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Limtations on passive activity |losses and credits—-
Treatment of self-charged itenms of income and expense

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTI ON:  Final regul ations.

SUMMVARY: These regul ati ons provi de gui dance on the treatnent
of self-charged itens of inconme and expense under section 469.
The regul ations recharacterize a percentage of certain
portfolio income and expense as passive inconme and expense
(self-charged itens) when a taxpayer engages in a | ending
transaction with a partnership or an S corporation

(passt hrough entity) in which the taxpayer owns a direct or
indirect interest and the | oan proceeds are used in a passive
activity. Simlar rules apply to I ending transactions between
two identically owned passthrough entities. These final
regul ati ons affect taxpayers subject to the [imtations on
passive activity | osses and credits.

DATES: Effective Date: These regulations are effective

August 21, 2002.



Applicability Date: For dates of applicability of

these regul ati ons, see 81.469-11 of these regul ations.
FOR FURTHER | NFORMATI ON CONTACT: Danielle M Gi mm at
(202) 622-3070 (not a toll-free nunber).

SUPPLEMENTARY | NFORMATI ON:

Paperwor k Reducti on Act

The collection of information contained in these final
regul ati ons has been reviewed and approved by the Ofice of
Managenent and Budget in accordance with the Paperwork
Reduction Act (44 U S.C. 3507) under control number 1545-1244,
Responses to this collection of information are required to
obtain the benefit of self-charged treatnent of incone and
expense under section 469.

An agency nmay not conduct or sponsor, and a person is not
required to respond to, a collection of information unless the
coll ection of information displays a valid control nunber
assigned by the O fice of Managenent and Budget.

The estimated annual burden per respondent varies fromb5
m nutes to 15 m nutes, dependi ng on individual circunstances,
with an estimted average of 6 m nutes.

Comments concerning the accuracy of this burden estimate
and suggestions for reducing this burden should be sent to the

I nternal Revenue Service, Attn: |RS Reports Cl earance



O ficer, WCAR MP: FP: S Washi ngt on, DC 20224, and to the O fice
of Managenment and Budget, Attn: Desk O ficer for the
Departnment of the Treasury, Ofice of Information and

Regul atory Affairs, Washington, DC 20503.

Books or records relating to this collection of
information nust be retained as long as their contents nay
become material in the adm nistration of any internal revenue
law. Generally, tax returns and tax return information are
confidential, as required by 26 U S.C. 6103.

Backgr ound

Section 469(a)(1)(A) of the Internal Revenue Code (Code)
provides that if aggregate | osses from passive activities
exceed aggregate incone from passive activities for the
t axabl e year, the excess | osses are not allowable for that
t axabl e year. Under section 469(e)(1l), passive activity
i ncome does not include income frominterest, dividends,
annuities, and royalties not derived in the ordinary course of
a trade or business. However, under the rules of §1.163-8T,
if borrowed funds are used in a passive activity, the interest
expense is treated as a passive activity deducti on.
Consequently, in certain |lending transactions, a taxpayer may
have interest incone that is characterized as portfolio incone

under section 469(e) (1) and interest expense that is



characterized as a passive activity deduction under 81.163-8T.
The | egislative history of section 469 indicates that this
result is inappropriate because the itens of interest incone
and expense are essentially “self-charged” and thus | ack
econom ¢ significance.

On April 5, 1991, the IRS published in the Federal
Regi ster a notice of proposed rul emaki ng (REG 209365-89 at 56
FR 14034) proposing anendnents to 26 CFR part 1 under section
469 of the Code relating to the treatnment of self-charged
items of inconme and expense for purposes of applying the
[imtations on passive activity |l osses and passive activity
credits.

A nunber of public comments were received and a public
hearing was held on September 6, 1991. G ven the significant
period of tinme that had el apsed since the fornmer comrent
period, additional coments were solicited in Notice 2001-47
(2001-36 1. R B. 212). After consideration of all of the
comments received, the proposed regul ati ons are adopted, as
revised by this Treasury deci sion.

Expl anati on of Revisions and Summary of Comments

The proposed regul ati ons provide sel f-charged treatnent

for itenms of interest inconme and interest expense in | ending

transacti ons between a taxpayer and a passthrough entity in



whi ch the taxpayer holds a direct or qualifying indirect
interest. Several commentators suggested that the regul ations
shoul d al so apply to |l ending transactions between rel ated
passt hrough entities such as brother-sister entities in which
t he taxpayer owns interests because such transactions al so nay
result in m smtched i ncome and expense for purposes of
section 469. |In response to the suggestions, the self-charged
rules are extended to identically owned passthrough entities.
This extension is limted to identically owned entities
because of concerns regarding the difficulty of identifying
self-charged itenms in transactions between | ess closely
related or unrelated entities.

Certain commentators requested the renoval of the
qualifying indirect interest rule in the proposed regul ations.
The qualifying indirect interest rule provides that a taxpayer
must have at |east a 10-percent indirect interest in a
passt hrough entity to qualify for self-charged treatnent.
Coment ators noted that a taxpayer that owns |ess than a
10 percent interest neverthel ess nay receive | arge amounts of
sel f-charged i ncome and expense. This suggestion has been
adopted. Accordingly, the regulations no |onger contain the
qualifying indirect interest rule.

Noti ng that Congress authorized the Secretary to identify



ot her situations in which self-charged treatnment is
appropriate, several comentators suggested that self-charged
treatment be extended to other transactions involving rental
real estate activities, such as the paynent of managenent fees
and salaries. After publication of the proposed regul ati ons,
Congress consi dered the inpact of section 469 on rental real
estate transactions and enacted specific relief in section
469(c)(7) for certain real estate professionals for taxable
years beginning after 1993. There was no indication in the

| egislative history of section 469(c)(7) that Congress

consi dered additional relief for real estate transactions
necessary or desirable. Mreover, there is less justification
for the conplexity of a self-charged rule in this area after
t he enactnent of section 469(c)(7) because that change
substantially reduced the nunmber of real estate transactions
t hat woul d benefit froma self-charged rule. Accordingly, the
regul ati ons do not extend the self-charged treatnment to other
transactions involving rental real estate. A nunber of
comment s suggested that the regulations clarify whether the
sel f-charged rules apply to guaranteed paynents to a partner
for the use of capital. Section 1.469-2(e)(2)(ii) of the
regul ations treats these paynents as interest incone.

Accordingly, the regulations clarify that |ending transactions



i ncl ude guar anteed paynents for the use of capital under
section 707(c).

Some comments requested clarification on the types of
interest eligible for self-charged treatnent. The comments
noted that the exanples in the regul ations may be interpreted
as precluding certain types of interest because the
i ntroductory | anguage states that the | ending transactions
described in the exanples do not result in foregone interest
(within the neaning of section 7872(e)(2)), original issue
di scount (within the neaning of section 1273), or total
unstated interest (within the nmeaning of section 483(b)).
Accordingly, the regulations clarify that the exanpl es assune,
solely for purposes of sinplifying the presentation, that the
| endi ng transactions do not involve foregone interest,
original issue discount, or total unstated interest.

A few comments responded to the notice of proposed
rul emaki ng's solicitation for suggestions on the proper
treatment of itenms recognized in different taxable years. One
conmment suggested the use of a suspense account. Under this
suggestion, in the year in which the taxpayer identifies the
corresponding item of self-charged i ncome or expense, that
item woul d be netted agai nst the self-charged itemin the

suspense account. Another comment suggested that where the



recognition of passive interest expense precedes the
recognition of passive incone, the taxpayer could elect to
treat the incone as passive when ultimtely recogni zed.

Anot her suggestion was to allow the taxpayer to recharacterize
interest inconme or expense equal to the amount cal culated on a
cunul ative basis. The commentators recognize that to

i npl ement the above met hods woul d require nore conpl ex
regul ati ons.

After consideration of these comments, the final
regul ati ons adopt the rule of the proposed regulations that
the self-charged rules apply only to self-charged itens
recogni zed in the sane taxable year. This rule is consistent
with the legislative history and avoids the conplexity of the
ot her suggested nethods. For simlar reasons, comments
suggesting special rules for capitalized expenses are not
adopt ed.

Certain commentators requested that the regul ati ons be
extended to apply to transactions between taxpayers and their
trusts, estates, REM Cs and housi ng cooperatives. The
regul ati ons address the transactions identified by Congress
involving S corporations and partnerships (including entities
classified as partnerships for federal tax purposes).

Application of the self-charged rules to other types of



entities would require a significant expansion of the scope of
t hese regul ations to address broader issues concerning the
manner in which section 469 applies to those entities.

The applicability date of the final regulations is
consistent with the applicability date as proposed. However,
certain clarifications have been made to the transition rule.
In the transition period, a taxpayer nay use any reasonable
met hod to offset itens of interest income and interest expense
from |l endi ng transactions.

Ef fective date

These regul ati ons are applicable for taxable years
begi nning after Decenber 31, 1986. However, for taxable years
begi nni ng before June 4, 1991, a taxpayer that owns an
interest in a passthrough entity is not required to apply
t hese provisions and may use any reasonable nmethod to of fset
items of interest income and interest expense from | endi ng
transacti ons between the passthrough entity and its owners or
bet ween certain passthrough entities. Itens from nonl endi ng
transacti ons cannot be offset under the self-charged rules.
Speci al Anal yses

It has been determ ned that this Treasury decision is not
a significant regulatory action as defined in Executive Order

12886. Therefore, a regulatory assessnent is not required.



It al so has been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U.S.C. chapter 5) and the
Regul atory Flexibility Act (5 U S.C. chapter 6) do not apply
to these regul ations, and, therefore, a Regulatory Flexibility
Anal ysis is not required. Pursuant to section 7805(f) of the
Code, the notice of proposed rul emaki ng precedi ng these
regul ati ons was submtted to the Small Business Adm nistration
for coment on its inpact on small business.
Drafting Information

The princi pal author of these regulations is
Danielle M Gimm Ofice of the Associ ate Chi ef Counsel
(Passt hroughs and Special Industries), Internal Revenue
Service. However, personnel from other offices of the
I nternal Revenue Service and Treasury Departnent participated
in their devel opnent.
Li st of Subjects

26 CFR Part 1

| ncone Taxes, Reporting and recordkeepi ng requirenents.

26 CFR Part 602

Reporti ng and recordkeepi ng requirenents.
Adoption of Amendments to the Regul ations
Accordingly, 26 CFR parts 1 and 602 are anmended as

foll ows:
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PART 1—-1 NCOMVE TAXES

Paragraph 1. The authority citation for part 1 is
anended by adding an entry in numerical order to read in part
as follows:

Aut hority: 26 U. S.C. 7805 * * *

Section 1.469-7 also issued under 26 U.S.C. 469(1). * * *

Par. 2. Section 1.469-0 is anmended by:

1. Revising the entry for 81.469-7.

2. Adding entries for 81.469-7(a) through (h).

3. Revising the entries for 81.469-11(c)(1) and
(c) (1) (i).

4. Adding an entry for 81.469-11, paragraph (c)(1)(iii).

The additions and revisions read as follows:

81.469-0 Table of contents.

* * *x k% %

81.469-7 Treatnent of self-charged itens of interest incone
and deducti on.

(a) In general.

(1) Applicability and effect of rules.
(2) Priority of rules in this section.
(b) Definitions.

(1) Passthrough entity.

(2) Taxpayer’s share.

(3) Taxpayer’s indirect interest.

(4) Entity taxable year.

(5) Deductions for a taxable year.

(c) Taxpayer loans to passthrough entity.
(1) Applicability.

(2) General rule.

(3) Applicabl e percentage.

11



(d) Passthrough entity |loans to taxpayer.
(1) Applicability.

(2) Ceneral rule.

(3) Applicable percentage.

(e) ldentically-owned passthrough entities.
(1) Applicability.

(2) Ceneral rule.

(3) Exanple.

(f) Ildentification of properly allocable deductions.

(g) Election to avoid application of the rules of this
section.

(1) In general.

(2) Form of election.

(3) Period for which election applies.
(4) Revocation.

(h) Exanpl es.

81.469-11 Effective date and transition rules.

* * * * *

(C) * * *

(1) Application of certain income recharacterization rules
and sel f-charged rul es.

(i) Certain recharacterization rules inapplicable in 1987.
* * * * *

(iii) Self-charged rules.

* * * * *

Par. 3. Section 1.469-7 is anmended by:

(1) Revising the section headi ng.

(2) Adding paragraphs (a) through (h).

The revision and additions read as foll ows:

81.469-7 Treatnent of self-charged itens of interest incone
and deducti on.

(a) In general--(1) Applicability and effect of rules.
This section sets forth rules that apply, for purposes of
section 469 and the regul ati ons thereunder, in the case of a

| endi ng transaction (including guaranteed paynents for the use

12



of capital under section 707(c)) between a taxpayer and a
passt hrough entity in which the taxpayer owns a direct or
indirect interest, or between certain passthrough entities.
The rules apply only to itenms of interest inconme and interest
expense that are recognized in the same taxable year. The
rul es—-

(i) Treat certain interest income resulting fromthese
| endi ng transacti ons as passive activity gross incone;

(ii) Treat certain deductions for interest expense that
is properly allocable to the interest income as passive
activity deductions; and

(iii) Allocate the passive activity gross incone and
passi ve activity deductions resulting fromthis treatnment
anong the taxpayer’s activities.

(2) Priority of rules in this section. The character of

anounts treated under the rules of this section as passive
activity gross incone and passive activity deductions and the
activities to which these anounts are allocated are determ ned
under the rules of this section and not under the rules of
881.163-8T, 1.469-2(c) and (d), and 1.469-2T(c) and (d).

(b) Definitions. The followi ng definitions set forth the

meani ng of certain ternms for purposes of this section:

(1) Passthrough entity. The term passthrough entity means

13



a partnership or an S corporation.

(2) Taxpayer’'s share. A taxpayer’'s share of an item of

i ncone or deduction of a passthrough entity is the anmunt
treated as an item of inconme or deduction of the taxpayer for
t he taxabl e year under section 702 (relating to the treatnent
of distributive shares of partnership itens as itens of
partners) or section 1366 (relating to the treatment of pro
rata shares of S corporation itens as itens of sharehol ders).

(3) Taxpayer’s indirect interest. The taxpayer has an

indirect interest in an entity if the interest is held through
one or nore passthrough entities.

(4) Entity taxable year. In applying this section for a

t axabl e year of a taxpayer, the termentity taxable year neans

t he taxabl e year of the passthrough entity for which the
entity reports itens that are taken into account under section

702 or section 1366 for the taxpayer’s taxable year.

(5) Deductions for a taxable year. The term_deductions

for a taxable year neans deductions that would be all owabl e

for the taxable year if the taxpayer’s taxable inconme for al
t axabl e years were determ ned wthout regard to sections
163(d), 170(b), 469, 613A(d), and 1211.

(c) Taxpayer |oans to passthrough entity--(1)

Applicability. Except as provided in paragraph (g) of this

14



section, this paragraph (c) applies with respect to a
taxpayer’s interest in a passthrough entity (borrowing entity)
for a taxable year if-—-

(i) The borrowi ng entity has deductions for the entity
t axabl e year for interest charged to the borrowing entity by
persons that own direct or indirect interests in the borrow ng
entity at any time during the entity taxable year (the
borrowi ng entity’s self-charged interest deductions);

(ii) The taxpayer owns a direct or an indirect interest
in the borrowing entity at any time during the entity taxable
year and has gross inconme for the taxable year from i nterest
charged to the borrowing entity by the taxpayer or a
passt hrough entity through which the taxpayer holds an
interest in the borrowing entity (the taxpayer’s inconme from
interest charged to the borrowing entity); and

(iii) The taxpayer’s share of the borrowi ng entity’s
sel f-charged i nterest deductions includes passive activity

deducti ons.

(2) CGeneral rule. If any of the borrowing entity's self-
charged i nterest deductions are allocable to an activity for a
taxabl e year in which this paragraph (c) applies, the passive
activity gross incone and passive activity deductions from

that activity are determ ned under the foll owi ng rul es—-

15



(i) The applicable percentage of each item of the
t axpayer's incone for the taxable year frominterest charged
to the borrowing entity is treated as passive activity gross
income fromthe activity; and

(ii) The applicable percentage of each deduction for the
t axabl e year for interest expense that is properly allocable
(wi thin the neaning of paragraph (f) of this section) to the
taxpayer's inconme fromthe interest charged to the borrow ng
entity is treated as a passive activity deduction fromthe
activity.

(3) Applicable percentage. In applying this paragraph (c)

with respect to a taxpayer's interest in a borrowing entity,

t he applicable percentage is separately determ ned for each of
the taxpayer's activities. The percentage applicable to an
activity for a taxable year is obtained by dividing—-

(i) The taxpayer's share for the taxable year of the
borrowing entity’s self-charged interest deductions that are
treated as passive activity deductions fromthe activity by

(ii) The greater of—-

(A) The taxpayer’s share for the taxable year of the
borrowi ng entity’s aggregate self-charged i nterest deductions
for all activities (regardl ess of whether these deductions are

treated as passive activity deductions); or

16



(B) The taxpayer’s aggregate incone for the taxable year
frominterest charged to the borrowing entity for al

activities of the borrowing entity.

(d) Passthrough entity |oans to taxpayer--(1)

Applicability. Except as provided in paragraph (g) of this

section, this paragraph (d) applies with respect to a
taxpayer’'s interest in a passthrough entity (lending entity)
for a taxable year if-—-

(i) The lending entity has gross incone for the entity
t axabl e year frominterest charged by the lending entity to
persons that own direct or indirect interests in the |ending
entity at any tinme during the entity taxable year (the |ending
entity's self-charged interest incone),;

(ii) The taxpayer owns a direct or an indirect interest
in the lending entity at any tinme during the entity taxable
year and has deductions for the taxable year for interest
charged by the lending entity to the taxpayer or a passthrough
entity through which the taxpayer holds an interest in the
l ending entity (the taxpayer's deductions for interest charged
by the lending entity); and

(ii1) The taxpayer's deductions for interest charged by
the lending entity include passive activity deducti ons.

(2) CGeneral rule. If any of the taxpayer's deductions for

17



i nterest charged by the lending entity are all ocable to an
activity for a taxable year in which this paragraph (d)
applies, the passive activity gross incone and passive
activity deductions fromthat activity are determ ned under
the follow ng rul es--

(i) The applicable percentage of the taxpayer’s share for
t he taxabl e year of each itemof the lending entity’'s self-
charged interest incone is treated as passive activity gross
income fromthe activity.

(ii) The applicable percentage of the taxpayer’s share
for the taxable year of each deduction for interest expense
that is properly allocable (within the nmeaning of paragraph
(f) of this section) to the lending entity' s self-charged
interest inconme is treated as a passive activity deduction

fromthe activity.

(3) Applicable percentage. In applying this paragraph (d)
with respect to a taxpayer’'s interest in a lending entity, the
appl i cabl e percentage is separately determ ned for each of the
taxpayer’s activities. The percentage applicable to an
activity for a taxable year is obtained by dividing—

(i) The taxpayer’s deductions for the taxable year for
interest charged by the lending entity, to the extent treated

as passive activity deductions fromthe activity; by

18



(ii) The greater of—-

(A) The taxpayer’s aggregate deductions for al
activities for the taxable year for interest charged by the
| ending entity (regardl ess of whether these deductions are
treated as passive activity deductions); or

(B) The taxpayer’s aggregate share for the taxable year
of the lending entity’ s self-charged interest incone for al
activities of the lending entity.

(e) lLdentically-owned passthrough entities— (1)

Applicability. Except as provided in paragraph (g) of this
section, this paragraph (e) applies with respect to | ending
transacti ons between passthrough entities if each owner of the
borrowi ng entity has the same proportionate ownership interest
in the lending entity.

(2) CGeneral rule. To the extent an owner shares in

interest income froma | oan between passthrough entities

descri bed in paragraph (e)(1) of this section, the owner is

treated as having nmade the | oan to the borrow ng passthrough

entity and paragraph (c) of this section applies to detern ne

the applicable percentage of portfolio income or properly

al l ocabl e interest expense that is recharacterized as passive.
(3) Exanple. The follow ng exanple illustrates the

application of this paragraph (e):

19



Exanple. (i) A and B, both cal endar year taxpayers, each
own a 50-percent interest in the capital and profits of
partnershi ps RS and XY, both cal endar year partnerships.
Under the partnership agreenents of RS and XY, A and B are
each entitled to a 50-percent distributive share of each
partnership’s incone, gain, |oss, deduction, or credit. RS
makes a $20, 000 I oan to XY and XY pays RS $2,000 of interest
for the taxable year. A's distributive share of interest
income attributable to this loan is $1,000 (50 percent x
$2,000). XY uses all of the proceeds received fromRS in a
passive activity. A s distributive share of interest expense
attributable to the loan is $1,000 (50 percent x $2,000).

(i1) This paragraph (e) applies in determning A s
passive activity gross inconme because RS and XY are
i dentical ly-owned passthrough entities as described in
paragraph (e)(1) of this section. Under paragraph (e)(2) of
this section, the RS-to-XY loan is treated as if A made the
loan to XY. Therefore, A nust apply paragraph (c) of this
section to determ ne the applicable percentage of portfolio
income that is recharacterized as passive incone.

(iii) Paragraph (c) of this section applies in
determ ning A's passive activity gross inconme because: XY has
deductions for interest charged to XY by RS for the taxable
year (XY's self-charged interest deductions); A owns an
interest in XY during XY's taxable year and has gross incone
for the taxable year frominterest charged to XY by RS; and
A s share of XY's self-charged interest deductions includes
passi ve activity deductions. See paragraph (c)(1) of this
section.

(iv) Under paragraph (c)(2)(i) of this section, the
applicabl e percentage of A's interest incone is
recharacteri zed as passive activity gross inconme fromthe
activity. Paragraph (c)(3) of this section provides that the
appl i cabl e percentage is obtained by dividing A s share for
t he taxable year of XY s self-charged interest deductions that
are treated as passive activity deductions fromthe activity
($1,000) by the greater of A's share for the taxable year of
XY's self-charged interest deductions ($1,000), or A s income
for the year frominterest charged to XY ($1,000). Thus, A's
appl i cabl e percentage is 100 percent ($1, 000/ %1, 000), and
$1,000 (100 percent x $1,000) of A's income frominterest
charged to XY is treated as passive activity gross inconme from
t he passive activity.

20



(f) ldentification of properly allocable deductions. For

pur poses of this section, interest expense is properly
allocable to an itemof interest incone if the interest
expense is allocated under 81.163-8T to an expenditure that--
(1) I's properly chargeable to capital account with
respect to the investnment producing the item of interest
i nconme; or
(2) May reasonably be taken into account as a cost of
producing the item of interest incone.

(g) Election to avoid application of the rules of this

section--(1) In general. Paragraphs (c),(d) and (e) of this
section shall not apply with respect to any taxpayer’s
interest in a passthrough entity for a taxable year if the
passt hrough entity has nade, under this paragraph (g), an
el ection that applies to the entity’'s taxable year.

(2) Form of election. A passthrough entity makes an

el ection under this paragraph (g) by attaching to its return
(or anended return) a witten statenent that includes the
name, address, and taxpayer identification nunber of the

passt hrough entity and a declaration that an election is being
made under this paragraph (g).

(3) Period for which election applies. An el ection under

21



this paragraph (g) nade with a return (or anmended return) for
a taxable year applies to that taxable year and all subsequent
t axabl e years that end before the date on which the el ection

i s revoked.

(4) Revocation. An election under this paragraph (g) may

be revoked only with the consent of the Comm ssioner.

(h) Exanples. The follow ng exanples illustrate the
principles of this section. The exanmples assune for purposes
of sinmplifying the presentation, that the |ending transactions
descri bed do not result in foregone interest (within the
meani ng of section 7872(e)(2)), original issue discount
(within the neaning of section 1273), or total unstated
interest (within the meaning of section 483(b)).

Exanple 1. (i) A and B, two cal endar year individuals,
each own 50-percent interests in the capital, profits and
| osses of AB, a cal endar year partnership. AB is engaged in a
single rental activity within the nmeaning of 81.469-1T(e)(3).
AB borrows $50,000 from A and uses the | oan proceeds in the
rental activity. AB pays $5,000 of interest to A for the
t axabl e year. A and B each incur $2,500 of interest expense
as their distributive share of AB's interest expense.

(i1) AB has self-charged interest deductions for the
t axabl e year (i.e., the deductions for interest charged to AB
by A); Aowns a direct interest in AB during AB s taxable year
and has incone for A's taxable year frominterest charged to
AB; and A's share of AB' s self-charged interest deductions
i ncludes passive activity deductions. Accordingly, paragraph
(c) of this section applies in determ ning A's passive
activity gross incone. See paragraph (c)(1l) of this section.

(iii) Under paragraph (c)(2)(i) of this section, the
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appl i cabl e percentage of A's interest inconme is
recharacterized as passive activity gross income from AB’s
rental activity. Paragraph (c)(3) of this section provides
that the applicable percentage is obtained by dividing A s
share for the taxable year of AB' s self-charged interest
deductions that are treated as passive activity deductions
fromthe activity ($2,500) by the greater of A's share for the
t axabl e year of AB' s self-charged interest deductions
($2,500), or A's inconme for the taxable year frominterest
charged to AB ($5,000). Thus, A s applicable percentage is 50
percent ($2,500/$%5,000), and $2,500 (50 percent x $5, 000) of
A's income frominterest charged to AB is treated as passive
activity gross incone fromthe passive activity A conducts

t hr ough AB.

(iv) Because B does not have any gross inconme for the
year frominterest charged to AB, this section does not apply
to B. See paragraph (c)(1)(ii) of this section.

Exanple 2. (i) C and D, two cal endar year taxpayers, each
own 50-percent interests in the capital and profits of CD, a
cal endar year partnership. CDis engaged in a single rental
activity, within the nmeaning of 81.469-1T(e)(3). C obtains a
$10, 000 loan froma third-party | ender, and pays the | ender
$900 in interest for the taxable year. C lends the $10,000 to
CD, and receives $1,000 of interest incone from CD for the
taxabl e year. D lends $20,000 to CD and receives $2, 000 of
interest inconme fromCD for the taxable year. CD uses all of
the proceeds in the rental activity. C and D are each
al l ocated $1,500 (50 percent x $3,000) of interest expense as
their distributive share of CD's interest expense for the
t axabl e year.

(i1) CD has self-charged interest deductions for the
t axabl e year (i.e., deductions for interest charged to CD by C
and D); C and D each own direct interests in CD during CD s
t axabl e year and have gross incone for the taxable year from
interest charged to CD; and both Cs and D s shares of CD s
sel f-charged i nterest deductions include passive activity
deductions. Accordingly, paragraph (c) of this section
applies in determning Cs and D' s passive activity gross
income. See paragraph (c)(1) of this section.

(iii1) Under paragraph (c)(2)(i) of this section, the
applicabl e percentage of each partner’s interest inconme is
recharacterized as passive activity gross income fromCD s
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rental activity. Paragraph (c)(3) of this section provides
that C s applicable percentage is obtained by dividing Cs
share for the taxable year of CD s self-charged interest
deductions that are treated as passive activity deductions
fromthe activity ($1,500) by the greater of Cs share for the
t axabl e year of CD s self-charged interest deductions
($1,500), or C s inconme for the taxable year frominterest
charged to CD ($1,000). Thus, C s applicable percentage is
100 percent ($1,500/%1,500), and all of Cs income from
interest charged to CD ($1,000) is treated as passive activity
gross incone fromthe passive activity C conducts through CD.
Simlarly, Ds applicable percentage is obtained by dividing
D's share for the taxable year of CD s self-charged interest
deductions that are treated as passive activity deductions
fromthe activity ($1,500) by the greater of D s share for the
t axabl e year of CD s self-charged interest deductions
($1,500), or Ds inconme for the taxable year frominterest
charged to CD ($2,000). Thus, D s applicable percentage is 75
percent ($1,500/%$2,000), and $1,500 (75 percent x $2,000) of
D's income frominterest charged to CD is treated as passive
activity gross incone fromthe rental activity.

(iv) The $900 of interest expense that C pays to the
third-party lender is allocated under 81.163-8T(c)(1l) to an
expenditure that is properly chargeable to capital account
with respect to the loan to CD. Thus, the expense is properly
all ocable to the interest inconme C receives fromCD (see
paragraph (f) of this section). Under paragraph (c)(2)(ii) of
this section, the applicable percentage of C s deductions for
the taxable year for interest expense that is properly
all ocable to Cs inconme frominterest charged to CD is
recharacterized as a passive activity deduction fromCD s
rental activity. Accordingly, all of Cs $900 interest
deduction is treated as a passive activity deduction fromthe
rental activity.

Exanple 3. (i) E and F, cal endar year taxpayers, each own
50 percent of the stock of X, a cal endar year S corporation.
E borrows $30,000 from X, and pays X $3,000 of interest for
the taxable year. E uses $15,000 of the | oan proceeds to nake
a personal expenditure (as defined in 81.163-8T(b)(5)), and
uses $15,000 of | oan proceeds to purchase a trade or business
activity in which E does not materially participate (within
t he meani ng of 81.469-5T) for the taxable year. E and F each
receive $1,500 as their pro rata share of X' s interest incone
fromthe | oan for the taxable year
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(i1) X has gross inconme for X s taxable year from
interest charged to E (X s self-charged interest incone); E
owns a direct interest in X during X s taxable year and has
deductions for the taxable year for interest charged by X, and
E' s deductions for interest charged by X include passive
activity deductions. Accordingly, paragraph (d) of this
section applies in determning E's passive activity gross
income. See paragraph (d)(1) of this section.

(iii) Under the rules in paragraph (d)(2)(i) of this
section, the applicable percentage of E's share of X s self-
charged interest inconme is recharacterized as passive activity
gross incone fromthe activity. Paragraph (d)(3) of this
section provides that the applicable percentage is obtained by
dividing E' s deductions for the taxable year for interest
charged by X, to the extent treated as passive activity
deductions fromthe activity ($1,500), by the greater of E's
deductions for the taxable year for interest charged by X,
regardl ess of whether those deductions are treated as passive
activity deductions ($3,000), or E's share for the taxable
year of X' s self-charged interest incone ($1,500). Thus, E's
appl i cabl e percentage is 50 percent ($1,500/$3,000), and $750
(50 percent x $1,500) of E's share of X s self-charged
interest incone is treated as passive activity gross incone.

(iv) Because F does not have any deductions for the
t axabl e year for interest charged by X, this section does not
apply to F. See paragraph (d)(1)(ii) of this section.

Exanple 4. (i) This Exanple 4 illustrates the application
of this section to a partner that has a different taxable year

fromthe partnership. The facts are the sane as in Exanple 1
except as follows: Partnership AB has properly adopted a
fiscal year ending June 30 for federal tax purposes; AB
borrows the $50,000 from A on October 1, 1990; and under the
terms of the | oan, AB nust pay A $5,000 in interest annually,
in quarterly installnments, for a termof 2 years.

(ii1) For A's taxable years from 1990 t hrough 1993 and
AB s corresponding entity taxable years (as defined in
paragraph (b)(4) of this section) A's interest inconme and AB' s
i nterest deductions fromthe | oan are as foll ows:

A's Interest | nconme AB’'s | nterest Deductions
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1990 $1, 250 0

1991 $5, 000 $3, 750
1992 $3, 750 $5, 000
1993 0 $1, 250

(ii1) For A's taxable year ending Decenber 31, 1990, the
corresponding entity taxable year is AB s taxable year ending
June 30, 1990. Because AB does not have any deductions for
the entity taxable year for interest charged to AB by A,
paragraph (c) of this section does not apply in determning
A's passive activity gross income for 1990 (see paragraph
(c)(1) (i) of this section). Accordingly, A reports $1,250 of
portfolio income on A's 1990 i ncone tax return.

(iv) For A s taxable year ending Decenmber 31, 1991, the
corresponding entity taxable year ends on June 30, 1991. AB
has $3, 750 of deductions for the entity taxable year for
interest charged to AB by A (AB' s self-charged interest
deductions); A owns a direct interest in AB during the entity
t axabl e year and has $5,000 of interest incone for A s taxable
year frominterest charged to AB; and A's share of AB' s self-
charged i nterest deductions includes passive activity
deductions. Accordingly, paragraph (c) of this section
applies in determning A's passive activity gross incone.

(v) Under paragraph (c)(2)(i) of this section, the
appl i cabl e percentage of A's 1991 interest incone is
recharacterized as passive activity gross inconme fromthe
activity. Paragraph (c)(3) of this section provides that the
applicabl e percentage is obtained by dividing A's share for
A's 1991 taxable year of AB' s self-charged interest deductions
that are treated as passive activity deductions fromthe
activity (50 percent x $3,750 = $1,875) by the greater of A's
share for A's taxable year of AB' s self-charged interest
deductions ($1,875), or A's income for A's taxable year from
interest charged to AB ($5,000). Thus, A s applicable
percentage is 37.5 percent ($1,875/%5,000), and $1,875 (37.5
percent x $5,000) of A's incone frominterest charged to AB is
treated as passive activity gross inconme fromthe passive
activity A conducts through AB.

(vi) For A's taxable year endi ng Decenber 31, 1992, the
corresponding entity taxable year ends on June 30, 1992. AB
has $5, 000 of deductions for the entity taxable year for
interest charged to AB by A (AB' s self-charged interest
deductions); A owns a direct interest in AB during the entity
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t axabl e year and has $3, 750 of gross incone for A s taxable
year frominterest charged to AB; and A's share of AB' s self-
charged i nterest deductions includes passive activity
deductions. Accordingly, paragraph (c) of this section
applies in determning A s passive activity gross incomne.

(vii) The applicable percentage for 1992 is obtained by
dividing A's share for A's 1992 taxable year of AB s self-
charged i nterest deductions that are treated as passive
activity deductions fromthe activity ($2,500) by the greater
of A's share for A's taxable year of AB s self-charged
i nterest deductions ($2,500), or A's incone for A s taxable
year frominterest charged to AB ($3,750). Thus, A's
applicabl e percentage is 66 2/3 percent ($2,500/$%$3,750), and
$2,500 (66 2/3 percent x $3,750) of A s incone frominterest
charged to AB is treated as passive activity gross income from
t he passive activity A conducts through AB.

(viii) Paragraph (c) of this section does not apply in
determning A's passive activity gross inconme for the taxable
year endi ng December 31, 1993, because A has no gross incone
for the taxable year frominterest charged to AB (see
paragraph (c)(1)(ii) of this section). A s share of AB's
sel f-charged i nterest deductions for the entity taxable year
endi ng June 30, 1993 ($625) is taken into account as a passive
activity deduction on A's 1993 incone tax return.

(i x) Because B does not have any gross inconme from
interest charged to AB for any of the taxable years, this
section does not apply to B. See paragraph (c)(1)(ii) of this
section.

Exanple 5. (i) This Example 5 illustrates the application
of the rules of this section in the case of a taxpayer who has
an indirect interest in a partnership. G a cal endar year
t axpayer, is an 80-percent partner in partnership UTP. UTP
owns a 25-percent interest in the capital and profits of
partnership LTP. UTP and LTP are both cal endar year
partnerships. The partners of LTP conduct a single passive
activity through LTP. UTP obtains a $10,000 | oan from a bank,
and pays the bank $1,000 of interest per year. G's
di stributive share of the interest paid to the bank is $800
(80 percent x $1,000). UTP uses the $10, 000 debt proceeds and
anot her $10, 000 of cash to nake a |oan to LTP, and LTP pays
UTP $2, 000 of interest for the taxable year. G s distributive
share of interest incone attributable to the UTP-to-LTP | oan
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is $1,600 (80 percent x $2,000). LTP uses all of the proceeds
received fromUTP in the passive activity. UTP s distributive
share of interest expense attributable to the UTP-to-LTP | oan
is $500 (25 percent x $2,000). G s distributive share of

i nterest expense attributable to the UTP-to-LTP loan is $400
(80 percent x $500).

(ii) LTP has deductions for interest charged to LTP by
UTP for the taxable year (LTP' s self-charged interest
deductions); G owns an indirect interest in LTP during LTP s
t axabl e year and has gross incone for the taxable year from
interest charged to LTP by a passthrough entity (UTP) through
which G owns an interest in LTP; and Gs share of LTP' s self-
charged i nterest deductions includes passive activity
deductions. Accordingly, paragraph (c) of this section
applies in determning Gs passive activity gross inconme. See
paragraph (c)(1) of this section.

(iii1) Under paragraph (c)(2)(i) of this section, the
appl i cabl e percentage of G s interest inconme is
recharacterized as passive activity gross incone fromthe
activity. Paragraph (c)(3) of this section provides that the
appl i cabl e percentage is obtained by dividing Gs share for
the taxabl e year of LTP's self-charged interest deductions
that are treated as passive activity deductions fromthe
activity ($400) by the greater of G s share for the taxable
year of LTP's self-charged interest deductions ($400), or Gs
income for the year frominterest charged to LTP ($1, 600).
Thus, G s applicable percentage is 25 percent ($400/ $1, 600),
and $400 (25 percent x $1,600) of G s income frominterest
charged to LTP is treated as passive activity gross incone
fromthe passive activity that G conducts through UTP and LTP.

(iv) Gs $800 distributive share of the interest expense
that UTP pays to the third-party |lender is allocated under
81.163-8T(c) (1) to an expenditure that is properly chargeable
to capital account with respect to the loan to LTP. Thus, the
expense is a deduction properly allocable to the interest
income that G receives as a result of the UTP-to-LTP | oan (see
paragraph (f) of this section). Under paragraph (c)(2)(ii) of
this section, the applicable percentage of G s deductions for
the taxable year for interest expense that is properly
allocable to Gs incone frominterest charged by UTP to LTP is
recharacterized as a passive activity deduction fromLTP s
passive activity. Accordingly, $200 (25 percent x $800) of
G s interest deduction is treated as a passive activity
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deduction fromLTP' s activity.

Exanple 6. (i) This Exanple 6 illustrates the application
of the rules of this section in the case of a taxpayer who
conducts two passive activities through a passthrough entity.
J, a cal endar year taxpayer, is the 100-percent sharehol der of
Y, a cal endar year S corporation. J conducts two passive
activities through Y: a rental activity and a trade or
busi ness activity in which J does not materially participate.
Y borrows $80,000 fromJ, and uses $60, 000 of the | oan
proceeds in the rental activity and $20, 000 of the |oan
proceeds in the passive trade or business activity. Y pays
$8, 000 of interest to J for the taxable year, and J incurs
$8, 000 of interest expense as J's distributive share of Y's
i nterest expense.

(ii) Y has self-charged interest deductions for the
t axabl e year (i.e., the deductions for interest charged to Y
by J); J owns a direct interest in Y during Y s taxable year
and has gross incone for J s taxable year frominterest
charged to Y; and J's share of Y s self-charged interest
deductions includes passive activity deductions. Accordingly,
paragraph (c) of this section applies in determning J's
passive activity gross incone. See paragraph (c)(1) of this
section.

(iii1) Under paragraph (c)(2)(i) of this section, the
appl i cabl e percentage of J' s interest inconme is
recharacteri zed as passive activity gross inconme attri butable
to the rental activity. Paragraph (c)(3) of this section
provi des that the applicable percentage is obtained by
dividing J's share for the taxable year of Y s self-charged
i nterest deductions that are treated as passive activity
deductions fromthe rental activity ($6,000) by the greater of
J'’s share for the taxable year of Y s self-charged interest
deductions ($8,000), or J' s inconme for the taxable year from
interest charged to Y ($8,000). Thus, J's applicable
percentage is 75 percent ($6,000/$8,000), and $6,000 (75
percent x $8,000) of J's inconme frominterest charged to Y is
treated as passive activity gross income fromthe rental
activity J conducts through Y.

(iv) Under paragraph (c)(2)(i) of this section, the
appl i cabl e percentage of J' s interest inconme is
recharacteri zed as passive activity gross incone attri butable
to the passive trade or business activity. Paragraph (c)(3)
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of this section provides that the applicable percentage is
obtained by dividing J's share for the taxable year of Y's
sel f-charged interest deductions that are treated as passive
activity deductions fromthe passive trade or business
activity ($2,000) by the greater of J's share for the taxable
year of Y's self-charged interest deductions ($8,000), or J's
income for the taxable year frominterest charged to Y
($8,000). Thus, J's applicable percentage is 25 percent

(%2, 000/ $8, 000), and $2,000 of J's incone frominterest
charged to Y is treated as passive activity gross inconme from
t he passive trade or business activity J conducts through Y.

Par. 4. Section 1.469-11 is anmended as foll ows:
1. Paragraph (a)(3) is anmended by renoving the | anguage
"and" at the end of the paragraph.
2. Paragraph (a)(4) is redesignated as paragraph (a)(5)
and a new paragraph (a)(4) is added.
3. The paragraph headings for (c)(1) and (c)(1)(i) are
revi sed.
4. Paragraph (c)(1)(iii) is added.
5. The added and revised provisions read as follows:

81.469-11 Effective date and transition rules.

(a) * * %
(4) The rules contained in 81.469-7 apply for taxable
years endi ng after Decenmber 31, 1986; and

*x * * * *

(C) * * %

(1) Application of certain incone recharacterization

rules and self-charged rules— (i) Certain recharacterization
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rules inapplicable in 1987.* * *

*x * * * *

(iii) Self-charged rules. For taxable years begi nning

before June 4, 1991--

(1) A taxpayer is not required to apply the rules in
81.469-7 in conputing the taxpayer's passive activity loss and
passive activity credit; and

(2) A taxpayer that owns an interest in a passthrough
entity nmay use any reasonabl e nethod of offsetting itenms of
interest inconme and interest expense fromlending transactions
bet ween t he passthrough entity and its owners or between
i dentically-owned passthrough entities (as defined in 81.469-
7(e)) to conpute the taxpayer's passive activity |loss and
passive activity credit. Itens from nonl ending transactions
cannot be offset under the self-charged rul es.
ok ok * %

PART 602-- OVB CONTROL NUMBERS UNDER THE PAPERWORK REDUCTI ON
ACT

Par. 5. The authority citation for the part 602
continues to read:

Aut hority: 26 U.S.C. 7805.

Par. 6. In 8 602.101, paragraph (b) is anmended by addi ng

the following entry in nunerical order to the table to read as
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foll ows:

8602. 101 OMB Control Nunbers.




(b) * k* %

CFR part or section where identified Current OVB
and descri bed control nunber

* * * * *
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