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production period of the first produc-
tive well unit, those common feature
costs and undepleted section 614 costs
are allocated among the accumulated
production expenditures of wells being
drilled as of the date such costs are in-
curred.

(6) Allocation of interest capitalized
with respect to first productive well unit.
Interest attributable to any productive
or nonproductive well included in the
first productive well unit (within the
meaning of paragraph (c)(2)(ii) of this
section) is allocated among and cap-
italized to the basis of the property as-
sociated with the first productive well
unit. See §1.263A-8(a)(2).

(7) Example. The provisions of this
paragraph (c) are illustrated by the fol-
lowing example.

Example. (i) Corporation Z, an oil company,
acquired a section 614 property in an onshore
tract, Tract B, for development. In 1995, Cor-
poration Z began site preparation activities
on Tract B and also commenced drilling Well
1 on Tract B. Corporation Z was unable to es-
tablish, as provided in paragraph (a) of this
section, a definite plan identifying the num-
ber and location of other wells planned on
Tract B. In 1996, Corporation Z began drilling
Well 2. On May 1, 1997, Well 2, a productive
well, was placed in service and all production
activities reasonably expected to be under-
taken with respect to Well 2 were completed.
By that date, also, Well 1 was abandoned.

(ii) Well 2 is a first productive well (within
the meaning of paragraph (c)(2)(i) of this sec-
tion). Well 1 is a nonproductive well drilled
prior to a first productive well. Under para-
graph (c) of this section, Corporation Z must
treat both Well 1 and Well 2 as part of the
first productive well unit on the section 614
property. In accordance with paragraphs
(c)(3) and (c)(4) of this section, the produc-
tion period of the first productive well unit
begins on the date physical site preparation
activities are undertaken with respect to
Well 1 in 1995 and ends on May 1, 1997, the
date that Well 2 is placed in service and all
production activities reasonably expected to
be undertaken are completed. In accordance
with paragraph (c)(5) of this section, the ac-
cumulated production expenditures for the
first productive well unit include, among
other capitalized costs, the entire section 614
property costs capitalized with respect to
Tract B and all common feature costs in-
curred with respect to the section 614 prop-
erty through May 1, 1997.

(iii) Any well that Corporation Z begins
after May 1, 1997, is a separate unit of prop-
erty. See paragraph (c)(2)(ii) of this section.
Under paragraph (c)(3)(ii) of this section, the
production period for any such well unit be-
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gins on the first day after May 1, 1997, on
which Corporation Z undertakes physical
site preparation activities with respect to
the well unit. Moreover, Corporation Z does
not include any of the section 614 property
costs in the accumulated production expend-
itures for any well unit begun after May 1,
1997.

[T.D. 8584, 59 FR 67213, Dec. 29, 1994; 60 FR
16575, Mar. 31, 1995]

§1.263A-14 Rules for related persons.

Taxpayers must account for average
excess expenditures allocated to re-
lated persons under applicable adminis-
trative pronouncements interpreting
section 263A(f). See §601.601(d)(2)(ii)(b)
of this chapter.

[T.D. 8584, 59 FR 67215, Dec. 29, 1994]

§1.263A-15 Effective dates, transi-
tional rules, and anti-abuse rule.

(a) Effective dates—(1) Sections
1.263A-8 through 1.263A-15 generally
apply to interest incurred in taxable
years beginning on or after January 1,
1995. In the case of property that is in-
ventory in the hands of the taxpayer,
however, these sections are effective
for taxable years beginning on or after
January 1, 1995. Changes in methods of
accounting necessary as a result of the
rules in 8§§1.263A-8 through 1.263A-15
must be made under the terms and con-
ditions prescribed by the Commis-
sioner. Under these terms and condi-
tions, the principles of §1.263A-7 must
be applied in revaluing inventory prop-
erty.

(2) For taxable years beginning be-
fore January 1, 1995, taxpayers must
take reasonable positions on their fed-
eral income tax returns when applying
section 263A(f). For purposes of this
paragraph (a)(2), a reasonable position
is a position consistent with the tem-
porary regulations, revenue rulings,
revenue procedures, notices, and an-
nouncements concerning section 263A
applicable in taxable years beginning
before January 1, 1995. See
§601.601(d)(2)(ii)(b) of this chapter. For
this purpose, Notice 88-99, 1988-2 C.B.
422, applies to taxable years beginning
after August 17, 1988, in the case of in-
ventory, and to interest incurred in
taxable years beginning after August
17, 1988, in all other cases. Finally,
under administrative procedures issued
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by the Commissioner, taxpayers may
elect early application of §§1.263A-8
through 1.263A-15 to taxable years be-
ginning on or after January 1, 1994, in
the case of inventory property, and to
interest incurred in taxable years be-
ginning on or after January 1, 1994, in
the case of property that is not inven-
tory in the hands of the taxpayer.

(b) Transitional rule for accumulated
production expenditures—(1) In general.
Except as provided in paragraph (b)(2)
of this section, costs incurred before
the effective date of section 263A are
included in accumulated production ex-
penditures (within the meaning of
§1.263A-11) with respect to noninven-
tory property only to the extent those
costs were required to be capitalized
under section 263 when incurred and
would have been taken into account in
determining the amount of interest re-
quired to be capitalized under former
section 189 (relating to the capitaliza-
tion of real property interest and
taxes) or pursuant to an election that
was in effect under section 266 (relating
to the election to capitalize certain
carrying charges).

(2) Property used to produce designated
property. The basis of property acquired
prior to 1987 and used to produce des-
ignated noninventory property after
December 31, 1986, is included in accu-
mulated production expenditures in ac-
cordance with §1.263A-11(d) without re-
gard to whether the basis would have
been taken into account under former
section 189 or section 266.

(c) Anti-abuse rule. The interest cap-
italization rules contained in §§1.263A-
8 through 1.263A-15 must be applied by
the taxpayer in a manner that is con-
sistent with and reasonably carries out
the purposes of section 263A(f). For ex-
ample, in applying §1.263A-10, regard-
ing the definition of a unit of property,
taxpayers may not divide a single unit
of property to avoid property
classifying the property as designated
property. Similarly, taxpayers may not
use loans in lieu of advance payments,
tax-exempt parties, loan restructurings
at measurement dates, or obligations
bearing an unreasonably low rate of in-
terest (even if such rate equals or ex-
ceeds the applicable Federal rate under
section 1274(d)) to avoid the purposes of
section 263A(f). For purposes of this
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paragraph (c), the presence of back-to-
back loans with different rates of inter-
est, and other uses of related parties to
facilitate an avoidance of interest cap-
italization, evidences abuse. In such
cases, the District Director may, based
upon all the facts and circumstances,
determine the amount of interest that
must be capitalized in a manner that is
consistent with and reasonably carries
out the purposes of section 263A(f).

[T.D. 8584, 59 FR 67215, Dec. 29, 1994, as
amended by T.D. 8728, 62 FR 42062, Aug. 5,
1997]

§1.264-1 Premiums on life insurance
taken out in a trade or business.

(a) When premiums are not deductible.
Premiums paid by a taxpayer on a life
insurance policy are not deductible
from the taxpayer’s gross income, even
though they would otherwise be de-
ductible as trade or business expenses,
if they are paid on a life insurance pol-
icy covering the life of any officer or
employee of the taxpayer, or any per-
son (including the taxpayer) who is fi-
nancially interested in any trade or
business carried on by the taxpayer,
when the taxpayer is directly or indi-
rectly a beneficiary of the policy. For
additional provisions relating to the
nondeductibility of premiums paid on
life insurance policies (whether under
section 162 or any other section of the
Code), see section 262, relating to per-
sonal, living, and family expenses, and
section 265, relating to expenses allo-
cable to tax-exempt income.

(b) When taxpayer is a beneficiary. If a
taxpayer takes out a policy for the pur-
pose of protecting himself from loss in
the event of the death of the insured,
the taxpayer is considered a bene-
ficiary directly or indirectly under the
policy. However, if the taxpayer is not
a beneficiary under the policy, the pre-
miums so paid will not be disallowed as
deductions merely because the tax-
payer may derive a benefit from the in-
creased efficiency of the officer or em-
ployee insured. See section 162 and the
regulations thereunder. A taxpayer is
considered a beneficiary under a policy
where, for example, he, as a principal
member of a partnership, takes out an
insurance policy on his own life irrev-
ocably designating his partner as the
sole beneficiary in order to induce his

562



