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to such election although such period
may consist of more than one taxable
year.

(3) If the taxpayer elects to capitalize
an item or items under this section,
such election shall be exercised by fil-
ing with the original return for the
year for which the election is made a
statement indicating the item or items
(whether with respect to the same
project or to different projects) which
the taxpayer elects to treat as charge-
able to capital account. Elections filed
for taxable years beginning before Jan-
uary 1, 1954, and for taxable years end-
ing before August 17, 1954, under sec-
tion 24(a)(7) of the Internal Revenue
Code of 1939, and the regulations there-
under, shall have the same effect as if
they were filed under this section. See
section 7807(b)(2).

(d) The following examples are illus-
trative of the application of the provi-
sions of this section:

Example 1. In 1956 and 1957 A pays annual
taxes and interest on a mortgage on a piece
of real property. During 1956, the property is
vacant and unproductive, but throughout
1957 A operates the property as a parking lot.
A may capitalize the taxes and mortgage in-
terest paid in 1956, but not the taxes and
mortgage interest paid in 1957.

Example 2. In February 1957, B began the
erection of an office building for himself. B
in 1957, in connection with the erection of
the building, paid $6,000 social security
taxes, which in his 1957 return he elected to
capitalize. B must continue to capitalize the
social security taxes paid in connection with
the erection of the building until its comple-
tion.

Example 3. Assume the same facts as in Ex-
ample 2 except that in November 1957, B also
begins to build a hotel. In 1957 B pays $3,000
social security taxes in connection with the
erection of the hotel. B’s election to cap-
italize the social security taxes paid in
erecting the office building started in Feb-
ruary 1957 does not bind him to capitalize
the social security taxes paid in erecting the
hotel; he may deduct the $3,000 social secu-
rity taxes paid in erecting the hotel.

Example 4. In 1957, M Corporation began the
erection of a building for itself, which will
take three years to complete. M Corporation
in 1957 paid $4,000 social security taxes and
$8,000 interest on a building loan in connec-
tion with this building. M Corporation may
elect to capitalize the social security taxes
although it deducts the interest charges.

Example 5. C purchases machinery in 1957
for use in his factory. He pays social security
taxes on the labor for transportation and in-
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stallation of the machinery, as well as inter-
est on a loan to obtain funds to pay for the
machinery and for transportation and instal-
lation costs. C may capitalize either the so-
cial security taxes or the interest, or both,
up to the date of installation or until the
machinery is first put into use by him,
whichever date is later.

(e) Allocation. If any tax or carrying
charge with respect to property is in
part a type of item described in para-
graph (b) of this section and in part a
type of item or items with respect to
which no election to treat as a capital
item is given, a reasonable proportion
of such tax or carrying charge, deter-
mined in the light of all the facts and
circumstances in each case, shall be al-
located to each item. The rule of this
paragraph may be illustrated by the
following example:

Example. N Corporation, the owner of a fac-
tory in New York on which a new addition is
under construction, in 1957 pays its general
manager, B, a salary of $10,000 and also pays
a New York State unemployment insurance
tax of $81 on B’s salary. B spends nine-tenths
of his time in the general business of the
firm and the remaining one-tenth in super-
vising the construction work. N Corporation
treats as expenses $9,000 of B’s salary, and
charges the remaining $1,000 to capital ac-
count. N Corporation may elect to capitalize
$8.10 of the $81 New York State unemploy-
ment insurance tax paid in 1957 since such
tax is deductible under section 164.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 8584,
59 FR 67215, Dec. 29, 1994]

§1.267(a)-1 Deductions disallowed.

(a) Losses. Except in cases of distribu-
tions in corporate liquidations, no de-
duction shall be allowed for losses aris-
ing from direct or indirect sales or ex-
changes of property between persons
who, on the date of the sale or ex-
change, are within any one of the rela-
tionships specified in section 267(b).
See §1.267(b)-1.

(b) Unpaid expenses and interest. (1) No
deduction shall be allowed a taxpayer
for trade or business expenses other-
wise deductible under section 162, for
expenses for production of income oth-
erwise deductible under section 212, or
for interest otherwise deductible under
section 163:

(i) If, at the close of the taxpayer’s
taxable year within which such items
are accrued by the taxpayer or at any
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time within 2 1/2 months thereafter,
both the taxpayer and the payee are
persons within any one of the relation-
ships specified in section 267(b) (see
§1.267(b)-1); and

(i) If the payeee is on the cash re-
ceipts and disbursements method of ac-
counting with respect to such items of
gross income for his taxable year in
which or with which the taxable year
of accrual by the debtor-taxpayer ends;
and

(iii) If, within the taxpayer’s taxable
year within which such items are ac-
crued by the taxpayer and 2 1/2 months
after the close thereof, the amount of
such items is not paid and the amount
of such items is not otherwise (under
the rules of constructive receipt) in-
cludible in the gross income of the
payee.

(2) The provisions of section 267(a)(2)
and this paragraph do not otherwise af-
fect the general rules governing the al-
lowance of deductions under an accrual
method of accounting. For example, if
the accrued expenses or interest are
paid after the deduction has become
disallowed under section 267(a)(2), no
deduction would be allowable for the
taxable year in which payment is
made, since an accrual item is deduct-
ible only in the taxable year in which
it is properly accruable.

(3) The expenses and interest speci-
fied in section 267(a)(2) and this para-
graph shall be considered as paid for
purposes of that section to the extent
of the fair market value on the date of
issue of notes or other instruments of
similar effect received in payment of
such expenses or interest if such notes
or other instruments were issued in
such payment by the taxpayer within
his taxable year or within 2 1/2 months
after the close thereof. The fair market
value on the date of issue of such notes
or other instruments of similar effect
is includible in the gross income of the
payee for the taxable year in which he
receives the notes or other instru-
ments.

(4) The provisions of this paragraph
may be illustrated by the following ex-
ample:

Example. A, an individual, is the holder and
owner of an interest-bearing note of the M
Corporation, all the stock of which was
owned by him on December 31, 1956. A and
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the M Corporation make their income tax re-
turns for a calendar year. The M Corporation
uses an accrual method of accounting. A uses
a combination of accounting methods per-
mitted under section 446(c)(4) in which he
uses the cash receipts and disbursements
method in respect of items of gross income.
The M Corporation does not pay any interest
on the note to A during the calendar year
1956 or within 2 1/2 months after the close of
that year, nor does it credit any interest to
A’s account in such a manner that it is sub-
ject to his unqualified demand and thus is
constructively received by him. M Corpora-
tion claims a deduction for the year 1956 for
the interest accruing on the note in that
year. Since A is on the cash receipts and dis-
bursements method in respect of items of
gross income, the interest is not includible
in his return for the year 1956. Under the pro-
visions of section 267(a)(2) and this para-
graph, no deduction for such interest is al-
lowable in computing the taxable income of
the M Corporation for the taxable year 1956
or for any other taxable year. However, if
the interest had actually been paid to A on
or before March 15, 1957, or if it had been
made available to A before that time (and
thus had been constructively received by
him), the M Corporation would be allowed to
deduct the amount of the payment in com-
puting its taxable income for 1956.

(c) Scope of section. Section 267(a) re-
quires that deductions for losses or un-
paid expenses or interest described
therein be disallowed even though the
transaction in which such losses, ex-
penses, or interest were incurred was a
bona fide transaction. However, section
267 is not exclusive. No deduction for
losses or unpaid expenses or interest
arising in a transaction which is not
bona fide will be allowed even though
section 267 does not apply to the trans-
action.

§1.267(a)-2T Temporary regulations;
questions and answers arising
under the Tax Reform Act of 1984
(temporary).

(a) Introduction—(1) Scope. This sec-
tion prescribes temporary question and
answer regulations under section 267(a)
and related provisions as amended by
section 174 of the Tax Reform Act of
1984, Pub. L. No. 98-369.

(2) Effective date. Except as otherwise
provided by Answer 2 or Answer 3 in
paragraph (c) of this section, the effec-
tive date set forth in section 174(c) of
the Tax Reform Act of 1984 applies to
this section.
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