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subject to the general rule of para-
graph (a) of this section.

(3) The wunforeseen events exception.
The amount is paid or accrued by the
taxpayer on indebtedness incurred be-
cause of an unforeseen substantial loss
of such taxpayer’s income or an unfore-
seen substantial increase in such tax-
payer’s financial obligations. A loss of
income or increase in financial obliga-
tions is not unforeseen, within the
meaning of this subparagraph, if at the
time of the purchase of the contract
such event was or could have been fore-
seen. College education expenses are
foreseeable; however, if college ex-
penses substantially increase, then to
the extent that such increases are un-
foreseen, this exception will apply.
This exception applies only if the plan
referred to in paragraph (a) of this sec-
tion arises because of the unforeseen
event. Thus, for example, if a taxpayer
or his family incur substantial unex-
pected medical expenses or the tax-
payer is laid off from his job, and for
that reason systematically borrows
against the cash value of a previously
purchased contract, the deduction for
the interest paid on the loan will not
be denied, whether or not the loan is
used to pay a premium on the contract.

(4) The trade or business exception. The
indebtedness is incurred by the tax-
payer in connection with his trade or
business. To be within this exception,
the indebtedness must be incurred to
finance business obligations rather
than to finance cash value life insur-
ance. Thus, if a taxpayer pledges a life
insurance, endowment, or annuity con-
tract as part of the collateral for a loan
to finance the expansion of inventory
or capital improvements for his busi-
ness, no part of the deduction for inter-
est on such loan will be denied under
paragraph (a) of this section. Bor-
rowing by a business taxpayer to fi-
nance business life insurance such as
under so-called keyman, split dollar, or
stock retirement plans is not consid-
ered to be incurred in connection with
the taxpayer’s trade or business within
the meaning of this subparagraph. The
determination of whether the indebted-
ness is incurred in connection with the
taxpayer’s trade or business, within
the meaning of this exception, rather
than to finance cash value life insur-
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ance shall be made on the basis of all
the facts and circumstances. The provi-
sions of this subparagraph may be il-
lustrated by the following examples:

Example 1. Corporation M each year bor-
rows substantial sums to carry on its busi-
ness. Corporation M agrees to provide a re-
tirement plan for its employees and pur-
chases level premium life insurance to fund
its obligation under the plan. The mere fact
that M Corporation purchases a cash value
life insurance policy will not cause its deduc-
tion for interest paid on its normal indebted-
ness to be denied even though the policy is
later used as part of the collateral for its
normal indebtedness.

Example 2. Corporation R has $200,000 of
bonds outstanding and purchases cash value
life insurance policies on several of its key
employees. Such purchase by R Corporation
will not, of itself, cause its deduction for in-
terest on its bonded indebtedness to be de-
nied. If, however, the premiums on the life
insurance policies are $10,000 each year, the
cash value increases by $8,000 each year, and
R Corporation increases its indebtedness by
$10,000 each year, its deduction for interest
on such indebtedness will not be allowed
under the rule of paragraph (a) of this sec-
tion. On the other hand, the absence of such
a directly parallel increase will not of itself
establish that the deduction for interest is
allowable.

(e) Applicability of section. The rules
of this section apply with respect to
taxable years beginning after Decem-
ber 31, 1963, but only with respect to
contracts purchased after August 6,
1963. With respect to contracts entered
into on or before August 6, 1963, but
purchased or acquired whether from
the insurer, insured, or any other per-
son (other than by gift, bequest, or in-
heritance, or in a transaction to which
section 381(a) of the Code applies) after
such date, the rules of this section
apply after such purchase or acquisi-
tion.

[T.D. 6773, 29 FR 15751, Nov. 24, 1964]

§1.265-1 Expenses relating to tax-ex-
empt income.

(a) Nondeductibility of expenses allo-
cable to exempt income. (1) No amount
shall be allowed as a deduction under
any provision of the Code for any ex-
pense or amount which is otherwise al-
lowable as a deduction and which is al-
locable to a class or classes of exempt
income other than a class or classes of
exempt interest income.
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(2) No amount shall be allowed as a
deduction under section 212 (relating to
expenses for production of income) for
any expense or amount which is other-
wise allowable as a deduction and
which is allocable to a class or classes
of exempt interest income.

(b) Exempt income and nonexempt in-
come. (1) As used in this section, the
term class of exempt income means any
class of income (whether or not any
amount of income of such class is re-
ceived or accrued) wholly exempt from
the taxes imposed by Subtitle A of the
Code. For purposes of this section, a
class of income which is considered as
wholly exempt from the taxes imposed
by subtitle A includes any class of in-
come which is:

(i) Wholly excluded from gross in-
come under any provision of Subtitle
A, or

(ii) Wholly exempt from the taxes
imposed by Subtitle A under the provi-
sions of any other law.

(2) As used in this section the term
nonexempt income means any income
which is required to be included in
gross income.

(c) Allocation of expenses to a class or
classes of erempt income. Expenses and
amounts otherwise allowable which are
directly allocable to any class or class-
es of exempt income shall be allocated
thereto; and expenses and amounts di-
rectly allocable to any class or classes
of nonexempt income shall be allocated
thereto. If an expense or amount other-
wise allowable is indirectly allocable
to both a class of nonexempt income
and a class of exempt income, a reason-
able proportion thereof determined in
the light of all the facts and cir-
cumstances in each case shall be allo-
cated to each.

(d) Statement of classes of erempt in-
come,; records. (1) A taxpayer receiving
any class of exempt income or holding
any property or engaging in any activ-
ity the income from which is exempt
shall submit with his return as a part
thereof an itemized statement, in de-
tail, showing (i) the amount of each
class of exempt income, and (ii) the
amount of expenses and amounts oth-
erwise allowable allocated to each such
class (the amount allocated by appor-
tionment being shown separately) as
required by paragraph (c) of this sec-
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tion. If an item is apportioned between
a class of exempt income and a class of
nonexempt income, the statement shall
show the basis of the apportionment.
Such statement shall also recite that
each deduction claimed in the return is
not in any way attributable to a class
of exempt income.

(2) The taxpayer shall keep such
records as will enable him to make the
allocations required by this section.
See section 6001 and the regulations
thereunder.

§1.265-2 Interest relating to tax ex-
empt income.

(a) In general. No amount shall be al-
lowed as a deduction for interest on
any indebtedness incurred or continued
to purchase or carry obligations, the
interest on which is wholly exempt
from tax under subtitle A of the Code,
such as municipal bonds, Panama
Canal loan 3-percent bonds, or obliga-
tions of the United States, the interest
on which is wholly exempt from tax
under Subtitle A, and which were
issued after September 24, 1917, and not
originally subscribed for by the tax-
payer. Interest paid or accrued within
the taxable year on indebtedness in-
curred or continued to purchase or
carry (1) obligations of the United
States issued after September 24, 1917,
the interest on which is not wholly ex-
empt from the taxes imposed under
Subtitle A of the Code, or (2) obliga-
tions of the United States issued after
September 24, 1917, and originally sub-
scribed for by the taxpayer, the inter-
est on which is wholly exempt from the
taxes imposed by Subtitle A of the
Code, is deductible. For rules as to the
inclusion in gross income of interest on
certain governmental obligations, see
section 103 and the regulations there-
under.

(b) Special rule for certain financial in-
stitutions. (1) No deduction shall be dis-
allowed, for taxable years ending after
February 26, 1964, under section 265(2)
for interest paid or accrued by a finan-
cial institution which is a face-amount
certificate company registered under
the Investment Company Act of 1940 (15
U.S.C. 80a-1 and following) and which
is subject to the banking laws of the
State in which it is incorporated, on
face-amount certificates (as defined in
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