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paragraph, a nonresident foreign cor-
poration will be considered to have
filed a return for any taxable year end-
ing before September 9, 1958, if the re-
turn for any such taxable year is filed
on or before February 5, 1960.

[T.D. 6949, 33 FR 5525, Apr. 9, 1968]

§1.545-2 Adjustments to taxable in-
come.

(a) Taxes—(1) General rule. (i) In com-
puting undistributed personal holding
company income for any taxable year,
there shall be allowed as a deduction
the amount by which Federal income
and excess profits taxes accrued during
the taxable year exceed the credit pro-
vided by section 33 (relating to taxes of
foreign countries and possessions of the
United States), and the income, war
profits, and excess profits taxes of for-
eign countries and possessions of the
United States accrued during the tax-
able year (to the extent provided by
subparagraph (3) of this paragraph), ex-
cept that no deduction shall be allowed
for (a) the accumulated earnings tax
imposed by section 531 (or a cor-
responding section of a prior law), (b)
the personal holding company tax im-
posed by section 541 (or a cor-
responding section of a prior law), and
(c) the excess profits tax imposed by
subchapter E, chapter 2 of the Internal
Revenue Code of 1939, for taxable years
beginning after December 31, 1940. The
deduction is for taxes for the taxable
year, determined under the accrual
method of accounting, regardless of
whether the corporation uses an ac-
crual method of accounting, the cash
receipts and disbursement method, or
any other allowable method of ac-
counting. In computing the amount of
taxes accrued, an unpaid tax which is
being contested is not considered ac-
crued until the contest is resolved.

(if) However, the taxpayer shall de-
duct taxes paid, rather than taxes ac-
crued, if it used that method with re-
spect to Federal taxes for each taxable
year for which it was subject to the tax
imposed by section 500 of the Internal
Revenue Code of 1939, unless an elec-
tion is made under subparagraph (2) of
this paragraph to deduct taxes accrued.

(2) Election by taxpayer which deducted
taxes paid. (i) If the corporation was
subject to the personal holding com-
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pany tax imposed by section 500 of the
Internal Revenue Code of 1939 and, for
the purpose of that tax, deducted Fed-
eral taxes paid rather than such taxes
accrued for each taxable year for which
it was subject to such taxes, the cor-
poration may elect for any taxable
year ending after June 30, 1954, to de-
duct taxes accrued, including taxes of
foreign countries and possessions of the
United States, rather than taxes paid,
for the purposes of the tax imposed by
section 541 of the Internal Revenue
Code of 1954. The election shall be made
by deducting such taxes accrued on
Schedule PH, Form 1120, to be filed
with the return. The schedule shall, in
addition, contain a statement that the
corporation has made such election and
shall set forth the year to which such
election was first applicable. The de-
duction of taxes accrued in the year of
election precludes the deduction of
taxes paid during such year. The elec-
tion, if made, shall be irrevocable and
the deduction for taxes accrued shall
be allowed for the year of election and
for all subsequent taxable years.

(ii) Pursuant to section 7851(a)(1)(C),
the election provided for in subdivision
(i) of this subparagraph may be made
with respect to a taxable year ending
after June 30, 1954, even though such
taxable year is subject to the Internal
Revenue Code of 1939.

(3) Taxes of foreign countries and
United States possessions. In deter-
mining undistributed personal holding
company income for any taxable year,
if the taxpayer chooses the benefits of
section 901 for such taxable year, a de-
duction shall be allowed for:

(i) The income, war profits, and ex-
cess profits taxes imposed by foreign
countries or possessions of the United
States and accrued (or paid, if required
under subparagraph (1)(ii) of this para-
graph) during such taxable year, and

(ii) In the case of a domestic corpora-
tion, the foreign income taxes deemed
to be paid for such taxable year under
section 902(a) in accordance with
§81.902-1 and 1.902-2 or section 960(a)(1)
in accordance with §1.960-7.

In no event shall the amount under
subdivision (ii) of this subparagraph ex-
ceed the amount includible in gross in-
come with respect to such taxes under
section 78 and §1.78-1. The credit for
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such taxes provided by section 901 shall
not be allowed against the personal
holding company tax imposed by sec-
tion 541. See section 901(a).

(b) Charitable contributions—(1) Tax-
able years beginning before January 1,
1970. (i) Section 545(b)(2) provides that,
in computing the deduction for chari-
table contributions for purposes of de-
termining undistributed personal hold-
ing company income of a corporation
for taxable years beginning before Jan-
uary 1, 1970, the limitations in section
170(b)(1) (A) and (B), relating to chari-
table contributions by individuals,
shall apply and section 170(b) (2) and
(5), relating to charitable contributions
by corporations and carryover of cer-
tain excess charitable contributions
made by individuals, respectively, shall
not apply.

(ii) Although the limitations of sec-
tion 170(b)(1) (A) and (B) are 10 and 20
percent, respectively, of the individ-
ual’s adjusted gross income, the limita-
tions are applied for purposes of sec-
tion 545(b)(2) by using 10 and 20 per-
cent, respectively, of the corporation’s
taxable income as adjusted for pur-
poses of section 170(b)(2), that is, the
same amount of taxable income to
which the 5-percent limitation applied.
Thus, the term adjusted gross income
when used in section 170(b)(1) means
the corporation’s taxable income com-
puted with the adjustments, other than
the 5-percent limitation, provided in
the first sentence of section 170(b)(2).
However, a further adjustment for this
purpose is that the taxable income
shall also be computed without the de-
duction of the amount disallowed
under section 545(b)(8), relating to ex-
penses and depreciation applicable to
property of the taxpayer. The carry-
over of charitable contributions made
in a prior year, otherwise allowable as
a deduction in computing taxable in-
come to the extent provided in section
170(b)(2) and, with respect to contribu-
tions paid in taxable years beginning
after December 31, 1963, in section
170(b)(5), shall not be allowed as a de-
duction in computing undistributed
personal holding company income for
any taxable year.

(iii) See §1.170-2 with respect to the
charitable contributions to which the
10-percent limitation is applicable and
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the charitable contributions to which
the 20-percent limitation is applicable.

(2) Taxable years beginning after De-
cember 31, 1969. (i) Section 545(b)(2) pro-
vides that, in computing the deduction
allowable for charitable contributions
for purposes of determining undistrib-
uted personal holding company income
of a corporation for taxable years be-
ginning after December 31, 1969, the
limitations in section 170(b)(1) (A), (B),
and (D)(i) (relating to charitable con-
tributions by individuals) shall apply,
and section 170(b)(1)(D)(ii) (relating to
excess charitable contributions by in-
dividuals of certain capital gain prop-
erty, section 170(b)(2) (relating to the 5-
percent limitation on charitable con-
tributions by corporations), and sec-
tion 170(d) (relating to carryovers of
excess contributions of individuals and
corporations) shall not apply.

(ii) Although the limitations of sec-
tion 170(b)(1) (A), (B), and (D)(i) are 50,
20, and 30 percent, respectively, of an
individual’s contribution base, these
limitations are applied for purposes of
section 545(b)(2) by using 50, 20, and 30
percent, respectively, of the corpora-
tion’s taxable income as adjusted for
purposes of section 170(b)(2), that is,
the same amount of taxable income to
which the 5-percent limitation applies.
Thus, the term contribution base when
used in section 170(b)(1) means the cor-
poration’s taxable income computed
with the adjustments, other than the 5-
percent limitation, provided in section
170(b)(2). However, a further adjust-
ment for this purpose is that the tax-
able income shall also be computed
without the deduction of the amount
disallowed under section 545(b)(8), re-
lating to expenses and depreciation ap-
plicable to property of the taxpayer.
The carryover of charitable contribu-
tions made in a prior year, otherwise
allowable as a deduction in computing
taxable income to the extent provided
in section 170(b)(1)(D)(ii) and (d), shall
not be allowed as a deduction in com-
puting undistributed personal holding
company income for any taxable year.

(iii) See §1.170A-8 for the rules with
respect to the charitable contributions
to which the 50-, 20-, and 30-percent
limitations apply.

(c) Special deductions disallowed. Part
VIIl, subchapter B, chapter 1 of the
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Code, allows corporations, in com-
puting taxable income, special deduc-
tions for such matters as partially tax-
exempt interest, certain dividends re-
ceived, dividends paid on certain pre-
ferred stock of public utilities, organi-
zational expenses, etc. See section 241.
Such special deductions, except the de-
duction provided by section 248 (relat-
ing to organizational expenses) shall be
disallowed in computing undistributed
personal holding company income.

(d) Net operating loss. The net oper-
ating loss deduction provided in sec-
tion 172 is not allowed for purposes of
the computation of undistributed per-
sonal holding company income. For
purposes of such a computation, how-
ever, there is allowed as a deduction
the amount of the net operating loss
(as defined in section 172(c)) for the
preceding taxable year, except that, in
computing undistributed personal hold-
ing company income for a taxable year
beginning after December 31, 1957, the
amount of such net operating loss shall
be computed without the deductions
provided in part VIII (section 241 and
following, except section 248), sub-
chapter B, chapter 1 of the Code.

(e) Long-term capital gains. (1) There
is allowed as a deduction the excess of
the net long-term capital gain for the
taxable year over the net short-term
capital loss for such year, minus the
taxes attributable to such excess, as
provided in section 545(b)(5).

(2) Section 631(c) (relating to gain or
loss in the case of disposal of coal or
domestic iron ore) shall have no appli-
cation.

(f) Bank affiliates. There is allowed
the deduction provided by section 601
in the case of bank affiliates (as de-
fined in section 2 of the Banking Act of
1933; 12 U.S.C. 221a (c)).

(g) Payment of indebtedness incurred
prior to January 1, 1934—(1) General rule.
In computing undistributed personal
holding company income, section
545(b)(7) provides that there shall be al-
lowed as a deduction amounts used or
irrevocably set aside to pay or to retire
indebtedness of any kind incurred be-
fore January 1, 1934, if such amounts
are reasonable with reference to the
size and terms of such indebtedness.
See §1.545-3 for the deduction in com-
puting undistributed personal holding
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company income of amounts used or ir-
revocably set aside to pay or retire
qualified indebtedness (as defined in
paragraph (d) of §1.545-3).

(2) Indebtedness. The term indebted-
ness means an obligation absolute and
not contingent, to pay on demand or
within a given time, in cash or other
medium, a fixed amount. The term in-
debtedness does not include the obliga-
tion of a corporation on its capital
stock. The indebtedness must have
been incurred (or, if incurred by as-
sumption, assumed) by the taxpayer
before January 1, 1934. An indebtedness
evidenced by bonds, notes, or other ob-
ligations issued by a corporation is or-
dinarily incurred as of the date such
obligations are issued and the amount
of such indebtedness is the amount rep-
resented by the face value of the obli-
gations. In the case of refunding, re-
newal, or other change in the form of
an indebtedness, the giving of a new
promise to pay by the taxpayer will
not have the effect of changing the
date the indebtedness was incurred.

(3) Amounts used or irrevocably set
aside. The deduction is allowable, in
any taxable year, only for amounts
used or irrevocably set aside in that
year. The use or irrevocable setting
aside must be to effect the extinguish-
ment or discharge of indebtedness. In
the case of refunding, renewal, or other
change in the form of an indebtedness,
the mere giving of a new promise to
pay by the taxpayer will not result in
an allowable deduction. If amounts are
set aside in one year, no deduction is
allowable for such amounts for a later
year in which actually paid. As long as
all other conditions are satisfied, the
aggregate amount allowable as a de-
duction for any taxable year includes
all amounts (from whatever source)
used and all amounts (from whatever
source) irrevocably set aside, irrespec-
tive of whether in cash or other me-
dium. Double deductions shall not be
allowed.

(4) Reasonableness of the amounts with
reference to the size and terms of the in-
debtedness. (i) The reasonableness of
the amounts used or irrevocably set
aside must be determined by reference
to the size and terms of the particular
indebtedness. Hence, all the facts and

270



Internal Revenue Service, Treasury

circumstances with respect to the na-
ture, scope, conditions, amount, matu-
rity, and other terms of the particular
indebtedness must be shown in each
case.

(ii) Ordinarily an amount used to pay
or retire an indebtedness, in whole or
in part, at or prior to the maturity and
in accordance with the terms thereof
will be considered reasonable, and may
be allowable as a deduction for the
year in which so used. However, if an
amount has been set aside in a prior
year for payment or retirement of the
same indebtedness, the amount so set
aside shall not be allowed as a deduc-
tion in the year of the payment.

(iii) AIll amounts irrevocably set
aside for the payment or retirement of
an indebtedness in accordance with and
pursuant to the terms of the obliga-
tion, for example, the annual contribu-
tion to trustees required by the provi-
sions of a mandatory sinking fund
agreement, will be considered as com-
plying with the requirement of reason-
ableness. To be considered reasonable,
it is not necessary that the plan of re-
tirement provide for a retroactive set-
ting aside of amounts for years prior to
that in which the plan is adopted. How-
ever, if a voluntary plan was adopted
before 1934, no adjustment is allowable
in respect of the amounts set aside in
the years prior to 1934.

(5) Burden of proof. The burden of
proof will rest upon the taxpayer to
sustain the deduction claimed. There-
fore, the taxpayer must furnish the in-
formation required by the return, and
such other information as the district
director may require in substantiation
of the deduction claimed.

(6) Allowance to a successor corpora-
tion. For allowance of deduction for
pre-1934 indebtedness to a successor
corporation, see section 381(c)(15).

(h) Expenses and depreciation applica-
ble to property of the taxpayer. (1) In
computing undistributed personal hold-
ing company income in the case of a
personal holding company which owns
or operates property, section 545(b)(8)
provides a specific limitation with re-
spect to the allowance of deductions
for trade or business expenses and de-
preciation allocable to the operation or
maintenance of such property. Under
this limitation, these deductions shall

§1.545-2

not be allowed in an amount in excess
of the aggregate amount of the rent or
other compensation received for the
use of, or the right to use, the prop-
erty, unless it is established to the sat-
isfaction of the Commissioner:

(i) That the rent or other compensa-
tion received was the highest obtain-
able, or if none was received, that none
was obtainable;

(ii) That the property was held in the
course of a business carried on bona
fide for profit; and

(iii) Either that there was reasonable
expectation that the operation of the
property would result in a profit, or
that the property was necessary to the
conduct of the business.

(2) The burden of proof will rest upon
the taxpayer to sustain the deduction
claimed. If, in computing undistributed
personal holding company income, a
personal holding company claims de-
ductions for expenses and depreciation
allocable to the operation and mainte-
nance of property owned or operated by
the company, in an aggregate amount
in excess of the rent or other com-
pensation received for the use of, or the
right to use, the property, it shall at-
tach to its income tax return a state-
ment setting forth its claim for allow-
ance of the additional deductions, to-
gether with a complete statement of
the facts and circumstances pertinent
to its claim and the arguments on
which it relies. Such statement shall
set forth:

(i) A description of the property;

(ii) The cost or other basis to the cor-
poration and the nature and value of
the consideration paid for the property;

(iii) The name and address of the per-
son from whom the property was ac-
quired and the date the property was
acquired;

(iv) The name and address of the per-
son to whom the property is leased or
rented, or the person permitted to use
the property, and the number of shares
of stock, if any, held by such person
and the members of his family;

(v) The nature and gross amount of
the rent or other compensation re-
ceived for the use of, or the right to
use, the property during the taxable
year and for each of the five preceding
years and the amount of the expenses
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incurred with respect to, and the depre-
ciation sustained on, the property for
such years;

(vi) Evidence that the rent or other
compensation was the highest obtain-
able or, if none was received, a state-
ment of the reasons therefore;

(vii) A copy of the contract, lease or
rental agreement;

(viii) The purpose for which the prop-
erty was used;

(ix) The business, carried on by the
corporation, with respect to which the
property was held and the gross in-
come, expenses, and taxable income de-
rived from the conduct of such business
for the taxable year and for each of the
five preceding years;

(X) A statement of any reasons which
existed for expectation that the oper-
ation of the property would be profit-
able, or a statement of the necessity
for the use of the property in the busi-
ness of the corporation, and the rea-
sons why the property was acquired;
and

(xi) Any other information pertinent
to the taxpayer’s claim.

(i) Amount of a lien in favor of the
United States. (1) If notices of lien are
filed in the manner provided in section
6323(f), the amount of the liability to
the United States outstanding at the
close of the taxable year, and secured
by such liens which are in effect at
that time, shall be allowed as a deduc-
tion in computing undistributed per-
sonal holding company income. How-
ever, the amount of such deduction
which may be allowed for any taxable
year shall not exceed the taxable in-
come (as adjusted for purposes of deter-
mining the undistributed personal
holding company income, but without
regard to the deduction under section
545(b)(9)) for such year. The fact that
the amount of, or any part of, the out-
standing obligation to the United
States was deducted for one taxable
year does not prevent its deduction for
a subsequent taxable year to the extent
the obligation is still outstanding at
the close of the subsequent taxable
year and is secured by a lien, notice of
which has been filed.

(2) Subparagraph (1) of this para-
graph may be illustrated by the fol-
lowing example:

26 CFR Ch. | (4-1-04 Edition)

Example. If the taxpayer (on the calendar
year basis) is subject to a lien (notice of
which has been properly filed) in the amount
of $500,000 at the close of the calendar year
1954 and has taxable income of $400,000 for
such taxable year, the deduction allowable
by reason of the lien for the calendar year
1954 is $400,000. If, at the close of the taxable
year ended December 31, 1955, the taxpayer is
still subject to the same lien of $500,000 and
it has taxable income of $450,000, a deduction
is allowed by reason of such lien in the
amount of $450,000.

(3) When the obligation secured by
the lien in favor of the United States
has been satisfied or released, the sum
of the amounts which have been al-
lowed as deductions under section
545(b)(9) in respect of such obligation
shall be restored to taxable income for
the year in which such lien is satisfied
or released. If only a part of the obliga-
tion secured by the lien has been satis-
fied, the sum of the amounts which
have been allowed as deductions under
section 545(b)(9) in respect of such part
shall be included in taxable income for
the year of the satisfaction for the pur-
pose of determining undistributed per-
sonal holding company income. It
should be noted, however, that only the
sum of the amounts which have been
allowed as deductions under section
545(b)(9) and subparagraph (1) of this
paragraph shall be included in taxable
income. Thus, any amounts which were
allowed as deductions under section
504(e) of the Internal Revenue Code of
1939 shall not be included as taxable in-
come for any taxable year under sec-
tion 545(b)(9) and subparagraph (1) of
this paragraph.

(4) The application of subparagraph
(3) of this paragraph may be illustrated
by the following example:

Example. Assume the same facts as in the
example in subparagraph (2) of this para-
graph, and assume further that the corpora-
tion has $100,000 taxable income both for 1956
(before including the $400,000 described
below) and for 1957. In 1956, the corporation
pays $200,000 of the obligation, thereby re-
ducing its liability from $500,000 to $300,000.
In such case, $400,000 is included in taxable
income in computing its undistributed per-
sonal holding company income for 1956, that
is, the sum of the $200,000 deduction for 1954
and the $200,000 deduction for 1955 in respect
of the liability which is paid in 1956. In 1957,
property of the corporation is discharged
from the lien by reason of the fact that the
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value of the remaining property of the cor-
poration exceeds double the outstanding li-
ability. (See section 6325(b)(1).) Since this
was not a release or satisfaction of the lien,
no amount is added to taxable income for
1957 with respect to the property discharged
from the lien. In 1958, the remaining prop-
erty is released from the lien by reason of a
bond being accepted under section 6325(a)(2).

§1.545-2

There is added to taxable income in com-
puting undistributed personal holding com-
pany income for 1958, $850,000, that is, the
sum of the deductions allowed for 1954, 1955,
1956, and 1957 in respect of the $300,000 liabil-
ity, the lien for which was released in 1958.
This amount of $850,000, is computed as fol-
lows:

Amount at-

out- Taxab De(fuctiog tributable A;??t?uljtgtl)@-

B axable in- | as limite to part
Year Sta:gmg li- come by taxable | payment of tgfrﬁéia;e

Y income | $200,000 1988

in 1956
TO54 o $500,000 $400,000 $400,000 $200,000 $200,000
1955 500,000 450,000 450,000 200,00 250,000
1956 300,000 500,000 300,000 300,000
1957 300,000 100,000 100,000 | coocverenennene 100,000
TOMAl e | eereeneneenees | ereesreeneinnne | e | e 850,000

(5)(i) If an amount has been included
in undistributed personal holding com-
pany income of the personal holding
company by reason of section 545(b)(9),
any shareholder of the company may
elect to compute his income tax with
respect to such of his dividends as are
attributable to such amount as though
such dividends were received ratably
over the period the lien was in effect.

(ii) For purposes of section 545(b)(9),
the dividends paid during the taxable
year of the personal holding company
(computed as of the close of such year)
shall be deemed attributable first to
undistributed personal holding com-
pany income by reason of section
545(b)(9) (computed as of the close of
the taxable year of the personal hold-
ing company). If the period over which
the lien was in effect consists of sev-
eral taxable years of the personal hold-
ing company, the dividend deemed re-
ceived for any taxable year shall be
deemed received on the last day of such
taxable year of the personal holding
company.

(iii) Such election shall be made in a
statement showing the amount of the
deduction under section 545(b)(9) for
each taxable year of the period in
which the lien was in effect, the
amount of such deduction, if any,
which was added to undistributed per-
sonal holding company income in a
later year or years as a result of par-
tial satisfaction or release of such lien,
and the details thereof, the taxable

year or years to which such dividends
are allocable, and a computation of
tax, on the basis of the election, for all
taxable years affected by such ratable
allocation of the dividends. Further,
the statement shall show the district
director’s office in which the returns,
for the years to which the dividends
are allocable, were filed, the kind of re-
turns which were filed (separate re-
turns or joint returns), and the name
and address under which the returns
were filed. The statement shall be at-
tached to the shareholder’s return for
the taxable year for which the dividend
would be reported but for such elec-
tion.

(iv) The operation of this subpara-
graph may be illustrated as follows: If,
in the example under subparagraph (4)
of this paragraph, shareholder A owns
75 percent in value of the outstanding
stock of the personal holding company,
and receives a dividend of $540,000 from
such company during 1958 (the total
dividend distribution being $720,000) he
may elect to compute his income tax
with respect to the $540,000 in dividends
for 1958 as if he had received $127,058.82
of such dividends for 1954 ($200,000/
850,000 of $540,000), $158,823.53 of such
dividends for 1955 ($250,000/850,000 of
$540,000), $190,588.23 of such dividends
for 1956 ($300,000/850,000 of $540,000), and
$63,529.41 of such dividends for 1957
($100,000/850,000 of $540,000). Accord-
ingly, the tax computed for 1958 with
respect to such dividends shall be the
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aggregate of the taxes attributable to
such amounts had they been distrib-
uted in the respective years.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6805, 30 FR 3209, Mar. 9,
1965; T.D. 6841, 30 FR 9305, July 27, 1965; T.D.
6949, 33 FR 5526, Apr. 9, 1968; T.D. 7207, 37 FR
20796, Oct. 5, 1972; T.D. 7429, 41 FR 35492, Aug.
23, 1976; T.D. 7649, 44 FR 60086, Oct. 18, 1979]

§1.545-3 Special adjustment to taxable
income.

(@) In general. In computing undis-
tributed personal holding company in-
come for any taxable year beginning
after December 31, 1963, section 545(c)
(1) provides that, except as otherwise
provided in section 545(c), there shall
be allowed as a deduction amounts
used or amounts irrevocably set aside
(to the extent reasonable with ref-
erence to the size and terms of the in-
debtedness) during such year to pay or
retire qualified indebtedness (as de-
fined in section 545(c)(3) and paragraph
(d) of this section). The reasonableness
of amounts irrevocably set aside shall
be determined under the rules of para-
graph (g)(4) of §1.545-2.

(b) Amounts used or irrevocably set
aside—(1) In general. The deduction is
allowable, in any taxable year, only for
amounts used or irrevocably set aside
in that year to extinguish or discharge
qualified indebtedness. If amounts are
set aside in 1 year, no deduction is al-
lowable for a later year in which such
amounts are actually paid. As long as
all other conditions are satisfied, the
aggregate amount allowable as a de-
duction for any taxable year includes
all amounts (from whatever source)
used and all amounts (from whatever
source) irrevocably set aside, irrespec-
tive of whether in cash or other me-
dium. The same item shall not be de-
ducted more than once.

(2) Refunding, etc., of qualified indebt-
edness. (i) A refunding, renewal or mere
change in the form of a qualified in-
debtedness which does not involve a
substantial change in the economic
terms of the indebtedness will not re-
sult in an allowable deduction whether
or not funds are obtained from such re-
funding, renewal, or change in form,
and whether or not such funds are ap-
plied on the prior obligation, and will
not constitute a reduction in the
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amount of such qualified indebtedness.
For purposes of this section, if, in con-
nection with a refunding, renewal, or
other change in the form of an indebt-
edness, the rate of interest or principal
amount of such debt, or the date when
payment is due with respect to such
debt or significantly changed, or if,
after the refunding, renewal, or other
change in the form of such debt, the
creditor to whom such debt is owed is
neither the creditor to whom such debt
was owed before such refunding, re-
newal, or other change, nor a person
standing in a relationship to such cred-
itor described in section 267(b), then a
substantial change in the economic
terms of such indebtedness will nor-
mally have occurred.

(ii) The application of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. On December 31, 1963, M owes
$10,000 to X represented by a 6-percent, 90-
day note payable on January 31, 1964. On
January 31, 1964, M renews the debt, giving X
a new 6-percent, 90-day note (payable on Apr.
30, 1964) and paying the accrued interest on
the old note. Since the date when payment is
due has been significantly changed, a sub-
stantial change in the economic terms of the
indebtedness has occurred.

Example 2. On December 31, 1963, S owes
$5,000 to T represented by a 6-percent note
payable on January 1, 1965. On December 23,
1964, S liquidates the note, giving T a new
note for $5,000 due on January 2, 1965, and
bearing interest at 6 percent. Since the
transaction does not involve a substantial
change in the economic terms of the indebt-
edness, the transaction will not result in an
allowable deduction, and the amount of the
qualified indebtedness will not be reduced.

Example 3. (i) On December 31, 1963, Q owes
$45,000 to R represented by a demand note.
On July 1, 1964, Q renews $30,000 of the in-
debtedness by issuing a new demand note to
R and liquidates $15,000 of the debt. Since the
principal amount of the debt has been sig-
nificantly changed, there has been a substan-
tial change in the economic terms of the in-
debtedness.

(ii) If Q had issued renewal notes for $44,000
and had paid only $1,000 of the total indebt-
edness, then a significant change in the prin-
cipal amount of the debt would not have oc-
curred and Q would have been entitled to
only a $1,000 deduction (the amount actually
paid during the taxable year). In addition,
the amount of qualified indebtedness would
have been reduced to $44,000.
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