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succeeding taxable year. For require-
ments respecting the change of meth-
ods of accounting, see §1.446-1(e)(3) of
the Income Tax Regulations of this
chapter.

(e) Ordinary income treatment of gain
from disposition of property acquired with
qualified withdrawals. [Reserved]

§391.7 Tax treatment of nonqualified
withdrawals.

(@) In general. Section 607(h) of the
Act provides rules for the tax treat-
ment of nonqualified withdrawals, in-
cluding rules for adjustments to the
various accounts of the fund, the inclu-
sion of amounts in income, and the
payment of interest with respect to
such amounts.

(b) Nonqualified withdrawals defined.
Except as provided in section 607 of the
Act and §391.8 (relating to certain cor-
porate reorganizations, changes in
partnerships, and transfers by reason
of death), any withdrawal from a fund
which is not a qualified withdrawal
shall be treated as a nonqualified with-
drawal which is subject to tax in ac-
cordance with section 607(h) of the Act
and the provisions of this section. Ex-
amples of nonqualified withdrawals are
amounts remaining in a fund upon ter-
mination of the fund, and withdrawals
which are treated as nonqualified with-
drawals under section 607(f)(2) of the
Act and §391.5(d) (relating to failure by
a party to fulfill substantial obligation
under agreement) or under the second
sentence of section 607(g)(4) of the Act
and §391.6(c)(3) (relating to payments
against indebtedness in excess of
basis).

(c) Order of application of nonqualified
withdrawals against deposits. A non-
qualified withdrawal from a fund shall
be treated as being made: First, out of
the ordinary income account; second,
out of the capital gain account; and
third, out of the capital account. Such
withdrawals will reduce the balance
within a particular account on a first-
in-first-out basis, the earliest non-
qualified withdrawals reducing the
items within an account in the order in
which they were actually deposited or
deemed deposited in accordance with
this part. Nonqualified withdrawals for
research, development, and design ex-
penses incident to new and advanced
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ship design, machinery, and equipment,
and any amount treated as a non-
qualified withdrawal under the second
sentence of section 607(g)(4) of the Act
and §391.6(c)(3), shall be applied against
the deposits within a particular ac-
count on a last-in-first-out basis. The
date funds are actually withdrawn
from the fund determines the time at
which withdrawals are considered to be
made. For special rules concerning the
withdrawal of contingent deposits of
net proceeds from the installment sale
of an agreement vessel, see §391.2(c)(6).

(d) Inclusion in income. (1) Any por-
tion of a nonqualified withdrawal
which, under paragraph (c) of this sec-
tion, is treated as being made out of
the ordinary income account is to be
included in gross income as an item of
ordinary income for the taxable year in
which the withdrawal is made.

(2) Any portion of a nonqualified
withdrawal which, under paragraph (c)
of this section, is treated as being
made out of the capital gain account is
to be included in income as an item of
long-term capital gain recognized dur-
ing the taxable year in which the with-
drawal is made.

(3) For effect upon a party’s taxable
income of capital losses remaining in a
fund upon the termination of a fund
(which, under paragraph (b) of this sec-
tion, is treated as a nonqualified with-
drawal of amounts remaining in the
fund), see §391.4(e).

(e) Interest. (1) For the period on or
before the last date prescribed by law,
including extensions thereof, for filing
the party’s Federal income tax return
for the taxable year during which a
nonqualified withdrawal is made, no in-
terest shall be payable under section
6601 of the Code in respect of the tax on
any item which is included in gross in-
come under paragraph (d) of this sec-
tion, and no addition to such tax for
such period shall be payable under sec-
tion 6651 of the Code. In lieu of the in-
terest and additions to tax under such
sections, simple interest on the
amount of the tax attributable to any
item included in gross income under
paragraph (d) of this section is to be
paid at the rate of interest determined
for the year of withdrawal under para-
graph (e)(2) of this section. Such inter-
est is to be charged for the period from
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the last date prescribed for payment of
tax for the taxable year for which such
item was deposited in the fund to the
last date for payment of tax for the
taxable year in which the withdrawal
is made. Both dates are to be deter-
mined without regard to any exten-
sions of time for payment. Interest de-
termined under this paragraph which is
paid within the taxable year shall be
allowed as a deduction for such year
under section 163 of the Code. However,
such interest is to be treated as part of
the party’s tax for the year of with-
drawal for purposes of collection and in
determining any interest or additions
to tax for the year of withdrawal under
section 6601 or 6651, respectively, of the
Code.

) For purposes of section
607(h)(3)(C)(ii) of the Act, and for pur-
poses of certain dispositions of vessels
constructed, reconstructed, or acquired
with qualified withdrawals described in
§391.6(e), the applicable rate of interest
for any nonqualified withdrawal—

(i) Made in a taxable year beginning
in 1970 and 1971 is 8 percent.

(ii) Made in a taxable year beginning
after 1971, the rate for such year as de-
termined and published jointly by the
Secretary of the Treasury or his dele-
gate and the Secretary of Transpor-
tation. Such rate shall bear a relation-
ship to 8 percent which the Secretaries
determine to be comparable to the re-
lationship which the money rates and
investment yields for the calendar year
immediately preceding the beginning
of the taxable year bear to the money
rates and investment yields for the cal-
endar year 1970. The determination of
the applicable rate for any such tax-
able year will be computed by multi-
plying 8 percent by the ratio which (a)
the average yield on 5-year Treasury
securities for the calendar year imme-
diately preceding the beginning of such
taxable year, bears to (b) the average
yield on 5-year Treasury securities for
the calendar year 1970. The applicable
rate so determined shall be computed
to the nearest one-hundredth of 1 per-
cent. If such a determination and pub-
lication is made, the latest published
percentage shall apply for any taxable
year beginning in the calendar year
with respect to which publication is
made.
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(3) No interest shall be payable in re-
spect of taxes on amounts referred to
in section 607(h)(2) (i) and (ii) of the
Act (relating to withdrawals for re-
search and development and payments
against indebtedness in excess of basis)
or in the case of any nonqualified with-
drawal arising from the application of
the recapture provision of section 606(5)
of the Merchant Marine Act, 1936, as in
effect on December 31, 1969.

(f) Basis and holding period in the case
of property purchased by the fund or con-
sidered purchased by the fund. In the
case of a nonqualified withdrawal of
property other than money which was
purchased by the fund (including depos-
ited property considered under §391.2
(9)(1)(ii) as purchased by the fund), the
adjusted basis of the property in the
hands of the party is its adjusted basis
to the fund on the day of the with-
drawal. In determining the period for
which the taxpayer has held the prop-
erty withdrawn in a nonqualified with-
drawal, there shall be included only the
period beginning with the date on
which the withdrawal occurred. For
basis and holding period in the case of
nonqualified withdrawals of property
other than money deposited into the
fund, see §391.2(g)(4).

§391.8 Certain corporate reorganiza-
tions and changes in partnerships,
and certain transfers on death. [Re-
served]

§391.9 Consolidated
served]

returns. [Re-

§391.10 Transitional rules for existing
funds.

(@) In general. Section 607(j) of the
Act provides that any person who was
maintaining a fund or funds under sec-
tion 607 of the Merchant Marine Act,
1936, prior to its amendment by the
Merchant Marine Act of 1970 (for pur-
poses of this part referred to as ‘“‘old
fund’’) may continue to maintain such
old fund in the same manner as under
prior law subject to the limitations
contained in section 607(j) of the Act.
Thus, a party may not simultaneously
maintain such old fund and a new fund
established under the Act.

(b) Extension of agreement to new fund.
If a person enters into an agreement
under the Act to establish a new fund,
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