
WHO TO CONTACT DURING THE LIVE PROGRAM

For Additional Registrations:

-Call Strafford Customer Service 1-800-926-7926 x1 (or 404-881-1141 x1)

For Assistance During the Live Program:

-On the web, use the Chat function to send a message

If you get disconnected during the program, you can simply log in using your original instructions and PIN.

IMPORTANT INFORMATION FOR THE LIVE PROGRAM

This program is approved for 2 CPE credit hours. To earn credit you must:

• Participate in the program on your own computer connection (no sharing) – if you need to register 

additional people, please call customer service at 1-800-926-7926 ext. 1 (or 404-881-1141 ext. 1).  

Strafford accepts American Express, Visa, MasterCard, Discover.

• Listen on-line via your computer speakers.

• Respond to five prompts during the program plus a single verification code.  

• To earn full credit, you must remain connected for the entire program.

Related Party Notes and Transactions: Section 267, Imputed 

Interest, Disallowed Losses, and Like-Kind Exchanges

WEDNESDAY, DECEMBER 28, 2022, 1:00-2:50 pm Eastern

FOR LIVE PROGRAM ONLY



Tips for Optimal Quality FOR LIVE PROGRAM ONLY

Sound Quality

When listening via your computer speakers, please note that the quality 

of your sound will vary depending on the speed and quality of your internet 

connection.

If the sound quality is not satisfactory, please e-mail sound@straffordpub.com

immediately so we can address the problem.

mailto:sound@straffordpub.com


Recording our programs is not permitted. However, today's participants can 

order a recorded version of this event at a special attendee price. Please call 

Customer Service at 800-926-7926 ext.1 or visit Strafford’s website 

at www.straffordpub.com.

http://www.straffordpub.com/
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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY THE SPEAKERS’ FIRMS TO BE 

USED, AND CANNOT BE USED, BY A CLIENT OR ANY OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) 

AVOIDING PENALTIES THAT MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 

RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN. 

You (and your employees, representatives, or agents) may disclose to any and all persons, without limitation, the tax 

treatment or tax structure, or both, of any transaction described in the associated materials we provide to you, 

including, but not limited to, any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are subject to change.  

Applicability of the information to specific situations should be determined through consultation with your tax adviser.



26 U.S. Code § 267 - Losses, 
expenses, and interest with 

respect to transactions between 
related taxpayers



Related Parties & IRC 267
• Because of the potential for abuse numerous rules exist to limit losses, deductions, and other tax 

attributes for related parties

• One of the most common application of the limitations under IRC 267 are the limitation of deductions for 
related parties.

(2)Matching of deduction and payee income item in the case of expenses and interest

If—

(A)by reason of the method of accounting of the person to whom the payment is to be made, the amount 
thereof is not (unless paid) includible in the gross income of such person, and

(B)at the close of the taxable year of the taxpayer for which (but for this paragraph) the amount would be 
deductible under this chapter, both the taxpayer and the person to whom the payment is to be made are 
persons specified in any of the paragraphs of subsection (b),

then any deduction allowable under this chapter in respect of such amount shall be allowable as of the day 
as of which such amount is includible in the gross income of the person to whom the payment is made (or, if 
later, as of the day on which it would be so allowable but for this paragraph). For purposes of this paragraph, 
in the case of a personal service corporation (within the meaning of section 441(i)(2)), such corporation and 
any employee-owner (within the meaning of section 269A(b)(2), as modified by section 441(i)(2)) shall be 
treated as persons specified in subsection (b).



Who do these rules apply to?

• Different code sections define related parties differently
• IRC 318 includes specific rules for constructive ownership of stock, primarily 

relating to stock redemptions and purchases

• IRC 267 includes related party rules specific to loss and deduction limitations, 
which are frequently referenced throughout the IRC



Who are related parties under IRC 267?

b)Relationships

The persons referred to in subsection (a) are:

(1)Members of a family, as defined in subsection (c)(4);

(2)An individual and a corporation more than 50 percent in value of the 
outstanding stock of which is owned, directly or indirectly, by or for such individual;

(3)Two corporations which are members of the same controlled group (as defined 
in subsection (f));

(4)A grantor and a fiduciary of any trust;

(5)A fiduciary of a trust and a fiduciary of another trust, if the same person is a 
grantor of both trusts;

(6)A fiduciary of a trust and a beneficiary of such trust;

(7)A fiduciary of a trust and a beneficiary of another trust, if the same person is a 
grantor of both trusts;



(8)A fiduciary of a trust and a corporation more than 50 percent in value of the 
outstanding stock of which is owned, directly or indirectly, by or for the trust or by or 
for a person who is a grantor of the trust;

(9)A person and an organization to which section 501 (relating to certain educational 
and charitable organizations which are exempt from tax) applies and which is 
controlled directly or indirectly by such person or (if such person is an individual) by 
members of the family of such individual;

(10)A corporation and a partnership if the same persons own—

(A)more than 50 percent in value of the outstanding stock of the corporation, and

(B)more than 50 percent of the capital interest, or the profits interest, in the 
partnership;

(11)An S corporation and another S corporation if the same persons own more than 50 
percent in value of the outstanding stock of each corporation;

(12)An S corporation and a C corporation, if the same persons own more than 50 
percent in value of the outstanding stock of each corporation; or

(13)Except in the case of a sale or exchange in satisfaction of a pecuniary bequest, an 
executor of an estate and a beneficiary of such estate.



When determining relationships, constructive 
should be considered as well
(c)Constructive ownership of stock

For purposes of determining, in applying subsection (b), the ownership of stock—

(1)Stock owned, directly or indirectly, by or for a corporation, partnership, estate, or trust 
shall be considered as being owned proportionately by or for its shareholders, partners, or 
beneficiaries;

(2)An individual shall be considered as owning the stock owned, directly or indirectly, by or 
for his family;

(3)An individual owning (otherwise than by the application of paragraph (2)) any stock in a 
corporation shall be considered as owning the stock owned, directly or indirectly, by or for 
his partner;

(4)The family of an individual shall include only his brothers and sisters (whether by the 
whole or half blood), spouse, ancestors, and lineal descendants; and

(5)Stock constructively owned by a person by reason of the application of paragraph (1) shall, 
for the purpose of applying paragraph (1), (2), or (3), be treated as actually owned by such 
person, but stock constructively owned by an individual by reason of the application of 
paragraph (2) or (3) shall not be treated as owned by him for the purpose of again applying 
either of such paragraphs in order to make another the constructive owner of such stock.



26 U.S. Code § 7872 - Treatment of loans 
with below-market interest rates



(c)Below-market loans to which section applies

(1)In general

Except as otherwise provided in this subsection and subsection (g), this section shall apply to—

(A)Gifts

Any below-market loan which is a gift loan.

What’s a gift loan?
(f)(3)Gift loan
The term “gift loan” means any below-market loan where the forgoing of interest is in the nature of a gift.

What’s a below market Loan?
(e)(1)Below-market loan
The term “below-market loan” means any loan if—
(A)in the case of a demand loan, interest is payable on the loan at a rate less than the applicable Federal rate, or
(B)in the case of a term loan, the amount loaned exceeds the present value of all payments due under the loan.

(B)Compensation-related loans

Any below-market loan directly or indirectly between—

(i)an employer and an employee, or

(ii)an independent contractor and a person for whom such independent contractor provides 
services.



(C)Corporation-shareholder loans (the primary focus of this discussion)

Any below-market loan directly or indirectly between a corporation and any 
shareholder of such corporation.

(D)Tax avoidance loans

Any below-market loan 1 of the principal purposes of the interest 
arrangements of which is the avoidance of any Federal tax.

(E)Other below-market loans

To the extent provided in regulations, any below-market loan which is not 
described in subparagraph (A), (B), (C), or (F) if the interest arrangements of 
such loan have a significant effect on any Federal tax liability of the lender or 
the borrower.

(F)Loans to qualified continuing care facilities

Any loan to any qualified continuing care facility pursuant to a continuing care 
contract.





(2)$10,000 de minimis exception for gift loans between individuals

(A)In general

In the case of any gift loan directly between individuals, this section shall not apply to any day on 
which the aggregate outstanding amount of loans between such individuals does not exceed $10,000.

(B)De minimis exception not to apply to loans attributable to acquisition of income-producing assets

Subparagraph (A) shall not apply to any gift loan directly attributable to the purchase or carrying of 
income-producing assets.

(C)Cross reference

For limitation on amount treated as interest where loans do not exceed $100,000, see subsection 
(d)(1).

(3)$10,000 de minimis exception for compensation-related and corporate-shareholder loans

(A)In general

In the case of any loan described in subparagraph (B) or (C) of paragraph (1), this section shall not 
apply to any day on which the aggregate outstanding amount of loans between the borrower and 
lender does not exceed $10,000.

(B)Exception not to apply where 1 of principal purposes is tax avoidance

Subparagraph (A) shall not apply to any loan the interest arrangements of which have as 1 of their 
principal purposes the avoidance of any Federal tax.



(d)Special rules for gift loans

(1)Limitation on interest accrual for purposes of income taxes where loans do not exceed $100,000

(A)In general

For purposes of subtitle A, in the case of a gift loan directly between individuals, the amount treated as retransferred by the borrower to the lender as of the close of any 
year shall not exceed the borrower’s net investment income for such year.

(B)Limitation not to apply where 1 of principal purposes is tax avoidance

Subparagraph (A) shall not apply to any loan the interest arrangements of which have as 1 of their principal purposes the avoidance of any Federal tax.

(C)Special rule where more than 1 gift loan outstanding

For purposes of subparagraph (A), in any case in which a borrower has outstanding more than 1 gift loan, the net investment income of such borrower shall be allocated 
among such loans in proportion to the respective amounts which would be treated as retransferred by the borrower without regard to this paragraph.

(D)Limitation not to apply where aggregate amount of loans exceed $100,000

This paragraph shall not apply to any loan made by a lender to a borrower for any day on which the aggregate outstanding amount of loans between the borrower and 
lender exceeds $100,000.

(E)Net investment income

For purposes of this paragraph—

(i)In general

The term “net investment income” has the meaning given such term by section 163(d)(4).

(ii)De minimis rule

If the net investment income of any borrower for any year does not exceed $1,000, the net investment income of such borrower for such year shall be treated as zero.

(iii)Additional amounts treated as interest

In determining the net investment income of a person for any year, any amount which would be included in the gross income of such person for such year by reason of 
section 1272 if such section applied to all deferred payment obligations shall be treated as interest received by such person for such year.

(iv)Deferred payment obligations

The term “deferred payment obligation” includes any market discount bond, short-term obligation, United States savings bond, annuity, or similar obligation.



(a)Treatment of gift loans and demand loans

(1)In general

For purposes of this title, in the case of any below-market loan to which this 
section applies and which is a gift loan or a demand loan, the forgone 
interest shall be treated as—

(A)transferred from the lender to the borrower, and

(B)retransferred by the borrower to the lender as interest.

(2)Time when transfers made

Except as otherwise provided in regulations prescribed by the Secretary, any 
forgone interest attributable to periods during any calendar year shall be 
treated as transferred (and retransferred) under paragraph (1) on the last 
day of such calendar year.



(b)Treatment of other below-market loans

(1)In general

For purposes of this title, in the case of any below-market loan to which this section applies 
and to which subsection (a)(1) does not apply, the lender shall be treated as having 
transferred on the date the loan was made (or, if later, on the first day on which this section 
applies to such loan), and the borrower shall be treated as having received on such date, cash 
in an amount equal to the excess of—

(A)the amount loaned, over

(B)the present value of all payments which are required to be made under the terms of the 
loan.

(2)Obligation treated as having original issue discount

For purposes of this title—

(A)In general

Any below-market loan to which paragraph (1) applies shall be treated as having original 
issue discount in an amount equal to the excess described in paragraph (1).

(B)Amount in addition to other original issue discount

Any original issue discount which a loan is treated as having by reason of subparagraph (A) 
shall be in addition to any other original issue discount on such loan (determined without 
regard to subparagraph (A)).



How is the required interest calculated?

(f)(2)Applicable Federal rate

(A)Term loans

In the case of any term loan, the applicable Federal rate shall be the applicable 
Federal rate in effect under section 1274(d) (as of the day on which the loan 
was made), compounded semiannually.

(B)Demand loans

In the case of a demand loan, the applicable Federal rate shall be the Federal 
short-term rate in effect under section 1274(d) for the period for which the 
amount of forgone interest is being determined, compounded semiannually.



So, How do they interact?

Since IRC 267 came first, it serves as the base situation: interest not 
actually paid, and not included by the shareholder, is not deductible by 
the payor.

IRC 7872 came after IRC 267, effectively modifying it to the extent it 
applies.  This means IRC 7872 mandates a related taxpayer to pick up 
the minimum interest income required.  In turn, to the extent the 
income is included IRC 267 does not apply, and the related taxpayer 
can claim a deduction.

Other interest that doesn’t match (usually because it wasn’t paid, 
between an accrual basis entity and a cash basis taxpayer) is still barred 
from deduction under IRC 267.

Example: Loan of $1M, AFR=1%, note bears 5%, accrual basis company, 
cash basis owner, $0 actually paid= $10K picked up as 
income/deducted, remaining $40k suspended under IRC 267



What about IRC 1411, the Net Investment Income 
Tax, and imputed interest under 7872?

• Regs. Sec. 1.1411-4(g)(5) has additional rules for self-charged interest, 
borrowing from Regs. Sec. 1.469-7

• only self-charged interest income from a passthrough that results in a 
reduction of income subject to self-employment tax is subject to the 
additional tax

• Unfortunately, this rule applies only to passthrough entities, not C 
corporations. That means self-charged interest income to S 
corporation shareholders and limited partners is not subject to the 
additional tax. Only general partners, those LLC members treated as 
such, and shareholders in C corporations are subject to the net 
investment income tax on self-charged interest.



Noncompliance
• One path mandates having the parties adjust their interest income 

and expense accordingly. This has been the result in most court cases 
involving Sec. 7872. If the amounts are sufficient, this can result in 
not only tax and interest, but penalties as well.

• Failure to charge adequate interest could also be viewed as indicia of 
a sham transaction disguising a dividend.  Fortunately, the courts do 
not appear to go down this route often.  Under this regime, the loan 
would be reclassified as a constructive dividend.
• For a shareholder of a C corporation this could create a taxable dividend.
• The shareholder of an S corporation could have a distribution in excess of 

basis or a taxable distribution of accumulated earnings and profits. It could 
also create a disproportionate distribution, bringing an effective preferred 
stock into existence and disqualifying the S election.

• Any flowthrough owner could have a loss disallowed under the ordering rules 
for lack of basis under this scenario.



Related Party Sales

• One of the primary purposes of IRC 267 was to limit the potential 
abuse from related party sales.

(a)In general

(1)Deduction for losses disallowed

No deduction shall be allowed in respect of any loss from the sale or 
exchange of property, directly or indirectly, between persons specified 
in any of the paragraphs of subsection (b). The preceding sentence 
shall not apply to any loss of the distributing corporation (or the 
distributee) in the case of a distribution in complete liquidation.





However, sales by the related party, at a later date, do not need to recognize 
gain on the disallowed loss component:

(d)Amount of gain where loss previously disallowed

(1)In general

If—

(A)in the case of a sale or exchange of property to the taxpayer a loss 
sustained by the transferor is not allowable to the transferor as a deduction 
by reason of subsection (a)(1), and

(B)the taxpayer sells or otherwise disposes of such property (or of other 
property the basis of which in the taxpayer’s hands is determined directly or 
indirectly by reference to such property) at a gain,

then such gain shall be recognized only to the extent that it exceeds so much 
of such loss as is properly allocable to the property sold or otherwise 
disposed of by the taxpayer.



Examples

• Reg § 1.267(d)-1, Example 1: Example (1). H sells to his wife, W, for 
$500, certain corporate stock with an adjusted basis for determining 
loss to him of $800. The loss of $300 is not allowable to H by reason 
of section 267 (a)(1) and paragraph (a) of §1.267(a)-1.

• Continued: W later sells this stock for $1,000. Although W's realized 
gain is $500 ($1,000 minus $500, her basis), her recognized gain 
under section 267 (d) is only $200, the excess of the realized gain of 
$500 over the loss of $300 not allowable to H. In determining capital 
gain or loss W's holding period commences on the date of the sale 
from H to W. 



• Example (2). Assume the same facts as in example (1) except that W later sells her 
stock for $300 instead of $1,000. Her recognized loss is $200 and not $500 since 
section 267(d) applies only to the nonrecognition of gain and does not affect 
basis. 

• Example (3). Assume the same facts as in example (1) except that W transfers her 
stock as a gift to X. The basis of the stock in the hands of X for the purpose of 
determining gain, under the provisions of section 1015, is the same as W's, or 
$500. If X later sells the stock for $1,000 the entire $500 gain is taxed to him. 

• Example (4). H sells to his wife, W, for $5,500, farmland, with an adjusted basis for 
determining loss to him of $8,000. The loss of $2,500 is not allowable to H by 
reason of section 267(a)(1) and paragraph (a) of § 1.267(a)-1. W exchanges the 
farmland, held for investment purposes, with S, an unrelated individual, for two 
city lots, also held for investment purposes. The basis of the city lots in the hands 
of W ($5,500) is a substituted basis determined under section 1031(d) by 
reference to the basis of the farmland. Later W sells the city lots for $10,000. 
Although W's realized gain is $4,500 ($10,000 minus $5,500), her recognized gain 
under section 267(d) is only $2,000, the excess of the realized gain of $4,500 over 
the loss of $2,500 not allowable to H. 



Other Transactions With Related Party 
Limitations
• Instalment Sales

• Involuntary Conversions

• Like Kind Exchanges



Installment Sales
• The instalment sale rules under IRC 453 provide an additional requirement of a two-year holding period 

when the exchange is between related parties

(e)Second dispositions by related persons

(1)In general

If—

(A)any person disposes of property to a related person (hereinafter in this subsection referred to as the “first 
disposition”), and

(B)before the person making the first disposition receives all payments with respect to such disposition, the 
related person disposes of the property (hereinafter in this subsection referred to as the “second disposition”),

then, for purposes of this section, the amount realized with respect to such second disposition shall be treated 
as received at the time of the second disposition by the person making the first disposition.

(2)2-year cutoff for property other than marketable securities

(A)In general

Except in the case of marketable securities, paragraph (1) shall apply only if the date of the second disposition 
is not more than 2 years after the date of the first disposition.



(B)Substantial diminishing of risk of ownership

The running of the 2-year period set forth in subparagraph (A) shall be suspended with respect to 
any property for any period during which the related person’s risk of loss with respect to the 
property is substantially diminished by—

(i)the holding of a put with respect to such property (or similar property),

(ii)the holding by another person of a right to acquire the property, or

(iii)a short sale or any other transaction.

(3)Limitation on amount treated as received

The amount treated for any taxable year as received by the person making the first disposition by 
reason of paragraph (1) shall not exceed the excess of—

(A)the lesser of—

(i)the total amount realized with respect to any second disposition of the property occurring before 
the close of the taxable year, or

(ii)the total contract price for the first disposition, over

(B)the sum of—

(i)the aggregate amount of payments received with respect to the first disposition before the close 
of such year, plus

(ii)the aggregate amount treated as received with respect to the first disposition for prior taxable 
years by reason of this subsection.



Related Party “Second Disposition Rule” Example The IRC 453(e) “second disposition” rule provides that if the 
original seller disposes of property to a related person who then disposes of it within a two-year period, the 
second disposition triggers gain to the original seller. The amount realized by the original seller in the year of 
the second disposition is the lesser of: (i) the amount realized with respect to the second disposition; or (ii) the 
original total contract price, reduced by payments received by the original seller.

Year 1
• Seller S sells land, with a basis of $125,00 to Buyer R, a related party, on the installment method for 

$200,000 payable in ten equal annual installments of $20,000 plus adequate stated interest.
• The sale results in a $75,000 gain ($200,000 minus $125,000) and a gross profit percentage of 37.5% 

($75,000 gross profit divided by $200,000 selling price).
• Each year that Seller S receives a payment of $20,000, the taxable portion (gain) of this payment is $7,500 

(37.5% of $20,000).

Year 2 
• Buyer R sold the land for $210,000, all of which Buyer R received in Year 2. 
• Buyer R’s gain of $10,000 ($210,000 minus $200,000) on the resale of the property is an amount in excess of 

the total contract price for the sale from Seller S to Buyer R, therefore, this amount will not be treated as 
realized by Seller S as a result of the second disposition rule.

• However, because Buyer R disposed of the land within two years of the original sale, Seller S is required to 
report the original total contract price, reduced by payments received by the original seller in Year 2, which 
is equal to $67,500 ($75,000 minus $7,500). 

Years 3 to 10 
• In these years, Seller S will not include in its installment sale income any principal payments it receives on 

the installment obligation because Seller S has already reported the total payments as income, and 
recognized the gain, in Years 1 and 2.

• In Year 1, the taxable portion (gain) of the payment was $7,500 (37.5% of $20,000).
• In Year 2, the taxable portion (gain) of the payment was $67,500 ($75,000 minus $7,500).



• Further, installment sale treatment is barred to related parties on depreciable assets

(g)Sale of depreciable property to controlled entity

(1)In general

In the case of an installment sale of depreciable property between related persons—

(A)subsection (a) shall not apply,

(B)for purposes of this title—

(i)except as provided in clause (ii), all payments to be received shall be treated as received in the 
year of the disposition, and

(ii)in the case of any payments which are contingent as to the amount but with respect to which the 
fair market value may not be reasonably ascertained, the basis shall be recovered ratably, and

(C)the purchaser may not increase the basis of any property acquired in such sale by any amount 
before the time such amount is includible in the gross income of the seller.

(2)Exception where tax avoidance not a principal purpose

Paragraph (1) shall not apply if it is established to the satisfaction of the Secretary that the 
disposition did not have as one of its principal purposes the avoidance of Federal income tax.

(3)Related persons

For purposes of this subsection, the term “related persons” has the meaning given to such term by 
section 1239(b), except that such term shall include 2 or more partnerships having a relationship to 
each other described in section 707(b)(1)(B).



Involuntary Conversions

• The involuntary conversion gain deferral rules under IRC 1033 provide an 
additional requirement for the replacement property not to be acquired 
from a related party

(i)Replacement property must be acquired from unrelated person in certain 
cases
(1)In general
If the property which is involuntarily converted is held by a taxpayer to which 
this subsection applies, subsection (a) shall not apply if the replacement 
property or stock is acquired from a related person. The preceding sentence 
shall not apply to the extent that the related person acquired the 
replacement property or stock from an unrelated person during the period 
applicable under subsection (a)(2)(B).



(2)Taxpayers to which subsection applies

This subsection shall apply to—

(A)a C corporation,

(B)a partnership in which 1 or more C corporations own, directly or indirectly 
(determined in accordance with section 707(b)(3)), more than 50 percent of the 
capital interest, or profits interest, in such partnership at the time of the 
involuntary conversion, and

(C)any other taxpayer if, with respect to property which is involuntarily converted 
during the taxable year, the aggregate of the amount of realized gain on such 
property on which there is realized gain exceeds $100,000.

In the case of a partnership, subparagraph (C) shall apply with respect to the 
partnership and with respect to each partner. A similar rule shall apply in the case 
of an S corporation and its shareholders.

(3)Related person

For purposes of this subsection, a person is related to another person if the person 
bears a relationship to the other person described in section 267(b) or 707(b)(1).



Like Kind Exchanges

• The like-kind exchange rules under IRC 1031 provide an additional requirement of a two-
year holding period when the exchange is between related parties

(f)Special rules for exchanges between related persons

(C)before the date 2 years after the date of the last transfer which was part of such 
exchange—

(i)the related person disposes of such property, or

(ii)the taxpayer disposes of the property received in the exchange from the related person 
which was of like kind to the property transferred by the taxpayer,

there shall be no nonrecognition of gain or loss under this section to the taxpayer with 
respect to such exchange; except that any gain or loss recognized by the taxpayer by 
reason of this subsection shall be taken into account as of the date on which the 
disposition referred to in subparagraph (C) occurs.
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