
partnership may make deductible reme-
dial, but not traditional or curative, al-
locations of amortization to take into
account the built-in gain or loss from
the revaluation of Asset 1, provided
that such allocations are not limited by
§ 1.197–2(h)(12)(vii)(B).

HOLDING

If, pursuant to § 1.704–1(b)(2)(iv)(f), a
partnership revalues a section 197 intan-
gible that was amortizable in the hands of
the partnership, then the § 197 anti-churn-
ing rules do not apply and the partnership
may make reverse § 704(c) allocations (in-
cluding curative and remedial allocations)
of amortization to take into account the
built-in gain or loss from the revaluation
of the intangible. If the revalued section
197 intangible was not amortizable in the
hands of the partnership, then the partner-
ship may make remedial, but not tradi-
tional or curative, allocations of amortiza-
tion to take into account the built-in gain
or loss from the revaluation of the intangi-
ble, provided that such allocations are not
limited by § 1.197–2(h)(12)(vii)(B).

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Laura C. Nash of the Office of As-
sociate Chief Counsel (Passthroughs and
Special Industries). For further informa-
tion regarding this revenue ruling, con-
tact Ms. Nash at (202) 622–3050 (not a
toll-free call).

Section 246A.—Dividends
Received Deduction
Reduced Where Portfolio
Stock is Debt Financed

Generally, section 246A reduces the dividend re-
ceived deduction otherwise allowable under sections
243, 244, or 245(a) in proportion to the extent that
the portfolio stock, with respect to which the divi-
dends are received, is debt-financed. Stock is treated
as debt-financed if there is indebtedness directly at-
tributable to the stock investment. See Announce-
ment 2004-44, page 957, and Rev. Rul. 2004-47,
page 941.

Section 265.—Expenses
and Interest Relating to
Tax-Exempt Income

Section 265(a) disallows expenses that would oth-
erwise be allowable as a deduction when these ex-
penses are allocable to income that is wholly exempt
from Federal Income taxes. Section 265(a)(2) dis-
allows interest on indebtedness incurred or contin-
ued to purchase or carry obligations the interest on
which is wholly exempt from Federal income taxes.
See Announcement 2004-44, page 957, and Rev. Rul.
2004-47, page 941.

26 CFR 1.265–2: Interest relating to tax-exempt in-
come.

Section 265(a)(2); expenses and inter-
est relating to tax-exempt income. This
ruling deals with the application of sec-
tion 265 of the Code to affiliated corpo-
rate groups when one member of the group
borrows from outside the group and makes
funds available to another member of the
group that is a dealer in tax-exempt secu-
rities.

Rev. Rul. 2004–47

ISSUE

If a member of an affiliated group
borrows money and transfers the money
to another member of the group that is
a dealer in tax-exempt obligations, does
§ 265(a)(2) of the Internal Revenue Code
apply to disallow the interest expense of
the borrowing corporation?

FACTS

Situation 1. — P and S are corpora-
tions that are members of the same affil-
iated group, but file separate tax returns.
P and S use the calendar year as their tax-
able year. S is a dealer in tax-exempt obli-
gations, whose general business includes
purchasing and carrying tax-exempt secu-
rities.

On January 1, 2004, L, a bank unrelated
to the affiliated group that includes P and
S, lends $40x to P for 5 years. L’s loan to
P provides for payments of interest on De-
cember 31 of each year at a rate higher than
the appropriate applicable Federal rate. P
contributes the $40x borrowed from L to
the capital of S, and S uses the contributed
funds in its business. Although the bor-
rowed funds are directly traceable from
P to S, they are not directly traceable to

the purchase or carry of specific tax-ex-
empt obligations by S. During its taxable
year 2004, S holds an average of $500x of
tax-exempt obligations (valued at their ad-
justed bases), and an average of $1,000x of
total assets (valued at their adjusted bases).
During its taxable year 2004, P holds an
average of $10,000x of total assets (val-
ued at their adjusted bases) and no tax-ex-
empt obligations in the active conduct of
its trade or business, and incurs $2x of in-
terest expense on its $40x loan from L.

Situation 2. — The facts are the same
as in Situation 1, except that P and S file a
consolidated return.

Situation 3. — The facts are the same as
in Situation 1, except that the funds that P
borrowed from L are not directly traceable
to any funds transferred from P to S and
there is no other direct evidence linking the
borrowed funds to any funds transferred
from P to S.

Situation 4. — The facts are the same
as in Situation 1, except that P loans to
S the $40x borrowed from L on the same
terms and conditions as the loan from L to
P. During its taxable year 2004, S incurs
$2x of interest expense on its $40x loan
from P.

LAW AND ANALYSIS

In general, a deduction is allowed under
§ 163 of the Code for all interest paid or ac-
crued on indebtedness. Under § 265(a)(2),
however, no deduction is allowed for inter-
est on indebtedness incurred or continued
to purchase or carry obligations the inter-
est on which is wholly exempt from Fed-
eral income taxes.

Rev. Proc. 72–18, 1972–1 C.B. 740,
sets forth guidelines for the application of
§ 265(a)(2). Section 3.01, which applies to
all taxpayers, states that the application of
§ 265(a)(2) requires a determination of the
taxpayer’s purpose in incurring or contin-
uing each item of indebtedness, based on
all the facts and circumstances. That sec-
tion further states that the taxpayer’s pur-
pose may be established by either direct or
circumstantial evidence.

Section 3.02 of Rev. Proc. 72–18 pro-
vides that direct evidence of a purpose
to purchase tax-exempt obligations exists
when the proceeds of indebtedness are
used for, and are directly traceable to,
the purchase of tax-exempt obligations.
Wynn v. United States, 411 F.2d 614 (3d
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Cir. 1969), cert. denied, 396 U.S. 1008
(1970). Section 265(a)(2) does not ap-
ply, however, when proceeds of a bona
fide business indebtedness are temporarily
invested in tax-exempt obligations under
circumstances similar to those set forth in
Rev. Rul. 55–389, 1955–1 C.B. 276.

Section 3.03 of Rev. Proc. 72–18 pro-
vides that direct evidence of a purpose to
carry tax-exempt obligations exists when
tax-exempt obligations are used as collat-
eral for indebtedness. “[One] who bor-
rows to buy tax-exempts and one who bor-
rows against tax-exempts already owned
are in virtually the same economic posi-
tion. Section 265(2) [the predecessor of
§ 265(a)(2)] makes no distinction between
them.” Wisconsin Cheeseman v. United
States, 388 F.2d 420 (7th Cir. 1968), at
422. Section 3.04 of Rev. Proc. 72–18
states that in the absence of direct evidence
linking indebtedness with the purchase or
carrying of tax-exempt obligations as il-
lustrated in paragraphs 3.02 and 3.03 of
Rev. Proc. 72–18, section 265(a)(2) of the
Code will apply only if the totality of facts
and circumstances supports a reasonable
inference that the purpose to purchase or
carry tax-exempt obligations exists. Stated
alternatively, section 265(a)(2) will apply
only when the totality of facts and circum-
stances establishes a “sufficiently direct re-
lationship” between the borrowing and the
investment in tax-exempt obligations. See
Wisconsin Cheeseman, 388 F.2d at 422.
The guidelines set forth in sections 4, 5,
and 6 of Rev. Proc. 72–18 are used to de-
termine whether such a relationship exists.

Section 3.05 of Rev. Proc. 72–18 pro-
vides that generally, when a taxpayer’s
investment in tax-exempt obligations is
insubstantial, the purpose to purchase or
carry tax-exempt obligations will ordinar-
ily not be inferred in the absence of direct
evidence as set forth in sections 3.02 and
3.03 of that revenue procedure. Section
3.05 provides further that in the case of a
corporation, an investment in tax-exempt
obligations shall be presumed insubstan-
tial only when during the taxable year the
average amount of the tax-exempt obliga-
tions (valued at their adjusted bases) does
not exceed 2 percent of the average total
assets (valued at their adjusted bases) held
in the active conduct of the trade or busi-
ness. The de minimis rule of paragraph
3.05 does not apply to dealers in tax-ex-
empt obligations.

Section 5 of Rev. Proc. 72–18 provides
special rules for dealers in tax-exempt
obligations. Specifically, section 5.03
states that if debt is incurred or continued
for the general purpose of carrying on a
brokerage business that includes the pur-
chase of both taxable and tax-exempt obli-
gations, and the use of the borrowed funds
cannot be directly traced, it is reasonable to
infer that the borrowed funds were used for
all the activities of the business, including
the purchase of tax-exempt obligations.
Section 5 of Rev. Proc. 72–18 refers to
a specific allocation formula in section 7
of Rev. Proc. 72–18, derived from the
formula in Commissioner v. Leslie, 413
F.2d 636 (2d. Cir. 1969), cert. denied, 396
U.S. 1007 (1970). The formula is applied
to interest on borrowed funds that are not
directly traceable to tax-exempt obliga-
tions. The formula consists of a fraction,
whose numerator is the average amount
during the taxable year of the taxpayer’s
tax-exempt obligations (valued at their
adjusted bases), and whose denominator
is the average amount during the taxable
year of the taxpayer’s total assets (valued
at their adjusted bases) minus the amount
of any indebtedness the interest on which
is not subject to disallowance to any extent
under Rev. Proc. 72–18.

In H Enterprises International v. Com-
missioner, 75 T.C.M. 1948 (1998), aff’d,
183 F.3d 907 (8th Cir. 1999), a parent and
a subsidiary were members of the same
consolidated group of corporations. The
subsidiary declared a dividend and, a few
days later, borrowed funds and immedi-
ately used part of those funds to make the
dividend distribution to the parent. A por-
tion of the distributed funds was disbursed
to two investment divisions of the parent,
which used the funds to acquire invest-
ments including tax-exempt obligations.

The court held that a portion of the
subsidiary’s indebtedness was incurred
for the purpose of purchasing or carry-
ing tax-exempt obligations (held in the
parent’s investment divisions) and, there-
fore, no deduction was allowed for the
interest on this portion of the indebt-
edness under § 265(a)(2). To establish
the required purposive connection under
§ 265(a)(2), the court reasoned that the
activities of the parent corporation were
relevant in determining the subsidiary’s
purpose for borrowing the funds. If the
analysis only focused on the borrower and

not the transferee, then the purpose of the
borrower corporation would always be ac-
ceptable, frustrating the legislative intent
of § 265(a)(2).

In both Situations 1 and 2, following
the rationale of H Enterprises, the activi-
ties of S must be taken into account to de-
termine P’s purpose under § 265(a)(2) for
borrowing the $40x of funds that are di-
rectly traceable to P’s contribution to the
capital of S. In order to determine the ac-
tivities of S, however, Rev. Proc. 72–18
must be applied. Because S’s brokerage
business includes the purchase of both tax-
able and tax-exempt obligations, it is rea-
sonable to infer under section 5.03 of Rev.
Proc. 72–18 that part of P’s debt was in-
curred for the purpose of purchasing or car-
rying tax-exempt obligations. Applying
the allocation formula in section 7 of Rev.
Proc. 72–18, the interest expense incurred
by P on the $40x borrowed is subject to
partial disallowance. The ratio of S’s aver-
age tax-exempt obligations to S’s total as-
sets is $500x/$1,000x. Therefore, one-half
of the $2x interest expense incurred by P
(i.e., $1x) is disallowed as a deduction to P
under § 265(a)(2). P is not entitled to the
2 percent de minimis rule provided by sec-
tion 3.05 of Rev. Proc. 72–18 because S is
a dealer in tax-exempt obligations.

In Situation 3, there is no direct evi-
dence that P transferred to S any portion
of the $40X P borrowed from L. Without
such direct evidence, the activities of S will
not be taken into account to determine P’s
purpose under § 265(a)(2) for borrowing
the $40x and it is not reasonable to infer
that part of P’s debt was incurred for the
purpose of purchasing or carrying tax-ex-
empt obligations. Therefore, none of the
$2x interest expense incurred by P is dis-
allowed as a deduction under § 265(a)(2).

In Situation 4, the $40x that P bor-
rowed from L is directly traceable to P’s
loan to S. Accordingly, the two separate
back-to-back loans (i.e., the loan from L
to P, followed by the loan from P to S)
must each be examined for the potential
application of § 265(a)(2). With regard to
the loan from L to P, P uses the borrowed
funds to make a loan to S, and separately
accounts for the taxable interest income
from this loan. P does not have a purpose
of using the borrowed funds to purchase
or carry tax-exempt obligations within the
meaning of § 265(a)(2). With regard to the
loan from P to S, although the borrowed
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funds are not directly traceable to S’s pur-
chase or carry of tax-exempt obligations,
§ 265(a)(2) applies to S, a dealer in tax-ex-
empt obligations, to disallow a portion of
its interest expense. The portion of S’s in-
terest deduction that is disallowed is com-
puted by applying the allocation formula in
section 7 of Rev. Proc. 72–18. The ratio
of S’s average tax-exempt obligations to
S’s total assets is $500x/$1,000x. Accord-
ingly, one-half of the $2x interest expense
incurred by S (i.e., $1x) is disallowed to
S as a deduction under § 265(a)(2). S is
not entitled to the 2 percent de minimis
rule provided by section 3.05 of Rev. Proc.
72–18 because S is a dealer in tax-exempt
obligations.

HOLDINGS

If a member of an affiliated group bor-
rows money and contributes the borrowed
funds to another member that is a dealer in
tax-exempt obligations such that the funds
contributed to the dealer are directly trace-
able to the contributor’s borrowing, but are
not directly traceable to the dealer’s pur-
chase or carry of tax-exempt obligations,
§ 265(a)(2) applies to disallow a portion of
the interest expense of the contributor. The
portion of the contributor’s interest deduc-
tion to be disallowed is determined by ap-
plying the allocation formula in section 7
of Rev. Proc. 72–18 to the dealer that uses
the borrowed funds in its business.

If a member of an affiliated group
borrows money and there is no direct
evidence linking the borrowed funds to
any funds transferred to another member
who is a dealer in tax-exempt obligations,
§ 265(a)(2) does not apply to disallow
any portion of the interest expense of the
borrowing member based on the dealer
member’s investment in tax-exempt obli-
gations.

If the funds borrowed by a member of
an affiliated group are directly traceable to
a loan to another member that is a dealer in
tax-exempt obligations, § 265(a)(2) does
not apply to disallow the interest expense
of the lending member, but does apply to
disallow a portion of the interest expense
of the dealer. The portion of the dealer’s
interest deduction to be disallowed is de-
termined by applying the allocation for-
mula in section 7 of Rev. Proc. 72–18.

DRAFTING INFORMATION

The principal authors of this rev-
enue ruling are David B. Silber and
Avital Grunhaus of the Office of the Asso-
ciate Chief Counsel (Financial Institutions
and Products). For further information
regarding this revenue ruling, contact
Mr. Silber or Ms. Grunhaus at (202)
622–3930 (not a toll-free call).

FOR FURTHER INFORMATION
CONTACT: For information concern-
ing accounting for inducement fees re-
lating to noneconomic REMIC residual
interests, contact John W. Rogers III at
(202) 622–3950 (not a toll-free number).
For information concerning the source of
REMIC inducement fee income, contact
Bethany Ingwalson at (202) 622–3850
(not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

This document contains amendments
to the Income Tax Regulations (26 CFR
part 1) under sections 446(b) (relating to
general rules for methods of accounting),
860C (relating to other definitions and
special rules applicable to REMICs), and
863(a) (relating to special rules for deter-
mining source) of the Internal Revenue
Code of 1986 (Code). On July 21, 2003,
the IRS and Treasury Department pub-
lished a notice of proposed rulemaking
(REG–162625–02, 2003–35 I.R.B. 500
[68 FR 43055]) in the Federal Register.

In the notice of proposed rulemak-
ing, the IRS and Treasury Department
requested comments on the proper method
of accounting to be used by taxpayers for
inducement fee income. No written or
electronic comments were received from
the public in response to the notice of pro-
posed rulemaking. No requests to speak
at the public hearing were received, and,
accordingly, the hearing was canceled.
Therefore, these final regulations adopt
without substantive changes the proposed
regulations set out in the notice of pro-
posed rulemaking.

Explanation of Provisions

Final regulations governing REMICs,
issued in 1992, contain rules governing
the transfer of noneconomic residual in-
terests. Those regulations do not, how-
ever, contain rules that address the trans-
feree’s treatment of the fee received to in-
duce the transferee to become the holder of
a noneconomic residual interest. Follow-
ing release of the final REMIC regulations,
the IRS and the Treasury Department re-
ceived requests for guidance on the proper
method of accounting to be used by tax-
payers for inducement fee income. These
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