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viewed itself as a likely takeover can-
didate;

(3) A comparison of the adjustment
with historical practices of the cor-
poration;

(4) The extent of overlap between the
group receiving the benefits of the ad-
justment and those members of that
group who are the beneficiaries of pre-
June 15, 1984, parachute contracts; and

(5) The size of the adjustment, both
in absolute terms and in comparison
with the benefits provided to other
members of the group receiving the
benefits of the adjustment.

Q-48: What is the effective date of
this section?

A-48: This section applies to any pay-
ments that are contingent on a change
in ownership or control if the change in
ownership or control occurs on or after
January 1, 2004. Taxpayers may rely on
these regulations after August 4, 2003,
for the treatment of any parachute
payment.

[T.D. 9083, 68 FR 45750, Aug. 4, 2003; T.D. 9083,
68 FR 59114, Oct. 14, 2003]
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§1.280H-1T Limitation on certain
amounts paid to employee-owners
by personal service corporations
electing alternative taxable years
(temporary).

(a) Introduction. This section applies
to any taxable year that a personal
service corporation has a section 444
election in effect (an ‘“‘applicable elec-
tion year’’). For purposes of this sec-
tion, the term personal service corpora-
tion has the same meaning given such
term in §1.441-3(c).

(b) Limitation on certain deductions of
personal service corporations—(1) In gen-
eral. If, for any applicable election
year, a personal service corporation
does not satisfy the minimum distribu-
tion requirement in paragraph (c) of
this section, the deduction otherwise
allowable under chapter 1 of the Inter-
nal Revenue Code of 1986 (the Code) for
applicable amounts, as defined in para-
graph (b)(4) of this section, shall not
exceed the maximum deductible
amount, as defined in paragraph (d) of
this section.

(2) Carryover of nondeductible amounts.
Any amount not allowed as a deduction
in an applicable election year under
paragraph (b)(1) of this section shall be
allowed as a deduction in the suc-
ceeding taxable year.
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(3) Disallowance inapplicable for cer-
tain purposes. The disallowance of de-
ductions under paragraph (b)(1) of this
section shall not apply for purposes of
subchapter G of chapter 1 of the Code
(relating to corporations used to avoid
income tax on shareholders) nor for de-
termining whether the compensation of
employee-owners is reasonable. Thus,
for example, in determining whether a
personal service corporation is subject
to the accumulated earnings tax im-
posed by section 531, deductions dis-
allowed under paragraph (b)(1) of this
section are treated as allowed in com-
puting accumulated taxable income.

(4) Definition of applicable amount—(i)
In general. For purposes of section 280H
and the regulations thereunder, the
term applicable amount means, with re-
spect to a taxable year, any amount
that is otherwise deductible by a per-
sonal service corporation in such year
and includable at any time, directly or
indirectly, in the gross income of a tax-
payer that during such year is an em-
ployee-owner. Thus, an amount includ-
able in the gross income of an em-
ployee-owner will be considered an ap-
plicable amount even though such em-
ployee owns no stock of the corpora-
tion on the date the employee includes
the amount in income. See Example 1 in
paragraph (b)(4)(iii) of this section.

(it) Special rule for certain indirect pay-
ments. For purposes of paragraph
(b)(4)(i) of this section, amounts are in-
directly includable in the gross income
of an employee-owner of a personal
service corporation that has made a
section 444 election (an electing per-
sonal service corporation) if the
amount is includable in the gross in-
come of—

(A) The spouse (other than a spouse
who is legally separated from the part-
ner or shareholder under a decree of di-
vorce or separate maintenance) or
child (under age 14) of such employee-
owner, or

(B) A corporation more than 50 per-
cent (measured by fair market value)
of which is owned in the aggregate by
employee-owners (and individuals re-
lated under paragraph (b)(4)(ii)(A) of
this section to such employee-owners),
of the electing personal service cor-
poration, or
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(C) A partnership more than 50 per-
cent of the profits and capital of which
is owned by employee-owners (and indi-
viduals related under paragraph
(b)(4)(i1)(A) of this section to such em-
ployee-owners) of the electing personal
service corporation, or

(D) A trust more than 50 percent of
the beneficial ownership of which is
owned in the aggregate by employee-
owners (and individuals related under
paragraph (b)(4)(ii)(A) of this section to
any such employee-owners), of the
electing personal service corporation.

For purposes of this paragraph
(b)(4)(ii), ownership by any person de-
scribed in this paragraph (b)(4)(ii) shall
be treated as ownership by the em-
ployee-owners of the electing personal
service corporation. Paragraph
(b)(@)(i1)(B) of this section will not
apply if the corporation has made a
section 444 election to use the same
taxable year as that of the electing
personal service corporation. Simi-
larly, paragraph (b)(4)(ii)(C) of this sec-
tion will not apply if the partnership
has made a section 444 election to use
the same taxable year as that of the
electing personal service corporation.
Notwithstanding the general effective
date provision of paragraph (f) of this
section, this paragraph (b)(4)(ii) is ef-
fective for amounts deductible on or
after June 1, 1988.

(iii) Example. The provisions of para-
graph (b)(4) of this section may be il-
lustrated by the following examples.

Example 1. A is an employee of P, an ac-
crual basis personal service corporation with
a taxable year ending September 30. P makes
a section 444 election for its taxable year be-
ginning October 1, 1987. On October 1, 1987, A
owns no stock of P; However, on March 31,
1988, A acquires 10 of the 200 outstanding
shares of P stock. During the period October
1, 1987 to March 31, 1988, A earned $40,000 of
compensation as an employee of P. During
the period April 1, 1988 to September 30 1988,
A earned $60,000 of compensation as an em-
ployee-owner of P. If paragraph (b) of this
section does not apply, P would deduct for
its taxable year ended September 30, 1988 the
$100,000 earned by A during such year. Based
upon these facts, the $100,000 otherwise
deductable amount is considered an applica-
ble amount under this section.

Example 2. 11 and 12, calendar year individ-
uals, are employees of PSC1, a personal serv-
ice corporation that has historically used a
taxable year ending January 31. 11 and 12
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also own all the stock, and are employees, of
PSC2, a calendar year personal service cor-
poration. For its taxable years beginning
February 1, 1987, 1988, and 1989, PSC1 has a
section 444 election in effect to use a Janu-
ary 31 taxable year. During its taxable years
beginning February 1, 1986, 1987, and 1988,
PSC1 deducted $10,000, $11,000, and $12,000, re-
spectively, that was included in PSC2’s gross
income. Furthermore, of the $12,000 deducted
by PSC1 for its taxable year beginning Feb-
ruary 1, 1988, $7,000 was deducted during the
period June 1, 1988 to January 31, 1989. Pur-
suant to paragraph (b)(4)(ii)(B) of this sec-
tion, the $7,000 deducted by PSC1 on or after
June 1, 1988, and included in PSC2’s gross in-
come is considered an applicable amount for
PSC1l’s taxable year beginning February 1,
1988. Amounts deducted by PSC1 prior to
June 1, 1988, are not subject to paragraph
(b)(4)(ii)(B) of this section.

Example 3. The facts are the same as in Ex-
ample 2, except that for its taxable years be-
ginning February 1, 1987, 1988, and 1989, PSC2
has a section 444 election in effect to use a
January 31 taxable year. Since both PSC1
and PSC2 have the same taxable year and
both have section 444 elections in effect,
paragraph (b)(4)(ii)(B) of this section does
not apply to the $7,000 deducted by PSC1 for
its taxable year beginning February 1, 1988.

(c) Minimum distribution requirement—
(1) Determination of whether requirement
satisfied—(i) In general. A personal serv-
ice corporation meets the minimum
distribution requirement of this para-
graph (c) for an applicable election
year if, during the deferral period of
such taxable vyear, the applicable
amounts (determined without regard to
paragraph (b)(2) of this section) for all
employee-owners in the aggregate
equal or exceed the lesser of—

(A) The amount determined under
the “‘preceding year test’” (see para-
graph (c)(2) of this section), or

(B) The amount determined under
the “‘3-year average test” (see para-
graph (c)(3) of this section).

The following example illustrates the
application of this paragraph (c)(1)(i).

Example. Q, an accrual-basis personal serv-
ice corporation, makes a section 444 election
to retain a year ending January 31 for its
taxable year beginning February 1, 1987. Q
has 4 employee-owners, B, C, D, and E. For
Q’s applicable election year beginning Feb-
ruary 1, 1987 and ending January 31, 1988, B
earns $6,000 a month plus a $45,000 bonus on
January 15, 1988; C earns $5,000 a month plus
a $40,000 bonus on January 15, 1988; D and E
each earn $4,500 a month plus a $4,000 bonus
on January 15, 1988. Q meets the minimum
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distribution requirement for such applicable
election year if the applicable amounts dur-
ing the deferral period (i.e., $220,000) equal or
exceed the amount determined under the
preceding year test or the 3-year average
test.

(ii) Employee-owner defined. For pur-
poses of section 280H and the regula-
tions thereunder, a person is an em-
ployee-owner of a corporation for a
taxable year if—

(A) On any day of the corporation’s
taxable year, the person is an employee
of the corporation or performs personal
services for or on behalf of the corpora-
tion, even if the legal form of that per-
son’s relationship to the corporation is
that of an independent contractor, and

(B) On any day of the corporation’s
taxable year, the person owns any out-
standing stock of the corporation.

(2) Preceding year test—(i) In general.
The amount determined under the pre-
ceding year test is the product of—

(A) The applicable amounts during
the taxable year preceding the applica-
ble election year (the ‘“‘preceding tax-
able year”), divided by the number of
months (but not less than one) in the
preceding taxable year, multiplied by

(B) The number of months in the de-
ferral period of the applicable election
year.

(ii) Example. The provisions of para-
graph (c)(2) of this section may be il-
lustrated by the following example.

Example. R, a personal service corporation,
has historically used a taxable year ending
January 31. For its taxable year beginning
February 1, 1987, R makes a section 444 elec-
tion to retain its January 31 taxable year. R
is an accrual basis taxpayer and has one em-
ployee-owner, F. For R’s taxable year ending
January 31, 1987, F earns $5,000 a month plus
a $40,000 bonus on January 15, 1987. The
amount determined under the preceding year
test for R’s applicable election year begin-
ning February 1, 1987 is $91,667 ($100,000, the
applicable amounts during R’s taxable year
ending January 31, 1987, divided by 12, the
number of months in R’s taxable year ending
January 31, 1987, multiplied by 11, the num-
ber of months in R’s deferral period for such
year).

(3) 3-year average test—(i) In general.
The amount determined under the 3-
year average test is the applicable per-
centage multiplied by the adjusted tax-
able income for the deferral period of
the applicable election year.
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(ii) Applicable percentage. The term
applicable percentage means the per-
centage (not in excess of 95 percent) de-
termined by dividing—

(A) The applicable amounts during
the 3 taxable years of the corporation
(or, if fewer, the taxable years the cor-
poration has been in existence) imme-
diately preceding the applicable elec-
tion year, by

(B) The adjusted taxable income of
such corporation for such 3 taxable
years (or, if fewer, the taxable years of
existence).

(iii) Adjusted taxable income—(A) In
general. The term adjusted taxable in-
come means taxable income determined
without regard to applicable amounts.

(B) Determination of adjusted taxable
income for the deferral period of the ap-
plicable election year. Adjusted taxable
income for the deferral period of the
applicable election year equals the ad-
justed taxable income that would re-
sult if the personal service corporation
filed an income tax return for the de-
ferral period of the applicable election
year under its normal method of ac-
counting. However, a personal service
corporation may make a reasonable es-
timate of such amount.

(C) NOL carryovers. For purposes of
determining adjusted taxable income
for any period, any NOL carryover
shall be reduced by the amount of such
carryover that is attributable to the
deduction of applicable amounts. The
portion of the NOL carryover attrib-
utable to the deduction of applicable
amounts is the difference between the
NOL carryover computed with the de-
duction of such amounts and the NOL
carryover computed without the deduc-
tion of such amounts. For purposes of
determining the adjusted taxable in-
come for the deferral period, an NOL
carryover to the applicable election
year, reduced as provided in this para-
graph (c)(3)(iii)(C), shall be allowed
first against the income of the deferral
period.

(D) Examples. The provisons of this
paragraph (c)(3)(iii) may be illustrated
by the following examples.

Example 1. S is a personal service corpora-
tion that has historically used a taxable year
ending January 31. For its taxable year be-
ginning February 1, 1987, S makes a section
444 election to retain its taxable year ending
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January 31. S does not satisfy the minimum
distribution requirement for its first applica-
ble election year, and the applicable
amounts for that year exceed the maximum
deductible amount by $54,000. Under para-
graph (b)(2) of this section, the $54,000 excess
is carried over to S’s taxable year beginning
February 1, 1988. Furthermore, if S continues
its section 444 election for its taxable year
beginning February 1, 1988, and desires to use
the 3-year average test provided in this para-
graph for such year, pursuant to paragraph
(©)@3)(iii)(A) of this section the $54,000 will
not be allowed to reduce adjusted taxable in-
come for such year. See also section 280H(e)
regarding the disallowance of net operating
loss carrybacks to (or from) any taxable year
of a corporation personal service election
under section 444 applies.

Example 2. T, a personal service corpora-
tion with a section 444 election in effect, is
determining whether it satisfies the 3-year
average test for its second applicable elec-
tion year. T had a net operating loss (NOL)
for its first applicable election year of
$45,000. The NOL resulted from $150,000 of
gross income less the sum of $96,000 of salary,
$45,000 of other expenses, and $54,000 of de-
ductible applicable amounts. Pursuant to
paragraph (c)(3)(iii)(C) of this section, the
entire amount of the $45,000 NOL is attrib-
utable to applicable amounts since the appli-
cable amounts deducted in arriving at the
NOL (i.e., $54,000) were greater than the NOL
(i.e., $45,000). Thus, for purposes of computing
the adjusted taxable income for the deferral
period of T’s second applicable election year,
the NOL carryover to that year is $0 ($45,000
NOL less $45,000 amount of NOL attributable
to applicable amounts).

(d) Maximum deductible amount—(1) In
general. For purposes of this section,
the term maximum deductible amount
means the sum of—

(i) The applicable amounts during the
deferral period of the applicable elec-
tion year, plus

(if) An amount equal to the product
of—

(A) The amount determined under
paragraph (d)(1)(i) of this section di-
vided by the number of months in the
deferral period of the applicable elec-
tion year, multiplied by

(B) The number of months in the
nondeferral period of the applicable
election year. For purposes of the pre-
ceding sentence, the term nondeferral
period means the portion of the applica-
ble election year that occurs after the
portion of such year constituting the
deferral period.

727



§1.274-5A

(2) Example. The provisions of para-
graph (d)(1) of this section may be il-
lustrated by the following example.

Example. U, an accrual basis personal serv-
ice corporation with a taxable year ending
January 31, makes a section 444 election to
retain a year ending January 31 for its tax-
able year beginning February 1, 1987. For its
applicable election year beginning February
1, 1987, U does not satisfy the minimum dis-
tribution requirement in paragraph (c) of
this section. Furthermore, U has 3 employee-
owners, G, H, and I. G and H have been em-
ployee-owners of U for 10 years. Although |
has been an employee of U for 4 years, | did
not become an employee-owner until Decem-
ber 1, 1987, when | acquired 5 of the 20 out-
standing shares of U stock. For U’s applica-
ble election year beginning February 1, 1987,
G earns $5,000 a month plus a $40,000 bonus on
January 15, 1988, and H and | each earn $4,000
a month plus a $32,000 bonus on January 15,
1988. Thus, the total of the applicable
amounts during the deferral period of the ap-
plicable election year beginning February 1,
1987 is $143,000. Based on these facts, U’s de-
duction for applicable amounts is limited to
$156,000, determined as follows—$143,000 (ap-
plicable amounts during the deferral period)
plus $13,000 (applicable amounts during the
deferral period, divided by the number of
months in the deferral period, multiplied by
the number of months in the nondeferral pe-
riod).

(e) Special rules and definition—(1)
Newly organized personal service corpora-
tions. A personal service corporation is
deemed to satisfy the preceding year
test and the 3-year average test for the
first year of the corporation’s exist-
ence.

(2) Existing corporations that become
personal service corporations. If an exist-
ing corporation becomes a personal
service corporation and makes a sec-
tion 444 election, the determination of
whether the corporation satisfies the
preceding year test and the 3-year av-
erage test is made by treating the cor-
poration as though it were a personal
service corporation for each of the 3
years preceding the applicable election
year.

(3) Disallowance of NOL carryback. No
net operating loss carryback shall be
allowed to (or from) any applicable
election year of a personal service cor-
poration.

(4) Deferral period. For purposes of
section 280H and the regulations there-
under, the term deferral period has the
same meaning as under §1.444-1T(b)(4).
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(5) Examples. The provisions of this
paragraph (e) may be illustrated by the
following examples.

Example 1. V is a personal service corpora-
tion with a taxable year ending September
30. V makes a section 444 election for its tax-
able year beginning October 1, 1987, and in-
curs a net operating loss (NOL) for such
year. Because an NOL is not allowed to be
carried back from an applicable election
year, V may not carry back the NOL from its
first applicable election year to reduce its
1985, 1986, or 1987 taxable income.

Example 2. W, a personal service corpora-
tion, commences operations on July 1, 1990.
Furthermore, for its taxable year beginning
July 1, 1990, W makes a section 444 election
to use a year ending September 30. Pursuant
to paragraph (e)(1) of this section, W satisfies
the preceding year test and the 3-year aver-
age test for its first year in existence. Thus,
W may deduct, without limitation under this
section, any applicable amounts for its tax-
able year beginning July 1, 1990.

Example 3. The facts are the same as in Ex-
ample 2. For its taxable year beginning Octo-
ber 1, 1990, W incurs an NOL and is not a per-
sonal service corporation. Furthermore, W
desires to carry back the NOL to its pre-
ceding taxable year (a year that was an ap-
plicable election year). Pursuant to para-
graph (e)(3) of this section, W may not carry
back an NOL “‘to”’ its taxable year beginning
July 1, and ending September 30, 1990, be-
cause such year was an applicable election
year.

(f) Effective date. The provisions of
this section are effective for taxable
years beginning after December 31,
1986.

[T.D. 8205, 53 FR 19711, May 27, 1988]

TAXABLE YEARS BEGINNING PRIOR TO
JANUARY 1, 1986

§1.274-5A Substantiation
ments.

require-

(@) In general. No deduction shall be
allowed for any expenditure with re-
spect to:

(1) Traveling away from home (in-
cluding meals and lodging) deductible
under section 162 or 212,

(2) Any activity which is of a type
generally considered to constitute en-
tertainment, amusement, or recre-
ation, or with respect to a facility used
in connection with such an activity, in-
cluding the items specified in section
274(e), or
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