
Part I. Rulings and Decisions Under the Internal Revenue Code

of 1986

Section 61.—Gross Income 
Defined 

Whether certain down payment assistance pro
vided to a home buyer is includible in the recipient’s 
gross income under section 61. See Rev. Rul. 
2006-27, page 915. 

Section 102.—Gifts and 
Inheritances 

Whether certain down payment assistance pro
vided to a home buyer is excludible from the recipi
ent’s gross income as a gift under section 102. See 
Rev. Rul. 2006-27, page 915. 

Section 501.—Exemption
From Tax on Corporations,
Certain Trusts, etc. 
26 CFR 1.501(c)(3)–1: Organizations organized and 
operated for religious, charitable, scientific, testing 
for public safety, literary, or educational purposes, or 
for the prevention of cruelty to children or animals. 
(Also §§ 61, 102, 1012.) 

Down payment assistance; home 
buyers. This ruling sets forth the appli
cable rules and standards for determining 
whether organizations that provide down 
payment assistance to home buyers qual
ify as tax-exempt charities. In addition, 
the ruling addresses whether assistance re
ceived for a down payment is treated as a 
gift and included in a home buyer’s basis. 

Rev. Rul. 2006–27 

ISSUES: 

1. Whether organizations that other
wise meet the requirements of § 501(c)(3) 
of the Internal Revenue Code and are de
scribed in the situations below operate ex
clusively for charitable purposes. 

2. Whether home buyers who receive 
down payment assistance from the orga
nizations may exclude the amount of the 
assistance from their gross income as gifts 
under § 102. 

3. Whether home buyers who receive 
down payment assistance from the organi
zations may include the amount of the as
sistance in the cost basis of their homes un
der § 1012. 

FACTS 

Situation 1 

X is a non-profit corporation that helps 
low-income individuals and families pur
chase decent, safe and sanitary homes 
throughout the metropolitan area in which 
X is located. As a substantial part of its 
activities, X makes assistance available 
exclusively to low-income individuals and 
families to provide part or all of the funds 
they need to make a down payment on the 
purchase of a home. X uses standards set 
by Federal housing statutes and adminis
tered by the Department of Housing and 
Urban Development to determine who 
is a low-income individual. Individuals 
are eligible to receive assistance from X’s 
program if they are low-income individ
uals, have the employment history and 
financial history necessary to qualify for a 
mortgage, and would so qualify but for the 
lack of a down payment. X also offers fi
nancial counseling seminars and conducts 
other educational activities to help prepare 
potential low-income home buyers for the 
responsibility of home ownership. 

X will consider applications for assis
tance in connection with an applicant’s 
purchase of any home that meets X’s stan
dards for habitability. Before making a 
grant of down payment assistance, X re
quires a home inspection report for the 
property that the applicant intends to buy 
to ensure that the house will be habitable. 

To fund its down payment assistance 
program and other activities, X conducts a 
broad based fundraising program that at
tracts gifts, grants and contributions from 
several foundations, businesses and the 
general public. 

X’s grantmaking process is structured 
to ensure that X’s staff awarding grants on 
behalf of X does not know the identity of 
the party selling the home to the grant ap
plicant or the identities of any other par
ties, such as real estate agents or develop
ers, who may receive a financial benefit 
from the sale. The staff also does not know 
whether any of the interested parties to the 
transaction have been solicited for contri
butions to X or have made pledges or ac
tual contributions to X. Further,  X does not 

accept any contributions contingent on the 
sale of a particular property or properties. 

Situation 2 

Y is a nonprofit corporation that is like 
X in all respects as set forth in Situation 
1, except as follows. Under Y’s grant-
making procedures, Y’s staff considering 
a particular applicant’s application knows 
the identity of the party selling the home 
to the grant applicant and may also know 
the identities of other parties, such as real 
estate agents and developers, who may 
receive a financial benefit from the sale. 
Moreover, in substantially all of the cases 
in which Y provides down payment assis
tance to a home buyer, Y receives a pay
ment from the home seller. Further, there 
is a direct correlation between the amount 
of the down payment assistance provided 
by Y in connection with each of these trans
actions and the amount of the home seller’s 
payment to Y. Finally, Y does not conduct 
a broad based fundraising campaign to at
tract financial support. Rather, most of Y’s 
support comes from home sellers and real 
estate-related businesses that may benefit 
from the sale of homes to buyers who re
ceive Y’s down payment assistance. 

Situation 3 

Z is a nonprofit corporation formed 
to combat community deterioration in 
an economically depressed area that has 
suffered a major loss of population and 
jobs. Studies have shown that the av
erage income in the area is below the 
median level for the State. Z cooperates 
with government agencies and commu
nity groups to develop an overall plan 
to attract new businesses to the area and 
to provide stable sources of decent, safe 
and sanitary housing for the area resi
dents without relocating them outside the 
area. As part of the renewal project, Z 
receives funding from government agen
cies to build affordable housing units for 
sale to low and moderate-income families. 
As a substantial part of its activities, Z 
makes down payment assistance avail
able to eligible home buyers who wish 
to purchase the newly-constructed units 
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from Z. Z also offers financial counseling 
seminars and conducts other educational 
activities to help prepare potential low 
and moderate-income home buyers for the 
responsibility of home ownership. 

To fund its down payment assistance 
program and other activities, Z conducts a 
broad based fundraising program that at
tracts gifts, grants and contributions from 
several foundations, businesses and the 
general public. 

LAW 

Section 501 of the Code provides for 
the exemption from federal income tax of 
corporations organized and operated ex
clusively for charitable or educational pur
poses, provided that no part of the net earn
ings inures to the benefit of any private 
shareholder or individual. See § 501(c)(3). 

Section 1.501(c)(3)–1(c)(1) of the In
come Tax Regulations provides that an or
ganization operates exclusively for exempt 
purposes only if it engages primarily in ac
tivities that accomplish exempt purposes 
specified in § 501(c)(3). An organiza
tion must not engage in substantial activ
ities that fail to further an exempt purpose. 
In Better Business Bureau of Washington, 
D.C. v. U.S., 326 U.S. 279, 283 (1945), 
the Supreme Court held that the “presence 
of  a  single  . . . [nonexempt]  purpose,  if  
substantial in nature, will destroy the ex
emption regardless of the number or im
portance of truly . . . [exempt] purposes.” 

Section 1.501(c)(3)–1(d)(1)(ii) pro
vides that an organization is not organized 
or operated exclusively for exempt pur
poses unless it serves a public rather than a 
private interest. To meet this requirement 
it is necessary for an organization to es
tablish that it is not organized or operated 
for the benefit of private interests. 

Section 1.501(c)(3)–1(d)(2) defines the 
term “charitable” as used in § 501(c)(3) as 
including the relief of the poor and dis
tressed or of the underprivileged, and the 
promotion of social welfare by organiza
tions designed to lessen neighborhood ten
sions, to eliminate prejudice and discrimi
nation, or to combat community deteriora
tion. The term “charitable” also includes 
the advancement of education. 

Section 1.501(c)(3)–1(d)(3)(i) pro
vides, in part, that the term “educational” 
as used in § 501(c)(3) relates to the in
struction of the public on subjects useful 

to the individual and beneficial to the 
community. 

Section 1.501(c)(3)–1(e) provides that 
an organization that operates a trade or 
business as a substantial part of its ac
tivities may meet the requirements of 
§ 501(c)(3) if the trade or business furthers 
an exempt purpose, and if the organiza
tion’s primary purpose does not consist of 
carrying on an unrelated trade or business. 

In Easter House v. U.S., 12  Cl.  Ct.  
476, 486 (1987), aff’d, 846 F.2d 78 (Fed. 
Cir. 1988), the U.S. Court of Federal 
Claims considered whether an organiza
tion that provided adoption and related 
health services to pregnant women who 
agreed to place their newborns for adop
tion through the organization qualified for 
exemption under § 501(c)(3). The court 
concluded that the organization did not 
qualify for exemption under § 501(c)(3) 
because its primary activity was placing 
children for adoption in a manner indis
tinguishable from that of a commercial 
adoption agency. The court rejected the 
organization’s argument that the adop
tion services merely complemented the 
health-related services to unwed moth
ers and their children. Rather, the court 
found that the health-related services were 
merely incident to the organization’s op
eration of an adoption service, which, in 
and of itself, did not serve an exempt pur
pose. The organization did not provide 
health-related services to unwed mothers 
who wished to keep their children or who 
arranged for an adoption independent of 
the organization. The organization’s sole 
source of support was the fees it charged 
adoptive parents, rather than contribu
tions from the public. The court also 
found that the organization competed with 
for-profit adoption agencies, engaged in 
substantial advertising, and accumulated 
substantial profits. Accordingly, the court 
found that the “business purpose, and 
not the advancement of educational and 
charitable activities purpose, of plaintiff’s 
adoption service is its primary goal” and 
held that the organization was not oper
ated exclusively for purposes described in 
§ 501(c)(3). Easter House, 12  Cl.  Ct.  at  
485–86. 

In American Campaign Academy v. 
Commissioner, 92 T.C. 1053 (1989), the 
court held that an organization that op
erated a school to train individuals for 
careers as political campaign profession

als, but that could not establish that it 
operated on a nonpartisan basis, did not 
exclusively serve purposes described in 
§ 501(c)(3) because it also served private 
interests more than incidentally. The court 
found that the organization was created 
and funded by persons affiliated with a 
particular political party and that most 
of the organization’s graduates worked 
in campaigns for the party’s candidates. 
Consequently, the court concluded that the 
organization conducted its educational ac
tivities with the objective of benefiting the 
party’s candidates and entities. Although 
the candidates and entities benefited were 
not organization “insiders,” the court 
stated that the conferral of benefits on dis
interested persons who are not members 
of a charitable class may cause an organi
zation to serve a private interest within the 
meaning of § 1.501(c)(3)–1(d)(1)(ii). The 
court concluded by stating that even if the 
political party’s candidates and entities did 
“comprise a charitable class, [the organi
zation] would bear the burden of proving 
that its activities benefited members of the 
class in a non-select manner.” American 
Campaign Academy, 92 T.C. at 1077. 

In Columbia Park and Recreation Asso
ciation v. Commissioner, 88 T.C. 1 (1987), 
aff’d without published opinion, 838 F.2d 
465 (4th Cir. 1988), the court held that an 
association formed in a private real estate 
development to operate parks, swimming 
pools, boat docks, and other recreational 
facilities did not qualify as a § 501(c)(3) or
ganization. Although the organization pro
vided some benefit to the general public, 
the primary intended beneficiaries were 
the residents and property owners of the 
private development. Thus, the organiza
tion operated for a substantial non-exempt 
purpose rather than for exclusively chari
table purposes. 

Rev. Rul. 67–138, 1967–1 C.B. 129, 
held that helping low-income persons ob
tain adequate and affordable housing is 
“charitable” because it relieves the poor 
and distressed or underprivileged. In Rev. 
Rul. 67–138, the organization carried 
on several activities directed to assisting 
low-income families in obtaining im
proved housing, including (1) conducting 
a training course relative to various aspects 
of homebuilding and homeownership, (2) 
coordinating and supervising joint con
struction projects, (3) purchasing building 
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sites for resale at cost, and (4) lending aid 
in obtaining home construction loans. 

Rev. Rul. 70–585, 1970–2 C.B. 115, 
discussed four situations of organizations 
providing housing and analyzed whether 
each organization qualified as charitable 
within the meaning of § 501(c)(3). Situa
tion 1 described an organization formed to 
construct new homes and renovate exist
ing homes for sale to low-income families 
who could not obtain financing through 
conventional channels. The organization 
also provided financial aid to low-income 
families eligible for loans under a Federal 
housing program who did not have the 
necessary down payment. The organiza
tion made rehabilitated homes available 
to families who could not qualify for any 
type of mortgage. When possible, the or
ganization recovered the cost of the homes 
through very small periodic payments, but 
its operating funds were obtained from 
federal loans and contributions from the 
general public. The revenue ruling held 
that by providing homes for low-income 
families who otherwise could not afford 
them, the organization relieved the poor 
and distressed. 

Situation 2 described an organization 
formed to ameliorate the housing needs of 
minority groups by building housing units 
for sale to persons of low and moderate-in
come on an open-occupancy basis. The 
housing was made available to members of 
minority groups who were unable to obtain 
adequate housing because of local discrim
ination. The housing units were located to 
help reduce racial and ethnic imbalances in 
the community. As the activities were de
signed to eliminate prejudice and discrim
ination and to lessen neighborhood ten
sions, the revenue ruling held that the or
ganization was engaged in charitable ac
tivities within the meaning of § 501(c)(3). 

Situation 3 described an organization 
formed to formulate plans for the renewal 
and rehabilitation of a particular area in a 
city as a residential community. The me
dian income level in the area was lower 
than in other sections of the city and the 
housing in the area generally was old and 
badly deteriorated. The organization de
veloped an overall plan for the rehabil
itation of the area, sponsored a renewal 
project, and involved residents in the area 
renewal plan. The organization also pur
chased an apartment building that it re
habilitated and rented at cost to low and 

moderate-income families with a prefer
ence given to residents of the area. The 
revenue ruling held that the organization 
was described in § 501(c)(3) because its 
purposes and activities combated commu
nity deterioration. 

Situation 4 described an organization 
formed to alleviate a shortage of housing 
for moderate-income families in a particu
lar community. The organization planned 
to build housing to be rented at cost to 
moderate-income families. The Service 
held that the organization failed to qual
ify for exemption under § 501(c)(3) be
cause the organization’s program was not 
designed to provide relief to the poor or 
further any other charitable purpose within 
the meaning of § 501(c)(3) and the regula
tions. 

Rev. Rul. 72–147, 1972–1 C.B. 147, 
held that an organization that provided 
housing to low-income families did not 
qualify for exemption under § 501(c)(3) 
because it gave preference to employees 
of a business operated by the individual 
who also controlled the organization. Al
though providing housing for low-income 
families furthers charitable purposes, do
ing so in a manner that gives preference 
to employees of the founder’s business 
primarily serves the private interest of the 
founder rather than a public interest. 

Rev. Rul. 72–559, 1972–2 C.B. 247, 
held that an organization that subsidized 
recent law graduates during the first three 
years of their practice to enable them to 
establish legal practices in economically 
depressed communities that have a short
age of available legal services, and to pro
vide free legal services to needy members 
of the community, qualified for exemption 
under § 501(c)(3). Although the recipients 
of the subsidies were not themselves mem
bers of a charitable class, the resulting ben
efit to them did not detract from charita
ble purposes. Rather, the young lawyers 
were merely the instruments by which the 
organization accomplished the charitable 
purpose of providing free legal services for 
those unable to pay for, or obtain, such ser
vices. 

Rev. Rul. 74–587, 1974–2 C.B. 162, 
held that an organization providing low-
cost or long-term loans to, or equity in
vestments in, businesses operating in eco
nomically depressed areas qualified for ex
emption under § 501(c)(3). The organiza
tion provided financial assistance only to 

businesses that were unable to obtain funds 
from conventional sources, and gave pref
erence to businesses that would provide 
training and employment opportunities for 
unemployed or under-employed area res
idents. Although some of the individual 
business owners receiving financial assis
tance from the organization were not them
selves members of a charitable class, the 
benefit to them did not detract from the 
charitable character of the organization’s 
program. As in Rev. Rul. 72–559, the 
recipients of aid were instruments for ac
complishing the organization’s charitable 
purposes. 

Rev. Rul. 76–419, 1976–2 C.B. 146, 
held that an organization that converts 
blighted land in an economically de
pressed community to an industrial park 
and leases space on favorable terms to 
businesses that agree to hire a significant 
number of unemployed area residents and 
train them in needed skills qualifies for 
exemption under § 501(c)(3). The organ
ization furthered charitable purposes by 
improving economic conditions for the 
poor and distressed and combating com
munity deterioration. The organization 
offered inducements to businesses solely 
for the purpose of advancing charitable 
goals. 

Section 61 provides that, except as oth
erwise provided in subtitle A (relating to 
income taxes), gross income means all in
come from whatever source derived. 

Section 1012 provides, generally, that 
the basis of property shall be its cost to the 
taxpayer. 

Section 1016(a)(1) provides that proper 
adjustment shall be made to the basis of 
property for expenditures, receipts, losses, 
or other items properly chargeable to cap
ital account. 

Section 1001(a) provides that the gain 
from the sale or other disposition of prop
erty is the excess of the amount realized 
over the adjusted basis for determining 
gain provided in § 1011. Section 1011(a) 
provides generally that the adjusted basis 
for determining gain from the sale or other 
disposition of property is the basis deter
mined under § 1012, adjusted as provided 
in § 1016.  

Section 102 provides that the value of 
property acquired by gift is excluded from 
gross income. A gift “proceeds from a 
‘detached and disinterested generosity,’ 
. . . ‘out of affection, respect, admiration, 
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charity or like impulses.’” Commissioner 
v. Duberstein, 363 U.S. 278, 285 (1960). 
Payments that proceed from “the con
straining force of any moral or legal duty,” 
or from “‘the incentive of anticipated ben
efit’ of an economic nature,” are not gifts. 
Duberstein, 363 U.S. at 285. Thus, pay
ments attendant to ordinary business or 
commercial transactions, or that proceed 
primarily from the moral or legal obliga
tions attendant such transactions, are not 
gifts. However, a payment made to an in
dividual that responds to the individual’s 
needs, that is made without economic or 
other consideration being received by the 
donor, and that does not proceed from 
any moral or legal duty, is motivated by 
detached and disinterested generosity, and 
may be excluded from gross income as 
a gift under § 102. See, e.g., Rev.  Rul.  
99–44, 1999–2 C.B. 549. 

ANALYSIS 

In Situation 1, X’s purposes and activi
ties relieve the poor, distressed and under
privileged by enabling low-income indi
viduals and families to obtain decent, safe 
and sanitary homes. The way X conducts 
its down payment assistance program es
tablishes that X’s primary purpose is to ad
dress the needs of its low-income grantees. 
See Rev. Rul. 70–585, Sit. 1. As a 
condition of providing assistance, X re
quires a home inspection to ensure that the 
house the applicant intends to buy will be 
habitable. X’s financial counseling semi
nars and other educational programs help 
to prepare potential home buyers for the re
sponsibility of home ownership. See Rev. 
Rul. 67–138. X conducts a broad based 
fundraising program, and X receives sup
port from a wide array of sources. X’s 
policies of ensuring that its grantmaking 
staff does not know the identity or contrib
utor status of the party selling the home 
to the grant applicant (or any other party 
who may receive a financial benefit from 
the sale), and of not accepting contribu
tions contingent on the sale of any particu
lar properties, ensure that X is not beholden 
to any particular donors or other supporters 
whose interest may conflict with that of the 
low-income buyers X is working to help. 

X’s grantmaking procedures combined 
with its efforts to educate home buyers en
sure that X is operated primarily to benefit 
the low-income beneficiaries of its down-

payment assistance. The low-income 
beneficiaries constitute a charitable class. 
Any benefit to other parties (such as home 
sellers, real estate agents, or developers) 
who participate in the transactions does 
not detract from the charitable purpose of 
relieving the poor and distressed. See Rev. 
Ruls. 72–559, 74–587, 76–419. Because 
X is operated exclusively for charitable 
purposes, X qualifies for exemption from 
federal taxation as an organization de
scribed in § 501(c)(3). 

By contrast, in Situation 2, Y does not 
qualify as an organization described in 
§ 501(c)(3). To finance its down payment 
assistance activities, Y relies on sellers 
and other real-estate related businesses 
that stand to benefit from the transactions 
Y facilitates. Furthermore, in deciding 
whether to provide assistance to a low-in
come applicant, Y’s grantmaking staff 
knows the identity of the home seller and 
may also know the identities of other in
terested parties and is able to take into 
account whether the home seller or an
other interested party is willing to make 
a payment  to  Y. Y’s receipt of a payment 
from the home seller corresponding to the 
amount of the down payment assistance 
in substantially all of the transactions, and 
Y’s reliance on these payments for most 
of its funding indicate that the benefit to 
the home seller is a critical aspect of Y’s 
operations. In this respect, Y is like the 
organization considered in Easter House, 
which received all of its support from fees 
charged to adoptive parents, so that the 
business purpose of the adoption service 
became its primary goal and overshad
owed any educational or charitable pur
pose. Like the organization considered in 
American Campaign Academy, Y is struc
tured and operated to assist private parties 
who are affiliated with its funders. Like 
the organizations considered in American 
Campaign Academy, Easter House, and  
Columbia Park Recreation Association, 
Y also serves an exempt purpose, but be
cause Y is not operated exclusively for 
exempt purposes, Y does not qualify for 
exemption from federal income tax as an 
organization described in § 501(c)(3). 

In Situation 3, although Z does not limit 
its down payment assistance program to 
low-income recipients, Z’s down payment 
assistance program still serves a charita
ble purpose described in § 501(c)(3) be
cause it combats community deterioration 

in a specific, economically depressed area 
that has suffered a major loss of population 
and jobs. Through a combination of coun
seling and financial assistance, Z helps low 
and moderate-income families in that area 
to acquire decent, safe and sanitary hous
ing and to prepare for the responsibilities 
of home ownership. In this respect, Z is 
like the organization described in Situa
tion 3 of Rev. Rul. 70–585. Because Z 
is operated exclusively for charitable pur
poses, Z qualifies for exemption from fed
eral taxation as an organization described 
in § 501(c)(3).  

Down payment assistance payments 
for home buyers in Situations 1 and 3 
are made by those organizations out of 
a detached and disinterested generosity 
and from charitable or like impulse, rather 
than to fulfill any moral or legal duty, 
and thus qualify for exclusion from such 
home buyers’ gross incomes as “gifts” 
under § 102. The benefits provided to the 
home buyers in these circumstances are 
sufficiently removed from the interests of 
any home sellers or sales agents that they 
proceed from a detached and disinterested 
generosity on the part of the donor organ
ization, and such grants lack the indicia 
of a rebate, price adjustment, or quid pro 
quo incident to a sale. Favorable treat
ment under § 102 is thus appropriate. The 
home buyer’s payment of such amount 
toward the purchase of the residence will 
be included in his or her cost basis under 
§ 1012. 

In Situation 2, in substantially all of 
the cases in which Y provides down pay
ment assistance to a home buyer, Y re
ceives a payment from the home seller 
that directly correlates to the amount of 
the down payment assistance Y provides 
to the home buyer. In those cases, the 
payments received by the home buyers do 
not qualify for exclusion from gross in
come as gifts under § 102. The payments 
do not proceed from detached and disin
terested generosity, but rather are in re
sponse to an anticipated economic bene
fit, namely facilitating the sale of a seller’s 
home. Under Duberstein, supra, such  pay
ments are not gifts for purposes of § 102. 
Unlike in Situations 1 and 3, in Situation 
2, the down payment assistance received 
by those home buyers represents a rebate 
or purchase price reduction. As a rebate 
or purchase price reduction, the down pay
ment assistance is not includible in a home 
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buyer’s gross income under § 61 and the 
amount of the down payment assistance is 
not included in the home buyer’s cost ba
sis under § 1012, as adjusted under § 1016. 

HOLDINGS 

1. In Situations 1 and 3, the organi
zation is operated exclusively for charita
ble purposes and qualifies for exemption 
from federal income tax as an organiza
tion described in § 501(c)(3). In Situa
tion 2, the organization is not operated ex
clusively for charitable purposes, and con
sequently, does not qualify for exemption 
from federal income tax as an organization 
described in § 501(c)(3). 

2. In Situations 1 and 3, the home buy
ers may exclude the down payment assis
tance from their gross income as gifts un
der § 102. In Situation 2, the home buy
ers may not exclude the down payment as
sistance as gifts under § 102. However, 
in Situation 2, the down payment assis
tance is excluded from the gross income of 
home buyers because it represents a rebate 
or purchase price reduction. 

3. In Situations 1 and 3, the home 
buyers may include the down payment as
sistance in the cost basis of their homes 
under § 1012. In Situation 2, the home 
buyers may not include the amount of the 
down payment assistance in the cost ba
sis of their homes under § 1012. Rather, 
the amount of the down payment assis
tance represents a rebate or purchase price 
reduction that is excluded from the home 
buyer’s cost basis under § 1012. 

DRAFTING INFORMATION 

The principal author of this revenue rul
ing is Elizabeth C. Kastenberg of Exempt 
Organizations, Tax Exempt and Govern
ment Entities Division. For further in
formation regarding this revenue ruling, 
contact Elizabeth C. Kastenberg at (202) 
283–9468 (not a toll-free call). 

Section 1012.—Basis of 
Property—Cost 

Whether certain down payment assistance pro
vided to a home buyer is included in the buyer’s cost 
basis under section 1012. See Rev. Rul. 2006-27, 
page 915. 
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Section 1502.—Regulations 

26 CFR 1.1502–13: Intercompany transactions. 

T.D. 9261 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Intercompany Transactions; 
Manufacturer Incentive 
Payments 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains final 
regulations under section 1502 of the Inter
nal Revenue Code. Example 13 of the in
tercompany transaction regulations illus
trates the treatment of manufacturer incen
tive payments. Because a premise under
lying the example is under reconsideration, 
these final regulations remove and reserve 
this example. The regulations will affect 
corporations filing consolidated returns. 

DATES: Effective Date: These regulations 
are effective on May 8, 2006. 

FOR FURTHER INFORMATION 
CONTACT: Frances Kelly, (202) 
622–7770 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

Section 1.1502–13 of the consolidated 
return regulations provides rules for tak
ing into account items of income, gain, 
deduction, and loss of members from 
intercompany transactions. In particu
lar, §1.1502–13(c)(7)(ii), Example 13, 
illustrates how the matching rule of the in
tercompany transaction regulations treats 
a transaction involving manufacturer in
centive payments. On August 13, 2004, 
the IRS and Treasury Department pub
lished a notice of proposed rulemaking 
(REG–131264–04, 2004–2 C.B. 506) 
in the Federal Register (69 FR 50112) 
proposing regulations to address addi
tional transactions involving manufacturer 
incentive payments and to clarify the 

919


proper treatment of such incentive pay
ments under the intercompany transaction 
regulations. 

On April 25, 2005, the IRS and Trea
sury Department published Rev. Rul. 
2005–28, 2005–19 I.R.B. 997, which sus
pends, in part, Rev. Rul. 76–96, 1976–1 
C.B. 23. Rev. Rul. 2005–28 states that 
the IRS will not apply, and taxpayers may 
not rely upon, the conclusion reached in 
Rev. Rul. 76–96 that certain rebates made 
by a manufacturer to retail customers are 
ordinary and necessary business expenses 
deductible under section 162, pending the 
IRS’s reconsideration of the issue and 
publication of subsequent guidance. 

Explanation of Provisions 

The manufacturer incentive 
payment transaction described in 
§1.1502–13(c)(7)(ii), Example 13 relies, 
in part, upon the premise that the manufac
turer incentive payment is an ordinary and 
necessary business expense deductible 
under section 162. To the extent that this 
premise is correct, this example illustrates 
the proper application of the intercom
pany transaction regulations. However, 
because Rev. Rul. 2005–28 suspends Rev. 
Rul. 76–96, in pertinent part, these final 
regulations remove §1.1502–13(c)(7)(ii), 
Example 13, pending further guidance on 
the section 162 issue considered in Rev. 
Rul. 76–96. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Or
der 12866. Therefore, a regulatory assess
ment is not required. It is hereby certi
fied that these regulations will not have a 
significant economic impact on a substan
tial number of small entities. These final 
regulations do not alter substantive provi
sions of the intercompany transaction reg
ulations. They merely remove an example 
which may be misleading and cause con
fusion for taxpayers. Accordingly, good 
cause is found for dispensing with prior 
notice and comment pursuant to 5 U.S.C 
553(b), and for dispensing with a delayed 
effective date pursuant to 5 U.S.C 553(d). 
Because no notice of proposed rulemaking 
is required, the provisions of the Regula
tory Flexibility Act (5 U.S.C. chapter 6) 
do not apply. Pursuant to section 7805(f) 
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