Section 467.—Certain provide guidance regarding the applicaunder the agreement. Except for th
Payments for the Use of bility of section 467, and the amount 0f$250,000de minimisexception set forth
Property or Services rent and interest required to be accrued section 467(d)(2), section 467 does n
under section 467. Comments respondingpntain any exceptions to the rule the

26 CFR 1.467—1: Treatment of lessors and lesseestO the notice were received, and a publieental agreements with increasing rent a
generally. hearing was held on September 25, 199&ection 467 rental agreements. The thre
The IRS and Treasury Department ismonth rent holiday exception was adde

1.D. 8820 sued interim guidance in Notice 97—72n the proposed regulations to prevent re
DEPARTMENT OF THE TREASURY (1997-2 C.B. 334), which informed tax-atively insubstantial rent holidays from
Internal Revenue Service payers of _certair_l conditions ur_1der Which:ausmg a rental agreement to be treated
26 CER Part 1 a refinancing of indebtedness incurred bg section 467 rental agreemgnt. Accor
a lessor to acquire property that is the suligly, the three-month rent holiday excer

Section 467 Rental Agreements; Ject of a rental agreement will not be contion is intended merely as a de minimi
Treatment of Rent and Interest sidered a substantial modification of thaexceptiqn and a rule of administrative
Under Certain Agreements for agreemen_t fo_r purposes of section 461.0nye_menc¢. In contrast, Cong_res
the Lease of Tangible Property After considering the comments that werspecifically directed that a rent holiday
received in response to the notice of presafe harbor should be provided for norm:

AGENCY: Internal Revenue Serviceposed rulemaking and the statemenommercial practices in determining

(IRS), Treasury. made at the public hearing, the proposedahether a leaseback or long-term agre

regulations are adopted as revised by thisent has tax-motivated increasing rent
ACTION: Final regulations. Treasury decision. The significant comThus, since the policies that support a re

ments and revisions are discussed belowholiday exception for disqualified lease
SUMMARY: This document contains backs and long-term agreements a
final regulations relating to the treatmenfEXxplanation of Provisions clearly not the same as the policies th
of rent and interest under certain agree goction 467 Rental Agreements support a rent holiday exception fol

ments for the lease of tangible property. whether an agreement has increasing re
The regulations apply to certain rental Under the proposed and final regulaand is therefore a section 467 rent:
agreements that provide increasing or déions, section 467 applies to any rentagreement, the IRS and Treasury Depa
creasing rents, or deferred or prepaid reragreement with increasing or decreasingient do not believe the rent holiday per
and provide guidance for lessees angnt and aggregate rental payments @ds should be the same.
lessors of tangible property. other consideration of more than The proposed regulations also provid
$250,000. A rental agreement has inthat a rental agreement has increasing
DATES: Effective Date: These regula- creasing or decreasing rents if the annuattecreasing rent if it requires (or may re
tions are effective on May 18, 1999. ized fixed rent allocated to any rental peguire) the payment of contingent rent
Applicability Date: For dates of ap- riod exceeds the annualized fixed rensther than contingent rent that is contir
plicability of these regulations, see Effecallocated to any other rental period in thgent due to (a) a provision computing rer
tive Dates under SUPPLEMENTARY IN- lease term. based on a percentage of the lesset
FORMATION. In determining whether a rental agreegross or net receipts (but only if the pel
ment has increasing or decreasing rententage does not vary throughout the ter
FOR FURTHER INFORMATION CON- the proposed regulations provide that af the lease); (b) adjustments based on
TACT: Forest Boone of the Office of As-rent holiday at the beginning of the leaseeasonable price index; or (c) a provisio
sistant Chief Counsel (Income Tax angerm is disregarded if the rent holiday perequiring the lessee to pay real esta
Accounting) at (202) 622-4960 (not a tollrjod is three months or less. Several comaxes, insurance premiums, maintenan
free number). mentators requested that the rent holidagosts, or any other cost (other than a de
_ period be lengthened, arguing that iservice cost) that relates to the lease
SUPPLEMENTARY INFORMATION: should be the same as the rent holiday pproperty and is not within the control of
Background riod permitted for determining whether ahe lessor or lessee or a person related
leaseback or long-term agreement hake lessor or lessee. Several commen
Section 467 was added to the Internabx-motivated increasing rents (the lesseaors requested additional exceptions f
Revenue Code by section 92(a) of the Taof 24 months or 10 percent of the leasether types of payments, as well as an e
Reform Act of 1984 (Public Law 98-369term). The final regulations do not adoppansion of the existing exceptions.
(98 Stat. 609)). On June 3, 1996, the IRfhis suggestion. The final regulations provide severa
and Treasury Department issued a notice Section 467(d)(1)(B) provides that aadditional types of contingent payment
of proposed rulemaking (61 F.R. 27834ental agreement will be treated as a sethat will not be taken into account in de
[IA—292-84, 1996-2 C.B. 462]) relatingtion 467 rental agreement if there are intermining whether a rental agreement h:
to section 467. The proposed regulationsreases in the amount to be paid as reincreasing or decreasing rent. Because



the relationship between these contingemients, as well as an expansion of the extard from an earlier taxable year, the co
rent provisions and the contingent renisting safe harbors. In response to thegmration’s marginal tax rate will differ
provisions that are disregarded in detecomments, several changes have bedémm other corporations not subject to th
mining whether an agreement is a dismade in the final regulations to the taxalternative minimum tax and not having
qualified leaseback or long-term agreeavoidance and safe harbor provisions. available net operating losses or credit
ment, the new contingent rent exceptions o . Further, in the case of an S corporation
will be discussed below in connectior(l) Detérmining tax avoidance partnership, the marginal tax rate will by
with the discussion of disqualified lease- 11 proposed regulations do not pro(_jetermined by taking into account th

backs and long-term agreements. vide any substantive rules for determinin mounts of income or deduction allocabl
its shareholders or partners, respe

2. Section 467 Rent tax avoidance because a leaseback 0O .
long-term agreement will not be treated a4vely; and the marginal tax rates of th

Under the proposed and final regulagisqualified in the absence of an affirmaShareholders or partners.
tions, the section 467 rent for a taxablgye determination by the Commissioner, Finally, as noted above, the final regu
year is the sum of the fixed rent for anys a result, the objective of consistencytions retain the rule of the proposed re
rental periods that begin and end in thef treatment between the lessee and lessgptions that only the Commissioner ma
taxable year, a ratable portion of the fixegyould have been met without the need tg€t€"Mine that a section 467 rental agre
rent for other rental periods beginning opromulgate factors or other rules that tax"ent should be treated as a disqualifie
ending in the taxable year, and any corpayers could use to determine whether td&2Seback or long-term agreement. Tr
tingent rent that accrues in the taxablgyoidance was present. While the findfn@l regulations also provide that suc
year. The amount of fixed rent for aegulations retain the rule that only th&€termination may be made either on
rental period depends on the terms of theommissioner may make a tax avoidancg?Se-by-case basis or in regulations
rental agreement and, under the regul@etermination, the IRS and Treasury De2ther guidance published by the Commi:
tions, will be either the amount of fixedpartment believe that the combination of!ONer providing that a certain type o
rent allocated to the period under thgypstantive guidance on tax avoidancg@ss of leaseback orlong-term agreeme
agreement, the constant rental amount, ghd additional safe harbors will permitVill be treated as disqualified and subje
the proportional rental amount. taxpayers to determine more readily° constant rental accrual.

whether their_leasebacks_ or Iong—ter_na”) Safe harbors
agreements will be determined to be dis-
qualified by the Commissioner. Accord- In response to comments, the final reg
The proposed regulations provide thangly, substantive provisions have beeunlations include several safe harbor prov
(a) the Commissioner, rather than the pagdded to the final regulations prescribingions not included in the proposed regul.
ties to the rental agreement, will deterthe circumstances in which Federal intions. The new safe harbors are intends
mine whether a rental agreement is a disome tax avoidance will be treated as @ cover a variety of payments that coul
qualified leaseback or long- termprincipal purpose for providing increasingoe made under the terms of a rental agre
agreement and (b) a rental agreement witir decreasing rent. ment. Under the final regulations, ta
not be a disqualified leaseback or long- The final regulations provide that, if aavoidance is not considered a princip:
term agreement unless it requires morgignificant difference between the marpurpose for providing increasing or de
than $2,000,000 in rental payments andinal Federal income tax rates of thereasing rent if the increase or decrease
other consideration. The proposed reguessor and lessee can reasonably be exent is described in one of the continger
lations also provide that, if either thepected at some time during the lease terment safe harbor provisions. The IRS ar
lessor or the lessee is not subject to Fethe agreement will be closely scrutinizedreasury Department believe that thes
eral income tax on its income or is a taxand clear and convincing evidence will beadditional safe harbors and the expansi
exempt entity (within the meaning of secfequired to establish that tax avoidance isf the existing safe harbors appropriatel
tion 168(h)(2)), the rental agreement wilnot a principal purpose for providing in-balance the need to provide a degree
be closely scrutinized, and clear and corereasing or decreasing rent. The regul@ertainty for taxpayers with the need t
vincing evidence will be required to estions provide rules to determine wherimit the potential for tax avoidance.
tablish that tax avoidance is not a princithere is a significant difference in mar- The final regulations add several saf
pal purpose for providing increasing omginal tax rates of the lessor and lessebarbors for various types of contingen
decreasing rent. The proposed reguldnder these rules, the marginal tax ratggayments that either are intended to cor
tions include as safe harbors only the prare determined not only by reference tpensate the lessor for costs unrelated
visions set forth in section 467(b)(5) andhe Federal income tax status of the taxhe lessor’s continuing investment in th
an uneven rent test based on Rev. Praggayer (for example, as a corporation, parteased property or are so contingent th
75-21 (1975-1 C.B. 715). Other factorsiership, or individual), but also to the spethey should not be taken into account f
that would be considered as evidence aific circumstances of the taxpayer. Thuspurposes of section 467 until the liability
tax avoidance were not provided. if a corporation either is subject to the alfor such payment becomes fixed. Ac
Several commentators requested addiernative minimum tax or has availablecordingly, subject to the limitations in the
tional safe harbors for other types of payret operating losses or credits to carry foregulations, safe harbors are provided f

A. Disqualified leaseback or long-term
agreement



payments required to be made by theeasonable price index because it mae agreement has increasing or decre:
lessee: in the event of damage, destrulimit the adjustment to a fixed percentagéng rent for purposes of both the applice
tion, or loss of the leased property; in thén some years. However, this inflationtion of section 467 and the determinatio
case of a qualified motor vehicle operatadjustment safe harbor will not apply ifof whether the agreement is a disqualifie
ing agreement within the meaning of secthe limitation in the rental agreement repleaseback or long-term agreement.

tion 7701(h)(2)(A), for the failure of the resents, in substance, a series of fixed in-.

property to maintain a specified residuatreases in rent. For example, if the limitallii) Uneven rent test

value; for the failure of the property to betion on an annual inflation adjustment is The proposed regulations contain a sa
returned to the lessor at the end of theubstantially below the level of inflation harbor providing that tax avoidance wil
lease term in the condition specified in theeasonably expected during the IeasIg?ot be considered to be a principal pu
agreement; or for the failure of the lessaterm, the limitation is, in substance, a Sef)ose for providing increasing or decrea:
to obtain the income tax benefits contenres of fixed increases in rent. ing rents if the rents allocable to each ca
plated by the agreement. In addition, a The proposed regulations include a renetndar year of the lease do not vary frol
provision requiring late payment chargesoliday safe harbor for the determinatior%he average annual rents over the enti
is also not taken into account in determinef tax avoidance, which provision applieﬁease term by more than 10 percent. Tt
ing whether tax avoidance is present in anly if there is a substantial business PUL Laven rent test” is derived from. the
leaseback or long-term agreement. Limipose for the rent holiday. Commentatorétonference Committee Report, whicl
tations on the scope of these safe harbasbjected to this requirement because the[ ted that the C it tici ,t dth
are provided in order to ensure that thesequirement of a business purpose wagared that the Lommittee anficipated th
provisions are included in the agreementiot set forth in the legislative history ac_regulatlons under sect|o'n 467 woul
for a valid business purpose and that theompanying the enactment of sectioﬁIdOpt standards under which leases pr

provisions are not used to achieve ta#67. The final regulations delete the re\-/Idlng for fluctuations in rents by no more

han a reasonable percentage above

avoidance. quirement that there be a substantial bu g low th ¢ the t
Several commentators suggested thaess purpose for the rent holiday, but a ow the average rent over the term (
e lease will be deemed not to be mot

rent adjustments based on the lessor’s ithe requirement that was set forth in th ) .
debtedness, which itself bears interest atlegislative history. H.R. Conf. Rep. No./ated by tax avoidance. The report cite
variable rate, are not tax motivated. Inre861, 98th Cong., 2d Sess. 893 (1984?.he standards for advance rulings o
sponse, a safe harbor has also been addénder the additional rule in the final regu €veraged lease transactions in Rev. Pre
for certain variable interest rate providations, the reasonableness of the rent hof®—21: and stated that such standards m
sions. Under this safe harbor, a rent adday is determined by reference to th&©t be appropriate for real estate lease
justment provision will be disregarded ifcommercial practice (as of the agreemefi-R- Conf. Rep. No. 861, 98th Cong., 2
it is based solely on the dollar amount oflate) in the locality where the use of th&€SS: 893 (1984). The proposed regul
changes in the lessor’s interest costs, apoperty occurs. This commercial reasorfiOns do not provide a safe harbor specif
only if the lessor and the lender are not rexbleness requirement does not appl§@lly applicable to real estate leases b
lated and the indebtedness is evidencémwever, in the case of a rent holiday ofomments were requested on whether
by a variable rate debt instrument (withirthree months or less at the beginning dfifferent uneven rent test should be esta
the meaning of §1.1275-5(a)(1)). Howthe lease term. lished for real estate leases.
ever, no inference may be drawn from this The proposed regulations also limit the Commentators requested that the bas
safe harbor (or any other provision of theent holiday safe harbor to rent holidays aff0—-110" test in Rev. Proc. 75-21 b
regulations relating to a variable interesthe beginning of the lease term. The fingtdopted without modification. The prin-
rate adjustment) concerning the effect afegulations remove this limitation andcipal modification to the basic 90-11(
such an adjustment on the classificatiopermit one consecutive period at anjest in the proposed regulations identifie
of the rental agreement as a lease for Fepeint during the lease term to qualify foPy the commentators was the use of tt
eral income tax purposes. the rent holiday safe harbor if the comcalendar year rather than the lease year
In addition, the final regulations ex-mercial reasonableness requirement fgst for uneven rents. These comment
pand the scope of the safe harbors preatisfied and the rent holiday period doet®rs also requested that the alternate u
vided in the proposed regulations relatingot exceed the lesser of 24 months or 1@en rent test (sometimes referred to .
to percentage rents, inflation adjustmentgercent of the lease term. the %% test) be adopted as an addi
and reasonable rent holidays. A provision Finally, except in the case of the rentional safe harbor. Finally, these com
in a lease will not fail to qualify for the holiday safe harbor, the safe harbor provinentators requested clarification of th
percentage rent safe harbor because, feions discussed above also apply in detezpplication of these uneven rent tests |
example, it applies to receipts or salemining whether a rental agreement has irgertain circumstances.
after making certain limited deductions, icreasing or decreasing rent and is thus In response to these comments, tf
applies different percentages to differensubject to section 467. Accordingly, if afinal regulations expand and clarify the
departments or floors, or it applies to retype of contingent rent in a rental agreescope of the uneven rent test in the pr
ceipts or sales in excess of a determinabfeent meets the requirements of the agosed regulations. First, the final regule
amount. In addition, a provision will notplicable safe harbor provision, it is nottions allow a rent holiday period at the be
fail to qualify as an increase based on taken into account in determining whetheginning of the lease term to be ignored i



applying the uneven rent test if its duratiothe permitted variance under the relaxedne that does not provide for an allocatic
is not more than three months. Further, aflafe harbor should be tested for tax avoidf rents. In these circumstances, the cor

but two of the contingent rent provisionsance under the general standards. mentators contend that the agreeme
ignored for purposes of determining tax_ o should be subject to constant rental a
avoidance are also disregarded in applyirl) The $2,000,000 limitation crual under section 467(b)(3)(B).

the uneven rent test. Rules are also Pro-The proposed regulations provide that The final regulations do not adopt thi:
vided to assist taxpayers in applying th%mong other limitations, a rental agree_s,uggestion. Instead, the final regulation
uneven rent test if the rental agreemenf,o+ will not be treated as a disqualifiedlike the proposed regulations, provid

contains a variable rent provision. leaseback or long-term agreement unleddat, in the absence of a specific alloc:
. F:Jr Ion?-tgrm lease_z of real ;f_ta(;e, the requires more than $2,000,000 in rentdion of fixed rent, the amount of fixed ren
inal regulations provide a modifie UN-hayments and other consideration. allocated to a rental period is the amout

even rent test. Under the final regula- s ough the $2,000,000 limitation hasOf fixed rent payable during that rental pe
tions, all of the rules relating to the uny .o retained in the final regulations, thg0d. The IRS and Treasury Departmer
even rent test will be applied to long-termp g 4 Treasury no longer believe suchlglieve that it is inappropriate to apply th
leases of real estate, except that a 15 p@t-..-ion is appropriate. Accordingly, constant rental accrual rules solely be
cent variance will be permitted in lieu Oft;he IRS and Treasury are issuing propos,é‘@use a rental agreement does not inclu
the 10 percent variance (the "85-115 ., 124ions that would eliminate thed SPecific allocation of fixed rent, whethe
test) and a rent holiday will be disre¢>"q 500 |imitation on a prospectiveds a result of inadvertence, failure to o

garded if it is commercially reasonable ;o tain professional tax advice, or otherwise
and its duration does not exceed the lesser Further, while the constant rental accru:
of 24 months or 10 percent of the leasB. Rental agreement accrual method is not available unless the Con
term. missioner makes a tax avoidance detern

e e e o ions, i nether the bonstant renl amou240n: PATIES ishing (o accrue rent
suggestion that the alternative’; test ’ dccordance with the constant rental a

also be made available as an addition8P" the proportional rental amount is re-

‘ _ . crual method may provide for an alloca
safe harbor. Section 467 evidences recogtiired to be accrued, the rent to be age, " op g6 in their rental agreemer

nition that tax avoidance may result fronfrued for a rental period is the rent allo-

oo with tax consequences that approxima
i i i irgated to that rental period in accordanc
the use of either increasing or decreasirfeft p fhe use of the constant rental accru.

rents in a section 467 rental agreemen\ﬂith the section 467 rental agreement, ethod
depending on the circumstances of thEh? amount of rent allocated to a renta
lessor and lessee in the particular transaeriod by the rental agreement depends. Other applicable limitations

tion. The IRS and Treasury Departmer@n Whether the agreement provides a spe-
believe that the use of the% test may, in cific allocation of fixed rent. If a rental Some commentators suggested that t

some cases, result in substantial decreagt@eement provides a specific allocatiofinal regulations provide that rental agree
in rent. Thus, thé-% test is not included Of fixed rent, the amount of rent allocatednents will be closely scrutinized for sub
in the final regulations. to each rental period during the lease tergtantial economic effect in appropriat:

Furthermore, the final regulations reis the amount of fixed rent allocated tccases. For example, a rental agreeme
tain the use of the calendar year as ttbat period by the agreement. In generanay provide a specific allocation of fixec
basis for applying the uneven rent tesg rental agreement specifically allocategent (or no specific allocation of fixed
The IRS and Treasury Department believéixed rent if the agreement unambigu+ent) that, under the regulations, would re
that use of the calendar year is most cously specifies, for periods of no longesult in significant back-loaded or front-
sistent with the structure of section 467than a year, a fixed amount of rent fotoaded rent, but would not be subject t
which provides the calendar year as thehich the lessee becomes liable on agonstant rental accrual because it is not
basis for determining whether rent isount of the use of the property durindeaseback or long-term agreement. |
deferred. that period. general, the rules of section 467 represe

Some commentators requested addi- The proposed regulations provide thagxceptions to the general rules of tax a
tional safe harbors and other special rulds the absence of a specific allocation ofounting applicable to income and ex
for leases of real estate, including the afixed rent, the amount of rent allocated t@ense associated with rental agreemen
lowance of fixed increases that approxieach rental period during the lease term lowever, the IRS and Treasury Depar
mate the parties’ expectations of generdhe amount of fixed rent payable duringnent do not believe that section 467 ar
price increases during the lease term. Thbat rental period. A number of commenthe regulations thereunder override othq
final regulations do not provide any additators requested that the rule for allocatingrinciples of Federal tax law in the case
tional provisions relating to real estateent in the absence of a specific allocatioincome and expense associated with ren
leases except for the modified 85-115 uref fixed rent be amended. The commeragreements. Thus, the final regulatior
even rent test and the expanded rent hotators stated that, if a rental agreememxplicitly provide that the Commissionel
day safe harbor. The IRS and Treasumontains only a rent payment schedulmay apply authorities other than sectio
Department believe that any fixed in-without a separate rent allocation sched67 and the regulations thereunder, su
creases in a real estate lease that excadd, the agreement should be treated as section 446(b) clear-reflection-of-in



come principles, section 482, and the sulprovides for increasing rent but is not a Some commentators requested adc
stance-over-form doctrine, to determinelisqualified leaseback or long-term agreeional guidance regarding whether a sul
the income and expense from a rentahent, a taxable disposition of the propertgtantial modification of a lease has oc
agreement (including the proper allocatioiby the transferee on or after the expiratioourred, in view of the significant potentia
of fixed rent under a rental agreement). of the lease term will not be subject tawonsequences of such a modification. |
section 467(c) recapture. Alternatively, addition, the commentators suggeste
taxable disposition of the property by th&everal types of modifications that, ir
transferee before the expiration of theheir view, should not be treated as a su
The proposed regulations reserve guid€@se term will be subject to the samstantial modification.
ance on the section 467 treatment of cof¥Mount of section 467(c) recapture that Other commentators indicated that th
tingent rent, indicating that regulationgVould have applied if the transferor hagroposed regulations did not clarify

3. Rental Agreements with Contingent
Payments

addressing this issue would provide rule§ontinued to own the property. whether only the remaining portion of the
fqr contingent rent simi!ar to 'Fhose Pro5. Other Disposition Rules modified lease is to be tgken into accoul
vided for computing original issue dis- for purposes of determining the sectio

count for contingent payment debt in- The proposed regulations reserve guidt67 rent and interest for rental period
struments in §1.1275-4. The finalance on whether special rules should bellowing the modification.
regulations continue to reserve on the seprovided for transfers of property and The final regulations retain the geners
tion 467 treatment of contingent pay{easehold interests in transactions ifule of the proposed regulations unde
ments. The IRS and Treasury Departmemthich gain or loss is not recognized iwhich a rental agreement would b
expect that regulations under §1.467—&hole or in part. The IRS and Treasuryreated as a new lease for purposes of s
will be separately proposed, and continuBepartment believe, however, that specidion 467 if the parties agreed to a substa
to invite comments regarding the treatrules are not necessary in the case of notal modification. Under the final regula-
ment of contingent rent and the applicarecognition transactions. As a generdions, if a substantial modification of &
tion of the §1.1275-4 rules to section 467hatter, because a section 467 loan iental agreement occurs after June
rental agreements. treated as indebtedness for all purposes 996, the post-modification agreement |
the Internal Revenue Code, the rules thétteated as a new agreement for purpos
apply to each of the nonrecognition proviof determining whether the agreement is
sions in cases where the property transection 467 rental agreement or a disqui
Some commentators requested certaff'red is encumbered by indebtedness wilfied leaseback or long-term agreemer
modifications and further clarification of 2PP!y to the transfer of property or aand for purposes of applying the effectiv
the recapture rules under section 467(c) lgasehold interest subjeqt to a section 46?}7ate provisions of the section 467 regulz
the case of dispositions by gift, transferioan. Further, |f.t.he section 467 loan reptions. These rules do not apply, howeve
at death, and certain tax-free transactioni€Sents an additional asset of the trangs a modification occurring on or before
In response to these comments, additiongﬂro_r’ it is unlikely that any gain Wi_|| be May 18, 1999, unless the rental agree
rules and examples illustrating those rule€alized by the transferor because, in mostent being modified is a post-June :
are provided in the final regulations. cases, the basis of the loan will be equal9ge, disqualified leaseback or long-terr
The purpose of the additional rules is t&° the sum of the principal amount of theagreement or the post-modification agre:
place the transferee in the same tax podR@n and the accrued interest thereoment is a disqualified leaseback or long
tion upon the subsequent disposition ofNUS; the provisions of the proposed regerm agreement.
the leased property as the transferd#at"?”s relating to's.peC|aI rules.for trans- |n general, in determining whether
would have been in if the transferor had€'s in nonrecognition transactions havenodified agreement is a section 46

4. Recapture on Sale or Other
Disposition of Property

not transferred the property to the trand2een deleted. rental agreement, or a disqualified leas
feree. For example, if property subject ¢ Treatment of Modifications back or long-term agreement, the mod
a section 467 rental agreement is trans- fied agreement is considered to consi

ferred in a transaction subject to section The proposed regulations provide tha@nly of the terms that relate to post-modi
351, and if the transferor would have redif the lessor and lessee agree to a substditation items (as described below)
ognized section 467(c) recapture upon &al modification of the terms of an exist-However, if a principal purpose of the
taxable disposition of the property, theng lease, the modified lease is generalljnodification is to avoid the purpose or in
transferee may be subject to recapturteeated as a new rental agreement for puient of section 467 or the regulation
upon a subsequent taxable disposition @oses of section 467. Thus, if the modithereunder, the Commissioner may tre
the property. The amount of the recapturiied lease provides for increasing or dethe entire agreement (as modified) as
upon the subsequent taxable dispositiozreasing rent, or deferred or prepaid rensingle agreement for purposes of sectic
will be determined by taking into accouniand the rent exceeds $250,000, it i467. The final regulations also provide
the section 467 rent and section 467 intetreated under the proposed regulations &sat the post-modification agreement
est relating to the period of the transa section 467 rental agreement, even if theotwithstanding its treatment as a ne
feror’'s ownership of the property. Thuspre-modification lease was not a sectioagreement, will be characterized, in ce
if a leaseback or long-term agreemem67 rental agreement. tain cases, in the same manner as t



agreement in effect before the modificahas occurred. Because this determinatidease term only if it is reasonably ex
tion. For example, if an agreement was & inherently factual, the regulations dgected, as of the agreement date, that t
leaseback or was subject to constamot provide more specific criteria foroption will be exercised. In contrast, Re\
rental accrual before its modification, themaking this determination. However, inProc. 75-21 provides a comparable rul
post-modification agreement will gener-order to ensure that relatively insubstarenly for options that are exercisable b
ally be treated as a leaseback or as subjeiell changes to the terms of a lease agrethe lessee, while including the duration c
to constant rental accrual. Similarly, ifment and changes that do not implicatell lessor renewal options in the leas
the agreement was a long-term agreemethfe policies of section 467 are not treatettrm. The IRS and Treasury Departmel
before its modification and the entireas substantial modifications under thigelieve that nothing in section 467 justi
agreement (as modified) is a long-terniule, safe harbor provisions have beefies a deviation from the rule of Rev
agreement, the post-modification agreeadded. Proc. 75-21 in this instance. Accord
ment will be treated as a long-term agree- |n general, the modifications that aréngly, for purposes of determining the
ment. likely to affect the character of a rentaterm of a lease, the final regulations retal
The final regulations also provide rulesagreement for purposes of section 467 athe rule of the proposed regulations onl
for accounting for the effects of modifica-those that change the amount or timing dbr lessee options, and treat all lessor o
tions occurring after May 18, 1999. In theent allocated or rent payable for the usgons as if they had been exercised.
case of a substantial modification, thef the property, or the identity of the tax- _
lessor and lessee must take pre-modificgayer taking those amounts into account: Effective Dates
tion items (generally, rent for periods beThys, a substantial modification will not
fore the modification, interest thereonesyit from changes in any provision fory;
and payments allocable thereto (whethghe payment of third-party costs or any,
m%daecct:);:(r)]rt'eur?crjea;fttﬁg '::gtgggdc;?;ilggﬂz]gther provision 'Fhfelt is ignored for PUr-1996, and (2) other rental agreements e
oses of determining whether the agregg eq into after May 18, 1999. No infer

ing used before the modification. In comyyent provides for contingent rents. In adx

. . . . énce should be drawn concerning th
puting section 467 rent, section 467 intefyjtjon, the refinancing of a lessor's;eatment of rental agreements entere

est, and the amount of the section 46ifhdebredness on a leveraged lease Williy pefore the regulations are applicabl

loan with respect to post-modificationgenerally not be treated as a substanti N :
items, only post-modification items areq,qificat: - oreover, the IRS will, in appropriate

» only p . modification of the lease, subject to comg;cumstances. apply the provisions c
taken into account. In addition, the par » apply P

pliance with certain conditions and limita-ggction 467 requiring constant rental a

:Letf) tg(;[:guz;g[rgzr.];z?;:;rnetsregggggstgrtalfpons-‘ These conditions and limitationg,y,5 to rental agreements entered into «
L ad) o Y Wre intended to permit refinancings tQr pefore June 3. 1996
prevent duplications and omissions result;, ' '

void classification as a substantial modi- S
; PP ome commentators requested that t
ing from the modification. fication in circumstances where the pris q

P : effective date for disqualified leaseback
In the case of a modification that is nohary objective of the lessee is to take adyq long-term agreements be deferred

substantial, section 467 rent and intere§/ra .
! ntage of favorable changes in intere ;
for periods affected by the modification _ o g g that the regulations would apply only tc

are determined under the terms of the en- agreements entered into after the date
. » o In the case of a transfer of leased prop: i ; ; ; ;
tire agreement (as modified). In addition ProRihich final regulations are published ir

. _erty by a lessor or a substitution of ; :
the parties to the agreement are required > ) . : : 3he Federal Register. The final regula-
. Iessee, the final regulations provide thajyns do not adopt this suggestion. Th
to recompute the balance of the SeCt'OPhe transfer or substitution will be treateq ;
467 loan under the new terms and to take ™ _“_ oo e o RS and Treasury Department believe th
into account (as either additional rent or & Y ! &he additional safe harbors provided i

reduction in rent previously taken intgPrincipal purpose of the transaction is thehese regulations will prevent leasebacl

account) the change in the loan balanct"jlevmd"’mCe of Federal income tax. In désng jong-term agreements entered in

resulting from the modification. They'cmning whether a transfer or SubStituagier yune 3, 1996, and on or before Mz
are also required to take into account an%lOn _s’_hoqld be treated as a substantighg 1999 (the interim period), from being
amount necessary to prevent duplication odification, the safe harbors and othe,appropriately disqualified in cases
or omissions resulting from the modifi-PTNCiPIes that generally apply in taxynere the increasing or decreasing rer
cation. avoidance determinations are taken infg; e not been motivated by tax avoio
The final regulations also provide addi@ccount and the Commissioner may efyce  Some of these commentators al
tional guidance for determining whethef"® POSt-modification agreement as a nefqyested that the regulations not be
a substantial modification of a lease ha@3réement or treat the entire agreemepfieq to rental agreements entered in
occurred, adopting some of the principlet2S modified) as a single agreement.  ,;rsyant to a contract that was binding ¢
applicable to the modification of debt in-7 pefinition of Lease Term the applicable effective date. The effec
struments under §1.1001-3. Under the tive dates have been clarified in respon:
final regulations, all of the facts and cir- The proposed regulations provide thaio these comments.
cumstances will be examined to deteran option period, whether exercisable by Other commentators requested that ta
mine whether a substantial modificatiorthe lessor or the lessee, is included in thgayers be permitted to rely on the prov

The regulations are applicable for (1
squalified leasebacks and long-terr
greements entered into after June



sions of the proposed regulations in theitional rule, a lessee’s change in it€hief Counsel for Advocacy of the Smal

case of leasebacks and long-term agremethod of accounting for a rental agreeBusiness Administration for comment ot

ments entered into during the interim pement does not affect the method of adheir impact on small businesses.

riod. According to these commentatorscounting used by the lessor for the same )

the terms of certain leasebacks and longgreement. In the case of similar rentaf"afting Information

term agreements entered into during th&greements entered into after May 18, The principal author of these regula

interim period were structured so as ta999, lessees will be able to obtain resuli§ns is Forest Boone of the Office of As

comply with the safe harbors and othegomparable to the constant rental accrug|stant Chief Counsel (Income Tax an

provisions of the proposed regulations imethod only by providing a specific allo-accounting). However, other personne

order to ensure that th_ese agreemengation schedule that differs from the renfrom the IRS and Treasury Departmer

would not be treated as disqualified leasgyayment schedule. participated in their development.

backs or long-term agreements. In the ab-

sence of a provision permitting taxpayerd0. Issues Not Addressed o % % %

to rely on the provisions of the proposed ) .

regulations in these cases, these agree-The flpal regulat.|ons do not address thﬁ«doption of Amendments to the

. . application of section 467 to payments foi o 1ati

ments might lose their safe-harbor protec-""". : . egulations

) : - services. With respect to the possible ap-

tion because of changes made in the final: ~ " . . . .
. . : plication of section 467 to transactions Accordingly, 26 CFR part 1 is amende

regulations. Accordingly, the final regu-

lations permit taxpayers to rely on the?orr}eu'mes referreq to f\s lease sFrlps a@s follows:
stripping transactions”, as described in

provisions of the proposed regulations in: | PART 1—INCOME TAXES
the case of any leaseback or Iong—terljr\]IOt'Ce 95-53 (1995-2 C.B. 334), regula®

agreement entered into during the interirjons under section 7701(l) were proposed paragraph 1. The authority citation fo
period. No specific election is required irfAfter the issuance of the proposed regulgyt 1 is amended by adding entries in n

the case of an agreement subject to thjiP"S Under section 467 setting forth thenerical order to read, in part, as follows:
provision. treatment of such transactions. Conse- Authority: 26 U.S.C. 7805 * * *

quently, the IRS and Treasury Department §1.467—1 is also issued under 2

9. Special Transitional Rule believe that no specific guidance on thg) 5 c. 467.
) treatment of such transactions under sec-§1 . 467-2 is also issued under 2

Although the regulations do not apply;ion 467 is necessary. U Z C. 467

to any rental agreement entered into on or ¢ final re i PO N :

gulations also do not pro- g§1.467-3 is also issued under 2

before June 3, 1996, and do not apply (e guidance concerning the applicabily 5 . 467,
any rental agreement other than a disqualy o penalties or additions to tax when g1 467_4 is also issued under 2

ified leaseback or long-term agreemenye commissioner determines that a SeC; S.C. 467.
entered into on or before May 18, 1999tion 467 rental agreement should be §1.467-5 is also issued under 2

Eomﬁ corgmenthators “;q!*eSte‘:] tgatfth?yeated as a disqualified leaseback qy s.c. 467.
e allowed to ¢ anQEt eir method o aq-ong'term agreement. No inference §1467_6 is also issued under 2

coutﬂtlggf to thet (Izonstant rer;ta] aclcr.uaghould be drawn from the failure to ady).s.C. 467.
method for rental agreements INVOVINGy o 55 the issue in these regulations con-g1.467-7 is also issued under 2

certain types of property financed by taXE:erning the Commissioner’s authority taJ.s.C. 467.

exempt bonds where the agreements wer . . I i )
entered into prior to the issuance of th|r(r91pose applicable penalties and additions §1.467-8 is also issued under 2

section 467 regulations. The special rule0 tax in such circumstances. U.S.C. 467. i .
81.467-9 is also issued under 2

was requested because, prior to the iSpecial Analyses o
suance of regulations, lessees had entered U.S.C. 467. .
into rental agreements providing for dis- It has been determined that this Trea- Par. 2. In §1.61-8, the first sentence «

proportionately large payments of rent ifsury decision is not a significant regulaParagraph (b) is revised to read as fo
the later years of the lease term, but witHory action as defined in EO 12866 0ws:
out specific allocations of rents. In theTherefore, a regulatory assessment is ngj
view of the commentators, the circum¥equired. It also has been determined that
stances in which a schedule of rent payection 553(b) of the Administrative Pro- Xox ok ko
ments would be treated as a rent allocgedure Act (5 U.S.C. chapter 5) does not
tion schedule were not fully addressed bgpply to these regulations, and, becaus .
the legislative history. the regulations do not impose a collectio 667 and_thT :jegulagons thereutntljer, %r_o
In response to the comments, the finalf information on small entities, the Reg_lr:ﬁ(;nbee Ii?lf:lﬂdgzl i?] i\rgigfnee rfirr]tzes, ;varli
regulations contain a special transitionallatory Flexibility Act (5 U.S.C. chapter receint reqardless of the period cov):ered'
rule under which lessees may change thed) does not apply. Pursuant to sec'[ioH]e n?ethgd of accountir?g employed b
method of accounting for certain agreef805(f) of the Internal Revenue Code, th e taxpayer. * * * y
ments to the constant rental accrualotice of proposed rulemaking preceding '
method. With respect to this special trarthese regulations was submitted to the ¥k ok ok %

.61-8 Rents and royalties.

(b) *** Except as provided in section



Par. 3.
added to read as follows:

81.451-1 General rule for taxable year
of inclusion.

* * x % %

In 81.451-1, paragraph (g) is (ii) Exceptions—(A) Volume, fre- (iii)
guency of use, or inconte* *

(B) Section 467 rental agreementih
the case of a liability arising out of the use
of property pursuant to a section 467i)
rental agreement, economic performancg)

(iv)
(4)

o . ) occurs as provided in §1.461-1(a)-
(9) Timing of income from section 467 2yii)(E).

rental agreements. For the timing of in-
come with respect to section 467 rental
agreements, see section 467 and the regu
lations thereunder.
Par. 4. Section 1.461-1 is amended by:
1. Adding a sentence at the end o
paragraph (a)(1).
2. Adding paragraph (a)(2)(iii)(E).
The additions read as follows:

81.461-1 General rule for taxable year
of deduction.

(a * % %

81.467—-0 Table of contents.

(d)
1)

* * *x * %

(7) * ** Assume further that the exam—(_z)
ples do not involve section 467 renta(!?
greements and, therefore, section 467 Q@
hot applicable. The examples are as fofiil)
lows:

(e)
)

* * x k% %

Par. 6. Sections 1.467-0 througlf2)
1.467-9 are added to read as follows:

0
(ii)

(1) *** See section 467 and the regu- Thjs section lists the captions that ap-
lations thereunder for rules under which Pear in §81.467-1 through 1.467-9. (3)

liability arising out of the use of property

pursuant to a section 467 rental agreemedi.467-1 Treatment of lessors and
is taken into account. lessees generally. 1)
(2) > ** : 0)
(i) * * * (@) Overview. (ii)
(E) Except as otherwise provided b)fl) In gene'ral. i ] (2
regulations or other published guidancé?) ~Cases in which rules are inapplica-
issued by the Commissioner (See ble. 3)
§601.601(b)(2) of this chapter), in the3) ~Summary of rules. (4)
case of a_liability arising out of the use of) ~ Basic rules. (i)
property pursuant to a section 467 rentdl) ~Special rules. (ii)

agreement, the all events test (includin
economic performance) is considered m
in the taxable year in which the liability is(P)
to be taken into account under section 467
and the regulations thereunder. 2(1:))
)
Par. 5. Section 1.461—-4 is amended b%i
1. Redesignating the text of paragrap
(d)(3)(ii) following the heading as para-\-
graph (d)(3)(ii)(A) and adding a heading)
for newly designated paragraph (d)(3)-
(i) (A). ")
2. Adding paragraph @d)@3)@i)@B). 1
3. Adding two sentences at the end d?)
the introductory text of paragraph (d)(7).
The additions read as follows:

* k *x x %

(iii)
§1.461-4 Economic performance. (A)
* kX *x *x % (B)

©)

(d) * k% (|)
(3)**> (i)

Scope of rules.
Application of other authorities. (iii)
Method of accounting for section

467 rental agreements. (iv)
Section 467 rental agreements. (v
In general.

Increasing or decreasing rent.

Fixed rent. (A)

In general. (B)
Certain rent holidays disregarded.
Fixed rent allocated to a rental pe{C)
riod.

Specific allocation. (vi)
In general. (5)
Rental agreements specifically allo{6)

cating fixed rent. ©)
No specific allocation. 0]
Contingent rent. (i)
In general. (9)

Certain contingent rent disregarded.

Deferred or prepaid rent. (8]
Deferred rent. (2)
Prepaid rent. (h)

Rent allocated to a calendar year.
Examples.
Rental agreements involving tota
payments of $250,000 or less.
In general.
Special rules in computing amoun
described in paragraph (c)(4)(i) o
this section.
Section 467 rent.
In general.
Fixed rent for a rental period.
Constant rental accrual.
Proportional rental accrual.
Section 467 rental agreement ac
crual.
Section 467 interest.
In general.
Interest on fixed rent for a renta
period.
In general.
Section 467 rental agreements witl
adequate interest.
Treatment of interest.
Substantial modification of a rental
agreement.
Treatment as new agreement.
In general.
Limitation.
Post-modification agreement; ir
general.
Other effects of a modification.
Special rules.
Carryover of character; leasebacks
Carryover of character; long-term
agreements.
Carryover of character; disqualified
agreements.
Allocation of rent.
Difference between aggregate rer
and interest and aggregate pay
ments.
In general.
Constant rental accrual prior to the
modification.
Agreements described in this pare
graph (f)(4)(v)(C).
Principal purpose of tax avoidance.
Definitions.
Safe harbors.
Special rules for certain transfers.
In general.
Exception.
Treatment of amounts payable b
lessor to lessee.
Interest.
Other amounts. [Reserved]
Meaning of terms.



() [Reserved] Q)
() Computational rules. (2
(1) Counting conventions. ®
(2) Conventions regarding timing of (i)
rent and payments. (iii)
(i) Ingeneral. 3)
(i) Time amount is payable. (4)
(3) Annualized fixed rent. 0]
(4) Allocation of fixed rent within a pe- (ii)
riod. (iii)
(5) Rental period length. (d)
1)

81.467-2 Rent accrual for section 467 )

In general. Q)
Tax avoidance. (2)
In general. (b)
Significant difference in tax rates. (1)
Special circumstances. (2
Safe harbors.

Uneven rent test. M
In general. (i)
Special rule for real estate. 3)
Operating rules. (c)

Calculating constant rental amount.
In general.
Initial or final short periods.

In general.

Exceptions.

Variable rate treated as fixed.
In general.
Variable
amount.

In general.
Positive or negative adjustment.
Section 467 loan balance.
Examples.

interest adjustment

81.467—6 Section 467 rental agreement
with contingent payments. [Reserved]

Method to determine constant rentaél_ 467-7 Section 467 recapture and

rental agreements without adequate )
interest. amount; no short periods.
(a) Section 467 rental agreements fof) ~ Step 1.
which proportional rental accrual is{) ~ Step 2.
required. (iii) Step 3. @
(b) Adequate interest on fixed rent. (&)  Examples. (b)
(1) Ingeneral. §1.467—-4 Section 467 loan. @
(2) Section 467 rental agreements that (2)
provide for a variable rate of inter-(a) In general. (?’)
est. (1) Overview. (i)
(c) Computation of proportional rental(2) No section 467 loan in the case ofil)
amount. certain section 467 rental agree ¢
(1) Ingeneral. ments. 1)
(2) Section 467 rental agreements thgB) Rental agreements subject to corﬁ-z)
provide for a variable rate of inter- stant rental accrual. (_3)
est. (4) Special rule in applying the provi-(!_)
(d) Present value. sions of §1.467-7(e), (f), or (Q). (i
(e) Applicable Federal rate. (b)  Principal balance. (Q)
(1) Ingeneral. (1) Ingeneral. (B)
(2) Source of applicable Federal rates.(2) Section 467 rental agreements tha(t4)
(3) 110 percent of applicable Federal provide for prepaid fixed rent and(s)
rate. adequate interest.
(4) Term of the section 467 rental(3) Timing of payments. ©6)
agreement. (c) Yield. 7
(i) Ingeneral. (1) Ingeneral.
(i) Section 467 rental agreements witi(i)  Method of determining yield. (d)
variable interest. (i) Method of stating yield. ©
() Examples. (i) Rounding adjustments. (1)
. » (2) Yield of section 467 rental agree-,
§1.467-3 Disqualified leasebacks and ments for which constant rentalt2)
long-term agreements. Q)

amount or proportional rental(4)

(@) General rule. amount is computed. . )

(b) Disqualified leaseback or long-term(3)  Yield for purposes of applying para-
agreement. graph (q)(4? of this section. (1)

(1) In general. (4) Determination of present values. )

(2) Leaseback. (d) Cont_ingent payments. 3)

(3) Long-term agreement. (e) Section 467 rental agreements th%h)

() Ingeneral. call for payments before or after the(g)

(i)  Statutory recovery period. lease term.

(A) In general. ()  Examples.

(B) Spegial rule for r(_ental agreement§l.467—5 Section 467 rental agreements(,l)
relating to properties haw_ng differ-\vith variable interest. ®
ent statutory recovery periods.

(c) Tax avoidance as principal purposéa) Variable interest on deferred or prefii)

for increasing or decreasing rent.

paid rent.

other rules relating to dispositions and
modifications.

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 or
ganizations.

Dispositions by transferee.
Like-kind exchanges and involun-
tary conversions.

Installment sales.

Dispositions covered by sectior
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 lesse
and lessee-financed renewals.
Substitute lessee use.

Treatment of section 467 loan.
Lessor use.

Examples.

Application of section 467 follow-
ing a rental agreement modifica
tion.

Substantial modifications.
Treatment of pre-modification
items.

Computations with respect to post
modification items.



(iii)
(A)

(B)
(iv)

)
(B)
(2)
()

(if)
(iii)
(iv)
v)
(vi)
(vii)
(viii)

®3)
(4)
)
(h)
1)
@)

Adjustments. and lessee of tangible property to tredbr establishing and adjusting a sectio
Adjustment relating to certain pre-rents consistently and to use the accrudb?7 loan (the amount that a lessor |
payments. method of accounting (and time value ofleemed to have loaned to the lessee,
Adjustment relating to retroactivemoney principles) regardless of theivice versa, pursuant to the application
beginning of lease term. overall method of accounting. In addithe section 467 regulations). Sectio
Coordination with rules relating to tion, in certain cases involving tax avoid-1.467-5 provides rules for applying the
dispositions and assignments. ance, the lessor and lessee must take resiction 467 regulations where a rent:
Dispositions. and stated or imputed interest into acagreement requires payments of intere
Assignments. count under a constant rental accrualt a variable rate. Section 1.467-6, rele
Other modifications. method, pursuant to which the rent isng to the treatment of certain section 46
Computation of section 467 loan forireated as accruing ratably over the entirental agreements with contingent pay
modified agreement. lease term. ments, is reserved. Section 1.467—7 pr

Change in balance of section 467 (2) cases in which rules are inapplica-vides rules for the treatment of dispos
'03”; ) ble. Section 467 applies only to leases (aions by a lessor of property subject to
Section 467 rent and interest aftelyther similar arrangements) that constisection 467 rental agreement and tt
the modification. tute section 467 rental agreements as deeatment of assignments by lessees a
Appl|_c§1ble_FederaI ra_te. . fined in paragraph (c) of this section. Focertain lessee-financed renewals of a se
MOd'f'CaF'On effective within a example, a rental agreement is not a seton 467 rental agreement. Sectio
rental per iod. tion 467 rental agreement, and, thereforé,467—7 also provides rules for the trea
(C)g:)?(r:iiigtjt?jrt']mvsim&rules relating to i_s not subject to the provisions of this secment of modified r.ental agrgements_. .Sel
dispositions and assignments. tion _and §81.467-2 t.hrough 1_.467—9 (theon 1.467_—8 provides special transmone
Exception for agreements enteregectlon 467 regulations), if it specifiesrules relqtlng to the method of account_ln
into prior to effective date of Sec_equal amounts of rent for each montifior certain rental agreements ente.red in
tion 467. throughout the Iease.term and all paysn or before .May 18, 199.9. Finally,
Adjustment by Commissioner. ment; of rent are due in the_calendar ye8i.467-9 p_rowdes the eﬁgctlve date rule
Effective date of modification. to which the rent relates (or in the preceder the section 467 regulations.
Examples. ing or succeeding calendar year). In addi- (4) Scope of rules.No inference
Omissions or duplications. tion, the section 467 regulations do noshould be drawn from any provision o
In general. apply to a rental agreement that requirebis section or §81.467—-2 through 1.467
Example. total rents of $250,000 or less. For pur9 concerning whether—

poses of determining whether the agree- (i) For Federal tax purposes, al

§1.467-8 Automatic consent to change ment has total rents of $250,000 or lessrrangement constitutes a lease; or
to constant rental accrual for certain certain specified contingent rent is disre- (ii) For Federal tax purposes, an
rental agreements. garded. obligation of the lessee under a rent:

(@)
(b)

(3) Summary of rules-(i) Basic rules. agreement is treated as rent.
Paragraph (c) of this section provides (5) Application of other authorities.
rules for determining whether a rentaNotwithstanding section 467 and the reg
agreement is a section 467 rental agrealations thereunder, other authorities suc

General rule.
Agreements to which automatic
consent applies.

§1.467-9 Effective dates and automatic ment. Paragraphs (d) and (e) of this seas section 446(b) clear-reflection-of-in
method changes for certain agreements.tion provide rules for determining thecome principles, section 482, and the su

(@)
(b)

(©
(d)
(e)
1)
)

®)

81.467-1 Treatment of lessors and
lessees generally.

amount of rent and interest, respectivelystance-over-form doctrine, may be ar

In genergl. _ required to be taken into account by alied by the Commissioner to determin
Automatic consent for certain rentalessor and lessee under a section 46fe income and expense from a rent.
agreements. rental agreement. Paragraphs (f) througiigreement (including the proper alloce

Application of regulation project (h) and (j) of this section provide variougion of fixed rent under a rental agree
IA-292-84 to certain leasebacks an@jefinitions and special rules relating tanent).

long-term agreements. the application of the section 467 regula- (b) Method of accounting for sectior
Entered into. tions. Paragraph (i) of this section is re467 rental agreementsif a rental agree-
Change in method of accounting. gerved. ment is a section 467 rental agreement,
In general. (i) Special rules. Section 1.467-2 described in paragraph (c) of this sectio

Application of regulation project proyides rules for section 467 rentathe lessor and lessee must each take i
'A—292—5_34- agreements that have deferred or prepagtcount for any taxable year the sum of-
Automatic change procedures.  rents without providing for adequate in- (1) The section 467 rent for the taxabl
terest. Section 1.467-3 provides rules forear (as defined in paragraph (d) of thi
application of the constant rental accruaection); and

method, including criteria for determining (2) The section 467 interest for the tax

(@) Overview—(1) In general. When whether an agreement is subject to thisble year (as defined in paragraph (e)
applicable, section 467 requires a lessonethod. Section 1.467—4 provides rulethis section).



(c) Section 467 rental agreement$l) cause the total amount of fixed rent specas of the close of a calendar year (dete
In general. Except as otherwise providedfied is not equal to the total amount ofmined under paragraph (c)(3)(iii) of this
in paragraph (c)(4) of this section, thdixed rent payable under the lease), thgection) exceeds the cumulative amou
term section 467 rental agreement meamsnount of fixed rent allocated to a rentabf rent payable as of the close of the su
a rental agreement, as defined in pargeriod is the amount of fixed rent payableeeding calendar year.
graph (h)(12) of this section, that has induring that rental period. If an amount of (i) Prepaid rent. A rental agreement
creasing or decreasing rents (as describéred rent is payable before the beginningpas prepaid rent under this paragrar
in paragraph (c)(2) of this section), or deef the lease term, it is allocated to the firsfc)(3) if the cumulative amount of rent
ferred or prepaid rents (as described irental period in the lease term. If arpayable as of the close of a calendar ye

paragraph (c)(3) of this section). amount of fixed rent is payable after thexceeds the cumulative amount of rent &
(2) Increasing or decreasing rent(i) end of the lease term, it is allocated to thiecated as of the close of the succeedi
Fixed rent—(A) In general. A rental lastrental period in the lease term. calendar year (determined under par:

agreement has increasing or decreasing(iii) Contingent rert—(A) In general. graph (c)(3)(iii) of this section).

rent if the annualized fixed rent, as deA rental agreement has increasing or de- (iii) Rent allocated to a calendar year

scribed in paragraph (j)(3) of this sectiongreasing rent if it requires (or may re+or purposes of this paragraph (c)(3), tt

allocated to any rental period exceeds thguire) the payment of contingent rent (asent allocated to a calendar year is th

annualized fixed rent allocated to anydefined in paragraph (h)(2) of this secsum of—

other rental period in the lease term. tion), other than contingent rent described (A) The fixed rent allocated to any
(B) Certain rent holidays disregarded.in paragraph (c)(2)(iii)(B) of this section. rental period (determined under pare

Notwithstanding the provisions of para- (B) Certain contingent rent disre- graph (c)(2)(ii) of this section) that begin:

graph (c)(2)(i)(A) of this section, a rentalgarded. For purposes of this paragraphand ends in the calendar year;

agreement does not have increasing or de)(2)(iii), rent is disregarded to the extent (B) A ratable portion of the fixed rent

creasing rent if the increasing or decreast is contingent as the result of one oallocated to any other rental period the

ing rent is solely attributable to a rent holmore of the following provisions— begins or ends in the calendar year; and

iday provision allowing reduced rent (or (1) A qualified percentage rents provi- (C) Any contingent rent that accrue:

no rent) for a period of three months osion, as defined in paragraph (h)(8) of thiduring the calendar year.

less at the beginning of the lease term. section; (iv) Examples. The following exam-
(i) Fixed rent allocated to a rental (2) An adjustment based on a reasorples illustrate the application of this para

period—(A) Specific allocation—(1) In able price index, as defined in paragrapgraph (c)(3):

general. If a rental agreement provides gh)(10) of this section; . .

i . . . . Example 1.(i) Aand B enter into a rental agree-
spepnﬁc .aIIocat|on of fixed rgnt, as de- (3 A provision requiring the Iegsee 1O ent that provides for the lease of property to beg
scribed in paragraph (c)(2)(ii)(A)(2) of pay third-party costs, as defined in parasn january 1, 2000, and end on December 31, 20
this section, the amount of fixed rent allograph (h)(15) of this section; The rental agreement provides that rent of $100,0(
cated to each rental period during the (4) A provision requiring the paymentaccrues during each year of the lease term. Unc
lease term is the amount of fixed rent alloef late payment charges, as defined ily€ rental agreement, no rent is payable during c:

. . - endar year 2000, a payment of $100,000 is to |
cated to that period by the rental agregsaragraph (h)(4) of this section; made on December 31, 2001, and December 3

ment. (5) A loss payment provision, as de-go2, and a payment of $200,000 is to be made
(2) Rental agreements specifically alfined in paragraph (h)(7) of this section; December 31, 2003. A and B both select the cale
locating fixed rent. A rental agreement  (6) A qualified TRAC provision, as de- dar year as their rental period. Thus, the amount
specifically allocates fixed rent if thefined in paragraph (h)(9) of this section; "Nt a'.'f’ca]}te# to each rental period “”ﬁer '?aragr:
rental agreement unambiguously speci- (7) A residual condition provision, asﬁg)n(tzgl('Z;reter'iesricgggs'snﬁor?éggo{n;el;ﬁnoée(’)rtd‘
f!es, for periods no longer f[han a year, Qeflned in paragraph (h)(13) of this seCereasing rent as described in paragraph (c)(2)(i)
fixed amount of rent for which the lessedion; this section.
becomes liable on account of the use of (8) A tax indemnity provision, as de- (i) Under paragraph (c)(3)(i) of this section, ¢
the property during that period, and thdined in paragraph (h)(14) of this section;;e::‘;‘?;r?g;‘:ergzr”tt::ij::jggserzxéz r‘;"tté?‘:eﬂt‘iﬁ(
total amount of fixed rent spepified is (9 A vari_able interest rate provision.,Cated unde‘: pa;agraph (©)(3)(ii of this section e
equal to the total amount of fixed rents defined in paragraph (h)(16) of thigeeds the cumulative amount of rent payable as
payable under the lease. For example,s&ction; or the close of the succeeding year. In this exampl
rental agreement providing that rent is (10) Any other provision provided in there is no deferred rent: the rent allocated to 20(
$100,000 per calendar year, and providegulations or other published guidancé‘slogiooo) dfoes not sxceed the cumulative *
ing for total payments of fixed rent equaissued by the Commissioner, but only If:x? aTIj‘fa‘fefi‘;egogrl32}130&1;%3%8032;
to the total amount specified, specificallythe provision is designated as contingen§200,000) does not exceed the cumulative re
allocates rent. A rental agreement statingent to be disregarded for purposes of thigyable as of December 31, 2002 ($200,000); tl
only when rent is payable does not specifparagraph (c)(2)(iii). rent allocated to 2002 and preceding yeal
ically allocate rent. (3) Deferred or prepaid rept(i) De- ($300.,000) does not exceed the cumulative re

payable as of December 31, 2003 ($400,000); a

(B) No specific allocation.If a rental ferred rent. A rental agreement has de?the rent allocated to 2003 and preceding yea

agreement does not provide a specific aferred rent under this paragraph (c)(3) if$400,000) does not exceed the cumulative re
location of fixed rent (for example, be-the cumulative amount of rent allocategayable as of December 31, 2004 ($400,000



Therefore, because the rental agreement does rtetken into account at the sum of its restant rental amount (as determined und
e o e e e spesment s gaining princpal amou and acerued nS1.467-3(d)
a section 467 rental agréemem_ f’érgst (|f any_) t.hereo.n or, in the case of an (ii) Proportlonal rental accrual.ln the

Example 2.()) Aand B enter into a rental agree-Obligation originally issued at a discountcase of a section 467 rental agreeme
ment that provides for a 10-year lease of persondlt the sum of its adjusted issue price arttiat is not described in paragraph (d)(2)(
property, beginning on January 1, 2000, and endirgccrued qualified stated interest (if any)of this section, and does not provide ad
%eDse?frm:f;f;’szgfingfe sr;‘i‘gtg'ogggieri’;‘g”é;’gg\?ithin the meaning of §1.1273-1(c)(1). quate interest on fixed rent (as determine
month of the lease term. Under p:;\ragraph ©)@3)i) (C) All rental agregments that.are partinder §1.A.167—.2(b)), the flxe.d rent for i
of this section, $120,000 is allocated to each calei®f the same transaction or a series of reental period is the proportional renta
dar year. The rental agreement provides for kated transactions involving the sameamount (as determined under 81.467
$1,200,000 payment on December 31, 2000. lessee (or any related person) and thH¥c)).

_ (i) The rental agreement does not have increagame |essor (or any related person) are (i) Section 467 rental agreement ac
ing or decreasing rent as described in paragra‘%?eated as a single rental agreemencrual. In the case of a section 467 rent:
(c)(2)(i) of this section. The rental agreement, how- ) ] . . .
ever, provides prepaid rent under paragrapNVhether two or more rental agreementagreement that is not described in eith
(c)(3)(ii) of this section because the cumulativeare part of the same transaction or a seriparagraph (d)(2)(i) or (ii) of this section
amount of rent payable as of the close of a calendgf related transactions depends on all thibe fixed rent for a rental period is the
year exceeds the cumulative amount of rent allgaets ang circumstances. amount of fixed rent allocated to the
cated as of the close of the succeeding calendar yealr'(D) If an agreement includes a provifental period under the rental agreemer
For example, the cumulative amount of rent payable, =/ . - ; _
as of the close of 2000 ($1,200,000 is payable o®iON increasing or decreasing rent payabtes determined under paragraph (c)(2)(i
December 31, 2000) exceeds the cumulative amougolely as a result of an adjustment baseaf this section.

of rent allocated as of the close of 2001, the succeegn a reasonable price index, the amount (e) Section 467 interest(1) In gen-
ing calendar year ($240,000). Accordingly, theyagerined in paragraph (c)(4)(i) of thiseral. The section 467 interest for a tax
rental agreement is a section 467 rental agreement. . . f .

Section must be determined as if the a@ble year is the sum of—

(4) Rental agreements involving totalplicable price index did not change during (i) The interest on fixed rent for any
payments of $250,000 or les¢i) In the lease term. rental period that begins and ends in tt
general. A rental agreement is not a sec- (E) If an agreement includes a variabléaxable year;
tion 467 rental agreement if, as of thénterest rate provision (as defined in para- (ii) A ratable portion of the interest on
agreement date (as defined in paragragiaph (h)(16) of this section), the amountixed rent for any other rental period be
(h)(1) of this section), it is not reasonablydescribed in paragraph (c)(4)(i) of thisginning or ending in the taxable year; an
expected that the sum of the aggregagection must be determined by using fixed (iii) In the case of a section 467 rente
amount of rental payments under thé&ate substitutes (determined in the sanggreement that provides for continger
rental agreement and the aggregate valgganner as under 81.1275-5(e), treatingnt, any interest that accrues on the co
of all other consideration to be receivedhe agreement date as the issue date) torgent rent during the taxable year.
for the use of property (taking into acthe variable rates of interest applicable to (2) Interest on fixed rent for a rental
count any payments of contingent renthe lessor’s indebtedness. period—(i) In general. Except as pro-
and any other contingent consideration) (F) Contingent rent described in paravided in paragraph (e)(2)(ii) of this sec
will exceed $250,000. graphs (c)(2)(iii)(B)(3) through (8) of this tion and 8§1.467-5(b)(1)(ii), the interes

(i) Special rules in computing amounisection is not taken into account. on fixed rent for a rental period is equal t
described in paragraph (c)(4)(i) of this (d) Section 467 rent-(1) In general. the product of—
section. The following rules apply in de- The section 467 rent for a taxable year is (A) The principal balance of the sec
termining the amount described in parathe sum of— tion 467 loan (as described in §1.467
graph (c)(4)(i) of this section: (i) The fixed rent for any rental period4(b)) at the beginning of the rental perioc

(A) Stated interest on deferred rent i§determined under paragraph (d)(2) oand
not taken into account. However, théhis section) that begins and ends in the (B) The yield of the section 467 loar
Commissioner may recharacterize a potaxable year; (as described in §1.467-4(c)).
tion of stated interest as additional rent if (ii) A ratable portion of the fixed rent (i) Section 467 rental agreements witl
a rental agreement provides for interest dior any other rental period beginning ormadequate interestExcept in the case of a
deferred rent at a rate that, in light of alending in the taxable year; and section 467 rental agreement that is a di
of the facts and circumstances, is clearly (iii) In the case of a section 467 rentafjualified leaseback or long-term agree
greater than the arm’s-length rate of inte@greement that provides for contingentent, if a section 467 rental agreemel
est that would have been charged in ment, the contingent rent that accrues duprovides adequate interest under 81.46
lending transaction between the lessdng the taxable year. 2(b)(1)(i) (agreements with no deferred c
and lessee. (2) Fixed rent for a rental perioe-(i) prepaid rent) or 81.467-2(b)(1)(ii) (agree

(B) Consideration that does not in-Constant rental accrualln the case of a ments with adequate interest stated at
volve a cash payment is taken into acsection 467 rental agreement that is a disingle fixed rate), the interest on fixec
count at its fair market value. A liability qualified leaseback or long-term agreerent for a rental period is the amount c
that is either assumed or secured by proment (as described in §1.467-3(b)), thiterest provided in the rental agreemel
erty acquired subject to the liability isfixed rent for a rental period is the confor the period.



(3) Treatment of interestf the section (within the meaning of paragraph (v) Difference between aggregate ren
467 interest for a rental period is a posiff)(5)(iv) of this section). and interest and aggregate paymests
tive amount, the lessor has interest in- (3) Other effects of a modification.(A) In general. Except as provided in
come and the lessee has an interest exer rules relating to amounts that must bparagraph (f)(4)(v)(B) of this section, &
pense. If the section 467 interest for taken into account following certain mod-post-modification agreement described i
rental period is a negative amount, thdications, see 81.467-7(Q). paragraph (f)(4)(v)(C) of this section is
lessee has interest income and the lessor(4) Special rules—(i) Carryover of treated as a section 467 rental agreeme
has an interest expense. Section 467 inharacter; leasebackdf an agreement is subject to proportional rental accrual (de
terest is treated as interest for all purposesleaseback prior to its modification andermined under §1.467-2(c)).
of the Internal Revenue Code. the lessee prior to the modification (or a (B) Constant rental accrual prior to

(H Substantial modification of a rentalrelated person) is the lessee after the mothe modification. A post-modification
agreement—(1) Treatment as new agree-ification, the post-modification agreementagreement described in paragrap
ment—(i) In general. If a substantial is a leaseback even if the post-modifica)(4)(v)(C) of this section is treated as
modification of a rental agreement occurion lessee did not have an interest in theection 467 rental agreement subject
after June 3, 1996, the post-modificatioproperty at any time during the two-yearconstant rental accrual if—
agreement is treated as a new agreemegdriod ending on the date on which the (1) Constant rental accrual is requirel
and the date on which the modificatiormodification occurs. under paragraph (f)(4)(iii) of this section
occurs is treated as the agreement date in(ii) Carryover of character; long-term or
applying section 467 and the regulationagreements.If an agreement is a long- (2) The post-modification agreemen
thereunder to the post-modification agrederm agreement prior to its modificationinvolves total payments of more thal
ment. Thus, for example, the post-modiand the entire agreement (as modified}250,000 (as described in paragrar
fication agreement is treated as a newould be a long-term agreement, théc)(4) of this section), and the Commis
agreement entered into on the date thmost-modification agreement is a longsioner determines that the post- modifice
modification occurs for purposes of deterterm agreement. tion agreement is a disqualified leaseba
mining whether it is a section 467 rental (iii) Carryover of character; disquali- or long-term agreement.
agreement under this section, whether it fied agreements.If an agreement (as in  (C) Agreements described in this para
a disqualified leaseback or long-terneffect before its modification) is a dis-graph (f)(4)(v)(C). A post-modification
agreement under §1.467-3, and whetherqualified leaseback or long-term agreeagreement is described in this paragraj
is entered into after the applicable effecment as the result of a determinatioli(f)(4)(v)(C) if the aggregate amount o
tive date in §1.467-9. (whether occurring before or after theixed rent and stated interest treated :

(ii) Limitation. In the case of a sub-modification) under 81.467-3(b)(1)(ii) post-modification items does not eque
stantial modification of a rental agree-and the post-modification agreement is the aggregate amount of payments treat
ment occurring on or before May 18 section 467 rental agreement (or the entigs post-modification items.

1999, this paragraph (f) applies only if— agreement (as modified) would be a sec- (vi) Principal purpose of tax avoid-

(A) The rental agreement was a distion 467 rental agreement), the post-modxnce. If a principal purpose of a substan
qualified leaseback or long-term agreetication agreement will, notwithstandingtial modification is to avoid the purpose
ment before the modification and thats treatment as a new agreement under intent of section 467 or the regulation
agreement date, determined without reparagraph (f)(1)(i) of this section, be subthereunder, the Commissioner may tre.
gard to the modification, is after June 3ject to constant rental accrual unless thine entire agreement (as modified) as
1996; or Commissioner determines that, becaussngle agreement for purposes of sectic

(B) The post-modification agreementof the absence of tax avoidance potentiad,67 and the regulations thereunder.
would, after application of the rules inthe post-modification agreement should (5) Definitions. The following defini-
this paragraph (f) (other than the specialot be treated as a disqualified leasebations apply for purposes of this paragrap
rule for disqualified agreements in paraer long-term agreement. (f) and 81.467-7(Q):
graph (f)(4)(iii) of this section), be a dis- (iv) Allocation of rent. If the entire () A modificationof a rental agree-
qualified leaseback or long-term agreeagreement (as modified) provides a spanent is any alteration, including any dele
ment. cific allocation of fixed rent, as describedion or addition, in whole or in part, of a

(2) Post-modification agreement; inin paragraph (c)(2)(ii)(A)(2) of this sec-legal right or obligation of the lessor ol
general. For purposes of determiningtion, the post-modification agreement idessee thereunder, whether the alteratit
whether a post-modification agreement itreated as an agreement that providesis evidenced by an express agreeme
a section 467 rental agreement or a dispecific allocation of fixed rent. If the en-(oral or written), conduct of the parties, o
qualified leaseback or long-term agreetire agreement (as modified) does not pratherwise.
ment under paragraph (f)(1) of this secvide a specific allocation of fixed rent, the (ii) A modification is substantialonly
tion, the terms of the post-modificationfixed rent allocated to rental periods durif, based on all of the facts and circum
agreement are, except as provided iimg the lease term of the post-modificatiostances, the legal rights or obligations th.
paragraph (f)(4) of this section, only thosegreement is determined by applying thare altered and the degree to which the
terms that provide for rights and obligatules of paragraph (c)(2)(ii)(B) of this sec-are altered are economically substantic
tions relating to post-modification itemstion to the entire agreement (as modified)A modification of a rental agreement will



not be treated as substantial solely bes not a substantial modification if thetermining whether a principal purpose o
cause it is not described in paragrapmodification occurs solely as the result ofhe transaction giving rise to the modifi
(f)(6) of this section. one or more of the following— cation is the avoidance of Federal incorr
(i) A modification occurson the ear- (i) The refinancing of any indebted-tax—
lier of the first date on which there is aness incurred by the lessor to acquire the (A) The safe harbors and other princi
binding contract that substantially set@roperty subject to the rental agreememles of 81.467-3(c) are taken into ac
forth the terms of the modification or theand secured by such property (or any refeount; and
date on which agreement to such terms rsncing thereof) but only if all of the fol- (B) The Commissioner may treat th
otherwise evidenced. lowing conditions are met— post-modification agreement as a ne
(iv) Post-modification itemsvith re- (A) Neither the amount, nor the timeagreement or treat the entire agreeme
spect to any modification of a rental agreefor payment, of the principal amount of(as modified) as a single agreement.
ment are all items (other than pre-modifithe new indebtedness differs from the (ii) Exception. Notwithstanding the
cation items) provided under the terms aimount and time for payment of the reprovisions of paragraph (f)(7)(i) of this

the entire agreement (as modified). maining principal amount of the refi-section, the continuing lessor and the ne
(v) Pre-modification itemavith re- nanced indebtedness, except for de mitessee (in the case of a substitution of
spect to any modification of a rentalimis changes; new lessee) or the new lessor and the cc

agreement are pre-modification rent, in- (B) For each of the remaining rentakinuing lessee (in the case of a sale, e
terest thereon, and payments allocablgeriods, the rent allocation schedule, thehange, or other disposition by a lessor
thereto (whether payable before or aftgpayments of rent and interest, and thproperty subject to a rental agreemen
the modification.) For this purpose—  amount accrued under section 467 ammay, in appropriate cases, request tt
(A) Pre-modification rent is rent alloca-changed only to the extent necessary ©ommissioner to treat the transaction as
ble to periods before the effective date dike into account the change in financing were a substantial modification in orde
the modification, but only to the extentcosts, and such changes are made puo have the provisions of paragrap!
such rent is payable under the entirsuant to the terms of the rental agreeme(f)(4)(iii) of this section and 8§1.467—
agreement (as modified) at the time sucim effect before the modification; 7(9)(1) apply to the transaction.
rent was due under the agreement in ef- (C) The lessor and the lessee are not(g) Treatment of amounts payable b
fect before the modification; and related persons to each other or to argssor to lessee(1l) Interest. For pur-
(B) Pre-modification items are identi-lender to the lessor with respect to thposes of determining present value, ar
fied by applying payments, in the ordeproperty (whether under the refinancedimounts payable by the lessor to th
payable under the entire agreement (asdebtedness or the new indebtednesdgssee as interest on prepaid rent a
modified) unless the agreement specifieand treated as negative amounts.
otherwise, to rent and interest thereon in (D) With respect to the indebtedness (2) Other amounts[Reserved]
the order in which amounts accrue. being refinanced, the lessor was granted a(h) Meaning of terms.The following
(vi) The entire agreement (as modi-unilateral option (within the meaning ofmeanings apply for purposes of this se
fied) with respect to any modification is§1.1001-3(c)(3)) by the creditor to repayion and §§1.467-2 through 1.467-9:
the agreement consisting of pre-modificathe refinanced indebtedness, exercisable (1) Agreement dateneans the earlier
tion terms providing for rights and obliga-with or without the lessee’s consent; of the lease date or the first date on whic
tions that are not affected by the modifi- (i) A change in the obligation of thethere is a binding written contract tha
cation and post-modification termslessee to make any of the contingent pagubstantially sets forth the terms unde
providing for rights and obligations thatments described in paragraphs (c)(2)(iii)which the property will be leased.
differ from the rights and obligations(B)(3) through (8) of this section; or (2) Contingent rentmeans any rent
under the agreement in effect before the (iii) A change in the amount of fixed that is not fixed rent, including any
modification. For example, if a 10-yearrent allocated to a rental period that, wheamount reflecting an adjustment based ¢
rental agreement that provides for rent afombined with all previous changes in tha reasonable price index (as defined |
$25,000 per year is modified at the end cimount of fixed rent allocated to theparagraph (h)(10) of this section) or
the 5th year to provide for rent of $30,000ental period, does not exceed one percevdriable interest rate provision (as define
per year in subsequent years, the entid the fixed rent allocated to that rentaln paragraph (h)(16) of this section).
agreement (as modified) provides for geriod prior to the modification. (3) Fixed rentmeans any rent to the
10-year lease term and provides for rent (7) Special rules for certain trans- extent its amount and the time at which
of $25,000 per year in years 1 through fers—(i) In general. For purposes of this is required to be paid are fixed and dete
and rent of $30,000 per year in years paragraph (f), a substitution of a newninable under the terms of the rente
through 10. The result would be the samlessee or a sale, exchange, or other dispagreement as of the lease date. The fi
if the modification provided for both the sition by a lessor of property subject to éowing rules apply for the purpose of de
increase in rent and the substitution of eental agreement will not, by itself, betermining the extent to which rent is fixec
new lessee. treated as a substantial modification urrent:
(6) Safe harbors.Notwithstanding the less a principal purpose of the transaction (i) The possibility of a breach, default
provisions of paragraph (f)(5) of this secgiving rise to the modification is theor other early termination of the renta
tion, a modification of a rental agreemenavoidance of Federal income tax. In deagreement and any adjustments based



a reasonable price index or a variable irment date, that the option will not be exprice is based on a reasonable estima
terest rate provision are disregarded.  ercised. The lessor’s or lessee’s determitetermined as of any date between tt
(i) Rent will not fail to be treated asnation that an option period is either inagreement date and the lease date (or,
fixed rent merely because of the possibileluded in or excluded from the lease terrthe event the agreement date is the sal
ity of impairment by insolvency, bank-is not binding on the Commissioner. Ifas or later than the lease date, determin
ruptcy, or other similar circumstances. the lessee (or a related person) agrees thaat of the agreement date), of the fair ma
(iii) If the lease term (as defined inone or both of them will or could be ob-ket value of the motor vehicle (including
paragraph (h)(6) of this section) includesigated to make payments in the nature any trailer) at the end of the lease term.
one or more periods as to which either theent (within the meaning of 81.168(i))—- (10) An adjustment ibased on a rea-
lessor or the lessee has an option to rene(b)(2)) for a period when another lessesonable price inde¥ the adjustment re-
or extend the term of the agreement, relfthe substitute lessee) or the lessor wiflects inflation or deflation occurring over
will not fail to be treated as fixed renthave use of the property subject to tha period during the lease term and is d
merely because the option has not beeantal agreement, the Commissioner matermined consistently under a generall
exercised. in appropriate cases, treat the period whercognized index for measuring inflatior
(iv) If the lease term includes one othe substitute lessee or lessor will haver deflation (for example, the non-seasor
more periods during which a substituteise of the property as part of the leasally adjusted U.S. City Average All ltems
lessee or lessor may have use of the progrm. See 8§1.467-7(f) for special rule€onsumer Price Index for All Urban Con
erty, rent will not fail to be treated asapplicable to the lessee, substitute lesse®jmers (CPI-U), which is published by
fixed rent merely because the contingerand lessor. the Bureau of Labor Statistics of the De
cies relating to the obligation of the lessee (7) A loss payment provisiomeans a partment of Labor). An adjustment will
(or a related person) to make payments jprovision that requires the lessee to payot fail to be treated as one that is bas
the nature of rent have not occurred. the lessor a sum of money (which may ben a reasonable price index merely b
(v) If either the lessor or the lessee haaither a stipulated amount or an amourttause the adjustment may be limited to
an unconditional option or options, exerdetermined by reference to a formula ofixed percentage, but only if the partie:
cisable on one or more dates during thether objective measure) if the propertyeasonably expect, as of any date betwe
lease term, that, if exercised, require paysubject to the rental agreement is losthe agreement date and the lease date |
ments of rent to be made under an alternatolen, damaged or destroyed, or othern the event the agreement date is ti
tive payment schedule or schedules, thegise rendered unsuitable for any useame as the lease date, as of such da
amount of fixed rent and the dates ofKother than for scrap purposes). that the fixed percentage will actually
which such rent is required to be paid are (8) A qualified percentage rents provi-limit the amount of the rent payable dur
determined on the basis of the paymersionmeans a provision pursuant to whicling less than 50 percent of the lease tern
schedule that, as of the agreement date,tie rent is equal to a fixed percentage of (11) For purposes of determining
most likely to occur. If payments of rentthe lessee’s receipts or sales (whether whether a section 467 rental agreement
are made under an alternative paymembt receipts or sales are adjusted for re& leaseback within the meaning o
schedule that differs from the paymenturned merchandise or Federal, state, &1.467-3(b)(2), two persons amdated
schedule assumed in applying the precetbcal sales taxes), but only if the percentpersonsf they are related persons withir
ing sentence, then, for purposes of parage does not vary throughout the leagbe meaning of section 465(b)(3)(C). i
graph (f) of this section, the rental agreeterm. A provision will not fail to be all other cases, two persons aetated
ment is treated as having been modified ateated as a qualified percentage renfsersonsif they either have a relationshif
the time the option to make payments oprovision solely by reason of one or moréo each other that is specified in sectio
such alternative schedule is exercised. of the following additional terms: 267(b) or section 707(b)(1) or are relate
(4) Late payment chargmeans any (i) Differing percentages of receipts orentities within the meaning of section:
amount required to be paid by the lessemales apply to different departments 0168(h)(4)(A), (B), or (C).
to the lessor as additional compensatioseparate floors of a retail store, but only if (12) Rental agreemenncludes any
for the lessee’s failure to make any paythe percentage applicable to a particulaagreement, whether written or oral, the
ment of rent under a rental agreemerdepartment or floor does not varyprovides for the use of tangible propert
when due. throughout the lease term. and is treated as a lease for Federal i
(5) Lease datameans the date on (ii) The percentage is applied to re€ome tax purposes.
which the lessee first has the right to useeipts or sales in excess of determinable (13) A residual condition provision
of the property that is the subject of thelollar amounts, but only if the deter-means a provision in a rental agreeme
rental agreement. minable dollar amounts are fixed and ddhat requires a payment to be made by ¢
(6) Lease termmeans the period dur- not vary throughout the lease term. ther the lessor or the lessee to the oth
ing which the lessee has use of the prop- (9) Aqualified TRAC provisiomeans party based on the difference between tl
erty subject to the rental agreement, ira terminal rental adjustment clause (as dectual condition of the property subject t
cluding any option to renew or extend théined in section 7701(h)(3)) contained in dhe agreement, determined as of the ex|
term of the agreement other than an omualified motor vehicle operating agreeration of the lease term, and the expect
tion, exercisable by the lessee, as to whighent (as defined in section 7701(h)(2))¢ondition of the property at the expiratior
it is reasonably expected, as of the agrebut only if the adjustment to the rentabf the lease term, as set forth in the rent



agreement. The amount of any such pay- (i) [Reserved]. riod is $10,000 and the rental period i
ment may be determined by reference to (j) Computational rules.For purposes one month, the annualized fixed rent fc
any objective measure relating to the usef this section and §81.467-2 throughhat rental period is $120,000 ($10,00
or condition of the property, such asl.467-9, the following rules apply— times 12).
miles, hours or other duration of use, units (1) Counting conventionsAny rea- (4) Allocation of fixed rent within a pe-
of production, or similar measure. A pro-sonable counting convention may be useadod. A rental agreement that allocate
vision will be treated as a residual condi¢for example, 30 days per month/360 dayfixed rent to any period is treated as allc
tion provision only if the payment repre-per year) to determine the length of &ating fixed rent ratably within that pe-
sents compensation for the use of, or weaental period or to perform any computariod. Thus, if a rental agreement provide
and tear on, the property in excess of, dion. Rental periods of the same descrighat $120,000 is allocated to each cale
below, a standard set forth in the rentdlve length, for example annual, semiandar year in the lease term, $10,000 of re
agreement, and the standard is reasonalslyal, quarterly, or monthly, may bejs allocated to each calendar month.
expected, as of any date between theesated as being of equal length. (5) Rental period length.Except as
agreement date and the lease date (or, in(2) Conventions regarding timing of provided in §1.467-3(d)(1) (relating tc
the event the agreement date is the sament and paymen%s(l) In general. For agreements for which constant rental a
as or later than the lease date, as of tipeirposes of determining present valuegryal is required), rental periods may b
agreement date), to be met at the expirand yield only, except as otherwise propf any length, may vary in length, anc
tion of the lease term. vided in this section and §§1.467—-Znay be different as between the lessi
(14) Atax indemnity provisiomeans a through 1.467—-8— and the lessee as long as—
provision in a rental agreement that may (A) The rent allocated to a rental pe- (j) The rental periods are one year c
require the lessee to make one or moréd is taken into account on the last daygs cover the entire lease term, and
payments to the lessor in the event thaff the rental period; not overlap;
the Federal, foreign, state, or local income (B) Any amount payable during the (jj) Each scheduled payment under th
tax consequences actually realized by farst half of the first rental period is (gptal agreement (other than a payme
lessor from owning the property subjectreated as payable on the first day of thalcheduled to occur before or after th
to the rental agreement and leasing it teental period; lease term) occurs within 30 days of th
the lessee differ from the consequences (C) Any amount payable durlr]g thebeginning or end of a rental period; and
reasonably expected by the lessor, biitrst half of any other rental period is (iii) In the case of a rental agreemer
only if the differences in such cons_e{reated_ as payable on the last day of tha4t does not provide a specific allocatio
guences result from a misrepresentatiopreceding rental period,; of fixed rent, the rental periods selecte
act, or failure to act on the parfc qf the (D) Any amount payal?le plurmg thed0 not cause the agreement to be treat
lessee, or any other factor not within theecond half of a rental period is treated 3% a section 467 rental agreement unle
control of Fhe lessor or any related persorpayable on the last day of the rental P&l alternative rental period schedule
(15) Thwd—party costsnclud_e any rea_l riod; and _ would result in such treatment.
estate taxes, insurance premiums, mainte-(E) Any amount payable at the mid-
nance costs, and any other costs (exclugeint of a rental period is treated, in apply§1.467—2 Rent accrual for section 467
ing a debt service cost) that relate to thimg this paragraph (j)(2), as an amouniental agreements without adequate
leased property and are not within the@ayable during the first half of the rentainterest.
control of the lessor or lessee or any peperiod.
son related to the lessor or lessee. (i) Time amount is payableFor pur- (&) Section 467 rental agreements fo
(16) Avariable interest rate provision poses of this paragraph (j)(2), an amourhich proportional rental accrual is re-
means a provision in a rental agreemeig payable on the last day for timely payduired. Under §1.467-1(d)(2)(ii), the
that requires the rent payable by the lessegent (that is, the last day such amourftxed rent for each rental period is the prc
to the lessor to be adjusted by the dollanay be paid without incurring interestportional rental amount, computed unde
amount of changes in the amount of intercomputed at an arm’s-length rate, a sutparagraph (c) of this section, if—
est payable by the lessor on any indebtedtantial penalty, or other substantial detri- (1) The section 467 rental agreement
ness that was incurred to acquire the propaent (such as giving the lessor the right tBot a disqualified leaseback or long-terr
erty subject to the rental agreement (derminate the agreement, bring an actiodgreement under 81.467-3(b); and
any refinancing thereof), but— to enforce payment, or exercise other sim- (2) The section 467 rental agreemel
() Only to the extent the changes aréar remedies under the terms of the agre€oes not provide adequate interest on fixe
attributable to changes in the interest ratepent or applicable law)). rent under paragraph (b) of this section.
and (3) Annualized fixed rentAnnualized (b) Adequate interest on fixed ren{l)
(i) Only if the indebtedness providesfixed rent is determined by multiplying In general. A section 467 rental agree-
for interest at one or more qualified floatthe fixed rent allocated to the rental pement provides adequate interest on fixe
ing rates (within the meaning of 81.1275+iod under paragraph (c)(2)(ii) of this secrent if, disregarding any contingent rent—
5(b)), or the changes are attributable to tton by the number of periods of the rental (i) The rental agreement has no de
refinancing at a fixed rate or one or mor@eriod’s length in a calendar year. Thuderred or prepaid rent as described i
qualified floating rates. if the fixed rent allocated to a rental pe§1.467-1(c)(3);



(i) The rental agreement has deferred rate or rates that meet the requirements(iii) The Federal long-term rate if the
or prepaid rent, and— of §1.1275-5(a)(3)(i)(A) or (B) and term of the rental agreement is over
(A) The rental agreement provides in{a)(4). years.
terest (the stated rate of interest) on de- (¢) Computation of proportional rental  (2) Source of applicable Federal rates
ferred or prepaid fixed rent at a singleamount—(1) In general. The propor- The Internal Revenue Service publishe
fixed rate (as defined in 81.1273-tional rental amount for a rental period igshe applicable Federal rates, based on ¢
1(c)(1)(iii)); the amount of fixed rent allocated to thewal, semiannual, quarterly, and monthl
(B) The stated rate of interest on fixedental period under §1.467-1(c)(2)(ii),compounding, each month in the Internz
rent is no lower than 110 percent of thenultiplied by a fraction. The numeratorRevenue Bulletin (see §601.601(d) of thi
applicable Federal rate (as defined iof the fraction is the sum of the presenthapter). However, the applicable Fec
paragraph (e)(3) of this section); values of the amounts payable under theral rates may be based on any cor
(C) The amount of deferred or prepaiderms of the section 467 rental agreemepbunding assumption. To convert a ralt
fixed rent on which interest is charged iss fixed rent and interest thereon. The dbased on one compounding assumption
adjusted at least annually to reflect theominator of the fraction is the sum of then equivalent rate based on a differel
amount of deferred or prepaid fixed renpresent values of the fixed rent allocatedompounding assumption, see 81.127:
as of a date no earlier than the date of the each rental period under the rental(j), Example 1.

preceding adjustment and no later thaagreement. (3) 110 percent of applicable Federal
the date of the succeeding adjustment; (2) Section 467 rental agreements thatate. For purposes of §1.467—1, this sec
and provide for a variable rate of interesfo tion and §81.467-3 through 1.467-9, 11

(D) The rental agreement requires inealculate the proportional rental amounpercent of the applicable Federal rat
terest to be paid or compounded at leafir a section 467 rental agreement thaheans 110 percent of the applicable Fe
annually; provides for a variable rate of interest, seeral rate based on semiannual compoun

(i) The rental agreement provides for81.467-5. ing or any rate based on a different con
deferred rent but no prepaid rent, and the (d) Present valueFor purposes of de- pounding assumption that is equivalent t
sum of the present values (within théermining adequate interest under para10 percent of the applicable Federal ra
meaning of paragraph (d) of this sectionjraph (b) of this section or the proporbased on semiannual compounding. Tl
of all amounts payable by the lessee d@®nal rental amount under paragraph (dnternal Revenue Service publishes 11
fixed rent (and interest, if any, thereon) i®f this section, the present value of anpercent of the applicable Federal rate
equal to or greater than the sum of thamount is determined using a discourtiased on annual, semiannual, quarter!
present values of the fixed rent allocatechte equal to 110 percent of the applicablend monthly compounding, each mont
to each rental period; or Federal rate. In general, present values the Internal Revenue Bulletin (se¢

(iv) The rental agreement provides foare determined as of the first day of th&601.601(d)(2) of this chapter).
prepaid rent but no deferred rent, and thiirst rental period in the lease term. How- (4) Term of the section 467 renta
sum of the present values of all amountsver, if a section 467 rental agreemerdggreement(i) In general. For purposes
payable by the lessee as fixed rent, plu=lls for payments of fixed rent prior toof determining the applicable Federal rat
the sum of the negative present values tiie lease term, present values are detemder this paragraph (e), the term of tt
all amounts payable by the lessor as intemined as of the first day a fixed rent paysection 467 rental agreement includes tl
est, if any, on prepaid fixed rent, is equaient is called for by the agreement. Fdease term, any period before the lea:
to or less than the sum of the present vaburposes of the present value determinderm beginning with the first day an
ues of the fixed rent allocated to eachion under paragraph (b)(1)(iv) of thisamount of fixed rent is payable under th
rental period. section, the fixed rent allocated to a rentakrms of the rental agreement, and any p

(2) Section 467 rental agreements thaperiod must be discounted from the firstiod after the lease term ending with th
provide for a variable rate of interest.day of the rental period. For other conlast day an amount of fixed rent or intere:
For purposes of the adequate interest tegtntions and rules relating to the determithereon is payable under the rental agre
under paragraph (b)(1) of this section, if aation of present value, see §1.467-1(ghent.
section 467 rental agreement provides fand (j). (i) Section 467 rental agreements wit|
variable interest, the rental agreement is (e) Applicable Federal rate-(1) In variable interest. If a section 467 rental
treated as providing for fixed rates of ingeneral. The applicable Federal rate for aagreement provides variable interest c
terest on deferred or prepaid fixed rensection 467 rental agreement is the applicieferred or prepaid fixed rent, the term c
equal to the fixed rate substitutes (detemable Federal rate in effect on the agredhe rental agreement for purposes of ce
mined in the same manner as undeament date. The applicable Federal rate faulating the applicable Federal rate is tf
81.1275-5(e), treating the agreement daterental agreement means— longest period between interest rate a
as the issue date) for the variable rates (i) The Federal short-term rate if thgustment dates, or, if the rental agreeme
called for by the rental agreement. Foterm of the rental agreement is not over Brovides an initial fixed rate of interest or
purposes of this section, a rental agreerears; deferred or prepaid fixed rent, the perio
ment provides for variable interest if all (i) The Federal mid-term rate if thebetween the agreement date and the I
stated interest provided by the agreemeterm of the rental agreement is over 8ay the fixed rate applies, if this period i
is paid or compounded at least annually gears but not over 9 years; and longer. If, as described in 8§1.1274-



4(c)(2)(ii), the rental agreement providesletermined as follows: $620,000/(1.10)5 =at this fixed rate for purposes of determining wheth
for a qualified floating rate (as defined in$384,971.22. The present value of all fixed rent aladequate interest is provided under paragraph (b)

: located under the rental agreement (discounting thhis section. Accordingly, the requirements of par
§1'1275_ S(b)) that in SUb‘_Stance resen?amount of fixed rent allocated to a rental periogyraph (b)(1)(ii) of this section are satisfied, and th
bles a fixed rate, the applicable Federglom the last day of the rental period) isrental agreement has adequate interest.

rate is determined by reference to th§379,078.68, determined as follows: Example 3.() X and Y enter into a section 467
lease term. rental agreement for the lease of real property begi
. 1-(1.10y5 . d endi 9

() Examples.The following examples ~ $379,078.68 = $100,000 ———— ning on January 1, 2000, and ending on Decem
.10 31, 2002. The rental agreement provides that rent

illustrate the application of this section. _ .
$800,000 is allocable to 2000, $1,000,000 is alloc:

In each of these examples it is assumed (g) The rental agreement provides adequate i 1o 2001, and $1,200,000 is allocable to 200!
that the rental agreement is not a disqualierest on fixed rent because the present value of 8,qer the rental agreement, Y must make

fied leaseback or long-term agreemerfingle amount payable under the section 467 rentgh 500 000 payment on December 31, 2002. A
subject to constant rental accrual. The e agreement exceeds the sum of the present valuessglﬁne that both X and Y choose the calendar year

%ixed rent allocated. )

amples are as follows: ) ) . _the rental period, X and Y are calendar year taxpa
P v) l_:or an example illustrating the CorT]pUt‘r"t'oners, and 110 percent of the applicable Federal rate

of the yield on the rental agreement and the alloc

) . Ily.
E_xample L.0) C.ag.rees to lease property from Dtion of the interest and rent provided for under the 5 _percent compounded annua W .
for five years beginning on January 1, 2000, anpental agreement, see §1.467—&jample 2 (i) The rental agreement fails to provide ade
ending on December 31, 2004. The section 467 N ; . - quate interest under paragraph (b)(1) of this sectio
o Example 2.(i) E and F enter into a section 467 - )
rental agreement provides that rent of $100,000 agza agreement for the lease of equipment beg.Therefore, under §1.467-1(d)(2)(ii), the fixed ren

in- S )
crues in each calendar year in the lease term and that o on January 1, 2000, and ending on Decemb” each rental period is the proportional rente

rent of $500,000 plus $120,000 of interest is payabl§1’ 2004. The rental agreement provides that rent (_).l_mt. . -
on December 31, 2004. Assume that the parties S$100,000 accrues for each calendar month during (iii)(A) The proportional rental amount is com-

lect the calendar year as the rental period and thals |ease term. All rent is payable on December 3gyted under paragraph (c) of this section. Becau
110 percent of the applicable Federal rate is 10 pegpo4, together with interest on accrued rent at the rental agreement does not call for any fixed re
cent, compounded annually. qualified floating rate set at a current value (as gdayments prior to the lease term, under paragra
(i) The rental agreement has deferred rent und@fed in §1.1275-5(a)(4)) that is compounded at thé!) of this section, the present value is determined
§1.467-1(c)(3)(i) because the fixed rent allocated tand of each calendar month and adjusted at the B-the first day of the first rental period in the leas
calendar years 2000, 2001, and 2002 is not paid ungjinning of each calendar month throughout the lead€"™m. The present value of the single amour
2004. In addition, because the rental agreemefdrm. Therefore, the rental agreement provides fd¥ayable by the lessee under the rental agreemen
does not state an interest rate, the rental agreemegatiable interest within the meaning of paragrapigomputed as follows:
does not satisfy the requirements of paragrapfb)(2) of this section.
(P)(1)(ii) of this section. (i) On the agreement date the qualified floating $2,348,724.30 =$3,000,000
(iii)(A) Because the rental agreement has derate is 7.5 percent, and 110 percent of the applicable (1 +.085f%
ferred fixed rent and no prepaid rent, the agreemeRederal rate, as defined in paragraph (e)(3) of this sec-
has adequate interest only if the present value teitn, based on monthly compounding, is 7 percent. (B) The sum of the present values of the fixe
provided in paragraph (b)(1)(iii) of this section isUnder paragraph (b)(2) of this section, the fixed rateent allocated to each rental period (discounting tt
met. The present value of all fixed rent and interestubstitute for the qualified floating rate is 7.5 percerfixed rent allocated to a rental period from the la:
payable under the rental agreement is $384,971.2and the agreement is treated as providing for intereday of such rental period) is computed as follows:

2 526.272.20 800,000 + $1,000,000 + $1,200,000
(1+.085) (1+.08%) (1+.085%

(C) Thus, the fraction for determining the pro-agreement within the meaning of paraance of Federal income tax (as describ
portional rental amount is .9297194 ($2,348,724.3Qraph (b) of this section. Constant rentah paragraph (c) of this section);

2,526,272.20). The section 467 interest for each ; .. . .
$ ). The secti ' : %éccrual may not be used in the absence of(ii) The Commissioner determines tha
the taxable years within the lease term is compute

and taken into account as provided in §1.467-4. TH& determination by the Comm_ISSIOne,rbecause of the tax avoidance purpose, t
section 467 rent for each of the taxable years withiRursuant to paragraph (b)(1)(ii) of thisagreement should be treated as a disquz
the lease term is as follows: section, that the rental agreement is dis$;eq |easeback or long-term agreemen
qualified. Such determination may be,q

made either on a case-by-case basis or in
regulations or other guidance publishegj

2000 $743,775.52 ($ 800,000.9297194) py the Commissioner (see §601.601(d)(2 .
2001 929,719.40 ($1,000,000.9297194) ¢ pic Chanter) providing that a certain nder 81.467-1(c)(4) (relating to the ex

2002 1,115,663.28 ($1,200,000.9297194 tion for rental agreements involving
( ) type or class of leaseback or Iong—terngfep on for rental agreements INVOVIng

§1.467-3 Disqualified leasebacks and agreement will be treated as disqualifie&Otal payments of $250,000 or less) e

long-term agreements. and subject to constant rental accrual. c€eds $2,000,000. _
(b) Disqualified leaseback or long- (2) Leaseback.A section 467 rental

(a) General rule. Under §1.467- term agreement(1) In general. A adreementis aleaseback if the lessee (c
1(d)(2)(i), constant rental accrual (as deleaseback (as defined in paragraph (b)(#§!ated person) had any interest (oth
scribed under paragraph (d) of this sewf this section) or a long-term agreemerthian a de minimis interest) in the propert
tion) must be used to determine the fixe¢as defined in paragraph (b)(3) of this sed@t any time during the two-year perioc
rent for each rental period in the leas#on) is disqualified only if— ending on the agreement date. For th
term if the section 467 rental agreement is (i) A principal purpose for providing in- purpose, interests in property include oy
a disqualified leaseback or long-terntreasing or decreasing rent is the avoidions and agreements to purchase tl

Taxable ) )
year Section 467 rent (iii) The amount determined with re-

pect to the section 467 rental agreeme



property (whether or not the lessee or rewill be required to establish that tax (A) A contingent rent provision set
lated person was considered the owner afroidance is not a principal purpose foforth in 81.467-1(c)(2)(iii))(B); or
the property for Federal income tax purproviding increasing or decreasing rent. (B) A single rent holiday provision al-
poses) and, in the case of subleased prophe term “marginal tax rate” means thdowing reduced rent (or no rent) for one
erty, any interest as a sublessor. percentage determined by dividing oneonsecutive period during the lease terr
(3) Long-term agreement(i) In gen- dollar into the amount of the increase obut only if—
eral. A section 467 rental agreement is alecrease in the Federal income tax liabil- (1) The rent holiday is for a period of
long-term agreement if the lease term ety of the taxpayer that would result fromthree months or less at the beginning
ceeds 75 percent of the property’s statan additional dollar of rental income orthe lease term and for no other period; o
tory recovery period. deduction. (2) The duration of the rent holiday is
(ii)y Statutory recovery peried(A) In (i) Significant difference in tax rates.reasonable, determined by reference
general. The term statutory recovery pe-A significant difference between the marcommercial practice (as of the agreeme
riod means— ginal tax rates of the lessor and lessee dmte) in the locality where the use of th
(1) In the case of property depreciableeasonably expected if— property occurs, and does not exceed t
under section 168, the applicable period (A) The rental agreement has increadesser of 24 months or 10 percent of tf
determined under section 467(e)(3)(A); ing rents and the lessor’'s marginal tax ratiease term.
(2) Inthe case of land, 19 years; and is reasonably expected to exceed the (4) Uneven rent test(i) In general.
(3) In the case of any other tangibldessee’s marginal tax rate by more than I0he uneven rent test is met if the rent allc
property, the period that would applypercentage points during any rental periodated to each calendar year does not v
under section 467(e)(3)(A) if the propertyto which the rental agreement allocateBom the average rent allocated to all ca
were property to which section 168annualized fixed rent that is less than thendar years (determined in accordanc
applied. average rent allocated to all calendawith the rules set forth in paragrapt
(B) Special rule for rental agreementsyears (determined by taking into accoun(c)(4)(iii) of this section) by more than 1C
relating to properties having differentthe rules set forth in paragraph (c)(4)(iiipercent.
statutory recovery periodsin the case of of this section); or (iiy Special rule for real estatePara-
a rental agreement relating to two or more (B) The rental agreement has decreagraph (c)(4)(i) of this section is applied by
related properties that have differening rents and the lessee’s marginal tax ragbstituting “15 percent” for “10 percent”
statutory recovery periods, the statutoris reasonably expected to exceed thi¢ the rental agreement is a long-tern
recovery period for purposes of paragraplessor’s marginal tax rate by more than 18greement and at least 90 percent of t
(b)(3)(ii)(A) of this section is the percentage points during any rental periogroperty subject to the agreement (dete
weighted average, based on the fair mate which the rental agreement allocatesined on the basis of fair market value ¢
ket values of the properties on the agreennualized fixed rent that is greater thanf the agreement date) consists of re
ment date, of the statutory recovery perithe average rent allocated to all calendgroperty (as defined in §1.856-3(d)).

ods of each of the properties. years (determined by taking into account (iii) Operating rules. In determining
(c) Tax avoidance as principal purposethe rules set forth in paragraph (c)(4)(iiiwhether the uneven rent test has bet
for increasing or decreasing rent(1) In of this section). met, the following rules apply:

general. In determining whether a princi-  (iii) Special circumstancesin deter- (A) Any contingent rent attributable to
pal purpose for providing increasing omining the expected marginal tax rates cd provision set forth in §1.467-1(c)-
decreasing rent is the avoidance of Fedhe lessor and lessee, net operating l0&2)(iii))(B)(3) through (9) is disregarded.
eral income tax, all relevant facts and cirand credit carryovers and any other attrib- (B) If the lease term includes one o
cumstances are taken into account. Howres or special circumstances reasonabiiyore partial calendar years (a period le:
ever, an agreement will not be treated asexpected to affect the Federal income tathan a complete calendar year), the ave
disqualified leaseback or long-term agrediability of the taxpayer (including the al- age rent allocated to each calendar year
ment if either of the safe harbors set fortkernative minimum tax) are taken into acthe total rent allocated under the rent:
in paragraph (c)(3) of this section is metcount. For example, in the case of a parkgreement, divided by the actual lengt
The mere failure of a leaseback or longaership or S corporation, the amount ofin years) of the lease term. The rent allc
term agreement to meet one of these safental income or deduction that would beated to a partial calendar year is annue
harbors will not, by itself, cause theallocable to the partners or shareholderized by multiplying the allocated rent by
agreement to be treated as one in whidlespectively, is taken into account. the number of periods of the partial caler
tax avoidance was a principal purpose for (3) Safe harbors.Tax avoidance will dar year’s length in a full calendar yea
providing increasing or decreasing rent. not be considered a principal purpose faand the annualized rent is treated as t
(2) Tax avoidance-(i) In general. If, providing increasing or decreasing renamount of rent allocated to that year i
as of the agreement date, a significant diff— determining whether the uneven rent te
ference between the marginal tax rates of (i) The uneven rent test (as defined is met.
the lessor and lessee can reasonably paragraph (c)(4) of this section) is met; or (C) In the case of a rental agreemel
expected at some time during the lease (i) The increase or decrease in rent inot described in paragraph (c)(4)(ii) o
term, the agreement will be closely scrutiwholly attributable to one or more of thethis section, an initial rent holiday perioc
nized and clear and convincing evidenctollowing provisions— and any rent allocated to such period a



disregarded for purposes of this paragraghat, if paid at the end of each rental pdesses or credits from taxable years preceding 20
(c)(4) if taking such period and rent intoriod, would result in a present value equd! 2ddition, as of the agreement date, K expects tf
account would cause the agreement to faib the present value of all amountd W bé subject to the maximum rate of tax im
. - osed by section 11 in 2000 and that it will not b
to meet the uneven rent test. For purposeayable under the disqualified leasebagfited in its ability to use any losses or credits. A
of this paragraph (c)(4), an initial rentor long-term agreement as rent and inteef the agreement date, L expects that it will be sul
holiday period is any period of threeest. In computing the constant rentajct to the alternative minimum tax imposed by se«
months or less at the beginning of themount, the rules for determining preseron 55 in 2000. The rental agreement provides f
lease term during which annualized fixed/alue are the same as those provided nt allocations in each year of the lease term,

. . . | :
rent (determined by treating such perio@1.467-2(d) for computing the propor—0 ons

as a rental period for purposes of §1.46%ional rental amount. If constant rental Year Amount
1(j)(3)) is less than the average rent allcaccrual is required, all rental periods 2000 $427,500
cated to all calendar years (determine¢bther than an initial or final short period 2001 442,500
before the application of this paragraplof not more than one month) must be 2002 457,500
(c)(4)(iii)(C)). equal in length and satisfy the require- ;882 jg’ggg

(D) In the case of a rental agreemenhents of §1.467-1(j)(5). 2005 502,500
described in paragraph (c)(4)(ii) of this (2) Initial or final short periods. If a 2006 517,500
section, one qualified rent holiday periodlisqualified leaseback or long-term agree- 2007 532,500
and any rent allocated to such period am@ent has an initial or final short rental pe- 2008 547,500

disregarded for purposes of this paragrapfiod, the constant rental amount for the ~ 29% 562,500

(c)(4) if taking such period and rent intainitial or final short period may be deter- (i As described in paragraph (c)(2) of this sec
account would cause the agreement to faitined under any reasonable methodion, as of the agreement date, a significant diffe
the uneven rent test. For this purpose, ldowever, the sum of the present values §fice between the marginal tax rates of the Iegsor E
qualified rent holiday period is a consecuall the constant rental amounts must equglssee can reasonably be expected at some time ¢

h . . L . ng the lease term. First, the rental agreement h
tive period that is an initial rent holidaythe present values of all amounts payab|rercreasing rents. Second, the lessor’s marginal t

period or that meets the following condi-under the disqualified leaseback or longmate exceeds the lessee’s marginal tax rate by mq
tions: term agreement as rent and interest. Arilyan 10 percentage points during a rental period

(1) The period does not exceed thadjustment necessary to eliminate the sebich the rental agreement allocates less than a r
lesser of 24 months or 10 percent of thgon 467 loan balance because of th@ble portion of the aggregate amount of rent payak

- . . under the agreement. For example, for the ye
lease term (determmed before the app“Ct’methOd used to determine the CO”Sta%oo the Iegsor’s expected margir?al tax rate ig :

tion of this paragraph (c)(4)(iii)(D)). rental amount for short periods must bgercent, the percentage determined by dividing tl

(2) Annualized fixed rent during thetaken into account as section 467 rent fancrease in the Federal income tax liability of K tha
period (determined by treating the perioghe final rental period. would result from an additional dollar of rental in-
as a rental period for purposes of §1.467— (3) Method to determine constantc®me ($.35) by $1. Because the lessee is subjec

: - . K the alternative minimum tax, the lessee’s expecte
10)(3)) is less than the average rent allaental amount; no short perlods(l) Step marginal tax rate for 2000 is 20 percent, the psrcer

cated to all calendar years (determined. Determine the present value Otige determined by dividing the decrease in the Fe
before the application of this paragraplamounts payable under the disqualifiedral income tax liability (taking into account both

(©)(A)(iii)(D)). leaseback or long-term agreement as reffig decrease in the lessee’s regular tax and the
(3) providing less than average rent fobr interest. crease in the lessee’s alternative minimum tax) th

. . . .. . would result from an additional dollar of rental de:
the period is reasonable, determined by (ii) Step 2. Determine the presentduction ($.20) by $1. Further, for the year 2000, th

reference to commercial practice (as ofalue of $1 to be received at the end qént allocated in accordance with the rental agre
the agreement date) in the locality whereach rental period during the lease term agent is $427,500, which is less than a ratable pc
the use of the property occurs. of the first day of the first rental periodtion of the aggregate amount of rental payment

(E) If the rental agreement contains auring the lease term (Or, if earlier, th§495,000, determined by dividing the total rent
variable interest rate provision, the unfirst day a rent payment is required und ayable under the agreement (34,950,000) by t

. . . umber of years in the lease term (10). Thus, b
even rent test is applied by treating thehe rental agreement). cause a significant difference between the margin

rent as having been fixed under the terms (jii) Step 3. Divide the amount deter- tax rates of the lessor and lessee can reasonably
of the rental agreement for the entire leas@iined in paragraph (d)(3)(i) of this secexpected during the lease term, the agreement

term using fixed rate substitutes (deterion (Step 1) by the number of dollars gebe closely scrutinized and clear and convincing ev
mined in the same manner as §1-1275termined in paragraph (d)(3)(ii) of thisdence will be required to establish that tax avoic

’ . t incipal f idi . :
5(6), treatlng the agreement date as ﬂs%ction (Step 2) iz:]r;c?elr?t.no a principal purpose for providing increa

issue date) for the variable rates of inter- (e) Examples.The following examples  Example 2.(i) Aand B enter into a long-term

est provided under the terms of th@|ustrate the application of this section: agreement for a 5-year lease of personal prope

lessor’s indebtedness. beginning on July 1, 2000, and ending on June 3

(d) Calculating constant rental . Example 1. (i) K, lessor, and L, lessee, enter2005. The rental agreement proyides that the rent

| Except as bro- into a long-term agre_em_ent for a 10-year lease afllocated to the calendar years in the lease ‘term‘

a_mour_‘{_(l) In general. p_ p _personal property beginning on January 1, 2000. Kccordance with the following schedule and is pa

vided in paragraph (d)(2) of this SeCtiONgng L are C corporations that use the calendar yeat successive six-month intervals (on December :
the constant rental amount is the amouRs their taxable year. K does not have any unusesd June 30) during the lease term:



Year Amount Year Amount Example 6. (i) X and Y enter into a leaseback

2000 $450,000 2000 $539,574 for a 5-year lease of personal property beginning
2001 900,000 2001 583 603 January 1, 1998, and ending on December 31, 20(
2002 900:000 2002 631:225 The rental agreement provides that $0 of rent is all
2003 1,100,000 2003 886,733 cated to years 1998, 1999, and 2000, and that rent
2004 1,100,000 2004 959,090 $17,500,000 is allocated to years 2001 and 200
2005 550,000 2005 1,037,352 The rental agreement provides that the rent allocat

to each year is payable on December 31 of that ye

(i) In determining whether the uneven rent test (i) Assume further that the lessor's indebtednesdssume all rental periods are the calendar year. A
described in paragraph (c)(4)(i) of this section idears interest at the rate of 2 percent in excess of thieme also that 110 percent of the applicable Fede
met, the total amount of rent allocated under thé-month London Interbank Offered Rate (LIBOR)rate based on annual compounding is 12 percent.
rental agreement is $5,000,000, and  the lease teiimeffect on the first day of the 6-month period for  (i)(A) If the Commissioner determines that the
is five years. The average rent for each year igach rental period and that, on the agreement datéaseback is disqualified, the constant rental amot
$1,000,000 (see paragraph (c)(4)(iii)(B) of this secthe interest rate under this formula would be 8 peis computed as follows:
tion), and the uneven rent test is met if the rent fagent. If the interest rate remained fixed during the (B) Step 1 in calculating the constant renta
each year is not less than $900,000 and not mogétire lease term, the formula for determining th@mount is to determine the present value of the tv
than $1,100,000. The test is met for 2000 becausent payable by the lessee would result in paymenggyments due under the rental agreement as follov
the annualized rent for that year is $900,000. Thef rent in the amount of $450,000 for each six-
test is met for 2005 because the annualized rent f81oNth period in 2000, 2001, and 2002, and $21,051,536 =>1/.500,000 + $17,500,000
that year is $1,100,000. The test is met for each §50,000 for each six-month period in 2003, 2004, (L.12¢ (1.12p
the years 2001 through 2004 because the rent fapd 2005. (iii) Because no amounts of rent are payable b
each of these years is not less than $900,000 and not(iii) Under paragraph (c)(4)(iii)(E) of this sec- fore the lease term, Step 2 in calculating the const
more than $11100’000 Accordingly, because the uHDn, the fixed rate substitute for the variable intere%ntm amount is to determine the present value as
even rent test of paragraph (c)(4)(i) of this section i&te provision produces a schedule of fixed rents thgde first day of the lease term of $1 to be received
met, the long-term agreement will not be treated d8€ets the uneven rent test of paragraph (c)(4)(i) @he end of each rental period during the lease ter
disqualified. this section. Thus, even if the actual rents payabignis results in a present value of $3.6047762. |

Example 3.(i) C and D enter into a long-term under the rental agreement dq not meet the unevefiep 3 the amount determined in Step 1 is divided |
agreement for a lease of personal property beginniﬁqnt test because of fluctuations in the 6-montthe number of dollars determined in Step 2. Thu
on October 1, 1999, and ending on December 3t/BOR. the uneven rent test will be treated as havhe constant rental amount is $5,839,901 for ea
2005. The rental agreement provides that the rent/2J Peen met, and the long-term agreement will nqfajendar year during the lease term computed as f
allocated to the calendar years in the lease term Rf reated as disqualified. lows:

accordance with the following schedule and is paid Example 5.(f) G and H enter into a long-term $21.051,536
at successive six-month intervals (on December ﬁgrgement for a 5-year lease of person_al property $5,839,901 ===———"—
and June 30) during the lease term: beginning on January 1, 2000, and ending on _De- 3.6047762
cember 31, 2004. The rental agreement provides
Year Amount that the rent is payable to G at the rate of $40,0081.467—4 Section 467 loan.
per month in arrears, subject to an adjustment based
;ggg 900 §0% on changes in prevailing interest rates during the (a) In general_(]_) Overview. Except
' lease term. Under this adjustment, the lessor is enti i i i
2001 900,000 tled to receive an amount equal to the sum of aspe%—S prowded n paragraph (a)(2) of thl?
2002 900,000 ified dollar amount, which increases each month a%ecupn’ the section 467 '93” rules of th
2003 1,100,000 payments of rent are made, and interest on a notior@€Ction apply to a section 467 rente
2004 1,100,000 principal amount (as defined in §1.446-3(c)(3)) at agreement if, as of the first day of a rent
2005 1,100,000 qualified floating rate (as defined in §1.1275—5(b))peri0d, there is a difference between tr

" ) . The notional principal amount is initially established :
(i) The three-month rent holiday period at the, g0 ercent of the cost of the property. As eacﬁmount of fixed rent payable under th

beginning of the lease term is an initial rent hondalbayment of rent is made. the notional principarental agreement on or before the first de
within the meaning of paragraph (c)(4)(iii)(C) of 5,45t is reduced (but not below zero) to an amoudnd the amount of fixed rent required t
this section. Moreover, the agreement would fail thg, o+ \vould represent the outstanding principal babe accrued in accordance with §1.467

uneven rent test if the rent holiday period and thﬁnce of a loan the payments on which are equal !P(d)(Z) before the first day. Paragraph (t

rent allocated to the period were taken into accoury, monthly payments of rent. As of the agreeme

Thus, under paragraph (c)(4)(iii)(C) of this sectiongate the value of the qualified floating rate is 9 peg_ﬁf this section provides rules for comput

the period and the rent allocated to the period aggnt. Although G did not incur indebtedness specifid the principgl bglance of a section .46
disregarded for purposes of applying the uneven rephyy for the purpose of acquiring the property, thdoan at the beginning of any rental perioc
test. In that case, the |ezlse term lf‘ six years, and t%f‘é’rties agreed to the adjustment provisions in ord&he principal balance of a section 46
uneven rent test is met because the average rent fgicompensate G for its general costs of borrowing, - .

: : loan may be positive or negative. Fo
each year in the lease term' is $1,000,000 and the (i) The adjustment provision produces a schedl-: q | ty P it th g_ inal b
rent for each calendar year in the lease term is ngle of rent payments that is virtually identical to the Coeral [ax purposes, it the principal ba

less than $900,000 nor more than $1,100,000. Agchedule that would have resulted if G had actual@NC€ is positive, the amount represents

cordingly, the long-term agreement will not beporrowed money in an amount and on terms identloan from the lessor to the lessee, and
treated as disqualified. cal to the terms used in determining interest on thghe principal balance is negative, th
Example 4. () E and F enter into a long-term notional principal amount and the adjustment wer

agreement for a 6-year lease of personal property teased on hat mdeblodnese. An adjuthment baseqamount represents a loan from the less
ginning on January 1, 2000, and ending on Decembgttual indebtedness of the lessor would have beed@ the lessor.

31, 2005. The rental agreement provides that the remdriable interest rate provision eligible for a safe (2) NO section 467 loan in the case c
allocated to the calendar years in the lease term aherbor under paragraph (c)(3)(ii)(A) of this sectioncertain section 467 rental agreements
paid at successive six-month intervals (on June 3fccordingly, based on all the facts and CircumEXCEpt as provided in paragraphs (a)(
and December 31) during the lease term is the sumsifances, the adjustment provision did not have : : - :

the interest on the lessor’s indebtedness, in thane of its principal purposes the avoidance of Fe?nd (4) of this S_eCtlon' this section doe
amount of $4,637,577, and an amount determined &ral income tax, and thus the long-term agreemeﬁpt apply to section 467 rental agreemen
accordance with the following schedule: will not be treated as disqualified. that provide adequate interest unde



8§1.467-2(b)(1)(i) (agreements with nadetermined under paragraph (b)(1) of this the same for all parties and is the yiel
deferred or prepaid rent) or §1.467-section, plus the fixed rent accrued fothat results in the net accrual of positiv
2(b)(1)(ii) (agreements with deferred oithat rental period. or negative interest for that period equi:
prepaid rent that provide adequate stated (3) Timing of paymentsFor purposes to the amount of such interest that accru
interest at a single fixed rate). of this paragraph (b), the day on which annder the terms of the rental agreeme
(3) Rental agreements subject to conamount is payable is determined under tHer that period. For example, if property
stant rental accrual.Notwithstanding the rules of §1.467-1(j)(2)(i)(B) through (E) subject to a section 467 rental agreeme
provisions of paragraph (a)(2) of this secand §1.467-1(j)(2)(ii). is sold (transferred) and the beginnin
tion, this section applies to rental agree- (c) Yield—(1) In general—(i) Method section 467 loan balance of the transfer
ments subject to constant rental accrualf determining yield.Except as provided (as described in 81.467-7(e)(2)(i)) is pos
under 81.467-3 (relating to disqualifiedn paragraphs (c)(2) and (3) of this secitive and the beginning section 467 loa
leasebacks or long-term agreements). tion, the yield of a section 467 loan is thdalance of the transferee (as described
(4) Special rule in applying the provi- discount rate at which the sum of the pre§1.467—7(e)(2)(ii)) is negative, the yielc
sions of §1.467—7(e), (f), or (gNotwith-  sent values of all amounts payable by then each of these loan balances for any [
standing the provisions of paragraphessee as fixed rent and interest on fixedod is the same for all parties and is th
(a)(2) of this section, section 467 loament, plus the sum of the present values gfeld that results in the net accrual of po:
balances must be computed for sectioall amounts payable by the lessor as inteitive or negative interest, taking into ac
467 rental agreements that are not subjeest on prepaid fixed rent, equals the suount the aggregate positive or negativ
to constant rental accrual under 8§1.467-@& the present values of the fixed rent thahterest on the section 467 loan balanc
and that provide adequate interest undacccrues in accordance with 81.467-6f both the transferor and transferee
81.467-2(b)(2)(i) or (ii), but only for pur- 1(d)(2). The yield must be constant oveequal to the amount of such interest th
poses of applying the provisions ofthe term of the section 467 rental agreexccrues under the terms of the rent
81.467-7(e) (relating to dispositions ofment and, when expressed as a percemigreement for that period.
property subject to a section 467 rentadge, must be calculated to at least two (4) Determination of present values
agreement), 81.467-7(f) (relating to asdecimal places. The rules for determining present value i
signments by lessees and lessee-financed(ii) Method of stating yield.In deter- computing the yield of a section 467 loa
renewals), and 81.467-7(g) (relating tanining the section 467 interest for a rentadre the same as those provided in §1.4€
modifications of rental agreements). period, the yield of the section 467 loar2(d) for computing the proportional renta
(b) Principal balance—(1) In general. must be stated appropriately by takingmount.
Except as provided in paragraph (b)(2) ahto account the length of the rental pe- (d) Contingent payments. Except a
this section or in 81.467-7(e), (f), or (g)riod. Section 1.1272-1(jkxample 1, otherwise required, contingent paymen
the principal balance of the section 46provides a formula for converting a yieldare not taken into account in calculatin
loan at the beginning of a rental periodhased on a period of one length to aeither the yield or the principal balance ¢

equals— equivalent yield based on a period of a section 467 loan.
(i) The fixed rent accrued in precedingdifferent length. (e) Section 467 rental agreements the
rental periods; (i) Rounding adjustmentsAny ad- call for payments before or after the leas
(i) Increased by the sum of— justment necessary to eliminate the seterm. If a section 467 rental agreemern

(A) The interest on fixed rent includi-tion 467 loan because of rounding thealls for the payment of fixed rent or in-
ble in the gross income of the lessor foyield to two or more decimal places musterest thereon before the beginning of tt
preceding rental periods; and be taken into account as an adjustment tease term, this section is applied by tree

(B) Any amount payable by the lessothe section 467 interest for the final rentahg the period beginning on the first da
on or before the first day of the rental peperiod determined as provided in paraan amount is payable and ending on tt
riod as interest on prepaid fixed rent; andgraph (e) of this section. day before the beginning of the first rente

(i) Decreased by the sum of— (2) Yield of section 467 rental agree-period of the lease term as one or mo

(A) The interest on prepaid fixed rentments for which constant rental amount orental periods. If a rental agreement cal
includible in the gross income of theproportional rental amount is computedfor the payment of fixed rent or interes
lessee for preceding rental periods; and In the case of a section 467 rental agre¢hereon after the end of the lease terr

(B) Any amount payable by the lesseenent to which §1.467-1(d)(2)(i) or (ii) ap-this section is applied by treating the pe
on or before the first day of the rental peplies, the yield of the section 467 loarniod beginning on the day after the end «
riod as fixed rent or interest thereon. equals 110 percent of the applicable Fedhe last rental period of the lease term ai

(2) Section 467 rental agreements thaeral rate (based on a compounding pericghding on the last day an amount of fixe
provide for prepaid fixed rent and ade-equal to the length of the rental period). rent or interest thereon is payable as ol
guate interest.If a section 467 rental (3) Yield for purposes of applyingor more rental periods. Rental perio
agreement calls for prepaid fixed rent angaragraph (a)(4) of this sectiorf-or pur- length for the period before the lease ter
provides adequate interest under 81.467poses of applying paragraph (a)(4) of thisr after the lease term is determined in a
2(b)(2)(iv), the principal balance of thesection, the yield of the section 467 loacordance with the rules of §1.467—-1(j)(5)
section 467 loan at the beginning of &alance of any party, or prior party, to a (f) Examples.The following examples
rental period equals the principal balanceection 467 rental agreement for a periodlustrate the application of this section:



Example 1.(i)(A) A leases property to B fora  Example 2.()) The facts are the same asik- agreements subject to constant rental ¢
three-year period beginning on January 1, 2000, arainple 1,81.467-2(f). C agrees to lease propertyral under §1.467-3
ending on December 31, 2002. The section 46ffom D for five years beginning on January 1, 2000, . ' ) .
rental agreement has the following rent allocatiomnd ending on December 31, 2004. The section 467 (b) Variable rate treated as ﬂxed(l)

schedule and payment schedule: rental agreement provides that rent of $100,000 a0 general. If a section 467 rental agree:
crues in each calendar year in the lease term and tiaent provides variable interest—

Rent Allocation Payment  rent of $500,000 plus $120,000 of interest is payable (i) The fixed rate substitutes (deter

2000 $400,000 on December 31, 2004. The parties select the Caleﬁiined in the same manner as und:

2001 600,000 dar year as the rental period, and 110 percent of tgl .
2002 800,000 $1,800,000 applicable Federal rate is 10 percent, compound '1275_5(e)’ treating the ag_reement de
Y annually. The rental agreement has deferred rent b8 the issue date) for the variable rates

(B) The rental agreement requires a $1.8 millioprovides adequate interest on fixed rent. interest on deferred or prepaid fixed rer
payment to be made on December 31, 2002, but (ii)(A) Pursuant to paragraph (c)(1) of this secprovided by the rental agreement must t
does not provide for interest on deferred rent. Agion, the yield of the section 467 loan is . . . .
sume A and B choose the calendar year as the renidl.775078%, compounded annually. The foIIowingused in computing the proportlonal rente
period length and that 110 percent of the applicabie a schedule of the rent allocable to each rental pglTiount under §1.467-2(c), the consta
Federal rate based on annual compounding is I@d during the lease term, the balance of the sectidiental amount under §1.467-3(d), th
percent. Assume also that the agreement is not4&7 loan as of the end of each rental period (deteprincipal balance of a section 467 loa
Ieaseb§ck or long-term agreement and, therefore, isined, in the case of the calendar year 2094, W'thoi{fnder §l.467—4(b), and the yield of a se
not subject to constant rental accrual. regard to the single payment of rent and interest i ]

(i) Because the section 467 rental agreemerthe amount of $620,000 payable on the last day lfon 467 qun under §1'467_4(C)' and
does not provide adequate interest under §1.46The lease term), and the interest on the section 467 (ii) The interest on fixed rent for any

2(b) and is not subject to constant rental accrual, thean allocable to each rental period: rental period is equal to the amount th:
fixed rent that accrues during each tal iod i . . . i .
X . . uring each renta p_erlo | alendar Section 467 Section 467 Section 467WOU|d be determined under §1.467
the proportional rental amount as described i car Interest Rent Loan Balance 1(e)(2) if the section 467 rental agreeme|
81.467-2(c). The proportional rental amounts for did not id iable int t ina th
each rental period are as follows: 2000 $ 0 $100,000.00 $100,000.00UI0 NOLProvide variable Interest, using th
2001 10,775.08  100,000.00  210,775.08fixed rate substitutes determined unde
2000 $370,870.37 2002 22,711.18  100,000.00  333,486.26paragraph (b)(1)(i) of this section in plac
2001 295,595.56 2003 3593341  100,000.00  469.419.67¢ te yariable rates called for by the

2002 740,740.73 2004  50,580.33  100,000.00  620,000.00

) ) . rental agreement, plus the variable inte
(iii) A section 467 loan arises at the beginning of (B) C takes the amounts of interest and rent intagt adjustment amount provided in par:
the second rental period because the rent payable §fcount as expense and D takes such amounts i Panh (b)(2) of thi )
or before that day (zero) is less than the fixed renfccount as income for the calendar years identifieré aph (b)( ) oft IS_ section. )
accrued under §1.467-1(d)(2) i all preceding rentalhove, regardess of their respective overall methods (2) Variable interest adjustment
periods ($370,370.37). Under paragraph (c)(2) o accounting. amourt—(i) In general. The variable in-
this section, the yield of the loan is equal to 110 per- terest adjustment amount for a rental p
cent of the applicable Federal rate (10 percent cong] .467—5 Section 467 rental agreement§iod equals the difference between—

pounded annually). Because no payments atg,: ; ; . .
treated as made on or before the first day of the seRc}?,-l’[h variable interest. (A) The amount of interest that, withou

ond rental period, the principal balance of the loan at (a) Variable interest on deferred or regard to section 467, would have accrue

the beginning of the second rental period is . . i i
$370,37go.37. 9I'he interest for the secondprental pg)_repald ren{_(l) In general. This sec- IfhugIggct':oenriggalgrig?ggﬂzgaet:te ;enr(;ns (

riod on fixed rent is $37,037.04 (.20$370,370.37) tion provides rules for computing sectio . .
and, under §1.467-1(e)(3), is treated as interest iA67 rent and interest in the case of section (B) The amoum of interest that, with.
come of the lessor and as an interest expense of %67 rental agreements providing variabl@Ut regard to section 467, would have a
lessee. interest. For purposes of this section, &'ued during the rental period under th

(iv) Because no payments are made on or before . . . terms of the section 467 rental agreeme
the first day of the third rental period, the prin(:ipalrental agreement prowdes for variable in g

balance of the loan at the beginning of the third€rest if the rental agreement provides fd#SINg the fixed rate SUbstltUtes, determlng
rental period is equal to the fixed rent accrued dustated interest that is paid or compoundender paragraph (b)(1)(i) of this section i
ing the first and second rental periods plus thgt least annually at a rate or rates th&ace of the variable interest rates calle

lessor’s interest income on fixed rent for the seconfhaet the requirements of §1.1275_5(a)‘0r by the rental agreement.

rental period ($962,962.97 = $370,370.37 +,,.,. . T " ; ;
$555,555.56 + $37,037.04). The interest for th&s)(D(A) or (B) and (a)(4). If a section (ii) Positive or negative adjustmerit

third rental period on fixed rent is $96,296.30 (40 467 rental agreement provides for intere$he amount det_ermined under paragraf
$962,962.97). Thus, the sum of the fixed rent anthat is neither variable interest nor fixedb)(2)(i)(A) of this section is greater thar
interest on fixed rent for the three rental periods interest, the agreement provides for corfhe amount determined under paragray
equal to th'e total amount paid over the lease ter?ﬂngent payments. (b)(2)(l)(B) of this section, the variable
e i o el 358555 g, (2) EXCepIons THs secton is ot ap- INerest adjustment amourt is posive.
+ $37,037.04, plus third year fixed rent and intered®licable to section 467 rental agreementfie amount determined under paragraj
accrual, $740,740.73 + $96,296.30, equalthat provide adequate interest unde()(2)(i)(A) of this section is less than the
$1,800,000). B takes the amounts of interest an§1.467-2(b)(1)(i) (agreements with ncamount determined under paragrap
rent into account as interest and rent expense, feferred or prepaid rent) or (b)(1)(ii)(b)(2)(i)(B) of this section, the variable
isnri:fg:f gﬁ: ?gnAt fﬁ'c(g;zufzs‘;‘)?;?\g;'r}g ?ﬁgi‘;?;ifental ggreements with stated.inter.est a'tilaIerest adjgstment amount is negative.

dar years identified above, regardless of their resingle fixed rate). The exceptions in this (3) Section 467 loan balanceThe

spective overall methods of accounting. paragraph (a)(2) do not apply to rentavariable interest adjustment amount is n



taken into account in determining the Accrued Accrued Projected Cumulative Proportional Accrued Projected Cumulative

principal balance of a section 467 loan Rent Interest Payment Loan Rent Interest Payment Loan

under 81.467-4(b). Instead, the sectio?p00 $100000 $ 0 $ 0 $100,0002000 $ 98,756.09 $ 0.00 $ 0 $98,756.C
467 loan balance is computed as if af001 200,000 13,630 (10,000) 303,6302001 197,512.18 14,813.41 (10,000) 301,081.6
amounts payable under the section 4627002 100,000 41,370  (445,000) 02002 98,756.09 45,162.23 (445,000) 0.0(

rental agreement were based on the fixed (iv) To compute the actual reported interest on (v) The variable interest adjustment amount i
rate substitutes determined under paraixed rent for each calendar year, the variable intethis example is the same asEmample 1. Under
graph (b)(1)(i) of this section. est adjustment amount, as described in paragrapAragraph (b)(1)(ii) of this section, the actual inter
(c) Examples.The following examples (b)(2) of this section, must be added to the accrueg$t on fixed rent for 2001 is $15,813.41 ($14,813./
illustrate the application of this section: Nterest determined in paragraph (ii) of tEisam- $1,000) and for 2002 is $42,162.23 ($45,162.23
ple 1. Assume that the variable rates for 2001 an§3,000).
Example 1 (i) X and Y enter into a section 467 2002 are actually 11 and 14 percent, respectivel .
rental agreement for the lease of personal propertyithout regard to section 467, the interest tha§:!"467_6, Section 467 rental agreement
beginning on January 1, 2000, and ending on Devould have accrued during each calendar year und\émh contingent payments. [Reserved].

cember 31, 2002. The rental agreement allocatéise terms of the section 467 rental agreement, a .
$100,000 of rent to 2000, $200,000 to 2001, anghe interest that would have accrued under the ter AGT=1 SeCtI,On 467 _recap_t_ure and
$100,000 to 2002, and requires the lessee to pay gfl the rental agreement using the fixed rate substher rules relating to dispositions and

$400,000 of rent on December 31, 2002. The rentglses determined under paragraph (b)(1)(i) of thignodifications.
agreement requires the accrual of interest on unpaid ion are as follows:

accrued rent at two different qualified floating rates (a) Section 467 recaptureNotWith_
(as defined in §1.1275-5(b)), one for 2001 and the Accrued Interest Accrued Interest Stand|ng any other pI’OVISIOI’l of the Inter
other for 2002, such interest to be paid on December Under Rental Using Fixed .
31 of the year it accrues. The rental agreement pro- Agreement Rate Substitutes nal Revenue COde,' except as prowded.
vides that the qualified floating rate is set at a cur- para_lgraph (c) of this §ectlon, a |ES§OI’ di
rent value within the meaning of §1.1275—5(a)(4)%88c1’ 1? oog 1$o 00% posing of property in a transaction t
Assume that on the agreement date, 110 percent ’ ’ i i i

g p 42,000 45,000 which this paragraph (a) applies must re

the applicable Federal rate is 10 percent, conf- ognize the recapture amount (determine
pounded annually. Assume also that the agreement

is not a leaseback or long-term agreement and, (.V) quer paragrqph (b)(2) of this seption, thaunder paragraph (b) of thi_s SeCt,ion) an
therefore, is not subject to constant rental accrual. variable interest adjustment amount is $1,00¢reat that amount as ordinary income
(ii) To determine if the section 467 rental agree{®11,000 — $10,000) for 2001 and is — $3,006rhjs paragraph (a) applies to any dispos
ment provides for adequate interest under §1.464342,000 — $45,000) for 2002. Thus, under parg; .~ property subject to a section 46
2(b), §1.467-2(b)(2) requires the use of fixed ratg@raph (b)(1)(ii) of this section, the actual interest Onental aqreement that—
substitutes (in this example determined in the sandixed rent for 2001 is $14,630 ($13,630 + $1,000] g . .
manner as under §1.1275-5(e)(3)(i) treating thand for 2002 is $38,370 ($41,370 - $3,000). (1) Is a leaseback (as defined i
agreement date as the issue date) in place of the vari-Example 2.(i) The facts are the same asfix- 81.467-3(b)(2)) or a long-term agreemet
able rates called for by the rental agreement. Asimple lexcept that 110 percent of the applicablas defined in §1.467-3(b)(3));
sume that on the agreement date the qualified floafederal rate is 15 percent compounded annually and (2) Is not disqualified under §1.467-
ing rates, and therefore the fixed rate substituteshe section 467 rental agreement does not provi b)(1); and

relating to 2001 and 2002 are 10 and 15 perce@fequate interest under §1.467—2(b). Consequently L
L : ) '(3) Allocates to any rental period fixec
compounded annually. Taking into account thene fixed rent for each calendar year during the lease () y P

fixed rate substitutes, the sum of the present valugShe proportional rental amount. rent that, when annualized, exceeds tl
of all amounts payable by the lessee as fixed rent iy The sum of the present values of the fixe@NNualized fixed rent allocated to any pre

and interest thereon is greater than the sum of thg, provided for each calendar year during the lea&€ding rental period.

present values of the fixed rent allocated to eacy " yiscounted at 15 percent compounded annu- (D) Recapture amount(1) In gen-
rental period. Accordingly, the rental agreemen

t L |
provides adequate interest under §1.467—2(b)(1)(iifr_)l”y’..(.equals $303,936.87. ) . . e,ral'_ The recapture amount for a dispos
and the fixed rent accruing in each calendar year (1(A) Paragraph (b)(1)(i) of this section re- tion js the lesser of—
during the rental agreement is the fixed rent allogulrzsbthe gropct)rr]tlonal renttgl atmhotLthtto bte gﬁ)m- (i) The prior understated inclusion (de
cated under the rental agreement. puted based on the assumption that interest will age, . .0 a4 inder paragraph (b)(2) of thi

(i) Because the section 467 rental agreemer@fue and be paid based on the fixed rate substitutes. .~ -
provides for variable interest on unpaid accruedhus, the sum of the present values of the DfOieCté?Ctlon)’ or

fixed rent at qualified floating rates and the qualifiedpayments under the section 467 rental agreement (i) The section 467 gain (determinec

floating rates are set at a current value, the requirequals $300,156.16, computed as follows: under paragraph (b)(3) of this section).
ments of §1.1275-5(a)(3)(i)(A) and (4) are met and (2) Prior understated inclusion.The
the rental agreement provides for variable interest $ 10,000/(1.15) - $ 7,561.44 prior understated inclusion is the exces
within the meaning of paragraph (a)(1) of this sec- 445,000/(1.18) = 292.594.72 if f

tion. Therefore, under paragraph (b)(1)(i) of this $300,156.16 @ any) OF— )
section, the yield of the section 467 loan is com- (i) The aggregate amount of section 4¢

puted based on the fixed rate substitutes. Under (B) The fraction for computing the proportional yent and section 467 interest for the peric
§1.467-4(c), the constant yield (rounded to two dedental amount equals .9875609 ($300'156'16during which the lessor held the propert
imal places) equals 13.63 percent compounded a§30.3’936'87)' ) ) i 9etermined as if the section 467 rentg
nually. Based on the fixed rate substitutes, the fixed (iv) Based on the fixed rate substitutes, the fixe . o

rent, interest on fixed rent, and the principal balanceent, interest on fixed rent, and the balance of @greement were a dlsquahfled leaseback
of the section 467 loan, for each calendar year dusection 467 loan for each calendar year during tHONg-term agreement subject to consta
ing the lease term, are as follows: lease term are as follows: rental accrual under 81.467-e3jer



(i) The aggregate amount of section (ii) Dispositions coveree-(A) In gen- have been taken into account by the tran
467 rent and section 467 interest accrueztal. Except as provided in paragrapteror, and the aggregate amount of secti
by the lessor during that period. (c)(3)(ii)(B) of this section, this paragraph467 rent and section 467 interest accru

(3) Section 467 gair-(i) In general. (c)(3) applies to a disposition of propertyby the transferee includes the aggrega
Except as otherwise provided in parai the basis of the property in the hands aimount of section 467 rent and sectio
graph (b)(3)(ii) of this section, the sectiorthe transferee is determined by referencks7 interest that was taken into accoul

467 gain is the excess (if any) of— to its basis in the hands of the transferdsy the transferor. The prior understate
(A) The amount realized from the dis-by reason of the application of sectionnclusion determined under this paragrap
position; over 332, 351, 361, 721, or 731. (c)(4) must be reduced by any recaptu

(B) The sum of the adjusted basis of (B) Transfers to certain tax-exempt or-amount taken into account under par:
the property and the amount of any gaiganizations. This paragraph (c)(3) doesgraph (a) of this section by the transferol
from the disposition that is treated as ordirot apply to a disposition to an organiza- (5) Like-kind exchanges and involun
nary income under any provision of subtition (other than a cooperative described itary conversions.If property is disposed
tle A of the Internal Revenue Code othesection 521) which is exempt from taxof or converted and, before the applice
than section 467(c) (for example, sectioimposed by chapter 1, subtitle A of the Intion of paragraph (a) of this section, gai
1245 or 1250). ternal Revenue Code (a tax-exempt eris not recognized in whole or in part unde

(i) Certain dispositionsin the case of tity) except to the extent the property isection 1031 or 1033, then the amount «

a disposition that is not a sale or exused in an activity the income from whichsection 467 gain taken into account by tt
change, the section 467 gain is the excesssubject to tax under section 511(a) (kessor is limited to the sum of—
(if any) of the fair market value of thesection 511(a) activity). However, if as- (i) The amount of gain recognized ol
property on the date of disposition ovesets used to any extent in a section 511(#)e disposition or conversion of the prog
the amount determined under paragraprctivity are disposed of by the tax-exemperty (determined without regard to para
(b)(3)(1)(B) of this section. entity, then, notwithstanding any othegraph (a) of this section); and

(c) Special rules—(1) Gifts. Para- provision of law (except section 1031 or (ii) The fair market value of property
graph (a) of this section does not apply teection 1033) the recapture amount withcquired that is not subject to the san
a disposition by gift. However, see pararespect to such disposition, to the extersiection 467 rental agreement and that
graph (c)(4) of this section for disposi-attributable under paragraph (c)(4) of thimot taken into account under paragrag
tions by transferees. If a disposition is irsection to the period of the transferor’¢c)(5)(i) of this section.
part a sale or exchange and in part a gifownership of the property prior to the first (6) Installment salesin the case of an
paragraph (a) of this section applies to théisposition, shall be included in the taxinstallment sale of property to whict
disposition but the prior understated inexempt entity’s unrelated business taxablgaragraph (a) of this section applies—
clusion is determined by taking into acincome. To the extent that the tax-exempt (i) The recapture amount is recognize
count only section 467 rent and sectioentity ceases to use the property in a seand treated as ordinary income in the ye
467 interest properly allocable to the portion 511(a) activity, the entity will be of the disposition; and
tion of the property not disposed of bytreated for purposes of this paragraph (ii) Any gain in excess of the recaptur
gift. (c)(3) and paragraph (c)(4) of this sectiommount is reported under the installmel

(2) Dispositions at death.Paragraph as having disposed of the property to suamethod of accounting if and to the exter
(a) of this section does not apply to a disextent on the date of the cessation. that method is otherwise available unde
position if the basis of the property in the (4) Dispositions by transfereelf the section 453.
hands of the transferee is determinerkbcapture amount with respect to a dispo- (7) Dispositions covered by sectior
under section 1014(a). This paragrapsition of property (the first disposition) is170(e), 341(e)(12), or 751(c)For pur-
(c)(2) does not apply to property whichlimited under paragraph (c)(1) or (3) ofposes of sections 170(e), 341(e)(12), a
constitutes a right to receive an item of inthis section and the transferee subs&@51(c), amounts treated as ordinary ir
come in respect of a decedent. See segdently disposes of the property in @ome under paragraph (a) of this sectic
tions 691 and 1014(c). transaction to which paragraph (a) of thisnust be treated in the same manner

(3) Certain tax-free exchangeg(i) In section applies, the prior understated iramounts treated as ordinary income und
general. The recapture amount in theclusion determined under paragrapkection 1245 or 1250.
case of a disposition to which this paratb)(2) of this section is computed by tak- (d) Examples. The following exam-
graph (c)(3) applies is limited to theing into account the amounts attributablgles illustrate the application of para
amount of gain recognized to the transto the period of the transferor’s ownershigraphs (a), (b), and (c) of this section. |
feror (determined without regard to paraef the property prior to the first disposi-each of these examples the transferor
graph (a) of this section), reduced by thgon. Thus, for example, the section 46property subject to a section 467 rent:
amount of any gain from the dispositiorrent and section 467 interest that wouldgreement is entitled to the rent for th
that is treated as ordinary income undédrave been taken into account by the tranday of the disposition. The examples ai
any provision of subtitle A of the Internalferee if the section 467 rental agreemerats follows:

Revenue Code other than section 467(ckere a disqualified leaseback or long- . . .

However, see paragraph (c)(4) of this se¢cerm agreement subject to constant rentgl Example 1. ()(A) X and ¥ enter into a section
. ! ~ . 7 rental agreement for a 5-year lease of persot
tion for dispositions by transferees. accrual include the amounts that woul@operty beginning on January 1, 2000, and endir



on December 31, 2004. The rental agreement pro- Allocation Payment ally taken into account prior to the disposition i

vides that the calendar year will be the rental periog000 $60.000 $ 0 $262,500. Thus, S's prior understated inclusion
and that rents accrue and are paid in the foIIowing001 65’000 0 $28,209.40 ($290,709.40 minus $262,500x3
pattern: 2002 70,000 175,000 ];$87,500)t3. tS’s setcr:ion 467 gali‘n iz$10t(:],0(zjq, the‘?‘i
] 2003 75,000 175,000 erence between the gain realized on the dispositi
Allocation Payment 2004 80.000 0 ($345,000) and the amount of gain that is treated
2000 $ 0 $ 0 ' ordinary income under non-section 467 Code prov
2001 87,500 0 (i) (A) Assume the section 467 rental agreemengions ($245,000). Accordingly, S’s recaptur
2002 87,500 175,000 does not provide for adequate interest under §1.46&mount, the lesser of the prior understated inclusic
2003 87,500 175,000 2(b), and, therefore, the fixed rent for a rental periodr the section 467 gain, is $28,209.40.
2004 87,500 0 is the proportional rental amount. See 8§1.467-

1(d)(2)(ii). Under 81.467-2(c), the following  (e) Other rules relating to disposi-
(B) Assume that both X and Y are calendar yeagmounts would be required to be taken into accounffons—(1) In general. If there is a sale
taxpayers and that 110 percent of the applicable Fed- ) !

eral rate is 11 percent, compounded annually. As- Section 467 Section 467 exchange, or oth_er disposition of propert
sume also that the rental agreement is a long-term Rent Interest subject to a section 467 rental agreeme
agreement (as defined in §1.467-3(b)(3)), but it i, $57,260.43 ¢ o (the transfer), the section 467 rent and,
2‘“ ;d'sqb“a"f'e" 'et";‘feba"k or '°”t9;erm agrteeme_rﬁom 62,032.13 6,208.65 applicable, section 467 interest for a pe
urther, because the agreement does not providg, 66.803.83 13.815.03 . .
prepaid or deferred rent, proportional rental accru 71’575 53 3'433 1 riod are taken into QCCOUHI by '_[he owne
is not applicable. (See §1.467-2(b)(1)(i)). Therefore, ., 6347 23 (71565'94) of the_ property durmg the per!o_d. The
the rent taken into account under §1.467-1(d)(2) is T T following rules apply in determining the
the fixed rent allocated to the rental periods under (B) The amount of section 467 rent and sectiogection 467 rent and section 467 intere
§1.467-1(c)(2)(ii). 467 interest taken into account by X for 2000 igor the portion of the rental period endin

(ii) On December 31, 2000, X sells the property$57,260.43. Thus, the prior understated inclusion is . . ]
subject to the section 467 rental agreement to an u$8,552.12 (the excess of the amount of section 4émmedlate|y pm.)r to the transfer: .
related person for $575,000. At the time of the saleent and section 467 interest based on constant rental() The section 467 rent and sectio
X's adjusted basis in the property is $175,000accrual for 2000, $65,812.55, over the amount 467 interest for the portion of the rents
Thus, X's gain on the sale of the property issection 467 rent and section 467 interest actualiyeriod ending immediately prior to the
$400,000. Assumg that_$175,000 of this ga'm. woulthken into 'accou'nt, $57,260.43). Since t'he prior urﬁ.ansfer are a pro rata portion of the se
be treated as ordinary income under provisions aferstated inclusion is less than the section 467 gajn . .
the Internal Revenue Code other than section 467(¢}$225,000, as determined ltxample ii)(B)), the tion 467_ rent and the section 4_67 Interes
Under paragraph (a) of this section, X is required teecapture amount treated as ordinary income is alé@spectively, for the rental period. Suc
take the recapture amount into account as ordinafg,552.12. amounts are also taken into account in d
income. Under paragraph (b) of this section, the re- Example 3.(i) The facts are the same asHx- termining the transferor’s section 46’
_capture amount is the lesser o_f the prior understatednple 1,except that, instead of selling the property£§an balance, prior to any adjustmer
inclusion or the section 467 gain. X transfers the property to S on December 31, 2002, .

(iii)(A) In computing the prior understated inclu- in exchange for stock of S in a transaction that meet ereof that may be required under par
sion under paragraph (b)(2) of this section, assumike requirements of section 351(a). Under paragraggfaph (h) of this section, immediately be
that the section 467 rent and section 467 intereft)(3) of this section, because of the application ofore the transfer.

(based on constant rental accrual) would be takesection 351, X is not required to take into account (ii) If the transferor of the property is
into account as follows if the section 467 rentahny section 467 recapture. -
ﬁ]ntltled to the rent for the day of transfe

agreement were a disqualified long-term agreement: (ii) On December 31, 2003, S sells the propert . .
subject to the section 467 rental agreement to an 1€ transfer is treated as occurring at tf

Section 467 Section 467  related person for $450,000. At the time of the sal€nd of the day of the transfer.

Rent Interest S's adjusted basis in the property is $105,000. Thus, (jii) If the transferee of the property is

2000 $65,812.55 § o Ssgainonthe sale of the property is $345,000. Agnitied to the rent for the day of transfe
sume that $245,000 of this gain would be treated . .

2001 65,812.55 7,239.38 : ) - Re transfer is treated as occurring at tt
2002 65.812.55 15 275.09 ordinary income under provisions of the Interna o
2003 65812 55 494473 Revenue Code other than section 467(c). una&eginning of the day of the transfer.
2004 65.812.55 (6.521.95) paragraph (a) of this section, S is required to take the (2) Treatment of section 467 loarif

recapture amount into account as ordinary incomghere is a transfer described in paragra
(B) The total amount of section 467 rent and seawhich, under paragraph (b) of this section, is thge)(l) of this section. the foIIowing rules

tion 467 interest for 2000, based on constant rentlsser of the prior understated inclusion or the se . o ,
accrual, is $65,812.55. Since X did not take angion 467 gain. apply in dEtermmmg.the transferor’s ant
section 467 rent or section 467 interest into account (i) S owned the property in 2003 and, undethe transferee’s section 467 loans for tt
in 2000, the prior understated inclusion is alsparagraph (c)(4) of this section, for purposes of degperiod after the transfer, the amount rec
$65,812.55. X's section 467 gain is $225,000termining S’s prior understated inclusion, S iszed by the transferor, and the transferee
which is the excess of the gain realized ($400,00Q@)eated as if it had owned the property during thf)asis in the property:
over the amount of that gain treated as ordinary iryears 2000 through 2002. In computing S’s prior . o
come under non-section 467 provisions ($175,000inderstated inclusion under paragraph (b)(2) of this (i) The beginning balance of the trans
Accordingly, the recapture amount (the lesser of thgection, the section 467 rent and section 467 interd@ror’'s section 467 loan is equal to the n
prior understated inclusion or the section 467 gair)ased on constant rental accrual are the same as gresent value at the time of the transfe
treaEted aslorgnz‘z);\r_lyirl]ncfomte is $6ti,812.55. . ?‘r_T;(oAtJ)nt?hset ];(r)]rth in tthetsch:etljuleEnatn;plezgoo(but after giving effect to the transfer) o
xample 2. (i) The facts are the same asHr-  (iii)(A). Thus, the constant rental amount for .
ample 1 except that the section 467 rental agree2001, 2002, and 2003 is $290,709.40 (X4 all SUbse,quem amOlfmtS payable as fixs
ment specifies that rents accrue and are paid in t§$65,812.55) + $7,239.38 + $15,275.09 + $4,944.735.er‘t and interest on fixed rent to the tran
following pattern: The section 467 rent and section 467 interest actieror and all subsequent amounts payat



as interest on prepaid fixed rent by théhe property or secured by the propertiyransferor of property subject to a sectio
transferor. The transferor must continuacquired subject to the liability. If the be-467 rental agreement is entitled to the re
to take into account interest on the trangginning balance of the transferee’s sectiofor the day of the transfer. The example
feror's section 467 loan balance after thé67 loan is positive, the transferor andre as follows:

date of the transfer. transferee must treat the balance as an ad- ) ) )

(i) The beginning balance of the transditional asset acquired in connection Witl‘rl nf;aarg‘:ié'e(gt%?Zisezﬁtga'géoo?;:;;1?};431
feree’s section 467 loan is equal to thehe transfer of the property. In the case gfty beginning on January 1, 2000, and ending
principal balance of the transferor’'s seca positive beginning balance of the transsecember 31, 2004. The rental agreement provid
tion 467 loan immediately before theferee’s section 467 loan, the transferetat $0 of rent is allocated to 2000, 2001, and 200
transfer reduced (below zero, if appropriwill have an initial cost basis in the secand $1,750,000 is allocated to each of the yea
ate) by the beginning balance of the transion 467 loan equal to the lesser of the b&?03 and 2004. The rental agreement provides tf
feror’'s section 467 loan. Amountsginning balance of the loan or the aggre:t‘e calendar year will be the rental period and th

. ) : he rent allocated to each calendar year is payable
payable to the transferor are not taken intgate consideration for the transfer of thge |ast day of that calendar year. Assume that b
account in adjusting the transferee’'s se@roperty subject to the section 467 renta) and R are calendar year taxpayers and that 1
tion 467 loan balance. agreement and the transfer of the trangercent of the applicable Federal rate is 11 perce

(i) If the beginning balance of theferor’s interest in the section 467 loan. compounded annually. Assume further that th
transferee’s section 467 loan is negative, (3) [Reserved]. :ﬁg:ﬁ' (:Sgrdeeefﬁgti:g ggsf“?f’("k:)"(?;)'gz?jﬁ;?t:g;‘Z‘
the transferor and transferee must treat the(4) Examples. The following exam- ;"\~ rent, the section 467 interest, and the se
balance as a liability that is either asples illustrate the application of this parasion 467 10an balance would be the following

sumed in connection with the transfer ofraph (e). In each of these examples thgnounts:

Calendar Section 467 Section 467 Section 467
Year Payment Interest Rent Loan Balance
2000 $ 0 $ 0 $592,905.87 $ 592,905.87
2001 0 65,219.65 592,905.87 1,251,031.39
2002 0 137,613.45 592,905.87 1,981,550.71
2003 1,750,000.00 217,970.58 592,905.87 1,042,427.16
2004 1,750,000.00 114,666.97 592,905.87 0

(ii) On December 31, 2002, Q sells the propertyrovisions of section 467(c) and paragraph (a) athanged, or $2,956,550.71 (the sum of the balan
subject to the section 467 rental agreement to P, #ms section because the rental agreement was df-the section 467 loan, $1,981,550.71, and the a
unrelated person, for $3,000,000. Q does not retagqualified under §81.467-3(b)(1) and, thus, the rejusted basis of the property, $975,000). Q does n
the right to receive any amounts payable by R undepuirement of paragraph (a)(2) of this section is ndiake into account any of the section 467 rent or se
the rental agreement after the date of sale, but theet. Q recognizes no gain on the disposition of thigon 467 interest attributable to periods after th
agreement is not otherwise modified. At the time o$ection 467 loan because Q’s basis in the loan equalansfer of the property.
the sale, Q’s adjusted basis in the property ithe amount considered received for the loan. Fur- (iii) Pis treated as if it had acquired the propert
$975,000. Assume that, under §1.467-1(f)(7), thther, Q does not take into account any of the secti@nd the positive balance in the transferee’s secti
disposition is not a substantial modification. Fur467 rent or section 467 interest attributable to per467 loan in the transaction. Pursuant to sectic
ther, the Commissioner does not determine that thaas after the transfer of the property. 362(a), P’s basis in each asset is the same as
treatment of the agreement as a disqualified long- (v) P is treated as if it had acquired the propertpasis of Q immediately preceding the transfer. Thu
term agreement should be changed and, undand the positive balance in the transferee’s sectidhe basis of P in the property subject to the rent
81.467-1(f)(4)(iii), the agreement remains subject td67 loan. P’s cost basis in the property isgreement is $975,000, and the basis of P in the s
constant rental accrual. Thus, under paragraphl,018,449.29, and its cost basis in the section 4@ibn 467 loan immediately following the transfer is
(9)(2)(iii) of this section, section 467 rent and sectoan immediately following the transfer is $1,981,550.71. P takes section 467 rent and sect
tion 467 interest for periods after the disposition will$1,981,550.71. P takes section 467 rent and sectidB7 interest into account for the calendar years 20
be taken into account on the basis of constant ren#$7 interest into account for the calendar years 20Ghd 2004 under the constant rental accrual meth
accrual applied to the terms of the entire agreemeand 2003 under the constant rental accrual methaehd, accordingly, treats payments received under t
(as modified). and, accordingly, treats payments received under thental agreement as recoveries of the principal bz

(ili) Under paragraph (e)(2)(ii) of this section, therental agreement as recoveries of the principal baknce of the section 467 loan (as adjusted from tin
beginning balance of P’'s section 467 loan isnce of the section 467 loan (as adjusted from tinte time).
$1,981,550.71. P’s section 467 loan balance is corto time).
puted by reducing the balance of the section 467 loan Example 2(i) The facts are the sameB&sample () Treatment of assignments by lesse
immediately before the transfer ($1,981,550.71) by, except that on December 31, 2002, Q transfers tnd |lessee-financed renewai$l) Sub-
the beginning balance of the transfgror’s sgctlon 4Q3roperty to P in exchange for stock of P having a f,a'§titute lessee uself a lessee assigns it
loan ($0 because Q does not retain the right to renarket value of $3,000,000 and the transaction . .
ceive any amounts payable under the rental agremeets the requirements of section 351(a). Interest 'n_ a section 467 ,remal ?‘greeme
ment subsequent to the transfer). (i) Qs treated as having transferred two assef® @ substitute lessee, or if a period wher

(iv) Q will be treated as if it had receivedto P, the property subject to the rental agreement asdubstitute lessee has the use of prope
$1,981,550.71 from the disposition of the sectiothe positive balance of the section 467 loan. Undefubject to a section 467 rental agreeme
0 0T e Sl o el 290, hecause ol stock ol = ece8 otherwise included in the lease ter
gain on the sale of the property is $43,449.28n the transaction. Pursuant to section 358(a), tMender §1'46,7_1_(h)(6)’ the section 46
($1,018,449.29 amount realized less $975,000 abasis of Q in the P stock received in the exchange f€Nt for a period is taken into account b
justed basis). Q's gain is not subject to the recaptutbe same as the aggregate basis of the property éke person having the use of the proper



during the period. The following ruleslessee, would give rise to a right of contriamount owed to the substitute lesse
apply in determining the section 467 renbution or other similar claim against theunder the section 467 loan, over any co
and section 467 interest for the portion afubstitute lessee or any other person. Tls&leration paid by the substitute lessee
the rental period ending immediatelylessee must continue to take into accoutite lessee in conjunction with the transfe
prior to the assignment: interest on the lessee’s section 467 loasf the use of the property, is treated as :
(i) The section 467 rent and sectiorbalance after the substitute lessee first hagnount incurred by the lessee for the ta
467 interest for the portion of the rentalise of the property. able year in which the substitute lesse
period ending immediately prior to the (ii) The beginning balance of the subfirst has use of the property.
assignment are a pro rata portion of thstitute lessee’s section 467 loan is equal (C) To the extent the beginning bal
section 467 rent and the section 467 irte the principal balance of the lessee’snce of the amount owed to the substitu
terest, respectively, for the rental periodsection 467 loan immediately before th@assee under the section 467 loan excee
Such amounts are also taken into accoustibstitute lessee first has use of the Progny consideration paid by the substitut
in determining the lessee’s section 46@rty reduced (below zero, if appropriatejessee to the lessee in conjunction wi
loan balance, prior to any adjustmenby the beginning balance of the lesseeie transfer of the use of the property, r
thereof that may be required under paraection 467 loan. Amounts payable byayments of the beginning balance a
graph (h) of this section, immediately bethe lessee to any person other than th@ms of gross income of the substitut
fore the substitute lessee first has use stibstitute lessee (or a related person) Qssee in the taxable year in which repa
the property. payable to the lessee by any person othg{ent occurs (determined by applying an
(i) If the lessee is liable for the rent forthan the substitute lessee (or a re""‘te@payment first to the beginning balanc
the day that the substitute lessee first haerson) are not taken into account in agss the substitute lessee’s section 46
use of the property, the substitute lessegissting the substitute lessee’s section 4%an).
use shall be treated as beginning at tHean balance. (D) Any amount incurred by the lesse
end of that day. (iii) If the beginning balance of theunoler paragraph (f)(2)(iv)(B) of this sec
(iii) If the substitute lessee is liable forsubstitute lessee’s section 467 loan is po. on with respect to a transfer of the use
the rent for the day that the substituté&ive, the beginning balance is treatetgroperty (the current transfer) shall be r¢
lessee first has use of the property, thes— duced (but not below zero) to the exter
substitute lessee’s use shall be treated agA) Gross receipts of the lessee for th at the lessee, in its capacity, if any, as
beginning at the beginning of that day. taxable year in which the substitute lesses?ubstitute Iessée with respect,to an éarli
(2) Treatment of section 467 loarif, first has use of the property; and transfer of the use of the property woul
as described in paragraph (f)(1) of this (B) A liability that is either assumed inhave recognized additional gross incom
section, a lessee assigns its interest incannection with the transfer of the lease- ) :
section 467 rental agreement to a substiold interest to the substitute lessee or sg” de'r paragraph (P)(2)(iv)(C) of this sec
tute lessee or a period when a substitutaired by property acquired subject to thIéIon If the current transfer had not oc
lessee has the use of property subject tdiability. curred.
section 467 rental agreement is otherwise (iv) If the beginning balance of the (v) For purposes of paragraph (f)(2)

included in the lease term under §1.467substitute lessee’s section 467 loan is negy)(c) of this §ect|on, repayments °C,C“
s the negative balance is amortize

1(h)(6), the following rules apply in de-ative, the following rules apply:
termining the amount of the lessee’s and (A) If the principal balance of the through the net accrual of rent and neg
the substitute lessee’s section 467 loanessee’s section 467 loan immediately bd!Ve Interest. _
for the period when the substitute lessefere the substitute lessee first has use of (3) Lessor use.If a period when the
has use of the property and in computinthe property was negative, any considerélessf)r has the use of property §upject tC
the taxable income of the lessee and sutien paid by the substitute lessee to thgection 467 rental agreement is include
stitute lessee: lessee in conjunction with the transfer of the lease term under 81.467—(h)(6), t
(i) The beginning balance of thethe use of the property shall be treated £§ction 467 rent for the period is not take
lessee’s section 467 loan is equal to thenontaxable return of capital to the lessdBto account and the lessor is treated as
net present value, as of the time the sube the extent that— substitute lessee for purposes of this par
stitute lessee first has use of the property (1) The consideration does not exceefiraph (f).
(but after giving effect to the transfer ofthe amount owed to the lessee under the(4) Examples. The following exam-
the right to use the property), of alllessee’s section 467 loan balance immedgles illustrate the application of this para
amounts subsequently payable by thately before the substitute lessee first h@gaph (f). In each of these examples, tf
lessee as fixed rent and interest on fixedse of the property; and substitute lessee is liable for the rent fc
rent and all amounts subsequently (2) The lessee has basis in the princip&he day on which the substitute lessee fir
payable as interest on prepaid fixed rertalance of the lessee’s section 467 lodras use of the property subject to the se
to the lessee. For purposes of this paranmediately before the substitute lesse@on 467 rental agreement. Further, a
graph (f), any amount otherwise payablérst has use of the property. sume that in each example the lessee
by the lessee is not treated as an amount(B) Except as provided in paragraptsignment is not a substantial modificatiol
subsequently payable by the lessee to tli®(2)(iv)(D) of this section, the excess, ifunder §1.467-1(f). The examples are :
extent that such payment, if made by thany, of the beginning balance of thdollows:



Example 1.(i) The facts are the same asEr-  graph (f)(2)(ii) of this section, S’s section 467 loan(B) of this section, S will treat that amount as a lia
ample 1of paragraph (e)(4) of this section, excepbalance as of the beginning of January 1, 2002, slity assumed in acquiring the leasehold interes
that on December 31, 2001, R, the lessee, contrad$14,759.98 (the principal balance of R's sectiofhus, S’s cost basis in the leasehold interest
to assign its entire remaining interest in the lease67 loan immediately before S has use of the proj$114,759.98.
hold to S, a calendar year taxpayer. The assignmeerty ($1,251,031.39), less R’s section 467 loan bal- (iv) Under paragraph (f)(1) of this section, S
becomes effective at the beginning of January Bnce at the beginning of January 1, 2002akes the section 467 rent attributable to the propel
2002. Pursuant to the terms of the assignment, ($1,136,271.41)). into account for the period beginning on January '
agrees with S that R will make $1,400,000 of the (iii) Because S’s $114,759.98 section 467 loa2002. For 2002, S takes section 467 interest into ¢
$1,750,000 rental payment required on Decembéralance is positive, under paragraph (f)(2)(iii)(A) ofcount based on S's section 467 loan balance at f
31, 2003. this section, such amount is treated as gross receiptsginning of 2002. S’s amounts payable, sectic

(i) Under paragraph (f)(2)(i) of this section, R'sof R for 2002, R’s taxable year in which S first hast67 rent, section 467 interest, and end-of-year se
section 467 loan balance as of the beginning of Jaose of the property. R will treat the $114,759.98 ason 467 loan balances for calendar years 20C
uary 1, 2002, the time S first has use of the propertgn amount received in exchange for the transfer #firough 2004 are as follows:
is $1,136,271.41 ($1,400,000/(1.11)2). Under pardhe leasehold interest. Under paragraph (f)(2)(iii)-

Calendar Section 467 Section 467 Section 467
Year Payment Interest Rent Loan Balance
Beginning $ 114,759.98

2002 $ 0 $ 12,623.60 $592,905.87 720,289.45
2003 350,000.00 79,231.83 592,905.87 1,042,427.15
2004 1,750,000.00 114,666.98 592,905.87 0

(v) Under paragraph (f)(2)(i) of this section, Ruse of the property. R’s section 467 loan balance bgear section 467 loan balances for calendar yes
must continue to take into account section 467 integinning when S first has use of the property i2002 through 2003 are as follows:
est on R’s section 467 loan balance after S first h&l,136,271.41. R’s section 467 interest and end-of-

Calendar Section 467 Section 467
Year Payment Interest Loan Balance
Beginning $1,136,271.41
2002 $ 0 $ 124,989.85 1,261,261.26
2003 1,400,000.00 138,738.74 0
Example 2.(i) On January 1, 2000, B leases tanCalendar 2001 ($700,000) exceeds the cumulative amount
gible personal property from C for a period of fiveYear Rent Payments rent allocated to calendar years 2000 through 20t
years. The rental agreement provides that the rentz')é00 $200,000 $400,000 ($600,000). Because the rental agreement does |
period is the calendar year and that rent payme 01 200,000 300,000 provide for adequate interest on prepaid fixed rer
are due at the end of the calendar year. The ren 02 200,000 200,000 the rent for each calendar year during the lease te
agreement does not provide for interest on prepa'y003 200,000 100,000 is the proportional rental amount, as described |
rent. Assume that B and C are both calendar ye%b04 200,000 0 81.467-2(c). The amounts payable, section 467 re|
taxpayers and that 110 percent of the applicable Fed- section 467 interest, and end-of-year section 4¢

eral rate is 10 percent, compounded annually. The (ii) The rental agreement has prepaid rent withifoan balances for each calendar year are as follow
rental agreement allocates rents and provides ftinie meaning of §1.467-1(c)(3)(ii) because the cumu-

payments of rent as follows: lative amount of rent payable through the end of

Calendar Section 467 Section 467 Section 467

Year Payment Interest Rent Loan Balance

2000 $ 400,000 $ 0 $218,987.40 ($181,012.60)
2001 300,000 (18,101.26) 218,987.40 (280,126.46)
2002 200,000 (28,012.64) 218,987.40 (289,151.70)
2003 100,000 (28,915.17) 218,987.40 (1199,079.47)
2004 0 (19,907.93) 218,987.40 0

(i) On December 31, 2001, B contracts to assection 467 loan balance as of the beginning of Jamst B has taken into account through the end
sign its entire remaining interest in the leasehold toary 1, 2002, is negative $280,126.46 (the princip&001. Thus, B’s basis in the negative section 4¢
D, a calendar year taxpayer. The assignment bbalance of B's section 467 loan immediately beforéoan balance at the end of 2001 is $280,126.46. B
comes effective at the beginning of January 1, 2002 has use of the property (negative $280,126.463ause the $278,000 paid by D to B in conjunctio
D pays B $278,000 on January 1, 2002, in conjundess B’s section 467 loan balance when D first hasith the transfer of the leasehold interest does n
tion with the assignment of the leasehold interestise of the property (zero)). Because D’s beginningxceed the amount owed to B under the section 4
Under the terms of the assignment, B is not obligsection 467 loan balance is negative, paragragban at the end of 2001, and does not exceed E
ated to make any rental payments due after the g$}(2)(iv) of this section applies. basis in that loan balance, under paragraf
signment. (v) Because B's $280,126.46 section 467 loaff)(2)(iv)(A) of this section B treats the $278,00C

(iv) Under paragraph (f)(2)(i) of this section, B'sbalance at the end of 2001 (that is, immediately bggayment from D as a nontaxable return of capital.
section 467 loan balance as of the beginning of Jafere D has use of the property) is negative, para- (vi) The beginning balance of the amount owe
uary 1, 2002, the time D first has use of the propertgraph (f)(2)(iv)(A) of this section applies. B’s loanto D under the section 467 loan ($280,126.46) e:
is zero because D is obligated to make all rent papalance is the amount owed to B under the sectiareeds by $2,126.46 the $278,000 paid by D to B
ments due after the assignment of the leasehold i467 loan and consists of the excess of B's paymentenjunction with the transfer of the leasehold inter
terest. Under paragraph (f)(2)(ii) of this section, D'so C over the net amount of rent and negative inteest. Paragraph (f)(2)(iv)(B) of this section treats th



$2,126.46 as an amount incurred by B in 2002, B'ments before the beginning of the leaskite lessee or a substitute lessee havi
taxable year in which D first has use of the propertyarm of the post-modification agreementise of the property during a period othe
:;‘;;gt;afehdlﬁ?ﬁ%g";ﬂ?guﬁ .t:éi rf:;g%i‘;i;ggt%re post-modification items, the lessowise included in the lease term— |
is the original lessee under the section 467 rent@Nd lessee must take into account, in the (1) Adjustments required under thi
agreement. taxable year in which the modification ocparagraph (g) are taken into account b
(vii) Under paragraph (f)(1) of this section, Dcurs, any adjustment necessary to prevefure applying paragraph (f) of this sec
take_s the section 46_7 rent into account for the periodupncation with respect to such paymenttion; and
beginning when D first has use of the property. D _ . . . .
takes section 467 interest into account based ok the omission of mte_res_t thereon for pe- (2) Paragrgph () of this section ap_p_lle
beginning section 467 loan balance of negativéiods before the beginning of the leaseeparately with respect to pre-modifica
$280,126.46. term. tion items and post-modification items.
(viii) The beginning balance of the amount owed  (B) Adjustment relating to retroactive (2) Other modifications The following
to D under the section 467 loan ($280,126.46) &40 qinning of lease termif the lease term rules apply to a modification (other than

ceeds by $2,126.46 the $278,000 paid by D to B in . . ; e
Y par >y of a post-modification agreement beginsubstantial modification) of a rental

conjunction with the transfer of the leasehold inter=
est. Under paragraph (f)(2)(iv)(C) of this section, D0€fore the date on which the modificatioragreement occurring after May 18, 1999
must include this amount in gross income in 20020ccurs, the lessor and lessee must take(i) Computation of section 467 loan fol
the year in which this amount of D's beginning secintg account in the taxable year in whichmodified agreementThe amount of the
tion 467 loan balance is paid through the net accrugh o o ification occurs any amount necsection 467 loan relating to the agreeme
of rent and negative interest. This inclusion in gross . . Al .
income ensures that the reductions in D's taxable if2SSary to prevent the duplication or omisis computed as of the effective date of tf
come attributable to the section 467 rental agresion of rent or interest for the period aftemodification. The section 467 rent an
ment will not exceed the actual amount of D's exthe beginning of the lease term of theection 467 interest for periods before tr
penditures. post-modification agreement and beforeffective date of the modification are de
the beginning of the taxable year in whichermined, solely for purposes of compu
ing a rental agreement modificatien(1) the modification occurs. For this purpqseing the amount of the sect.ion 467 loar
Substantial modificationsThe following t_he amoun_t necessary to prevent duplicander thg terms of the entire agreeme
rules apply to any substantial modifica-_“on_or omission is detgrmlned after tak(as__modlfled). _ _ _
tion of a rental agreement occurring aftef"9 into accourjt any adjustments required (ii) Change in balance of sectllon 46_,
May 18, 1999, unless the entire agreep-y t_he Cqmm|SS|oner for.taxable year$oan. (A) Ifthe balance of the section 467
ment (as modified) is treated as a singl@”d'”g prior to t_he begmnmg_of t_he taxdoan _determlneq under paragraph (g)(2)(
agreement under §1.467—1(f)(4)(vi): able year in Wh.IC.h the mod.|f|cat|0n oc-of this section is greater.than the balanc

(i) Treatment of pre-modification curs. In determining any adjustments resf the section 467 loan immediately be
items. The lessor and lessee must tak@uired by the Commissioner for taxabldore the effective date of the modification
pre-modification items (within the mean-Y&ars ending prior to the beginning of thehe difference is taken into account, in th
ing of §1.467—1(f)(5)(v)) into accountt@xable year in which the modification octaxable year in which the modification oc

under their method of accounting used b&urs, the Commissioner will disregard theurs, as additional rent.

(g9) Application of section 467 follow-

fore the modification to report incomemodification. (B) If the balance of the section 467 loa
and expense attributable to the rental (iv) Coordination with rules relating to determined under paragraph (g)(2)(i) c
agreement. dispositions and assignment$A) Dis- this section is less than the balance of tl

(i) Computations with respect to postpositions. If the modification involves a section 467 loan immediately before th
modification items. In computing sectionsale, exchange, or other disposition of theffective date of the modification, the dif:
467 rent, section 467 interest, and thBroperty subject to the rental agreement-ference is taken into account, in the taxab
amount of the section 467 loan with re- (1) Adjustments required under thisyear in which the modification occurs, as
spect to post-modification items— paragraph (g) are taken into account beeduction of the rent previously taken int

(A) Post-modification items are treatedore applying paragraphs (a), (b), (c), andccount by the lessor and lessee.
as provided under a rental agreement (te) of this section; (C) For purposes of this paragrap
post-modification agreement) separate (2) The prior understated inclusion for(g)(2)(ii), a negative balance is less than
from the agreement under which prepurposes of paragraph (b) of this sectiopositive balance, a zero balance, or ar
modification items are provided,; is the sum of the prior understated incluether negative balance that is closer to

(B) The lease term of the post-modifi-sion with respect to pre-modificationzero balance.
cation agreement begins at the beginnintems and the prior understated inclusion (i) Section 467 rent and interest afte
of the first period for which rent otherwith respect to post-modification items;the modification. The section 467 rent
than pre-modification rent is provided;and and section 467 interest for periods afte
and (3) Paragraph (e) of this section apthe effective date of the modification ar

(C) The applicable Federal rate for thelies separately with respect to pre-modidetermined under the terms of the enti
post-modification agreement is the apfication items and post-modificationagreement (as modified).
plicable Federal rate in effect on the dajtems. (iv) Applicable Federal rate.The ap-
on which the modification occurs. (B) Assignments.If the modification plicable Federal rate for the agreemel

(i) Adjustments-(A) Adjustment re- involves an assignment of the lessee’s irdoes not change as a result of the modi
lating to certain prepaymentdf any pay- terest in the rental agreement to a substation.



(v) Modification effective within a §1.467-1(f)(4)(vi), the Commissionerods prior to the modification) constitutes pre-modi
rental period. If the effective date of a may require adjustments to taxable infication rent, and the $100,000 rent payments max

modification does not coincide with thecome to reflect the effect of the modifica~" December 31, 1999, and December 31, 200

L . . . . . . _.constitute pre-modification payments. Althougt
beginning or end of a rental period undetion, including adjustments that are siMizaiendar year 2000 is also prior to the modificatior
the agreement in effect before the modifitar to those required under paragraptmne rent allocated to calendar year 2000 is not pr
cation, the section 467 rent and section 4q4)(2) of this section. modification rent and the related payment is not
interest for the portion of the rental period (4) Effective date of modificationThe pre-modification payment because the modificatio

o . . . . o hanged the time at which that rent i ble. S
ending immediately prior to the effectiveeffective date of a modification of a rentagf:gf_l(f)%)'x)e(:;. whieh fhat rent 1s payable

C_iate of the moqiﬁcation are a pro rata Pofagreement occurs at the earliest of— (iv) Under paragraph (g)(1)(i) of this section, F
tion of the section 467 rent and the section (i) The date on which the modificationand G take pre-modification rent and pre-modifica
467 interest, respectively, for the rental peaccurs; tion payments into account under the method of a

riod. Such amounts are also taken into ac- (i) The beginning of the first period for counting they used to report income and deductio

count in determining the section 467 loanyhi - attributable to the pre-modification agreement.
g Which the amount of rent or interest pro- ="\, qer §1.467-1( (1)), the post-modifica-

balance, prior to any adjustment thereafided under the entire agreement (as mogs, agreement providing rent for the period begin
that may be required under paragraph (fied) differs from the amount of rent orning on January 1, 2000, and ending on Decemt
of this section, immediately before the efinterest provided under the agreement iBil, 2004, is treated as a new rental agreement. T
fective date of the modification. Similareffect before the modification: rental agreement allocates $100,000 of rent to ea

e 3y W respect 0t secton 467 (i) The due date of the s payment 5 s, Y, 70 s S0
rent and section 467 interest determmegnder either the entire agreement (aémber 31, 2004. Because the post-r;mdificatic

unde_r_ the terms of the entire agree_ment (%dified) or the agreement in effect beagreement provides for deferred rent under §1.46
modified) for purposes of computing thefore the modification, that is not identical,1(c)(3)(i), section 467 applies. Further, the pos
amount of the section 467 loan under pargy que date and amount, under both sudppdification agreement does not provide for ade
graph (g)(2)(i) of this section and the Se%greements; quate interestfonffixzd rent, f:ljn}d thereforef.F Zmd
i i i ) . ... __must account for fixed rent and interest on fixed rel
o7 et scion 46 et &) e n e cas of 2320 P L
part P >ginning tion involving the substitution of a new g)(1)qiii) of this section, for their taxable years
fective date of the modification. lessor, on which the property subject tavhich include January 1, 2001, F and G must adjt

(vi) Other adjustmentsThe lessor and e rental agreement is transferred; or  reported rent for the difference between the rei
lessee must take into account, in the tax- (v) The date, in the case of a modificataken into account for the calendar year 2000 und

able year in which a retroactive modiﬁca,tion involving the substitution of a r'leWthe unmodified agreement and the proporti‘o.nz

tion occurs, any amount necessary to pres . . rental amount for that year under the post-modific:
Gy AR fessee, on which the substitute lessee firg$n agreement.

vent the duplication or omission of rent 0f, 55 e of the property subject to the Example 2. (i) On January 1, 2000, X, lessee

Interest for the period befor? the beginc.ial agreement. and Y, lessor, enter into a rental agreement for a

ning of the taxable year in which the mod- (5) Examples. The following exam- Ye&' lease of tangible personal property beginnir

ificati : o ; 1,2 ing D 1,2
Iflca’F!On Occurs. _ _ . ples illustrate the appllcatlon of this para\_]anuary , 2000, and ending December 31, 20C
(vii) Coordination with rules relating

h ( ) The agreement provides that the calendar year is

P . . ra . .

to dispositions and assignments. the grapn (g rental period and all rent payments are due on Ju
e . . . 15 of all years in which a payment is required. As

modification involves a sale, exchange, or Example 1.() F, a cash method lessor, and G, an | "\ - agreement is not a disqualified leassba

other disposition of the property subjececcrual method lessee, agree (0 a 7-yeat lease of 1,15 iorm agreement within the meaning o

to the rental agreement, an assignment 3¢ P property P 9iNNINg 014y 457_3(b), and has the following allocation schex

L. . anuary 1, 1998, and ending on December 31, 200Z, )
the lessee’s interest in the rental agre%ﬁe rental agreement allocates $100,000 of rent &)e and payment schedule:

ment to a substitute lessee or a substitutgch calendar year during the lease term, such refdar

- . Allocation Payment
lessee having use of the property duringta be paid December 31 following the close of the
period otherwise included in the leas@alendar year to which it is allocated. Because t 882 $ 388888 $ 00

term, adjustments required under thiéental agreement does not provide for increasin
J d rent, or deferred rent within the meaning of sectio 002 1,000,000 1,500,000

paragraph (g) are taken into account b%—m(d)(l)(A), section 467 does not apply to th 1,000,000 1,500,000
fore applying paragraphs (a), (b), (C), (€}ental agreement. 2004 1,100,000 1,500,000
and (f) of this section. (i) Prior to January 1, 2001, G timely makes thé20° 1,200,000 1,500,000

(viii) Exception for agreements en-$100,000 rental payments required as of December (ji) The rental agreement has deferred rent withi
tered into prior to effective date of sectiorpl: 1999, and December 31, 2000. On January the meaning of §1.467-1(c)(3)(i) because the re
467. This paragraph (g)(2) does not apphZOOl, F and G modify the rental agreement paymealiocated to 2000 is not payable until 2002 and son
to a modification of a rental agreemenghedu'e to provide for a single final payment obf the rent allocable to 2001 is not payable unt

. g . 500,000 on December 31, 2004. Assume that tie®03. Further, the rental agreement does not pr
that is not subject to section 467 becaus@ange is a substantial modification within thevide adequate interest on fixed rent within the mea
of the effective date provisions of sectiomeaning of §1.467-1(f)(5)(ii). Because the modifiing of §1.467—2(b). Therefore, the rent amount to k
92(c) of the Tax Reform Act of 1984 cation occurs after May 18, 1999, the post-modificaaccrued by X and Y for each rental period is the pr

(Public Law 95-360 (98 Stat. 612)). 10" Areement s veatd, s 1 49700, sgortonal encal amourt, a3 descroe i 514
. L c). Assuming percent of the applicable Fe
(3) AdJUStment by Commissioneff _itis a section 467 rental agreement. eral rate is 10 percent compounded annually, tt

the entire agre_ement (as modified) is iy under §1.467-1(f)(5)(v), the $200,000 of section 467 rent, interest, and loan balances are
treated as a single agreement undednt allocated to calendar years 1998 and 1999 (pefellows:



Year Rent Interest Loan Balance

2000 $ 736,949.55 $ 0 $ 736,949.55
2001 829,068.24 73,694.96 1,639,712.75
2002 921,186.94 163,971.28 1,224,870.97
2003 921,186.94 122,487.10 768,545.01
2004 1,013,305.63 76,854.50 358,705.14
2005 1,105,424.33 35,870.53 0

(iii)(A) On January 1, 2004, X and Y agree thatof the effective date of the modification is taken intqhew lessor may constitute a substanti
the $1,500,000 payment scheduled for July 1%ccount. In this example, the loan balance immedin o dification of the rental agreement
2005, will be made in three equal installments omtely before the effective date of the modification ig ; ; ; ; :
June 15, 2005, July 15, 2005, and August 15, 200$768,545.01 and the recomputed loan balance assiBP(eWIS& §1.'467_1(J)(2)’ which provides
Under 81.467-1(j)(2)(i)(C) (relating to timing con-the effective date of the modification isrmeS regardl-ng Wh_en amoun_ts a,re treaty
ventions), the payment to be made on June 15, 200§796,689.42. Thus, because the recomputed l0&% payable, is designed to simplify calct
is treated as if it were payable on December 3halance exceeds the original loan balance, the diffel@tions of present values, section 467 loz
2004, for purposes of determining present valuesnce ($28,144.41) is taken into account, in the tabalances, and proportional and consta
and yield of the section 467 loan. Assume that thigble year in which the modification occurs, as addirental amounts. These simplifying con
change, which results in the following allocationtional rent. Beginning on January 1, 2004, seCtio(}entions assume that there will be n
schedule and payment schedule, is not a substanti87 rent and interest are taken into account by X an

modification within the meaning of §1.467—Y in accordance with the recomputed rent schedulg 2 '9¢ 1N the lessor or lessee under a s

1()(B)(i): set forth in paragraph (iv) of this example. tion 467 rental ggreement and that tr
_ terms of the section 467 rental agreeme
Year Allocation Payment  (h) Omissions or duplicatioas(1) In  will not be modified. Therefore, as illus-
2000 $800,000 $ 0 general. In applying the rules of this sec-trated in the example in paragraph (h)(Z
2001 900,000 0 tion in conjunction with the rules of of this section, when actual events do n
;882 1'888'888 i'ggg'ggg 881.467-1 through 1.467-5, adjustment®flect these assumptions, it may be ne
2004 1:100:000 2:000:000 must be made tp the extent necessary ¢éssary to alter the appllcat|on of thes
2005 1,200,000 1,000,000 prevent the omission or duplication ofrules to properly reflect taxable income.

(B) The agreement remains subject to proporitems of income, deduction, gain, or loss. (2) Example. The following example
tional rental accrual after the modification because ’tzor example, if a transferee lessor adlustrates an application of this paragrap

has deferred rent and does not provide adequate AUIr€S property subject to a section 46):
terest on fixed rent within the meaning of §1.467¥ental agreement at other than the begin- Example. (i) J leases tangible personal propert

2(b). o o . ning or end of a renta:' p'eriOd: a‘nd th&om K for five years beginning on January 1, 200(

(iv) Because the modification occurs after Mayransferee lessor’s beginning section 46ahd ending on December 31, 2004. Under the ren
18, 1999, and is not substantial within the meaning, )2 1ance differs from the transferopgreement, rentis payable on July 15 of the calenc
9f §1'46_7_1(f)(5)(")’ paragraph (g)(2). of th'§ sec-[ ) i 467 | bal ; dyear to which it is allocated. Both J and K treat th
tion applies. Under paragraph (g)(2)(i) of this secl€SSOI'S Se€ction oan balance immedt

calendar year as the rental period. The allocation

tion, the amount of the section 467 loan relating t@tely prior to the transfer, it will be neces; . and payments of rent required under the rem

the modified agreement is computed as of the eﬁes—ary to treat the rental period that inC|Ud%reement are as follows:

tive date of the modification, and, solely for pur-the day of transfer as consisting of two
oses of recomputing the amount of the section 467 ; i . Calendar
P puting %&ntal periods, one beginning at the beginy,,,

loan, the section 467 rent and section 467 interest for . . Rent Payments
periods before the modification are determined'Nd of the rental period that includes thezooo $200,000 $450,000
under the terms of the entire agreement (as modilay of transfer and ending with or imme'zom zoo:ooo 250,,000
fied). In addition, the applicable Federal rate doediately prior to the transfer and one beginzgo2 200,000 200,000
not change as a result of the modification. Thus, ”ﬁing with or immediately after the trans-2003 200,000 100,000
recomputed section 467 rent, interest, and loan beldér and ending immediately prior to the2004 200,000 0
ances are as follows: . . .

beginning of the succeeding rental period. (i) The rental agreement does not provide for ir
Year Rent Interest  Loan Balance Because the substitution of two rental peerest on prepaid rent. The rental agreement has p
2000 $ 74224259 $ 0 $ 742,242.59i0ds for one rental period may change theaid rent under §1.467-1(c)(3)(ii) because the re

2001 835,022.91 74,224.26 116511489-76pr0p0rti0na| rental amount or ConstanPayable at the end of 2000 exceeds the cumulati

2002 927,803.24 165,148.98  1,244,441.9 K amount of rent allocated to 2000 and 2001. Ther
2003 927,803.24 124,444.20 796’689'4§rema| amount, the change in rental peq‘bre, J and K must take section 467 rent into accou

2004 102058356  79.668.94 (103,058.08)0ds should be treated as a modifigation @hder the proportional rental method of §1.467
2005 1,113,363.88 (10,305.80) o the rental agreement that occurs immed(c). Assume that 110 percent of the applicable Fe
(v) Under paragraph (g)(2)(ii) of this section theately prior o the transfer. The change iﬁl’a|t_fatefé710 petrcent,t;:om4pg$nqrid an?ua”)ﬁ .
, : . : ection rent, section interest, amoun
difference between the section 467 loan balance irm:mtal pel’_IOdS, by_lt_self,_ is not treated as p%ayable, and section 467 loan balances for each
mediately before the effective date of the modificaSUbstantial modification of the rentalne calendar years under the terms of the ren
tion and the recomputed section 467 loan balance agreement although the substitution of agreement are as follows:



Calendar Section 467 Section 467 Section 467

Year Rent Interest Payments Loan Balance
2000 $ 220,077.48 $ 0 $450,000 $(229,922.52)
2001 220,077.48 (22,992.25) 250,000 (282,837.29)
2002 220,077.48 (28,283.73) 200,000 (291,043.54)
2003 220,077.48 (29,104.35) 100,000 (200,070.41)
2004 220,077.48 (20,007.07) 0 0

(ili) On January 1, 2002, J and K amend thehange is not a substantial modification within there-modification rental agreement. If this had bee
terms of the rental agreement to advance the dmeeaning of §1.467-1(f)(5)(ii)). Because the modifithe case, the section 467 rent, section 467 intere
date of the $200,000 payment originally due on Julgation occurs after May 18, 1999, and is not substaamounts payable, and section 467 loan balances
15, 2002, to June 15, 2002. This change in the pagial, paragraph (g)(2) of this section applies. Thusach of the calendar years under the terms of t
ment schedule constitutes a modification of thehe section 467 loan balance at the beginning aéntal agreement would have been as follows:
terms of the rental agreement within the meaning 002 must be recomputed as if the June 15, 2002,
81.467-1(f)(5)(i). Assume, however, that thepayment date had been included in the terms of the

Calendar Section 467 Section 467 Section 467

Year Rent Interest Payments Loan Balance
2000 $224,041.38 $ 0 $450,000 $ (225,958.62)
2001 224,041.38 (22,595.86) 450,000 (474,513.10)
2002 224,041.38 (47,451.31) 0 (297,923.03)

2003 224,041.38 (29,792.30) 100,000 (203,673.95)
2004 224,041.38 (20,367.43) 0 0

(iv) Section 1.467-4(b)(3) incorporates the con81.467-8 Automatic consent to change  (3) The section 467 rental agreemet
ventions of §1.467-1(j)(2) in determining whentg constant rental accrual for certain does not include a specific allocation o

amounts are treated as payable for purposes of deter- . L .
mining the section 467 loan balance. Section 1. 46f_éntal agreements. fixed rent within the meaning of §1.467-

1()(2)()(C) treats amounts payable during the first (a) General rule. For the first taxable 1(C)(2)(”)(A)(2);_and
half of any rental period except the first rental periogq o ending after May 18, 1999, a tax- (4) The section 467 rental agreemel

as payable on the last day of the preceding rental i
riodp. yTherefore, becaus?el June 55, 2002? occurs REYEr may change to th.e COnStam ren%{;gsgentered into on or before May 18
the first half of 2002, in determining the section 462Ccrual method, as described in §1.467-377>

loan balance at the beginning of 2002 under thfor all of its section 467 rental agreementgl 467-9 Effective dates and automatic
amended terms of the rental agreement, thdescribed in paragraph (b) of this sectio
$200,000 payment due on June 15, 2002, is treated change to the constant rental accru
as g/e)‘yzt:g;”pg;c;:;;r(;%z)z(ﬁ)(ié') of this section, MEthOd s @ change in method of account- (a) In general. Sections 1.467-1
if the recomputed section 467 loan balance is led5'9 to which the provisions .Of sectionshrough 1.467-7 are applicable for—
than the section 467 loan balance immediately bét46 and 481 and the regulations thereun- (1) Disqualified leasebacks and long
fore the modification, the difference is taken into acder apply. A taxpayer changing itsterm agreements entered into after June
count as a reduction of the rent previously taken intmethod of accounting in accordance Witrl996' and

aICCOlrJ]nt by the |e$30f and thf6'79|559€-b 'I” this exafhjs section must follow the automatic (2)' Rental agreements not described
ple, the recomputed section oan balance |mm8hange in accounting method prOViSiorLj%aragraph (a)(l) of this section that ar

gpethod changes for certain agreements.

diately after the modification is negative
$474,513.10 and the section 467 loan balance imeJc Rev. Proc. 98-60 (see §601.601(d)( ntered into after May 18, 1999.
(b) Automatic consent for certain

diately before the modification is negativeOf this chapter) except, for purposes o

$282,837.29. However, the section 467 loan bakhis paragraph (a), the scope limitations M ntal agreements Section 1.467—8 ap-
ance immediately before the modification does nogection 4.02 of Rev. Proc. 98—60 are noft. !
take into account the $200,000 payment Origina”épplicable. Taxpayers changing theiP“es only to rental agreements describe
payable on July 15, 2002, whereas, under the co In 81.467-8.

_ R nethod of accounting in accordance with L . .
ventions of §1.467-1(j)(2)(i)(C), the recomputed%h. : d 9 for all of thei (c) Application of regulation project
section 467 loan balance immediately after the moci— IS section must do so for all of their sec-

. : 1A—-292-84 to certain leasebacks an
ification takes into account that $200,000 paymerfion 467 rental agreements described 'K\ t tdn th f
because it is now payable in the first half of thgparagraph (b) of this section. ong-term agreementsin the case ot any
rental period (June 15). Under these circumstances, (h) Agreements to which automaticdeaseback or long-term agreement (oth
if the recomputed section 467 loan balance immedjs o sent applies.A section 467 rental than a disqualified leaseback or long-tert
ately after the modification is treated as negative . C . . i A
y 93lv& yreement is described in this paragragh@’€eément) entered into after June .

$474,513.10 for purposes of applying paragrapﬁl )
(9)(2)(ii)(B) of this section, K’s gross income and .J's(b) if— 1996, and on or before May 18, 1999,

deductions attributable to the section 467 rental (1) The property subject to the sectiof@xpayer may choose to apply the prov
agreement will be understated by $200,000. Theret67 rental agreement is financed with afions of regulation project 1A-292—-84
fore, under paragraph (h)(1) of this section, only forexempt facility bond” within the mean- (1996-2 C.B. 462)(see 8601.601(d)(2)
purposes of applying paragraph (g)(2)(ii)(B) of thising of section 142: this chapter).

section, the $200,000 payment due on June 15, . . . . .
2002, should not be takeF; i):lto account in determin- (2) The facility subject to the section (d) Entered into. For purposes of this

ing the recomputed section 467 loan balance immé&67 rental agreement is described in sesection and §1.467-8, a rental agreeme
diately after the modification. tion 142(a)(1), (2), (3), or (12); is entered into on its agreement dat



(within the meaning of §1.467-1(h)(1)of Rev.Proc. 98-60 are not applicable.
and, if applicable, 81.467-1(f)(1)(i)). method change in accordance with par
(e) Change in method of accountirg graph (e)(1) of this section is made on
(1) In general. For the first taxable year cut-off basis so no adjustment under se
ending after May 18, 1999, a taxpayer iion 481(a) is required.
granted consent of the Commissioner to
change its method of accounting for rental Robert E. Wenzel,
agreements described in paragraph (a)(2) Deputy Commissioner of
of this section to comply with the provi- Internal Revenue.
sions of §§}.46-7—1 through 1-.467—7_. Approved May 5, 1999.
(2) Application of regulation project

IA—292-84. For the first taxable year Donald C. Lubick,
ending after May 18, 1999, a taxpayer is Assistant Secretary of
granted consent of the Commissioner the Treasury.

to change its method of accounting for
any rental agreement described in para-
graph (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 procedure®
taxpayer changing its method of account-
ing in accordance with this paragraph (e)
must follow the automatic change in ac-
counting method provisions of Rev. Proc.
98-60 (see §601.601(d)(2) of this chap-
ter) except, for purposes of this paragraph
(e), the scope limitations in section 4.02



