terms of time-value-of-money settlement.
(1) The settlement will cover the taxpayer’s earliest open taxable year after
which there is no closed taxable year and
all subsequent taxable years ending on or
before July 22, 1998.
(2) The taxpayer will pay the government a “specified amount” that approximates the time-value-of-money benefit the taxpayer has derived from
deducting the accelerated deductions for
each of the taxable years covered by the
settlement in the taxable year the benefits
accrue instead of in the taxable year the
benefits are actually received by the employee (if vacation pay) or in the taxable
year in which or with which ends the employee’s taxable year in which the benefits were actually received (if benefits
other than vacation pay), reduced by 50
percent. The specified amount is not interest under § 163(a), and may not be deducted or capitalized under any provision
of the Code.
(3) The specified amount equals the
sum of the time-value-of-money benefit
(detriment) computed with respect to each
taxable year covered by the settlement,
reduced by 50 percent. However, if the
sum of the time-value-of-money benefit
(detriment) computed with respect to each
taxable year is negative, the specified
amount will be zero and no refund will be
made to the taxpayer. The time-value-ofmoney benefit (detriment) with respect to
each taxable year covered by the settlement equals the “hypothetical underpayment (overpayment), “ multiplied by the
“applicable time-value rate,” compounded daily for the “applicable period.”
(a) Hypothetical underpayment
(overpayment). The hypothetical underpayment (overpayment) for each taxable
year covered by the settlement is equal to
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the excess accelerated deductions for the
taxable year, multiplied by the applicable
tax rate for the taxable year of the underpayment (overpayment). The applicable
tax rate is the highest rate of income tax
applicable to the taxpayer (for example,
the highest rate in effect under § 1 for individuals or § 11 for corporations).
(b) Applicable time-value rate.
The applicable time-value rate generally
equals the average of the quarterly underpayment (overpayment) rates in effect
under § 6621(a) for the applicable period.
However, for a taxpayer that would be entitled to a deduction under § 163(a) for the
specified amount if the specified amount
were treated as interest arising from the
underpayment of tax, the applicable timevalue rate is computed at a reduced rate
equaling the average of the quarterly underpayment (overpayment) rates in effect
under § 6621(a) for the applicable period,
multiplied by the excess of 100% over the
applicable tax rate for the taxable year of
the underpayment (overpayment).
(c) Applicable period. The applicable period begins on the due date (without regard to extensions) of the return for
the taxable year of the underpayment
(overpayment) and ends on the due date
of the taxpayer’s return (without regard to
extensions) for its first taxable year ending after July 22, 1998.
(d) Time-value-of-money formula.
The time-value-of-money benefit for each
taxable year covered by the settlement is
computed using the following formula:
U * {[1 + (R/365)]N – 1}
where U = hypothetical underpayment for
the taxable year
R = the applicable time-value rate
N = the number of days in the applicable period
(4) The specified amount is not refundable or creditable against any federal
tax liability of the taxpayer.
(5) The taxpayer’s method of accounting for the unpaid portion of accrued
employee benefits that the taxpayer secured during the first 21⁄2 months of the
following taxable year by purchasing a
letter of credit or other similar financial
instrument is not changed for the taxable
years covered by the settlement.
(6) The taxpayer must change its
method of accounting for its first taxable
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year ending after July 22, 1998, to comply
with § 404(a)(11).
(a) The § 481(a) adjustment resulting from the change will equal the aggregate of the excess accelerated deductions for all taxable years ending on or
before July 22, 1998 (determined without
regard to the special rule in section 3.02
for computing the excess accelerated deduction for the first taxable year covered
by the settlement).
(b) The § 481(a) adjustment will
be taken into account ratably over a 3-taxable-year period beginning with the first
taxable year ending after July 22, 1998.
(7) The Service will not require the
taxpayer to change its method of accounting for the unpaid portion of accrued employee benefits that the taxpayer secured
during the first 21⁄2 months of the following taxable year by purchasing a letter of
credit or other similar financial instrument, for taxable years ending on or before July 22, 1998.
SECTION 7. PROCEDURES FOR
REQUESTING, PROCESSING, AND
IMPLEMENTING A SETTLEMENT
.01 Procedures for requesting the settlement.
(1) Initiating the request.
(a) In general. A taxpayer that
wants to request a settlement under this
revenue procedure must submit its request
for the settlement in writing to Sharon
Russell (Vacation Pay Issue Specialist) on
or before the later of October 1, 1999, or
the due date of its return (determined with
regard to extensions of time) for its first
taxable year ending after July 22, 1998.
The request must be addressed to the Internal Revenue Service, 5990 West Creek
Road, Independence, Ohio 44131, Attention: Sharon Russell (Vacation Pay Issue
Specialist), Exam Branch 2.
(b) Taxpayer under examination.
A taxpayer that is under examination on
June 14, 1999, that wants to request a settlement under this revenue procedure
must submit its request to the case manager or group manager having jurisdiction
of the case on or before October 1, 1999.
(c) Service-initiated request. A
case manager or group manager may
make a settlement offer under this revenue procedure in a case under their jurisdiction at any time during the examination.
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(2) Statement of facts, law, and arguments. The request for settlement must
include the following information:
(a) the taxpayer’s name, address,
telephone number, and taxpayer identification number;
(b) the type of settlement proposed by the taxpayer (alternative-timing
or time-value-of-money);
(c) the taxable years covered by
the proposed settlement;
(d) a statement of the material
facts, including the amount of the accelerated deductions and excess accelerated
deductions for each taxable year covered
by the proposed settlement;
(e) an analysis of whether the
amounts shown as accelerated deductions
for each taxable year covered by the proposed settlement were incurred under
§ 461 in that taxable year;
(f) if the taxpayer is proposing an
alternative-timing settlement under this
revenue procedure, a statement that the
taxpayer agrees to file amended returns to
reflect the settlement for any affected taxable years covered by the settlement (not
under examination);
(g) if the taxpayer is proposing a
time-value-of-money settlement under
this revenue procedure, a computation of
the specified amount, including the supporting computations of the time-valueof-money benefit (detriment) with respect
to each taxable year covered by the settlement;
(h) a statement that the taxpayer
agrees that the Service is not changing the
taxpayer’s method of accounting for the
taxable years covered by the settlement;
(i) a statement that the taxpayer
has changed or agrees to change its
method of accounting for its first taxable
year ending after July 22, 1998, to comply
with § 404(a)(11);
(j) the amount of the § 481(a) adjustment required as a result of the change
to comply with § 404(a)(11) and, if the
taxpayer is proposing an alternative-timing settlement, the reduction of the
§ 481(a) adjustment required as a result of
the settlement;
(k) a statement that the Service is
not precluded from challenging the
amount of the accelerated deduction for
any taxable year covered by the settlement on a basis unrelated to the securitization arrangement (e.g., that all or a por-
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tion of the amount is not incurred during
that year under § 461); and
(l) a statement that the taxpayer
accepts the settlement and agrees to the
terms of this revenue procedure.
(3) Perjury statement. The request
for settlement must be accompanied by
the following declaration: “Under
penalties of perjury, I declare that I
have examined this information, including accompanying documents, and,
to the best of my knowledge and belief,
the information contains all the relevant facts relating to the request for the
information, and such facts are true,
correct, and complete.” This declaration
must be signed by, or on behalf of, the
taxpayer by an individual with the authority to bind the taxpayer in such matters.
The declaration may not be signed by the
taxpayer’s representative.
.02 Procedures for processing the request.
(1) Receipt of request acknowledged.
The Vacation Pay Issue Specialist, case
manager, or group manager (whichever is
applicable) will acknowledge receipt of
the taxpayer’s request for settlement in
writing within 15 days of receipt.
(2) Factual development. The Vacation Pay Issue Specialist, case manager,
or group manager (whichever is applicable) will contact the taxpayer to discuss
any questions that the Service may have,
or ask for additional information believed
to be necessary in order to execute the settlement.
(3) Notification of acceptance. The
Vacation Pay Issue Specialist, case manager, or group manager (whichever is applicable) will notify the taxpayer in writing when the Service agrees to the
settlement requested by the taxpayer. The
notification of acceptance will set forth
the material terms and conditions of the
settlement.
(4) Withdrawal of request for settlement. The taxpayer may withdraw its request for the settlement any time prior to
execution of the closing agreement required in section 7.03(1) of this revenue
procedure or payment of the specified
amount as required in section 7.03(2) of
this revenue procedure. The withdrawal
must be communicated in writing to the
Vacation Pay Issue Specialist, case manager, or group manager (whichever is appropriate).
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.03 Procedures for implementing the
settlement.
(1) Alternative-timing settlement.
(a) Closing agreement required.
A taxpayer implementing an alternativetiming settlement under this revenue procedure is required to execute a closing
agreement under § 7121. The taxpayer
must pay the government any taxes and
interest due as a result of the settlement.
(b) Contents of closing agreement.
A closing agreement finalizing an alternative-timing settlement under this revenue
procedure must comply with the requirements of Rev. Proc. 68–16, 1968–1 C.B.
770, and must state:
(i) the name, address, telephone
number, and taxpayer identification number of any taxpayer included in the agreement;
(ii) that the issue covered by the
settlement is the timing of deductions for
accrued vacation pay and other benefits
unpaid during a taxable year for which the
taxpayer purchased a letter of credit,
bond, or other similar financial instrument to secure the benefits during the first
21⁄2 months of the following taxable year;
(iii) the facts and representations upon which the taxpayer and the
Service relied in reaching the agreement;
(iv) the definitions of accelerated deduction and excess accelerated deduction set forth in section 3 of this revenue procedure;
(v) the taxable years covered by
the settlement;
(vi) that the Service is disallowing 50 percent of the excess accelerated
deduction for each of the taxable years
covered by the settlement;
(vii) that the Service is not
changing the taxpayer’s method of accounting for the taxable years covered by
the settlement;
(viii) that the taxpayer is required to change its method of accounting
for its first taxable year ending after July
22, 1998, to comply with § 404(a)(11);
(ix) the amount of the § 481(a)
adjustment required as a result of the
change to comply with § 404(a)(11);
(x) that the § 481(a) adjustment
resulting from the change to comply with
§ 404(a)(11) will be reduced by 50 percent of the aggregate of the excess accelerated deductions for the taxable years
covered by the settlement;
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(xi) that the taxpayer has filed
or will file amended returns to reflect the
settlement for any affected taxable years
covered by the settlement;
(xii) that the Service is not precluded from challenging the amount of
the accelerated deduction for any taxable
year covered by the settlement on a basis
unrelated to the securitization arrangement (e.g., that all or a portion of the
amount is not incurred during that year
under § 461); and
(xiii) that the taxpayer accepts
the alternative-timing settlement and
agrees to the terms of this revenue procedure.
(c) Review and execution of closing agreement. The Vacation Pay Issue
Specialist, case manager, or group manager (whichever is applicable) will prepare the closing agreement and submit the
closing agreement to the taxpayer for execution. The closing agreement will be executed by the Service after it has been executed by the taxpayer and will be
executed on behalf of the Service by the
Vacation Pay Issue Specialist or, in the
case of a taxpayer under examination, by
the case manager or group manager having jurisdiction of the case. A case manager or group manager must submit a
closing agreement to the Vacation Pay
Issue Specialist for review prior to submitting the closing agreement to the taxpayer for execution.
(d) Amended returns.
(i) In general. A taxpayer implementing an alternative-timing settlement under this revenue procedure is required to file amended returns to reflect
the settlement for any affected taxable
years covered by the settlement. The
amended returns must include the adjustments to taxable income and any collateral adjustments to taxable income or tax
liability resulting from the settlement necessary to reflect the settlement.
(ii) Years under examination. If
the taxpayer is under examination at the
time the closing agreement is executed,
the Service will make the adjustments
necessary to reflect the settlement to the
taxpayer’s returns for the taxable years
under examination and the taxpayer is required to file amended returns to reflect
the settlement for any other affected taxable years covered by the settlement.
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(iii) Time and manner. The Service may require the taxpayer to file the
amended returns prior to executing the
closing agreement, and in no event will
the amended returns be filed later than 60
days after the date the Service executes
the closing agreement. The taxpayer must
provide a copy of the amended returns to
the Vacation Pay Issue Specialist, case
manager, or group manager (whichever is
applicable) at the time it files the
amended returns.
(e) Compliance with § 404(a)(11).
A taxpayer implementing an alternativetiming settlement under this revenue procedure must change its method of accounting and file its returns for taxable
years ending after July 22, 1998, in compliance with § 404(a)(11).
(2) Time-value-of-money settlement.
(a) Payment of specified amount.
A taxpayer implementing a time-value of
money settlement under this revenue procedure must pay the specified amount
within 30 days of the date of the writing
from the Service notifying the taxpayer of
acceptance of the settlement. The payment must be sent to the Internal Revenue
Service, Cincinnati Service Center, 201
W. River Center Blvd., Stop 31, Unit 21,
Covington , KY 41019.
(b) Statement. The payment of the
specified amount must be accompanied
by the following information:
(i) the name, address, telephone
number, and taxpayer identification number of the taxpayer;
(ii) a copy of the notification of
acceptance from the Vacation Pay Issue
Specialist described in section 7.02(3) of
this revenue procedure; and
(iii) a statement that the taxpayer accepts the time-value-of-money
settlement and agrees to the terms of this
revenue procedure.
(c) Perjury statement. The information must be accompanied by the following declaration: “Under penalties of
perjury, I declare that I have examined
this information, including accompanying
documents, and, to the best of my knowledge and belief, the information contains
all the relevant facts relating to the request for the information, and such facts
are true, correct, and complete.” This declaration must be signed by, or on behalf
of, the taxpayer by an individual with the
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authority to bind the taxpayer in such
matters. The declaration may not be
signed by the taxpayer’s representative.
(d) Label. The following language
must be either typed or legibly printed at
the top of the first page of the information:
PAYMENT OF SPECIFIED AMOUNT
UNDER REV. PROC. 99–26”.
(e) Compliance with § 404(a)(11).
A taxpayer implementing a time-value-ofmoney settlement under this revenue procedure must change its method of accounting and file its returns for taxable
years ending after July 22, 1998, in compliance with § 404(a)(11).
.04 Authority to make and accept settlement offers.
Examination case managers and group
managers will have delegated authority to
accept or make the settlement offers described in this revenue procedure and to
execute required closing agreements for
cases under their jurisdiction. The Vacation Pay Issue Specialist will have the
same delegated authority to accept settlement offers and to execute closing agreements.
SECTION 8. EXAMPLE
.01 Facts. A taxpayer that is a corporation files its tax return on a calendar year
basis. The taxpayer has a vacation plan
that is based on the calendar year. Under
the terms of the vacation plan, vacation
earned in one year vests at the end of the
year and cannot be used during the year
earned. Vested vacation time must be
used in the year following the year in
which earned, or it is forfeited. Beginning in 1992, the taxpayer purchases a letter of credit on March 15 of every taxable
year to secure the portion of vacation pay
accrued in the prior taxable year that is
unpaid on that date. All of the accrued
vacation pay secured by the letter of
credit is paid during the taxable year following the taxable year it accrued because
none of the vacation pay is forfeited. The
taxpayer deducts for the taxable year the
unpaid portion of the accrued vacation
pay based on the securitization of the benefits during the first 21⁄2 months of the following taxable year. The amount of accrued and unpaid vacation benefits as of
the end of the taxable year secured in the
first 21⁄2 months of the following taxable
year (the accelerated deduction) is
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$10,000,000 for 1991, $12,000,000 for
1992, $15,000,000 for 1993, $13,000,000
for 1994, $16,000,000 for 1995,
$16,000,000 for 1996, and $18,000,000
for 1997.
.02 Alternative-timing settlement. The
taxpayer is examined for the 1992 and
1993 taxable years (1992 is the earliest
open taxable year after which there is no
closed taxable year). The taxpayer and
the Service agree to settle the issue on the
basis of the alternative-timing settlement
in section 5 of this revenue procedure.
(1) The accelerated deduction for
each taxable year is the amount of accrued and unpaid vacation benefits as of
the end of the taxable year secured in the
first 21⁄2 months of the following taxable
year (Exhibit I, Column A).
(2) The amount of the accelerated
deductions for prior taxable years that
was actually received by employees during each taxable year is the accelerated
deduction for the prior taxable year because the portion of the unpaid vacation
pay secured by the letter of credit is paid
in the taxable year following the taxable
year it accrues (Exhibit I, Column B).
(3) The excess accelerated deduction
for each taxable year covered by the settlement is the accelerated deduction for
the taxable year less the accelerated deduction for the prior taxable year, except
that the excess accelerated deduction for
1992 (the first taxable year covered by the
settlement) is the accelerated deduction
for the taxable year (Exhibit I, Column
C).
(4) The Service will disallow 50 percent of the excess accelerated deduction
for 1992 and 1993. (Exhibit I, Column
D).
(5) The taxpayer is required to
amend its returns for 1994, 1995, and
1997 to reflect the disallowance of 50 percent of the excess accelerated deduction
for each of those taxable years. (Exhibit I,
Column D)
(6) The taxpayer is required to
change its method of accounting for 1998
(its first taxable year ending after July 22,
1998) to comply with § 404(a)(11).
(a) The § 481(a) adjustment resulting from the change will equal
$9,000,000, determined as follows: the
aggregate of the excess accelerated deductions for all taxable years ending on or
before July 22, 1998 (determined without
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regard to the special rule in section 3.02
for computing the excess accelerated deduction for the first taxable year covered
by the settlement) [$18,000,000], reduced
by 50 percent of the aggregate of the excess accelerated deductions for the taxable years covered by the settlement
[$9,000,000] (Exhibit II).
(b) The § 481(a) adjustment will
be taken into account ratably over a 3-taxable-year period beginning with the first
taxable year ending after July 22, 1998.
.03 Time-value-of-money settlement.
The taxpayer accepts the offer to settle the
issue on the basis of the time-value-ofmoney settlement in section 6 of this revenue procedure. The specified amount
would be deductible under § 163(a) by the
taxpayer if it were treated as interest expense arising from an underpayment of
tax.
(1) The taxpayer must pay the specified amount of $994,379, computed as
follows:
(a) The hypothetical underpayment of tax for 1992 is $4,080,000, computed as follows: the excess accelerated
deduction of $12,000,000 multiplied by
the applicable tax rate of 34%. The applicable time-value rate for 1992 is
5.46%, which is computed as follows.
The applicable period for 1992 is March
15, 1993 (the due date of the return without extensions) to March 15, 1999. The
underpayment rates in effect for the applicable period are 7%, 7%, 7%, 7%, 7%,
7%, 8%, 9% , 9%,10%, 9%, 9%, 9%, 8%,
9%, 9%, 9%, 9%, 9%, 9%, 9%, 8%, 8%,
8%, 7%. The average underpayment rate
in effect for the applicable period is
8.28% [(7+7+7+7+7+7+8+9+9+10+ 9+
9+9+8+9+9+9+9+9+9+9+8+8+8+7)/25].
The applicable after-tax time-value rate is
5.46%, computed by multiplying the average underpayment rate by one minus
the applicable tax rate [8.28% * (1–.34)].
The time-value-of-money benefit for
1992 is $1,582,254, computed as follows:
$4,080,000 * {[1 + (.0546/365)]2191 – 1}.
(b) The hypothetical underpayment of tax for 1993 is $1,050,000, computed as follows: the excess accelerated
deduction of $3,000,000 multiplied by the
applicable tax rate of 35%. The applicable time-value rate for 1993 is 5.54%,
which is computed as follows. The applicable period for 1993 is March 15,
1994 (the due date of the return without
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extensions) to March 15, 1999. The underpayment rates in effect for the applicable period are 7%, 7%, 8%, 9% , 9%,10%,
9%, 9%, 9%, 8%, 9%, 9%, 9%, 9%, 9%,
9%, 9%, 8%, 8%, 8%, 7%. The average
underpayment rate in effect for the
applicable period is 8.52% [(7+7+
8+9+9+10+ 9+ 9+9+8+9+9+9+9+9+9+
9+8+8+8+7)/21]. The applicable aftertax time-value rate is 5.54%, computed by
multiplying the average underpayment
rate by one minus the applicable tax rate
[8.52% * (1–.35)]. The time-value-ofmoney benefit for 1993 is $335,306, computed as follows: $1,050,000 * { [1 +
(.0554/365)]1826 – 1}.
(c) The hypothetical overpayment
of tax for 1994 is $700,000, computed as
follows: the excess accelerated deduction
of ($2,000,000) multiplied by the applicable tax rate of 35%. The applicable timevalue rate for 1994 is 5.01%, which is
computed as follows. The applicable period for 1994 is March 15, 1995 (the due
date of the return without extensions) to
March 15, 1999. The overpayment rates
in effect for the applicable period are
8%,9%, 8%, 8%, 8%, 7%, 8%, 8%, 8%,
8%, 8%, 8%, 8%, 7%, 7%, 7%, 6%. The
average overpayment rate in effect for the
applicable period is 7.71% [(8+9+8+
8+8+7+8+8+8+8+8+8+8+7+7+7+6)/17].
The applicable after-tax time-value rate is
5.01%, computed by multiplying the average overpayment rate by one minus the
applicable tax rate [7.71% * (1–.35)].
The time-value-of-money detriment for
1994 is $155,430, computed as follows:
$700,000 * {[1 + (.0501/365)]1461 – 1}.
(d) The hypothetical underpayment of tax for 1995 is $1,050,000, computed as follows: the excess accelerated
deduction of $3,000,000 multiplied by the
applicable tax rate of 35%. The applicable time-value rate for 1995 is 5.55%,
which is computed as follows. The applicable period for 1995 is March 15,
1996 (the due date of the return without
extensions) to March 15, 1999. The underpayment rates in effect for the applicable period are 9%, 8%, 9%, 9%, 9%, 9%,
9%, 9%, 9%, 8%, 8%, 8%, 7%. The average underpayment rate in effect for the
applicable period is 8.54% [(9+8+9+
9+9+9+9+9+9+8+8+ 8+7)/13]. The applicable after-tax time-value rate is
5.55%, computed by multiplying the average underpayment rate by one minus
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the applicable tax rate [8.54% * (1–.35)].
The time-value-of-money benefit for
1995 is $190,206, computed as follows:
$1,050,000 * {[1 + (.0555/365)]1095 – 1}.
(e) There is no time-value-ofmoney benefit or detriment in 1996.
(f) The hypothetical underpayment of tax for 1997 is $700,000, computed as follows: the excess accelerated
deduction of $2,000,000 multiplied by the
applicable tax rate of 35%. The applicable time-value rate for 1997 is 5.2%,
which is computed as follows. The applicable period for 1997 is March 15,
1998 (the due date of the return without
extensions) to March 15, 1999. The underpayment rates in effect for the applicable period are 9%, 8%, 8%, 8%, 7%. The
average underpayment rate in effect for
the applicable period is 8% [(9+8+8+
8+7)/5]. The applicable after-tax timevalue rate is 5.2%, computed by multiplying the average underpayment rate by one
minus the applicable tax rate [8% * (1.35)]. The time-value-of-money benefit
for 1997 is $37,360, computed as follows:
$700,000 * {[1 + (.052/365)]365 – 1}.
(g) The sum of the time-value-ofmoney benefit (detriment) computed with
respect to each taxable year covered by
the settlement is $1,989,696, computed
as follows: $1,582,254+$335,306–
$155,430+$190,206+$37,360.
(h) The specified amount is
$994,848, computed as follows:
$1,989,696 times 50 percent.
(2) The taxpayer is required to
change its method of accounting for 1998
(its first taxable year ending after July 22,
1998) to comply with § 404(a)(11).
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(a) The § 481(a) adjustment resulting from the change will equal
$18,000,000, the aggregate of the excess
accelerated deductions for all taxable
years ending on or before July 22, 1998
(determined without regard to the special
rule in section 3.02 for computing the excess accelerated deduction for the first
taxable year covered by the settlement)
(Exhibit II).
(b) The § 481(a) adjustment will
be taken into account ratably over a 3-taxable-year period beginning with the first
taxable year ending after July 22, 1998.
SECTION 9. EFFECT ON OTHER
OFFICES OF THE SERVICE
The provisions of this revenue procedure are not intended to preclude an appropriate representative of the Service
from settling a particular taxpayer’s case
involving this issue on a more favorable
or less favorable basis than provided in
this revenue procedure. For example, an
appeals officer may settle a case based on
the hazards of litigation.
SECTION 10. PAPERWORK
REDUCTION ACT
The collections of information contained in this revenue procedure have
been reviewed and approved by the Office of Management and Budget in accordance with the Paperwork Reduction Act
(44 U.S.C. 3507) under control number
1545–1653.
An agency may not conduct or sponsor,
and a person is not required to respond to,
a collection of information unless the col-
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lection of information displays a valid
OMB control number.
The collection of information in this
revenue procedure is in section 7 of this
revenue procedure. The information is required to ensure that the settlement
amount required to be paid under this revenue procedure is accurately computed
and timely paid. The likely respondents
are businesses that pay deferred benefits.
The estimated total annual reporting
burden is 2,000 hours.
The estimated annual burden per respondent will vary from 10 hours to 30
hours, depending on individual circumstances, with an estimated average of 20
hours. The estimated number of respondents is 100.
The estimated annual frequency of responses is one time.
Books or records relating to a collection of information must be retained as
long as their contents may become material in the administration of any internal
revenue law. Generally, tax returns and
return information are confidential, as required by 26 U.S.C. 6103.
DRAFTING INFORMATION
The principal author of this revenue
procedure is Robert Testoff of the Office
of the Assistant Chief Counsel (Income
Tax & Accounting). For further information regarding this settlement initiative
contact Sharon Russell (Vacation Pay
Issue Specialist) at (216) 328-2824 (not a
toll-free call).
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EXHIBIT I
COMPUTATION OF EXCESS ACCELERATED DEDUCTION

Taxable Year
Covered By
Settlement

Accelerated
Deduction
(Column A)

Accelerated
Deduction
From Prior
Year Paid
During Current
Year
(Column B)
[Col A Prior Yr]

Excess
Accelerated
Deduction
(Column C)
[Col A - Col B]

50-Percent
Disallowance
of Excess
Accelerated
Deduction
(Column D)
[50% Col C]

$ 12,000,000*

$ 6,000,000
$ 1,500,000

1992

$ 12,000,000

1993

$ 15,000,000

$ 12,000,000

$ 3,000,000

1994

$ 13,000,000

$ 15,000,000

($ 2,000,000)

1995

$ 16,000,000

$ 13,000,000

$ 3,000,000

$ 1,500,000

1996

$ 16,000,000

$ 16,000,000

$

0

$

1997

$ 18,000,000

$ 16,000,000

$

2,000,000

$ 1,000,000

$ 18,000,000

$ 9,000,000

Total

($ 1,000,000)

0

* The excess accelerated deduction for the first taxable year covered by the settlement is equal to the accelerated deduction for the taxable year.
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EXHIBIT II
COMPUTATION OF § 481(a) ADJUSTMENT
Computation of § 481(a) Adjustment
Time-value-of-money Settlement (Option Two)

Taxable Year
1991
1992
1993
1994
1995
1996
1997
§ 481(a) adj.

Accelerated
Deduction From
Prior Year Paid
During Current
Year
(Column B)
[Col A Prior Yr]

Accelerated
Deduction
(Column A)
$
$
$
$
$
$
$

10,000,000
12,000,000
15,000,000
13,000,000
16,000,000
16,000,000
18,000,000

$
0
$ 10,000,000
$ 12,000,000
$ 15,000,000
$ 13,000,000
$ 16,000,000
$ 16,000,000

Excess
Accelerated
Deduction
(Column C)
[Col A - Col B]
$ 10,000,000
$ 2,000,000*
$ 3,000,000
($ 2,000,000)
$ 3,000,000
$
0
$ 2,000,000
$ 18,000,000

* The excess accelerated deduction for the first taxable year covered by the settlement is computed without regard to the special rule in section 3.02.

Computation of Reduced § 481(a) Adjustment
Alternative-timing Settlement (Option One)
§ 481(a) Adjustment for Time-Value-of-Money Settlement (Exhibit II, Col. C)
50% Disallowance of Excess Accelerated Deduction (Exhibit I, Col. D)
§ 481(a) Adjustment for Alternative-timing Settlement
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$18,000,000
$ 9,000,000
$ 9,000,000
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EXHIBIT III
COMPUTATION OF SPECIFIED AMOUNT

Quarterly Interest Rates

Average
Under/Over
Payment Rate
(ARU/ARO)
⌺ Rates / # Rates

Tax
Rate
(T)

After-Tax
Time-Value
Rate
(R)
AR * [1–T]

Number of
Days In
Applicable
Period
(N)

Excess
Accelerated
Deductions
(EAD)

Hypothetical
Under/Over
Payment
(HU/HO)
EAD * TR

Time-Value-ofMoney Benefit
(Detriment) For
Taxable Year
(TVMB)
HU * {[1+(R/365)]N–1}

Under
Payment
Rate

Over
Payment
Rate

Taxable
Year

1/1/93 – 3/31/93

7%

6%

1992

3/15/93 - 3/15/99

8.28%

34%

5.46%

2191

$12,000,000

$4,080,000

$1,582,254

4/1/93 – 6/30/93

7%

6%

7/1/93 – 9/30/93

7%

6%

10/1/93 – 12/31/93

7%

6%

1/1/94 – 3/31/94

7%

6%

1993

3/15/94 - 3/15/99

8.52%

35%

5.54%

1826

$3,000,000

$1,050,000

$ 335,306

4/1/94 - 6/30/94

7%

6%

7/1/94 – 9/30/94

8%

7%

10/1/94 – 12/31/94

9%

8%

1/1/95 – 3/31/95

9%

8%

1994

3/15/95 - 3/15/99

8.71%

35%

5.66%

1461

($2,000,000)

($ 700,000)

($ 155,430)

4/1/95 – 6/30/95

10%

9%

7/1/95 – 9/30/95

9%

8%

10/1/95 – 12/31/95

9%

8%

1/1/96 – 3/31/96

9%

8%

1995

3/15/96 - 3/15/99

8.54%

35%

5.55%

1095

$3,000,000

$1,050,000

$ 190,206

4/1/96 – 6/30/96

8%

7%

7/1/96 – 9/30/96

9%

8%

10/1/96 – 12/31/96

9%

8%

1/1/97 – 3/31/97

9%

8%

1996

3/15/97 - 3/15/99

8.44%

35%

5.49%

730

$

$

$

4/1/97 – 6/30/97

9%

8%

7/1/97 – 9/30/97

9%

8%

10/1/97 – 12/31/97

9%

8%

1/1/98 – 3/31/98

9%

8%

1997

3/15/98 - 3/15/99

8.00%

35%

5.20%

365

$2,000,000

4/1/98 – 6/30/98

8%

7%

7/1/98 – 9/30/98

8%

7%

Quarter

Applicable
Period
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0

0

June 14, 1999

$ 700,000

0

$ 37,360

June 14, 1999

10/1/98 – 12/31/98

8%

7%

1/1/99 – 3/31/99

7%

6%

⌺ TVMBs

$ 1,989,696

Specified Amount
50% of ⌺ TVMBs

$ 994,848
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Part IV. Items of General Interest
Notice of Proposed Rulemaking

Drafting Information

Withdrawal of Guidance Under
Section 1291 Relating to Markto-Market Elections for
Regulated Investment
Companies (RICs)

The principal author of this withdrawal
notice is Robert Laudeman, Office of the
Associate Chief Counsel (International).
However, other personnel from the IRS
and Treasury Department participated in
developing the withdrawal notice.

INTL–941–86
* * * * *
AGENCY: Internal Revenue Service
(IRS), Treasury.
ACTION: Partial withdrawal of proposed
regulations.
SUMMARY: This document withdraws
Section 1.1291–8 of the notice of proposed rulemaking INTL–941–86, 1992–1
C.B. 1124, that was published in the Federal Register on April 1, 1992, providing
guidance under the passive foreign investment company (PFIC) rules relating to the
mark-to-market election for regulated investment companies (RICs) that are
shareholders of PFICs.
DATES: Section 1.1291–8 of the proposed regulations published at 57 F.R.
11024 (April 1, 1992) is withdrawn February 2, 1999.
FOR FURTHER INFORMATION CONTACT: Robert Laudeman of the Office of
Associate Chief Counsel (International),
Internal Revenue Service, 1111 Constitution Ave., NW, Washington, DC 20224.
Telephone (202) 622-3840, not a toll-free
number.
SUPPLEMENTARY INFORMATION:
Background
On April 1, 1992 (57 F.R. 11024), the
IRS issued proposed regulations providing, in part, an election under which certain RICs could mark to market their stock
in certain PFICs. In the Taxpayer Relief
Act of 1997, Congress enacted section
1296(e)(2) of the Internal Revenue Code,
which allows certain RICs to elect to mark
to market their PFIC stock. Accordingly,
the IRS is withdrawing proposed regulations Section 1.1291–8. Future guidance
will be issued providing rules for all PFIC
shareholders, including RICs, on how to
mark to market certain PFIC stock.

1999–24 I.R.B.

Partial Withdrawal of Proposed
Amendments to the Regulations
Accordingly, under the authority of 26
U.S.C. 7805, Section 1.1291–8 of the proposed amendments to 26 CFR part 1 published at 57 F.R. 11024, April 1, 1992, is
withdrawn.
Robert E. Wenzel,
Deputy Commissioner of
Internal Revenue.
(Filed by the Office of the Federal Register on February 1, 1999, 8:45 a.m., and published in the issue
of the Federal Register for February 2, 1999, 64 F.R.
5015)

ADDRESSES: Send submissions to:
CC:DOM:CORP:R (REG–103694–99),
room 5226, Internal Revenue Service,
POB 7604, Ben Franklin Station, Washington, DC 20044. Submissions may be
hand delivered Monday through Friday
between the hours of 8 a.m. and 5 p.m. to:
CC:DOM:CORP:R (REG–103694–99),
Courier’s Desk, Internal Revenue Service, 1111 Constitution Avenue., NW,
Washington, DC. Alternatively, taxpayers
may submit comments electronically via
the Internet by selecting the “Tax Regs”
option on the IRS Home Page, or by submitting comments directly to http://www.
irs.ustreas.gov/tax_regs/regslist.html (the
IRS Internet address).
FOR FURTHER INFORMATION CONTACT: Concerning the proposed regulations, Forest Boone, (202) 622-4960; concerning submissions of comments,
Michael L. Slaughter, (202) 622-7190
(not toll-free numbers).
SUPPLEMENTARY INFORMATION:

Notice of Proposed Rulemaking
Section 467 Rental Agreements
Involving Payments of
$2,000,000 or Less
REG–103694–99
AGENCY: Internal Revenue Service
(IRS), Treasury.
ACTION: Notice of proposed rulemaking.
SUMMARY: This document contains
proposed regulations concerning section
467 rental agreements. The regulations
remove the constant rental accrual exception for rental agreements involving payments of $2,000,000 or less. The regulations affect taxpayers that are parties to a
section 467 rental agreement entered into
on or after July 19, 1999.
DATES: Written or electronically generated comments and requests for a public
hearing must be received by August 16,
1999.
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Background
This document contains proposed
amendments to section 467 of the Income
Tax Regulations (26 CFR Part 1). Section
467 was added to the Internal Revenue
Code by section 92(a) of the Tax Reform
Act of 1984 (Public Law 98-369 (98 Stat.
609)). On June 3, 1996, the IRS and
Treasury Department issued a notice of
proposed rulemaking (61 F.R. 27834 [IA–
292–84, 1996–2 C.B. 462]) relating to
section 467. Comments responding to the
notice were received, and a public hearing
was held on September 25, 1996. After
considering the comments received and
the statements made at the public hearing,
final regulations under section 467 have
been completed and appear in T.D. 8820,
page 3. This regulation proposes to
amend the section 467 regulations and,
for purposes of the application of constant
rental accrual, treat rental agreements involving payments of $2,000,000 or less in
the same manner as those agreements involving payments of more than
$2,000,000.

June 14, 1999

Explanation of Provisions
Under the section 467 final regulations,
section 467 applies only in the case of
rental agreements with increasing or decreasing rent or deferred or prepaid rent.
However, section 467 is not applicable in
the case of rental agreements involving
payments and other consideration of
$250,000 or less. See section 467(d)(2).
The section 467 final regulations provide that if section 467 is applicable, the
amount of fixed rent that must be taken
into account by a lessor and lessee for a
rental period is either the amount of fixed
rent allocated to the period under the
agreement, the proportional rental
amount, or the constant rental amount
(constant rental accrual). Constant rental
accrual is to be used only where the section 467 rental agreement is a disqualified
leaseback or long-term agreement. Under
the section 467 final regulations, a rental
agreement will not be a disqualified leaseback or long-term agreement, and, consequently, will not be subject to constant
rental accrual, if it requires $2,000,000 or
less in rental payments and other consideration.
The IRS and Treasury Department have
reconsidered the $2,000,000 constant
rental accrual exception and have determined that it should be eliminated from
the section 467 final regulations. The
original purpose of the $2,000,000 exception was to simplify the section 467 rules
for small businesses. Upon further reflection, however, the IRS and Treasury Department believe that the $2,000,000 exception inappropriately permits certain
rental agreements to avoid the application
of constant rental accrual, and that the inappropriate avoidance of constant rental
accrual outweighs the need for simplification. Further, section 467(d)(2) provides
an exception from section 467 for rental
agreements with payments and other consideration of $250,000 or less. However,
because the $2,000,000 constant rental
accrual exception was included in the proposed regulations, the $2,000,000 exception will continue to apply to agreements
entered into on or before July 19, 1999.
Special Analyses
It has been determined that these proposed regulations are not a significant
regulatory action as defined in EO 12866.
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Therefore, a regulatory assessment is not
required. It also has been determined that
section 553(b) of the Administrative Procedure Act (5 U.S.C. chapter 5) does not
apply to these regulations, and because
the regulations do not impose a collection
of information on small entities, the Regulatory Flexibility Act (5 U.S.C. chapter
6) does not apply. Pursuant to section
7805(f), this notice of proposed rulemaking will be submitted to the Chief Counsel
for Advocacy of the Small Business Administration for comment on their impact
on small business.
Comments and Public Hearing
Before these proposed regulations are
adopted as final regulations, consideration will be given to any written (a signed
original and 8 copies) and electronic comments that are submitted timely to the
IRS. The IRS and Treasury Department
request comments on the clarity of the
proposed rules and how they can be made
easier to understand. All comments will
be available for public inspection and
copying. A public hearing will be scheduled if requested in writing by any person
that timely submits written comments. If
a public hearing is scheduled, notice of
the date, time, and place for the public
hearing will be published in the Federal
Register.

(b) Disqualified leaseback or long-term
agreement—(1) In general. A leaseback
(as defined in paragraph (b)(2) of this section) or a long-term agreement (as defined
in paragraph (b)(3) of this section) is disqualified only if—
(i) A principal purpose for providing increasing or decreasing rent is the avoidance of Federal income tax (as described
in paragraph (c) of this section); and
(ii) The Commissioner determines that,
because of the tax avoidance purpose, the
section 467 rental agreement should be
treated as a disqualified leaseback or
long-term agreement.
* * * * *
Robert E. Wenzel,
Deputy Commissioner of
Internal Revenue.
(Filed by the Office of the Federal Register on May
17, 1999, 8:45 a.m., and published in the issue of the
Federal Register for May 18, 1999, 64 F.R. 26924)

Time for Recharacterizing 1998
IRA Contributions
Announcement 99–57
Purpose

Accordingly, 26 CFR part 1 is proposed to be amended as follows:

The Internal Revenue Service has been
informed that some taxpayers who have
already timely filed their 1998 Federal income tax returns would like to recharacterize 1998 IRA contributions, including
amounts contributed to Roth IRAs as conversions for which the taxpayers were not
eligible (because their modified adjusted
gross income exceeded $100,000 or because they were married individuals filing
separate returns). For these taxpayers, the
deadline for making the election to
recharacterize is 6 months after the unextended due date of their returns, as described below.

PART 1—INCOME TAXES

Background

Paragraph 1. The authority citation for
part 1 continues to read in part as follows:
Authority: 26 U.S.C. 7805 * * *
Par 2. In §1.467–3, paragraph (b)(1) is
revised to read as follows:

Section 408A(d)(6) of the Internal Revenue Code and § 1.408A–5 of the regulations provide that a taxpayer may elect to
recharacterize an IRA contribution made
to one type of IRA as having been made
to another type of IRA by transferring in a
trustee-to-trustee transfer the IRA contribution, plus earnings, to the other type of
IRA. For this purpose, the redesignation

Drafting Information
The principal author of the regulations
is Forest Boone, Office of Assistant Chief
Counsel (Income Tax and Accounting).
However, other personnel from the IRS
and Treasury Department participated in
the development of the regulations.
* * * * *
Proposed Amendments to the Regulations

§1.467–3 Disqualified leasebacks and
long-term agreements.
* * * * *
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of an account with the same IRA trustee is
treated as a trustee-to-trustee transfer. In
a recharacterization, the IRA contribution
is treated as having been made to the
transferee IRA and not the transferor IRA.
Under § 408A(d)(6) and § 1.408A–5, this
recharacterization election must occur on
or before the date prescribed by law, including extensions, for filing the taxpayer’s Federal income tax return for the
year of the contribution.
Section 1.408A-5, Q&A-6, describes
how a taxpayer makes the election to
recharacterize an IRA contribution. To
recharacterize an amount that has been
converted from a traditional IRA to a
Roth IRA: (1) the taxpayer must notify
the Roth IRA trustee of the taxpayer’s intent to recharacterize the amount, (2) the
taxpayer must provide the trustee (and the
transferee trustee, if different from the
transferor trustee) with specified information that is sufficient to effect the recharacterization transfer and (3) the trustee
must make the transfer.
Section 301.9100–2(b) of the regulations generally provides for an automatic
extension of 6 months from the due date
of a return, excluding extensions, to make
elections that otherwise must be made by
the due date of the return or the due date

of the return plus extensions, provided (1)
the taxpayer’s return was timely filed for
the year the election should have been
made and (2) the taxpayer takes appropriate corrective action within this 6-month
period.
Application of Section 301.9100–2(b) to
Recharacterization Elections
Pursuant to § 301.9100–2(b), in the
case of a calendar-year-basis taxpayer
who has timely filed his or her 1998 Federal income tax return, he or she can elect
to recharacterize a 1998 IRA contribution,
including a Roth IRA conversion for
which the taxpayer was not eligible, provided the appropriate corrective action
occurs on or before October 15, 1999. In
this case, the appropriate corrective action
requires taking the action described in §
1.408A-5, Q&A-6, including notifying
the trustee (or trustees) and the trustee
making the actual transfer (or account redesignation). The Service may invalidate
a taxpayer’s recharacterization election if
the election is not properly reflected on
the taxpayer’s 1998 Federal income tax
return. Thus, if the recharacterization
election was not properly reflected on the
return, a taxpayer taking advantage of the

Revision of Form 3115
Announcement 99–58
Form 3115, Application for Change in
Accounting Method, and its instructions
have been revised. This May 1999 revision replaces the November 1997 version.
The only changes to the Form 3115
(Rev. May 1999) are to question 18 (page
3) to clarify the tax year to which that
question relates and to question 28 (page
3) to update the cite to Rev. Proc. 99–1,
1999–1 I.R.B. 6. The instructions were revised to update the list of automatic
change procedures and the user fee provisions.
Copies of the revised form and instructions are available at most IRS offices. In
addition, they may be downloaded with a
personal computer and modem, or ordered by telephone, as follows:

Request by —

Address or Number

Personal computer:
World Wide Web
File Transfer Protocol
Telenet
Direct Dial (with modem)

www.irs.ustreas.gov
ftp.irs.ustreas.gov
iris.irs.ustreas.gov
(703) 321-8020

Telephone

1999–24 I.R.B.

automatic extension described in this announcement must file an amended 1998
Federal income tax return properly reflecting the recharacterization. The
amended return does not have to be filed
by October 15, 1999, but must be filed by
the normal deadline for amended returns.

1-800-TAX FORM
(1-800-829-3676)
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IRS/SSA Information Reporting Seminars
Announcement 99–59
Representatives from the Martinsburg Computing Center (MCC), Information Returns Branch (IRB), will conduct seminars in 34
cities during the months of August, September, and October. The seminar format will be geared toward electronic/magnetic media
filers. No tax law representative will be present to answer information reporting tax law questions. In the first session, MCC representatives will focus on electronic filing of Forms 1099, and current year changes to the Publication 1220. Additional clarification
regarding the record format changes that began for Tax Year 1998 will also be provided.
A representative of the Social Security Administration will immediately follow the IRS/MCC representative, during the morning
session, to discuss magnetic media reporting and electronic filing specifications of Forms W-2/W-3. There may be an IRS District
Office session at some sites in the afternoon.
Following is a schedule of seminar sites and dates, as well as telephone numbers of the Internal Revenue Service office closest to
the sites. Please contact the appropriate office after July 10 for the exact location and times. The agenda for the day has also been
included for your convenience.
Internal Revenue Service/Martinsburg Computing Center
Information Reporting Seminar Schedule 1999
CITY

DATE

PHONE

FAX

Albuquerque, NM
Anchorage, AK
Atlanta, GA
Baltimore, MD
Boston, MA
Buffalo, NY
Chicago, IL
Cincinnati, OH
Dallas, TX
Denver, CO
Des Moines, IA
Fargo, ND
Fresno, CA
Houston, TX
Indianapolis, IN
Kansas City, MO
Las Vegas, NV
Los Angeles, CA
Louisville, KY
Madison, WI
Minneapolis, MN
Nashville, TN
New Orleans, LA
New York, NY
Philadelphia, PA
Phoenix, AZ
Pittsburgh, PA
Portland, OR
Salt Lake City, UT
San Francisco, CA
Seattle, WA
St. Louis, MO
Tampa, FL
Tulsa, OK

August 26
September 28
September 1
August 10
August 24
September 14
September 30/October 1
August 17
September 14
August 31
September 23
August 24
September 28
September 14
August 19
September 21
September 21 (PM)
September 30
September 16
September 28
August 26
August 24
September 21
September 30
September 28
September 3 (PM)
August 26
September 2
September 2
September 23, 24
August 31
September 16
September 23
September 16

505/837-5515
907/271-6458
404/338-8670
410/962-3547
617/565-4325
716/686-4777
312/886-3784
513/684-2400
214/767-3755
303/446-1756
515/284-4870
651/312-7634
408/494-8123
713/209-4178
317/226-6543
314/612-4530
702/455-1029
213/894-4574
615/250-5659
414/297-3302
651/312-7634
615/250-5659
504/558-3011
212/436-1021
215/861-1405
602/207-8337
412/395-4692 X100
503/326-6565
801/799-6873
510/637-2482
206/220-5803
314/612-4530
904/232-2514
405/297-4120

505/837-5793
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410/962-0823
617/565-1379
716/686-4705

214/767-1149
515-284-4299
651/312-7625

317/226-5724
314/612-4700
702/455-1225

414/297-1600
651/312-7625
504/558-3061
212/436-1629
602/207-8630
412/395-4722
801/799-6873
510/637-2494
314/612-4700
904/232-3036
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AGENDA
MORNING SESSION
IRS/MARTINSBURG COMPUTING CENTER
9:00a
Welcome
IRS-Magnetic Media and Electronic
Filing of Forms 1099, 1098, 5498,
and W-2G.
10:30a
Break
10:45a
SSA-Magnetic Media and Electronic
Filing of Forms W-2 and W-3.
12:30p
Lunch

Deletions from Cumulative List
of Organizations Contributions
to Which are Deductible Under
Section 170 of the Code
Announcement 99–60
The names of organizations that no
longer qualify as organizations described
in section 170(c)(2) of the Internal Revenue Code of 1986 are listed below.
Generally, the Service will not disallow
deductions for contributions made to a
listed organization on or before the date
of announcement in the Internal Revenue
Bulletin that an organization no longer
qualifies. However, the Service is not
precluded from disallowing a deduction
for any contributions made after an organization ceases to qualify under section
170(c)(2) if the organization has not
timely filed a suit for declaratory judgment under section 7428 and if the contributor (1) had knowledge of the revocation of the ruling or determination letter,
(2) was aware that such revocation was
imminent, or (3) was in part responsible
for or was aware of the activities or omissions of the organization that brought
about this revocation.
If on the other hand a suit for declaratory judgment has been timely filed, contributions from individuals and organizations described in section 170(c)(2) that
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AFTERNOON SESSION
IRS/DISTRICT OFFICE PRESENTATION
1:30p (This is optional and some districts may
not plan a presentation.)

are otherwise allowable will continue to
be deductible. Protection under section
7428(c) would begin on (Date) 1999, and
would end on the date the court first determines that the organization is not described in section 170(c)(2) as more particularly set forth in section 7428 (c)(1).
For individual contributors, the maximum
deduction protected is $1,000, with a husband and wife treated as one contributor.
This benefit is not extended to any individual, in whole or in part, for the acts or
omissions of the organization that were
the basis for revocation.
AIDS Countrywide Testing Information
Act 1, Kenner, LA
American Heart Foundation
Des Moines, IA

Notice of Disposition of
Declaratory Judgement
Proceedings Under Section
7428
This announcement serves notice to potential donors that on March 16, 1999, the
United States Tax Court entered decisions
declaring that the organizations listed
below are not described in section
501©(3) and are not exempt from taxation under section 501(a) of the Internal
Revenue Code. Therefore, these organi-
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zations are no longer described in section
170(c)(2) and are not recognized as exempt under section 501(c)(3) of the Code.
Eastern Orthodox Christian Church in
America, Inc., New Albany, OH
Saint Ignatius Orthodox Church
New Albany, OH
Saint Nicholas Orthodox Church
New Albany, OH

Notice of Disposition of
Declaratory Judgment
Proceedings Under Section
7428
This announcement serves notice to potential donors that by agreement of the
parties and by Stipulation of Dismissal
entered by the United States Court of Federal Claims on March 26, 1999, the organization listed below is an organization
exempt from taxes under section 501(a)
as an organization described in section
501(c)(3) and section 170(c)(2) of the Internal Revenue Code from July 1, 1993.
The organization is not recognized as an
organization exempt from tax for the period from June 30, 1987 through June 30,
1993.
Student Ministries, Inc.
Milwaukee, OR
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Definition of Terms
Revenue rulings and revenue procedures
(hereinafter referred to as “rulings”)
that have an effect on previous rulings
use the following defined terms to describe the effect:
Amplified describes a situation where
no change is being made in a prior published position, but the prior position is
being extended to apply to a variation of
the fact situation set forth therein. Thus,
if an earlier ruling held that a principle
applied to A, and the new ruling holds
that the same principle also applies to B,
the earlier ruling is amplified. (Compare
with modified, below).
Clarified is used in those instances
where the language in a prior ruling is
being made clear because the language
has caused, or may cause, some confusion. It is not used where a position in a
prior ruling is being changed.
Distinguished describes a situation
where a ruling mentions a previously
published ruling and points out an essential difference between them.
Modified is used where the substance
of a previously published position is
being changed. Thus, if a prior ruling
held that a principle applied to A but not
to B, and the new ruling holds that it ap-

plies to both A and B, the prior ruling is
modified because it corrects a published
position. (Compare with amplified and
clarified, above).
Obsoleted describes a previously published ruling that is not considered determinative with respect to future transactions. This term is most commonly used
in a ruling that lists previously published
rulings that are obsoleted because of
changes in law or regulations. A ruling
may also be obsoleted because the substance has been included in regulations
subsequently adopted.
Revoked describes situations where the
position in the previously published ruling is not correct and the correct position
is being stated in the new ruling.
Superseded describes a situation where
the new ruling does nothing more than
restate the substance and situation of a
previously published ruling (or rulings).
Thus, the term is used to republish under
the 1986 Code and regulations the same
position published under the 1939 Code
and regulations. The term is also used
when it is desired to republish in a single
ruling a series of situations, names, etc.,
that were previously published over a period of time in separate rulings. If the

new ruling does more than restate the
substance of a prior ruling, a combination
of terms is used. For example, modified
and superseded describes a situation
where the substance of a previously published ruling is being changed in part and
is continued without change in part and it
is desired to restate the valid portion of
the previously published ruling in a new
ruling that is self contained. In this case
the previously published ruling is first
modified and then, as modified, is superseded.
Supplemented is used in situations in
which a list, such as a list of the names of
countries, is published in a ruling and
that list is expanded by adding further
names in subsequent rulings. After the
original ruling has been supplemented
several times, a new ruling may be published that includes the list in the original
ruling and the additions, and supersedes
all prior rulings in the series.
Suspended is used in rare situations to
show that the previous published rulings
will not be applied pending some future
action such as the issuance of new or
amended regulations, the outcome of
cases in litigation, or the outcome of a
Service study.

Abbreviations

E.O.—Executive Order.
ER—Employer.
ERISA—Employee Retirement Income Security Act.
EX—Executor.
F—Fiduciary.
FC—Foreign Country.
FICA—Federal Insurance Contribution Act.
FISC—Foreign International Sales Company.
FPH—Foreign Personal Holding Company.
F.R.—Federal Register.
FUTA—Federal Unemployment Tax Act.
FX—Foreign Corporation.
G.C.M.—Chief Counsel’s Memorandum.
GE—Grantee.
GP—General Partner.
GR—Grantor.
IC—Insurance Company.
I.R.B.—Internal Revenue Bulletin.
LE—Lessee.
LP—Limited Partner.
LR—Lessor.
M—Minor.
Nonacq.—Nonacquiescence.
O—Organization.
P—Parent Corporation.

PHC—Personal Holding Company.
PO—Possession of the U.S.
PR—Partner.
PRS—Partnership.
PTE—Prohibited Transaction Exemption.
Pub. L.—Public Law.
REIT—Real Estate Investment Trust.
Rev. Proc.—Revenue Procedure.
Rev. Rul.—Revenue Ruling.
S—Subsidiary.
S.P.R.—Statements of Procedral Rules.
Stat.—Statutes at Large.
T—Target Corporation.
T.C.—Tax Court.
T.D.—Treasury Decision.
TFE—Transferee.
TFR—Transferor.
T.I.R.—Technical Information Release.
TP—Taxpayer.
TR—Trust.
TT—Trustee.
U.S.C.—United States Code.
X—Corporation.
Y—Corporation.
Z—Corporation.

The following abbreviations in current use and formerly used will appear in material published in the
Bulletin.
A—Individual.
Acq.—Acquiescence.
B—Individual.
BE—Beneficiary.
BK—Bank.
B.T.A.—Board of Tax Appeals.
C.—Individual.
C.B.—Cumulative Bulletin.
CFR—Code of Federal Regulations.
CI—City.
COOP—Cooperative.
Ct.D.—Court Decision.
CY—County.
D—Decedent.
DC—Dummy Corporation.
DE—Donee.
Del. Order—Delegation Order.
DISC—Domestic International Sales Corporation.
DR—Donor.
E—Estate.
EE—Employee.
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