
utions commence were the participant’

paragraph (b)(2)(i) of this section.  

amount of such spouse’

would have been under a QJSA

explanation was provided.
(B) The distribution (including appro-

priate interest adjustments) provided
based on the retroactive annuity starting
date would satisfy the requirements of sec-
tion 417(e)(3), if applicable, and section
415 if the date the distribution commences
is substituted for the annuity starting date
for all purposes, including for purposes of
determining the applicable interest rate
and the applicable mortality table.

(vi) Timing of notice and consent re-
quirements in the case of retroactive an-
nuity starting dates. In the case of a
retroactive annuity starting date, the date
of the first actual payment of benefits
based on the retroactive annuity starting
date is substituted for the annuity starting
date for purposes of satisfying the timing
requirements for giving consent and pro-
viding an explanation of the QJSA pro-
vided in paragraphs (b)(3)(i) and (ii) of
this section, except that the substitution
does not apply for purposes of paragraph
(b)(3)(iii) of this section.  Thus, the writ-
ten explanation required by section
417(a)(3)(A) must generally be provided
no less than 30 days and no more than 90
days before the date of the first payment
of benefits and the election to receive the
distribution must be made after the writ-
ten explanation is provided and on or be-
fore the date of the first payment.  Simi-
larly, the written explanation may also be
provided less than 30 days prior to the
first payment of benefits if the require-
ments of paragraph (b)(3)(ii) of this sec-
tion would be satisfied if the date of the
first payment is substituted for the annuity
starting date.

(vii) Administrative delay.  A plan will
not fail to satisfy the 90-day timing re-
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AGENCY:  Internal Revenue Service
(IRS), Treasury.

ACTION:  Notice of proposed rulemak-
ing and notice of public hearing.

SUMMARY:  This document contains
proposed regulations that clarify the ap-
plication of the straddle rules to a variety
of financial instruments.  The proposed
regulations clarify what constitutes inter-
est and carrying charges and when inter-
est and carrying charges are properly allo-
cable to personal property that is part of a
straddle. The proposed regulations also
clarify that a taxpayer’s obligation under
a debt instrument can be a position in per-
sonal property that is part of a straddle.
The proposed regulations provide guid-
ance to taxpayers that enter into straddle
transactions.  This document provides no-
tice of a public hearing on these proposed
regulations.

DATES:  Written and electronic com-
ments and requests to appear and outlines
of topics to be discussed at the public
hearing scheduled for May 22, 2001, at 10
a.m., must be submitted by May 1, 2001.

ADDRESSES:  Send submissions to:
CC:M&SP:RU (REG–105801–00), room
5226, Internal Revenue Service, POB
7604, Ben Franklin Station, Washington,
DC 20044.  Submissions may be hand 

delivered between the hours of 8 a.m. and 5
p.m. to: CC:M&SP:RU (REG–105801–
00), Courier’s Desk, Internal Revenue Ser-
vice, 1111 Constitution Avenue NW.,
Washington, DC.  Alternatively, taxpayers
may submit comments electronically via
the Internet by submitting comments di-
rectly to the IRS Internet site at
http://www.irs.gov/tax_regs/regslist.html.
The public hearing will be held in the Audi-
torium, Internal Revenue Building, 1111
Constitution Avenue, NW., Washington,
DC.

FOR FURTHER INFORMATION CON-
TACT:  Concerning the proposed regula-
tions, Kenneth Christman (202) 622-
3950; concerning submission and
delivery of comments and the public hear-
ing, Treena Garrett, (202) 622-7180 (not
toll-free numbers).

SUPPLEMENTARY INFORMATION:

Background

Sections 501 and 502 of the Economic
Recovery Tax Act of 1981 (Public Law
97-34, 95 Stat. 172) added sections 1092
and 263(g), respectively, to the Internal
Revenue Code to address certain deferral
and conversion strategies involving eco-
nomically offsetting positions in actively
traded personal property.  These economi-
cally offsetting positions are called strad-
dles.  Section 1092(c)(1).

In general, under section 1092, a tax-
payer that realizes a loss on a position in
actively traded personal property must
defer the recognition of the loss to the ex-
tent the taxpayer has unrecognized gain
on an economically offsetting position in
the property.  This deferral rule matches
the recognition of loss with the recogni-
tion of the economically offsetting in-
come. Section 263(g) addresses interest
and carrying charges properly allocable to
personal property that is part of a straddle.
Under this section, these otherwise de-
ductible expenses are not currently de-
ductible.  Instead, they must be capital-
ized into the basis of the property.  By
requiring capitalization, section 263(g)
prevents: (1) a taxpayer from gaining a
timing advantage by accruing deductions
associated with carrying the straddle
transaction before recognizing income
from a position in personal property that
is part of the straddle; and (2) the deduc-
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tions from having a character different
from that of the income.

These proposed regulations provide
certain rules with respect to the applica-
tion of section 263(g) and section 1092.

Explanation of Provisions

The proposed regulations consist of
§1.263(g)–1, which provides a general in-
troduction, and §§1.263(g)–2, 1.263
(g)–3, 1.263(g)–4, and 1.263(g)–5, de-
scribed below.  The proposed regulations
also include a new paragraph
1.1092(d)–1(d). 

The proposed regulations generally ad-
dress four issues: (1) the definition of
personal propertyas such term is used in
section 263(g) (in §1.263(g)–2); (2) the
type of payments that are subject to the
capitalization rules of section 263(g) (in
§1.263(g)–3); (3) the operation of the
capitalization rules of section 263(g) (in
§1.263(g)–4); and (4) the circumstances
under which an issuer’s obligation under
a debt instrument can be a position in ac-
tively traded personal property and, there-
fore, part of a straddle (in §1.1092
(d)–1(d)).  These issues are discussed in
more detail below.

Definition of the Term Personal Property
for Purposes of Section 263(g) 

Section 263(g)(1) requires capitaliza-
tion of interest and carrying charges prop-
erly allocable to personal property that is
part of a straddle (as defined in section
1092(c)).   Section 1092(d)(1) defines
personal property for purposes of section
1092, as  personal property of a type that
is actively traded.   Commentators have
suggested that because sections 263(g)
and 1092 were enacted at the same time,
the term personal propertyas used in sec-
tion 263(g) should be given the same def-
inition as under section 1092(d)(1).  This
would limit the definition of personal
property in section 263(g) to personal
property of a type that is actively traded. 

Despite this suggestion, the proposed
regulations provide that personal property
has its common law meaning in section
263(g) for two reasons.  First, the defini-
tion in section 1092(d)(1) by its terms ap-
plies only for purposes of section 1092.
Second, the broader, common law inter-
pretation of personal property more
closely accords with the purposes of sec-

tion 263(g).  Application of the limited
definition in section 1092(d)(1) for pur-
poses of section 263(g) could result in
dissimilar tax treatment of economically
similar transactions.  For example, adop-
tion of the narrower definition would
cause section 263(g) to apply to a transac-
tion in which a taxpayer borrows to pur-
chase actively  traded personal property
that is a part of a straddle but not to a sim-
ilar transaction in which the taxpayer bor-
rows to purchase a derivative instrument
that is not itself actively traded but is a
position in actively traded property.

Consequently, proposed §1.263(g)–2
defines personal property as a property
right, whether or not actively traded, other
than a right in real property.  This defini-
tion includes both financial positions that
provide substantial rights but do not im-
pose substantial obligations on the holder
(e.g., common stock or a purchased op-
tion) and executory contracts that impose
both rights and obligations on the holder
(e.g., notional principal contracts (NPCs)
and forward transactions).    However, the
definition excludes straddles comprised
only of financial positions that impose
only obligations on the holder (e.g., the
obligor’s position in a debt instrument or
a writer’s position in an option). 

Payments That Are Subject to the
Capitalization Rules of Section 263(g) 

Section 263(g)(1) provides for the capi-
talization of interest and carrying charges.
For this purpose, interest and carrying
chargesare collectively defined in section
263(g)(2) as “interest incurred or contin-
ued to purchase or carry the personal
property” and “all other amounts (includ-
ing charges to insure, store, or transport)
paid or incurred to carry the personal
property,” less certain types of income
from the personal property.

The phrase “incurred or continued to
purchase or carry” also appears in section
265(a)(2), which disallows interest ex-
pense on indebtedness incurred or contin-
ued to purchase or carry tax-exempt debt.
Rev. Proc. 72–18 (1972–1 C.B. 740) sets
out rules for determining when this stan-
dard is met for purposes of section
265(a)(2).  Under that revenue procedure,
indebtedness issued by a taxpayer that is
not a dealer in tax-exempt obligations
meets this standard if (1) the proceeds of

the indebtedness are directly traceable to
the purchase of the tax-exempt obliga-
tions, (2) the tax-exempt obligations are
used as collateral for the borrowing, or (3)
the totality of the facts and circumstances
supports a reasonable inference that the
purpose of the borrowing was to purchase
or carry tax-exempt obligations.  In gen-
eral, the facts-and-circumstances test is
met if there is a “sufficiently direct rela-
tionship” between the borrowing and the
investment in the tax-exempt obligations.
Similarly, the proposed regulations pro-
vide that a sufficiently direct relationship
between indebtedness or other financing
and personal property that is part of a
straddle exists if payments on the indebt-
edness or other financing are determined
by reference to the value or change in
value of the personal property.  See
§1.263(g)–3(c).

Section 263(g) also applies to “all other
amounts (including charges to insure,
store or transport the personal property)”
paid or incurred to carry personal prop-
erty that is part of a straddle.  As noted by
one commentator, “taxpayers should not
be permitted to deduct items incurred in
connection with protecting or preserving
the value of assets” that are part of a
straddle.  Therefore, the term, to carry in
the context of section 263(g) includes the
reduction of the risk of holding an asset.
Because straddles necessarily involve po-
sitions that offset each other, the positions
“carry” each other. 

Accordingly, under §1.263(g)–3(b) of
the proposed regulations, interest and car-
rying charges subject to capitalization
under section 263(g) include: (1) other-
wise deductible payments or accruals (in-
cluding interest and original issue dis-
count) on indebtedness or other financing
issued or continued to purchase or carry
personal property that is part of a straddle;
(2) otherwise deductible fees or expenses
paid or incurred in connection with  the
taxpayer’s acquiring or holding personal
property that is part of a straddle, includ-
ing, but not limited to, fees or expenses
incurred to purchase, insure, store, main-
tain, or transport the personal property;
and (3) other otherwise deductible pay-
ments or accruals on financial instruments
that are part of a straddle or that carry part
of a straddle.

Section 263(g) requires capitalization
of interest and carrying charges that ex-
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ceed certain specified income inclusions
(allowable offsets) listed in section
263(g)(2)(B).  Section 1.263(g)–3(e) sets
forth the allowable offsets, including
amounts that are receipts or accruals on
financial instruments that are part of a
straddle or carry part of a straddle.  The
Treasury Department and the IRS solicit
comments regarding whether other
amounts should be treated as allowable
offsets for purposes of section 263(g).

Operation of the Capitalization Rules of
Section 263(g)

Generally, section 263(g) coordinates the
character and timing of items of income
and loss attributable to a taxpayer’s posi-
tion in a straddle by allocating interest and
carrying charges to the capital account of a
position in personal property that is part of
the straddle.  Proposed regulation
§1.263(g)–4 provides a set of allocation
rules governing the “capitalization” of in-
terest and carrying charges. 

In many cases, certain allocation rules
readily suggest themselves.

Congress was aware of “cash and carry”
transactions in adopting section 263(g).
See H.R. Rep. No. 201, 97th Cong. 1st
Sess. 203–04 (1981).  In a typical transac-
tion, a taxpayer borrows to purchase per-
sonal property and sells the property for-
ward.  The debt instrument generates
ordinary deductions (interest expense) that
precede predictable (and approximately
equal) capital gains on the sale of the per-
sonal property.  Coordination of the amount
and timing of income and loss in a cash and
carry transaction is achieved under the pro-
posed regulation by allocating the interest
expense to the capital account of the per-
sonal property.  This rule applies to all
transactions in which a taxpayer has bor-
rowed to purchase personal property that is
part of a straddle.

If the proceeds of a borrowing are not
used to purchase personal property, a sec-
ond allocation rule allocates interest ex-
pense to personal property when the per-
sonal property collateralizes the borrowing.
See Rev. Proc. 72–18, §3.03 (disallowing
interest deduction for debt secured by tax-
exempt obligations); Rev. Rul. 78–348
(1978–2 C.B. 95) (applying yield restric-
tions to investments pledged by person ben-
efitting from tax-exempt bond financing). 

A third allocation rule of the proposed
regulations allocates interest on indebted-

ness to personal property when payments
on the indebtedness are determined by ref-
erence to the value, or change in value, of
the personal property that is part of a strad-
dle.

Fees and charges related to the mainte-
nance of the personal property, such as
charges to insure, store, or transport the
personal property, are allocated to the capi-
tal account of that personal property.  See 
S. Rep. No. 144, 97th Cong. 1st Sess. 154
(1981).

In other cases, the appropriate method
for allocating capitalized interest and carry-
ing charges is less obvious.  This may be
true of payments or accruals on a financial
instrument, such as a NPC, described in
proposed §1.263(g)–3(d).  For example, the
proposed rules would apply to a taxpayer
that holds stock and enters into an equity
swap that is a short position with respect to
the stock.  In such a case, both the stock and
the equity swap may be personal property
that is part of a straddle, and payments on
the equity swap could be capitalized with
respect to the capital account of either the
stock or the equity swap.  However, it may
not be clear how a capitalization rule would
apply in conjunction with the rules under
§1.446–3 with respect to payments on
NPCs.  Accordingly, the proposed rules
provide that, in cases to which a specific al-
location rule is not applicable, interest and
carrying charges will be allocated to per-
sonal property that is part of a straddle in
the manner that is most appropriate under
all the facts and circumstances.  Proposed
regulations §1.263(g)–4(c) Example 7(re-
lating to a straddle consisting of stock and
an equity swap) illustrate one application of
this facts and circumstances rule.  The
Treasury Department and the IRS invite
comments and suggestions regarding both
the proposed specific allocation rules and
the general facts and circumstances alloca-
tion rule.

The regulations under section 263(g) are
proposed to be effective for expenses paid,
incurred, or accrued after the date the regu-
lations are adopted as final for straddles es-
tablished on or after January 17, 2001.  See
§1.263(g)–5.

Obligation Under a Debt Instrument as a
Position in Personal Property

If a taxpayer is the obligor under a debt
instrument that provides for one or more
payments linked to the value of actively

traded personal property, the value of the
taxpayer’s obligation under the debt in-
strument changes as the value of the refer-
enced property changes.  For this reason,
the taxpayer’s position as obligor under
the debt instrument functions as a position
in the referenced property. 

Some commentators have suggested
that a debt instrument (other than one de-
nominated in an actively traded foreign
currency) cannot be a position of the
obligor in personal property that is part of
a straddle.  Section 1092(d)(7) provides
that an obligor’s interest in a nonfunc-
tional-currency-denominated debt instru-
ment is treated under section 1092(d)(2)
as a position in the nonfunctional cur-
rency.  From this, the commentators infer
that an obligor’s interest in a debt instru-
ment may never be treated as an interest
in personal property other than a nonfunc-
tional currency. 

However, neither the legislative history
nor the express language of section
1092(d)(7) indicates that Congress in-
tended to exclude interests in personal
property from the definition ofpositionin
section 1092(d)(2). A rule that a debt in-
strument can be a position in currency
does not establish that a debt instrument is
a position only in currency.  This inter-
pretation of section 1092(d)(7) has al-
ready been rejected by the IRS and Trea-
sury in §1.1275–4(b)(9)(vi), which
provides that increased interest expense
on a contingent payment debt instrument
issued by a taxpayer may be a straddle
loss subject to section 1092 deferral. 

To clarify the definition of positionunder
section 1092(d)(2), §1.1092(d)–1(d) of the
proposed regulations explicitly provides
that an obligation under a debt instrument
may be a position in personal property that
is part of a straddle.  This provision is pro-
posed to be effective for straddles estab-
lished on or after January 17, 2001.   How-
ever, no inference is intended with respect
to straddles established prior to January 17,
2001.  Thus, in appropriate cases, the IRS
may take the position under section
1092(d)(2) that, even in the absence of a
regulation, an obligation under a debt in-
strument was part of a straddle prior to the
effective date of §1.1092(d)–1(d) if the debt
instrument functioned economically as an
interest in actively traded personal property.

In 1995, the IRS published proposed
regulation §1.1092(d)–2.  See 60 F.R.
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21482; FI–21–95, 1995–1 C.B. 935.  The
proposed regulations clarify the circum-
stances in which common stock may be
personal property for the purposes of sec-
tion 1092.  Because proposed regulation
§§1.1092(d)–2 and 1.1092(d)–1(d) ad-
dress similar issues, the IRS proposes to
finalize both regulations simultaneously.
The Treasury Department and the IRS,
therefore, invite additional comment on
proposed §1.1092(d)–2.

In addition, in 1985, the Treasury De-
partment and the IRS adopted Temporary
Regulation §1.1092(d)–5T(d), which de-
fines the term loss for purposes of
§§1.1092(b)–1T through 1.1092(b)–4T as
a loss otherwise allowable under section
165(a).  The Treasury Department and the
IRS request comments on whether that
definition should be expanded to include
expenses such as interest and carrying
charges or payments on notional principal
contracts.  If so, how should such a
change be coordinated with the proposed
regulations in this document?    

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a signifi-
cant regulatory action as defined in Exec-
utive Order 12866.  Therefore, a regula-
tory assessment is not required.  It also
has been determined that section 553(b)
of the Administrative Procedure Act (5
U.S.C. chapter 5) does not apply to these
regulations, and because the regulation
does not impose a collection of informa-
tion on small entities, the Regulatory
Flexibility Act (5 U.S.C. chapter 6) does
not apply.  Pursuant to section 7805(f) of
the Internal Revenue Code, this notice of
proposed rulemaking will be submitted to
the Chief Counsel for Advocacy of the
Small Business Administration for com-
ment on its impact on small business.

Comments and Public Hearing

Before these proposed regulations are
adopted as final regulations, considera-
tion will be given to any written or elec-
tronic comments (a signed original and
eight (8) copies, if written) that are sub-
mitted timely (in the manner described in
the ADDRESSES portion of this pream-
ble) to the IRS.  The IRS and Treasury re-
quest comments on the clarity of the pro-
posed regulations and how they may be
made easier to understand.  All comments

will be available for public inspection and
copying.

A public hearing has been scheduled
for May 22, 2001, at 10 a.m. in the Audi-
torium, Internal Revenue Building, 1111
Constitution Avenue NW., Washington
DC.  Due to building security procedures,
visitors must enter at the 10th Street en-
trance located between Constitution and
Pennsylvania Avenues, NW.  In addition,
all visitors must present photo identifica-
tions to enter the building.  Because of ac-
cess restrictions, visitors will not be ad-
mitted beyond the immediate entrance
area more than 15 minutes before the
hearing starts.  For information about
having your name placed on the building
access list to attend the hearing, see the
“FOR FURTHER INFORMATION
CONTACT” section of this preamble.

The rules of 26 CFR 601.601(a)(3) apply
to the hearing.  Persons who wish to present
oral comments at the hearing must submit
electronic or written comments and an out-
line of the topics to be discussed and the
time to be devoted to each topic (signed
original and eight (8) copies) by May 1,
2001.  A period of 10 minutes will be allot-
ted to each person for making comments.
An agenda showing the scheduling of the
speakers will be prepared after the deadline
for receiving outlines has passed.  Copies
of the agenda will be available free of
charge at the hearing.

Drafting Information

The principal author of these regula-
tions is Kenneth Christman, Office of As-
sociate Chief Counsel (Financial Institu-
tions and Products).  However, other
personnel from the IRS and Treasury De-
partment participated in their develop-
ment.

*   *   *   *   * 

Proposed Amendments to the
Regulations

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

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by adding entries in nu-
merical order to read as follows:

Authority: 26 U.S.C. 7805 * * *
Section 1.263(g)–1 also issued under

26 U.S.C. 1092(b)(1).

Section 1.263(g)–2 also issued under
26 U.S.C. 1092(b)(1).

Section 1.263(g)–3 also issued under
26 U.S.C. 1092(b)(1).

Section 1.263(g)–4 also issued under
26 U.S.C. 1092(b)(1).

Section 1.263(g)–5 also issued under
26 U.S.C. 1092(b)(1). * * *

Section 1.1092(d)–1 also issued under
26 U.S.C. 1092(b)(1).

Par. 2.  Sections 1.263(g)–1,
1.263(g)–2, 1.263(g)–3, 1.263(g)–4, and
1.263(g)–5 are added to read as follows:

§1.263(g)–1 Treatment of interest and
carrying charges in the case of straddles;
in general.

(a) Under section 263(g), no deduction is
allowed for interest and carrying charges
allocable to personal property that is part of
a straddle (as defined in section 1092(c)).
The purpose of section 263(g) is to coordi-
nate the character and the timing of items of
income and loss attributable to a  taxpayer’s
positions that are part of a straddle.  In
order to prevent payments or accruals re-
lated to a straddle transaction from giving
rise to recognition of deductions or losses
before related income is recognized and to
prevent the items of loss and  income from
having different character,  no deduction is
allowed for interest and carrying charges
properly allocable to personal property that
is part of a straddle.  Rather, such amounts
are chargeable to the capital account of the
personal property to which the interest and
carrying charges are properly allocable.

(b) Section 263(g) does not apply if
none of the taxpayer’s positions that are
part of the straddle are personal property.
Section 263(g) also does not apply to
hedging transactions as defined in section
1256(e) (see section 263(g)(3)) or to secu-
rities to which the mark-to-market ac-
counting method provided by section 475
applies (see section 475(d)(1)).

(C) Section 1.263(g)–2 provides a defi-
nition of personal property for purposes
of section 263(g) and §§1.263(g)–1
through 1.263(g)–5.  Section 1.263(g)–3
provides a definition of interest and carry-
ing charges for purposes of section
263(g), section 1092, §§1.263(g)–1
through 1.263(g)–5, and §1.1092(b)–4T.
Section 1.263(g)–4 provides a set of allo-
cation rules governing the capitalization
of amounts to which section 263(g) ap-
plies. 
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§1.263(g)–2 Personal property to which
interest and carrying charges may
properly be allocable.

(a) Definition of personal property.
For purposes of section 263(g) and of
§§1.263(g)–1 through 1.263(g)–5, per-
sonal propertymeans property, whether
or not actively traded, that is not real
property.  For purposes of the preceding
sentence, a  position in personal property
may itself be property.  In general, how-
ever, a position in personal property is not
property of a taxpayer unless the position
confers or may confer substantial rights
on the taxpayer.

(1) Application to certain financial in-
struments.  Personal property includes a
stockholder ’s ownership of common
stock, a holder’s ownership of a debt in-
strument, and either party’s position in a
forward contract or in a conventional
swap agreement.  Personal property does
not include a position that imposes oblig-
ations but does not confer substantial
rights on the taxpayer.  Therefore, the
obligor’s position in a debt instrument
generally is not personal property, even
though the obligor may have typical
rights of a debtor, such as the right to pre-
pay the debt.  However, the obligor on a
debt instrument has a position in any per-
sonal property underlying the debt instru-
ment.  See §1.1092(d)–1(d).  

(2) Options. For the purposes of apply-
ing this section, a put option or call option
imposes obligations but does not confer
substantial rights on the grantor, whether
or not the option is cash-settled.

(b) Example. The following example il-
lustrates the rules stated in paragraph (a)
of this section:

Example. (i) Facts. Apurchases 100 ounces of
gold at a cost of $x.  A transfers the 100 ounces of
gold to a trust that issues multiple classes of trust
certificates and is treated as a partnership for tax
purposes.  In return, A receives two trust certificates
that are not personal property of a type that is ac-
tively traded within the meaning of section
1092(d)(1).  One certificate entitles A to a payment
on termination of the trust at the end of four years
equal to the value of the 100 ounces of gold up to a
maximum value of $(x + y).  The other certificate
entitles A to a payment equal to the amount by
which the value of 100 ounces of gold exceeds $(x +
y) on termination of the trust.  A sells the second cer-
tificate and keeps the first certificate. 

(ii) Analysis.  The trust certificate retained by A is
property that is not real property.  In addition, own-
ership of the trust certificate confers certain substan-
tial rights on A.  Therefore, although the trust certifi-
cate is not personal property of a type that is actively

traded, A’s interest in the trust certificate is personal
property for purposes of section 263(g).

§1.263(g)–3 Interest and carrying
charges properly allocable to personal
property that is part of a straddle.  

(a) In general.  For purposes of section
263(g), section 1092, §§1.263(g)–1
through 1.263(g)–5, and §1.1092(b)–4T,
interest and carrying charges properly al-
locable to personal property that is part
of a straddlemeans the excess of interest
and carrying charges (as defined in para-
graph (b) of this section) over the allow-
able income offsets (as defined in para-
graph (e) of this section).

(b) Interest and carrying charges.  In-
terest and carrying charges are otherwise
deductible amounts paid or accrued with
respect to indebtedness or other financing
incurred or continued to purchase or carry
personal property that is part of a straddle
and otherwise deductible amounts paid or
incurred to carry personal property that is
part of a straddle.   As provided in section
263(g)(2), interest includes any amount
paid or incurred in connection with per-
sonal property used in a short sale.  Inter-
est and carrying charges include—

(1) Otherwise deductible payments or
accruals (including interest and original
issue discount) on indebtedness or other
financing issued or continued to purchase
or carry personal property that is part of a
straddle;

(2) Otherwise deductible fees or ex-
penses paid or incurred in connection with
acquiring or holding personal property that
is part of a straddle including, but not lim-
ited to, fees or expenses incurred to pur-
chase, insure, store, maintain, or transport
the personal property; and

(3) Other otherwise deductible pay-
ments or accruals on financial instruments
that are part of a straddle or that carry part
of a straddle.

(c) Indebtedness or other financing in-
curred or continued to purchase or carry
personal property that is part of a strad-
dle.  For purposes of paragraph (b)(1) of
this section, indebtedness or other financ-
ing that is incurred or continued to pur-
chase or carry personal property that is
part of a straddle includes —

(1) Indebtedness or other financing the
proceeds of which are used directly or in-
directly to purchase or carry personal
property that is part of the straddle;

(2) Indebtedness or other financing that
is secured directly or indirectly by per-
sonal property that is part of the straddle;
and

(3) Indebtedness or other financing the
payments on which are determined by ref-
erence to payments with respect to the
personal property or the value of, or
change in value of, the personal property.

(d) Financial instruments that are part of
a straddle or that carry part of a straddle.
For purposes of paragraph (b)(3), financial
instruments that are part of a straddle or
that carry part of a straddle include —

(1) A financial instrument that is part of
the straddle;

(2) A financial instrument that is issued
in connection with the creation or acquisi-
tion of a position in personal property if
that position is part of the straddle;

(3) A financial instrument that is sold or
marketed as part of an arrangement that
involves a taxpayer’s position in personal
property that is part of the straddle and
that is purported to result in either eco-
nomic realization of all or part of the ap-
preciation in an asset without simultane-
ous recognition of taxable income or a
current tax deduction (for interest, carry-
ing charges, payments on a notional prin-
cipal contract, or otherwise) reflecting a
payment or expense that is economically
offset by an increase in value that is not
concurrently recognized for tax purposes
or has a different tax character (for exam-
ple, an interest payment that is economi-
cally offset by an increase in value that
may result in a capital gain in a later tax
period); and

(4) Any other financial instrument if
the totality of the facts and circumstances
support a reasonable inference that the is-
suance, purchase, or continuation of the
financial instrument by the taxpayer was
intended to purchase or carry personal
property that is part of the straddle.

(e) Allowable income offsets.  The al-
lowable income offsets are:

(1) The amount of interest (including
original issue discount) includible in
gross income for the taxable year with re-
spect to such personal property;

(2) Any amount treated as ordinary in-
come under section 1271(a)(3)(A), 1278,
or 1281(a) with respect to such personal
property for the taxable year;

(3) The excess of any dividends in-
cludible in gross income with respect to
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such property for the taxable year over the
amount of any deductions allowable with
respect to such dividends under section
243, 244, or 245; 

(4) Any amount that is a payment with
respect to a security loan (within the
meaning of section 512(a)(5)) includible
in income with respect to the personal
property for the taxable year; and

(5) Any amount that is a receipt or ac-
crual includible in income for the taxable
year with respect to a financial instrument
described in §1.263(g)–3(d) to the extent
the financial instrument is entered into to
purchase or carry the personal property.

§1.263(g)–4  Rules for allocating
amounts to personal property that is part
of a straddle.

(a)  Allocation rules.  (1) Interest and
carrying charges paid or accrued on in-
debtedness or other financing issued or
continued to purchase or carry personal
property that is part of a straddle are allo-
cated, in the order listed —

(i) To personal property that is part of
the straddle purchased, directly or indi-
rectly, with the proceeds of the indebted-
ness or other financing;

(ii) To personal property that is part of
the straddle and directly or indirectly se-
cures the indebtedness or other financing;
or

(iii) If all or a portion of such interest
and carrying charges are determined by
reference to the value or change in value
of personal property, to such personal
property.

(2) Fees and expenses described in
§1.263(g)–3(b)(2) are allocated to the
personal property, the acquisition or hold-
ing of which resulted in the fees and ex-
penses being paid or incurred.

(3) In all other cases, interest and carry-
ing charges are allocated to personal
property that is part of a straddle in the
manner that under all the facts and cir-
cumstances is most appropriate.

(b) Coordination with other provisions.
In the case of a short sale, section 263(g)
applies after section 263(h).  See sections
263(g)(4)(A) and (h)(6).  In case of an
obligation to which section 1277 (dealing
with deferral of interest deduction alloca-
ble to accrued market discount) or 1282
(dealing with deferral of interest deduc-
tion allocable to certain accruals on short-
term indebtedness) applies, section

263(g) applies after section 1277 and sec-
tion 1282.  See section 263(g)(4)(B). Cap-
italization under section 263(g) applies
before loss deferral under section 1092.

(c) Examples.  The following examples
illustrate the rules stated in §§1.263(g)–2,
1.263(g)–3, and 1.263(g)–4.

Example 1.  Cash and Carry Silver.
(i)  Facts.  On January 1, 2002, A borrows $x at

6% interest and uses the proceeds to purchase y
ounces of silver from B.  At approximately the same
time, A enters into a forward contract with C to de-
liver y ounces of silver to C in one year.

(ii)  Analysis.  The y ounces of silver and the for-
ward contract to deliver y ounces of silver in one
year are offsetting positions with respect to the same
personal property and therefore constitute a straddle.
See sections 1092(c)(1), (c)(3)(A)(i).  The proceeds
of the debt instrument were used to purchase per-
sonal property that is part of the straddle.  Conse-
quently, A’s interest payments are interest and carry-
ing charges properly allocable to personal property
that is part of a straddle.  See §1.263(g)–3(b)(1) &
(c)(1).  Under §1.263(g)–4(a)(1)(i), the interest pay-
ments must be charged to the capital account for the
y ounces of silver purchased by A with the proceeds
of the borrowing.

Example 2.  Additional indebtedness issued to
carry personal property.

(i)  Facts.  The facts are the same as for Example
1 except that during the year 2002, the market price
of silver increases and A is required to post variation
margin as security for its obligation to deliver y
ounces of silver to C.  A incurs additional indebted-
ness to obtain funds necessary to meet A’s variation
margin requirement.

(ii)  Analysis.  The additional indebtedness is in-
curred to continue to carry A’s holding of y ounces
of silver.  Consequently, A’s interest payments on
the additional indebtedness are interest and carrying
charges properly allocable to personal property that
is part of a straddle and must be charged to the capi-
tal account for the y ounces of silver.  

Example 3.  Contingent payment debt instrument.
(i)  Facts.  On January 1, 2002,  D enters into a

contract to deliver x barrels of fuel oil to E on July 1,
2004, at an aggregate price equal to $y.  Soon after-
ward, D issues a contingent payment debt instru-
ment to F with a principal amount of $z and a 2-year
term that pays interest quarterly at a rate determined
at the beginning of each quarter equal to the greater
of zero and the London Interbank Offered Rate
(LIBOR) adjusted by an index that varies inversely
with changes in the price of fuel oil (so that the in-
terest rate increases as the price of fuel oil decreases
and vice versa).  The change in the aggregate
amount of interest paid on the $z of debt due to the
functioning of the index approximates the concur-
rent aggregate change in value of x barrels of fuel oil
and, thus, the value of D’s interest in the forward
contract.

(ii)  Analysis.  The debt instrument and the for-
ward contract are offsetting positions with respect to
the same personal property and constitute a straddle.
See section 1092(c)(1), (c)(3)(A)(i).  When issued,
the debt instrument is a position in personal property
that is part of a straddle.  See §1.1092(d)–1(d).  Con-
sequently, D’s interest payments are interest and car-
rying charges properly allocable to personal prop-

erty that is part of a straddle and must be allocated to
the capital account for the forward contract for the
delivery of x barrels of fuel oil to E.  See
§§1.263(g)–3(b)(1), (b)(3),  (c)(3), and (d)(1) and
–4(a)(1)(iii).

Example 4.  Financial instrument issued to carry
personal property that is part of a straddle.

(i)  Facts.  The facts are the same as for Example
3 except that D also enters into a two-year interest
rate swap under which D receives LIBOR times a
notional principal amount equal to $z and pays 7%
times $z.

(ii)  Analysis.  Because of the relationship be-
tween the two-year debt instrument issued by D and
the interest rate swap, the interest rate swap is a fi-
nancial instrument that carries personal property that
is part of a straddle.  See §1.263(g)–3(d)(4).   Net
payments made by D under the interest rate swap are
chargeable to the capital account for the forward
contract for the delivery of x barrels of fuel oil to E.
Similarly, net payments received by D under the in-
terest rate swap are allowable offsets.  See
§1.263(g)–3(e)(5).

Example 5.  Contingent payment debt instrument
with embedded short position.

(i)  Facts.  On January 1, 1998, G purchases
100,000 shares of the common stock ofXYZcorpo-
ration (which is publicly traded).    On January 1,
2002, the 100,000 shares of XYZ corporation com-
mon stock were worth $x per share.  On that date, G
issued a contingent payment debt instrument for
$100,000x.  The terms of the debt instrument pro-
vided that the holders would receive an annual pay-
ment of $2,000x on December 31 of each year up to
and including the maturity date of December 31,
2007.  On the maturity date, the holders would also
receive a payment of $100,000x plus an additional
amount, if the price of an XYZshare exceeded $1.2x
on such date, equal to 100,000 times three-quarters
of the amount of such excess per share.  Thus, G’s
aggregate payments on the debt instrument varied
directly with the increase in value in the XYZ shares.

(ii)  Analysis.  The debt instrument is a position
in XYZstock.  See §1.1092(d)–1(d).  The XYZ stock
is personal property within the meaning of section
1092(d)(3)(B) because the debt instrument is a posi-
tion with respect to substantially similar or related
property (other than stock) within the meaning of
section 1092(d)(3)(B)(i)(II).  See §1.1092(d)–2(c).
The debt instrument and the XYZshares are offset-
ting positions with respect to the same personal
property and constitute a straddle.  See sections
1092(c)(1), (c)(3)(A)(i).  Consequently, G’s interest
payments are interest and carrying charges properly
allocable to personal property that is part of a strad-
dle, see §§1.263(g)–3(b)(1), (b)(3),  (c)(3), and
(d)(1), and must be allocated to the capital account
for the XYZ common stock, see §1.263
(g)–4(a)(1)(iii) and (a)(3). 

Example 6.  Straddle including partnership inter-
est.

(i)  Facts.  H borrows money from I to purchase
100 ounces of gold at a cost of $u.  H transfers the 100
ounces of gold and $v to a newly created trust that is-
sues multiple classes of trust certificates and is treated
as a partnership for tax purposes.  In return, H receives
two trust certificates.  One certificate entitles the
holder to a payment on termination of the trust at the
end of four years equal to the value of the 100 ounces
of gold up to a maximum value of $(u + w).  The other

March 26, 2001 970 2001–13  I.R.B.



certificate entitles the holder to a payment equal to the
amount by which the value of 100 ounces of gold ex-
ceeds $(u + w) on termination of the trust.  H sells the
second certificate and keeps the first certificate.  H
also enters into a forward contract to sell 100 ounces
of gold for $1.12u per ounce on a date two years after
creation of the trust.  The trust uses part of the $v and
similar cash contributions from other investors to pay
costs of storing the gold held by the trust and allocates
H’s share of the expenses to H.

(ii)  Analysis.  The trust certificate retained by H
and the forward contract entered into by H are per-
sonal property for the purposes of section 263(g).  See
§1.263(g)–2(a).  They are also offsetting positions and
constitute a straddle.  Section 1092(c)(1).  The bor-
rowing fromI is an indebtedness incurred to purchase
personal property that is part of a straddle.  See
§§1.263(g)–3(b)(1) and (c)(1).  Similarly, the gold
storage expenses are expenses incurred due to the tax-
payer’s holding personal property that is part of a
straddle.  See §1.263(g)–3(b)(2).  Therefore both the
interest on the borrowing and the gold storage ex-
penses must be allocated to the capital account for the
partnership interest represented by the retained trust
certificate.  See §1.263(g)–4(a)(1)(i) and (a)(2).

Example 7.  Equity Swap.
(i) Facts.  On January 1, 1998, J purchases

100,000 shares of the common stock of XYZcorpo-
ration (which is publicly traded).  On December 31,
2001, the 100,000 shares of XYZ corporation com-
mon stock were worth $x per share.  On that date, J
entered into a NPC with K .  The terms of the NPC
provided that K would receive an annual payment on
December 31 of each year equal to 100,000 times
any appreciation in the value of a share of XYZcor-
poration stock above its price at the end of trading
on December 31 of the preceding year and 100,000
times the dividends paid during the year on each
share of XYZ corporation stock.  In return, on De-
cember 31 of each year, J would receive an amount
equal to LIBOR times the value of 100,000 XYZ
shares at the end of trading on December 31 of the
preceding year plus 100,000 times the amount of
any decrease in the value of a share of XYZcorpora-
tion stock below its price at the end of trading on
December 31 of the preceding year.  Payments be-
tween J and K would be netted and continue up to
and including the maturity date of the NPC on De-
cember 31, 2008.  Thus, J’s aggregate payments on
the NPC varied directly with the increase in value in
the XYZshares.

(ii) Analysis.  The NPC is a position in XYZ
stock.  See §1.1092(d)–2(c).  The XYZ stock is per-
sonal property within the meaning of section
1092(d)(3)(B) because the NPC is a position with
respect to substantially similar or related property
(other than stock) within the meaning of section
1092(b)(3)(B)(i)(II).  See §1.1092(d)–2(a)(1)(ii).
The NPC and the XYZshares are offsetting positions
with respect to the same personal property and con-
stitute a straddle.  See sections 1092(c)(1),
(c)(3)(A)(i).  Consequently, J’s payments are interest
and carrying charges properly allocable to personal
property that is part of a straddle.  See
§§1.263(g)–3(b)(3) and (d)(1).  Therefore, they
should be allocated to the personal property that is
part of the straddle in the manner that is most appro-
priate under all the facts and circumstances.  In this
case, because these payments are incurred to carry
the XYZshares, they should be allocated to the capi-

tal account for the XYZ common stock.  See
§1.263(g)–4(a)(3). 

§1.263(g)–5 Effective dates.

Sections 1.263(g)–1, 1.263(g)–2,
1.263(g)–3, and 1.263(g)–4 apply to in-
terest and carrying charges properly allo-
cable to personal property that are paid,
incurred, or accrued after the date these
regulations are adopted as final regula-
tions by publication in the Federal Regis-
ter for a straddle established on or after
January 17, 2001.

Par. 3. Section 1.1092(d)–1 is amended
by revising paragraph (d) and adding
paragraph (e), to read as follows:

§1.1092(d)–1 Definitions and special
rules.

* * * * *
(d) Debt instrument linked to the value

of personal property.  If a taxpayer is the
obligor under a debt instrument one or
more payments on which are linked to the
value of personal property or a position
with respect to personal property, then the
taxpayer’s obligation under the debt in-
strument is a position with respect to per-
sonal property and may be part of a strad-
dle.

(e) Effective dates.  Paragraph
(b)(1)(vii) of this section applies to posi-
tions entered into on or after October 14,
1993.  Paragraph (c) of this section ap-
plies to positions entered into on or after
July 8, 1991.  Paragraph (d) of this section
is effective for straddles established on or
after January 17, 2001. 

Robert E. Wenzel,
Deputy Commissioner 

of Internal Revenue.

(Filed by the Office of the Federal Register on January
17, 2001, 8:45 a.m., and published in the issue of the
Federal Register for January 18, 2001, 66 F.R. 4746)

SUMMARY:  This document contains
proposed regulations to narrow the defini-
tion of the term disqualified person for
section 1031 like-kind exchanges.  The
regulations are in response to recent
changes in the federal banking law, espe-
cially the repeal of section 20 of the
Glass-Steagall Act of 1933.  The regula-
tions will affect the eligibility of certain
persons to serve as escrow holders of
qualified escrow accounts, trustees of
qualified trusts, or as qualified intermedi-
aries.  This document also provides notice
of a public hearing on these proposed reg-
ulations.  

DATES:  Written or electronic comments
must be received by April 17, 2001.  Re-
quests to speak and outlines of topics to
be discussed at the public hearing sched-
uled for June 5, 2001, at 10 a.m. must be
received by May 15, 2001.         

ADDRESSES:  Send submissions to:
CC:M&SP:RU (REG–107175–00), room
5226, Internal Revenue Service, Post Of-
fice Box 7604, Ben Franklin Station,
Washington, DC 20044.  Submissions
may be hand delivered Monday through
Friday between the hours of 8 a.m. and 5
p.m. to: CC:M&SP:RU (REG–107175–
00), Courier’s Desk, Internal Revenue
Service, 1111 Constitution Avenue, NW.,
Washington, DC.  Alternatively, taxpayers
may submit comments electronically via
the Internet by selecting the “Tax Regs”
option on the IRS Home Page, or by sub-
mitting comments directly to the IRS In-
ternet site at http://www.irs.gov/
tax_regs/regslist.html.  The public hear-
ing will be held in room 4718, Internal
Revenue Building, 1111 Constitution Av-
enue, NW., Washington, DC.

FOR FURTHER INFORMATION CON-
TACT:  Concerning the proposed regula-
tions, J. Peter Baumgarten, at (202) 622-

reena Garrett, at (202) 622-7190

ARY INFORMATION:

ound and Explanation of

Tax Regula-
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