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dividends are paid or accrued or section 
951(a)(1) inclusions occur before the 
start of the first taxable year of a 
controlled foreign corporation beginning 
on or after January 1,1987, but on or 
after the start of the first taxable year of 
the distributee or United States 
shareholder beginning on or after 
January 1,1987, the dividends or section 
951(a)(1) inclusions in the hands of the 
distributee or United States shareholder 
shall be initially characterized in 
accordance with former section 904(d)(3) 
(including the ordering rules of section 
904(d)(3)(A). Therefore, under former 
section 904(d)(3)(A), dividends are 
considered to be paid or derived first 
from earnings attributable to separate 
limitation interest income. To the extent 
the dividend or section 951(a)(1) 
inclusion is initially characterized under 
these rules as separate limitation 
interest income in the hands of the 
distributee or United States shareholder, 
the dividend or section 951(a)(1) 
inclusion shall be recharacterized as 
passive income in the hands of the 
distributee or United States shareholder. 
The portion, if any, of the dividend or 
section 951(a)(1) inclusion that is not 
characterized as passive income shall 
be characterized according to the rules 
in paragraph (a) of this section. 
Therefore, a taxpayer may establish that 
income that would otherwise be 
characterized as general limitation 
income is shipping or financial services 
income. Rules comparable to the rules 
contained in section 904(d)(2)(I) shall be 
applied for purposes of characterizing 
foreign taxes deemed paid with respect 
to distributions and section 951(a)(1) 
inclusions covered by this paragraph 
(b)(4).

(5) Examples. The following examples 
illustrate the application of this 
paragraph (b).

Example (1). P is a domestic corporation 
that is a fiscal year taxpayer (July 1-June 30). 
S, a controlled foreign corporation, is a 
wholly-owned subsidiary of P and has a 
calendar taxable year. On June 1,1987, S 
makes a $100 interest payment to P. Because 
the payment is made after January 1,1987 
(the first day of S’s first taxable year 
beginning after December 31,1986), the look- 
through rules of section 904(d)(3) apply to 
characterize the payment made by S. To the 
extent, however, that the interest payment to 
P is allocable to passive income earned by S, 
the payment will be included in P's separate 
limitation for interest as provided in former 
section 904(d)(1)(A).

Example (2). P is a domestic corporation 
that is a calendar year taxpayer. S, a 
controlled foreign corporation, is a wholly- 
owned subsidiary of P and has a July 1-June 
30 taxable year. On June 1,1987, S makes a 
$100 interest payment to P. Because the 
payment is made prior to July 1,1987 (the first 
day of S’s first taxable year beginning after

December 31,1986), the look-through rules of 
section 904(d)(3) do not apply. Assume that, 
under former section 904(d)(3), the interest 
payment would be characterized as separate 
limitation interest income. For purposes of 
determining P’s foreign tax credit limitation, 
the interest payment will be passive income 
as provided in section 904(d)(1)(A).

Example (3). The facts are the same as in 
Example (2) except that on June 1,1987, S 
makes a $100 dividend distribution to P. 
Because the dividend is paid prior to July 1, 
1987 (the first day of S’s first taxable year 
beginning after December 31,1986), the look- 
through rules of section 904(d)(3) do not 
apply. Assume that, under former section 
904(d)(3), S’s earnings and profits for the 
taxable year ending June 30,1987, consist of 
$200 of earnings attributable to general 
limitation income and $75 of earnings 
attributable to separate limitation interest 
income. The portion of the dividend that is 
attributable to S’s separate limitation interest 
and is treated as separate limitation interest 
income under former section 904(d)(3) is $75. 
The remaining $25 of the dividend is treated 
as general limitation income under former 
section 904(d)(3). For purposes of determining 
P’s foreign tax credit limitation, $75 of the 
dividend will be recharacterized as passive 
income. The remaining $25 of the dividend 
will be characterized as general limitation 
income, unless P can establish that the 
general limitation portion is attributable to 
shipping or financial services income.

(c) Installm ent sales. If income is 
received or accrued by any person on or 
after the effective date of the Act (as 
applied to such person) that is 
attributable to a disposition of property 
by such person with regard to which 
section 453 or section 453(A) applies 
(installment sale treatment), and the 
disposition occurred prior to the 
effective date of the Act, that income 
shall be characterized according to the 
rules of § § 1.904-4 through 1.904-7.

(d) Special effectiv e date fo r  high 
withholding tax interest earned by  
persons with respect to qualified  loans 
described  in section 1201(e)(2) o f the 
Act. For purposes of characterizing 
interest received or accrued by any 
person, the definition of high 
withholding tax interest in § 1.904-6(d) 
shall apply to taxable years beginning 
after December 31,1986, except as 
provided in section 1201(e)(2) of the Act.

(e) Treatment o f  certain recapture 
incom e. Except as otherwise provided, if 
income is subject to recapture under 
section 585(c), the income shall be 
general limitation income. If the income 
is recaptured by a taxpayer that is a 
financial services entity, the entity may 
treat the income as financial services 
income if the taxpayer establishes to the 
satisfaction of the Secretary that the 
deduction to which the recapture 
amount is attributable is allocable to 
financial services income. If the 
taxpayer establishes to the satisfaction

of the Secretary that the deduction to 
which the recapture amount is 
attributable is allocable to high* 
withholding tax interest income, the 
taxpayer may treat the income as high- 
withholding tax interest.
Lawrence B. Gibbs,
Commissioner o f Internal Revenue.

Approved: June 27,1988.
O. Donaldson Chapoton,
Assistant Secretary o f the Treasury.
[FR Doc. 88-15978 Filed 7-15-88; 8:45 am] 
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Special Allocation Rules for Certain 
Asset Acquisitions
a g e n c y : Internal Revenue Service, 
Treasury.
a c t io n : Temporary regulations.

SUMMARY: This document contains 
temporary regulations relating to 
allocation rules for certain asset 
acquisitions under section 1060 of the 
Internal Revenue Code of 1986 (“Code”). 
The temporary regulations provide 
guidance concerning the application of 
section 1060 and also modify certain 
rules relating to stock purchases treated 
as asset purchases under section 338 of 
the Code. In addition, the temporary 
regulations coordinate the application of 
section 755 with the rules of section 
1060. The text of the temporary 
regulations set forth in this document 
also serves as the text of the proposed 
regulations cross-referenced in the 
notice of proposed rulemaking in the 
proposed rules section of this issue of 
the Federal Register. 
e f f e c t iv e  DATE: These regulations are 
effective July 18,1988. These temporary 
regulations under section 1060 generally 
apply to asset acquisitions made after 
May 6,1986. The reporting requirements 
apply to asset acquisitions (and to 
certain adjustments of consideration) 
occurring in a taxable year for which the 
due date (including extensions of time) 
of the income tax return or return of 
income is on or after September 13,1988. 
FOR FURTHER INFORMATION CONTACT: 
Judith C. Winkler of the Legislation and 
Regulations Division, Office of Chief 
Counsel, Internal Revenue Service, 1111 
Constitution Avenue, NW., Washington, 
DC 20224, Attention: CC:LR:T 
(Telephone 202-566-3458, not a toll-free 
number). For information concerning the 
temporary regulations under section 755, 
contact Robert E. Shaw of the 
Legislation and Regulations Division,
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Office of Chief Counsel, Internal 
Revenue Service, 1111 Constitution 
Avenue, NW., Washington, DC 20224, 
Attention: CC:LR:T (Telephone 202-566- 
3297, not a toll-free number). 
SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act
This regulation is being issued without 

prior notice and public procedure 
pursuant to the Administrative 
Procedure Act (5 U.S.C. 533). For this 
reason, the collection of information 
contained in this regulation has been 
reviewed and, pending receipt and 
evaluation of public comments, 
approved by the Office of Management 
and Budget (OMB) under control number 
1545-1021. The estimated average 
burden associated with the collection of 
information in this regulation is 1.05 
hours per respondent or recordkeeper.

For further information concerning 
this collection of information, and where 
to submit comments on this collection of 
information and the accuracy of the 
estimated burden and suggestions for 
reducing this burden, please refer to the 
preamble to the cross-reference notice 
of proposed rulemaking published 
elsewhere in this issue of the Federal 
Register.

Background
This document adds new temporary 

regulations § § 1.167(a)-5T, 1.755-2T, 
1.1031(d)-lT, and 1.1060-1T to part 1 of 
Title 26 of the Code of Federal 
Regulations and amends § 1.338(b)-3T. 
The new temporary regulations 
implement section 1060 of the Code. 
Section 1060 was added to the Code by 
section 641 of the Tax Reform Act of 
1986 (Pub. L. No. 99-514; 100 Stat. 2282).

Explanation of Provisions
Introduction

For tax purposes, the sale of a going 
trade or business for a lump sum amount 
is viewed as a sale of each individual 
asset rather than a single capital asset. 
Both the purchaser and the seller must 
allocate the purchase price for the 
acquisition among the assets 
transferred. The seller must allocate the 
purchase price among the assets to 
determine the amount and character of 
its realized gain or loss on the sale. The 
purchaser’s allocation determines its 
basis in each asset and will affect its 
amount of allowable depreciation, cost 
depletion, or amortization deductions, 
its realized gain or loss on a subsequent 
sale of those assets, and may have other 
tax consequences.

Section 1060(a) provides that, in the 
case of an applicable asset acquisition, 
the seller and the purchaser each must

allocate the consideration among the 
assets transferred in the same manner 
as the amounts are allocated under 
section 338(b)(5) (relating to certain 
stock purchases treated as asset 
acquisitions). Thus, the seller and the 
purchaser are required to allocate 
consideration under the residual method 
in order to make the respective 
determinations of the amount of gain or 
loss from the transfer of each asset and 
the basis in each asset acquired.

Prior to the enactment of section 1060, 
there was considerable controversy 
between taxpayers and the Internal 
Revenue Service concerning the 
allocation of the purchase price among 
assets of a going business. The 
controversy principally was due to the 
difficulty in establishing the value of 
goodwill and going concern value. 
Section 1060, by mandating the 
application of the residual method of 
allocation as prescribed in the 
regulations under section 338(b)(5), 
alleviates this controversy since the 
residual method does not require a 
separate determination of the value of 
goodwill and going concern value. 
Instead, under the residual method any 
“premium” paid in excess of the total 
fair market value of the purchased 
assets (other than goodwill or going 
concern value) is treated as payment for 
goodwill or going concern value. The 
mandatory application of the residual 
method of allocation also eliminates 
disparities in purchase price allocations 
that existed, prior to the enactment of 
section 1060, between asset purchases 
and stock purchases treated as asset 
purchases under section 338.

Section 1060(b) requires the seller and 
the purchaser to report certain 
information in connection with an 
applicable asset acquisition. The 
information reporting requirements are 
intended to encourage compliance with 
the substantive rules of section 1060 and 
to assist the Internal Revenue Service in 
identifying returns which are likely to 
involve an attempt to amortize goodwill 
or going concern value.

The temporary regulations define the 
term “applicable asset acquisition,” 
provide rules for allocating 
consideration under the residual method 
among the assets transferred (including 
increases or decreases in consideration 
occurring after the purchase date), and 
implement the reporting requirements of 
section 1060(b).
A pplicable A sset Acquisition

An “applicable asset acquisition” is 
any transfer, whether direct or indirect, 
or a group of assets constituting a trade 
or business with respect to which the 
purchaser’s basis is determined wholly

by reference to the consideration paid 
for the assets. (However, a transfer does 
not fail to be an applicable asset 
acquisition solely because section 1031 
(relating to like-kind exchanges) applies 
to a portion of the assets.) Under 
§ 1.106O-lT(b), a group of assets 
constitutes a trade or business if the use 
of such assets would constitute an 
active trade or business for purposes of 
section 355 or if their character is such 
that goodwill or going concern value 
could under any circumstances attach to 
such assets. A group of assets which 
constitutes a trade or business in the 
hands of the seller or the purchaser will 
constitute a trade or business for 
purposes of section 1060. Thus, for 
example, a purchaser cannot avoid the 
application of section 1060 by arguing 
that he will not use the assets of an 
acquired business in the same business. 
All the facts and circumstances 
surrounding the transaction are taken 
into account in determining whether a 
group of assets constitutes a trade or 
business. Factors to be considered 
include related transactions between the 
purchaser and seller such as a lease 
agreement, covenant not to compete, 
management contract, or other similar 
agreement between purchaser and seller 
(or managers, directors, owners, or 
employees of the seller); and the excess, 
if any, of the total consideration over the 
aggregate book value of the tangible and 
intangible assets (other than goodwill 
and going concern value) as shown in 
the purchaser’s financial accounting 
books and records.

The temporary regulations provide 
rules for the allocation of consideration 
when a portion of the group of assets, 
which constitutes a trade or business 
under section 1060, is exchanged for 
other assets in a transaction to which 
section 1031 applies. The like-kind 
property and other property or money 
which is treated as transferred in 
exchange for the like-kind property are 
excluded from the allocation rules of 
section 1060. The temporary regulations 
include rules for determining the amount 
of the other property or money which is 
treated as transferred in exchange for 
the like-kind property. A conforming 
amendment (new § 1.1031(d)-lT) is 
made to the section 1031 regulations. 
When finalized, the new paragraph will 
follow § 1.1031(d)-l(e). Rules relating to 
the transfer of a partnership interest are 
prescribed in new § 1.755-2T.

A llocation o f Consideration
Section 1.1060-1T (d) and (e) 

prescribes the method by which the 
seller and purchaser must allocate 
consideration among the assets
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transferred. The method of allocation is 
substantially the same as the method of 
allocation prescribed in § 1.338(b)-2T 
(relating to the allocation of adjusted 
grossed-up basis among the assets of the 
target corporation when a section 338 
election is made).

Section 1.1060-lT(d) identifies four 
classes of assets, which are identical to 
the four classes of assets identified in 
§ 1.338(b)-2T. “Class I assets” are cash, 
deposits in banks, and similar items. 
“Class II assets” are certificates of 
deposit, U.S. government securities, 
certain marketable stocks and 
securities, foreign currency, and similar 
items. “Class IV assets” are intangible 
assets in the nature of goodwill and 
going concern value. All assets not 
described above, specifically including 
accounts receivable, are “Class III 
assets.” As a general rule, a 
proportionate method of allocation is 
prescribed for the allocation of 
consideration within each class of 
assets, although a residual method of 
allocation is prescribed for allocation 
among the asset classes, allocation 
beginning with the lowest numbered 
class. After consideration is reduced by 
the amount of Class I assets, it is 
allocated among Class II assets in 
proportion to their fair market values as 
of the purchase date, and then among 
Class III assets in such proportion, and 
finally to Class IV assets. Thus, 
consideration is allocated within each of 
asset classes II and III to the extent of 
the fair market value of the assets in 
that class, with any remaining amount 
allocated to the next class of assets. The 
unallocated amount of consideration 
remaining after allocation among the 
Class III assets is allocated to Class TV 
assets, intangible assets in the nature of 
goodwill and going concern value.

The amount of consideration allocated 
to an asset, other than assets in the 
nature of goodwill and going concern 
value, cannot exceed its fair market 
value on the purchase date. The “fair 
market value” of an asset is its fair 
market value determined without regard 
to mortgages, liens, pledges, or other 
liabilities. However, the amounts 
assigned as fair market values by the 
seller, but not the purchaser, are subject 
to rules similar to section 7701(g)
(relating to fair market value in the case 
of property subject to nonrecourse 
indebtedness).

The amount of consideration allocated 
to an asset is also subject to any 
applicable limitations under the Code or 
general principles of tax law. Thus, for 
example, the amount of the 
consideration allocated by a purchaser 
to a player contract described in section

1056 cannot exceed the limitation 
imposed by that section.

In connection with the examination of 
a return, the Internal Revenue Service 
may challenge the taxpayer’s 
determination of the fair market value of 
any asset by any appropriate method 
and take into account all factors, 
including any lack of adverse tax 
interests between the parties. For 
example, in certain cases the Internal 
Revenue Service may make an 
independent showing of the value of 
goodwill and going concern value as a 
means of calling into question the 
validity of the taxpayer’s valuation of 
other assets.
Subsequent Adjustments to 
Consideration

Section 1.1060-lT(f) provides rules for 
the allocation of increases or decreases 
in consideration of either the purchaser 
or seller that occur after the purchase 
date. Increases in consideration are 
allocated among the assets in 
accordance with the general allocation 
rules set forth in § 1.1060-lT(d), subject 
to the limitation rules contained in 
§ 1.1060-lT(e). Thus, in general, the 
aggregate amount of consideration 
allocated to an asset may not exceed the 
asset’s fair market value on the 
purchase date, except for assets in the 
nature of goodwill and going concern 
value.

The rule for decreases in 
consideration is similar to the one for 
increases, except that decreases are 
allocated to assets in the reverse of the 
order in which consideration is 
allocated under § 1.1060-lT(d). Thus, as 
a general rule, decreases are allocated 
first among assets in the nature of 
goodwill and going concern value to the 
extent of the consideration previously 
allocated to them, and then as a 
decrease in the consideration previously 
allocated to other acquired assets.

The regulations provide that, if an 
asset has been disposed of, depreciated, 
amortized, or depleted by the purchaser 
before an increase (or decrease) in 
consideration is taken into account, the 
increase (or decrease) in consideration 
otherwise allocable to such asset by the 
purchaser is properly taken into account 
under principles of tax law applicable 
when part of the cost of an asset (not 
previously reflected in its basis) is paid 
(or reduced) after the asset has been 
disposed of, depreciated, amortized, or 
depleted. For purposes of this rule, an 
asset is considered to have been 
disposed of to the extent that its 
allocable portion of a decrease in 
consideration would reduce the 
purchaser’s basis in that asset below 
zero.

The regulations provide a special rule 
analogous to § 1.338(b)-3T(g) for 
allocating an increase (or decrease) in 
consideration that directly relates to the 
income produced by a particular 
intangible asset, such as a patent, 
copyright, or secret process (“contingent 
income assets”), as long as die increase 
(or decrease) in consideration is related 
to such contingent income asset and 
does not relate to other assets. Subject 
to the fair market value and other 
limitations in § 1.1060-lT(e), the 
increase (or decrease) in consideration 
is first allocated to the contingent 
income asset and then to other assets. 
Solely for purposes of applying the fair 
market value and other limitations to a 
contingent income asset, its fair market 
value shall be redetermined when the 
increase (or decrease) is taken into 
account. (For purposes of this 
redetermination, only those 
circumstances that resulted in the 
increase (or decrease) in consideration 
are taken into account.) In appropriate 
cases, the Internal Revenue Service may 
apply the principles of this provision to 
reallocate an increase (or decrease) in 
consideration among some of the assets 
to the extent such allocation is 
necessary to reflect properly the 
consideration that relates to each of 
those assets.

Reporting Requirements
Section 1.1060-lT(h) of the temporary 

regulations implements section 1060(b) 
by requiring that the seller and the 
purchaser in an applicable asset 
acquisition each report on Form 8594 
specific information about the allocation 
of consideration among the assets 
transferred. Each must file Form 8594 
with its income tax return or return of 
income for the taxable year that 
includes the purchase date. This 
reporting requirement applies to asset 
acquisitions occurring in a taxable year 
for which the due date (including 
extensions of time) of the income tax 
return or return of income is on or after 
September 13,1988.

Information that must be reported on 
Form 8594 includes:

a. The name, address, and taxpayer 
identification number of the purchaser 
and the seller;

b. The purchase date;
c. The total consideration of the 

assets;
d. Thè amount of consideration 

allocated to each class of assets and the 
aggregate fair market value of assets of 
each class;

e. A statement as to whether the 
purchaser and seller agreed upon the
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fair market value of the assets in a sales 
contract;

f. The useful life of each Class III 
intangible, amortizable asset; and

g. A statement as to whether, in 
connection with the acquisition of the 
group of assets, the purchaser also 
obtained a license or covenant not to 
compete or entered into a lease 
agreement, an employment contract, a 
management contract, or similar 
arrangement with the seller (or 
managers, directors, owners, or 
employees of the seller).

The purchaser or seller is required to 
make a supplemental statement on Form 
8594 concerning increases (or decreases) 
in the amount of consideration allocated 
to an asset if such increases (or 
decreases) in consideration occur after 
the end of its taxable year that includes 
the purchase date. Form 8594, reporting 
the increase (or decrease) in 
consideration, must be filed with the 
return for the taxable year in which the 
increase (or decrease) is taken into 
account if the due date of that return 
(including extensions of time) is on or 
after September 13,1988.

Interim procedures provide that, if 
Form 8594 is not available to the general 
public, the purchaser and the seller must 
furnish the information required under 
§ 1.1060-lT(h) by filing with their 
income tax returns acquisition 
statements (as the case may be) which 
include the information required under 
§ 1.1060-lT(h)(3).
Coordination o f Sections 1060 and 167

This document adds a new temporary 
regulation under section 167 to provide 
rules for computing the depreciable 
basis of any property which is included 
in an applicable asset acquisition under 
section 1060. The basis for depreciation 
of such a depreciable asset cannot 
exceed the amount of consideration 
allocated to that asset under section 
1060 and § 1.1060-lT. When the final 
regulations are promulgated, this new 
paragraph will become part of 
§ 1.167(a)-5.
Amendments to § 1.336(b)-3T

In response to public comment, this 
document amends § 1.338(b)—3T(g)(l)(ii), 
the special rule for allocating an 
increase (or decrease) in adjusted 
grossed-up basis that directly relates to 
the income produced by a “contingent 
income asset,” such as a patent, and 
does not relate to other assets. For 
purposes of applying the various 
limitation rules to the contingent income 
asset, its fair market value is 
redetermined when the increase (or 
decrease) in adjusted grossed-up basis 
is taken into account. The rule has been

amended to clarify that this 
redetermination is of the asset’s fair 
market value on the purchase date and 
that, for purposes of this 
redetermination, only those 
circumstances that resulted in the 
increase (or decrease) in consideration 
are taken into account.
Coordination o f Sections 1060 and 755

The principles of section 1060 apply to 
any transfer of an interest in a 
partnership to which section 743(b) or 
section 732(d) applies, but only for the 
purpose of determining the amount of 
the transferee partner’s basis 
adjustment that must be allocated to 
goodwill and going concern value 
(hereinafter referred to as “goodwill”) 
under section 755. Temporary regulation 
§ 1.755-2T provides rules for 
determining the fair market value of 
partnership property and provides that 
these values must be used for purposes 
of allocating basis under § 1.755-1. 
Under § 1.755-2T(b)(l), the fair market 
value of partnership property other than 
goodwill is determined on the basis of 
all the facts and circumstances.

Section 1.755-2T(b)(2) provides that 
the fair market value of a partnership’s 
goodwill is deemed to equal the amount 
(not below zero) which if assigned to 
partnership goodwill would result in a 
liquidating distribution to the transferee 
partner equal to such partner’s basis for 
the transferred partnership interest if all 
partnership property were sold for its 
fair market value and the proceeds of 
that sale were distributed to the 
partners. The Service is currently 
studying whether to provide additional 
regulations to address any situations in 
which a different method of valuing 
goodwill would be more accurate, and 
invites comment on such situations and 
alternative rules for valuing goodwill.

Consistent with the purpose of section 
1060, the temporary regulation is 
intended to overrule the decision in 
United States v. Cornish, 348 F.2d 175 
(9th Cir. 1965). Although the regulation 
provides a new procedure for 
determining the value of goodwill,
§ 1.755-2T(d) provides that the 
requirements of the temporary 
regulation will be deemed to be satisfied 
with respect to any transfer made before 
July 15,1988 if the amount of any basis 
adjustment under section 743(b) or 
section 732(d) made as a result of such 
transfer that is allocated to each item of 
partnership property other than goodwill 
does not exceed the amount equal to the 
difference between the transferee 
partner’s share of the partnership basis 
of such property and the partner’s share 
of the fair market value of such 
property.

Except as provided in § 1.755-2T, 
section 1060 does not affect the 
determination of a transferee partner’s 
share of the basis of partnership 
property or the determination of the 
basis of property distributed by the 
partnership.

Special Analyses

A general notice of proposed 
rulemaking is not required by 5 U.S.G. 
553 for temporary regulations. 
Accordingly, these temporary 
regulations do not constitute regulations 
subject to the Regulatory Flexibility Act 
(5 U.S.C. chapter 6). The Commissioner 
of Internal Revenue has determined that 
this temporary rule is not a major rule as 
defined in Executive Order 12291 and 
that a regulatory impact analysis 
therefore is not required.

Drafting Information

The principal author of the temporary 
regulations under sections 167, 338,1031, 
and 1060 is Judith C. Winkler of the 
Legislation and Regulations Division of 
the Office of Chief Counsel, Internal 
Revenue Service. The principal author of 
the temporary regulations under section 
755 is Robert E. Shaw of the Legislation 
and Regulations Division, Office of 
Chief Counsel, Internal Revenue 
Service. However, other personnel from 
the Internal Revenue Service and 
Treasury Department participated in 
developing the regulations, both on 
matters of substance and style.

List of Subjects

26 CFR 1.61-1—1.281—4
Income taxes, Taxable income. 

Deductions, Exemptions.

26 CFR 1.301-1—1.383-3
Income taxes, Corporations,

Corporate distributions, Corporate 
adjustments, Reorganizations.

26 CFR 1.701-1—1.771-1
Income taxes, Partnerships.

26 CFR 1.1001-1—1.1102-3
Income taxes, Gain and loss, Basis, 

Nontqxable exchanges.

26 CFR PART 602
Reporting and recordkeeping 

requirements.

Adoption of Amendments to the 
Regulations

Accordingly, Parts 1 and 602 of Title 
26 of the Code of Federal Regulations 
are amended as follows:
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PART 1—INCOME TAX: TAXABLE 
YEARS BEGINNING AFTER 
DECEMBER 31,1986

Paragraph 1. The authority citation for 
Part 1 is amended by adding the 
following citation:

Authority: 26 U.S.C. 7805: * * * § 1 .338(b )-  
3T is also issued under 26 U.S.C. 338; * * *
§ 1 .755 -2T  is also issued under 26 U.S.C. 755;
* * * § 1 .1060-1T  is also issued under 26  
U.S.C . 1060.

Par. 2. There is added in the 
appropriate place a new § 1.1060-lT.
The new section reads as follows:

§ 1.1060-1T Special allocation rules for 
certain asset acquisitions (tem porary).

(a) Scope—(1) In general. This section 
prescribes rules relating to the 
requirements of section 1060, which, in 
the case of an applicable asset 
acquisition, requires the transferor (the 
"seller”) and the transferee (the 
“purchaser”) each to allocate the 
consideration paid or received in the 
transaction among the assets transferred 
in the same manner as amounts are 
allocated under section 338(b)(5)
(relating fo the allocation of adjusted 
grossed-up basis among the assets of the 
target corporation when a section 338 
election is made). In the case of an 
applicable asset acquisition described in 
paragraph (b)(1) of this section, sellers 
and purchasers must allocate the 
consideration under the residual 
method, as described in paragraph (d) of 
this section, in order to determine, 
respectively, the amount realized from, 
and the basis in, each of the transferred 
assets. Subsequent adjustments to the 
consideration for the transferred assets 
must be allocated under the residual 
method in the manner described in 
paragraph (f) of this section. For rules 
relating to an applicable asset 
acquisition that is the transfer of a 
partnership interest, see § 1.755-2T.

(2) E ffective date. This section applies 
with respect to any acquisition of assets 
that occurs after May 6,1986, unless it 
occurs pursuant to a binding contract in 
effect on May 6,1986, and at all times 
thereafter. The reporting requirements of 
this section apply to asset acquisitions 
occurring in a taxable year for which the 
due date (including extensions of time) 
of the income tax return or return of 
income is on or after September 13,1988. 
See paragraph (h) of this section for 
special effective dates for certain 
reporting requirements.

(3) Outline o f topics. In order to 
facilitate the use of this section, this 
paragraph (a)(3) lists the paragraphs, 
subparagraphs, and subdivisions 
contained in this section.
(a) Scope.

(1) In general.
(2) Effective date.
(3) Outline of topics.

(b) Applicable asset acquisition.
(1) In general.
(2) Assets constituting a trade or business.
(3) Examples.
(4) Like-kind exchange.

(c) Definitions.
(1) Consideration.
(2) Fair market value.
(3) Purchase date.

(d) Allocation of consideration among assets
under the residual method.

(1) Reduction in the amount of 
consideration for cash and other items 
designated by the Internal Revenue 
Service.

(2) Assets other than Class I assets.
(i) Class II assets.
(ii) Class III assets.
(iii) Class IV assets.

(e) Certain limitations and special rules for
consideration allocable to an asset.

(1) Allocation not to exceed fair market 
value.

(2) Other limitations.
(3) Liabilities taken into account in 

determining amount realized on 
subsequent disposition.

(4) Internal Revenue Service authority.
(f) Subsequent adjustments to consideration.

(1) In general.
(2) Allocation of increases in consideration.

(i) In general.
(ii) Effect of disposition or depreciation 
of assets by purchaser.

(3) Allocation of decreases in 
consideration.
(i) In general.
(ii) Effect of disposition of assets or 
reduction of basis below zero.

(4) Specific allocation of increases (or 
decreases) in consideration to certain 
contingent income assets.
(i) Patents and similar property.
(ii) Specific allocation.

(5) Internal Revenue Service authority.
(g) Examples.
(h) Applicable asset acquisition reporting

requirements.
(1) In general.
(2) Time and manner of reporting.

(i) In general.
(ii) Additional reporting requirement.

(3) Interim procedures.
(i) Asset acquisition statement.
(ii) Supplemental asset acquisition 
statement.
(iii) Taxpayer identification number.

(b) A pplicable asset acquisition—(1) 
In general. An “applicable asset 
acquisition” is any transfer, whether 
direct or indirect, of a group of assets if
(i) the assets transferred constitute a 
trade or business in the hands of either 
the seller or the purchaser and (ii) 
except as provided in paragraph (b)(4) 
of this section, the purchaser’s basis in 
the transferred assets is determined 
wholly by reference to the purchaser’s 
consideration.

(2) A ssets constituting a trade or 
business. For purposes of this section, a

group of assets constitutes a trade or 
business if the use of such assets would 
constitute an active trade or business 
for purposes of section 355. Even though 
a group of assets may not qualify as an 
active trade or business for purposes of 
section 355, it will constitute a trade or 
business for purposes of this section if 
its character is such that goodwill or 
going concern value could under any 
circumstances attach to such group. In 
making this determination, all the facts 
and circumstances surrounding the 
transaction shall be taken into account. 
Factors to be considered include:

(i) The existence of an excess of the 
total consideration over the aggregate 
book value of the tangible and 
intangible assets purchased (other than 
goodwill and going concern value) as 
shown in the financial accounting books 
and records of the purchaser; and

(ii) Related transactions, including 
lease agreements, licenses, convenants 
not to compete, employment contracts, 
management contracts, or other similar 
agreements between the purchaser and 
seller (or managers, directors, owners, 
or employees of the seller) in connection 
with the transfer.

(3) Exam ples. Paragraph (b) (1) and (2) 
of this section may be illustrated by the 
following examples:

Example (1). S  is a  high g ra d e  m ach in e  
sh o p  th a t m a n u fa c tu re s  m ic ro w a v e  
c o n n e c to rs  in lim ited  q u an tities . It is a  
su cce ssfu l c o m p a n y  w ith  a  rep u ta tio n  w ithin  
th e  in d u stry  a n d  am o n g  its  cu s to m e rs  for  
m an u factu rin g  unique, high qu ality  p ro d u cts . 
Its  tan g ib le  a s s e ts  co n s is t p rim arily  o f  
o rd in a ry  m a ch in e ry  fo r w o rk in g  m e ta l an d  
p la tin g . It h a s  n o t s e c r e t  fo rm u las o r  p a te n te d  
d raw in g s  o f  v a lu e . P  is a  c o m p a n y  th a t  
d esig n s, m an u fa c tu re s , a n d  m ark ets  
e le c tro n ic  co m p o n en ts . It w a n ts  to  estab lish  
a n  im m ed ia te  p re s e n c e  in th e m ic ro w a v e  
in d u stry , a n  a r e a  in w h ich  it p rev io u sly  h a s  
n o t b e e n  en g ag ed . P  is acq u irin g  a s s e ts  o f  a  
n u m b er o f  sm a lle r  co m p a n ie s  a n d  h o p es  th a t  
th e se  a s s e ts  w ill c o lle c tiv e ly  a llo w  it to  offer  
a  b ro a d  p ro d u ct m ix . P  a cq u ire s  th e a s s e ts  o f  
S  in o rd e r  to  au g m en t its  p ro d u ct m ix  a n d  to  
p ro m o te  its  p re s e n c e  in th e m icro w a v e  
in d u stry . P  w ill n o t u se  th e a s s e ts  a cq u ire d  
from  S  to  m a n u fa c tu re  m ic ro w a v e  
c o n n e c to rs . T h e  a s s e ts  tra n s fe rre d  a re  a s s e ts  
w h ich  co n stitu te  a  tra d e  o r  b u sin e ss  in th e  
h a n d s  o f  th e se ller. T h u s, P ’s p u rch a se  o f  S ’s  
a s s e ts  is a n  a p p lica b le  a s s e t  acq u isitio n . T h e  
f a c t  th a t P  w ill n o t u se  th e a s s e ts  acq u ire d  
from  S to  co n tin u e  th e  b u sin ess  o f  S d o e s  n o t  
a ffe c t th is co n clu sio n .

Example (2). S , a  so le  p ro p rie to r  w h o  
o p e ra te s  a  r e s ta u ra n t, le a s e s  th e  building  
h ousin g th e  re s ta u ra n t a n d  se lls  a ll its  
re s ta u ra n t eq u ip m en t to  P . S ’s u se  o f  th e  
bu ilding an d  th e  re s ta u ra n t equ ip m en t 
co n stitu te  a  tra d e  o r  b u sin ess . P  b eg in s  
o p era tin g  a  re s ta u ra n t in th e building it 
le a s e s  from  S . B e c a u s e  th e a s s e ts  tra n sfe rre d  
to g e th e r  w ith  th e a s s e t  le a s e d  a r e  a s s e ts
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w hich constitute a  trade or business, F s  
purchase of S’s asse ts  is an  applicable asset  
acquisition.

Exam ple (3). The S corporation conducts 
various business enterprises including a retail 
store in State X that conducts activities that 
meet the active trade or business 
requirements for purposes of section 355. P is 
a minority shareholder of S. In complete 
redemption of P’s stock in S held by P within 
the meaning of section 302(b)(3), S distributes 
to P all the assets of S used in S’s retail 
business in State X. The distribution of S's 
assets in redemption of P’s stock is treated as 
a sale or exchange, and P’s basis in the assets 
transferred is determined wholly by reference 
to the consideration paid, the S stock. Thus, 
S's distribution of assets constituting a trade 
or business to P is an applicable asset 
acquisition.

(4) Like-kind exchange. 
Notwithstanding the fact that a portion 
of a group of assets which constitute a 
trade or business is exchanged for like- 
kind property, the transaction 
nevertheless may constitute an 
applicable asset acquisition. For 
purposes of this subparagraph (4), Hke- 
kind property means any property 
permitted by section 1031,1035, or 1036 
to be received without the recognition of 
gain or loss. For purposes of determining 
whether the transaction constitutes an 
applicable asset acquisition, (i) the fact 
that, by reason of section 1031(d), the 
purchaser’s basis in the group of assets 
is not determined wholly by reference to 
the consideration paid is disregarded, 
and (ii) whether the assets transferred 
constitute a trade or business is 
determined by taking into account all 
the assets transferred (including the 
like-kind property). If an applicable 
asset acquisition includes like-kind 
property, then for purposes of allocating 
consideration among the assets under 
paragraph (d) of this section, the like- 
kind property exchanged and any other 
property or money which is treated as 
transferred in exchange for the like-kind 
property are excluded. The basis in and 
the gain or loss recognized from the like- 
kind property exchanged and the other 
property (if any) which is treated as 
transferred in exchange for the like-kind 
property is determined under section 
1031. For purposes of this section, the 
amount of money and other property 
that is treated as transferred in 
exchange for the like-kind property is 
equal to so much of the amount of 
money and the fair market value of 
other property as does not exceed the 
difference between the fair market 
values of the like-kind properties 
exchanged. The money and other 
property that are treated as transferred 
in exchange for the like-kind property 
(and which are excluded from the assets 
to which section 1060 applies) are

considered to come from the following 
assets in the following order first from 
Class I assets, then from Class II assets, 
then from Class III assets, and then from 
Class IV assets. For this purpose, 
liabilities assumed (or to which the like- 
kind property or other property that is 
part of the like-kind exchange is subject) 
are treated as Class I assets. See 
Exam ple (3) in paragraph (g) of this 
section for an example of the 
application of section 1060 to a single 
transaction which is, in part a like-kind 
exchange.

(c) D efinitions—(1) Consideration.
The purchaser’s consideration is the 
cost of the assets acquired in the 
applicable asset acquisition. The seller’s 
consideration is the amount realized 
from the applicable asset acquisition 
under section 1001(b).

(2) Fair m arket value. Generally, the 
fair market value of an asset is its gross 
fair market value [i.e., fair market value 
determined without regard to mortgages, 
liens, pledges, or other liabilities). 
However, for purposes of determining 
the amount of the seller’s gain or loss, 
the fair market value of any property 
subject to a nonrecourse indebtedness 
shall be treated as being not less than 
the amount of such indebtedness. (For 
purposes of the preceding sentence, a 
liability that was incurred by reason of 
the acquisition of the property is 
disregarded to the extent that such 
liability was not taken into account in 
determining the seller’s basis in such 
property.)

(3) Purchase date. The purchase date 
is the date on which the applicable asset 
acquisition occurs.

(d) A llocation o f  consideration among 
assets under the residual m ethod—(1) 
Reduction in the amount o f  
consideration fo r  cash and other item s 
designated by  the Internal Revenue 
Service. Consideration is first reduced 
by the amount of Class I assets (if any) 
transferred by the seller. Class I assets 
are cash, demand deposits and like 
accounts in banks, savings and loan 
associations (and other depository 
institutions), and other similar items 
designated in the Internal Revenue 
Bulletin by the Internal Revenue Service. 
The amount of the consideration 
remaining after the reduction is to be 
allocated to the other assets transferred.

(2) A ssets other than Class I  assets. 
Subject to the limitations and other 
special rules of paragraph (e) of this 
section, consideration (as reduced by 
the amount of Class I assets) is 
allocated among Class II assets 
transferred by the seller in proportion to 
the fair market values of such Class II 
assets on the purchase date, then among 
Class III assets transferred by the seller

in proportion to the fair market values of 
such Class III assets on that date, and 
finally to Class IV assets.

(1) Class II assets. Class II assets are 
certificates of deposit, U.S. government 
securities, readily marketable stock or 
securities (within the meaning of
§ 1.351—1(c)(3)), foreign currency, and 
other items designated in the Internal 
Revenue Bulletin by the Internal 
Revenue Service.

(ii) Class III assets. Class III assets 
are all assets (other than Class I, II, and 
IV assets), both tangible and intangible 
(whether or not depreciable, depletable, 
or amortizable), including furniture and 
fixtures, land, buildings, equipment, 
accounts receivable, and covenants not 
to compete.

(iii) Class IV  assets. Class IV assets 
are intangible assets in the nature of 
goodwill and going concern value.

(e) Certain lim itations and special 
rules fo r  consideration allocable to an 
asset—(1) Allocation not to ex ceed  fa ir  
m arket value. The amount of 
consideration allocated to an asset 
(other than Class IV assets) shall not 
exceed the fair market value of that 
asset on the purchase date.

(2) Other lim itations. The amount of 
consideration allocated to an asset is 
subject to any applicable limitations 
under the Code or general principles of 
tax law. For example, if the applicable 
asset acquisition is a transaction 
described in section 1056(a) (relating to 
basis limitation for player contracts 
transferred in connection with the sale 
of a franchise), the amount of 
consideration the purchaser may 
allocate to a contract for the services of 
an athlete shall not exceed the 
limitation imposed by that section.

(3) Liabilities taken into account in 
determining amount realized  on 
subsequent disposition. In determining 
the amount realized on a subsequent 
sale or other disposition of property 
acquired by the purchaser, the entire 
amount of any liability included in 
determining the purchaser’s 
consideration is considered to be an 
amount taken into account in 
determining the purchaser’s basis in 
property which secures such liability for 
purposes of applying § 1.1001-2(a). Thus, 
if a liability is included in the 
purchaser’s consideration, § 1.1001- 
2(a)(3) shall not prevent the amount of 
such liability from being treated as 
discharged within the meaning of
§ 1.1001-2(a)(4) as a result of the 
purchaser’s sale or disposition of the 
property which secures such liability.

(4) Internal Revenue Service 
authority. In connection with the 
examination of a return, the Internal
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Revenue Service may challenge the 
taxpayer’s determination of the fair 
market value of any asset by any 
appropriate method and take into 
account all factors, including any lack of 
adverse tax interests between the 
parties. For example, in certain cases 
the Internal Revenue Service may make 
an independent showing of the value of 
goodwill and going concern value as a 
means of calling into question the 
validity of the taxpayer’s valuation of 
other assets.

(f) Subsequent adjustments to 
consideration—(1) In gen eral If there is 
an increase or a decrease in 
consideration of either the seller or the 
purchaser after the purchase date that 
must be taken into account in order to 
adjust or redetermine, under applicable 
principles of tax law, the seller’s amount 
realized with respect to, or the 
purchaser’s cost of, the assets 
transferred, then such increase or 
decrease is allocated by the seller or the 
purchaser among the assets pursuant to 
this paragraph (f).

(2) Allocation o f increases in 
consideration—(i) In general. An 
increase in consideration is allocated 
under paragraph (d) of this section 
among the assets transferred. Amounts 
allocable to an asset (or with respect to 
an asset disposed of by the purchaser) 
are subject to the fair market value 
limitation and other limitations in 
paragraph (e) of this section. Except as 
provided in paragraph (f)(4)(ii) of this 
section, for the purpose of applying 
paragraph (e) of this section, the fair 
market value is the fair market value on 
the purchase date.

(ii) E ffect o f disposition or 
depreciation o f assets by  purchaser. If 
an asset has been disposed of, 
depreciated, amortized, or depleted by 
the purchaser before an increase in 
consideration is taken into account, the 
increase in consideration otherwise 
allocable to such asset by the purchaser 
shall be taken into account under 
principles of tax law applicable when 
part of the cost of an asset (not 
previously reflected in its basis) is paid 
after the asset has been disposed of, 
depreciated, amortized, or depleted.

(3) A llocation o f decreases in 
consideration—(i) In general. A 
decrease in consideration is allocated in 
the following order: (A) first, as a 
reduction in the amount previously 
allocated to Class IV assets, (B) second, 
as a reduction in the amount previously 
allocated to Class III assets in 
proportion to their fair market values, 
and (C) finally, as a reduction in the 
amount previously allocated to Class II 
assets in proportion to their fair market 
values. Decreases in consideration

allocated to an asset shall not exceed 
the amount of consideration previously 
allocated to that asset. Except as 
provided in paragraph (f)(4)(ii) of this 
section (relating to patents and similar 
property), the fair market value is the 
fair market value on the purchase date.

(ii) E ffect o f disposition o f assets or 
reduction o f basis below  zero. If an 
asset has been disposed of, depreciated, 
amortized, or depleted by the purchaser 
before a decrease in consideration is 
taken into account, the decrease in the 
purchaser’s consideration otherwise 
allocable to such asset shall be taken 
into account under principles of tax law 
applicable when the cost of an asset 
(previously reflected in basis) is reduced 
after the asset has been disposed of or 
depreciated, amortized, or depleted. For 
purposes of this subdivision (ii), an asset 
is considered to have been disposed of 
to the extent that its allocable portion of 
the decrease in consideration would 
reduce its basis below zero.

(4) S pecific allocation o f increases (or 
decreases) in consideration to certain  
contingent incom e assets—(i) Patents 
and sim ilar property. The specific 
allocation under paragraph (f)(4)(h) of 
this section of an increase (or decrease) 
in consideration applies if (A) the 
increase (or decrease) is the result of a 
contingency that directly relates to 
income produced by a particular 
intangible asset ("contingent income 
asset”), such as a patent, a secret 
process, or a copyright, and (B) the 
increase (or decrease) is related to such 
contingent income asset and not to other 
assets. Consideration as initially 
determined, and any increase (or 
decrease) in consideration to which this 
specific allocation rule does not apply, 
are allocated among the assets 
(including contingent income assets) in 
accordance with the provisions of 
paragraph (f) (2) and (3) of this section.

(ii) S pecific allocation. Subject to the 
fair market value and other limitations 
in paragraph (e) of this section, any 
increase (or decrease) in consideration 
to which this subdivision (ii) applies is 
allocated first, specifically to the 
contingent income asset to which the 
increase (or decrease) relates and, then, 
under paragraph (f) (2) (or 3)) of this 
section. Solely for purposes of applying 
the fair market value and other 
limitations to a contingent income asset, 
the fair market value of such asset on 
the purchase date shall be redetermined 
when the increase (or decrease) is taken 
into account. (For purposes of this 
redetermination, only those 
circumstances that resulted in the 
increase (or decrease) in consideration 
are taken into account.) This 
redetermination does not affect the fair

market value limitations or other 
limitations as they apply to other 
transferred assets.

(5) Internal Revenue Service 
authority. In connection with the 
examination of a return, the Internal 
Revenue Service, in appropriate cases, 
may apply the principles of paragraph
(f)(4) of this section to allocate an 
increase (or decrease) in consideration 
among particular assets to the extent 
such allocation is necessary to reflect 
properly the consideration that relates 
to each of those assets.

(g) Examples. The provisions of 
paragraphs (b), (d), (e), and (f) of this 
section may be illustrated by the 
following examples:

Exam ple (1). (i) On January 1,1987, S, a 
sole proprietor, sells to P, a corporation, a 
group of assets which constitute a trade or 
business under paragraph (b)(2) of this 
section. P pays S $2,000 in cash and assumes 
$1,000 in liabilities. Thus, the total 
consideration is $3,000.

(ii) A ssum e that P acquires no C lass I 
asse ts  and that on the purchase date, the fair 
m arket values of the C lass II and III assets  S 
sold to P are as follows:

Asset
class Asset

Fair
market
value

II Portfolio of marketable securities.. $400
Total Class II.................... 400

III Furniture and fixtures................. 800
Building..................................... 800
Land......................................... 200
Equipment........ ........................ 400
Accounts receivable................... 100
Covenant not to compete............ 100

Total Class III.................... 2,400

(iii) Under paragraph (d) (1) and (2) of this 
section, the amount of consideration 
allocable to the Class II, III, and IV assets is 
the total consideration reduced by the 
amount of any Class I assets. Since P 
acquired no Class I assets, the total 
consideration of $3,000 is next allocated first 
to Class II and then to Class III assets. Since 
the fair market value of the Class II asset is 
$400, $400 of consideration is allocated to the 
Class II asset. Since the remaining amount of 
consideration is $2,600 [i.e., $3,000-$400), an 
amount which exceeds the sum of the fair 
market values of the Class III assets ($2,400), 
the amount allocated to each Class III asset 
is its fair market value. Thus, the total 
amount allocated to Class III assets is $2,400.

(iv) The amount allocated to the Class IV 
assets (assets in the nature of goodwill and 
going concern value) is $200 [i.e., $2,600- 
$2,400).

Exam ple (2). (i) Assume the same facts as 
in Exam ple (1). Assume further that P and S 
each use the calendar year as the taxable 
year, and that, on June 1,1989, P filed a claim 
against S alleging fraud in the sale of all the 
assets.
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(ii) On January 1 ,1 9 9 1 , S refunds $300 of 
the purchase price to P in a settlem ent of the 
1989 law suit.

(iii) Under paragraph (f)(3)(i) of this 
section, both S and P take into accou n t the 
$300 d ecrease  in consideration and allocate  it 
am ong the assets. First, since $200 of 
consideration previously w as allocated  to 
goodwill and going concern  value, $200 of the 
d ecrease  in consideration is allocated to that 
asset. The rem aining d ecrease in 
consideration ($100) is allocated  to the C lass  
III assets  in proportion to their fair m arket 
values on the purchase date as follows:

Asset
Fair

market
value

Allocation
fraction

De
crease

in
consid
eration 
($100 x 
Col. (2))

Furniture and
fixtures............ $800 800/2,400 $33.33

Building.............. 800 800/2,400 33.33
Land.................. 200 200/2,400 8.33
Equipment.......... 400 400/2,400 16.67
Accounts

receivable....... 100 100/2,400 4.17
Covenant not to

compete.......... 100 100/2,400 4.17
Total........ 2,400 100.00

(iv) In sum mary, the redeterm ined  
consideration that S received for the gorup of 
assets  is $2,700 after taking into accoun t the 
d ecrease in consideration. A fter allocating  
the d ecreae, P’s and S’s redeterm ined  
consideration is as follows:

Asset
Original

consider
ation

De
crease

in
consid
eration

Redeter
mined

consider
ation

Portfolio of 
marketable 
securities........ $400.00

800.00

$0.00

33.33

$400.00

766.67
Furniture and 

fixtures............
Building.............. 800.00 33.33 766.67
Land.................. 200.00 8.33 191.67
Equipment.......... 400.00 16.67 383.33
Accounts 

receivable....... 100.00 4.17 95.83
Covenant not to 

compete......... 100.00 4.17 95.83
Goodwill and 

going concern 
value.............. 200.00 200.00 0.00

Total........ 3,000.00 300.00 2,700.00

(v) A ssum e that, as a result of deductions 
under section 168, P ’s adjusted basis in the 
equipment im m ediately before the d ecrease  
in consideration is zero. P, therefore, treats  
the equipment as if it w ere disposed of before 
the d ecrease is taken into account. In 1991, P 
recognizes incom e of $16.67, the ch aracter of 
which is determ ined under the principles of 
Arrow sm ith v. Com m issioner, 344 U.S. 6 
(1952), and the ta x  benefit rule.

Exam ple  (3). (i) On January 1 ,1 9 8 7 , A  
transfers assets  X, Y, and Z w orth $1,000 to B 
in exchan ge for the assets  D, E, and F, worth  
$100 plus $1,000 cash.

(ii) A ssum e the exchange of assets  
constitutes an exchan ge of like-kind property  
to which section 1031 applies. A ssum e also  
that goodwill or going concern value could 
under any circu m stan ces attach  to each  
group of assets  and, therefore, each  group 
constitutes a trade or business under section  
1060.

(iii) A ssum e the fair m arket values of the 
assets  and the am ount of m oney transferred  
are as follows:

Asset
Fair

market
value

By A
X.......................................................... $400

400
200

Y.........................................................
Z ..........................................................

Total........................................... 1,000

40
30
30

1,000

By B
D .........................................................
E ................... ......................................
F .........................................................
Cash (amount)......................................

1,100

(iv) Under paragraph (b)(4) of this section, 
for purposes of allocating consideration  
under paragraph (d) of this section, the like- 
kind assets  exchan ged and any m oney or 
other property which are  treated  as  
transferred in exchan ge for the like-kind 
property are excluded from the application of 
section 1060,

(v) Since assets  X, Y, and Z and like-kind 
property, they are excluded from the 
application of the section  1060 allocation  
rules.

(vi) Since assets  D, E, and F are like-kind 
property, they are excluded from the 
application of the section 1060 allocation  
rules. In addition, $900 of the $1,000 cash B 
gave to A  for A ’s like-kind assets  is treated  
as transferred in exchan ge for the like-kind 
property in order to equalize the fair m arket 
values of the like-kind assets. Therefore, $900  
of the cash  is excluded from the application  
of the section 1060 allocation rules.

(vii) $100 of the cash  is a llocated  under 
section 1060 and paragraph (d) of this section.

(viii) A, as transferor of assets X, Y, and Z, 
received $100 that must be allocated under 
section 1060 and paragraph (d) of this section. 
Since A transferred no Class I, II, or III assets 
to which section 1060 applies, the $100 is 
allocated to Class IV assets (assets in the 
nature of goodwill and going concern value).

(ix) A, as transferee of assets  D, E, and F, 
gave consideration only for assets  to which  
section 1031 applies. Therefore, the allocation  
rules of section 1060 and paragraph (d) of this 
section are not applied to determ ine the 
b ases of the assets  A received.

(x) B, as transferor of assets  D, E, and F, 
received consideration only for assets  to 
which section 1031 applies. Therefore, the 
allocation rules of section 1060 do not apply 
in determ ining B ’s gain or loss.

(xi) B, as transferor of assets X, Y, and Z, 
gave A  $100 that must be allocated under 
section 1060 and paragraph (d) of this section. 
Since B received from A  no Class I, II or III 
assets to which section 1060 applies, the $100

consideration is allocated by B to Class IV 
assets (assets in the nature of goodwill and 
going concern value).

Exam ple  (4). (i) On January 1 ,1989 , S, a 
sole proprietor, sells to P a group of assets  
which constitutes a trade or business under 
paragraph (b)(2) of this section. S, who plans 
to retire im mediately, also execu tes a 
coven ant not to com pete in P’s favor. P pays 
S $3,000 in cash  and assum es $1,000 in 
liabilities. Thus, the total consideration is 
$4,000.

(ii) On the purchase date, P and S also 
execute a separate agreement that states that 
the fair market values of the Class II and III 
assets S sold to P are as follows:

Asset
class Asset

Fair
market
value

II.......... Portfolio of marketable securities. $500
Total Class II................... 500

Ill......... Furniture and fixtures................. 800
Building.................................... 800
Land......................................... 200
Equipment................................ 400
Construction contract................ 200
Covenant not to compete........... 900

Total Class III.................. 3,300

(iii) P and S each allocate the consideration 
in the transaction among the assets 
transferred under paragraph (d) of this 
section in accordance with the agreed upon 
fair market values of the assets, so that $500  
is allocated to Class II assets, $3,300 is 
allocated to Class III assets, and $200 ($4,000  
total consideration less $3,800 allocated to 
asset classes I, II and III) is allocated to the 
Class IV assets (assets in the nature of 
goodwill and going concern value).

(iv) In connection with the examination of 
P’s return, the District Director, in 
determining the fair market values of the 
assets transferred, may disregrd the parties’ 
agreement. Assume that the District Director 
correctly determines that the fair market 
value of the covenant not to compete was 
$100. Since the allocation of consideration 
among Class I, II, and III assets results in 
allocation up to the fair market value 
limitation, the $800 of unallocated 
consideration resulting from the District 
Director’s redetermination of the value of the 
covenant not to compete is allocated to Class 
IV assets.

(h ) A pplicable asset acqu isition  
reporting requirem ents— (1 ) In general. 
T h e  s e l l e r  a n d  th e  p u r c h a s e r  in  a n  
a p p l i c a b l e  a s s e t  a c q u i s i t i o n  e a c h  s h a l l  
r e p o r t  i n f o r m a t io n  c o n c e r n i n g  th e  
a m o u n t  o f  c o n s i d e r a t i o n  in  th e  
t r a n s a c t i o n  a n d  i t s  a l l o c a t i o n  a m o n g  th e  
a s s e t s  t r a n s f e r r e d .  T h e y  a l s o  m u s t  
r e p o r t  i n f o r m a t io n  c o n c e r n i n g  
s u b s e q u e n t  a d j u s t m e n t s  to  
c o n s i d e r a t i o n .  F o r  r e p o r t in g  
r e q u i r e m e n t s  r e la t in g  to  th e  t r a n s f e r  o f  
th e  p a r t n e r s h i p  i n t e r e s t ,  s e e  § 1 .7 5 5 -  
2 T ( c ) .
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(2) Time and manner o f reporting—(i) 
In general. The seller and the purchaser 
each must file asset acquisition 
statements on Form 8594 with their 
income tax returns or returns of income 
for the taxable year that includes the 
purchase date. This reporting 
requirement applies to asset 
acquisitions that occur in a taxable year 
for which the due date (including 
extensions of time) of the income tax 
return or return of income is on or after 
September 13,1988.

(ii) A dditional reporting requirement. 
If the amount of consideration allocated 
to any asset by the seller or the 
purchaser is increased (or decreased) 
after the taxable year that includes the 
purchase date, the seller or purchaser 
making the increase (or decrease) shall 
file a supplemental asset acquisition 
statement on Form 8594 with the income 
tax return or return of income for the 
taxable year in which the increase (or 
decrease) is properly taken into account. 
This reporting requirement applies to an 
increase (or decrease) in the amount of 
consideration allocated to any asset that 
is properly taken into account in a 
taxable year for which the due date 
(including extensions of time) of the 
income tax return or return of income is 
on or after September 13,1988, even if 
the seller or purchaser may not have 
been required to file an asset acquisition 
statement for the taxable year that 
included the purchase date because of 
the effective date rule in paragraph
(h)(2) (i) of this section.

(3) Interim procedures—(i) A sset 
acquisition statement. If Form 8594 has 
not been made available to the general 
public, an asset acquisition statement 
prepared by the seller or purchaser (as 
the case may be) shall be filed in lieu of 
Form 8594. This statement must:

(A) Be identified prominently as an 
“ASSET ACQUISITION STATEMENT 
UNDER SECTION 1060”.

(B) State the name, address, and 
taxpayer identification number of the 
purchaser and the seller.

(C) State the purchase date.
(D) State the total amount of 

consideration for the assets.
(E) List the amount of Class I assets 

and list separately the aggregate fair 
market values of the Class II and the 
Class III assets.

(F) State whether the amount of Class 
I assets and the fair market values listed 
for asset Classes II and III were agreed 
upon in a sales contract or in some other 
written document signed by both 
parties.

(G) List for each of asset Classes I, II, 
III, and IV the aggregate amount of 
consideration allocated to the assets in 
the class.

(H) State whether the purchaser and 
seller provided for an allocation of the 
purchase price in the sales contract or in 
some other written document signed by 
both parties.

(I) List each Class III intangible 
amortizable asset, its fair market value, 
its useful life, and the amount of 
consideration allocated to i t

(J) State whether, in connection with 
the acquisition of the group of assets, 
the purchaser also obtained a license or 
a covenant not to compete or entered 
into an employment contract, a lease 
agreement, management contract or 
similar arrangement with the seller (or 
managers, directors, owners, or 
employees of the seller). Specify the 
type of such agreement, and state the 
maximum amount of consideration 
(exclusive of interest) paid or to be paid 
pursuant to the agreement. The 
maximum amount of consideration paid 
(or to be paid) pursuant to the 
agreement is determined by assuming 
that any contingencies contemplated by 
the agreement are met or otherwise 
resolved in a manner that will maximize 
the consideration paid or to be paid. If 
the maximum amount of consideration 
cannot be determined as of the close of 
the taxable year in which the applicable 
asset acquisition occurs, then state the 
manner in which the amount of 
consideration is to be computed and the 
period over which it is to be paid.

(ii) Supplem ental asset acquisition  
statem ent. If Form 8594 is not available 
to the general public, a supplemental 
asset acquisition statement prepared by 
the seller or purchaser (as the case may 
be) shall be filed in lieu of that form. 
This statement must:

(A) Be identified prominently as a 
“SUPPLEMENTAL ASSET 
ACQUISITION STATEMENT UNDER 
SECTION 1060 FOR [insert name of 
purchaser or seller]”.

(B) Contain the information required 
under paragraph (h)(3)(i) (B), (C), and
(D) of this section.

(C) List for each of asset Classes I, II, 
III, and IV the aggregate amount of 
consideration previously allocated to 
the assets in the class.

(D) State the amount of and the 
reason for the increase (or decrease) in 
the consideration.

(E) List for each of asset Classes I, II, 
III, and IV the redetermined aggregate 
amount of consideration allocated to the 
assets in each class.

(F) State the form number of the 
return and tax year or years for which 
the original and any supplemental asset 
acquisition statements were filed. (If an 
original or supplemental asset 
acquisition statement was not filed

because the reporting requirements were 
not in effect, so state.)

(iii) Taxpayer identification number. 
For provisions concerning the requesting 
and furnishing of identifying numbers, 
see section 6109 and the regulations 
thereunder.

Part. 3. Immediately after § 1.167(a)-5, 
there is added a new § 1.167(a)-5T to 
read as follows:

§ 1.167(a)-5T Application of section 1060 
to section 167 (temporary).

In the case of an acquisition of a 
combination of depreciable and 
nondepreciable property for a lump sum 
in an applicable asset acquisition to 
which section 1060 applies, the basis for 
depreciation of the depreciable property 
cannot exceed the amount of 
consideration allocated to that property 
under section 1060 and § 1.1060-1T.

§ 1.338(b)-3T [Amended]

Par. 4. Section 1.338(b)-3T is amended 
as follows:

1. The second sentence in paragraph
(g)(l)(ii) is amended by removing the 
words “may be redetermined as of the 
time” and by adding m their place the 
words “at the beginning of the day after 
the acquisition date shall (may, in the 
case of qualified stock purchases for 
which the aquisition date is before 
September 16,1988 be redetermined”.

2. A new sentence is added after the 
second sentence of paragraph (g)(l)(ii). 
The new sentence reads as set forth 
below.

3. Example (6) (v) in paragraph (j) is 
revised to read as set forth below.

4. Example (7) (iii) in paragraph (j) is 
amended by adding the following new 
sentence at the end thereof: “(For 
purposes of this redetermination, only 
those circumstances that resulted in the 
decrease to AGUB are taken into 
account.)”

5. A new Exam ple (8) is added to 
paragraph (j) to read as set forth below.

§ 1.338(b)-3T Subsequent adjustments to  
adjusted gross-up basis (temporary)
★  *  *  *  *

(g) Special rule for allocation of 
increases (or decreases) in adjusted 
grossed-up basis to specific assets—(1) 
Patents and similar property. * * *

(ii) Specific allocation. * * * (For 
purposes of this redetermination, only 
those circumstances that resulted in the 
increase (or decrease) to adjusted 
grossed-up basis are taken into 
account.) * * *
* * * * *

(j) Examples. * * *
Example (6). * * *
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(v) Assume that on January 1,1990, the fair 
market value of the secret process is 
redetermined to be $52. (For purposes of this 
redetermination, only those circumstances 
that resulted in the increase to AGUB are 
taken into account.)
* * * * *

Example (8). T h e  f a c ts  a r e  th e  s a m e  a s  in  
E x a m p le  (6 ) e x c e p t  th a t th e in tan g ib le  C la ss  
III a s s e t  is a  p a te n t in s te a d  o f  a  s e c r e t  
p r o c e s s . T h e  re d e te rm in a tio n  o f  th e  fa ir  
m a rk e t v a lu e  o f  th e  p a te n t on  Ja n u a ry  1,1990, 
is m a d e  w ith o u t re g a rd  to  th e  d e c r e a s e  in th e  
rem ain in g  life o f  th e  p a te n t b e c a u s e  th a t is  
n o t a  c irc u m s ta n c e  th a t re su lte d  in th e  
in c r e a s e  in  A G U B .

Par. 5. Immediately after § 1.755-1, 
there is added a new § 1.755-2T to read 
as follows:

§ 1.755-2T Coordination of sections 755 
and 1060 (temporary).

(a) Coordination with section 1060—
(1) In g en eral If there is a basis 
adjustment to which this section 
applies—

(1) The fair market value of each item 
of partnership property must be 
determined under this section; and

(ii) The rules of § 1.755-1 must be 
applied using the values so determined.

(2) Application of this section. This 
section applies to any basis adjustment 
made under section 743(b) (relating to 
certain transfers of interests in a 
partnership) or section 732(d) (relating 
to certain partnership distributions), if 
assets of the partnership constitute a 
trade or business for purposes of section 
1060(c).

(b) Determining the fair market value 
of partnership property—(1) Property 
other than that in the nature of goodwill 
or going concern value. For purposes of 
this section, the fair market value of 
each item of partnership property (other 
than property in the nature of goodwill 
or going concern value) shall be 
determined on the basis of all the facts 
and circumstances.

(2) Property in the nature of goodwill 
or going concern value. For purposes of 
paragraph (a) of this section, the fair 
market value of partnership property in 
the nature of goodwill or going concern 
value (referred to hereinafter in this 
section as goodwill) shall be deemed to 
equal the amount (not below zero) 
which if assigned to such property 
would result in a liquidating distribution 
to the transferee partner equal to such 
partner’s basis for the transferred 
partnership interest immediately after 
the transfer (reduced by the amount, if 
any, of such basis that is attributable to 
partnership liabilities) if—

(i) All partnership property were sold

immediately after such transfer for an 
amount equal to the fair market value of 
such property (as determined under this 
section), and

(ii) The proceeds of that sale were, 
after the payment of all partnership 
liabilities (within the meaning of section 
752 and the regulations thereunder), 
distributed to the partners.

(c) Cross-reference. See § § 1.732- 
1(d)(3) and 1.743—1(b)(3) for rules 
requiring a transferee partner to attach a 
statement to such partner’s return 
showing the computation of the special 
basis adjustment and the partnership 
properties to which the adjustment is 
allocated under section 755.

(d) E ffective date. This section applies 
to any basis adjustment under section 
743(b) made as a result of any transfer 
of a partnership interest made after May
6,1986, unless such transfer is made 
pursuant to a binding contract that was 
in effect on May 6,1986, and at all times 
thereafter prior to such transfer. 
However, the requirements of this 
section shall be deemed to be satisfied 
with respect to any transfer made on or 
before July 15,1988, if the amount of any 
basis adjustment under section 743(b) or 
section 732(d) made as a result of such 
transfer that is allocated to each item of 
partnership property (other than 
goodwill) does not exceed the amount 
equal to the difference between the 
transferee partner’s share of the 
partnership basis of such property and 
such partner’s share of the fair market 
value of such property.

(e) Example. The provisions of this 
section may be illustrated by the 
following example which assumes that 
the assets of the partnership constitute a 
trade or business under section 1060 and 
that the partnership has an election in 
effect under section 754 at the time of 
the sale of the partnership interest.

Exam ple (1). A is a member of partnership 
ABC. ABC has three assets: a building with a 
fair market value of $2,000,000, equipment 
with a fair market value of $800,000 and 
goodwill. ABC has no liabilities. A has a one- 
third interest in partnership capital and 
profits. A sells his partnership interest to D 
for $1,000,000. Under paragraph (b)(2) of this 
section, the fair market value of goodwill is 
deemed to equal the value that must be 
assigned to goodwill in order for the 
partnership to distribute $1,000,000 to D if it 
were to sell all of its property at fair market 
value (in the case of goodwill, its assigned 
value) and completely liquidate after D’s 
purchase of A’s partnership interest. In order 
for D, a one-third partner, to receive a 
liquidation distribution of $1,000,000, the 
partnership would have to sell all partnership 
property for a total of $3,000,000. The fair 
market value of partnership property other

than goodwill is $2,800,000. Therefore, 
goodwill must be assigned a  value of $200,000  
($3,000,000 -  $2,800,000) in order for D to 
receive a liquidating distribution of 
$1,000,000. A ccordingly, D’s section 743(b) 
b asis adjustm ent must be allocated  under 
§ 1 .755-1  using a fair m arket value of $200,000  
for goodwill.

Par. 6. Immediately after § 1.1031(d)-l, 
there is added a new § 1.103(d)-lT to 
read as follows:

§ 1.1031(d)—1T Coordination of section 
1060 with section 1031 (temporary).

If the properties exchanged under 
section 1031 are part of a group of assets 
which constitute a trade or business 
under section 1060, the like-kind 
property and other property or money 
which are treated as transferred in 
exchange for the like-kind property shall 
be excluded from the allocation rules of 
section 1060. However, section 1060 
shall apply to property which is not like- 
kind property or other property or 
money which is treated as transferred in 
exchange for the like-kind property. For 
application of the section 1060 allocation 
rules to property which is not part of the 
like-kind exchange, see § 1.1060-lT (b),
(d), and (g) Exam ple (3).

PART 602—OMB CONTROL NUMBERS 
UNDER THE PAPERWORK 
REDUCTION ACT

Par. 7. The authority citation for 26 
CFR Part 602 continues to read as 
follows:

Authority: 26  U.S.C. 7805.

§ 602.101(c) [Amended]

Par. 8. Section 602.101(c) is amended 
by inserting in the appropriate place in 
the table “1.1060-lT . . . 1545-1021”.

There is a need for immediate 
guidance with respect to the provisions 
contained in this Treasury decision. For 
this reason, it is found impracticable to 
issue this Treasury decision with notice 
and public procedure under subsection
(b) of section 553 of Title 5 of the United 
States Code or subject to the effective 
date limitation of subsection (d) of that 
section.
Law rence B . G ib b s,

Commissioner o f Internal Revenue.
Approved: July 8 ,1 9 8 8 .

O . Donaldson C h apoton,

Assistant Secretary o f the Treasury,

[FR Doc. 88-16095  Filed 7 -1 5 -8 8 : 8:45 am] 
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Bureau of Alcohol, Tobacco and 
Firearms

27 CFR Part 4

[T.D. ATF-275; Ref: Notice No. 656]

Alcoholic Content Statements on 
Labels of Wine, and the Related Type 
Size Requirements

AGENCY: Bureau of Alcohol, Tobacco 
and Firearms (ATF), Department of the 
Treasury.
a c t io n : Final rule; Treasury decision.

s u m m a r y : The Bureau of Alcohol, 
Tobacco and Firearms (ATF) is 
amending the regulations in 27 CFR Part 
4, by providing that statements of 
alcoholic content on labels of wine may 
appear in an abbreviated form, and in a 
form other than that currently 
prescribed. The Bureau is also 
increasing the maximum allowable type 
size for such alcoholic content 
statements from two millimeters to three 
millimeters. ATF believes the amended 
regulations will facilitate trade between 
domestic and foreign markets, 
particularly with the European 
Economic Community (EEC), by 
promoting harmonization of labeling 
requirements. In addition, the amended 
regulations will continue to provide the 
consumer with adequate information as 
to the alcoholic content of the wine 
product.
EFFECTIVE DATE: August 17, 1988.
FOR FURTHER INFORMATION CONTACT: 
James P. Ficaretta, Wine and Beer 
Branch, Bureau of Alcohol, Tobacco and 
Firearms, Ariel Rios Federal Building, 
1200 Pennsylvania Avenue NW., 
Washington, DC 20226 (202-566-7626). 
SUPPLEMENTARY INFORMATION: 

Background
Section 5 (e) and (f) of the Federal 

Alcohol Administration Act (FAA Act), 
27 U.S.C. 205 (e) and (f), provides, in 
general terms, that wine labeling and 
advertising shall not contain any 
statement which is false, deceptive, 
misleading, or is likely to mislead the 
consumer regarding the product. In 
addition, section 5 (e) and (f) authorizes 
the Secretary to prescribe such 
regulations as will provide the consumer 
with adequate information as to the 
identity and quality of the product 
except that, as specified in section 5(e), 
statements of alcoholic content on 
labels of wine are required only for 
products containing more than 14 
percent of alcohol by volume. Section 
5(f) prohibits statements of, or 
statements likely to be considered as

statements of, alcoholic content of 
wines in advertising.

Regulations which implement the 
provisions of section 5 (e) and (f), as 
they relate to wine, are set forth in Title 
27, Code of Federal Regulations (CFR), 
Part 4. Requirements for statements of 
alcoholic content on wine labels are 
prescribed in § 4.36(b). In essence, if a 
specific alcoholic content is to be 
disclosed, it shall appear as "Alcohol
____% by volume." If a range is to be
utilized, the alcoholic content statement
shall read as “Alcohol____% to ____%
by volume.”

The size of type requirements for the 
alcoholic content statements mentioned 
above are prescribed in § 4.38(b). 
Specifically, § 4.38(b)(3) reads as 
follows:

Alcoholic content statements shall not 
appear in script, type, or printing larger or 
more conspicuous than 2 millimeters nor 
smaller than 1 millimeter on labels of 
containers having a capacity of 5 liters or less 
and shall not be set off with a border or 
otherwise accentuated.
Petition

ATF received a petition, dated 
January 29,1988, filed by the Wine 
Institute, requesting that § 4.36(b) and 
4.38(b) be amended. The Wine Institute 
is an industry association of California 
wineries representing 538 California 
winery members.

Specifically, the petitioners requested 
that § 4.36(b)(1) be amended to permit 
the alcoholic content statement to 
appear in an abbreviated form as "Ale.
____% vol,” as an alternative to
“Alcohol____% by volume.” Similarly,
they requested that § 4.36(b)(2) be 
amended to permit the alcoholic content 
statement, when given as a range, to
appear as “A le.____% to % vol,” as
an alternative to “Alcohol____% to
____% by volume.”

The Wine Institute also requested that 
§ 4.38(b)(3) be amended, increasing the 
maximum allowable type size for 
alcoholic content statements from two 
millimeters to three millimeters.

According to the petitioners, the 
European Economic Community (EEC), 
which presently includes 12 Member 
States, has established regulations that 
make the disclosure of alcoholic content 
on wine labels mandatory as of May 1, 
1988, and that prescribe the form, and 
type size in which the alcoholic content 
statements may be made on wine labels.

Under the new EEC regulations, the 
alcoholic content figure must be 
followed by “% vol" and may be 
preceded by, among other alternatives, 
the abbreviation “ale.” The petitioners 
noted that “(TJhis requirement renders 
wine containers labeled in compliance

with BATF regulations unacceptable for 
shipment to the EEC without relabeling. 
The necessity of relabeling would be 
obviated by amending the regulation 
[§ 4.36(b)] to accommodate EEC 
language."

Regarding the type size of alcoholic 
content statements, the EEC now 
requires such statements to appear in 
printing no smaller than three 
millimeters. Current U.S. regulations 
(§ 4.38(b)) require that the alcoholic 
content statement appear in printing not 
larger than two millimeters. Again, wine 
containers labeled in compliance with 
U.S. regulations would be unacceptable 
for shipment to the EEC, and would 
have to be relabeled.

The petitioners stated that adoption of 
their proposed amendments would 
result in cost savings to U.S. wineries, 
since wines for export would not have 
to be relabeled in order to comply with 
EEC requirements. Further, wineries 
would not have to design new labels 
solely for products intended for sale in 
the EEC.

Subsequent to the filing of the Wine 
Institute petition, the Bureau received a 
letter (dated February 23,1988) on 
behalf of the National Association of 
Beverage Importers, Inc. (NABI), 
supporting the Wine Institute petition. 
NABI is an industry association 
representing more than 100 member 
companies that import over 90% of all 
alcoholic beverages brought into the 
U.S.

Notice No. 656
Consequently, ATF published a notice 

in the Federal Register (Notice No. 656, 
March 25,1988; 53 FR 9775), proposing to 
amend § 4.36(b) by providing that the 
alcoholic content statement may appear 
in an abbreviated form. However, the 
words “alcohol" and/or “volume,” if 
abbreviated, shall be shown as “ale.” 
(ale) and/or “vol.” (vol), respectively. 
ATF believes that consumers can easily 
recognize the words that these 
abbreviations represent.

The Bureau also proposed to amend 
§ 4.36(b) to provide for the alcoholic 
content to be disclosed on the label in a 
form other than that currently 
prescribed. Examples of such statements
included, “____% alcohol by volume,”
“___ % alcohol/volume,” “alcohol____ %
volume,” and “alcohol____% to “____%
volume." Again, if the words "alcohol” 
and/or “volume” are to be abbreviated, 
they shall be shown as “ale.” (ale) and/ 
or “vol.” (vol), respectively.

Finally, the Bureau proposed to amend 
§ 4.38(b)(3), by raising the maximum 
allowable type size for statements of 
alcoholic content from two millimeters
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to three millimeters. The comment 
period for Notice No. 656 closed on April
25,1988.
Analysis of Comments

In response to Notice No. 656, the 
Bureau received five comments. Four of 
the five comments supported the 
proposals made in the notice, and were 
submitted by—the French Federation 
des Exportateurs de Vins et de 
Spiritueux (FEVS), a private 
organization of more than 500 members 
representing all aspects of the French 
wine and spirits industry; the Federation 
Internationale des Industries et du 
Commerce en Gros des Vins Spiritueux, 
Eaux-de-vie et Liquers (FIVS), on behalf 
of its members (56 associations in 24 
countries); the Embassy of the Federal 
Republic of Germany, on behalf of the 
Republic, and; Heublein, Inc.

The opposing comment was submitted 
by the Center for Science in the Public 
Interest (CSPI). Of the three proposals 
made in Notice No. 656, CSPI objected 
to the one which would permit the 
alcoholic content statement to appear in 
a abbreviated form. Specifically, CSPI 
opposed the Bureau’s proposal to permit 
the abbreviation of the word “alcohol” 
as “ale.” (ale). In essence, CSPI 
contended that this proposal “makes the 
[alcoholic content] disclosure inherently 
smaller, less conspicuous, and more 
likely to be overlooked altogether” by 
consumers. Furthermore, CSPI stated 
that consumers may not be able to 
recognize the abbreviated form, and 
may be confused by it.

In regard to CSPI’s first concern, the 
Bureau does not believe that permitting 
the statement of alcoholic content to 
appear in an abbreviated form would 
result in its being “overlooked” by 
consumers. Under the labeling 
regulations (§ 4.32), statements of 
alcoholic content, including the use of 
the designation “table” (light) wine, are 
considered to be mandatory information 
and, as such, must comply with the 
requirements of § 4.38 as to legibility, 
size of type, etc. In addition, the 
regulations in § 4.32(a)(3) specify that 
statements of alcoholic content must 
appear on the brand (front) label. Thus, 
whether the word "alcohol” in the 
alcoholic content statement is spelled 
out, or abbreviated, the regulations 
require it to appear on the front label, 
legibly and conspicuously.

As to CSPI’s second concern, the 
Bureau is aware of the possibility that 
consumers might not be able to easily 
recognize the abbreviated form of the 
word "alcohol” depending, however, on 
how the word is abbreviated. For 
example, although “al.” is recognized as 
an acceptable abbreviation for the word

“alcohol,” the Bureau believes that 
consumers may be confused by it. Thus, 
as indicated in Notice No. 656, when the 
Bureau has permitted the alcoholic 
content of the wine to be disclosed on 
the label in an abbreviated form, only 
the abbreviations “ale.” (ale) and “vol.” 
(vol) were acceptable. This qualification 
was also included in the Bureau’s notice 
of proposed rulemaking.

Therefore, based on the above, the 
Bureau is adopting the regulations as 
proposed in the notice of proposed 
rulemaking.
Executive Order 12291

In compliance with Executive Order 
12291, 46 FR 13193 (1981), ATF has 
determined that this regulation is not a 
major rule since it will not result in:

(a) An annual effect on the economy 
of $100 million or more;

(b) A major increase in costs or prices 
for consumers, individual industries, 
Federal, State, or local government 
agencies, or geographic regions; or

(c) Significant adverse effects on 
competition, employment, investment, 
productivity, innovation, or on the 
ability of United States-based 
enterprises td compete with foreign- 
based enterprises in domestic or export 
markets.
Regulatory Flexibility Act

The provisions of the Regulatory 
Flexibility Act relating to a final 
regulatory flexibility analysis (5 U.S.C* 
604) are not applicable to this final rule 
because it will not have a significant 
economic impact on a substantial 
number of small entities. The final rule 
will not impose, or otherwise cause, a 
significant increase in reporting, 
recordkeeping, or other compliance 
burdens on a substantial number of 
small entities. The final rule is not 
expected to have significant secondary 
or incidental effects on a substantial 
number of small entities.

Accordingly, it is hereby certified 
under the provisions of section 3 of the 
Regulatory Flexibility Act (5 U.S.C. 
605(b)), that this final rule will not have 
a significant economic impact on a 
substantial number of small entities.

Paperwork Reduction Act
The collection of information 

contained in this final regulation has 
been reviewed and approved by the 
Office of Management and Budget in 
accordance with the requirements of the 
Paperwork Reduction Act (44 U.S.C. 
3504(h)) under control number 1512- 
0482. The estimated average burden 
associated with the collection of 
information in this final rule is 1 hour.

Comments concerning the accuracy of 
this burden estimate and suggestions for 
reducing this burden should be directed 
to the Information Programs Branch, 
Bureau of Alcohol, Tobacco and 
Firearms, Room 7011,1200 Pennsylvania 
Avenue, NW., Washington, DC 20226, 
and to the Office of Information and 
Regulatory Affairs, Office of 
Management and Budget, Washington, 
DC 20503, Attention: Desk Officer for 
ATF.
Drafting Information

The author of this document is James 
P. Ficaretta, Wine and Beer Branch, 
Bureau of Alcohol, Tobacco and 
Firearms.
List of Subjects in 27 CFR Part 4

Advertising, Consumer protection, 
Customs duties and inspection, Imports, 
Labeling, Packaging and containers, and 
Wine.
Authority and Issuance

27 CFR Part 4—Labeling and 
Advertising of Wine is amended as 
follows:

PART 4—[AMENDED]

Paragraph 1. The authority citation for 
27 CFR Part 4 continues to read as 
follows:

Authority: 27 U.S.C. 205.

Par. 2. Section 4.36 is amended by 
revising the first sentence of paragraphs 
(b)(1) and (b)(2) as follows:

§ 4.36 Alcoholic content. 
* * * * *

(b) * * *
(1) "Alcohol____% by volume,” or

similar appropriate phrase; Provided, 
that if the word “alcohol” and/or 
“volume” are abbreviated, they shall be 
shown as “ale.” (ale) and/or “vol.” (vol), 
respectively. * * *

(2) “Alcohol____% to ____ % by
volume,” or similar appropriate phrase; 
Provided, that if the word "alcohol” 
and/or "volume” are abbreviated, they 
shall be shown as “ale.” (ale) and/or 
"vol.” (vol), respectively. * * *
* * * * *r

Par. 3 Section 4.38(b)(3) is revised to 
read as follows:

§ 4.38 General requirements.
*  *r *r. *  *

(b) * * *
(3) Alcoholic content statements shall 

not appear in script, type, or printing 
larger or more conspicuous than 3 
millimeters nor smaller than 1 millimeter 
on labels of containers having a 
capacity of 5 liters or less and shall not
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be set off with a border or otherwise 
accentuated.
★  * * * *

Signed: May 26,1988.
Step hen E . H iggins,
Director.

Approved: June 23,1988.
John P . Sim p son ,
Acting Assistant Secretary (Enforcement). 
[FR Doc. 88-16084 Filed 7-15-88; 8:45 am]
BILLING CODE 4810-31-M

VETERANS ADMINISTRATION 

38 CFR Part 36

Loan Guaranty; Collection of Late 
Fees and Interest Penalties on VA 
Funding Fees
a g e n c y : Veterans Administration. 
a c t io n : Final regulatory amendments.

s u m m a r y : The Veterans Administration 
(VA) is amending its loan guaranty 
regulations (38 CFR Part 36) to provide 
for timely collection and deposit of loan 
guaranty funding fees. These regulatory 
amendments enable the VA to bring its 
loan guaranty program into conformance 
with other Federal loan programs. 
e f f e c t iv e  d a t e : These regulatory 
amendments are effective August 17, 
1988.
FOR FURTHER INFORMATION CONTACT:
Mr. George Moerman, Assistant Director 
for Loan Policy (264), Loan Guaranty 
Service, Department of Veterans 
Benefits, Veterans Administration, 810 
Vermont Avenue NW, Washington, DC 
20420 (202) 233-3042.
SUPPLEMENTARY INFORMATION: On 
October 13,1987, the VA published in 
the Federal Register (52 FR 37973) a 
proposed regulatory amendment to 38 
CFR 36.4254(d) and 38 CFR 36.4312(e). 
Public comments were requested on a 
proposal to provide for timely collection 
and deposit of the VA loan guaranty 
funding fee. A 15-day deadline from date 
of loan closing is established with 
penalty and interest payments assessed 
for late payment. Please refer to the 
October 15,1987, Federal Register for a 
complete discussion of the proposed 
regulations.

The VA received one comment on the 
proposal. The commenter expressed 
appreciation for agency efforts to follow 
existing government policy as 
exemplified by the conduct of other 
agencies and believed that such 
consistency would eliminate confusion 
and facilitate lender understanding of 
VA’s requirements. The commenter is 
concerned that adequate flexibility in 
assessing the late charges be exercised

in adjudicating individual problems in 
an equitable manner in light of recent 
changes to the funding fee program. The 
VA shares these concerns; necessary 
precautions and administrative 
flexibility will be exercised to protect 
lenders from late charges for errors that 
are beyond the lender’s control.

The Administrator hereby certifies 
that these final regulatory amendments 
will not have a significant economic 
impact on a substantial number of small 
entities as they are defined in the 
Regulatory Flexibility Act, 5 U.S.C. 601 
and 612. The provision concerning the 
assessment of late fees and interest 
against lenders will affect lenders only 
in those cases in which the lender fails 
to take timely action to deposit the 
funding fee. To prevent this from 
occurring, prudent loan guaranty 
practice dictates that the VA assess late 
fees and interest. Assessment of these 
late fees and interest will also assure 
that the VA Loan Guaranty Program is 
consistent with similar Federal loan 
programs. As only a relatively small 
percentage of VA guaranteed loans are 
held by small entities, these final 
regulatory amendments will not 
significantly affect small entities. 
Pursuant to 5 U.S.C. 605(b), these final 
regulatory amendments are exempt from 
the initial and final regulatory flexibility 
analysis requirements of sections 603 
and 604,

The Administrator has also 
determined that these final regulatory 
amendments are not a “major rule” 
within the meaning of Executive Order 
12291. They will not have an annual 
effect on the economy of $100 million or 
more, and will not cause a major 
increase in costs or prices for consumers 
or individual industries; nor will they 
have other significant adverse effects on 
competition, employment, investment, 
productivity, innovation, or on the 
ability of the United States-based 
enterprises in domestic or export 
markets.

The Catalog of Federal Domestic 
Assistance Program Numbers are 64.114 
and 64.119.

List of Subjects in 33 CFR Part 36

Condominiums, Handicapped,
Housing loan programs—Housing and 
community development, Manufactured 
homes, Veterans.

These amendments are made final 
under the authority granted the 
Administrator by U.S.C. 210(c), 1820 and 
1829 of title 38-

Approved: June 16,1988.
Th om as K . T u m a ge ,

Administrator.
38 CFR Part 36, Loan Guaranty, is 

amended as follows:

PART 36—[AMENDED]

1. In § 36.4232, paragraph (e) is revised 
to read as follows;

§ 36.4232 Allowable fees and charges— 
manufactured home unit 
★  * ★  * ★

(e)(1) Subject to the limitations set out 
in paragraphs (e)(3) and (e)(4) of this 
section, a fee of 1 percent of the total 
loan amount must be paid to the 
Administrator before a manufactured 
home unit loan will be eligible for 
guarantee. All or part of the fee may be 
paid in cash at loan closing or all or part 
of the fee may be included in the loan 
without regard to the reasonable value 
of the property or the computed 
maximum loan amount, as appropriate. 
In computing the fee, the lender will 
disregard any amount included in the 
loan to enable the borrower to pay such 
fee.
(Authority: 38 U.S.C. 1829(a))

(2) The lender is required to pay to the 
Administrator the fee described in 
paragraph (e)(1) of this section within 15 
days after loan closing. Any lender 
closing a loan, subject to the limitations 
set out in paragraphs (e)(3) and (e)(4) of 
this section, who fails to submit timely 
payment of this fee will be subject to a 
late charge equal to 4 percent of the 
total fee due. If payment of the 1 percent 
fee is more than 30 days after loan 
closing, interest will be assessed at a 
rate set in conformity with the 
Department of Treasury’s Fiscal 
Requirements Manual. This interest 
charge is in addition to the 4 percent late 
charge, but the late charge is not 
included in the amount on which 
interest is computed. This interest 
charge is to be calculated on a daily 
basis beginning on the date of closing, 
although the interest will be assessed 
only on funding fee payments received 
more than 30 days after closing.
(Authority: 38 U.S.C. 210(c))

(3) The fee described in paragraph 
(e)(1) of this section shall not be 
collected from a veteran who is 
receiving compensation (or who but for 
the receipt of retirement pay would be 
entitled to receive compensation) nor 
from a surviving spouse described in 
section 1829(b) of title 38, United States 
Code.
(Authority: 38 U.S.C. 1829(b))


