§1.6662-7

(3) Examples. The following examples
illustrate the principles of this para-
graph (f):

Example 1. (i) Applying section 482, the In-
ternal Revenue Service makes the following
adjustments for the taxable year:

(1) Attributable to an adjustment

that is 400 percent or more of
the correct section 482 arm’s

length result ..., $2,000,000

(2) Not a 200 or 400 percent ad-
Justment ... 2,500,000
Total ..o 4,500,000

(ii) The taxpayer has gross receipts of 75
million dollars after all section 482 adjust-
ments. None of the adjustments is excluded
under paragraph (d) (Amounts excluded from
net section 482 adjustments) of this section,
in determining the five million dollar or 10%
of gross receipts test under section
6662(e)(1)(B)(ii). The net section 482 adjust-
ment (4.5 million dollars) is less than the
lesser of five million dollars or ten percent of
gross receipts ($75 million x 10% = $7.5 mil-
lion). Thus, there is no substantial valuation
misstatement. However, the two million dol-
lar adjustment is attributable to a gross
valuation misstatement. Accordingly, the
taxpayer may be subject to a penalty, under
section 6662(h), equal to 40 percent of the un-
derpayment of tax attributable to the gross
valuation misstatement of two million dol-
lars. The 2.5 million dollar adjustment is not
subject to a penalty under section 6662(b)(3).

Example 2. The facts are the same as in Ex-
ample 1, except the taxpayer has gross re-
ceipts of 40 million dollars. The net section
482 adjustment ($4.5 million) is greater than
the lesser of five million dollars or ten per-
cent of gross receipts ($40 million x 10% = $4
million). Thus, the five million dollar or 10%
of gross receipts test has been met. The two
million dollar adjustment is attributable to
a gross valuation misstatement. Accord-
ingly, the taxpayer is subject to a penalty,
under section 6662(h), equal to 40 percent of
the underpayment of tax attributable to the
gross valuation misstatement of two million
dollars. The 2.5 million dollar adjustment is
subject to a penalty under sections 6662(a)
and 6662(b)(3), equal to 20 percent of the un-
derpayment of tax attributable to the sub-
stantial valuation misstatement.

Example 3. (i) Applying section 482, the In-
ternal Revenue Service makes the following
transfer pricing adjustments for the taxable
year:

(1) Attributable to an adjustment

that is 400 percent or more of
the correct section 482 arm’s

length result ... $6,000,000
(2) Not a 200 or 400 percent ad-
Justment ... 15,000,000
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21,000,000

(ii) None of the adjustments are excluded
under paragraph (d) (Amounts excluded from
net section 482 adjustments) in determining
the twenty million dollar or 20% of gross re-
ceipts test under section 6662(h). The net sec-
tion 482 adjustment (21 million dollars) is
greater than twenty million dollars and thus
constitutes a gross valuation misstatement.
Accordingly, the total adjustment is subject
to the net adjustment penalty equal to 40
percent of the underpayment of tax attrib-
utable to the 21 million dollar gross valu-
ation misstatement. The six million dollar
adjustment will not be separately included
for purposes of any additional penalty under
section 6662.

(g) Effective date. This section is ef-
fective February 9, 1996. However, tax-
payers may elect to apply this section
to all open taxable years beginning
after December 31, 1993.

[T.D. 8656, 61 FR 4880, Feb. 9, 1996; T.D. 8656,
61 FR 14248, Apr. 1, 1996; 62 FR 46877, Sept. 5,
1997]

§1.6662-7 Omnibus Budget Reconcili-
ation Act of 1993 changes to the ac-
curacy-related penalty.

(a) Scope. The Omnibus Budget Rec-
onciliation Act of 1993 made certain
changes to the accuracy-related pen-
alty in section 6662. This section pro-
vides rules reflecting those changes.

(b) No disclosure exception for neg-
ligence penalty. The penalty for neg-
ligence in section 6662(b)(1) may not be
avoided by disclosure of a return posi-
tion.

(c) Disclosure standard for other pen-
alties is reasonable basis. The penalties
for disregarding rules or regulations in
section 6662(b)(1) and for a substantial
understatement of income tax in sec-
tion 6662(b)(2) may be avoided by ade-
quate disclosure of a return position
only if the position has at least a rea-
sonable basis. See §1.6662-3(c) and
§§1.6662-4(e) and (f) for other applicable
disclosure rules.

(d) Reasonable basis. For purposes of
§§1.6662-3(c) and 1.6662-4(e) and (f) (re-
lating to methods of making adequate
disclosure), the provisions of §1.6662-
3(b)(3) apply in determining whether a
return position has a reasonable basis.
[T.D. 8617, 60 FR 45665, Sept. 1, 1995, as

amended by T.D. 8790, 63 FR 66435, Dec. 2,
1998]
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