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for Methods of Accounting

26 CFR 1.446–1: General rule for methods of
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SUMMARY: On July 18, 1995, the Trea-
sury Department and the IRS published fi-
nal regulations governing the intercompany
transaction system of the consolidated re-
turn regulations. Those regulations state that
the timing rules of the intercompany trans-
action system are a method of account-
ing. At the time of the publication of those
regulations, no amendment was made to the
regulations promulgated under section 446
to coordinate with that statement. This docu-
ment contains final regulations confirm-
ing that the timing rules of the intercompany
transaction regulations are a method of ac-
counting. These regulations apply to all tax-
payers filing consolidated returns.

DATES: Effective Date: These regulations
are effective on December 16, 2002.

Applicability Date: These regulations ap-
ply to consolidated return years begin-
ning on or after November 7, 2001.

FOR FURTHER INFORMATION
CONTACT: Vincent Daly, (202) 622–7770,
or Jeffery G. Mitchell (202) 622–4930 (not
toll-free numbers).

SUPPLEMENTARY INFORMATION:

Background and Explanation of
Provisions

On July 18, 1995, the Treasury Depart-
ment and the IRS published in the Fed-

eral Register (T.D. 8597, 1995–2 C.B. 147
[60 FR 36671]) final regulations under
§ 1.1502–13 governing the intercompany
transaction system of the consolidated re-
turn regulations. Included in such regula-
tions was an express statement that “[t]he
timing rules of [the intercompany transac-
tion regulations] are a method of account-
ing for intercompany transactions, to be
applied by each member in addition to the
member’s other methods of accounting.”
§ 1.1502–13(a)(3)(i). At the time of the pub-
lication of those final regulations, no
amendment was made to the regulations
promulgated under section 446 to coordi-
nate with the statement in § 1.1502–
13(a)(3)(i) that the timing rules of
§ 1.1502–13 are a method of accounting.

In General Motors v. Commissioner, 112
T.C. 270 (1999), the Tax Court determined
that the timing rule of former § 1.1502–
13(b)(2) was not a method of accounting
for purposes of section 446(e). On Novem-
ber 7, 2001, the Treasury and the IRS pub-
lished in the Federal Register a notice of
proposed rulemaking (REG–125161–01,
2001–2 C.B. 538 [66 FR 56262]) propos-
ing amendments to CFR part 1 under sec-
tion 446 of the Internal Revenue Code to
confirm that the timing rules of § 1.1502–13
are a method of accounting. No written
comments responding to the notice of pro-
posed rulemaking were received, and no
public hearing was requested or held. There-
fore, the proposed regulations are adopted
by this Treasury decision without change.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in Executive Order
12866. Therefore, a regulatory assessment
is not required. It also has been determined
that section 553(b) of the Administrative
Procedure Act (5 U.S.C. chapter 5) does not
apply to these regulations. Because the regu-
lations do not impose a collection of in-
formation on small entities, the Regulatory
Flexibility Act (5 U.S.C. chapter 6) does not
apply. Pursuant to section 7805(f) of the In-
ternal Revenue Code, the notice of pro-
posed rulemaking preceding these
regulations was submitted to the Chief
Counsel for Advocacy of the Small Busi-
ness Administration for comment on its

impact on small business.

Drafting Information

The principal author of these regula-
tions is Vincent Daly, Office of the Asso-
ciate Chief Counsel (Corporate). However,
other personnel from the IRS and Trea-
sury Department participated in their de-
velopment.

* * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.446–1 is amended by

adding paragraph (c)(2)(iii) to read as
follows:

§ 1.446–1 General rule for methods of
accounting.

* * * * *
(c) * * *
(2) * * * (i) * * *
(iii) The timing rules of § 1.1502–13 are

a method of accounting for intercompany
transactions (as defined in § 1.1502–
13(b)(1)(i)), to be applied by each mem-
ber of a consolidated group in addition to
the member’s other methods of account-
ing. See § 1.1502–13(a)(3)(i). This para-
graph (c)(2)(iii) is applicable to consolidated
return years beginning on or after Novem-
ber 7, 2001.

* * * * *

Par. 3. In § 1.1502–13, the second sen-
tence of paragraph (a)(3)(i) is revised to
read as follows:

§ 1.1502–13 Intercompany transactions.

(a) * * *
(3)* * * (i) * * * See § 1.1502–17 and,

with regard to consolidated return years be-
ginning on or after November 7, 2001,
§ 1.446–1(c)(2)(iii). * * *

* * * * *
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Assistant Secretary of
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Section 1001.—Determina-
tion of Amount of and
Recognition of Gain or Loss

26 CFR 1.1001–1:Determination and recognition
of gain or loss.

(Also § 1259.)

Actual and constructive sales. This rul-
ing holds that a shareholder has neither sold
stock currently under section 1001 of the
Code nor caused a constructive sale of stock
under section 1259 if the shareholder re-
ceives a fixed amount of cash, simulta-
neously enters into an agreement to deliver
on a future date a number of shares of com-
mon stock that varies significantly depend-
ing on the value of the shares on the
delivery date, pledges the maximum num-
ber of shares for which delivery could be
required under the agreement, retains an un-
restricted legal right to substitute cash or
other shares for the pledged shares, and is
not otherwise economically compelled to
deliver the pledged shares.

Rev. Rul. 2003–7

ISSUES

Has a shareholder either sold stock cur-
rently or caused a constructive sale of stock
under § 1259 of the Internal Revenue Code
if the shareholder (1) receives a fixed
amount of cash, (2) simultaneously enters
into an agreement to deliver on a future date
a number of shares of common stock that
varies significantly depending on the value
of the shares on the delivery date, (3)
pledges the maximum number of shares for
which delivery could be required under the
agreement, (4) has the unrestricted legal
right to deliver the pledged shares or to sub-
stitute cash or other shares for the pledged

shares on the delivery date, and (5) is not
economically compelled to deliver the
pledged shares?

FACTS

An individual (“Shareholder”) held
shares of common stock in Y corporation,
which is publicly traded. Shareholder’s ba-
sis in the shares of Y corporation is less than
$20 per share. On September 15, 2002 (the
“Execution Date”), Shareholder entered into
an arm’s length agreement (the “Agree-
ment”) with Investment Bank, at which time
a share of common stock in Y corpora-
tion had a fair market value of $20. Share-
holder received $z of cash upon execution
of the Agreement. In return, Shareholder be-
came obligated to deliver to Investment
Bank on September 15, 2005 (the “Ex-
change Date”), a number of shares of com-
mon stock of Y corporation to be
determined by a formula. Under the for-
mula, if the market price of a share of Y
corporation common stock is less than $20
on the Exchange Date, Investment Bank
will receive 100 shares of common stock.
If the market price of a share is at least $20
and no more than $25 on the Exchange
Date, Investment Bank will receive a num-
ber of shares having a total market value
equal to $2000. If the market price of a
share exceeds $25 on the Exchange Date,
Investment Bank will receive 80 shares of
common stock. In addition, Shareholder has
the right to deliver to Investment Bank on
the Exchange Date cash equal to the value
of the common stock that Shareholder
would otherwise be required to deliver un-
der the formula.

In order to secure Shareholder’s obli-
gations under the Agreement, Shareholder
pledged to Investment Bank on the Execu-
tion Date 100 shares (that is, the maxi-
mum number of shares that Shareholder
could be required to deliver under the
Agreement). Shareholder effected this
pledge by transferring the shares in trust to
a third-party trustee, unrelated to Invest-
ment Bank. Under the declaration of trust,
Shareholder retained the right to vote the
pledged shares and to receive dividends.

Under the Agreement, Shareholder had
the unrestricted legal right to deliver the
pledged shares, cash, or shares other than
the pledged shares to satisfy its obliga-
tion under the Agreement. Shareholder is
not otherwise economically compelled to
deliver the pledged shares. At the time

Shareholder and Investment Bank entered
into the Agreement, however, Shareholder
intended to deliver the pledged shares to In-
vestment Bank on the Exchange Date in or-
der to satisfy Shareholder’s obligations
under the Agreement.

LAW AND ANALYSIS

Section 1001(c) provides that, except as
otherwise provided in subtitle A of the
Code, the entire amount of gain or loss, de-
termined under § 1001, on the sale or ex-
change of property shall be recognized. The
Code does not define a “sale or exchange.”
The courts have considered many factors
significant in determining whether a sale or
other disposition of property has occurred.
The factors that are relevant, and the weight
to be accorded to each factor, must be de-
termined in light of the nature of the prop-
erty involved. See Torres v. Commissioner,
88 T.C. 702, 721 (1987).

Several cases have addressed the trans-
fer of securities to a brokerage firm un-
der a subordination agreement intended to
allow the brokerage firm to use the secu-
rities to meet its net capital requirements
under stock exchange rules. See, e.g.,
Cruttenden v. U.S., 644 F.2d 1368 (9th Cir.
1981); Lorch v. Commissioner, 70 T.C. 674
(1978), aff’d, 605 F.2d 657 (2d Cir. 1979),
cert. denied, 444 U.S. 1076 (1980); Mi-
ami National Bank v. Commissioner, 67
T.C. 793 (1977). In these cases, an owner
of marketable securities transferred legal title
and actual possession of the securities to the
brokerage firm, which held the securities in
a subordination account under an agree-
ment that permitted the brokerage firm to
sell the securities if necessary to meet
claims of general creditors of the broker-
age firm. The transferor, however, retained
the right to receive dividends and the right
to vote any stock. In addition, the trans-
feror could reacquire the securities in the
subordination account by substituting ei-
ther cash or other securities of equivalent
value.

In Miami National Bank, the court held
that despite the right of the brokerage firm
to sell stock in a subordination account to
satisfy its creditors, the transferor remained
the owner of the stock. As a result, the court
held that the transferor’s subsequent sale of
the stock in the subordination account was
effective to permit the purchaser to be
treated as the direct owner of the stock for
purposes of the consolidated return own-

February 3, 2003 363 2003–5 I.R.B.


