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§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.

(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 exempt 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 exempt in-
come; records. (1) A taxpayer receiving
any class of exempt income or holding
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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-
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.
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(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
section 2(a)(15) of the Investment Com-
pany Act of 1940) issued by such insti-
tution and on amounts received for the
purchase of such certificates to be
issued by the institution, if the average
amount of obligations, the interest on
which is wholly exempt from the taxes
imposed by Subtitle A of the Code, held
by such institution during the taxable
year, does not exceed 15 percent of the
average amount of the total assets of
such institution during such year. See
subparagraph (3) of this paragraph for
treatment of interest paid or accrued
on face-amount certificates where the
figure is in excess of 15 percent. Inter-
est expense other than that paid or ac-
crued on face-amount certificates or on
amounts received for the purchase of
such certificates does not come within
the rules of this paragraph.

(2) This subparagraph is prescribed
under the authority granted the Sec-
retary or his delegate under section
265(2) to prescribe regulations gov-
erning the determination of the aver-
age amount of tax-exempt obligations
and of the total assets held during an
institution’s taxable year. The average
amount of tax-exempt obligations held
during an institution’s taxable year
shall be the average of the amounts of
tax-exempt obligations held at the end
of each month ending within such tax-
able year. The average amount of total
assets for a taxable year shall be the
average of the total assets determined
at the beginning and end of the institu-
tion’s taxable year. If the Commis-
sioner, however, determines that any
such amount is not fairly representa-
tive of the average amount of tax-ex-
empt obligations or total assets, as the
case may be, held by such institution
during such taxable year, then the
Commissioner shall determine the
amount which is fairly representative
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of the average amount of tax-exempt
obligations or total assets, as the case
may be. The percentage which the av-
erage amount of tax-exempt obliga-
tions is of the average amount of total
assets is determined by dividing the av-
erage amount of tax-exempt obliga-
tions by the average amount of total
assets, and multiplying by 100. The
amount of tax-exempt obligations
means that portion of the total assets
of the institution which consists of ob-
ligations the interest on which is whol-
ly exempt from tax under Subtitle A of
the Code, and valued at their adjusted
basis, appropriately adjusted for amor-
tization of premium or discount. Total
assets means the sum of the money,
plus the aggregate of the adjusted basis
of the property other than money held
by the taxpayer in good faith for the
purpose of the business. Such adjusted
basis for any asset is its adjusted basis
for determining gain upon sale or ex-
change for Federal income tax pur-
poses.

(3) If the percentage computation re-
quired by subparagraph (2) of this para-
graph results in a figure in excess of 15
percent for the taxable year, there is
interest that does not come within the
special rule for certain financial insti-
tutions contained in section 265(2). The
amount of such interest is obtained by
multiplying the total interest paid or
accrued for the taxable year on face-
amount certificates and on amounts re-
ceived for the purchase of such certifi-
cates by the percentage figure equal to
the excess of the percentage figure
computed under subparagraph (2) of
this paragraph over 15 percent. See
paragraph (a) for the disallowance of
interest on indebtedness incurred or
continued to purchase or carry obliga-
tions the interest on which is wholly
exempt from tax under Subtitle A of
the Code.

(4) Every financial institution claim-
ing the benefits of the special rule for
certain financial institutions con-
tained in section 265(2) shall file with
its return for the taxable year:

(i) A statement showing that it is a
face-amount certificate company reg-
istered under the Investment Company
Act of 1940 (15 U.S.C. 80a-1 and fol-
lowing) and that it is subject to the
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banking laws of the State in which it is
incorporated.

(ii) A detailed schedule showing the
computation of the average amount of
tax-exempt obligations, the average
amount of total assets of such institu-
tions, and the total amount of interest
paid or accrued on face-amount certifi-
cates and on amounts received for the
purchase of such certificates for the
taxable year.

[T.D. 6927, 32 FR 13221, Sept. 19, 1967]

§1.265-3 Nondeductibility of interest
relating to exempt-interest divi-
dends.

(@) In general. No deduction is al-
lowed to a shareholder of a regulated
investment company for interest on in-
debtedness that relates to exempt-in-
terest dividends distributed by the
company to the shareholder during the
shareholder’s taxable year.

(b) Interest relating to exempt-interest
dividends. (1) All or a portion of the in-
terest on an indebtedness relates to ex-
empt-interest dividends if the indebt-
edness is either incurred or continued
to purchase or carry shares of stock of
a regulated investment company that
distributes exempt-interest dividends
(as defined in section 852(b)(5) of the
Code) to the holder of the shares during
the shareholder’s taxable year.

(2) To determine the amount of inter-
est that relates to the exempt-interest
dividends the total amount of interest
paid or accrued on the indebtedness is
multiplied by a fraction. The numer-
ator of the fraction is the amount of
exempt-interest dividends received by
the shareholder. The denominator of
the fraction is the sum of the exempt-
interest dividends and taxable divi-
dends received by the shareholder (ex-
cluding capital gain dividends received
by the shareholder and capital gains
required to be included in the share-
holder’s computation of long-term cap-
ital gains under section 852(b)(3)(D)).

[T.D. 7601, 44 FR 16013, Mar. 16, 1979]

§1.266-1 Taxes and carrying charges
chargeable to capital account and
treated as capital items.

(a)(1) In general. In accordance with
section 266, items enumerated in para-
graph (b)(1) of this section may be cap-
italized at the election of the taxpayer.
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Thus, taxes and carrying charges with
respect to property of the type de-
scribed in this section are chargeable
to capital account at the election of
the taxpayer, notwithstanding that
they are otherwise expressly deductible
under provisions of Subtitle A of the
Code. No deduction is allowable for any
items so treated.

(2) See 881.263A-8 through 1.263A-15
for rules regarding the requirement to
capitalize interest, that apply prior to
the application of this section. After
applying §§1.263A-8 through 1.263A-15, a
taxpayer may elect to capitalize inter-
est under section 266 with respect to
designated property within the mean-
ing of §1.263A-8(b), provided a computa-
tion under any provision of the Inter-
nal Revenue Code is not thereby mate-
rially distorted, including computa-
tions relating to the source of deduc-
tions.

(b) Taxes and carrying charges. (1) The
taxpayer may elect, as provided in
paragraph (c) of this section, to treat
the items enumerated in this subpara-
graph which are otherwise expressly
deductible under the provisions of Sub-
title A of the Code as chargeable to
capital account either as a component
of original cost or other basis, for the
purposes of section 1012, or as an ad-
justment to basis, for the purposes of
section 1016(a)(1). The items thus
chargeable to capital account are:

(i) In the case of unimproved and un-
productive real property: Annual taxes,
interest on a mortgage, and other car-
rying charges.

(if) In the case of real property,
whether improved or unimproved and
whether productive or unproductive:

(a) Interest on a loan (but not theo-
retical interest of a taxpayer using his
own funds),

(b) Taxes of the owner of such real
property measured by compensation
paid to his employees,

(c) Taxes of such owner imposed on
the purchase of materials, or on the
storage, use, or other consumption of
materials, and

(d) Other necessary expenditures,
paid or incurred for the development of
the real property or for the construc-
tion of an improvement or additional
improvement to such real property, up
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