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Notice of Proposed Rulemaking
and Notice of Public Hearing

Treatment of Obligation-Shifting
Transactions

REG-209817-96

AGENCY: Intemal Revenue Sewice
(IRS), Treasuy.

ACTION: Notice of proposéd rulemak-
ing ard notice of public hearing.

SUMMARY: This documen contains
proposé regulatiors relating to the
treatmen of certan multiple-pary fi-
nancirg transactios in which one party
realizes income from leasa or similar
agreemerst and anothe party claims
deductios relatel to tha income In
orde to preven tax avoidance the pro-
posal regulatiors recharacterig these
transactios in a manne tha clearly
reflecs income The proposé regula-
tions affect only persoms tha engag in
these transactions The regulatiors gen-
erally do not apply to routine transac-
tions laking charaderistics of tax
avoidance This documenm also provides
notice of a public hearirg on the pro-
posel regulations.

DATES. Written comments requess to
appea ard outlines of topics to be
discussd at the public hearirg sched-
uled for April 29, 1997 at 10 a.m must
be receivel by April 8, 1997.

ADDRESSES Send submissios to:
CC:DOM:CORPR (REG-209817-96),
Roan 5226 Internd Revene Service,
POB 7604 Ben Franklin Station Wash-
ington, DC 20044 Submissios may be
hard deliverel betwe@ the hours of 8
am and 5 p.m to: CC:DOM:CORP:R
(REG-209817-96)Couria’s Desk In-
ternd Revene Service 1111 Constitu-
tion Avenwe NW, Washington DC. Al-



ternatively, taxpayers may submit The collection of information is in than was described in the notice. Spe-
comments electronically via the Internet§ 1.7701(1)-2(j). This information is re- cifically, they recommended that the
by selecting the “Tax Regs” option of quired by the IRS to verify pass-throughregulations defer the recognition of in-
the IRS Home Page, or by submittingentity compliance with § 1.7701(I)-2.come in circumstances where there is an
comments directly to the IRS InternetThis information will be used to deter- advance receipt or assignment of future
site at http://www.irs.ustreas.gov/prodimine whether the amount of tax hasncome and there is the potential for the
tax_regs/comments.html. The publicbeen computed correctly. The collectiortransactions to become stripping transac-
hearing will be held in the IRS Audito- of information is mandatory. The likely tions. They also recommended that the
rium, Internal Revenue Building, 7threcordkeepers are businesses and othegulations recharacterize these transac-
Floor, 1111 Constitution Avenue NW, organizations. Estimated total annuations without regard to whether there is
Washington, DC. recordkeeping burden: 500 hours. Estia tax avoidance purpose. The comments
mated average annual burden pereflected a desire for the regulations to
FOR FURTHER INFORMATION recordkeeper: 5 hours. Estimated numproduce an economic accrual of income
CONTACT: Concerning the proposedper of recordkeepers: 100. and to enable taxpayers to determine the
regulations, Jonathan Zelnik at (202) an agency may not conduct or spon{roper tax accounting for their transac-
622-3940; concerning submissions angor, and a person is not required tdions without regard to subsequent
the hearing, Christina Vasquez at (202)ggnond to, a collection of informationevents.
622-7190 (not toll-free numbers). unless the collection of information dis- The proposed regulations generally
_ plays a valid control number. follow the notice and do not expand the
SUPPLEMENTARY INFORMATION: Books or records relating to a collec-class of transactions subject to
tion of information must be retained as'echaracterization. The regulations do
long as their contents may become mabot require taxpayers to make any as-
The collection of information con- terial in the administration of any inter- sumptlons as to subsequent events. They
tained in this notice of proposedna| revenue law. Genera”y, tax returnsire intended to produce. tax results that
rulemaking has been submitted to th@nd tax information are confidential, asconform to the economic substance of

Paperwork Reduction Act

Office of Management and Budget forrequired by 26 U.S.C. 6103. the transactions that they address. Fur-

review in accordance with the Paper- thermore, the regulations generally apply

work Reduction Act of 1995 (44 U.S.C.Background to transactions whether or not the parties
i have a tax avoidance purpose.

3507(d)). Comments on the collection of o |RS and Treasury Department purp

|nff0||'\|;|nat|on shoutld bedsegtdto ttr@;ft'f? have become aware of multiple-partyExplanation of Provisions

0 anagement an udget, Attn. financing transactions (“stripping trans-

Desk Officer for the Department of the ,qtionery intended to allow one party tol. General approach

Treasury, Office of Information and realize income from a lease or similar ggction 7701(l) authorizes the Secre-

Regulatory - Affairs, Washington, '_DC agreement and to allow another party t@ary to “prescribe regulations rechar-
20503, with copies to thénternal Rev report deductions related to that incom i i i i
enue Service Attn: IRS Reports Clear- @cterizing any multiple-party financing

ance Officer, T:FP, Washington, DCUo, €Xample, COSt tecovery or reMf@lransaction as a transaction directly
; fexpenses).. olice 95-o9, —2 C.Bamong any 2 or more of such parties

20224. Comments on the collection o !

; . . 334, describes several examples of thesghere the Secretary determines that

information should be received by April o oo ctions, including transferred basi il i

8, 1997. Comments are specifically res - 8uch recharacterization is appropriate to

quested conceming: transactions, transfers of partnership inprevent avoidance of any tax imposed

) terests, and variations involving licensespy fthe Internal Revenue Codel.” The
Whether the proposed collection ofseryice contracts, and prepayment, frontp)rloéosed regulations recharl\cterize

information is necessary for the propeloading, and retention of rights to re-transactions in which the transferee
performance of the fun_ctlons_ of t_hecewe future payments. (“the assuming party”) assumes obliga-
Internal Revenue Service, including Notice 95-53 states the position oftions or acqui bi
whether the collection will have a prac- - 1S quires property subject to
tical utility: the IRS that the claimed tax treatmenbbligations under an existing lease or
’ : of these transactions improperly sepasimilar agreement and the transferor
The_ accuracy of the estimated burd_erf‘ates income from related deductionS(“the property provider”) or any other
associated with the proposed collectionng that the transactions do not producgarty has already received or retains the
of information (see below); the tax consequences desired by thgght to receive amounts that are al-
How the quality, utility, and clarity of parties. The notice also states that reguocable to periods after the transfer. The
the information to be collected may belations will be issued under sectionrecharacterization reflects the general
enhanced; 7701(l) of the Internal Revenue Codeprinciple that a taxpayer who is treated
How the burden of complying with recharacterizing stripping transactionsor federal income tax purposes as the
the proposed collection of informationany significant element of which is owner of rental property must recognize
may be minimized, including throughentered into or undertaken on or afteincome that accrues during its period of
the application of automated collectionOctober 13, 1995. The notice requestegwnership.See e.g, Steinway & Sons V.
techniques or other forms of informationcomments regarding those regulationsCommissioner46 T.C. 375 (1966)acq,
technology; and The IRS received only one set 0f1967-2 C.B. 3;Alstores Realty Corp. v.
Estimates of capital or start-up costcomments in response to Notice 95-53Commissioner46 T.C. 363 (1966)acq,
and costs of operation, maintenance, anthose comments recommended that th#967-2 C.B. 1.
purchase of service to provide informa+egulations under section 7701(]) ad- For the period in which an assuming
tion. dress a broader class of transactiongarty in such a transaction is a party to
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the lease or similar agreement, theilltimate user of the property. Thesemproper separation of income from
recharacterization requires the assumingbligations typically give rise to deduc-related deductionsSee e.g, § 1.701-
party to report income on a level-renttions, such as for cost recovery or, in2(d) Example 7.

basis calculated using the rules of theéhe case of a master-lease/sublease ar-The proposed regulations also gener-
constant rental accrual method describegangement, for payments under a mast&lly treat an obligation-shifting transac-
in 8 1.467-3(d) as proposed on June 3ease. The advance receipt of amountdon as occurring if a subsidiary that is a
1996 (IA-292-84, 61 FR 27834,that are allocable to periods after thenember of a consolidated group be-
27844). Thus, the assuming party igpligation-shifting transaction often re-COmes a nonmember at a time when the
required to recognize rental income folgyits in accelerated taxable income fopubsidiary has received payments under
the period in which it owns the propertyi,e recipient. Thus, the definition de-2 lease or similar agreement that are
or leasehold interest. In addition, they.ripes transactions in which there is thgllocable to periods after the transaction.
transaction is recharacterized to inCIUd%otential for one party to recognize
additional consideration in the form of a; .0 ""p v o different party to recog-

note provided by the assuming party to_. . : . . :
the property provider for the transfer oflize deductions associated with that in- Under the proposed regulations, an

the property, resulting in interest incomeSome. obligation-shifting transaction involves a

and expense for which the parties must N SOme transactions identified in NO_I@aasedorf_ S"“t'r']?r tagreeg]ené] Tthe' felglé|a-
account as appropriate. The propertfice 95-53, one party sells, assigns, ofons etmetfls tﬁrm roadly fo Inc ut ef
provider also must adjust its income forotherwise transfers to a third party the2ny %‘7” rac tor 'bel use or et:nqun;e(;l_ 0
any differences between amounts it recight to receive future payments under dang| hek(j)r 'T- angiv'e pr(r)]per Y, mfc ucing
ognized and amounts it would havdease and includes as current income tHgaseholds, licenses, Cc’jt erhnon— ee inter-
recognized if it had reported income op@mount received as consideration for th@_srsI (;r_‘ property, an : Otter _conltracts
a level-rent basis for the periods that itransfer. The underlying property (S!Jb-(;]ncu Ing service C(,:n :cac s) |ntvo_;/|tr;]g
owned the property or leasehold interesi€Ct 10 the lease) is later transferred in & ‘T usef ?L etnjoymen ol propetry it the
Finally, to account for any differences intransaction intended to qualify as &2 uedo 1l gseﬂc:r enjoymer& 'S mlore
timing or amount between payments thdransferred basis transaction. ThesHhan teh mlrfnmls.d e I?[rOPOISEt regula-
property provider actually receives aftefransactions are within the scope of thdlons, therefore, do not apply to service

the transaction and payments treated 4egulations because the property trangontracts that do not involve the use or

being made to the property provider€ree assumes obligations or acquire§njoyment of property. The definition of

under the note from the assuming partyn€ property subject to the obligation toobllgatlor:-shlft;r_lgt t{ﬁns?;tlsqn, hbql\{vev?r,
the property provider is treated as annake the property available to the Iesse@ﬁeﬁ no trhes ”Ct N . S aé'ty t?]
obligor or obligee under a second loanand the property transferor already re® ?hentge Fesel rztansac lons ur; e: other
for which the property provider mustC€ived amounts that are allocable t@ut- e tor I-r»:ﬁ-anfﬁ' iy afr?}:s_
account accordingly. periods after the transaction by reasoACUON IS not within tne SCope of he
of the assignment of rights to receive%rr?ggs?td Lﬁ%lélratlgr?é ”2)3; Iri?)rgqagf C?he:al-
igation-shifti i future payments. In other transactions, e H g 5
2. Obligation-shifting transactions the proppe)ity transferor does not aSSigla;uthorltles identified in Notice 95-53.
The proposed regulations are not inthe right to future rental amounts but The IRS requests comments on
tended to recharacterize transactionmstead receives prepayment from thavhether additional guidance is needed
with little potential for tax avoidance. lessee or retains the right to receiv@n the definition of lease or similar
Taken together, the definition offuture amounts over time. Both varia-2greement.
“obligation-shifting transaction” and the tions likewise are within the scope of
enumerated exceptions limit the scopé¢he regulations.

of the regulations to transactions that are The proposed regulations adopt an The proposed regulations are not in-
not routine and that involve shifting of aggregate view of partnerships, treatingended to recharacterize otherwise rou-
substantial amounts of income awayach partner as having a proportionatéine transactions, such as the incorpora-
from the taxpayer that recognizes deducshare of the rights and obligations of theion of an entire line of business that
tions related to the income. partnership. Thus, for example, if adoes not involve significant shifting of
The proposed regulations apply topartnership assigns its right to receivéncome and deductions. See Rev. Rul.
obligation-shifting transactions, whichfuture amounts under a lease and allo80-198, 1980-2 C.B. 113, subject to the
are defined as any transaction in whicttates to its current partners the amourimitations described therein. Accord-
an assuming party assumes a propertgcognized, a later transfer of a partneringly, the regulations provide a number
provider’s obligations to a property usership interest is an obligation-shiftingof objective exceptions that generally
(or acquires property subject to a proptransaction because the transferee pamtill protect routine transactions from
erty provider’s obligations to a propertyner assumes an allocable share of theecharacterization. The regulations do
user) under a lease or similar agreememartnership’s obligation to make thenot apply to transactions in which the
if the property provider or any otherproperty available to the lessee an@&mounts that are allocable to future
party has already received, or retains thbecause the transferor partner is treatqueriods but are not transferred are less
right to receive, amounts that are alas having already received amounts thahan or equal to $100,000. The regula-
locable to periods after the transactionare allocable to periods after the transadions do not apply to transactions in
The regulations define obligations undetion. See Example 3of the proposed which total payments (including the ag-
a lease or similar agreement as includregulations. In appropriate cases, thgregate expected future value of all
ing a continuing obligation to make IRS may assert other authorities to preeontingent consideration) under the lease
property available to the lessee or therent the use of a partnership to effect aor similar agreement are not reasonably
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expected to exceed $250,000. The reguental amount is determined for theto periods before the obligation-shifting
lations do not apply to transactions inentire term of the lease or similar agreetransaction, reduced by any existing sec-
which the fair market value of the ment using 110 percent of the applicabléion 467 loan if the lease or similar
property that is subject to the lease oFederal rate based on that term. Thagreement is a section 467 rental agree-
similar agreement and is transferred irmamounts that are treated as payablment. The constant rental amount is
the obligation-shifting transaction, plusunder the lease or similar agreement atalculated using the amounts that are
the value of the amounts that are althe time of the obligation-shifting trans-treated as payable under the lease or
ready received or retained by the propaction are the amounts that have alreadsimilar agreement.
erty provider but are allocable to periodsbeen paid to the property provider and Finally, to account for any differences
after the obligation-shifting transaction,the future amounts that, immediatelyin timing or amount between payments
is less than ten percent of the totabefore the obligation-shifting transac-the property provider actually receives
assets (other than Class | and Class tlon, are payable to the property pro-after the obligation-shifting transaction
assets as described in § 1.1060-1T(d)ider. Thus, if the property provider and payments treated as being made to
and debt issued by the property proassigns the right to receive payments tthe property provider under the section
vider) transferred by the property pro-a third party in exchange for consider-7701(l) note, the property provider is
vider in the transaction. The regulationsation, the consideration is treated as atreated as a party to a loan (a “section
do not apply to transactions in whichamount received under the lease or701(l) rent-leveling loan”). The section
the lease or similar agreement is a&imilar agreement. Because the property701(l) rent-leveling loan is created at
disqualified leaseback or long-termprovider no longer has the right tothe time of the obligation-shifting trans-
agreement within the meaning ofreceive the payments assigned to thaction. Its balance at that time equals
§ 1.467-3(b). The regulations do nothird party, those payments (whethethe section 467 loan that would have
apply to transactions described in secpast or future) are not treated aexisted if the property provider had been
tion 381(a), unless the transaction iamounts that are payable to the propertysing the constant rental accrual method
deemed to be an obligation-shiftingprovider for purposes of calculating theto account for amounts under the lease
transaction under proposed 8 1.7701(I)4evel rental amount. or similar agreement that are allocable
2(k). Finally, the regulations provide The proposed regulations recharacteto periods before the obligation-shifting
that a transaction is exempt fromize an obligation-shifting transaction bytransaction. Thus, in the periods after
recharacterization if the parties to thdreating the assuming party and thehe obligation-shifting transaction, the
transaction establish to the satisfactioproperty provider as follows: property provider must account for any
of the Commissioner that the transaction The assuming party is treated as adnterest expense or income resulting
does not present a significant potentiatjuiring the right to receive all amountsfrom the section 7701(l) rent-leveling
for tax avoidance. that are allocable to periods after thdoan, in addition to any interest income
Because the purpose of recharacterPbligation-shifting transaction. The as-or expense resulting from the section
zation under section 7701(l) is to pre-suming party includes these amounts i7701(l) note.
vent tax avoidance, these objective exincome for the periods that it owns the Although section 467 may not apply
ceptions are unavailable for transactiongroperty. to an obligation-shifting transaction, the
entered into with a principal purpose of To reflect the amounts that the assumeffect of the proposed regulations is to
substantially reducing the present valuéhg party is treated as receiving underecharacterize the transaction to produce
of the aggregate tax liability of the the recharacterization but that it doeshe constant rental amount and associ-
property provider, the assuming partynot actually receive, the assuming partated loans that the parties would have
and any other party whose taxable inalso is treated as providing additionabeen treated as having if the lease or
come is determined by reference to th€onsideration to the property provider insimilar agreement had been a section
taxable income of the property providetthe form of a note (a “section 7701(l) 467 rental agreement (modified to re-

or the assuming party. note”). The original principal balance of flect the amounts already received or
the section 7701(I) note equals the expayable to the property provider imme-
5. Recharacterization cess of the present value of the amountdiately before the obligation-shifting

that are allocable to periods after thdransaction) and had been subject to the
~ The proposed regulations recharacteppligation-shifting transaction over theconstant rental accrual method. Thus,
ize an obligation-shifting transaction inpresent value of the amounts that aréhe assuming party is treated as if it had
order to ensure that the property propayable to the assuming party. purchased the property in part with a
vider and the assuming party both report The property provider must adjust itsnote, had obtained the right to receive
the income from the underlying propertyincome to the extent that it accountedental amounts on the constant rental
allocable to their respective periods ofor income under the lease or similaraccrual method during its ownership of
ownership. agreement before the obligation-shiftinghe property, and had used those
For purposes of determining thetransaction in a manner inconsistenamounts to service the note. For the
amounts that are allocable to periodsvith the level-rent method describedproperty provider, the proposed regula-
under the lease or similar agreement, thabove. The adjustment, which can intions provide a recharacterization that is
proposed regulations apply a rentcrease or decrease the property provigsimilar (but not identical) to the treat-
leveling process based on the constamtr’s income, equals the principal balancenent required when a lessor disposes of
rental accrual method described irof the section 467 loan that would haveproperty subject to a section 467 rental
§ 1.467-3(d) to all amounts that areexisted if the property provider had beeragreement that was accounted for under
treated as payable under the lease asing the constant rental accrual methothe constant rental accrual method.
similar agreement. At the time of theto account for amounts under the lease The proposed regulations provide the
obligation-shifting transaction, the levelor similar agreement that are allocablexclusive recharacterization of an
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obligation-shifting transaction for ations do not have a significant economidnstitutions & Products). However, other
property provider and an assumingmpact on a substantial number of smalpersonnel from the IRS and Treasury
party. Thus, if an obligation-shifting entities. This certification is based onDepartment participated in their devel-
transaction is recharacterized under thithe understanding of the IRS that theopment.

section and the lease or similar agreetotal number of entities engaging in xx %k %

ment is a section 467 rental agreementransactions affected by these regula-

the rules of this section supersede th@ons is not substantial and, of thoseé’roposed Amendments to the Regula-
rules of 8§ 1.467-1 through 1.467-8 aentities, most are not small entitiestions

proposed on June 3, 1996 (IA-292-84within the meaning of the Regulatory
61 FR 27834) for the property providerFlexibility Act (5 U.S.C. chapter 6).
(the transferor) and the assuming partfherefore, a Regulatory Flexibility
(the transferee). The assuming party’#nalysis is not required. It has beenpaoRT 1—INCOME TAXES

income after the obligation-shifting determined that this notice of proposed ) o
transaction is determined under this seaulemaking is not a significant regula- Paragraph 1. The authority citation
tion and not under § 1.467-7(e)(1)tory action as defined in E.O. 12866.for part 1 is amended by adding an
Similarly, the rules provided in Therefore, a regulatory assessment is n€0try in numerical order to read as
§ 1.467-7(e)(2) for determining therequired. Pursuant to section 7805(f) ofollows:

amount of the section 467 loan for thethe Internal Revenue Code, this notice Authority: 26 U.S.C. 7805 * * *

period after the transfer, the amounbf proposed rulemaking will be submit- Section 1.7701(l)-2 also issued under
realized by the property provider, anded to the Chief Counsel for Advocacy26 U.S.C. 7701(l). * * * .
the assuming party’s basis in the propef the Small Business Administration for Par. 2. Section 1.7701(l)-1 is
erty do not apply to obligation-shifting comments on its impact on small busi@mended as follows:

Accordingly, 26 CFR part 1 is pro-
posed to be amended as follows:

transactions recharacterized by this semesses. 1. Paragraphs (b)(6) and (b)(7) are
tion. revised.

The recharacterization does not affecEomments and Public Hearing 2. Paragraph (b)(8) is a_d_ded.
the property user or rent factor (if any), The revisions and addition reads as

Before these proposed regulations arg llows:
) : . , tcﬁjopted as final regulations, consider- '
the multiple-party financing transaction,sion will be given to any written com- g 1.7701()-1 Conduit financing ar-

no adjustment to their treatment of the, onis (a signed original and eight (8)rangements.

transaction is necessary to prevent th@O ies) that are submitted timelv to the
avoidance of tax. Cf. § 1.881- pies) Y A

. . IRS. All comments will be available for
3(?([?)(”)('2) 't(l|fr.n|t|ng purposes fortspublic inspection and copying. (b) =+
which conduit financing arrangemen ; ; *
are recharacterized). Thus, if the leas rAAFp))lrJllblé% hfgg;?gapié ;)fan(]a.nins?rf]]gclilglgd (6) Section 1.6038A-3(b)(5);
or similar agreement is a section 467y gitorium, Internal Revenue Building (7) Section 1.6038A-3(c)(2)(vii); and
rental agreement, the property user mushy oo’ 1111 Constitution Avenue (©) Section 1.7701()-2. .
continue to take section 467 rent angy Wasr'ﬂngton DC. Because of ac- Far 3. Section 1.7_701(I)—2 is added
section 467 interest into account WithOUess restrictions. visitors will not beUnder the center heading “General Actu-
regard to the obligation-shifting transac—qmitted beyoné the building Iobbya”al Valuations” to read as follows:

a
tion and the recharacterization under thi?nore than 15 minutes before the hearin
section.See§ 1.467-7(e)(1).

starts. e ;
shifting transactions.
The rules of 26 CFR 601.601(a)(3) (a) Purpose.The purpose of this sec-

apply to the hearing. Eon is to prevent avoidance of tax by

because, even though they are parties

* * * *

¢ 1.7701(l)-2 Treatment of obligation-

6. Issues not addressed

The proposed regulations do not ad- Persons that wish to present oral,_ .: Co L o -
e PSR S U, e s et e
assigns rights to future income but doesritten comments and submit an outlingg,, tign of obligations under a lease or
not transfer the underlying property toof the topics to be discussed and th%imilpa)lr a reemegnt This section should
another taxpayer, except as provided iime to be devoted to each topic (aq interpgreted in a manner consistent

the special rules regarding pass-througbigned original and eight (8) copies) BY,ith this purpose.

entities and consolidated groups. April 8, 1997. (b) In general. Obligation-shifting
) A period of 10 minutes will be allot- ; Hof ;
7 Proposed effective date ted 1o each person for making com{(5' of i secton are recharacienzed
Notice 95-53 states that the regulamMents. in the manner described in paragraph (d)

tions under section 7701(') will be ef- An agenda showing the scheduling 0 f this section unless an exception in
fective “with respect to stripping trans- the speakers will be prepared after the, agraph (c) of this section applies.
actions any significant element of whichdeadline for receiving outlines has ™ \"gycantions—(1) In general. Para-
iS entered il’ltO or Undertaken on or aftepas_sed- COpIeS of the agenda WI” b%raph (d) of thls Section does not apply
October 13, 1995.” The regulations ar@vallable free Of Charge at the hearlngi’f any Of the fo”owing is satisﬁed:
proposed to adopt the effective date ) _ i) The aaogregate amounts that have
stated in the notice. Dratfting Information alr(e)ady bee%gregeived by or are payable
The principal author of these regulato the property provider but are al-
tions is Jonathan R. Zelnik, Office oflocable to periods (including partial pe-
It is hereby certified that these regulathe Assistant Chief Counsel (Financiakiods) after the obligation-shifting trans-
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action (as determined under paragrapimg the present value of the aggregatdate on which the obligation-shifting
(g) of this section) are less than or equalax liability of the assuming party, thetransaction is consummated, the property
to $100,000. property provider, and any person whoserovider must treat as an item of ex-
(i) The sum of the aggregate pay-taxable income is determined (in wholepense or income (as appropriate)—
ments (including contingent paymentspr in part) by reference to the taxable (A) The principal balance of the sec-
under the lease or similar agreement anithcome of the property provider or thetion 7701(l) rent-leveling loan, minus
the aggregate value of other considemssuming party. (B) The principal balance (plus inter-
ation (including contingent consider- (d) Recharacterization of obligation- est not already included in the principal
ation) to be received under the lease oshifting transactior—(1) In general.In  pajance) of the property provider's sec-
similar agreement is not reasonably exerder to clearly reflect the income of thetion 467 loan (if any) as determined
pected to exceed $250,000. The rules afssuming party and the property proynder the principles of § 1.467—4(a){4)
§ 1.467-1(c)(4)(i} apply in determin- vider, an obligation-shifting transactiongng existing as of that date.
ing the amount described in this parais recharacterized as follows: (3) Exclusive recharacterization.If
graph (c)(2)(ii). () Assuming party treated as receiVihe lease or similar agreement is a
(iii) The fair market value of the ing all allocable rents.The assuming gection 467 rental agreement, the prop-
leased property is less than ten percemarty is treated as acquiring the right tQyty, hrovider and the assuming party
of the aggregate fair market value of allreceive (and as receiving when due) all, .ot account for the recharacterized
of the property (excluding Class | assetamounts under the lease or similagangaction under the provisions of this
as described in § 1.1060-1T(d)(1)agreement that are allocable (as detefg tion and not under the provisions of
Class Il assets as described iri_nin;ad under gar(a_gf?pdh (9) of .thIiS S€Cgg 1.467-1 through 1.467-48.
§ 1.1060-1T(d)(2)(i), and debt issuedion) to periods (including partial peri- , I
by the property provider) that the prop-ods) after the obligation-shifting a(le) g?lcu?ﬁewgalt(le) n(?rﬁe_(\}\l)hil:;l;‘llnc'the
erty provider transfers to the assumingransaction. Thus, the assuming partyy i ..on shifting transaction is con-
party as part of the same transaction omust include these amounts in incomesurr?mated the grinci al balance of the
series of related transactions. For thign the periods to which they are aI-section 77’01(I) ﬁote% uals the excess
purpose, the fair market value of thelocable. of— q
leased property is the sum of— (i) Assuming party treated as issuing™ . Th t val f th N
(A) The fair market value of the section 7701(l) noteThe assuming party h(lt) © ﬁresebr; \;a ue o d © _an?o(ljj_n S
property subject to the lease or similais treated as issuing to the propertyhat are allocable to periods (including

agreement and transferred in théorovider, as additional consideration inpartial periods) after the obligation-

obligation-shifting transaction, plus the obligation-shifting transaction, a secShifting transaction, over

tion 7701(l) note, with terms as de- (i) The present value of the amounts
has/Be) ;?gaa/; Iubie?]f rtgceeisgjouungge:h?ﬁgcribed in paragraph (e) of this sectionthat are payable to the assuming party.
lease or similar agreement or are refccordingly, the assuming party and the (2) Present value, yield, and com-
tained by the property provider or anyProperty provider must account for in-pounding period.For purposes of para-
other party but are ailocable to periodderest expense and income from th@raph (e)(1) of this section, present
(including” partial periods) after the section 7701_(|) note in the per_lods (in-value is determined _under the rules_ of
obligation-shifting transaction. cluding partial periods) following the 8 1.467-2(d). The yield of the section

(iv) The agreement(s) between thé&bligation-shifting transaction. 7701()) note equals 110 percent of the
property provider and the property user (2) Section 7701()) rent-leveling loan applicable Federal rate on the date on
is a disqualified leaseback or long-termfnd adjustment to property providerswhich the obligation-shifting transaction
agreement within the meaning ofiNcome—() Section 7701(l) rent-leveling is consummated, based on the remaining
§ 1.467-3(bf I_oa_n. To account for any differences interm of the Iea§e or §|m|lar agreement.

(v) The transaction is described iniming or amount between paymentsThe compounding period for determin-
section 381(a), unless the transaction igciually received by the property pro-ing both the original principal balance
deemed to b’e an obligation-shiftingv'd‘?r after the obligation-shifting .trans-.{:md the yield must equal the period used
transaction under paragraph (k) of thisactlon and payments (as d'escrlbed iim determining the amounts that are
section. paragraph (e)(3) of this section) treatedllocable (as determined under para-

(vi) The Commissioner determines®> being made under the section 7701(graph (g) of this section) to periods
that the transaction does not substal ote, the property provider is treated aginder the lease or S|m|Iar agreement.
tially reduce the present value of the tarh party to a section 7701(I). rent—_levellng (3) Repayment schedule@) Amount.
liability of the assuming party or other-)foan’ with terms as described in paraThe payment for each period under the
wise result in the avoidance of tax. graph (f) of this section. Accordingly, section 7701(l) note is—

(2) Limitation on exceptionsThe ex- the property provider must account for (A) The amount that is taken into
ceptions listed in paragraph (C)(1) offie cor GXPeNse or income (8s appropraccount by the assuming party under
this section do not apply to obligation-ate)- in the periods (including partial paragraph (d)(1)(i) of this section, minus
shifting transactions entered into with pﬁl?tl?'lcz:jszra:lgggt\:volgg the ~ obligation- *This section appears in proposed regulation pub-
principal purpose of substantially reduc-"" i “adjustment to property providers '2'5723‘;)‘?” June 3, 1996 (IA-292-84, 61 FR 27834,
This section appears in proposed regulationfncome.To account for any differences “*These sections appear in proposed regulations
published on June 3, 1996 (IA-292-84, 61 FRyetween amounts previously included b ublished on June 3, 1996 (IA-292-84, 61 FR

27834, 27839). :
2This section appears in proposed regulationghe property prowder and amounts th This section appears in proposed regulations
published on June 3, 1996 (IA—292-84, 61 FrRare allocable to periods before theupiished on June 3, 1996 (IA-292-84, 61 FR

27834, 27844). obligation-shifting transaction, on the27834, 27842).
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(B) The amount received by the asireated as paid in satisfaction of the (4) An assuming partyis any person
suming party for that period. section 7701(l) note, minus that assumes obligations or acquires

(i) Timing. The timing of section (B) The amount received by theproperty subject to obligations under an
7701(l) note payments, as determine@roperty provider under the lease oexisting lease or similar agreement with
under paragraph (e)(3)(i) of this sectionsimilar agreement for that period. a property user.
is the same as the timing of the pay- (i) Timing. The timing of section (5) A lease or similar agreemenis
ments taken into account by the assumé701(l) rent-leveling loan payments, asany contract for the use or enjoyment of
ing party under paragraph (d)(1)(i) ofdetermined under paragraph (f)(3)(i) oftangible or intangible property, including
this section. this section, is governed by paragrapleaseholds, licenses, other non-fee inter-

(4) Debt for all purposesA section (9) of this section (and thus, is the samests in property, and other contracts
7701(1) note is debt for all purposes ofas the timing of the payments taken intqincluding service contracts) involving
the Internal Revenue Code. The princiaccount by the .assum_ing party undethga use or enjoyment of property if_the
pal balance of the section 7701(l) noteparagraph (d)(1)(i) of this sectlon)._ fair m_arket value of thay use or enjoy-
after the obligation-shifting transaction (4) Debt for all purposesA section ment is more than de minimis.
may be positive or negative. If the7701(l) rent-leveling loan is debt for all (6) Obligations under a lease or
principal balance is positive, the notepurposes of the Internal Revenue Codesimilar agreemeninclude the continuing
represents an amount owed by the adthe principal balance of the sectionobligation to make property subject to a
suming party to the property provider,7701(l) rent-leveling loan may be posi-lease or similar agreement available to a
and if the principal balance is negativefive or negative. If the principal balanceproperty user. To the extent that an
the note represents an amount owed b§ posi';ive, the amount represents a loaassuming party assumes opligations of a
the property provider to the assuming®n Which the property provider is theproperty provider or acquires property
party. obligee, and if the principal balance issubject to obligations of a property

() Section 7701(l) rent-leveling negati\(e, the amount represents a loaprovider, the obligations _shal_l not there-
loan—(1) Principal. On the date on ON Which the property provider is theafter be treated as obligations of the
which the obligation-shifting transaction©bligor. » property provider.
is consummated, the principal balance of (9) Determining amounts that are al- (7) Amounts that have already_b_een
the section 7701(]) rent-leveling loanlocable to periods under the lease omeceived under the lease or similar
equals the principal balance (plus anyiMilar agreementThe amounts that are agreement include ~ consideration re-
interest not already included in the prin-8llocable to periods under a lease oceived (as of the date on which the
cipal balance) of the section 467 loan a§|mll_ar agreement are d_eter_mlned_ (|m0bllgat|on-sh|ft|ng transaction is con-
determined under § 1.467-4(b) thafnediately before the obligation-shiftingsummated) for assigning the rights to
would have existed as of that date if_tLansactlon is conSLllmmatedI) by erllp;()jlyggc_acc_alwe payments under the lease or

: the constant rental accrual method desimilar agreement.
|e:§2eﬂ;er 2%%;?5&19222?;‘% uyvgfé ttr;]e_cribed in § 1.467—3(d)_ fr_om the incep- (8) Amounts_th_at are payable under
amounts described in paragraphs (g)( on of the lease or similar agreemen;he lease or similar agrgemerdo not
and (g)(2) of this section, and ased on— include payments the rights to which

. " (1) The amounts that have alreadyhave been assigned in an arm’'s-length

(i) The property provider had re-yoon received under the lease or simildransaction to an unrelated third person
ported all items of income and expense, coment, and in exchange for consideration.
with respect to the lease or similar =y the amounts that are payable un- (9) A section 7701(l) notes indebt-
agreement by applying the constanfe, yhe |ease or similar agreement. edness arising from the recharacteriza-
rental accrual method described in™ .y pefinitions. The following defini- tion described in paragraph (d)(1)(ii) of
§ 1.467-3(d) and by determining the;,ng annly solely for purposes of thisthis section. The terms of a section
section 467 rent for each period ingectign, 7701(l) note are described in paragraph
accorde}nce with § 1'467_1@)(2)(')' . (1) An obligation-shifting transaction (e) of this section.

(2) Yield and compounding period.js any transaction in which an assuming (10) A section 7701(l) rent-leveling
The yield of the section 7701(l) rent-party” assumes a property provider’s obloan is indebtedness arising from the
leveling loan equals 110 percent of thgjgations to a property user (or acquiresecharacterization described in paragraph
applicable Federal rate on the date ORygperty subject to a property provider's(d)(2)(i) of this section. The terms of a
which the obligation-shifting transactiongpjigations to a property user) under @ection 7701(l) rent-leveling loan are
is consummated, based on the origingbase or similar agreement if the propdescribed in paragraph (f) of this sec-
term of the lease or similar agreementerty provider or any other party hastion.

The compounding period for determin-giready received, or retains the right to (i) Reserved.

ing the yield must equal the period useqeceive, amounts that are allocable to (j) Pass-through entity look-through

in determining the amounts that argeriods after the transaction. rule. For purposes of determining

allocable (as determined under para- (2) A property useris any person whether any person is a property user, a
graph (g) of this section) to periodsith the right to use property under aproperty provider, or an assuming party,
under the lease or similar agreemenjease or similar agreement. the person is treated as having the rights

(3) Repayment scheduie(i) Amount.  (3) A property provideris any person and obligations of any pass-through en-
The property provider’s payment (or(other than an assuming party in itgity in which the person is a partner,
receipt) for each period under the seccapacity as such) that is obligated teshareholder, beneficiary, or other partici-

tion 7701(l) rent-leveling loan is— make property available to a propertypant, but only to the extent of the
(A) The amount (as described inuser on account of a lease or similaperson’s allocable share of pass-through
paragraph (e)(3)(i) of this section)agreement. entity items relating to the property. The
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pass-through entity must reflect the reand an assuming party in the obligationFederal rate based on annual compounding is 7

. - . . . percent.
quired recharacterization on its booksshifting transaction. (i) Obligation-shifting transactionB is a prop-

(k) Consolidated group ruleFor pur-  (I) Reserved. erty user because B has the right to use the

. . . L . property under the lease with A. A is a property

poses of this section, if a subsidiary is a (m) Examples. The following ex- provider because A is obligated to make the
member of a consolidated group and th%mples illustrate the rules of this secProperty available to B on account of the lease. D
idi js an assuming party because in the January 1,
subsidiary or a successor becomes. fon. Each example assumes that aEOOZ, transaction D acquires the property subject
nonmember (other than in a transaCt'Olf'axpayers use the calendar year as the As obligations under the lease to make the

described in 8§ 1.1502-13(j)(5)), thetaxable year, all payment periods are thBoPery available to B for the remaining four

nonmember (whether or not a sep{;’u’{;’lt&alendar year, and none of the rent ﬁgf{s of the lease. Tf;)e transaction is an obligation-
legal entity) will be treated as a separatg A iied | o (tjraA”S""tC“.O” ocause D is an assuming
corporation that acquires the assets anogreements are disqualified leasebacksrty and A retains the right to receive rent from

_ B allocable to periods after the transaction.
assumes the obligations of the subsi or long-term agreements u_nder 8 1_‘467 (i) RecharacterizationAs of January 1, 2002,
iary. For example, assume that P sel3(b). Efxcehpt as otherwise prowdedﬁh? t)ransrz\jctionhis recharacterizec: as follolws: o
: none of the exceptions In aragral A) Under the constant rental accrual metho
all the StOCK Qf S, previously a wholly- o)1) of this secti[())n anpl le'heg e)?_ described in § 1.467-3(d), the amount accruing
owned subsidiary of P and a member of ) PPYy. for each calendar year period under the lease is
the P consolidated group, and that, sAmples read as follows: $10,000,000. D is treated as acquiring the right to

the time of the sale, S already has Example 1. Retained rents; section 351 transf?ctcei"t?] theb?mc;_unts r?:‘ltqcabtle to trl? fouTrhperio_ds
. : after the obligation-shifting transaction. Thus, in
received amounts under a lease that af@r’o—gzt F?gtsé (Qrg”fiae”“:g 1’e rziggl'Tﬁe'elaeze:e 002, 2003, %004’ and 2%05, D must recognize
allocable to periods after the sale. Undef P Y year period. $10,000,000 rental income.
. Lo . rovides for rent of $10,000,000 per year, payabl S .
this paragraph (k), an ob||gat|0n_sh|ft|ngannua”y on December 31. (B) The principal balance of the section 7701(])

. note equals $33,872,112.56, with a yield equal to
transaction occurs when S becomes a(B) On January 1, 2002, A transfers the leased percent based on annual compounding. As part

nonmember. S, as a nonmember, igroperty to D in exchange for D preferred stock. Aof the obligation-shifting transaction, D is treated
treated as having assumed the obligaetains the right to receive the remaining fouras having given A the section 7701(l) note as
tions under the lease. Therefore, S mugears qf rent from B. As part of the samga_ddltlonal conS|derat|on. The amount of the sec-
diust its i ided i transaction, C transfers $100,000,000 to D irtion 7701(l) note is treated as “other property”
aqjust 1ts '”QPme as prOVII e _m par.a'exchange for D common stock. After the transactransferred from D to A in the section 351
graph (d)(2)(ii) of this section immedi- tion, A and C own 100 percent of the stock of D.exchange. D is treated as making section 7701(l)
ately before it becomes a nonmember ofssume the transaction meets all of the requirenote payments to A. A has interest income on the
; ents of section 351. C and D are members of theection 7701(l) note. D has interest expense on the
t[he consolidated group. After the Sal?' g;ame consolidated group as defined in § 1.1502section 7701(l) note. A and D account for the
is treated as both a property providef(h). one hundred ten percent of the applicablsection 7701(l) note as follows:

Section 7701(l) note

Taxable Beginning

year ending balance Payment Interest Principal
12/31/02 $33,872,112.56 $10,000,000.00 $2,371,047.88 $7,628,952.12
12/31/03 $26,243,160.44 $10,000,000.00 $1,837,021.23 $8,162,978.77
12/31/04 $18,080,181.67 $10,000,000.00 $1,265,612.72 $8,734,387.28
12/31/05 $ 9,345,794.39 $10,000,000.00 $ 654,205.61 $9,345,794.39

(C) Because the amount A recognized in theén 2003, $1,100,000 in 2004, and $1,200,000 iryears of the lease. The transaction is an obligation-
year before the obligation-shifting transaction2005. shifting transaction because S is an assuming party
equals the amount A would have recognized under (B) On December 31, 2001, Y sells to F theand Y has already received amounts allocable to
the constant rental accrual method, A's adjustmertight to receive all rents from Z for 2002 through periods after the transaction (Y sold to F the right
to income on the consummation of the obligation2005. F pays Y $3,146,345.27. Y includes thelo receive rent payments under the YZ lease for
shifting transaction is $0. $3,146,345.27 as ordinary income. 2002 through 2005).

(D) At the time of the obligation-shifting trans-  (C) On January 1, 2002, Y contributes to S (i) RecharacterizationAs of January 1, 2002,
action, the principal balance of the section 7701(lfash of $2,500,000, Y’s rights and obligationsthe transaction is recharacterized as follows:
rent-leveling loan equals $0. Furthermore, becaus'énqer ‘the lease with X, a_nd Ys rights and (A)_Unde_‘r the constant rental accrual meth_od
the amounts A actually receives each year after th bligations under the lease with Z in exchange _fodescnbed in 8§ 1.467—3(d),_ the amount accruing
obligation-shifting transaction, $10,000,000, equal preferred stock. As part of the same transactlorfor each calendar year period under the YZ Ie_ase
the amounts D is treated as paying A under th transfers cash of $7,500,000 to S in exchangs $946,396.31, based on the $800,000 Y received

h for S common stock. After the transaction, Y andfrom Z on December 31, 2001, and the
section 7701(l) note, $10,000,000, the balance g5 o, 100 percent of the stock of S. Assume th&3,146,345.27 Y received from F on December 31,
the section 7701()) rent-leveling loan equals $0 fofansaction meets all of the requirements of sectioB001. S is treated as acquiring the right to receive
all periods after the obligation-shifting transaction.3s1. s and P are members of the same consolihe amounts allocable to the four periods after the
Thus, A has no interest income or expense arisingated group as defined in § 1.1502-1(h). Onbligation-shifting transaction. Thus, S must rec-
from the section 7701(]) rent-leveling loan. hundred ten percent of the applicable Federal rategnize $946,396.31 of rental income for each of

Example 2. Rents already received; section 35based on annual compounding is 10 percent. the four periods following the obligation-shifting
transfer—(i) Facts. (A) On January 1, 2001, X (i) Obligation-shifting transactionZ is a prop- transaction.
leases property to Y for a seven-year period. Therty user because Z has the right to use the (B) The principal balance of the section 7701(l)
XY lease provides for rent of $900,000 per yearproperty under the YZ lease. Y is a propertynote equals $2,999,948.96, with a yield equal to
payable annually on December 31. Also on Januprovider because Y is obligated to make thelO percent based on annual compounding. As part
ary 1, 2001, Y leases the property to Z for aproperty available to Z. S is an assuming partyof the obligation-shifting transaction, S is treated
five-year period. The YZ lease provides for rentbecause in the January 1, 2002, transaction, & having given Y the section 7701(I) note as
payable on December 31 of each year as followsassumes Y’'s obligations under the YZ lease tadditional consideration. The amount of the sec-
$800,000 in 2001, $900,000 in 2002, $1,000,00@nake the property available for the remaining fouttion 7701(I) note is treated as “other property”
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transferred from S to Y in the section 351note payments to Y. Y has interest income on theection 7701() note. S and Y account for the
exchange. S is treated as making section 7701(Bection 7701(l) note. S has interest expense on treection 7701(l) note as follows:

Section 7701(l) note

Taxable Beginning

year ending balance Payment Interest Principal
12/31/02 $2,999,948.96 $946,396.31 $299,994.90 $646,401.41
12/31/03 $2,353,547.55 $946,396.31 $235,354.75 $711,041.56
12/31/04 $1,642,505.99 $946,396.31 $164,250.60 $782,145.71
12/31/05 $ 860,360.28 $946,396.31 $ 86,036.03 $860,360.28

(C) At the time of the obligation-shifting trans- $2,999,948.96. Thus, in computing its income oraction, the principal balance of the section 7701(l)
action, the principal balance of the section 467%he consummation of the obligation-shifting trans-rent-leveling loan equals negative $2,999,948.96.
loan that would have existed if Y had reported allaction, Y must take into account an expense equat must account for the section 7701(l) rent-

items of income and expense by applying theo $2,999,948.96.
constant rental accrual method equals negative (D) At the time of the obligation-shifting trans-

Section 7701(l) rent-leveling loan

leveling loan as follows:

Taxable Beginning

year ending balance Payment Interest Principal
12/31/02 ($2,999,948.96) ($946,396.31) ($299,994.90) ($646,401.41)
12/31/03 ($2,353,547.55) ($946,396.31) ($235,354.75) ($711,041.56)
12/31/04 (%$1,642,505.99) ($946,396.31) ($164,250.60) ($782,145.71)
12/31/05 ($ 860,360.28) ($946,396.31) ($ 86,036.03) ($860,360.28)

Example 3. Rents already received; sale of a (ii) Obligation-shifting transactionX is a prop- for each calendar year period under the lease is
partnership interest-(i) Facts. (A) On January 1, erty user because X has the right to use th&946,396.31, based on the $800,000 PRS received
2001, A, B, and C form parinership PRS byproperty under the lease with PRS. A is a propertfrom X and the $3,146,345.27 PRS received from
contributing  $3,600,000, $396,000, and $4,000provider as to its share of the partnershipsk. As share of the amount payable in each
respectively, for proportionate interests (90.0 perppligations under the lease to make the propertgalendar year period under the lease is
cent, 9.9 percent, and 0.1 percent, respectively) igyailable to X. D is an assuming party because [$851,756.68 (90 percent of $946,396.31). D is
the capital and profits of PRS. On the same day,cquires A's partnership interest subject to Astreated as acquiring the right to As 90 percent
PRS purchases property for $4’0001000 and |eas§ﬁare of the partnership’s obligations under theshare of the amounts allocable to the four periods
the property to X for a five-year period. The leas ease with X to make the property available forafter the obligation-shifting transaction. Thus, D
provides for rent. payable on December 31 of eact} e remaining four years of the agreement. Thenust recognize $851,756.68 of rental income for
year as follows: $800,000 in 2001, $900,000 M.\ ion is an obligation-shifiing transactioneach of the f iods following the obligation-
2002, $1,000,000 in 2003, $1,100,000 in 2004 . 9 g ftransactioneach of the four periods following the obligation
and $1,200,000 in 2005. because D is an assuming party and A has alreadshifting transaction.

(B) On December 31, 2001, PRS sells to F thd€ceived income allocable to periods after the (B) The principal balance of the section 7701(I)
right to receive all rents from X for 2002 through transaction (A received allocations of income frompote equals $2,699,954.06, with a yield equal to
2005. F pays PRS $3,146,345.27. PRS treats tige sale of the right to receive rents under thelg percent based on annual compounding. As part
$3,146,345.27 as ordinary income allocatedease in 2002 through 2005). Thus, D is treated agf the obligation-shifting transaction, D is treated
$2,831,710.74 to A, $311,488.18 to B, andassuming 90 percent of the partnership’s obligags having given A the section 7701(l) note as
$3,146.35 to C. One hundred ten percent of théions under the lease. additional consideration. D is treated as making
applicable Federal rate based on annual com- (jijj RecharacterizationAs of January 1, 2002, section 7701(l) note payments to A. A has interest
pounding is 10 percent. the transaction is recharacterized as follows: income on the section 7701(l) note. D has interest

(©) Immediately following the sale of the rents, (A) Under the constant rental accrual methoceXpense on the section 7701(l) note. A and D

A sells its entire partnership interest to D based on ) - ) nt for th ion 7701() n foll .
the fair market value of 90 percent of PRSsdescribed in § 1.467-3(d), the amount accruingiccount for the sectio 01(l) note as follows:

assets. PRS does not have an election in effect
under section 754.

Section 7701(l) note

Taxable Beginning

year ending balance Payment Interest Principal
12/31/02 $2,699,954.06 $851,756.68 $269,995.41 $581,761.27
12/31/03 $2,118,192.79 $851,756.68 $211,819.28 $639,937.40
12/31/04 $1,478,255.39 $851,756.68 $147,825.54 $703,931.14
12/31/05 $ 774,324.25 $851,756.68 $ 77,432.42 $774,324.26

(C) At the time of the obligation-shifting trans- $2,999,948.96. Thus, in computing its income ortransaction, the principal balance of the section

action, the principal balance of the section 467%the consummation of the obligation-shifting trans-7701(1)

rent-leveling

loan equals negative

loan that would have existed if PRS had reportediction, A must take into account an expense equal2,699,954.06. A must account for the section
all items of income and expense by applying théo $2,699,954.06 (90 percent of $2,999,948.96)7701(|) rent-leveling loan as follows:

constant rental accrual method equals negative (D) At the time of the obligation shifting
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Taxable Beginning
yea ending balance-
12/31/02 ($2,699,954.06)
12/31/03 ($2,118,192.79)
12/31/04 ($1,478,255.39)
12/31/05 ($ 774,324.25)

Sectim 7701() rent-levelig loan

Payment

($851,756.68)
($851,756.68)
($851,756.68)
($851,756.68)

Interest

($269,995.41)
($211,819.28
($147,825.54)
($ 77,432.42

Principal

($581,761.27)
($639,937.40)
($703,931.14)
($774,324.26)

Exampe 4. Exception whe'e aggregae amounts
retainel or already receivel are less than or equal
to $100,000 section 351 transfer—(i) Facts (A)
On Januay 1, 2001, A leases propery to B for a
five-yea period The leag provides for rert of
$1,000,00 for 2001, ard $875,00 for the eat of
the remainirg four yeas of the lease Rert is
payabé annualy on Decembe 31.

(B) On Januay 1, 2002 A transfes the leased
propery along with the right to receiwe rent
paymens for 202 throuch 200 to D in exchange
for D preferrel stock As pat of the same
transaction C transfes $1,000,00 to D in ex-
chang for D comma stock After the transaction,
A ard C own 100 percen of the stok of D.
Assune tha the transactio mees all of the
requiremerg of sectim 351 C ard D are mem-
bers of the sane consolidatd grow as described
in § 1.1502-1(h) Assune tha A, C, and D did
not ente into the transactio with a principal
purpo of substantiall reducirg the presem value
of their aggregas tax liabilities. One hundreal ten
percet of the applicabé Federa rate base on
annu& compoundig is 7 percent.

(ii) Obligation-shiftirg transaction A is a prop-
erty provida becaus it is obligatel to make
propery availabk to B on accoun of a leas or
similar agreementB is a propery use becaus it
has the right to use propery unde its leae with
A. D is an assumig party becausgein the January
1, 2002 transaction it acquires the property
subjet to A's obligation to make the property
availabk to B for the remainirg term of the lease.
The transactio betwea@ A and D is an obligation-
shifting transactio becaus D is an assuming
party ard A retairs the right to receive amounts
from B allocabk to periods after the transaction.

(iii) Availability of exception Even thouch the
transactio betwee A ard D is an obligation-
shifting transactionit is not recharacteriz#t under
this section As of the dae of the transaction A
has alread receivel $1,000,000 Unde the con-
start rentd accrud methal describel in § 1.467—
3(d), the constam rentd amourt accruirg for each
calenda yea during the lea® is $903,491.90The
aggregae amour tha has already been received
by A but tha is allocabk to periods after the
obligation-shiftirg transactio is $1,000,00 minus
$903,491.90 or $96,508.10 Becaus this amount
is less than $100,000 the transactio is excepted
from recharacterizatio unde paragrap (c)(1)(i)
of this section.

Exampé 5. Exceptimn whee fair marke value
of leasal property is less than 10 percert of value
of all properly transfered incorporation of exist-
ing business—(i) Facts (A) On Januay 1, 2001,
A lease propery to B for a five-yea period The
leae provides for rert of $1,000,00 per yea,
payabe annualy on Decembe 31.

(B) On Januay 1, 2003 the fair marke value
of the leasel propery is $4,000,0000n tha date,
A transfes the propery, togethe with $3,000,000
of Clas | and Class |l asset ard othe property
with a fair marke value of $39,000,000 in
exchang for all of the commm stok of C. A
retairs the right to receiwe the remainirg three rent
paymens from B. The fair marke value of the
rert paymens retaingl by A is $2,486,851.99

0

(basel on a discourt rate of 10 percent) The fair
marke value of the propery subje¢ to the lease
ard transferrd to B, reflecting A's retentio of the
right to the remainirg three rert payments is
$1,513,148.01Assune tha the transactio meets
all of the requiremerg of sectiom 351 Assume
tha A and C did not ente into the transaction
with a principd purpo® of substantialf reducing
the presen value of their aggregat tax liabilities.

(ii) Obligation-shiftirg transaction A is a prop-
erty provide becaus it is obligatal to make
propery availabk to B on accoun of a lea® or
similar agreementB is a propery use becaus it
has the right to use propery unde its leae with
A. C is an assumig party becausgin the January
1, 2003 transaction it acquires the property
subje¢ to A’s obligation to make the property
availabk to B for the remainirg three yeass of the
lease The transactio betwee A ard C is an
obligation-shiftirg transactio becaue C is an
assumig party ard A retairs the right to receive
amouns from B allocabk to periods after the
transaction.

(iii) Availability of exception Even thoudh the
transactio betwea A and C is an obligation-
shifting transactionit is not recharacteriz under
this section The fair marke value of the leased
propery equat $4,000,000 The fair marke value
of the propery subjet to the lea® ard transferred
to B is $1,513,148.0lard the fair marke value of
the rent retainel is $2,486,851.99The aggregate
fair marke value of all of the propery transferred,
excludirg Class | assetsClass |l assetsand debt
issuel by the propery provide, as pat of the
same transactio is $43,000,00 ($4,000,00
leasel propery plus $39,000,00 othe propery,
excludirg Class | assetsClass |l assetsand debt
issuel by the propery provider) Becaus the
value of the lease propery, $4,000,000 is less
than 10 percen of $43,000,000the transactio is
excepte from recharacterizatio unde paragraph
(c)(2)(iii) of this section.

(n) Effective date This sectiom ap-
plies to obligation-shiftig transactions
ary significart elemen of which was
enterel into or undertake on or after
Octobe 13, 1995.

Margare Milner Richardson,
Commissioneof Internd Revenue.

(Filed by the Office of the Federad Registe on
Decembe 26, 1996 8:45 a.m, and publishel in
the isste of the Federd Registe for Decembe 27,
1996 61 F.R. 68175)




