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§1.6654-1

corporation. In such a case, the Service
shall notify the corporation of the
credit, and refund the balance of the
adjustment.

(f) Effect of adjustment. (1) For pur-
poses of all sections of the Internal
Revenue Code except section 6655, re-
lating to additions to tax for failure to
pay estimated income tax, any adjust-
ment under section 6425 is to be treated
as a reduction of prior estimated tax
payments as of the date the credit is
allowed or the refund is paid. For the
purpose of sections 6655(a) through (g),
(i), and (j), credit or refund of an ad-
justment is to be treated as if not made
in determining whether there has been
any underpayment of estimated income
tax and, if there is an underpayment,
the period during which the under-
payment existed. However, an exces-
sive adjustment under section 6425 is
taken into account in applying the ad-
dition to tax under section 6655(h).

(2) For the effect of an excessive ad-
justment under section 6425, see
§1.6655-T7.

(3) Effective/applicability date: This
paragraph (f) is applicable to applica-
tions for adjustments of overpayments
of estimated income tax that are filed
in taxable years beginning after Sep-
tember 6, 2007.

[T.D. 7059, 35 FR 14547, Sept. 17, 1970 as
amended by T.D. 9347, 72 FR 44348, Aug. 7,
2007]

ADDITIONS TO THE TAX, ADDI-
TIONAL AMOUNTS, AND ASSESS-
ABLE PENALTIES

§1.6654-1 Addition to the tax in the
case of an individual.

(a) In general. (1) Section 6654 imposes
an addition to the taxes under chapters
1 and 2 of the Code in the case of any
underpayment of estimated tax by an
individual (with certain exceptions de-
scribed in section 6654(d)), including
any underpayment of estimated quali-
fied State individual income taxes
which are treated pursuant to section
6361(a) as if they were imposed by chap-
ter 1. This addition to the tax is in ad-
dition to any applicable criminal pen-
alties and is imposed whether or not
there was reasonable cause for the un-
derpayment. The amount of the under-
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payment for any installment date is
the excess of:

(i) The following percentages of the
tax shown on the return for the taxable
year or, if no return was filed, of the
tax for such year, divided by the num-
ber of installment dates prescribed for
such taxable year:

(A) 80 percent in the case of taxable
years beginning after December 31,
1966, of individuals not referred to in
section 6073(b) (relating to income from
farming or fishing);

(B) 70 percent in the case of taxable
years beginning before January 1, 1967,
of such individuals; and

(C) 6625 percent in the case of individ-
uals referred to in section 6073(b); over

(ii) The amount, if any, of the install-
ment paid on or before the last day pre-
scribed for such payment.

(2) The amount of the addition is de-
terminated at the annual rate referred
to in the regulations under section 6621
upon the underpayment of any install-
ment of estimated tax for the period
from the date such installment is re-
quired to be paid until the 15th day of
the fourth month following the close of
the taxable year, or the date such un-
derpayment is paid, whichever is ear-
lier. For purposes of determining the
period of the underpayment (i) the date
prescribed for the payment of any in-
stallment of estimated tax shall be de-
termined without regard to any exten-
sion of time, and (ii) a payment of esti-
mated tax on any installment date, to
the extent that it exceeds the amount
of the installment determined under
subparagraph (1)(i) of this paragraph
for such installment date, shall be con-
sidered a payment of any previous un-
derpayment.

(3) In determining the amount of the
installment paid on or before the last
day prescribed for payment thereof, the
estimated tax shall be computed with-
out any reduction for the amount
which the taxpayer estimates as his
credit under section 31 (relating to tax
withheld at source on wages), and the
amount of such credit shall be deemed
a payment of estimated tax. An equal
part of the amount of such credit shall
be deemed paid on each installment
date (determined under section 6153)
for the taxable year unless the tax-
payer establishes the dates on which
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all amounts were actually withheld. In
the latter case, all amounts withheld
shall be considered as payments of esti-
mated tax on the dates such amounts
were actually withheld. Under section
31 the entire amount withheld during a
calendar year is allowed as a credit
against the tax for the taxable year
which begins in such calendar year.
However, where more than one taxable
year begins in any calendar year no
portion of the amount withheld during
the calendar year will be treated as a
payment of estimated tax for any tax-
able year other than the last taxable
yvear beginning in such calendar year.
The rules prescribed in this subpara-
graph for determining the time as of
which the amount withheld shall be
deemed ©paid are applicable even
though such amount was withheld dur-
ing a taxable year preceding that for
which the credit is allowed.

(4) The term tax when used in sub-
paragraph (1)(i) of this paragraph shall
mean:

(i) The tax imposed by chapter 1 of
the Code (other than by section 56 or,
for taxable years ending before Sep-
tember 30, 1968, the tax surcharge im-
posed by section 51), including any
qualified State individual income taxes
which are treated pursuant to section
6361(a) as if they were imposed by chap-
ter 1, plus—

(ii) For taxable years beginning after
December 31, 1966, the tax imposed by
chapter 2 of the Code, minus

(iii) All credits allowed by part IV,
subchapter A of chapter 1, except the
credit provided by section 31, relating
to tax withheld at source on wages,
minus

(iv) In the case of an individual who
is subject to one or more qualified
State individual incomes taxes, the
sum of the credits allowed against such
taxes pursuant to section 6362(b)(2) (B)
or (C) or section 6362(c)(4) and para-
graph (c) of §301.6362—4 of this chapter
(Regulations on Procedure and Admin-
istration) (relating to the credit for in-
come taxes of other States or political
subdivisions thereof) and paragraph
(¢)(2) of §301.6361-1 (relating to the
credit for tax withheld from wages on
account of qualified State individual
income taxes), and minus
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(v) For taxable years ending after
February 29, 1980, the individual’s over-
payment of windfall profit tax imposed
by section 4986 of the Code for the tax-
able year. For this purpose, the
amount of such overpayment is the
sum of (A) the amount by which such
individual’s aggregate windfall profit
tax liability for the taxable year as a
producer of crude oil is exceeded by
withholding of windfall profit tax for
the taxable year, and (B) any amount
treated under section 6429 or 6430 as an
overpayment of windfall profit tax for
crude oil removed during the taxable
year. The deemed payment date in sec-
tion 4995(a)(4)(B) for the amount of
windfall profit tax withheld with re-
spect to payments for crude oil shall
have no effect in the determination of
the overpayment of windfall profit tax.

(b) Statement relating to underpayment.
If there has been an underpayment of
estimated tax as of any installment
date prescribed for its payment and the
taxpayer believes that one or more of
the exceptions described in §1.6654-2
precludes the assertion of the addition
to the tax under section 6654, he should
attach to his income tax return for the
taxable year a Form 2210 showing the
applicability of any exception upon
which he relies.

(c) Examples. The method prescribed
in paragraph (a) of this section for
computing the addition to the tax may
be illustrated by the following exam-
ples:

Example 1. An individual taxpayer files his
return for the calendar year 1972 on April 15,
1973, showing a tax (income and self-employ-
ment tax) of $30,000. He had paid a total of
$20,000 of estimated tax in four installments
of $5,000 on each of the four installment
dates prescribed for such year. No other pay-
ments were made prior to the date the re-
turn was filed. Since the amount of each in-
stallment paid by the last date prescribed for
payment thereof is less than one-quarter of
80 percent of the tax shown on the return,
the addition to the tax is applicable in re-
spect of the underpayment existing as of
each installment date and is computed as
follows:

(1) Amount of tax shown on return $30,000
(2) 80 percent of item (1) 24,000
(3) One-fourth of item (2) ......ccceoeriiiriiinnns 6,000
(4) Deduct amount paid on each installment

date ..o 5,000
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(5) Amount of underpayment for each install-

ment date (item (3) minus item (4)) ........... 1,000
(6) Addition to the tax:

1st installment—period 4-15-72 to 4—
1573 o 60

2nd installment—period 6-15-72 to 4—
1573 e 50

3rd installment—period 9-15-72 to 4—
1573 e 35

4th installment—period 1-15-73 to 4—
15=T73 e 15
Total o $160

Example 2. An individual taxpayer files his
return for the calendar year 1955 on April 15,
1956, showing a tax of $30,000. The require-
ments of section 6015(a) were first met after
April 1 and before June 2, 1955, and a total of
$18,000 of estimated tax was paid in three
equal installments of $6,000 on each of the
three installment dates prescribed for such
year. Since the amount of each installment
paid by the last date prescribed for payment
thereof is less than one-third of 70 percent of
the tax shown on the return, the addition to
the tax is existing as of each installment
date and is applicable in respect of the un-
derpayment computed as follows:

(1) Amount of tax shown on return ... $30,000
(2) 70 percent of item (1) 21,000
(3) One-third of item (2) ....ccoeeeeerireieeceeee 7,000
(4) Deduct amount paid on each installment

date ... 6,000
(5) Amount of underpayment for each install-

ment date (item (3) minus item (4)) ... 1,000

(6) Addition to the tax:
1st installment—period 6-15-55

10 4-15-56 ....covvviiiiiiiie $50
2d installment—period 9-15-55
t0 4—15-56 ....ooovvvricrerirrinnes 35
3d installment—period 1-15-5
to 4-15-56 ... 15
Total .. 100

(Secs. 6015, 6154, 6654, 6655, and 7805, Internal
Revenue Code of 1954 (96 Stat. 2395 and 2396,
68A Stat. 917; 26 U.S.C. 6015, 6154, 6654, 6655,
and 7805))

[T.D. 6500, 25 FR 12146, Nov. 26, 1960, as
amended by T.D. 7384, 40 FR 49322, Oct. 22,
1975; T.D. 7427, 41 FR 34029, Aug. 12, 1976; T.D.
7577, 43 FR 59358, Dec. 20, 1978; T.D. 8016, 50
FR 11855, Mar. 26, 1985]

§1.6654-2 Exceptions to imposition of
the addition to the tax in the case
of individuals.

(a) In general. The addition to the tax
under section 6654 will not be imposed
for any underpayment of any install-
ment of estimated tax if, on or before
the date prescribed for payment of the
installment, the total amount of all
payments of estimated tax made equals
or exceeds the lesser of the amount in
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§1.66564-2(a)(1) or the amount in §1.6654—
2(a)(2).

(1)(i) The amount which would have
been required to be paid on or before
the date prescribed for payment if the
estimated tax were the tax shown on
the return for the preceding taxable
year, provided that the preceding tax-
able year was a year of 12 months and
a return showing a liability for tax was
filed for such year. However, this sub-
paragraph shall not apply with respect
to any taxable year which ends on or
after September 30, 1968, for which a
tax is imposed by section 51 (relating
to tax surcharge), in the case of a pay-
ment of estimated tax the time pre-
scribed for payment of which is on or
after September 15, 1968.

(i1) Special rule for taxable years begin-
ning in 2009. For any taxable year be-
ginning in 2009, for a qualified indi-
vidual, the amount described in para-
graph (a)(1)(i) of this section is reduced
to 90 percent of that amount.

(A) Qualified individual means any in-
dividual whose adjusted gross income
shown on the individual’s return for
the preceding taxable year is less than
$500,000 and who certifies, as prescribed
in paragraph (a)(1)(ii)(D) of this sec-
tion, that more than 50 percent of the
gross income shown on the return for
the preceding taxable year was income
from a small business.

(B) Income from a small business means
income from the operation of a bona
fide trade or business of which the indi-
vidual was an owner during calendar
year 2009, and that on average had
fewer than 500 employees in calendar
year 2008.

(C) The trade or business may be or-
ganized as, or take the legal form of, a
corporation, partnership, limited 1i-
ability company, or sole proprietor-
ship.

(D) A qualified individual shall file a
certification of the individual’s quali-
fication in the manner and at the time
prescribed by the Internal Revenue
Service in forms, publications, or other
guidance.

(2) The amount which would have
been required to be paid on or before
the date prescribed for payment if the
estimated tax were an amount equal to
a percentage of the tax computed by
placing on an annual basis the taxable
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income for the calendar months in the
taxable year ending before the month
in which the installment is required to
be paid. That percentage is 80 percent
in the case of taxable years beginning
after December 31, 1966, of individuals
not referred to in section 6073(b) (relat-
ing to income from farming or fishing),
70 percent in the case of taxable years
beginning before January 1, 1967, of
such individuals, and 6625 percent in
the case of individuals referred to in-
ferred to in section 6073(b). With re-
spect to taxable years beginning after
December 31, 1966, the adjusted self-em-
ployment income shall be taken into
account in determining the amount re-
ferred to in this subparagraph if net
earnings from self-employment (as de-
fined in section 1402(a)) for the taxable
yvear equal or exceed $400. For purposes
of this subparagraph:

(i) Taxable income shall be placed on
an annualized basis:

(A) For taxable years beginning after
1976, by:

(I) Multiplying by 12 (or the number
of months in the taxable year if less
than 12) the adjusted gross income and
the itemized deductions for the cal-
endar months in the taxable year end-
ing before the month in which the in-
stallment is required to be paid,

(2) Dividing the resulting amounts by
the number of such calendar months,

(3) Increasing the amount of the
annualized adjusted gross income by
the unused zero bracket amount, if
any, determined by reference to the
annualized itemized deductions, or de-
creasing the amount of the annualized
adjusted gross income by the excess
itemized deductions, if any, determined
by reference to the annualized itemized
deductions (the amount resulting
under this step is annualized tax table
income), and

(4) Deducting from the annualized
tax table income the deduction for per-
sonal exemptions (such personal ex-
emptions being determined as of the
date prescribed for payment of the in-
stallment).

If the taxpayer would be eligible to use
the tax tables on the basis of
annualized tax table income, the
amount which would have been re-
quired to be paid for purposes of this
subparagraph may be determined by

§1.6654-2

applying the tax tables to annualized
tax table income. the amount resulting
under (3).

(B) For taxable years beginning be-
fore 1977, by:

(1) Multiplying by 12 (or the number
of months in the taxable year if less
than 12) the taxable income (computed
without the standard deduction and
without the deduction for personal ex-
emptions), or the adjusted gross in-
come if the standard deduction is to be
used for the calendar months in the
taxable year ending before the month
in which the installment is required to
be paid,

(2) Dividing the resulting amount by
the number of such calendar months,
and

(3) Deducting from such amount the
standard deduction, if applicable, and
the deduction for personal exemptions
(such personal exemptions being deter-
mined as of the date prescribed for pay-
ment of the installment).

(ii) The term ‘‘adjusted self-employ-
ment income’ means:

(A) The net earnings from self-em-
ployment (as defined in section 1402(a))
for the calendar months in the taxable
year ending before the month in which
the installment is required to be paid,
computed as if such months con-
stituted the taxable year, but not more
than

(B) The excess of:

(I) For taxable years beginning after
1966, $6,600

(2) For taxable years beginning after
1971, $9,000,

(3) For taxable years beginning after
1972, $10,800,

(4) For taxable years beginning after
1973, $13,200, and

(5) For taxable years beginning after
1974, an amount equal to the contribu-
tion and benefit base (as determined
under section 230 of the Social Security
Act) which is effective for the calendar
year in which the taxable year begins,
over the amount of the wages (within
the meaning of section 1402(b)) for such
calendar months placed on an annual
basis. For this purpose, wages are
annualized by multiplying by 12 (or the
number of months in the taxable year
in the case of a taxable year of less
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than 12 months) the wages for such cal-
endar months and dividing the result-
ing amount by the number of such
months.

(3) An amount equal to 90 percent of
the tax computed, at the rates applica-
ble to the taxable year, on the basis of
the actual taxable income for the cal-
endar months in the taxable year end-
ing before the month in which the in-
stallment is required to be paid, as if
such months constituted the entire
taxable year. For taxable years begin-
ning after December 31, 1966, such com-
putation shall include the tax imposed
by chapter 2 on the actual self-employ-
ment income for such months. For pur-
poses of this subparagraph, the term
“actual self-employment income”’
means:

(i) The net earnings from self-em-
ployment (as defined in section
1402(a))for such calendar months, com-
puted as if such months constituted
the taxable year, but not more than

(ii) The excess of:

(A) For taxable years beginning after
1966, $6,600,

(B) For taxable years beginning after
1971, $9,000,

(C) For taxable years beginning after
1972, $10,800,

(D) For taxable years beginning after
1973, $13,200, and

(E) For taxable years beginning after
1974, an amount equal to the contribu-
tion and benefit base (as determined
under section 230 of the Social Security
Act) which is effective for the calendar
year in which the taxable year begins,
over the amount of wages (within the
meaning of section 1402(b)) for such
months.

(4) The amount which would have
been required to be paid on or before
the date prescribed for payment if the
estimated tax were an amount equal to
a tax determined on the basis of the
tax rates and the taxpayer’s status
with respect to personal exemptions
under section 151 for the taxable year,
but otherwise on the basis of the facts
shown on the return for the preceding
taxable year and the law applicable to
such year, in the case of an individual
required to file a return for such pre-
ceding taxable year.

In the case of a taxpayer whose taxable
year consists of 52 or 53 weeks in ac-
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cordance with section 441(f), the rules
prescribed by §1.441-2(c) shall be appli-
cable in determining, for purposes of
subparagraph (1) of this paragraph,
whether a taxable year was a year of 12
months and, for purposes of subpara-
graphs (2) and (3) of this paragraph, the
number of calendar months in a tax-
able year preceding the date prescribed
for payment of an installment of esti-
mated tax. For the rules to be applied
in determining taxable income for any
period described in subparagraphs (2)
and (3) of this paragraph in the case of
a taxpayer who employs accounting pe-
riods (e.g., thirteen 4-week periods or
four 13-week periods) none of which
terminates with the end of the applica-
ble period described in subparagraph (2)
or (3) of this paragraph, see paragraph
(a)(b) of §1.6655-2.

(b) Meaning of terms. As used in this
section and §1.6654-3:

(1) The term ‘‘tax’ means:

(i) The tax imposed by chapter 1 of
the Code (other than by section 56), in-
cluding any qualified State individual
income taxes which are treated pursu-
ant to section 6361(a) as if they were
imposed by chapter 1, plus

(ii) For taxable years beginning after
December 31, 1966, the tax imposed by
chapter 2 of the Code, minus

(iii) The credits against tax allowed
by part iv, subchapter A, chapter 1 of
the Code, other than the credit against
tax provided by section 31 (relating to
tax withheld on wages), and without
reduction for any payments of esti-
mated tax, minus

(iv) In the case of an individual who
is subject to one or more qualified
State individual income taxes, the sum
of the credits allowed against such
taxes pursuant to section 6262(b)(2) (B)
or (C) or section 6262(c)(4) and para-
graph (c) of §301.6362-4 of this chapter
(Regulations on Procedure and Admin-
istration) (relating to the credit for in-
come taxes of other States or political
subdivisions thereof) and paragraph
(c)(2) of §301.6361-1 (relating to the
credit for tax withheld from wages on
account of qualified State individual
income taxes), and minus

(v) For taxable years ending after
February 29, 1980, the individual’s over-
payment of windfall profit tax imposed
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by section 4986 of the Code for the tax-
able year. For this purpose, the
amount of such overpayment is the
sum of (A) the amount by which such
individual’s aggregate windfall profit
tax liability for the taxable year as
producer of crude oil is exceeded by
withholding of windfall profit tax for
the taxable year, and (B) any amount
treated under section 6429 or 6430 as an
overpayment of windfall profit tax for
crude oil removed during the taxable
year. The deemed payment date in sec-
tion 4995(a)(4)(B) for the amount of
windfall profit tax withheld with re-
spect to payments for crude oil shall
have no effect in the determination of
the overpayment of windfall profit tax.

(2) The credits against tax allowed by
part IV, subchapter A, chapter 1 of the
Code, are:

(i) In the case of the exception de-
scribed in paragraph (a)(1) of this sec-
tion, the credits shown on the return
for the preceding taxable year,

(ii) In the case of the exceptions de-
scribed in paragraph (a)(2) and (3) of
this section, the credits computed
under the law and rates applicable to
the current taxable year, and

(iii) In the case of the exception de-
scribed in paragraph (a)(4) of this sec-
tion, the credits shown on the return
for the preceding taxable year, except
that if the amount of any such credit
would be affected by any change in
rates or status with respect to personal
exemptions, the credits shall be deter-
mined by reference to the rates and
status applicable to the current tax-
able year.

A change in rate may be either a
change in the rate of tax, such as a
change in the rate of the tax imposed
by section 1 or section 1401, or a change
in a percentage affecting the computa-
tion of the credit, such as a change in
the rate of withholding under chapter 3
of the Code or a change in the percent-
age of a qualified investment which is
specified in section 46 for use in deter-
mining the amount of the investment
credit allowed by section 38.

(3) The term ‘‘return for the pre-
ceding taxable year’” means the income
tax return for such year which is re-
quired by section 6012(a)(1) and, in the
case of taxable years beginning after
December 31, 1966, the self-employment

§1.6654-2

tax return for such year which is re-
quired by section 607.

(c) Examples. The following examples
illustrate the application of the excep-
tions to the imposition of the addition
to the tax for an underpayment of esti-
mated tax, in the case of an individual
whose taxable year is the calendar
year:

Example 1. A, a married man with one child
and a dependent parent, files a joint return
with his spouse, B, for 1955 on April 15, 1956,
showing taxable income of $44,000 and a tax
of $16,760. A and B had filed a joint declara-
tion of estimated tax on April 15, 1955, show-
ing an estimated tax of $10,000 which was
paid in four equal installments of $2,500 each
on April 15, June 15, and September 15, 1955,
and January 15, 1956. The balance of $6,760
was paid with the return. A and B have an
underpayment of estimated tax of $433 (V4 of
70 percent of $16,760, less $2,500) for each in-
stallment date. The 1954 calendar year re-
turn of A and B showed a liability of $10,000.
Since the total amount of estimated tax paid
by each installment date equalled the
amount that would have been required to be
paid on or before each of such dates if the es-
timated tax were the tax shown on the re-
turn for the preceding year, the exception
described in paragraph (a)(1) of this section
applies and no addition to the tax will be im-
posed.

Example 2. Assume the same facts as in ex-
ample (1), except that the joint return of A
and B for 1954 showed taxable income of
$32,000 and a tax liability of $10,400. Assume
further that only two personal exemptions
under section 151 appeared on the 1954 re-
turn. The exception described in paragraph
(a)(1) of this section would not apply. How-
ever, A and B are entitled to four exemptions
under section 151 for 1955. Taxable income for
1954 based on four exemptions, but otherwise
on the basis of the facts shown on the 1954 re-
turn, would be $30,800. The tax on such
amount in the case of a joint return would be
$9,836. Since the total amount of estimated
tax paid by each installment date exceeds
the amount which would have been required
to be paid on or before each of such dates if
the estimated tax were $9,836, the exception
described in paragraph (a)(4) of this section
applies and no addition to the tax will be im-
posed.

Example 3. C, who is self-employed (other
than as a farmer or fisherman), has
annualized taxable income of $6,900 for the
period January 1, 1967, through August 31,
1967, the income tax on which is $1,171. For
the same period his net earnings from self-
employment are $5,000 and his wages are
$2,000. The estimated tax payments made by
C for 1967 on or before September 15, 1967,
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total $1,200. For the purposes of the excep-
tion described in paragraph (a)(2) of this sec-
tion, the adjusted self-employment income is
$3,600, computed as follows:

(1) Net earnings from self-employment ..................... $5,000

(2) $6,600 minus annualized wages ($6,600 — 3,000
($2,000x12+8)) 3,600

(3) Lesser of (1) OF (2) .ooveveeeeeeieneereeeeeeeeseeseeees 3,600

The tax on C’s adjusted self-employment in-
come would be $230.40 ($3,600x6.4 percent).
Since the total amount of estimated tax paid
on or before September 15, 1967, exceeds
$1,121.12, that is, 80 percent of $1,401.40
($1,171+230.40), the exception described in
paragraph (a)(2) of this section applies and
no addition to tax will be imposed.

Example 4. D, who is self-employed (other
than as a farmer or fisherman), has actual
taxable income of $3,800 for the period Janu-
ary 1, 1967, through August 31, 1967, the in-
come tax on which is $586. For the same pe-
riod his net earnings from self-employment
are $5,000 and his wages are $2,000. The esti-
mated tax payments made by D for 1967 on or
before September 15, 1967, total $840. For the
purposes of the exception described in para-
graph (a)(3) of this section, the actual self-
employment income for this period is $4,600,
computed as follows:

(1) Net earnings from self-employment $5,000
(2) $6,600 minus wages ($6,600 —2,000) 4,600
(3) Lesser of (1) or (2) 4,600

The tax on D’s actual self-employment in-
come would be $294.40 ($4,600x6.4 percent).
Since the total amount of estimated tax paid
by September 15, 1967, exceeds $792.36, that
is, 90 percent of $880.40 ($586+294.40), the ex-
ception described in paragraph (a)(3) of this
section applies and no addition to tax will be
imposed.

Example 5. E and F, his spouse, filed a joint
return for the calendar year 1967, showing a
tax liability of $10,000. The liability, attrib-
utable primarily to income received during
the last quarter of the year, included both
income and self-employment tax. Their ag-
gregate payments of estimated tax on or be-
fore September 15, 1967, total $1,350, rep-
resenting three installments of $450 paid on
each of the first three installment dates pre-
scribed for the taxable year. Since each in-
stallment paid, $450, was less then $2,000 (V4
of 80 percent of $10,000), there was an under-
payment on each of the installment dates.
Assume that the exceptions described in
paragraph (a) (1) and (4) of this section do
not apply. Actual taxable income for the
three months ending March 31, 1967, was
$2,000 and for the five months ending May 31,
1967, was $4,500. Actual self-employment in-
come, for the same periods, was $2,000 and
$4,000, respectively. Since the amounts paid
by the April 15 and June 15 installment
dates, $450 and $900, respectively, exceed
$376.20 and $873.90, respectively (90 percent of
the income tax on the actual taxable income
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of $2,000 and $4,500, respectively, determined
on the basis of a joint return, and the self-
employment tax on the actual self-employ-
ment income of $2,000 and $4,000, respec-
tively), the exception described in paragraph
(a)(3) of this section applies and no addition
to the tax will be imposed for the underpay-
ments on the April 15 and June 15 install-
ment dates. For the eight months ending Au-
gust 31, 1967, actual taxable income, assum-
ing E and F did not elect to use the standard
deduction, was $7,500; net earnings from self-
employment were $6,000 and wages were
$2,700. Since the total amount paid by the
September 15 installment date, $1,350, was
less than $1,381.14 (90 percent of the income
tax on the actual taxable income of $7,500 de-
termined on the basis of a joint return and
the self-employment tax on actual self-em-
ployment income of $3,900 ($6,600—2,700)), the
exception described in paragraph (a)3) of
this section does not apply to the September
15 installment. Furthermore, the exception
described in paragraph (a)(2) of this section
does not apply, as illustrated by the fol-
lowing computation:
(1) Income tax:
Taxable income for the period ending
Aug. 31, 1967 (without deduction for
personal exemptions) on an annual

basis ($8,700x12+8) .......cccceucuecicenens $13,050.00
Deduction for two personal exemptions ....... 1,200.00
11,850.00
Tax on $11,850 (on the basis of a joint
return) 2,227.00
(2) Self-employment tax:
Net earnings from self-employment ...... 6,000.00
Adjusted  self-employment  income
($6,600—4,050 annualized wages
($2,7005X12+8)) .oovveoreeereeereesreesennn 2,550.00
Tax on adjusted self-employment in-
come ($2,550%6.4 percent) ... 163.20
(3) Total tax ($2,227.00+163.20) 2,390.20
(4) %a of 80 percent of $2,390.20 1,434.12
Amount paid by Sept. 15, 1967 ........cccceviiiininns 1,350.00

An addition to the tax will thus be imposed
for the underpayment of $1,550 ($2,000—450)
on the September 15 installment.

Example 6. Assume the same facts as in ex-
ample (5) and assume further that adjusted
gross income for the eight months ending
August 31, 1967, was $9,200 and the amount of
deductions (other than the deduction for per-
sonal exemptions) not allowable in deter-
mining adjusted gross income aggregate only
$500. If E and F elect, they may use the
standard deduction in computing the tax for
purposes of the exceptions described in para-
graph (a) (2) and (3) of this section. Taxable
income for purposes of the exception de-
scribed in paragraph (a)3) of this section
would be reduced to $7,080 ($9,200 less $1,200
for two personal exemptions and $920 for the
standard deduction). The income tax thereon
is $1,205.20; income tax and self-employment
tax total $454.80 ($1,205.20+249.60 ($3,900x6.4
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percent)). Since the amount paid by the Sep-
tember 15 installment date, $1,350, exceeds
$1,309.32 (90 percent of $1,454.80), the excep-
tion described in paragraph (a)(3) of this sec-
tion applies. However, the exception de-
scribed in paragraph (a)(2) of this section
does not apply, as illustrated by the fol-
lowing computation:

Adjusted gross income for period ending Aug.

31,1967 ...... $9,200.00
Adjusted gross income annualized

($9,200x12+8) 13,800.00
Taxable income annuallzed (313, 800 minus

$1,200 for two personal exemptions and

$1,000 for the standard deduction) .................. 11,600.00
Tax on $11,600 (on basis of joint return) ............ 2,172.00
Self-employment tax on adjusted self-employ-

ment income ($2,550%6.4 percent) 163.20
Total tax ($2,172.00+163.20 .......cccccecevervcreerurnnae 2,335.20
%4 of 80 percent of $2,335.20 1,401.12
Amount paid by Sept. 15, 1967 .... 1,350.00

Example 7. G was a married individual, 73
years of age, who filed a joint return with his
wife, H, for the calendar year 1956. H, who
was 70 years of age, had no income during
the year. G had taxable income in the
amount of $7,000 for the eight-month period
ending on August 31, 1956, which included
$2,000 of dividend income (after excluding $50
under section 116) and $900 of rental income.
The $7,000 figure also reflected a deduction of
$2,400 for personal exemptions ($600x4), since
G and H are both over 65 years of age. The
application of the exception described in
paragraph (a)(2) of this section to an under-
payment of estimated tax on the September
15 installment date may be illustrated by the
following computation:

Taxable income for the period ending Aug. 31,

1956 (without deduction for personal exemp-

tions) on an annual basis ($9,400x12+8) ... $14,100.00
Deduction for personal exemptions . 2,400.00
Taxable income on an annual basis 11,700.00
Tax (on the basis of a joint return) .. 2,642.00
Dividends received for 8-month period 2,050.00
Less: Amount excluded from gross income
under section 116 .........ccccvviiiiiiiiiiiccies 50.00
Dividends included in gross income ....... 2,000.00
Dividend income annualized ($2,000x1 3,000.00
Dividends received credit under section 34 (4
percent of $3,000) .......ccceririeeiiiiiiiieieeee 120.00
Tax less dividends received credit ...................... 2,522.00
Retirement income (as defined in section 37(c))
includes:
Dividend income (to extent included in
gross income) .. 2,000.00
Rental income 900.00
Total retirement income .. 2,900.00
Limit on amount of retirement income under
section 37(d) . 1,200.00
Retirement income credit under sectlon 37 (20
percent of $1,200) ......ccccviririiiiiiiiiiiccee 240.00
Tax less credits under section 34 and section 37 2,282.00
Amount determined under the exception de-
scribed in paragraph (a)(2) of this section (¥a
of 70 percent of $2,282) .... 1,198.05
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Example 8. C, an unmarried individual for
whom another taxpayer is entitled to a de-
duction under section 151(e), has adjusted
gross income of $4,000 for the period January
1, 1977, through August 31, 1977. All of C’s in-
come is non-exempt interest. For the same
period C, who is entitled to one personal ex-
emption, has itemized deductions amounting
to $300. C is entitled to no credits other than
the general tax credit. C filed a declaration
of estimated tax on April 15, 1977, and on or
before September 15, 1977, makes estimated
tax payments for 1977 which total $460. For
purposes of determining whether the excep-
tion described in paragraph (a)(2) of this sec-
tion applies, the following computations are
necessary:

Adjusted gross income for the period
ending Aug. 31, 1977, on an annual

basis ($4,000 X 12+8) .....cccccoevrerrrrurunae $6,000.00
Itemized deductions for the period end-
ing Aug. 31, 1977, on an annual basis
($300 X 12+8) ..ocvveirrreieeeeeereees 450.00
Unused zero bracket
amount computation re-
quired under sec.
63(e)(1)(D):
Zero bracket amount $2,200.00
Annualized itemized
deductions ............. 450.00
Unused zero brack-
et amount .......... 1,750.00
Annualized adjusted gross income .. 6,000.00
Plus: unused zero bracket amount .. 1,750.00
Annualized tax table income .... 7,750.00
Tax from tables . 757.00
Amount specified in paragraph (a)(2) of
this section (¥4x80 pct. x$757) .......... $454.20

The exception described in paragraph (a)(2)
applies, and no addition to tax will be im-
posed.

Example 9. An unmarried taxpayer entitled
to one exemption, has adjusted gross income
of $16,000 and itemized deductions of $2,000
for the period for the period January 1, 1977,
through August 31, 1977. D has no net earn-
ings from self-employment and is entitled to
no credits other than the general tax credit.
D files a declaration of estimated tax on
April 15, 1977, and on or before September 15,
1977, makes estimated tax payments for 1977
which total $3,000. For purposes of deter-
mining whether the exception in paragraph
(a)(2) of this section applies, the following
computations are necessary:

Adjusted gross income for the period ending

Aug. 31, 1977, on an annual basis ($16,000

X 1248) i $24,000
ltemized deductions for the period ending Aug.
31, 1977, on an annual basis ($2,000 x
1248) i 3,000
Annualized itemized deduc-
tions ... ... $3,000
Minus zero bracket amount 2,200
Excess itemized deduc-
tions ..o 800
Annualized adjusted gross income ..... 24,000
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Minus excess itemized deductions ..... 800
Annualized tax table income ........ 23,200
Minus: Personal exemption ................. 750
Annualized taxable income .......... 22,450

Tax under sec. 1(c) on annualized taxable in-
come 5,325
Minus: general tax credit .... 180
Total v 5,145

Amount specified in paragraph (a)(2) of this
section (¥ax80 pct. X $5,145) ...coevveveevcceens 3,087

The exception described in paragraph (a)(2)
does not apply.

(d) Determination of taxable income for
installment periods—(1) In general. (i) In
determining the applicability of the ex-
ceptions described in paragraph (a) (2)
and (3) of this section, there must be an
accurate determination of the amount
of income and deductions for the cal-
endar months in the taxable year pre-
ceding the installment date as of which
the determination is made, that is, for
the period terminating with the last
day of the third, fifth, or eighth month
of the taxable year. For example, a tax-
payer distributes year-end bonuses to
his employees but does not determine
the amount of the bonuses until the
last month of the taxable year. He may
not deduct any portion of such year-
end bonuses in determining his taxable
income for any installment period
other than the final installment period
for the taxable year, since deductions
are not allowable until paid or accrued,
depending on the taxpayer’s method of
accounting.

(ii) If a taxpayer on an accrual meth-
od of accounting wishes to use either of
the exceptions described in paragraphs
(a) (2) and (3) of this section, he must
establish the amount of income and de-
ductions for each applicable period. If
his income is derived from a business
in which the production, purchase, or
sale of merchandise is an income-pro-
ducing factor requiring the use of in-
ventories, he will be unable to deter-
mine accurately the amount of his tax-
able income for the applicable period
unless he can establish, with reason-
able accuracy, his cost of goods sold for
the applicable installment period. The
cost of goods sold for such period shall
be considered, unless a more exact de-
termination is available, as such part
of the cost of goods sold during the en-
tire taxable year as the gross receipts
from sales for such installment period
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is of gross receipts from sales for the
entire taxable year.

(2) Members of partnerships. The provi-
sions of this subparagraph shall apply
in determining the applicability of the
exceptions described in paragraphs (a)
(2) and (3) of this section to an under-
payment of estimated tax by a tax-
payer who is a member of a partner-
ship.

(i) For purposes of determining tax-
able income, there shall be taken into
account:

(A) The partner’s distributive share
of partnership items set forth under
section 702,

(B) The amount of any guaranteed
payments under section 707(c), and

(C) Gains or losses on partnership
distributions which are treated as
gains or losses on sales of property.

(ii) For purposes of determining net
earnings from self-employment (for
taxable years beginning after Decem-
ber 31, 1966) there shall be taken into
account:

(A) The partner’s distributive share
of income or loss, described in section
702(a)(9), subject to the special rules set
forth in section 1402(a) and §§1.1402(a)-
1 to 1.1402(a)-16, inclusive, and

(B) The amount of any guaranteed
payments under section 707(c), except
for payments received from a partner-
ship not engaged in a trade or business
within the meaning of section 1402(c)
and §1.1402(c)-1.

In determining a partner’s taxable in-
come and, for taxable years beginning
after December 31, 1966, net earnings
from self-employment, for the months
in his taxable year which precede the
month in which the installment date
falls, the partner shall take into ac-
count items set forth in sections 702
and 1402(a) for any partnership taxable
year ending with or within his taxable
year to the extent that such items are
attributable to months in such part-
nership taxable year which precede the
month in which the installment date
falls. For special rules used in com-
puting a partner’s net earnings from
self-employment in the case of the ter-
mination of his taxable year as a result
of death, see section 1402(f) and
§1.1402(f)-1. In addition, a partner shall
include in his taxable income and, for
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taxable years beginning after Decem-
ber 31, 1966, net earnings from self-em-
ployment, for the months in his tax-
able year which precede the month in
which the installment date falls guar-
anteed payments from the partnership
to the extent that such guaranteed
payments are includible in his taxable
income for such months. See section
706(a), section 707(c), paragraph (c) of
§1.707-1 and section 1402(a).

(iii) The provisions of subdivision (i)
(A) and (B) of this subdivision (ii) of
this subparagraph may be illustrated
by the following examples:

Example 1. A, whose taxable year is the cal-
endar year, is a member of a partnership
whose taxable year ends on January 31. A
must take into account, in determining his
taxable income for the installment due on
April 15, 1973, all of his distributive share of
partnership items described in section 702
and the amount of any guaranteed payments
made to him which were deductible by the
partnership in the partnership taxable year
beginning on February 1, 1972, and ending on
January 31, 1973. A must take into account,
in determining his net earnings from self-
employment, his distributive share of part-
nership income or loss described in section
702(a)(9), subject to the special rules set forth
in section 1402(a) and §§1.1402(a)-1 to
1.1402(a)-16, inclusive.

Example 2. Assume that the taxable year of
the partnership of which A, a calendar year
taxpayer, is a member ends on June 30. A
must take into account in the determination
of his taxable income and net earnings from
self-employment for the installment due on
April 15, 1973, his distributive share of part-
nership items for the period July 1, 1972,
through March 31, 1973; for the installment
due on June 15, 1973, he must take into ac-
count such amounts for the period July 1,
1972, through May 31, 1973; and for the in-
stallment due on September 15, 1973, he must
take into account such amounts for the en-
tire partnership taxable year of July 1, 1972,
through June 30, 1973 (the date on which the
partnership taxable year ends).

(3) Beneficiaries of estates and trusts.
In determining the applicability of the
exceptions described in paragraph (a)
(2) and (3) of this section as of any in-
stallment date, the beneficiary of an
estate or trust must take into account
his distributable share of income from
the estate or trust for the applicable
period (whether or not actually distrib-
uted) if the trust or estate is required
to distribute income to him currently.
If the estate or trust is not required to
distribute income currently, only the
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amounts actually distributed to the
beneficiary during such period must be
taken into account. If the taxable year
of the beneficiary and the taxable year
of the estate or trust are different,
there shall be taken into account the
beneficiary’s distributable share of in-
come, or the amount actually distrib-
uted to him as the case may be, during
the months in the taxable year of the
estate or trust ending within the tax-
able year of the beneficiary which pre-
cede the month in which the install-
ment date falls. See subparagraph (2) of
this paragraph for examples of a simi-
lar rule which is applied when a part-
ner and the partnership of which he is
a member have different taxable years.

(e) Special rule in case of change from
joint return or separate return for the pre-
ceding taxable year—(1) Joint return to
separate returns. In determining the ap-
plicability of the exceptions described
in paragraph (a) (1) and (4) of this sec-
tion to an underpayment of estimated
tax, a taxpayer filing a separate return
who filed a joint return for the pre-
ceding taxable year shall be subject to
the following rule: The tax:

(i) Shown on the return for the pre-
ceding taxable year, or

(ii) Based on the tax rates and per-
sonal exemptions for the current tax-
able year but otherwise determined on
the basis of the facts shown on the re-
turn for the preceding taxable year,
and the law applicable to such year,

shall be that portion of the tax which
bears the same ratio to the whole of
the tax as the amount of the tax for
which the taxpayer would have been
liable bears to the sum of the taxes for
which the taxpayer and his spouse
would have been liable had each spouse
filed a separate return for the pre-
ceding taxable year. For rules with re-
spect to the allocation of joint pay-
ments of estimated tax, see §1.66564—
2(e)(b).

(2) Examples. The rule in paragraph (i)
of this paragraph may be illustrated by
the following examples:

Example 1. H and W filed a joint return for
the calendar year 1955 showing taxable in-
come of $20,000 and a tax of $5,280. Of the
$20,000 taxable income, $18,000 was attrib-
utable to H, and $2,000 was attributable to W.
H and W filed separate returns for 1956. The
tax shown on the return for the preceding
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taxable year, for purposes of determining the
applicability of the exception described in
paragraph (a)(1) of this section to an under-
payment of estimated tax by H for 1956, is
determined as follows:

Taxable income of H for 1955 ....................... $18,000
Tax on $18,000 (on basis of separate return) 6,200
Taxable income of W for 1955 ........c..cccveeueen 2,000

Tax on $2,000 (on basis of separate return) 400
Aggregate tax of H and W (on basis of sep-

arate returns) ........ccccceeeviiiiiiieeccs 6,600
Portion of 1955 tax shown on joint return at-
tributable to H (6200/6600x5280) .............. 4,960

Example 2. Assume the same facts as in ex-
ample (1) and that H and W file a joint dec-
laration of estimated tax for 1956 and pay es-
timated tax in amounts determined on the
basis of their eligibility for three rather than
two exemptions for 1956. H and W ultimately
file separate income tax returns for 1956. As-
sume further that the exception described in
paragraph (a)(1) of this section does not
apply. The tax based on the tax rates and
personal exemptions for 1956 but otherwise
determined on the basis of the facts shown
on the return for 1955 and the law applicable
to 1955, for purposes of determining the ap-
plicability of the exception described in
paragraph (a)(4) of this section to an under-
payment of estimated tax by H for 1956, is
determined as follows:

Taxable income of H and W for 1955 based on
additional personal exemption for 1956 ...........
Tax on 1955 income based on joint return rate
for 1956 ........
Portion of 1955 tax attributable to H (computed
as in example (1) but allowing benefit of addi-
tional exemption t0 H) .....ccceoriniiniinciiene
Portion of tax attributable to H based on tax
rates and personal exemptions for 1956 but
otherwise on facts on 1955 return ($5900/
6300x$5,076) $4,754

Example 3. Assume that H and W had the
same taxable income in 1972 as in 1955, and
that they filed a joint return for 1972 and
separate returns for 1973. Assume further
that H’s taxable income for 1972 included net
earnings from self-employment in excess of
the $9,000 maximum base for the self-employ-
ment tax for 1972, and that the joint return
filed by H and W for 1972 showed tax under
Chapter 1 (other than section 56) and tax
under Chapter 2 totaling $5,0565. The tax
shown on the return for 1972, for purposes of
determining the applicability of the excep-
tion described in paragraph (a)(1) of this sec-
tion to an underpayment of estimated tax by
H for 1973, is determined as follows:

$19,400

5,076

5900/6300

Taxable income of H for 1972 .........cccccceveeae $18,000
Chapter 1 tax (other than section 56 tax) on

$18,000 (on basis of separate return) ....... 5,170
Self-employment income of H for 1972 . 9,000
Chapter 2 tax on $9,000 .........ccovruereererenenens $675
Total of such taxes $5,845
Taxable income of W for 1972 . . 2,000
Chapter 1 tax (other than section 56 tax) on

$2,000 (on basis of separate return) ......... 310
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Aggregate tax on H and W (on basis of sep-

arate returns) ...oeeeeeeeeeeeeeeeerereeeeee e $6,155
Portion of 1972 tax shown on joint return at-
tributable to H (5845/6155x$5,055) ........... $4,800.40

(3) Separate return to joint return. In
the case of a taxpayer who files a joint
return for the taxable year with re-
spect to which there is an under-
payment of estimated tax and who filed
a separate return for the preceding tax-
able year:

(i) The tax shown on the return for
the preceding taxable year, for pur-
poses of determining the applicability
of the exception described in paragraph
(a)(1) of this section, shall be the sum
of both the tax shown on the return of
the taxpayer and the tax shown on the
return of the taxpayer’s spouse for
such preceding year, and

(ii) The facts shown on both the tax-
payer’s return and the return of his
spouse for the preceding taxable year
shall be taken into account for pur-
poses of determining the applicability
of the exception described in paragraph
(a)(4) of this section.

(4) Example. The rules described in
subparagraph (3) of this paragraph may
be illustrated by the following exam-
ple:

Example. H and W filed separate income tax
returns for the calendar year 1954 showing
tax liabilities of $2,640 and $350, respectively.
In 1956 they married and participated in the
filing of a joint return for that year. In the
filing of a joint return for that year. Thus,
for the purpose of determining the applica-
bility of the exceptions described in para-
graph (a)(1) and (4) of this section to an un-
derpayment of estimated tax for the year
1955, the tax shown on the return for the pre-
ceding taxable year is $2,990 ($2,640 plus $350).

(Secs. 6015, 6154, 6654, 6655, and 7805, Internal
Revenue Code of 1954 (96 Stat. 2395 and 2396,
68A Stat. 917, 26 U.S.C. 6015, 6154, 6654, 6655,
and 7805))

(5) Joint payments of estimated tar—(i)
In general. A husband and wife may
make a joint payment of estimated tax
even though they are not living to-
gether. However, a joint payment of es-
timated tax may not be made if the
husband and wife are separated under a
decree of divorce or of separate mainte-
nance. A joint payment of estimated
tax may not be made if the taxpayer’s
spouse is a nonresident alien (including
a nonresident alien who is a bona fide
resident of Puerto Rico or a possession
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to which section 931 applies during the
entire taxable year), unless an election
is in effect for the taxable year under
section 6013(g) or (h) and the regula-
tions. In addition, a joint payment of
estimated tax may not be made if the
taxpayer’s spouse has a taxable year
different from that of the taxpayer. If a
joint payment of estimated tax is
made, the amount estimated as the in-
come tax imposed by chapter 1 of the
Internal Revenue Code must be com-
puted on the aggregate estimated tax-
able income of the spouses (see section
6013(d)(3) and §1.2-1), whereas, if appli-
cable, the amount estimated as the
self-employment tax imposed by chap-
ter 2 of the Internal Revenue Code
must be computed on the separate esti-
mated self-employment income of each
spouse. See sections 1401 and 1402 and
§1.6017-1(b)(1). The liability with re-
spect to the estimated tax, in the case
of a joint payment, shall be joint and
several.

(i1) Application to separate returns. (A)
Although a husband and wife may
make a joint payment of estimated
tax, they, nevertheless, can file sepa-
rate returns. If they make a joint pay-
ment of estimated tax and file separate
returns for the same taxable year with
respect to which the joint payment was
made, the payment made on account of
the estimated tax for that taxable year
may be treated as a payment on ac-
count of the tax liability of either the
husband or wife for the taxable year, or
may be divided between them in such
manner as they may agree.

(B) In the event the husband and wife
fail to agree to a division of the esti-
mated tax payment, such payment
shall be allocated between them in ac-
cordance with the following rule. The
portion of such payment to be allo-
cated to a taxpayer shall be that por-
tion of the aggregate of all such pay-
ments as the amount of tax imposed by
chapter 1 of the Internal Revenue Code
shown on the separate return of the
taxpayer (plus, if applicable, the
amount of tax imposed by chapter 2 of
the Internal Revenue Code shown on
the return of the taxpayer) bears to the
sum of the taxes imposed by chapter 1
of the Internal Revenue Code shown on
the separate returns of the taxpayer
and the spouse (plus, if applicable, the
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sum of the taxes imposed by chapter 2
of the Internal Revenue Code shown on
the separate returns of the taxpayer
and the spouse).

(6) Example. The rule described in
paragraph (e)(5) of this section may be
illustrated by the following example:

Example. (i) H and W make a joint payment
of estimated tax of $19,5600 for the taxable
yvear. H and W subsequently file separate re-
turns for the taxable year showing tax im-
posed by chapter 1 of the Internal Revenue
Code in the amount of $11,500 and $8,000, re-
spectively. In addition, H’s return shows a
tax imposed by chapter 2 of the Internal Rev-
enue Code in the amount of $5600. H and W
fail to agree to a division of the estimated
tax paid. The amount of the aggregate esti-
mated tax payments allocated to H is deter-
mined as follows:

(A) Chapter 1 tax shown on H’s return—
$11,500

(B) Plus: Amount of tax imposed by chap-
ter 2 shown on H’s return—3$500

(C) Total taxes imposed by chapter 1 and
by chapter 2 shown on H’s return—3$12,000

(D) Amount of tax imposed by chapter 1
shown on W’s return—$8,000

(E) Total taxes imposed by chapter 1 and
by chapter 2 on both H’s and W’s—$20,000 re-
turns

(F) Proportion of taxes shown on H’s re-
turn to total amount—($12,000/$20,000) 60% of
taxes shown on both H’s and W’s returns

(G) Amount of estimated tax payments al-
located to H (60% of $19,500)—$11,700

(ii) Accordingly, H’s return would show a
balance due in the amount of $300 ($12,000
taxes shown less $11,700 estimated tax allo-
cated).

(7) Death of spouse. (i) A joint pay-
ment of estimated tax may not be
made after the death of either the hus-
band or wife. However, if it is reason-
able for a surviving spouse to assume
that there will be filed a joint return
for himself and the deceased spouse for
his taxable year and the last taxable
year of the deceased spouse, he may, in
making a separate payment of esti-
mated tax for his taxable year which
includes the period comprising such
last taxable year of his spouse, esti-
mate the amount of the tax imposed by
chapter 1 of the Internal Revenue Code
on his and his spouse’s taxable income
on an aggregate basis and compute his
estimated tax with respect to chapter 1
tax in the same manner as though a
joint return had been filed.

(ii) If a husband and wife make a
joint payment of estimated tax and
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thereafter one spouse dies, no further
payments of joint estimated tax liabil-
ity are required from the estate of the
decedent. The surviving spouse, how-
ever, shall be liable for the payment of
any subsequent installments of the
joint estimated tax. For the purpose of
making an amended payment of esti-
mated tax by the surviving spouse, and
the allocation of payments made pur-
suant to a joint payment of estimated
tax between the surviving spouse and
the legal representative of the dece-
dent in the event a joint return is not
filed, the payment of estimated tax
may be divided between the decedent
and the surviving spouse in such pro-
portion as the surviving spouse and the
legal representative of the decedent
may agree.

(iii) If the surviving spouse and the
legal representative of the decedent
fail to agree to a division of a payment,
such payment shall be allocated in ac-
cordance with the following rule. The
portion of such payment to be allo-
cated to the surviving spouse shall be
that portion of the aggregate amount
of such payments as the amount of tax
imposed by chapter 1 of the Internal
Revenue Code shown on the separate
return of the surviving spouse (plus, if
applicable, the amount of tax imposed
by chapter 2 of the Internal Revenue
Code shown on the return of the sur-
viving spouse) bears to the sum im-
posed by chapter 1 of the Internal Rev-
enue Code shown on the separate re-
turns of the surviving spouse and of the
decedent (plus, if applicable, the sum of
the taxes imposed by chapter 2 of the
Internal Revenue Code shown on the
returns of the surviving spouse and of
the decedent); and the balance of such
payments shall be allocated to the de-
cedent. This rule may be illustrated by
analogizing the surviving spouse de-
scribed in this rule to H in the example
contained in paragraph (e)(6) of this
section and the decedent in this rule to
W in that example.

(f) Effective/applicability date. Para-
graph (a)(1)(ii) of this section applies to
any taxable year beginning in 2009 and
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does not apply to any taxable years be-
ginning before or after 2009.

[T.D. 7427, 41 FR 34029, Aug. 12, 1976, as
amended by T.D. 7577, 43 FR 59359, Dec. 20,
1978; T.D. 7585, 44 FR 1105, Jan. 4, 1979; T.D.
8016, 50 FR 11855, Mar. 26, 1985; 50 FR 18244,
Apr. 30, 1985; T.D. 8996, 67 FR 35012, May 17,
2002; T.D. 9224, 70 FR 52300, Sept. 2, 2005; T.D.
9480, 75 FR 9102, Mar. 1, 2010; T.D. 9613, 78 FR
13222, Feb. 27, 2013]

§1.6654-3 Short taxable years of indi-
viduals.

(a) In general. The provisions of sec-
tion 66564, with certain modifications
relating to the application of section
6654(d), which are explained in para-
graph (b) of this section, are applicable
in the case of a short taxable year.

(b) Rules as to application of section
6654(d). (1) In any case in which the
taxable year for which an under-
payment of estimated tax exists is a
short taxable year due to a change in
annual accounting periods, in deter-
mining the tax:

(i) Shown on the return for the pre-
ceding taxable year (for purposes of
section 6654(d)(1)), or

(ii) Based on the personal exemptions
and rates for the current taxable year
but otherwise on the basis of the facts
shown on the return for the preceding
taxable year, and the law applicable to
such year (for purposes of section
6654(d)(4)),

the tax will be reduced by multiplying
it by the number of months in the
short taxable year and dividing the re-
sulting amount by 12.

(2) If the taxable year for which an
underpayment of estimated tax exists
is a short taxable year due to a change
in annual accounting periods, in
annualizing the taxable income for the
months in the taxable year preceding
an installment date, for purposes of
section 6654(d)(1)(C), the personal ex-
emptions allowed as deductions under
section 151 shall be reduced to the same
extent that they are reduced under sec-
tion 443(c) in computing the tax for a
short taxable year.

(3) If ‘““the preceding taxable year’ re-
ferred to in section 6654(d)(4) was a
short taxable year, for purposes of de-
termining the applicability of the ex-
ception described in section 6654(d)(4),
the tax, computed on the basis in the
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facts shown on the return for the pre-
ceding year, shall be the tax computed
on the annual basis in the manner de-
scribed in section 443(b)(1) (prior to its
reduction in the manner described in
the last sentence thereof). If the tax
rates or the taxpayer’s status with re-
spect to personal exemptions for the
taxable year with respect to which the
underpayment occurs differ from such
rates or status applicable to the pre-
ceding taxable year, the tax deter-
mined in accordance with this subpara-
graph shall be recomputed to reflect
the rates and status applicable to the
yvear with respect to which the under-
payment occurs.

[T.D. 6500, 25 FR 12149, Nov. 26, 1960, as
amended by T.D. 7427, 41 FR 34033, Aug. 12,
1976; T.D. 9224, 70 FR 52301, Sept. 2, 2005]

§1.6654-4 Waiver of penalty for under-
payment of 1971 estimated tax by
an individual.

(a) In general. Section 207 of the Rev-
enue Act of 1971 provides that, in the
case of individuals, the penalty pre-
scribed by section 6654(a) and §1.6654-1
for underpayment of estimated tax
shall not apply in certain cases to tax-
able years beginning after December 31,
1970, and ending before January 1, 1972.
The penalty shall be waived only if the
taxpayer meets one of the gross income
requirements contained in paragraph
(b) of this section and if the limitation
contained in paragraph (c) of this sec-
tion is not applicable.

(b) Gross income requirement. Except
as provided in paragraph (c) of this sec-
tion, the waiver provided in paragraph
(a) of this section shall be applicable
only:

(1) If the gross income for the taxable
year does not exceed $10,000 in the case
of:

(i) A single individual who is neither
a head of a household (as defined in
section 2(b)) nor a surviving spouse (as
defined in section 2(a)), or

(ii) A married individual not entitled
under section 6013 to file a joint return
for the taxable year, or

(2) If the gross income for the taxable
year does not exceed $20,000 in the case
of:

(i) A head of a household (as defined
in section 2(b)) or

§1.6654-5

(ii) A surviving spouse (as defined in
section 2(a)), or

(3) If the aggregate gross income for
the taxable year does not exceed $20,000
in the case of a married individual (en-
titled under section 6013 to file a joint
return for the taxable year) and his
spouse.

(c) Limitation. Notwithstanding any
other provision of this section, the
waiver provided in paragraph (a) of this
section shall not be applicable if, in the
taxable year, the taxpayer has income
from sources other than wages (as de-
fined in section 3401(a)) in excess of $200
($400 in the case of a husband and wife
entitled to file a joint return for the
taxable year under section 6013). Thus,
for example, even if the aggregate
gross income of a husband and wife (en-
titled under section 6013 to file a joint
return for the taxable year) does not
exceed $20,000, the waiver of the pen-
alty for underpayment of estimated tax
shall not apply if the husband and wife
have, in the aggregate, income from
sources other than wages in excess of
$400.

[T.D. 7282, 38 FR 19028, July 17, 1973]

§1.6654-5 Payments of estimated tax.

(a) In general. A payment of esti-
mated tax by an individual shall be de-
termined on Form 1040-ES. For the
purpose of determining the estimated
tax, the amount of gross income which
the taxpayer can reasonably expect to
receive or accrue, depending upon the
method of accounting upon which tax-
able income is computed, and the
amount of the estimated allowable de-
ductions and credits to be taken into
account in computing the amount of
estimated tax, shall be determined
upon the basis of the facts and cir-
cumstances existing at the time pre-
scribed for determining the estimated
tax, as well as those reasonably to be
anticipated for the taxable year. If,
therefore, the taxpayer is employed at
the date prescribed for making an esti-
mated tax payment at a given wage or
salary, the taxpayer should presume, in
the absence of circumstances indi-
cating the contrary, for the purpose of
the estimated tax payment that such
employment will continue to the end of
the taxable year at the wage or salary
received by the taxpayer as of such
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date. In the case of income other than
wages and salary, the regularity in the
payment of income, such as dividends,
interest, rents, royalties, and income
arising from estates and trusts is a fac-
tor to be taken into consideration.
Thus, if the taxpayer owns shares of
stock in a corporation, and dividends
have been paid regularly for several
years upon the stock, the taxpayer
should, in the absence of information
indicating a change in the dividend
policy, include the prospective divi-
dends from the corporation for the tax-
able year as well as those actually re-
ceived in such year prior to deter-
mining the estimated tax. In the case
of a taxpayer engaged in business on
his own account, there shall be made
an estimate of gross income and deduc-
tions and credits in the light of the
best available information affecting
the trade, business, or profession.

(b) Computation of estimated tax. In
computing the estimated tax the tax-
payer should take into account the
taxes, credits, and other amounts list-
ed in §1.6654-1(a)(4).

[T.D. 9224, 70 FR 52301, Sept. 2, 2005]

§1.6654-6 Nonresident alien
uals.

(a) In general. A nonresident alien in-
dividual is required to make a payment
of estimated tax if that individual’s
gross income meets the requirements
of section 66564 and §1.6654-1. In making
the determination under section 6654 as
to whether the amount of the gross in-
come of a nonresident alien individual
is such as to require making a payment
of estimated income tax, only the fil-
ing status relating to a single indi-
vidual (other than a head of household)
or to a married individual not entitled
to file a joint return shall apply, unless
an election is in effect 1 for the taxable
year under section 6013(g) or (h) and
the regulations.

(b) Determination of gross income. To
determine the gross income of a non-
resident alien individual who is not, or
does not expect to be, a bona fide resi-
dent of Puerto Rico or a possession to
which section 931 applies during the en-
tire taxable year, see section 872 and
§§1.872-1 and 1.872-2. To determine the
gross income of a nonresident alien in-
dividual who is, or expects to be, a

individ-
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bona fide resident of Puerto Rico or a
possession to which section 931 applies
during the entire taxable year, see sec-
tion 876 and the regulations. For rules
for determining whether an individual
is a bona fide resident of a United
States possession (including Puerto
Rico), see section 937 and the regula-
tions.

[T.D. 9224, 70 FR 52301, Sept. 2, 2005]

§1.6654-7 Applicability.

Section 6654 is applicable only with
respect to taxable years beginning
after December 31, 1954. Section 294(d)
of the Internal Revenue Code of 1939
shall continue in force with respect to
taxable years beginning before January
1, 1955.

[T.D. 6500, 25 FR 12150, Nov. 26, 1960. Redesig-
nated by T.D. 7282, 38 FR 19028, July 17, 1973.
Redesignated by T.D. 9224, 70 FR 52301, Sept.
2, 2005]
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excessive adjustment under section 6425.

[T.D. 9347, 72 FR 44348, Aug. 7, 2007]

§1.6655-1 Addition to the tax in the
case of a corporation.

(a) In general. Section 6655 imposes an
addition to the tax under chapter 1 of
the Internal Revenue Code in the case
of any underpayment of estimated tax
by a corporation. An addition to tax
due to the underpayment of estimated
taxes is determined by applying the un-
derpayment rate established under sec-
tion 6621 to the amount of the under-
payment, for the period of the under-
payment. This addition to the tax is in
addition to any applicable criminal
penalties and is imposed whether or
not there was reasonable cause for the
underpayment.

(b) Amount of underpayment. The
amount of the underpayment for any
required installment is the excess of—

(1) The required installment; over

(2) The amount, if any, of the install-
ment paid on or before the last date
prescribed for such payment.

(c) Period of the underpayment. The
period of the underpayment of any re-
quired installment runs from the date
the installment was required to be paid
to the 15th day of the 3rd month fol-
lowing the close of the taxable year, or
to the date such underpayment is paid,
whichever is earlier. For purposes of
determining the period of the under-
payment a payment of estimated tax
will be credited against unpaid re-
quired installments in the order in
which such installments are required
to be paid.

(d) Amount of required installment—(1)
In general. Except as otherwise pro-
vided in this section and §§1.6655-2
through 1.6655-7, the amount of any re-
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quired installment is 25 percent of the
lesser of—

(i) 100 percent of the tax shown on
the return for the taxable year (or, if
no return is filed, 100 percent of the tax
for such year); or

(ii) 100 percent of the tax shown on
the return for the preceding taxable
year.

(2) Exception. This paragraph (d)(1)(ii)
does not apply if the preceding taxable
year was not a taxable year of 12
months or the corporation did not file
a return for the preceding taxable year
showing a liability for tax.

(e) Large corporation required to pay
100 percent of current year taxr—(1) In
general. Except as provided in para-
graph (e)(2) of this section, paragraph
(d)(1)(i) of this section does not apply
in the case of a large corporation (as
defined in §1.6655-4).

(2) May wuse last year’s tax for first in-
stallment. Paragraph (e)(1) of this sec-
tion does not apply for purposes of de-
termining the amount of the 1st re-
quired installment for any taxable
year. Any reduction in such 1st install-
ment by reason of the preceding sen-
tence is recaptured by increasing the
amount of the next required install-
ment determined under paragraph
(d)(1)({A) of this section by the amount
of such reduction and, if the next re-
quired installment is reduced by use of
the annualized income installment
method under §1.6655-2 or the adjusted
seasonal installment method under
§1.6655-3, by increasing subsequent re-
quired installments determined under
paragraph (d)(1)(i) of this section to the
extent that the reduction has not pre-
viously been recaptured.

(f) Required installment due dates—(1)
Number of required installments. Unless
otherwise provided, corporations must
make 4 required installments for each
taxable year.

(2) Time for payment of installments—
(i) Calendar year. Unless otherwise pro-
vided, in the case of a calendar year
taxpayer, the due dates of the required
installments are as follows:

1st April 15
2nd June 15
3rd September 15
4th December 15
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(ii) Fiscal year. In the case of a tax-
payer other than a calendar year tax-
payer, the due dates of the required in-
stallments are as follows:

1st 156th day of 4th month of the tax-
able year

2nd 15th day of 6th month of the tax-
able year

3rd 15th day of 9th month of the tax-
able year

4th 156th day of 12th month of the tax-
able year

(iii) Short taxable year. See §1.6655-5
for rules regarding required install-
ments for corporations with a short
taxable year.

(iv) Partial month. Except as other-
wise provided, for purposes of deter-
mining the due date of any required in-
stallment, a partial month is treated
as a full month.

(g) Definitions. (1) The term taxr as
used in this section and §§1.6655-2
through 1.66565-7 means the excess of—

(i) The sum of—

(A) The tax imposed by section 11,
section 1201(a), or subchapter L of
chapter 1 of the Internal Revenue Code,
whichever is applicable;

(B) The tax imposed by section 55;
plus

(C) The tax imposed by section 887;
over

(ii) The credits against tax provided
by part IV of subchapter A of chapter 1
of the Internal Revenue Code.

(2)(1) In the case of a foreign corpora-
tion subject to taxation under section
11, section 1201(a), or subchapter L of
chapter 1 of the Internal Revenue Code,
the tax imposed by section 881 is treat-
ed as a tax imposed by section 11.

(ii) In the case of a partnership that
is treated, pursuant to regulations
issued under section 1446(f)(2), as a cor-
poration for purposes of this section,
the tax imposed by section 1446 is
treated as a tax imposed by section 11.

(iii) Unless otherwise provided in the
Internal Revenue Code or Treasury reg-
ulations, for purposes of the definition
of “tax” as used in this section, a re-
capture of tax, such as a recapture pro-
vided by section 50(a)(1)(A), and any
other similar provision, is not consid-
ered to be a tax imposed by section 11.

(iv) For the purposes of paragraph (d)
of this section, the return for the pre-
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ceding taxable year is the Federal in-
come tax return for such taxable year
that is required by section 6012(a)(2).
However, if an amended Federal in-
come tax return has been filed before
the due date of an installment, then
the return for the preceding taxable
year is the Federal income tax return
as amended. If an amended Federal in-
come tax return has been filed on or
after the due date for an installment,
then the return for the preceding tax-
able year does not include for such in-
stallment period the Federal income
tax return as amended subsequent to
the due date for such installment.
Paragraph (d) of this section will apply
without regard to whether the tax-
payer’s Federal income tax return for
the preceding taxable year is filed in a
timely manner.

(h) Special rules for consolidated re-
turns For special rules relating to the
determination of the amount of the un-
derpayment in the case of a corpora-
tion whose income is included in a con-
solidated return, see §1.1502-5(b).

(1) Overpayments applied to subsequent
taxable year’s estimated tar—(1) In gen-
eral. If a taxpayer elects under the pro-
visions of sections 6402(b) and 6513(d)
and the regulations to apply an over-
payment in year one against the esti-
mated tax liability for year two, the
overpayment will be applied to the re-
quired installment payments for year
two in the order due and to the extent
necessary to satisfy such installments,
similar to the manner in which an ac-
tual overpayment of one installment is
carried forward to the next install-
ment. No interest is accrued or paid on
an overpayment if the election to apply
the overpayment against estimated tax
is made.

(2) Subsequent examinations. If a defi-
ciency is determined in an examination
of a return for a taxable year that
originally reflected an overpayment
that was applied against estimated tax
for the succeeding taxable year, inter-
est on the deficiency will not begin to
accrue on an amount applied until that
amount is used to satisfy a required es-
timated tax payment in such taxable
year. Regardless of whether the tax-
payer anticipated the application of
such overpayment from the prior tax-
able year in calculating and paying its

497



§1.6655-2

required estimated tax installment li-
abilities for the current taxable year,
the subsequently determined under-
payment and interest computation
thereon will not change the taxpayer’s
original election to apply the overpay-
ment against the estimated tax liabil-
ity of the succeeding taxable year. Any
changes to the usage of the original
overpayment from the prior taxable
year are hypothetical only and solely
for the purpose of computing defi-
ciency interest. Overpayment interest
will not be impacted. For further guid-
ance, see Rev. Rul. 99-40 (1999-2 CB 441),
(see §601.601(d)(2)(ii)(b) of this chapter).

(j) Examples. The method prescribed
in paragraphs (d) through (g) of this
section is illustrated by the following
examples:

Example 1. (i) X, a calendar year corpora-
tion, estimates its tax liability for its tax-
able year ending December 31, 2009, will be
$85,000. X is not a large corporation as de-
fined in section 6655(2)(2) and §1.6655-4. X re-
ported a liability of $74,900 on its return for
the taxable year ended December 31, 2008,
with no credits against tax. X paid four in-
stallments of estimated tax, each in the
amount of $18,725 (25 percent of $74,900), on
April 15, 2009, June 15, 2009, September 15,
2009, and December 15, 2009, respectively. X
reported a tax liability of $88,900 on its re-
turn due March 15, 2010. X had a $5,000 credit
against tax for tax year 2009 as provided by
part IV of subchapter A of chapter 1 of the
Internal Revenue Code. X did not underpay
its estimated tax for tax year 2009 for any of
the four installments, determined as follows:

(A) Tax as defined in paragraph (g) of this
section for 2009 ($88,900— $5,000) = $83,900

(B) Tax as defined in paragraph (g) of this
section for 2008 = $74,900

(C) 100% of the lesser of this paragraph (j),
Ezxample 1 (1)(A) or (1)(B) = $74,900

(D) Amount of estimated tax required to be
paid on or before each installment date (256%
of $74,900) = $18,725

(E) Deduct amount paid on or before each
installment date = $18,725

(F) Amount of underpayment for each in-
stallment date = $0

(ii) [Reserved]

Example 2. (i) Facts. Y, a calendar year cor-
poration, estimates its tax liability for its
taxable year ending December 31, 2009, will
be $70,000. Y is not a large corporation as de-
fined in section 6655(2)(2) and §1.6655-4. Y re-
ported a Federal income tax liability of
$90,000 for its taxable year ending December
31, 2008. Y paid no installment of estimated
tax on or before April 15, 2009, June 15, 2009,
or September 15, 2009, but made a payment of
$63,000 on December 15, 2009. On March 15,
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2010, Y filed its income tax return showing a
tax of $70,000. Y had no credits against tax
for tax year 2009. Of the $63,000 paid by Y on
December 15, 2009, $17,500 is applied to each
of the first three installments due on April
15, June 15, and September 15, 2009, and the
remaining $10,500 is applied to the fourth in-
stallment. Y has an underpayment of esti-
mated tax for each of the first three install-
ments of $17,600 and for the fourth install-
ment of $7,000. The addition to tax under sec-
tion 6655(a) is computed as follows:

(A) Tax as defined in paragraph (g) of this
section for 2009 = $70,000

(B) Tax as defined in paragraph (g) of this
section for 2008 = $90,000

(C) 100% of the lesser of this paragraph (j),
Ezxample 2 (1)(A) or (i)(B) = $70,000

(D) Amount of estimated tax required to be
paid on or before each installment date (256%
of $70,000) = $17,500

(E) Amount paid on or before the first, sec-
ond, and third installment dates = $0

(F) Amount paid on or before the fourth in-
stallment date = $63,000

(G) Amount of underpayment for each of
the first, second, and third installment dates
= $17,500

(H) Amount of underpayment for the
fourth installment date = $7,000

(ii) Addition to tax. Assuming that neither
the annualized income installment method
nor the adjusted seasonal installment meth-
od described in §§1.66565-2 and 1.6655-3 would
result in a lower payment for any install-
ment period, and the addition to tax is com-
puted under section 6621(a)(2) at the rate of 8
percent per annum for the applicable periods
of underpayment, the addition to tax is de-
termined as follows:

(A) First installment (underpayment pe-
riod 4-16-09 through 12-15-09), computed as
244/365 x $17,500 x 8% = $936

(B) Second installment (underpayment pe-
riod 6-16-09 through 12-15-09), computed as
183/365 x $17,500 x 8% = $702

(C) Third installment (underpayment pe-
riod 9-16-09 through 12-15-09), computed as
91/365 x $17,500 x 8% = $349

(D) Fourth installment (underpayment pe-
riod 12-16-09 through 3-15-10), computed as
90/365 x $7,000 x 8% = $138

(E) Total of this paragraph (j), Erample 2
(i1)(A) through (D) = $2,125

(K) Effective/applicability date. This
section applies to taxable years begin-
ning after September 6, 2007.

[T.D. 9347, 72 FR 44349, Aug. 7, 2007]
§1.6655-2 Annualized
ment method.

(a) In general. In the case of any re-
quired installment, if the corporation
establishes that the annualized income

income install-
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installment determined under this sec-
tion, or the adjusted seasonal install-
ment determined under §1.6655-3, is
less than the amount determined under
§1.6655-1—

(1) The amount of such required in-
stallment is the annualized income in-
stallment (or, if less, the adjusted sea-
sonal installment); and

(2) Any reduction in a required in-
stallment resulting from the applica-
tion of this section will be recaptured
by increasing the amount of the next
required installment determined under
§1.6655-1 by the amount of such reduc-
tion (and, if the next required install-
ment is similarly reduced, by increas-
ing subsequent required installments
to the extent that the reduction has
not previously been recaptured).

(b) Determination of annualiced income
installment—in general. In the case of
any required installment, the
annualized income installment is the
excess (if any) of—

(1) The product of the applicable per-
centage and the tax (after reducing the
annualized tax by the amount of any
allowable credits) for the taxable year
computed by annualizing the taxable
income and alternative minimum tax-
able income—

(i) For the first 3 months of the tax-
able year, in the case of the first re-
quired installment;

(ii) For the first 3 months of the tax-
able year, in the case of the second re-
quired installment;

(iii) For the first 6 months of the tax-
able year, in the case of the third re-
quired installment; and

(iv) For the first 9 months of the tax-
able year, in the case of the fourth re-
quired installment; over

(2) The aggregate amount of any
prior required installments for the tax-
able year.

(c) Special rules—(1) Applicable per-
centage. Except as otherwise provided
in §1.6655-5(d) with respect to short
taxable years—

In the case of the
following required
installments

The applicable
percentage is

25
50
75
100

§1.6655-2

(2) Partial month. Except as otherwise
provided, for purposes of paragraph (b)
of this section a partial month is treat-
ed as a month.

(3) Annualication period mot a short
taxable year. An annualization period is
not treated as a short taxable year for
purposes of determining the taxable in-
come of an annualization period.

(d) Election of different annualization
periods. (1) If the taxpayer timely files
Form 8842, ‘‘Election to Use Different
Annualization Periods for Corporate
Estimated Tax,” in accordance with
section 6655(e)(2)(C)(iii), and elects Op-
tion 1—

(i) Paragraph (b)(1)(i) of this section
will be applied by using the language
‘2 months’ instead of ‘3 months’’;

(ii) Paragraph (b)(1)(ii) of this section
will be applied by using the language
“4 months’ instead of ‘3 months’’;

(iii) Paragraph (b)(1)(iii) of this sec-
tion will be applied by using the lan-
guage ‘7 months” instead of ‘6
months’’; and

(iv) Paragraph (b)(1)(iv) of this sec-
tion will be applied by using the lan-
guage ‘‘10 months’” instead of 9
months’.

(2) If the taxpayer timely files Form
8842, in accordance with section
6655(e)(2)(C)(iii), and elects Option 2—

(i) Paragraph (b)(1)(ii) of this section
will be applied by using the language
‘56 months’’ instead of ‘3 months’’;

(ii) Paragraph (b)(1)(iii) of this sec-
tion will be applied by using the lan-
guage ‘‘8 months” instead of ‘6
months’’; and

(iii) Paragraph (b)(1)(iv) of this sec-
tion will be applied by using the lan-
guage ‘‘11 months” instead of ‘9
months”’.

(3) The application of the annualized
income installment method is illus-
trated by the following example:

Example. (i) ABC, a calendar year corpora-
tion, had a taxable year of less than twelve
months for tax year 2008 and no credits
against tax for tax year 2009. ABC made an
estimated tax payment of $15,000 on the in-
stallment dates of April 15, 2009, June 15,
2009, September 15, 2009, and December 15,
2009, respectively. Assume that, under para-
graph (d)(1) of this section, ABC elected Op-
tion 1 by timely filing Form 8842, in accord-
ance with section 6655(e)(2)(C)(iii), and deter-
mined that its taxable income for the first 2,
4, 7 and 10 months was $25,000, $64,000,
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$125,000, and $175,000 respectively. The in-
come for each period is annualized as fol-
lows:

$25,000 x 12/2 = $150,000

$64,000 x 12/4 = $192,000

$125,000 x 12/7 = $214,286

$175,000 x 12/10 = $210,000

(ii)(A) To determine whether the install-
ment payment made on April 15, 2009, equals
or exceeds the amount that would have been
required to have been paid if the estimated
tax were equal to 100 percent of the tax com-
puted on the annualized income for the 2-
month period, the following computation is
necessary:

(1) Annualized income for the 2 month pe-
riod = $150,000

(2) Tax on this paragraph (d)(3), Erample
(11)(A)(T) = $41,750

(3) 100% of this paragraph (d)(3), Example
(I1)(A)(2) = $41,750

(4) 25% of this paragraph (d)(3), Erxample
(i1)(A)(3) = $10,438

(B) Because the total amount of estimated
tax that was timely paid on or before the
first installment date (8$15,000) exceeds the
amount required to be paid on or before this
date if the estimated tax were 100 percent of
the tax determined by placing on an
annualized basis the taxable income for the
first 2-month period ($10,438), the exception
described in paragraphs (a) and (b) of this
section applies, and no addition to tax will
be imposed for the installment due on April
15, 2009.

(iii)(A) To determine whether the install-
ment payments made on or before June 15,
2009, equal or exceed the amount that would
have been required to have been paid if the
estimated tax were equal to 100 percent of
the tax computed on the annualized income
for the 4-month period, the following com-
putation is necessary:

(I) Annualized income for the 4 month pe-
riod = $192,000

(2) Tax on this paragraph (d)(3), Erample
(1i)(A)(I) = $58,130

(3) 100% of this paragraph (d)(3), Example
(ii1)(A)(2) = $58,130

(4) 50% of this paragraph (d)(3), Erxample
(ii1)(A)(3) less $10,438 (amount due with the
first installment) = $18,627

(B) Because the total amount of estimated
tax actually paid on or before the second in-
stallment date ($19,562 ($15,000 second re-
quired installment payment plus $4,562 over-
payment of first required installment)) ex-
ceeds the amount required to be paid on or
before this date if the estimated tax were 100
percent of the tax determined by placing on
an annualized basis the taxable income for
the first 4-month period ($18,627), the excep-
tion described in paragraphs (a) and (b) of
this section applies, and no addition to tax
will be imposed for the installment due on
June 15, 2009.
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(iv)(A) To determine whether the install-
ment payments made on or before September
15, 2009, equal or exceed the amount that
would have been required to have been paid
if the estimated tax were equal to 100 per-
cent of the tax computed on the annualized
income for the 7-month period, the following
computation is necessary:

(I) Annualized income for the 7 month pe-
riod = $214,286

(2) Tax on this paragraph (d)(3), Erxample
(Iv)(A)(1) = $66,821

(3) 100% of this paragraph (d)(3), Erxample
(iv)(A)(2) = $66,821

(4) 7% of this paragraph (d)(3), Erample
(Av)(A)(3) less $29,065 (amount due with the
first and second installment) = $21,051

(B) Because the total amount of estimated
tax actually paid on or before the third in-
stallment date ($15,935 ($15,000 third required
installment payment plus $935 overpayment
of second required installment)) does not
equal or exceed the amount required to be
paid on or before this date if the estimated
tax were 100 percent of the tax determined
by placing on an annualized basis the taxable
income for the first 7-month period ($21,051),
the exception described in paragraphs (a) and
(b) of this section does not apply, and an ad-
dition to tax will be imposed with respect to
the underpayment of the September 15, 2009,
installment unless another exception applies
to this installment payment.

(v)(A) To determine whether the install-
ment payments made on or before December
15, 2009, equal or exceed the amount that
would have been required to have been paid
if the estimated tax were equal to 100 per-
cent of the tax computed on the annualized
income for the 10-month period, the fol-
lowing computation is necessary:

(I) Annualized income for the 10 month pe-
riod = $210,000

(2) Tax on this paragraph (d)(3), Erample
(W(A)T) = $65,150

(3) 100% of this paragraph (d)(3), Example
(M(A)(2) = $65,150

(4) 100% of this paragraph (d)(3), Erxample
(V)(A)(3) less $50,116 (amount due with the
first, second and third installment) = $15,034

(B) Because the total amount of estimated
tax payments made on or before the fourth
installment date that is available to be ap-
plied to the estimated tax due for the fourth
installment ($9,884 ($15,000 fourth required
installment payment less $5,116 under-
payment for the third installment of esti-
mated tax ($21,0561 third installment of esti-
mated tax due less $15,935 payments avail-
able to be applied to the third installment of
estimated tax))) does not equal or exceed the
amount required to be paid on or before this
date if the estimated tax were 100 percent of
the tax determined by placing on an
annualized basis the taxable income for the
first 10-month period ($15,034), the exception
described in paragraphs (a) and (b) of this
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section does not apply, and an addition to
tax will be imposed with respect to the un-
derpayment of the December 15, 2009, install-
ment unless another exception applies to
this installment payment.

(vi) Assuming that no other exceptions
apply and the addition to tax is computed
under section 6621(a)(2) at the rate of 8 per-
cent per annum for the applicable periods of
underpayment, the amount of the addition
to tax is as follows:

(A) First installment (no underpayment) =
$0

(B) Second installment (no underpayment)
=30

(C) Third installment (underpayment pe-
riod 9-16-09 through 12-15-09), computed as
91565 X $5,116 x 8% = $102

(D) Fourth installment (underpayment pe-
riod 12-16-09 through 3-15-10), computed as
9%65 X $5,150 x 8% = $102

(E) Total of this paragraph (d)(3), Example
(vi)(A) through (D) = $204

(e) 52-53 week taxable year. (1) Gen-
erally, except as provided in the alter-
native rule in paragraph (e)(4) of this
section, in the case of a taxpayer whose
taxable year constitutes 52 or 53 weeks
in accordance with section 441(f), the
rules prescribed by §1.441-2 are applica-
ble in determining—

(1) Whether a taxable year is a tax-
able year of 12 months; and

(ii) When the 2-, 3-, 4-, 5-, 6-, T-, 8-, 9-
, 10-, or 11-month period (whichever is
applicable) commences and ends for
purposes of paragraphs (b)(1), (d)(1) and
(d)(2) of this section.

(2) If a taxpayer employs four 13-
week periods or thirteen 4-week ac-
counting periods and the end of any ac-
counting period employed by the tax-
payer does not correspond to the end of
the 2-, 3-, 4-, 5-, 6-, 7-, 8-, 9-, 10-, or 11-
month period (whichever is applicable),
then, provided the taxpayer has at
least one full 4-week or 13-week ac-
counting period, as appropriate, within
the applicable period, annualized tax-
able income for the applicable period
is—

(i) [(x/(y*13))*z], in the case of a tax-
payer using four 13-week periods, if—

(A) x = Taxable income for the num-
ber of full 13-week periods in the appli-
cable period;

(B) y = The number of full 13-week
periods in the applicable period; and

(C) z = The number of weeks in the
taxable year; or

§1.6655-2

(ii) [(x/(y*4))*z], in the case of a tax-
payer using thirteen 4-week periods,
if—

(A) x = Taxable income for the num-
ber of full 4-week periods in the appli-
cable period;

(B) y = The number of full 4-week pe-
riods in the applicable period; and

(C) z = The number of weeks in the
taxable year.

(3) If a taxpayer employs four 13-
week periods and the taxpayer does not
have at least one 13-week period within
the applicable 2-, 3-, 4-, 5-, 6-, 7-, 8-, 9-
, 10-, or 11-month period, the taxpayer
is permitted to determine annualized
taxable income for the applicable pe-
riod based upon—

(i) The taxable income for the num-
ber of weeks in the applicable period;
or

(ii) The taxable income for the full
13-week periods that end before the due
date of the required installment.

(4) As an alternative to using the 52/
53 week taxable year rules provided in
paragraphs (e)(1), (e)(2), and (e)(3) of
this section, a taxpayer whose taxable
year constitutes 52 or 53 weeks in ac-
cordance with section 441(f) may base
its annualization period on the month
that ends closest to the end of its ap-
plicable 4-week period or 13-week pe-
riod that ends within the applicable
annualization period. This alternative
may only be used if it is used for deter-
mining annualization periods for all re-
quired installments for the taxable
year.

(5) The following examples illustrate
the rules of this paragraph (e):

Example 1. Corporation ABC, an accrual
method taxpayer, uses a 52/563 week year-end
ending on the last Friday in December and
uses four thirteen-week periods. For its year
beginning December 28, 2007, ABC uses the
annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all
of its required installments. For purposes of
computing its first and second required in-
stallments, the first 3 months of A’s taxable
year under paragraph (b)(1)(i) of this section
will end on March 28th, the thirteenth Fri-
day of ABC’s taxable year. For purposes of
its third required installment, the first 6
months of ABC’s taxable year will end on
June 27th, the twenty-sixth Friday of ABC’s
taxable year. For purposes of its fourth re-
quired installment, the first 9 months of
ABC’s taxable year will end on September
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26th, the thirty-ninth Friday of ABC’s tax-
able year.

Example 2. Same facts as Example 1 except
that ABC uses thirteen four-week periods
and there are 52 weeks during ABC’s taxable
year beginning December 28, 2007, and ending
December 26, 2008. For purposes of computing
ABC’s first and second required installments,
ABC’s annualized taxable income for the
first three months will be the taxable income
for the first three four-week periods of ABC’s
taxable year (December 28, 2007, through
March 21, 2008) divided by 12 (number of full
four-week periods in the first three months
(3) multiplied by 4) and multiplied by 52 (the
number of weeks in the taxable year). For
purposes of computing ABC’s third required
installment, ABC’s annualized taxable in-
come for the first six months will be the tax-
able income for the first six four-week peri-
ods of ABC’s taxable year (December 28, 2007,
through June 13, 2008) divided by 24 and mul-
tiplied by 52. For purposes of computing
ABC’s fourth required installment, ABC’s
annualized taxable income for the first nine
months will be the taxable income for the
first nine four-week periods of ABC’s taxable
year (December 28, 2007, through September
5, 2008) divided by 36 and multiplied by 52.

Example 3. Same facts as Example 1 except
that ABC uses the alternative method under
paragraph (e)(4) of this section for computing
its required installments for 2008. For pur-
poses of computing its first and second re-
quired installments, the first three months
of ABC’s taxable year under paragraph
(b)(1)(i) of this section will end on March 31,
2008, the month that ends closest to the end
of ABC’s applicable thirteen-week period for
the first and second required installments.
For purposes of ABC’s third required install-
ment, the first six months of ABC’s taxable
year will end on June 30, 2008, the month
that ends closest to the end of ABC’s applica-
ble thirteen-week period for the third re-
quired installment. For purposes of ABC’s
fourth required installment, the first nine
months of ABC’s taxable year will end on
September 30, 2008, the month that ends clos-
est to the end of ABC’s applicable thirteen-
week period for the fourth required install-
ment.

(f) Determination of taxable income for
an annualization period—(1) In general.
This paragraph (f) applies for purposes
of determining the applicability of the
exception described in paragraphs (a)
and (b) of this section (relating to the
annualization of income) and the ex-
ception described in §1.6655-3 (relating
to annualization of income for corpora-
tions with seasonal income). An item
of income, deduction, gain or loss is to
be taken into account in determining
the taxable income and alternative
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minimum taxable income (and applica-
ble tax and alternative minimum tax)
for an annualization period in the man-
ner provided in this paragraph (f). An
item may not be taken into account in
determining taxable income for any
annualization period unless the item is
properly taken into account by the last
day of that annualization period and
the item is properly taken into account
in determining the taxpayer’s taxable
income and alternative minimum tax-
able income (and applicable tax and al-
ternative minimum tax) for the tax-
able year that includes the
annualization period.

(i) Items of income. An item of income
is taken into account in the
annualization period in which the item
is properly includible under the method
of accounting employed by the tax-
payer with respect to the item and in
accordance with the appropriate provi-
sion of the Internal Revenue Code (for
example, section 451 for accrual meth-
od taxpayers, section 453 for install-
ment sales or section 460 for long-term
contracts).

(ii) Items of deduction. An item of de-
duction is taken into account in the
annualization period in which the item
is properly deductible under the meth-
od of accounting employed by the tax-
payer with respect to the item and in
accordance with the appropriate provi-
sion of the Internal Revenue Code (for
example, under the cash receipts and
disbursements method of accounting,
the deduction must be paid under
§1.461-1(a)(1) and be otherwise deduct-
ible in computing taxable income;
under an accrual method of account-
ing, the deduction must be incurred
under §1.461-1(a)(2) and be otherwise
deductible in computing taxable in-
come). Section 170(a)(2) and §1.170A-
11(b) (charitable contributions by ac-
crual method corporations) and §1.461-
5 (recurring item exception) may not
be taken into consideration by an ac-
crual method taxpayer in any
annualization period in determining
whether an item of deduction has been
incurred under §1.461-1(a)(2) during
that annualization period.

(iii) Losses. An item of loss is to be
taken into account during the
annualization period in which events
have occurred that permit the loss to
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be taken into account under the appro-
priate provision of the Internal Rev-
enue Code.

(2) Certain deductions required to be al-
located in a reasonably accurate man-
ner—(i) In general. The following deduc-
tions allowed for a taxable year must
be allocated throughout the taxable
year in a reasonably accurate manner
(as defined in paragraph (f)(2)(iii) of
this section), regardless of the
annualization period in which the item
is paid or incurred:

(A) Real property tax deductions.

(B) Employee and independent con-
tractor bonus compensation deductions
(including the employer’s share of em-
ployment taxes related to such com-
pensation).

(C) Deductions under sections 404 (de-
ferred compensation) and 419 (welfare
benefit funds).

(D) Items allowed as a deduction for
the taxable year by reason of section
170(a)(2) and §1.170A-11(b) (certain
charitable contributions by accrual
method corporations), §1.461-5 (recur-
ring item exception) or §1.263(a)-4(f)
(12-month rule).

(E) Items of deduction designated by
the Secretary by publication in the In-
ternal Revenue Bulletin (see
§601.601(d)(2)(ii)(b) of this chapter).

(i1) Application of the reasonably accu-
rate manner requirement to certain chavi-
table contributions, recurring items, and
12-month rule items. For purposes of
paragraph (£)(2)(i)(D) of this section,
the total amount of the item deducted
in the computation of taxable income
for the taxable year must be allocated
in a reasonably accurate manner, not-
withstanding the fact that section
170(a)(2) and §1.170A-11(b), §1.461-5, or
§1.263(a)-4(f) applies to only a portion
of the total amount of the item de-
ducted for the taxable year. For exam-
ple, if a portion of a taxpayer’s rebate
liabilities are deducted in the computa-
tion of taxable income under the recur-
ring item exception, all rebate liabil-
ities deducted in the computation of
taxable income for the taxable year
must be allocated in a reasonably accu-
rate manner.

(iii) Reasonably accurate manner de-
fined. (A) An item is allocated through-
out the taxable year in a reasonably
accurate manner if the item is allo-
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cated ratably throughout the taxable
year or if the allocation provides a rea-
sonably accurate estimate of taxable
income for the taxable year based upon
the facts known as of the end of the
annualization period. In determining
that an allocation of an item provides
a reasonably accurate estimate of tax-
able income for the taxable year, rel-
evant considerations include—

(I) The extent to which the alloca-
tion is consistent with the taxpayer’s
accounting for the item on its non-tax
books and records;

(2) The extent to which the allocable
portion of the item becomes fixed and
determinable (under §1.461-1(a)(2)) dur-
ing the applicable annualization pe-
riod; and

(3) The extent to which the alloca-
tion, if compared to the ratable alloca-
tion of the item, results in a better
matching of the item of deduction to
revenue, earnings, the use of property
or the provision of services occurring
during the annualization period.

(B) None of the relevant consider-
ations above override the general re-
quirement that the allocation must be
done in a reasonably accurate manner
based upon the facts known as of the
end of the annualization period. For ex-
ample, the fact that a liability for an
annual expense becomes fixed and de-
terminable during an annualization pe-
riod will not establish that allocating
all of the expense to that annualization
period has been done in a reasonably
accurate manner if the facts known as
of the end of the annualization period
indicate otherwise.

(iv) Special rule for certain real prop-
erty taxr liabilities. Notwithstanding
paragraph (f)(2)(iii) of this section, real
property tax liabilities for which an
election under section 461(c) is in effect
must be allocated ratably throughout
the taxable year for purposes of this
section.

(v) Examples. Unless otherwise stated,
the following examples assume that
the taxpayer uses the 3-3-6-9
annualization period:

Example 1. (i) Corporation ABC, a calendar
year taxpayer, uses an accrual method of ac-
counting and the annualized income install-
ment method under section 6655(e)(2)(A)(1) to
calculate all of its required installment pay-
ments for its 2008 taxable year. ABC has
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adopted a plan under which ABC pays an an-
nual bonus to its employees. As of March 31,
2008, ABC estimates that it will pay a year-
end bonus of $500,000 to its employees if earn-
ings remain constant throughout the tax
year. ABC does not pay any of the estimated
bonus liability as of March 31, 2008. On Octo-
ber 31, 2008, ABC declares a $600,000 bonus to
its employees which is paid out on November
15, 2008, and properly deducted in ABC’s De-
cember 31, 2008, tax year. No other bonus li-
abilities are incurred by ABC during the tax
year.

(ii) Under the general rule provided in
paragraph (£f)(2)(i) of this section, ABC is re-
quired to allocate its employee bonus liabil-
ity in a reasonably accurate manner for
annualization purposes. Under paragraph
(£)(2)(iii) of this section, ABC’s employee
bonus liability will be deemed to be allo-
cated in a reasonably accurate manner if the
item is allocated ratably throughout the tax-
able year. Therefore, ABC is permitted to
recognize a $150,000 bonus deduction (one
quarter of the $600,000 bonus liability prop-
erly recognized by ABC in the tax year end-
ing December 31, 2008) in the first
annualization period ending March 31, 2008.

Example 2. (i) Corporation ABC, a calendar
year taxpayer, uses an accrual method of ac-
counting and the annualized income install-
ment method under section 6655(e)(2)(A)() to
calculate all of its required installment pay-
ments for its 2008 taxable year. ABC has
adopted a plan under which ABC pays an an-
nual bonus to its employees. ABC’s employee
bonus plan generally calls for an annual
bonus equal to 2% of earnings. A bonus re-
serve for this amount is reported each quar-
ter in ABC’s non-tax books and records.
ABC’s quarterly revenues throughout the
year are $10,000,000; $6,000,000; $7,000,000; and
$7,000,000 respectively. As of March 31, 2008,
ABC estimates that it will pay a year-end
bonus of $800,000 ($10,000,000 x 4 x 2%) to its
employees if earnings remain constant
throughout the year. ABC does not pay any
of the estimated bonus payment as of March
31, 2008. On December 31, 2008, ABC declares
a $600,000 bonus to its employees which is
paid out on January 15, 2009, and properly de-
ducted in ABC’s December 31, 2008, tax year.

(ii) Under the general rule provided in
paragraph (f)(2)(i) of this section, ABC must
allocate its employee bonus liability in a
reasonably accurate manner for
annualization purposes. Under paragraph
(£)(2)(iii) of this section, ABC’s employee
bonus liability will be deemed to be allo-
cated in a reasonably accurate manner if the
allocation provides a reasonable estimate of
taxable income based upon the facts known
as of the end of the annualization period.
Based upon its earnings activities and other
information available as of March 31, 2008,
ABC estimated that its total deduction for
employee bonuses for the taxable year end-
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ing December 31, 2008, would be $800,000
(810,000,000 first quarter earnings x 4 x 2%).
Allocating $200,000 ($10,000,000 x 2%) of ABC’s
annual bonus liability of $600,000 to ABC’s
first quarter based upon earnings during the
quarter represents a better matching of
ABC’s bonus expense to earnings in the quar-
ter as compared to allocating $150,000 to
ABC’s first quarter under a ratable accrual
method and is consistent with the allocation
provided in ABC’s non-tax books and records.
Accordingly, allocating ABC’s employee
bonus deductions based upon ABC’s earnings
will be considered allocated in a reasonably
accurate manner.

Example 3. (i) Corporation ABC, a calendar
year taxpayer, uses an accrual method of ac-
counting and the annualized income install-
ment method under section 6655(e)(2)(A)(i) to
calculate all of its required installment pay-
ments for its 2008 taxable year. ABC has
adopted a plan under which ABC pays a
bonus to its employees each quarter based
upon earnings for that quarter. On March 31,
2008, ABC pays out $2,000,000 to its employees
as a quarterly bonus based upon the earnings
of ABC for the period January 1, 2008,
through March 31, 2008. The $2,000,000 bonus
is recognized as an expense on ABC’s audited
financial statements in the quarter ending
March 31, 2008. As of March 31, 2008, ABC an-
ticipates that its earnings will continue
throughout the year resulting in future
quarterly bonus payments in 2008 similar to
the $2,000,000 first quarter payment.

(ii) Under the general rule provided in
paragraph (£f)(2)(i) of this section, ABC is re-
quired to allocate its employee bonus liabil-
ity in a reasonably accurate manner for
annualization purposes. Under paragraph
(£)(2)(iii) of this section , ABC’s employee
bonus liability will be deemed to be allo-
cated in a reasonably accurate manner if the
item is allocated ratably throughout the tax-
able year. Therefore, ABC may recognize a
$500,000 bonus deduction (one quarter of the
$2,000,000 bonus liability properly recognized
by ABC in the tax year ending December 31,
2008) in the first annualization period ending
March 31, 2008 (as well as one quarter of any
additional bonus liability properly recog-
nized by ABC in the tax year ending Decem-
ber 31, 2008).

(iii) In addition, paragraph (f)(2)(iii) of this
section provides that an allocation will be
considered reasonable if the allocation pro-
vides an accurate estimate of taxable income
for the taxable year based upon the facts
known as of the end of the annualization pe-
riod. Based upon its earnings activities and
other information available as of March 31,
2008, ABC estimates that its total deduction
for employee bonuses for the taxable year
ending December 31, 2008, would be $8,000,000.
In addition, the $2,000,000 bonus liability be-
came fixed and determinable during the first
quarter. Allocating $2,000,000 to ABC’s first

504



Internal Revenue Service, Treasury

quarter earnings is also consistent with
ABC’s non-tax books and records and rep-
resents a better matching of ABC’s bonus ex-
pense to earnings in the quarter as compared
to a ratable accrual. Accordingly, allocating
ABC’s bonus liability based upon earnings
will be considered a reasonably accurate
manner for estimated tax purposes.

Example 4. (i) Corporation ABC, a calendar
year taxpayer, uses an accrual method of ac-
counting with the recurring item exception
and the annualized income installment
method under section 6655(e)(2)(A)(i) to cal-
culate all of its required installment pay-
ments for its 2009 taxable year. ABC regu-
larly incurs rebate obligations related to the
sale of its products. Rebate coupons that are
received and validated by ABC are generally
paid in the following month. During the tax
year ending December 31, 2009, ABC received,
validated and paid $400,000 in rebates. In ad-
dition, as of the end of December 31, 2009,
ABC had received and validated $100,000 in
rebate claims that were paid in January of
2010 and deducted in ABC’s December 31,
2009, tax year under the recurring item ex-
ception. Therefore, ABC properly recognized
a $500,000 rebate liability deduction on ABC’s
December 31, 2009, tax return.

(ii) Under the rule provided in paragraph
(£)(2)(ii) of this section, an item must be allo-
cated in a reasonably accurate manner if any
portion of the item is deducted under the re-
curring item exception. Therefore, ABC will
be required to allocate its entire $500,000 re-
bate liability deduction in a reasonably ac-
curate manner as defined in paragraph
(£)(2)(iii) of this section.

(3) Special rules—(i) Advance pay-
ments—(A) Advance payments under
$1.451-5(b)(1)(ii). An advance payment
for which the taxpayer uses the method
of accounting provided in §1.451-
5(b)(1)(ii) is includible in computing
taxable income for an annualization
period in accordance with that method
of accounting except that, if §1.451-5(c)
applies, any amount not included in
computing taxable income by the end
of the second taxable year following
the year in which substantial advance
payments are received, and not pre-
viously included in accordance with
the taxpayer’s accrual method of ac-
counting, is includible in computing
taxable income on the last day of such
second taxable year.

(B) Advance payments under Rev. Proc.
2004-34. An advance payment for which
the taxpayer uses the Deferral Method
provided in section 5.02 of Rev. Proc.
2004-34 (20041 CB 991), (see
§601.601(d)(2)(ii)(b) of this chapter) is
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includible in computing taxable in-
come for an annualization period in ac-
cordance with that method of account-
ing, except that any amount not in-
cluded in computing taxable income by
the end of the taxable year succeeding
the taxable year of receipt is includible
in computing taxable income on the
last day of such succeeding taxable
year.

(ii) Extraordinary items—(A) In gen-
eral. In general, extraordinary items
must be taken into account after
annualizing the taxable income for the
annualization period. For purposes of
the preceding sentence an extraor-
dinary item is any item identified in
§1.1502-76(b)(2)(11)(C)(1), (2), (3), (D), (),
and (8), a net operating loss carryover,
a section 481(a) adjustment, net gain or
loss from the disposition of 25 percent
or more of the fair market value of a
taxpayer’s business assets during a tax-
able year, and any other item des-
ignated by the Secretary by publica-
tion in the Internal Revenue Bulletin
(see §601.601(d)(2)(i1)(b) of this chapter).

(B) De minimis extraordinary items. A
taxpayer may treat any de minimis ex-
traordinary item, other than a net op-
erating loss carryover or section 481(a)
adjustment, as an item under the gen-
eral rule of paragraph (f)(1) of this sec-
tion rather than an extraordinary item
as provided for in paragraph (f)(3)(ii) of
this section. A de minimis extraordinary
item is any item identified in para-
graph (£)(3)(ii)(A) of this section result-
ing from a transaction in which the
total extraordinary items resulting
from such transaction is less than
$1,000,000.

(C) Special rule for net operating loss
deductions and section 481(a) adjust-
ments. For purposes of paragraph
(f)(3)(ii) of this section, a taxpayer
must treat a net operating loss deduc-
tion and section 481(a) adjustment as
extraordinary items arising on the first
day of the tax year in which the item
is taken into account in determining
taxable income. Notwithstanding the
preceding sentence, a taxpayer may
choose to treat the portion of a section
481(a) adjustment recognized during
the tax year of the accounting method
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change as an extraordinary item aris-
ing on the date the Form 3115, ‘“Appli-
cation for Change in Accounting Meth-
od,” requesting the change was filed
with the national office of the Internal
Revenue Service.

(iii) Credits—(A) Current year credits.
With respect to a current year credit,
the items upon which the credit is
computed are annualized, the amount
of the credit is computed based on the
annualized items, and the amount of
the credit is deducted from the
annualized tax. For example, for an
annualization period consisting of
three months in a full 12-month tax-
able year, the items upon which the
credit is based that are taken into ac-
count for the three month period are
multiplied by four, the credit is deter-
mined based on the annualized amount
of the items, and the credit reduces the
annualized tax.

(B) Credit carryovers. Any credit car-
ryover to the current taxable year is
taken into account in computing an
annualized income installment only
after annualizing the taxable income
for the annualization period and com-
puting the applicable tax, and before
applying the applicable percentage.

(iv) Depreciation and amortication—(A)
Estimated annual depreciation and amor-
tization. In general, in determining tax-
able income for any annualization pe-
riod, a proportionate amount of the
taxpayer’s estimated annual deprecia-
tion and amortization (depreciation)
expense may be taken into account.
For purposes of the preceding sentence,
estimated annual depreciation expense
is the estimated depreciation expense
to be properly taken into account in
determining the taxpayer’s taxable in-
come for the taxable year. In deter-
mining the estimated annual deprecia-
tion expense, a taxpayer may take into
account purchases, sales or other dis-
positions, changes in use, additional
first-year depreciation and expense de-
ductions and section 179 or any similar
provision, and other events that, based
on all the relevant information avail-
able as of the last day of the
annualization period (such as capital
spending budgets, financial statement
data and projections, or similar reports
that provide evidence of the taxpayer’s
capital spending plans for the current
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taxable year), are reasonably expected
to occur or apply during the taxable
year.

(B) Safe harbors—(1) Proportionate de-
preciation allowance. In determining
taxable income for any annualization
period, in lieu of the rule provided in
paragraph (f)(3)(iv)(A) of this section a
taxpayer may take into account a pro-
portionate amount of the depreciation
and amortization (depreciation) ex-
pense, including special depreciation
and expense deductions such as those
provided for in section 168(k) and sec-
tion 179 or any similar provision, al-
lowed for the taxable year from—

(i) Assets that were in service on the
last day of the prior taxable year, are
in service on the first day of the cur-
rent taxable year, and that have not
been disposed of during the
annualization period;

(i1) Assets placed in service during
the annualization period and have not
been disposed of during that period;
and

(i1i) Assets that were in service on
the last day of the prior taxable year
and that are disposed of during the
annualization period.

(2) 90 percent of preceding year’s depre-
ciation. In determining taxable income
for any annualization period, in lieu of
the general rule provided in paragraph
(H(3)({v)(A) of this section, a propor-
tionate amount of 90 percent of the
amount of depreciation and amortiza-
tion (depreciation) expense taken on
the taxpayer’s Federal income tax re-
turn for the preceding taxable year
may be taken into account. If the tax-
payer’s preceding taxable year is less
than 12 months (a short taxable year),
the amount of depreciation expense
taken into account is annualized by
multiplying the depreciation and am-
ortization for the short taxable year by
12, and dividing the result by the num-
ber of months in the short taxable
year.

(3) Safe harbor operational rules. If a
taxpayer selects one of the two safe
harbors provided in paragraph
B)EAV)(B)(I) or paragraph
(H)(B)(Iv)(B)(2) of this section, the tax-
payer must use that safe harbor for all
depreciation expenses within the
annualization period for the annualized
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income installment. However, a tax-
payer may use either the method pro-
vided for in paragraph (f)(3)(iv)(A) of
this section or a method provided for in
this paragraph (f)(3)(iv)(B) of this sec-
tion for each annualized income in-
stallment during the taxable year. For
example, a taxpayer may use the safe
harbor provided in paragraph
(H(B)(Iv)(B)(I) of this section for its
first annualized income installment
and may use the general rule provided
in paragraph (f)(3)(iv)(A) of this section
for its second annualized income in-
stallment.

(C) Short taxable years. If the taxable
year is, or will be, a short taxable year
(based on all relevant information
available as of the last day of the
annualization period), annual deprecia-
tion expense is computed using the
rules applicable for computing depre-
ciation during a short taxable year for
purposes of determining the annual de-
preciation expense to be allocated to
an annualization period. For this pur-
pose, the rules applicable for com-
puting depreciation during a short tax-
able year are applied on the basis of
the date the taxable year is expected to
end based on all relevant information
available as of the last day of the
annualization period. See Rev. Proc.
89-15 (1989-1 CB 816) for computing de-
preciation expense under section 168
(see §601.601(d)(2)(ii)(b) of this chapter).
An annualization period is not treated
as a short taxable year for purposes of
determining the depreciation expense
for an annualization period. See para-
graph (¢)(3) of this section.

(v) Distributive share of items—(A)
Member of partnership. In determining a
partner’s distributive share of partner-
ship items that must be taken into ac-
count during an annualization period,
the rules set forth in §1.6654-2(d)(2) are
applicable.

(B) Treatment of subpart F income and
income under section 936(h)—(1) General
rule. Any amounts required to be in-
cluded in gross income under section
936(h) or section 951(a), and credits
properly allocable thereto, are taken
into account in computing any
annualized income installment in a
manner similar to the manner under
which partnership inclusions, and cred-
its properly allocable thereto, are
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taken into account in accordance with
paragraph (f)(3)(v)(A) of this section.

(2) Prior year safe harbor—(i) General
rule. If a taxpayer elects to have the
safe harbor in this paragraph
HB)V)(B)(2) apply for any taxable
year, then paragraph (£)(3)(v)(B)(I) of
this section does not apply; and, for
purposes of computing any annualized
income installment for the taxable
year, the taxpayer is treated as having
received ratably during the taxable
year items of income and credit de-
scribed in paragraph ()(3)(v)(B)(I) of
this section in an amount equal to 115
percent of the amount of such items
shown on the return of the taxpayer for
the preceding taxable year (the second
preceding taxable year in the case of
the first and second required install-
ments for such taxable year).

(i1) Special rule for mnoncontrolling
shareholder. If a taxpayer making the
election under paragraph
O B)(V)(B)(2)(i) of this section is a non-
controlling shareholder of a corpora-
tion, paragraph (£)(3)(v)(B)(2)(i) of this
section is applied with respect to items
of such corporation by substituting
100 percent’ for ‘115 percent’. For
purposes of paragraph (£)(3)(v)(B)(2)(ii)
of this section, the term noncontrolling
shareholder means, with respect to any
corporation, a shareholder that, as of
the beginning of the taxable year for
which the installment is being made,
does not own within the meaning of
section 9568(a), and is not treated as
owning within the meaning of section
958(b), more than 50 percent by vote or
value of the stock in the corporation.

(C) Dividends from closely held real es-
tate investment trust—(1) General rule.
Any dividend received from a closely
held real estate investment trust by
any person that owns, after the appli-
cation of section 856(d)(5), 10 percent or
more by vote or value of the stock or
beneficial interests in the trust is
taken into account in computing
annualized income installments in a
manner similar to the manner under
which partnership income inclusions
are taken into account.

(2) Closely held real estate investment
trust. For purposes of paragraph
HB)V)(C)(I) of this section, the term
closely held real estate investment trust
means a real estate investment trust
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with respect to which 5 or fewer per-
sons own, after the application of sec-
tion 856(d)(5), 50 percent or more by
vote or value of the stock or beneficial
interests in the trust.

(D) Other passthrough entities. A tax-
payer’s distributive share of items
from a passthrough entity, other than
those described in paragraphs
B (B)(V)(A) and (H)(B)(V)(C) of this sec-
tion, is taken into account in com-
puting any annualized income install-
ment in a manner similar to the man-
ner under which partnership items are
taken into account under paragraph
(H)(3)(V)(A) of this section.

(vi) Alternative minimum taxable in-
come exemption amount. The alternative
minimum taxable income exemption
amount provided by section 55(d)(2) is
applied after the alternative minimum
taxable income for the annualization
period is annualized.

(vii) Examples. The provisions of this
paragraph (f) are illustrated by the fol-
lowing examples. TUnless otherwise
stated, the following examples assume
that the taxpayer uses the 3-3-6-9
annualization period.

Example 1. Expense paid or incurred in the in-
stallment period. Corporation ABC, a calendar
year taxpayer, uses an accrual method of ac-
counting and the annualized income install-
ment method under section 6655(e)(2)(A)(i) to
calculate all of its required installment pay-
ments for its 2008 taxable year. ABC has li-
censed technology from Corporation XYZ.
Pursuant to the license agreement, ABC
pays a license fee to XYZ equal to $.01 for
every dollar of gross receipts earned by ABC.
For 2008, ABC projects gross receipts of
$200,000,000, of which $100,000,000 is earned by
March 31, 2008. Pursuant to paragraph (£)(1)
of this section, a license fee expense of
$1,000,000 ($100,000,000 x $.01) is incurred by
March 31, 2008, and may be taken into ac-
count for purposes of determining the tax-
able income to be annualized in computing
ABC'’s first annualized income installment.

Example 2. Expense not paid or incurred in
the installment period. Same facts as Example
1 except that ABC does not earn any gross
receipts by March 31, 2008. In accordance
with paragraph (f)(1) of this section, because
the license fee expense was not incurred
under §1.461-1(a)(2) by the last day of the
annualization period, no license fee expense
is taken into account for purposes of deter-
mining the taxable income to be annualized
in computing ABC’s first annualized income
installment, which is based on the income
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and deductions from the first three months
of the taxable year.

Example 3. Bad debt expense. Corporation
ABC, a calendar year taxpayer, uses an ac-
crual method of accounting and the
annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all
of its required installment payments for its
2008 taxable year. As of December 31, 2007,
ABC had a $100,000 account receivable due
from XYZ related to the sale of goods from
ABC to XYZ during 2007. On March 30, 2008,
ABC determined that its receivable from
XYZ was worthless under section 166 and the
regulations. No other receivables were deter-
mined to be worthless between January 1,
2008, and March 31, 2008. In accordance with
paragraph (f)(1) of this section, a $100,000 bad
debt write-off is taken into account for pur-
poses of determining the taxable income to
be annualized in computing ABC’s first
annualized income installment.

Example 4. Bad debt expense. Same facts as
Example 3 except that ABC determines that
the receivable from XYZ was worthless
under section 166 and the regulations on
April 10, 2008. As of March 31, 2008, ABC had
not determined that any receivables were
worthless under section 166 and the regula-
tions. In accordance with paragraph (f)(1) of
this section, the $100,000 bad debt expense at-
tributable to the receivable from XYZ is not
taken into account for purposes of deter-
mining the taxable income to be annualized
in computing ABC’s first annualized income
installment, which is based on the income
and deductions from the first three months
of the taxable year, because the receivable
from XYZ became worthless after the last
day of the annualization period.

Example 5. Employer deductions under section
404 and 419. (i) Corporation ABC, a calendar
year taxpayer, uses an accrual method of ac-
counting and uses the annualized income in-
stallment method under section
6655(e)(2)(A)(i) to calculate all of its required
installment payments for its 2008 taxable
year. On March 1, 2008, the board of directors
of ABC makes a binding, irrevocable com-
mitment to fund a minimum contribution of
$10,000,000 to ABC’s qualified retirement plan
by March 14, 2009. ABC remits a $1,000,000
payment to the retirement plan on March 1,
2008, and a $9,000,000 payment on March 3,
2009. ABC does not incur any other related
retirement plan deductions during its 2008
taxable year.

(ii) Under the rule provided in paragraph
(£)(2)(1) of this section, ABC’s employer de-
duction for payment made to the qualified
plan must be allocated throughout the tax
year for estimated tax purposes in a reason-
ably accurate manner. Therefore, ABC will
not be permitted to allocate the $10,000,000
deduction to its first installment period.
Under paragraph (f)(2)(iii) of this section,
ABC’s qualified plan deduction will be
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deemed to be allocated in a reasonably accu-
rate manner if the item is allocated ratably
throughout the taxable year. Therefore, ABC
will be permitted to allocate $2,500,000 of its
qualified plan deduction in its first install-
ment period.

Example 6. Prepaid expense. (i) Corporation
ABC, a calendar year taxpayer, uses an ac-
crual method of accounting and does not
capitalize qualifying costs under the excep-
tion provided for in §1.263(a)-4(f). ABC uses
the annualized income installment method
under section 6655(e)(2)(A)(1) to calculate all
of its required installment payments for its
2008 taxable year. On July 1, 2008, ABC pur-
chases an annual business license from State
X which permits ABC to operate its business
in State X from July 1, 2008, through June 30,
2009. An annual payment of $12,000 is due on
July 1, 2008, and ABC pays the fee on this
date. ABC has not elected out of the 12-
month rule provided by §1.263(a)-4(f) and
therefore ABC is not required to capitalize
any amount paid for the license and will rec-
ognize a $12,000 deduction for the tax year
ending December 31, 2008, with respect to
this license.

(ii) Under the rule provided in paragraph
(£)(2)(ii) of this section, ABC’s $12,000 busi-
ness license expense must be allocated in a
reasonably accurate manner because ABC
utilizes the 12-month rule exception provided
for in the §1.263(a)-4(f). Under paragraph
(£)(2)(iii) of this section, ABC’s deduction
will be deemed to be allocated in a reason-
ably accurate manner if the item is allocated
ratably throughout the taxable year. There-
fore, ABC will be permitted to allocate $3,000
of its business license deduction in its first
installment period.

Example 7. Real property tax liability. (i)
Corporation ABC, a calendar year taxpayer,
uses an accrual method of accounting and
the annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all
of its required installment payments for its
2008 taxable year. ABC owns real property in
State Y and uses the real property in its
trade or business. ABC incurs a $400,000 de-
duction for State Y real estate taxes during
ABC’s December 31, 2008, taxable year. ABC
has elected to recognize its real property
taxes ratably under section 461(c).

(ii) Under the rule provided in paragraph
(f)(2)(1) of this section, ABC’s $400,000 real
property tax liabilities must be allocated in
a reasonably accurate manner. However,
paragraph (f)(2)(iv) of this section provides
that with respect to real property taxes for
which an election has been made under sec-
tion 461(c), ratable accrual is the only meth-
od which will be considered a reasonably ac-
curate method. Therefore, ABC will be re-
quired to allocate its $400,000 real property
taxes ratably for estimated tax purposes and
thus $100,000 will be allocated to the ABC’s
first annualized income installment.
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Example 8. NOL (Net Operating Loss) deduc-
tion. Corporation ABC, a calendar year tax-
payer, uses an accrual method of accounting
and the annualized income installment
method under section 6655(e)(2)(A)(i) to cal-
culate all of its required installment pay-
ments for its 2008 taxable year. ABC has a
net operating loss carryover to 2008 of
$2,000,000. ABC’s taxable income from Janu-
ary 1, 2008, through March 31, 2008, without
regard to any net operating loss deduction,
is $1,500,000 (pre-NOL taxable income). Under
the special rule for net operating loss deduc-
tions provided in paragraph (f)(3)(ii) of this
section, the NOL deduction is treated as an
extraordinary item incurred on the first day
of ABC’s December 31, 2008, tax year. There-
fore, the NOL deduction is taken into ac-
count after annualization for purposes of de-
termining ABC’s first annualized income in-
stallment.

Example 9. Advance payment. (i) Corpora-
tion ABC, a calendar year taxpayer, uses an
accrual method of accounting and the
annualized income installment method
under section 6655(e)(2)(A)(1) to calculate all
of its required installment payments for its
2008 and 2009 taxable years. ABC is in the
business of giving dancing lessons and re-
ceives advance payments. For Federal in-
come tax purposes, ABC uses the Deferral
Method provided in section 5.02 of Rev. Proc.
2004-34 for the advance payments it receives
for dance lessons. On November 1, 2008, ABC
receives an advance payment of $2,400 for a 2-
year contract commencing on November 1,
2008, and providing for up to 24 individual, 1-
hour lessons. ABC provides 2 lessons in 2008,
12 lessons in 2009, and 10 lessons in 2010. ABC
recognizes $200 in revenues in its financial
statements for the last quarter of 2008. ABC
recognizes $300 in revenues in its financial
statements for each quarter of 2009 for a
total of $1,200 in 2009. ABC recognizes the re-
maining $1,000 in revenues in its financial
statements during 2010. For tax purposes,
ABC recognizes $200 into revenue in 2008 and
$2,200 into revenue in 2009 under Rev. Proc.
2004-34. See §601.601(d)(2)(1i)(D).

(ii) Pursuant to paragraph (f)(3)(i)(B) of
this section, ABC is not required to take into
account any of the advance payment for pur-
poses of computing any required installment
payment for ABC’s 2008 taxable year because
no part of the $2,400 advance payment was
recognized as income in ABC’s financial
statements during the first nine months of
ABC’s 2008 taxable year. In 2009, ABC must
take into account $300 of revenue for pur-
poses of computing its first and second re-
quired installment payments, $600 of revenue
for purposes of computing its third required
installment payment and $900 for purposes of
computing its fourth required installment
payment. Pursuant to paragraph (f)(3)(i)(B)
of this section, the remaining deferred rev-
enue is recognized on December 31, 2009, for
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purposes of computing ABC’s annualized in-
come installments for 2009.

Example 10. Section 481(a) adjustment. Cor-
poration ABC, a calendar year taxpayer, uses
an accrual method of accounting and the
annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all
of its required installment payments for its
2008 taxable year. On December 20, 2008, ABC
files a Form 3115 requesting permission to
change its method of accounting. The re-
quested change results in a negative section
481(a) adjustment of $80,000. ABC subse-
quently receives the consent of the Commis-
sioner to make the change and therefore, the
negative $80,000 section 481(a) adjustment is
properly recognized in ABC’s tax return for
the year ending December 31, 2008. Under
paragraph (f)(3)(ii) of this section ABC is per-
mitted to recognize the negative $80,000 sec-
tion 481(a) adjustment as an extraordinary
item occurring on January 1, 2008 (the first
day of ABC’s December 31, 2008, tax year), or
December 20, 2008 (the date ABC filed the
Form 3115). ABC chooses to recognize the
negative $80,000 section 481(a) adjustment as
an extraordinary item occurring in January
1, 2008. Accordingly, $80,000 of the negative
section 481(a) adjustment is taken into ac-
count after annualization for purposes of de-
termining ABC’s first annualized income in-
stallment. In addition, under §1.6655-6(b),
ABC is required to use its new method of ac-
counting as of January 1, 2008 for estimated
tax purposes, consistent with the recognition
of the section 481(a) adjustment for esti-
mated tax purposes. Therefore, ABC will be
required to use the new method of account-
ing in determining taxable income to be
annualized in computing ABC’s first
annualized income installment.

Example 11. Section 481(a) adjustment. Cor-
poration ABC, a calendar year taxpayer, uses
an accrual method of accounting and uses
the annualized income installment method
under section 6655(e)(2)(A)(1) to calculate all
of its required installment payments for its
2008 taxable year. On June 15, 2008, ABC files
a Form 3115 requesting permission to change
its method of accounting. The requested
change results in a positive section 481(a) ad-
justment of $240,000. ABC subsequently re-
ceives the consent of the Commissioner to
make the change and therefore, $60,000 of the
section 481(a) adjustment (one quarter of the
positive $240,000 section 481(a) adjustment) is
properly recognized in ABC’s tax return for
the year ending December 31, 2008. Under
paragraph (f)(3)(ii) of this section, ABC is
permitted to recognize the positive $60,000
section 481(a) adjustment as an extraor-
dinary item occurring on January 1, 2008 (the
first day of ABC’s December 31, 2008, tax
year), or June 15, 2008 (the date ABC filed the
Form 3115). ABC chooses to recognize the
positive $60,000 section 481(a) adjustment as
an extraordinary item occurring on June 15,
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2008. Accordingly, the $60,000 positive section
481(a) adjustment is not taken into account
for purposes of determining ABC’s first
annualized income installment. However, in
all futures years any portion of the section
481(a) adjustment related to this change in
method of accounting will be treated as an
extraordinary item occurring on the first
day of the tax year under paragraph (f)(3)(ii)
of this section. In addition, under §1.6655—
6(b), ABC is required to use its new method
of accounting as of June 15, 2008 for esti-
mated tax purposes, consistent with the rec-
ognition of the section 481(a) adjustment for
estimated tax purposes. Therefore, ABC will
be required to use the new method of ac-
counting (as of the beginning of the tax year)
for purposes of determining taxable income
to be annualized in computing ABC’s third
and fourth annualized income installments
(which are based upon annualization periods
that include June 15, 2008.)

Example 12. Extraordinary item. Corporation
ABC, a calendar year taxpayer, uses an ac-
crual method of accounting and the
annualized income installment method
under section 6655(e)(2)(A)(1) to calculate all
of its required installment payments for its
2008 taxable year. On May 10, 2008, ABC
reaches a settlement agreement with XYZ
over a tort action filed by ABC. As a result,
ABC receives a payment of $10,000,000 on
June 15, 2006, that is recognized as income by
ABC. The settlement of a tort action is an
extraordinary item defined in paragraph
(f)(3)(1i)(A) of this section. Accordingly, the
$10,000,000 of income will be taken into ac-
count by ABC on May 10, 2008, for purposes of
computing ABC’s annualized income install-
ments for 2008. Therefore, the $10,000,000 set-
tlement will only be taken into account in
computing ABC’s third and fourth
annualized income installments (which are
based upon annualization periods that in-
clude May 10, 2008). In addition, the
$10,000,000 settlement income will be taken
into account as an extraordinary item of in-
come after annualization for purposes of de-
termining ABC’s third and fourth annualized
installment payments.

Example 13. Credit carryover. Corporation
ABC, a calendar year taxpayer, uses an ac-
crual method of accounting and the
annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all
of its required installment payments for its
2008 taxable year. ABC ©projects its
annualized tax for its 2008 taxable year,
based on annualizing ABC’s taxable income
for its first annualization period from Janu-
ary 1, 2008, through March 31, 2008, to be
$1,500,000 before reduction for any credits.
ABC has an unused section 38 credit from
2007 for increasing research activities from
2007 of $500,000 that is carried over to 2008.
For purposes of determining ABC’s first
annualized income installment, ABC’s
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annualized tax for 2008 is $1,000,000, deter-
mined as the tax for the taxable year com-
puted by placing on an annualized basis
ABC’s taxable income from its first
annualization period from January 1, 2008,
through March 31, 2008 ($1,500,000) reduced by
the $500,000 credit carryover from 2007.
Therefore, ABC’s first required installment
payment for 2008 is $250,000 ($1,000,000 x 25%).

Example 14. Current year credit. Corporation
ABC, a calendar year taxpayer, uses an ac-
crual method of accounting and the
annualized income installment method
under section 6655(e)(2)(A)(1) to calculate all
of its required installment payments for its
2008 taxable year. ABC ©projects its
annualized tax for its 2008 taxable year,
based on annualizing ABC’s taxable income
for its first annualization period from Janu-
ary 1, 2008, through March 31, 2008, to be
$2,000,000 before reduction for any credits.
ABC has historically earned a section 41
credit for increasing research activities and,
for 2008, ABC estimates that it will earn a
credit for increasing research activities
under section 41 of $1,200,000. However, pursu-
ant to paragraph (f)(3)(iii) of this section, if
ABC were to annualize all components in-
volved in computing the current year credit
based on ABC’s activity from January 1, 2008,
through March 31, 2008, ABC would generate
a credit of $1,600,000 for 2008. For purposes of
determining ABC’s first annualized income
installment, ABC’s annualized tax for 2008 is
$400,000, determined as the tax for the 2008
taxable year ($2,000,000) computed by placing
on an annualized basis ABC’s taxable income
from its first annualization period January
1, 2008, through March 31, 2008, reduced by a
$1,600,000 current year section 41 credit from
increasing research activities. Therefore,
ABC’s first required installment payment for
2008 is $100,000 ($400,000 x 25%).

Example 15. Current year credit. Same facts
as Example 14 except that ABC does not begin
any research activities until April 3, 2008,
and will not incur any research expenses de-
scribed in paragraph (f)(1)(ii) of this section.
As a result, if ABC were to annualize all
components involved in computing the cur-
rent year credit based on ABC’s activity
from January 1, 2008, through March 31, 2008,
ABC would generate no section 41 research
credit for purposes of determining its first
annualized income installment. Pursuant to
paragraph (f)(3)(iii) of this section, ABC can-
not take into account any credit for its first
annualization period because ABC did not
incur any qualified research expenses by the
last day of the first annualization period. Ac-
cordingly, for purposes of determining ABC’s
first annualized income installment, ABC’s
annualized tax for its first annualization pe-
riod January 1, 2008, through March 31, 2008,
is $2,000,000. Therefore, ABC’s first required
installment payment for 2008 is $500,000
($2,000,000 x 25%).

§1.6655-2

Example 16. Depreciation and amortization
expense. Corporation ABC, a calendar year
taxpayer that began business on January 2,
2007, adopted an accrual method of account-
ing and will use the annualized income in-
stallment method under section
6655(e)(2)(A)(i) to calculate all of its required
installment payments for its 2008 taxable
year. On January 2, 2007, ABC purchased and
placed in service a tangible depreciable asset
that costs $50,000 and is 5-year property
under section 168(e). ABC depreciates its 5-
year property placed in service in 2007 under
the general depreciation system using the
200-percent declining balance method, a 5-
year recovery period, and the half year con-
vention. On January 2, 2008, ABC purchased
and placed in service qualified Gulf Oppor-
tunity Zone property (GO Zone property)
that costs $30,000 and is 5-year property
under section 168(e). ABC will depreciate its
b-year property placed in service in 2008
under the general depreciation system using
the 200-percent declining balance method, a
b-year recovery period, and the half-year
convention. ABC will deduct the 50% addi-
tional first year depreciation deduction
under section 1400N(d) with respect to the
GO Zone property. For tax year 2007, ABC
takes a depreciation deduction under section
168 of $10,000 (850,000 x 20% = $10,000). ABC
does not anticipate being subject to the mid-
quarter convention for the 2008 taxable year,
does not anticipate making any depreciation
elections for any class of property, does not
anticipate making a section 179 election,
does not anticipate any sales or other dis-
positions of depreciable property, and no
events have occurred, nor does ABC know,
based on all relevant information available
as of the due date of ABC’s first required in-
stallment for 2008, of any event that will
occur to cause ABC’s 2008 taxable year to be
a short taxable year. The optional amounts
of depreciation expense ABC may take into
account for its first annualized income in-
stallment for its 2008 taxable year are deter-
mined as follows:

(i) General rule—Estimated annual deprecia-
tion. In accordance with the general rule pro-
vided in paragraph (f)(3)(iv)(A) of this sec-
tion, ABC may take a depreciation expense
of $8,500 ($34,000 x %2 = $8,500) into account in
computing ABC’s January 1, 2008, through
March 31, 2008, taxable income. ABC’s esti-
mated annual depreciation expense for 2008
of $34,000 is computed as follows: $15,000 for
the 50% additional first year depreciation de-
duction under section 1400N(d) ($30,000 x 50%
= $15,000) plus annual depreciation of $16,000
($40,000 x 40% = $16,000) and $3,000 ($15,000 x
20% = $3,000). Under paragraphs (c)(3) and
(£)(3)(iv)(C) of this section, ABC may not con-
sider its first annualization period to be a
short taxable year for purposes of deter-
mining the depreciation allowance for such
annualization period.
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(ii) Safe Harbor—Proportionate depreciation
allowance. In accordance with the safe harbor
provided in paragraph (f)(3)(iv)(B)(1) of this
section, ABC may take a depreciation ex-
pense of $8,500 ($34,000 x 342 = $8,500) into ac-
count in computing ABC’s January 1, 2008,
through March 31, 2008, taxable income based
on annual depreciation expense for 2008 of
$34,000, computed as follows: $15,000 for the
50% additional first year depreciation deduc-
tion under section 1400N(d) ($30,000 x 50% =
$15,000) plus annual depreciation of $16,000
($40,000 x 40% = $16,000) and $3,000 ($15,000 x
20% = $3,000). Under paragraphs (c)(3) and
(£)(3)(iv)(C) of this section, ABC may not con-
sider its first annualization period to be a
short taxable year for purposes of deter-
mining the depreciation allowance for such
annualization period.

(iii) Safe Harbor—90 percent of preceding
year’s depreciation. In accordance with the
safe harbor in paragraph (f)(3)(iv)(B)(2) of
this section, ABC may take a depreciation
expense of $2,250 ($10,000 prior year’s depre-
ciation x 90% = $9,000 x 32 = $2,250) into ac-
count in computing ABC’s January 1, 2008,
through March 31, 2008, taxable income.
Under paragraphs (c)(3) and (£f)(3)(iv)(C) of
this section, ABC may not consider its first
annualization period to be a short taxable
year for purposes of determining the depre-
ciation allowance for such annualization pe-
riod.

(g) Items that substantially affect tax-
able income but cannot be determined ac-
curately by the installment due date—(1)
In general. In determining the applica-
bility of the annualization exceptions
described in paragraphs (a) and (b) of
this section and §1.6655-3, reasonable
estimates may be made from existing
data for items that substantially affect
income if the amount of such items
cannot be determined accurately by
the installment due date. This para-
graph (g) applies only to the inflation
index for taxpayers using the dollar-
value LIFO (last-in, first-out) inven-
tory method, adjustments required
under section 263A, the computation of
a taxpayer’s section 199 deduction,
intercompany adjustments for tax-
payers that file consolidated returns,
the liquidation of a LIFO layer at the
installment date that the taxpayer rea-
sonably believes will be replaced at the
end of the year, deferred gain on a
qualifying conversion or exchange of
property under sections 1031 and 1033
that the taxpayer reasonably believes
will be replaced with qualifying re-
placement property, and any other
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item designated by the Secretary by
publication in the Internal Revenue
Bulletin (see §601.601(d)(2)(ii)(b) of this
chapter).

(2) Example. The following example il-
lustrates the rules of this paragraph
(8):

Example. Section 199 deduction. Corporation
ABC, a calendar year taxpayer, uses an ac-
crual method of accounting and the
annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all
of its required installment payments for its
2008 taxable year. ABC engages in production
activities that generate qualified production
activities income (QPAI), as defined in
§1.199-1(c), and projects taxable income of
$50,000 for its first annualization period from
January 1, 2008, through March 31, 2008, with-
out taking into account the section 199 de-
duction. During its first annualization period
from January 1, 2008, through March 31, 2008,
ABC incurs W-2 wages allocable to domestic
production gross receipts pursuant to section
199(b)(2) of $10,000. Pursuant to paragraph
(g2)(1) of this section, ABC is permitted to
take into account its estimated section 199
deduction before annualizing taxable income
based on the lesser of its estimated QPAI or
taxable income and W-2 wages for its first
installment period for 2008. For the first in-
stallment period in 2008, ABC is permitted to
recognize a deduction under section 199 of
$3,000 ($50,000 x .06 = $3,000) subject to the
wage limitation of $5,000 (50 percent of $10,000
of W-2 wages incurred during the first in-
stallment  period). Accordingly, ABC’s
annualized income for the first installment
for 2008 is $188,000 (($50,000-$3,000) x 135 =
$188,000). The tax on $188,000 is $56,570 and
ABC’s first required installment for 2008 is
$14,143 ($56,570 x .25 = $14,143).

(h) Effective/applicability date. This
section applies to taxable years begin-
ning after September 6, 2007.

[T.D. 9347, 72 FR 44349, Aug. 7, 2007, 72 FR
53684, Sept. 20, 2007; 72 FR 54350, Sept. 25,
2007]

§1.6655-2T Safe harbor for certain in-
stallments of tax due before July 1,
1987 (temporary).

(a) Applicability—(1) Safe harbor. The
safe harbor provided by paragraph (b)
of this section applies only to install-
ment payments of corporate estimated
tax required to be made before July 1,
1987, for taxable years beginning in
19817.

(2) Subsequent payment. The require-
ment that a corporation using the safe
harbor provided by this section make a

512



Internal Revenue Service, Treasury

timely subsequent installment pay-
ment in accordance with paragraph (c)
of this section applies with respect to
the corporation’s first installment pay-
ment (‘“‘the subsequent installment
payment’’) of estimated tax required to
be made after the last payment com-
puted under the safe harbor rule.

(3) Section inapplicable to new corpora-
tion. This section shall not apply in the
case of any corporation whose first tax-
able year began after December 31,
1986.

(b) Safe harbor for use of annualication
exception—(1) In general. A corporation
computing an installment payment of
estimated tax using the annualization
exception provided in section 6655(d)(3)
will not be subject to an addition to
tax under section 6655 with respect to
an installment payment of estimated
tax that satisfies the requirements of
this paragraph (b), except as provided
in paragraph (c) of this section. For
purposes of this paragraph (b)—

(i) A corporation shall assume that
its annualized taxable income for the
current year equals or exceeds 120 per-
cent of the taxable income shown on
its return for the preceding taxable
year, and

(ii) The term ‘‘tax’’ as used in section
6655(d)(3) shall be defined by reference
to section 6655(f) without regard to sec-
tion 6655(f)(1) (B) and (C) (that is, with-
out regard to the alternative minimum
tax imposed by section 55 or the envi-
ronmental tax imposed by section 59A).

(2) Special rules for determining taxable
income for preceding year. For purposes
of paragraph (b)(1)(i) of this section,
the taxable income shown on the re-
turn of the corporation for its pre-
ceding taxable year shall be—

(i) Adjusted to eliminate any net op-
erating loss deduction taken into ac-
count in that preceding year, and

(ii) Annualized, if that preceding year
was of less than 12 months.

(3) Credits taken into account—@{i) In
general. In computing the amount of an
installment payment under paragraph
(b)(1) of this section, the corporation
may take into account any credits
against tax that are permitted to be
taken into account wunder section
6655(d)(3) for the current taxable year.

(i1) Foreign tax credit. For purposes of
paragraph (b)(3)(i) of this section, the

§1.6655-2T1

amount of foreign tax credit that is
permitted to be taken into account for
the current taxable year is equal to the
foreign tax credit allowed for the pre-
ceding taxable year multiplied by the
fraction specified in the following sen-
tence. The numerator of the fraction is
the highest tax rate applicable for the
taxable year under section 11, as ad-
justed under section 15, and the denom-
inator is 46 percent. This alternative
computation of the foreign tax credit is
applicable only for purposes of com-
puting a safe harbor installment pay-
ment under paragraph (b) of this sec-
tion and cannot be applied for other es-
timated tax purposes.

(4) Net operating loss carryover. A cor-
poration that has a net operating loss
carryover as of the first day of the tax-
able year for which the estimated tax
is being paid may use that carryover to
reduce the annualized taxable income
referred to in paragraph (b)(1)(i) of this
section. For example, if a corporation
with a net operating loss carryover of
$3,000 had taxable income of $10,000 in
1986, it may use the carryover to re-
duce its annualized taxable income to
$9,000, (($10,000 x 120%) — 3,000).

(c) Corporation must bring aggregate
payments to required level through timely
subsequent installment—(1) In general. A
corporation using the safe harbor pro-
vided by paragraph (b) of this section
shall make a timely subsequent in-
stallment payment of estimated tax in
an amount sufficient to satisfy the re-
quirements of either paragraph (c)(3) or
paragraph (c)(4) of this section.

(2) Applicable percentage. For purposes
of this paragraph (c), the applicable
percentage is—

(i) 45 percent (50 percent x 90 per-
cent), if the subsequent installment
payment is the second installment pay-
ment for the taxable year, or

(ii) 67.5 percent (75 percent x 90 per-
cent), if the subsequent installment
payment is the third installment pay-
ment for the taxable year.

(3) Annualization exception. The subse-
quent installment payment of a cor-
poration satisfies the requirements of
this paragraph (c)(3) if the amount of
the payment is sufficient to satisfy the
requirements of section 6655(d)(3) with
respect to all applicable taxes specified
in section 6655(f). Thus, the corporation
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must determine its annualized taxable
income under section 6655(d)(3)(A) (ii)
or (iii), whichever is applicable, and
compute the resulting tax. The result-
ing tax shall include the alternative
minimum tax under section 55 and the
environmental tax under section 59A
and may take credits into account to
the extent permitted under section
6655(d)(3). The sum of this subsequent
installment payment and the earlier
installment payment or payments of
the corporation must equal or exceed
the applicable percentage of the tax so
computed. In determining whether the
corporation has satisfied the require-
ments of section 6655(d)(3)(A) (ii) or
(iii) with respect to the subsequent in-
stallment, the safe harbor provided in
paragraph (b)(1) of this section shall
not apply.

(4) Installment payments equal to appli-
cable percentage of taxr shown on return.
The subsequent installment payment
of a corporation satisfies the require-
ment of this paragraph (c)(4) if the sum
of that payment and the earlier install-
ment payment or payments of the cor-
poration equals or exceeds the applica-
ble percentage of the tax shown on the
return of the corporation for the tax-
able year to which the installment pay-
ments relate. The tax shown on the re-
turn includes all taxes specified in sec-
tion 6655(f).

(5) Consequence of corporation’s failure
to satisfy requirements for subsequent in-
stallment—(i) In general. If a corpora-
tion fails to satisfy the requirements
set out in this paragraph (c), the cor-
poration shall lose the benefit of the
safe harbor provided by paragraph
(b)(1) of this section.

(i1) Limit on penalty. The aggregate
underpayment penalty with respect to
any installment payment or payments
for which a corporation loses the ben-
efit of the safe harbor under paragraph
(c)(5)(i) of this section shall be limited
to the ‘‘shortfall penalty amount.”” The
shortfall penalty amount is the penalty
that would be imposed under section
6655(a) if there were an underpayment
of the subsequent installment payment
equal to the excess of—

(A) The amount required to be paid,
as determined under this paragraph (c),
on or before the due date of the subse-
quent installment payment, over

26 CFR Ch. | (4-1-13 Edition)

(B) The amount actually paid on or
before such date with respect to the
subsequent installment payment.

For purposes of this determination, the
period of the underpayment shall run
from the due date of the subsequent in-
stallment payment until the earlier of
the dates specified in section 6655(c) (1)
or (2).

(iii) Example. The provisions of this
paragraph (c)(b) may be illustrated by
the following example:

Example. Corporation M, which uses the
calendar year as its taxable year, relies on
the safe harbor provided by paragraph (b) of
this section for its first two installment pay-
ments of estimated tax for 1987. M is re-
quired by this paragraph (c) to make a time-
ly subsequent installment payment of
$1,000,000 by September 15, 1987, but M’s ac-
tual installment payment by that date is
only $990,000. Because of this shortfall, M
loses the benefit of the safe harbor and is
subject to underpayment penalties with re-
spect to the first two installments. The ag-
gregate penalties with respect to those two
installments, however, cannot exceed the
amount of the underpayment penalty to
which M would be subject if there were an
underpayment of $10,000 with respect to the
September 15, 1987, installment payment.
Such penalties are independent of any pen-
alty that may apply with respect to M’s
third installment payment under the normal
rules of section 6655.

(d) Example. The provisions of this
section may be illustrated by the fol-
lowing example:

Example. (i) Corporation X (which is not a
life insurance company) uses as its taxable
year a fiscal year ending on January 31 and
is required to pay an installment of esti-
mated income tax by May 15, 1987, for its
taxable year beginning on February 1, 1987.
On its return for the taxable year ending
January 31, 1987, which was a year of 12
months, X reported taxable income of
$10,000,000 ($9,000,000 of which was ordinary
income and $1,000,000 of which was net cap-
ital gain) and did not claim any net oper-
ating loss deduction. As of February 1, 1987,
X has no net operating loss carryforwards
and no credit carryforwards. X has no credits
against tax that are permitted to be taken
into account under section 6655(d)(3) for 1987.
If X uses the safe harbor provided in para-
graph (b)(1) of this section, X must make by
May 15, 1987, an installment payment of esti-
mated tax of at least $1,037,836, computed as
follows:
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(1) Taxable income shown on
return for taxable year end-
ing on January 31, 1987 .........

(2) Annualized taxable income
for taxable year ending Jan-
uary 31, 1988, determined
pursuant to paragraph (b)(1)
of this section (Item
(DX120%) cevneeeieiieiieeieeinen,

(Note: 120%xordinary
$9,000,000=$10,800,000;

120%xnet capital
$1,000,000=$1,200,000)

(3) Tax on annualized taxable
income (Item 2) using rates
under section 11 and 1201,
taking into account section
15, applicable to the taxable
year ending January 31, 1988

(4) Amount described in sec-
tion 66565(d)(3)(A)(1) (Item
(3)X22.5%) weueeiiieiiieieee, $1,037,836

(ii) To preclude imposition of an addition
to tax under section 6655 with respect to its
May 15, 1987, installment payment, X must
make by July 15, 1987, a second installment
payment of estimated tax sufficient to bring
its aggregate payments to the minimum
level required under paragraph (c) of this
section.

(iii) X may satisfy the requirements of
paragraph (c)(3) of this section by making a
second installment payment sufficient to
bring X within the exception provided in sec-
tion 6655(d)(3). Thus, if X determines under
that section that the aggregate of X’s in-
stallment payments of estimated tax by July
15, 1987, must equal at least $3,000,000, X may
obtain the benefit of the safe harbor provided
in paragraph (b)(1) of this section with re-
spect to the May 15, 1987, installment pay-
ment by making a timely second installment
payment of $1,962,164 ($3,000,000—$1,037,836).

(iv) Even if X fails to satisfy the require-
ments of paragraph (c)(3) of this section, X
may obtain the benefit of the safe harbor for
the May 15, 1987, installment payment if X’s
second installment payment, when aggre-
gated with the first payment, equals at least
45 percent of the tax (including the alter-
native minimum tax under section 55 and the
environmental tax under section 59A) shown
on X’s return for X’s taxable year beginning
on February 1, 1987. Thus, if the tax shown
on that return is $6,000,000, X’s second in-
stallment payment under paragraph (c)(4) of
this section must be at least $1,662,164, com-
puted as follows:

$10,000,000

$12,000,000
income of

gain of

$4,612,603

45 percent of $6,000,000 ............. $2,700,000
less first payment ............. 1,037,836
Minimum second installment $1,662,164

[T.D. 8132, 52 FR 10051, Mar. 30, 1987]
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§1.6655-3 Adjusted
ment method.

seasonal install-

(a) In general. In the case of any re-
quired installment, the amount of the
adjusted seasonal installment is the ex-
cess (if any) of—

(1) 100 percent of the amount deter-
mined under paragraph (c) of this sec-
tion; over

(2) The aggregate amount of all prior
required installments for the taxable
year.

(b) Limitation on application of section.
This section applies only if the base pe-
riod percentage (as defined in section
6655(e)(3)(D)(1) and paragraph (d)(1) of
this section) for any six consecutive
months of the taxable year equals or
exceeds seventy percent.

(¢c) Determination of amount. The
amount determined under this para-
graph (c¢) for any installment will be
determined in the following manner—

(1) Take the taxable income for all
months during the taxable year pre-
ceding the filing month;

(2) Divide such amount by the base
period percentage for all months dur-
ing the taxable year preceding the fil-
ing month;

(3) Determine the tax on the amount
determined under paragraph (c)(2) of
this section; and

(4) Multiply the tax computed under
paragraph (c¢)(3) of this section by the
base period percentage for the filing
month and all months during the tax-
able year preceding the filing month.

(d) Special rules—(1) Base period per-
centage. The base period percentage for
any period of months is the average
percent that the taxable income for the
corresponding months in each of the
three preceding taxable years bears to
the taxable income for the three pre-
ceding taxable years. If there is no tax-
able income for the corresponding
months, taxable income for this pur-
pose is zero.

(2) Filing month. The term filing
month means the month in which the
installment is required to be paid.

(3) Application of the rules related to
the annualiced income installment method
to the adjusted seasonal installment meth-
od. The rules governing the computa-
tion of taxable income (and resulting
tax) for purposes of determining any
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required installment payment of esti-
mated tax under the annualized income
installment method under §1.6655-2
apply to the computation of taxable in-
come (and resulting tax) for purposes
of determining any required install-
ment payment of estimated tax under

the adjusted seasonal installment
method.
4) Alternative minimum tax. The

amount determined under paragraph
(c) of this section must properly take
into account the amount of any alter-
native minimum tax under section 55
that would apply for the period of the
computation. The amount of any alter-
native minimum tax that would apply
is determined by applying to alter-
native minimum taxable income, ten-
tative minimum tax, and alternative
minimum tax, the rules described in
paragraph (c¢) of this section for taxable
income and tax.

(e) Example. The provisions of this
section may be illustrated by the fol-
lowing example:

Example. (i) X, a corporation that reports
on a calendar year basis, expects to have an
estimated tax liability of $1,200,000 for its
taxable year ending December 31, 2009. On its
2008 tax return, X reports a tax liability of
$652,800. X pays four installments of esti-
mated tax, each in the amount of $250,000,
$250,000, $250,000, and $450,000 on April 15,
2009, June 15, 2009, September 15, 2009, and
December 15, 2009, respectively. X reports a
tax liability of $1,152,600 on its return due
March 15, 2010, with no credits against tax.
Under the general provision of section 6655(b)
and section 66565(d), there was an under-
payment in the amount of $76,300 for the sec-
ond installment through September 15, 2009,
and $114,450 for the third installment
through December 15, 2009, determined as fol-
lows:

(A) Tax as defined in section 6655(g) =
$1,152,600

(B) 100% of this paragraph (e), Example
(D)(A) = $1,152,600
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(C) Amount of estimated tax required to be
paid on or before the first installment (25%
of $652,800) = $163,200

(D) Deduction of amount timely paid on or
before the first installment due date under
the general rule of section 6655(b) = $250,000

(E) Amount of overpaid estimated tax for
the first installment date = $86,800

(F) Amount of estimated tax required to be
paid on or before the second installment
(25% of $1,152,600 plus the recapture amount
under section 6655(d)(2)(B) of $124,950 (25% of
$1,152,600 less $163,200)) = $413,100

(G) Deduction of amount paid on or before
the due date of the second installment less
amount applied towards the first installment
under the general rule of section 6655(b)
($250,000 paid in each of the first and second
installments less this paragraph (e), Exam-
ple (1)(C)) = $336,800

(H) Amount of underpayment for the sec-
ond installment date = $76,300

(I) Amount of estimated tax required to be
paid on or before the third installment (256%
of $1,152,600) = $288,150

(J) Deduction of amount paid on or before
the due date of the third installment less
amount applied towards the first and second
installments under the general rule of sec-
tion 6655(b) ($250,000 paid in each of the first,
second, and third installments less this para-
graph (e), Example (i)(C) less this paragraph
(e), Example (i)(F)) = $173,700

(K) Amount of underpayment for the third
installment date = $114,450

(L) Amount of estimated tax required to be
paid on or before the fourth installment (25%
of $1,152,600) = $288,150

(M) Deduction of amount paid on or before
the due date of the fourth installment less
amount applied towards the first, second,
and third installments under the general
rule of section 6655(b) ($250,000 paid in each of
the first, second, and third installments plus
$450,000 paid in the fourth installment less
this paragraph (e), Example (i)(C) less this
paragraph (e), Example (i)(F) less this para-
graph (e), Example (i)(I)) = $335,550

(N) Amount of overpaid estimated tax for
the fourth installment date = $47,400

(ii) X wants to determine if it qualifies for
the adjusted seasonal installment method. X
determines that its monthly taxable income
for the preceding three taxable years and for
the current taxable year 2009 is as follows:

January rlfjibr;/ March April May June July August tesnfgér October Nog/eerm- Deé:éarm-
2006:

$100,000 | $90,000 | $80,000 | $70,000 | $60,000 | $20,000 | $10,000 | $10,000 | $10,000 | $10,000 | $10,000 | $10,000
22000?360 170,000 | 170,000 | 130,000 | 125,000 45,000 21,000 19,000 20,000 20,000 20,000 20,000
421000,2'00 350,000 | 330,000 | 270,000 | 240,000 | 80,000 | 40,000 | 40,000 | 40,000 | 40,000 | 40,000 | 40,000
62000?(%60 680,000 | 650,000 | 560,000 | 460,000 | 170,000 70,000 60,000 50,000 40,000 30,000 20,000
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(iii) X must initially determine if its base
period percentage for the same 6 consecutive
months of the 3 preceding taxable years
equals or exceeds 70 percent (see section
6655(e)(3) and paragraphs (b) and (c¢) of this
section). By using its taxable income for the
first 6 months of 2006, 2007, and 2008, X quali-
fies for the adjusted seasonal installment
method because its base period percentage is
87.5 percent (which exceeds 70 percent) com-
puted as follows:

(A) Taxable income for first 6 months of
2006 = $420,000

(B) Total taxable income for 2006 = $480,000

(C) Divide this paragraph (e), Erample
(iii)(A) by this paragraph (e), Example (iii)(B)
= .87

(D) Taxable income for first 6 months of
2007 = $840,000

(E) Total taxable income for 2007 = $960,000

(F) Divide this paragraph (e), Example
(iii)(D) by this paragraph (e), Example (iii)(E)
= .87

(G) Taxable income for first 6 months of
2008 = $1,680,000

(H) Total taxable
$1,920,000

(I) Divide this paragraph (e), Erample
(ii1)(G) by this paragraph (e), Example (iii)(H)
= .87

(J) Add this paragraph (e), Example (iii)(C),
(F), and (I) = $2.625

(K) Divide this paragraph (e),
(iii)(J) by 3 = .875

(iv) To determine the amount of the first
installment under the rules of section
6655(e)(3) and paragraph (a) of this section,
the following computation is necessary:

(A) Taxable income for first 3 months of
2009 = $1,930,000

(B) Taxable income for first 3 months of
2006 ($270,000) divided by total taxable in-
come for 2006 ($480,000) = .5625

(C) Taxable income for first 3 months of
2007 ($540,000) divided by total taxable in-
come for 2007 ($960,000) = .5625

(D) Taxable income for first 3 months of
2008 ($1,090,000) divided by total taxable in-
come for 2008 ($1,920,000) = .5677

(E) Add this paragraph (e), Example (iv)(B),
(C), and (D) and divide by 3 = .5642

(F) Divide this paragraph (e), Example
(iv)(A) by this paragraph (e), Example (iv)(E)
= $3,420,773

(G) Determine the tax on this paragraph
(e), Example (iv)(F) = $1,163,049

(H) Taxable income for first 4 months of
2006 ($340,000) divided by total taxable in-
come for 2006 ($480,000) = .7083

(I) Taxable income for first 4 months of
2007 ($670,000) divided by total taxable in-
come for 2007 ($960,000) = .6979

(J) Taxable income for first 4 months of
2008 ($1,360,000) divided by total taxable in-
come for 2008 (1,920,000) = .7083

(K) Add this paragraph (e), Example (iv)(H),
(I), and (J) and divide by 3 = .7048

income for 2008 =

Example
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(L) Multiply this paragraph (e), Example
(iv)(G) by this paragraph (e), Example (iv)(K)
= $819,717

(M) 100% of this paragraph (e), Erample
(iv)(L) = $819,717

(N) Amount of all prior required install-
ments for 2009 = $0

(O) Amount of adjusted seasonal install-
ment for the first installment payment (this
paragraph (e), Example (iv)(M) less this para-
graph (e), Example (iv)(N)) = $819,717

(v) To determine the amount of the second
installment under the rules of section
6655(e)(3) and paragraph (a) of this section,
the following computation is necessary:

(A) Taxable income for first 5 months of
2009 = $2,950,000

(B) Taxable income for first 5 months of
2006 ($400,000) divided by total taxable in-
come for 2006 ($480,000) = .8333

(C) Taxable income for first 5 months of
2007 ($795,000) divided by total taxable in-
come for 2007 ($960,000) = .8281

(D) Taxable income for first 5 months of
2008 ($1,600,000) divided by total taxable in-
come for 2008 ($1,920,000) = .8333

(E) Add this paragraph (e), Example (v)(B),
(C), and (D) and divide by 3 = .8316

(F) Divide this paragraph (e), Example
(v)(A) by this paragraph (e), Example (V)(E) =
$3,547,379

(G) Determine the tax on this paragraph
(e), Example (v)(F) = $1,206,109

(H) Taxable income for first 6 months of
2006 ($420,000) divided by total taxable in-
come for 2006 ($480,000) = .875

(I) Taxable income for first 6 months of
2007 ($840,000) divided by total taxable in-
come for 2007 ($960,000) = .875

(J) Taxable income for first 6 months of
2008 ($1,680,000) divided by total taxable in-
come for 2008 ($1,920,000) = .875

(K) Add this paragraph (e), Example (v)(H),
(I), and (J) and divide by 3 = .875

(L) Multiply this paragraph (e), Erample
(v)(G) by this paragraph (e), Example (v)(K) =
$1,055,345

(M) 100% of this paragraph (e), Erample
(V)(L) = $1,055,345

(N) Amount of all prior required install-
ments for 2009 = $163,200

(O) Amount of adjusted seasonal install-
ment for the second installment payment
(this paragraph (e), Example (v)(M) less this
paragraph (e), Example (v)(N)) = $892,145

(vi) To determine the amount of the third
installment under the rules of section
6655(e)(3) and paragraph (a) of this section,
the following computation is necessary:

(A) Taxable income for first 8 months of
2009 = $3,250,000

(B) Taxable income for first 8 months of
2006 ($440,000) divided by total taxable in-
come for 2006 ($480,000) = .9167

(C) Taxable income for first 8 months of
2007 ($880,000) divided by total taxable in-
come for 2007 ($960,000) = .9167
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(D) Taxable income for first 8 months of
2008 ($1,760,000) divided by total taxable in-
come for 2008 ($1,920,000) = .9167

(E) Add this paragraph (e), Example (vi)(B),
(C), and (D) and divide by 3 = .9167

(F) Divide this paragraph (e), Erample
(vi)(A) by this paragraph (e), Example (vi)(E)
= $3,545,326

(G) Determine the tax on this paragraph
(e), Example (vi)(F') = $1,205,411

(H) Taxable income for first 9 months of
2006 ($450,000) divided by total taxable in-
come for 2006 ($480,000) = .9375

(I) Taxable income for first 9 months of
2007 ($900,000) divided by total taxable in-
come for 2007 ($960,000) = .9375

(J) Taxable income for first 9 months of
2008 ($1,800,000) divided by total taxable in-
come for 2008 ($1,920,000) = .9375

(K) Add this paragraph (e), Example (vi)(H),
(1), and (J) and divide by 3 = .9375

(L) Multiply this paragraph (e), Erample
(vi)(G) by this paragraph (e), Example (vi)(K)
= $1,130,073

(M) 100% of this paragraph (e), Erample
(vi)(L) = $1,130,073

(N) Amount of all prior required install-
ments for 2009 = $576,300

(O) Amount of adjusted seasonal install-
ment for the third installment payment (this
paragraph (e), Example (vi)(M) less this para-
graph (e), Example (vi)(N)) = $553,773

(vii) To determine the amount of the
fourth installment under the rules of section
6655(e)(3) and paragraph (a) of this section,
the following computation is necessary:

(A) Taxable income for first 11 months of
2009 = $3,370,000

(B) Taxable income for first 11 months of
2006 ($470,000) divided by total taxable in-
come for 2006 ($480,000) = .9792

(C) Taxable income for first 11 months of
2007 ($940,000) divided by total taxable in-
come for 2007 ($960,000) = .9792

(D) Taxable income for first 11 months of
2008 ($1,880,000) divided by total taxable in-
come for 2008 ($1,920,000) = .9792

(E) Add this paragraph (e), Example (vii)(B),
(C), and (D) and divide by 3 = .9792

(F) Divide this paragraph (e),
(vii)(A) by this paragraph (e),
(vii)(E) = $3,441,585

(G) Determine the tax on this paragraph
(e), Example (vii)(F) = $1,170,139

(H) Taxable income for first 12 months of
2006 ($480,000) divided by total taxable in-
come for 2006 ($480,000) = 1.0000

(I) Taxable income for first 12 months of
2007 ($960,000) divided by total taxable in-
come for 2007 ($960,000) = 1.0000

(J) Taxable income for first 12 months of
2008 (8$1,920,000) divided by total taxable in-
come for 2008 ($1,920,000) = 1.0000

(K) Add this paragraph (e), Erample
(vii)(H), (I), and (J) and divide by 3 = 1.0000

Example
Example
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(L) Multiply this paragraph (e), Example
(vii)(G) by this paragraph (e), Example (vi)(K)
= $1,170,139

(M) 100% of this paragraph (e), Erample
(vii) (L) = $1,170,139

(N) Amount of all prior required install-
ments for 2009 = $864,450

(O) Amount of adjusted seasonal install-
ment for the fourth installment payment
(this paragraph (e), Example (vii)(M) less this
paragraph (e), Example (vii)(N)) = $305,689

(viii) Because the total amount of each re-
quired estimated tax payment determined
under section 6655(e)(3) and paragraph (a) of
this section exceeds the amount of each re-
quired estimated tax payment determined
under section 6655(d) and §1.6655-1(d) and (e),
the exception described in section 6655(e) and
this section does not apply and the addition
to the tax with respect to the underpayment
for the June 15, 2009, and September 15, 2009,
installments will be imposed unless another
exception (for example, see section 6655(e)(2))
applies with respect to these installments.

(f) Effective/applicability date. This
section applies to taxable years begin-
ning after September 6, 2007.

[T.D. 9347, 72 FR 44358, Aug. 7, 2007]

§1.6655-4 Large corporations.

(a) Large corporation defined. The
term large corporation means any cor-
poration (or a predecessor corporation)
that had taxable income of at least
$1,000,000 for any taxable year during
the testing period. For purposes of this
section, a predecessor corporation is
the distributor or transferor corpora-
tion in a transaction to which section
381 (relating to carryovers in certain
corporate acquisitions) applies.

(b) Testing period. For purposes of
paragraph (a) of this section, the term
testing period means the 3 taxable years
immediately preceding the taxable
year for which estimated tax is being
determined (the current taxable year)
or, if less, the number of taxable years
the taxpayer has been in existence.

(c) Computation of taxable income dur-
ing testing period—(1) Short tarable year.
In the case of a corporation (or prede-
cessor corporation) that had a short
taxable year during the testing period,
for purposes of determining whether
the $1,000,000 amount referred to in
paragraph (a) of this section is equaled
or exceeded, the taxable income for the
short taxable year is computed by—

(i) Multiplying the taxable income
for the short taxable year by 12; and
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(ii) Dividing the resulting amount by
the number of months in the short tax-
able year.

(2) Computation of taxable income in
taxable year when there occurs a trans-
action to which section 381 applies. (1)
For purposes of determining whether
an acquiring corporation had taxable
income of $1,000,000 or more for a tax-
able year in which a section 381 trans-
action occurs, the acquiring corpora-
tion’s taxable income will be the sum
of—

(A) The taxable income of the acquir-
ing corporation for its taxable year;
plus

(B) The taxable income (or loss) of
the distributor or transferor corpora-
tion for that portion of its taxable year
corresponding to the acquiring cor-
poration’s taxable year up to and in-
cluding the date of distribution or
transfer (as defined in §1.381(b)-1(b)).

(ii) For purposes of determining
whether a transferor or distributor cor-
poration had taxable income of
$1,000,000 or more for a taxable year in
which a section 381 transaction occurs,
the distributor or transferor corpora-
tion’s taxable income (or loss) is re-
duced by the amount of taxable income
(or loss) that is included in the acquir-
ing corporation’s taxable income for
the taxable year in which the distribu-
tion or transfer (as defined in §1.381(b)-
1(b)) occurs, as described in paragraph
(¢)(2)(1)(B) of this section.

(d) Members of controlled group—(1) In
general. For purposes of applying para-
graph (a) of this section, the taxable
income of members of a controlled
group of corporations (as defined in
section 1563(a)) must be aggregated for
each year of the testing period. The
provisions of this section do not apply
to a controlled group for any taxable
year in which the aggregate taxable in-
come of the members of the controlled
group is less than $1,000,000.

(2) Aggregation. For purposes of para-
graph (d)(1) of this section, a taxable
loss of any member of the controlled
group for a taxable year during the
testing period is not taken into ac-
count.

(38) Allocation rule. If the aggregate
taxable income of members of a con-
trolled group computed pursuant to
paragraph (d)(1) of this section exceeds

§1.6655-4

$1,000,000 during the testing period, the
$1,000,000 amount that is relevant for
purposes of determining, under para-
graph (a)(1) of this section, whether a
corporation is a large corporation is di-
vided equally among the component
members of such group (including com-
ponent members excluded pursuant to
paragraph (d)(2) of this section) unless
all of such component members con-
sent to an apportionment plan pro-
viding for an alternative allocation of
such amount. The procedure for mak-
ing and filing this plan will be the
same as the procedure used for making
and filing an apportionment plan under
section 1561. See section 1561 and the
regulations.

(4) Controlled group members. (i) In the
case of any corporation that was a
member of a controlled group of cor-
porations at any time during the test-
ing period but is not a member of such
group during the taxable year involved,
the taxable income of the former mem-
ber for the testing period is determined
as if such corporation were not a mem-
ber of a group at any time during that
period. With respect to the controlled
group, the taxable income of its former
member will not be taken into account
in determining such group’s taxable in-
come for any taxable year during the
testing period for purposes of applying
paragraph (a)(1) of this section.

(ii) For purposes of paragraph (d)(4)(i)
of this section, the determination of
whether a corporation is a member of a
controlled group during the testing pe-
riod is based on whether the corpora-
tion was a member of the controlled
group on the last day of the month pre-
ceding the due date of the required in-
stallment.

(e) Effect on a corporation’s taxable in-
come of items that may be carried back or
carried over from any other taxable year.
In determining whether a corporation
(or predecessor corporation) is a large
corporation for its current taxable
year, items that could offset taxable
income during a taxable year included
in the testing period (for example,
those described in sections 172 and 1212)
are not to be taken into account and
the taxable income of a corporation for
any taxable year during the testing pe-
riod is determined without regard to
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items carried back or carried over from
any other taxable year.

(f) Consolidated returns. [Reserved]

(g) Example. The provisions of this
section may be illustrated by the fol-
lowing example:

Example. Y Corporation and Z Corporation
are calendar year taxpayers. In 2008, Z ac-
quires all of the assets of Y in a transaction
to which section 381 applies. Z’s taxable in-
come for both 2006 and 2007 was less than
$1,000,000. Y’s taxable income for 2008 is de-
termined under paragraph (c)(2) of this sec-
tion to be $300,000 for that portion of Y’s tax-
able year corresponding to Z’s taxable year
up to and including the date of transfer. Z’s
taxable income for 2008 is $800,000. Under the
provisions of paragraph (c)(2) of this section,
Z’s 2008 taxable income for purposes of deter-
mining whether it is a large corporation for
taxable year 2009 is $1,100,000 ($800,000 +
$300,000). Thus, Z is a large corporation for
the 2009 taxable year. In addition, if Z’s 2008
taxable income, as determined under para-
graph (c)(2) of this section, had been less
than $1,000,000 but Y’s taxable income in 2006
or 2007 had been $1,000,000 or more, Z would
be a large corporation for taxable year 2009
because Y is a predecessor corporation.

(h) Effective/applicability date. This
section applies to taxable years begin-
ning after September 6, 2007.

[T.D. 9347, 72 FR 44360, Aug. 7, 2007]

§1.6655-5 Short taxable year.

(a) In general. Except as otherwise
provided in this section, the provisions
of section 6655 and these regulations
are applicable in the case of a short
taxable year (including an initial tax-
able year) for which a payment of esti-
mated tax is required to be made.

(b) Exception to payment of estimated
tax. In the case of a short taxable year,
no payment of estimated tax is re-
quired if—

(1) The short taxable year is a period
of less than 4 full calendar months; or

(2) The tax shown on the return for
such taxable year (or, if no return is
filed, the tax) is less than $500.

(c) Installment due dates—(1) In gen-
eral—({1) Tazxable year of at least four
months but less than twelve months. Ex-
cept as otherwise provided, in the case
of a short taxable year, if such year re-
sults in a taxable year of four or more
full calendar months but less than
twelve full calendar months, the due
dates prescribed in §1.6655-1(f)(2) apply.

26 CFR Ch. | (4-1-13 Edition)

(ii) Exceptions. (A) If the date deter-
mined under paragraph (c)(1)(i) of this
section for the first required install-
ment due during the taxpayer’s short
taxable year is earlier than the 15th
day of the fourth month of the tax-
payer’s short taxable year, the tax-
payer’s first required installment is
due on the first due date otherwise de-
termined under paragraph (c)(1)(i) of
this section that is on or after the 15th
day of the fourth month of the short
taxable year.

(B) A taxpayer with an initial short
taxable year may make estimated tax
payments as though it were a calendar
year taxpayer until it files its tax re-
turn for its initial taxable year and
will not be subject to an addition to
tax under section 6655 for making esti-
mated tax payments as though it were
a calendar year taxpayer for the period
beginning with its initial short taxable
year to the time it files its tax return
for its initial short taxable year if,
when filing its tax return for its initial
short taxable year, the taxpayer choos-
es to be a fiscal year taxpayer.

(2) Early termination of taxable year—
(i) In general. Except as provided in
paragraph (c)(2)(ii) of this section, if a
taxable year ends early (for example,
as a result of an acquisition or a
change in taxable year), the due date
for the final required installment is the
date that would have been the due date
of the next required installment if the
event that gave rise to the short tax-
able year had not occurred.

(i1) Ezception. If the date determined
under paragraph (c¢)(2)(i) of this section
is within thirty days of the last day of
the short taxable year, the due date for
the final required installment is the
fifteenth day of the second month fol-
lowing the month that includes the
last day of the short taxable year.

(d) Amount due for required install-
ment—(1) In general. The amount due
for any required installment deter-
mined under section 6655(d)(1)(B)(i) for
a short taxable year is 100% of the re-
quired annual payment for the short
taxable year divided by the number of
required installments due (as deter-
mined under this section) for the short
taxable year.
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(2) Tax shown on the return for the pre-
ceding taxable year. If the current tax-
able year is a short taxable year, the
amount due for any required install-
ment determined under section
6655(d)(1)(B)(ii) is determined in the fol-
lowing manner—

(i) Take 100% of the tax shown on the
return of the corporation for the pre-
ceding taxable year;

(ii) Multiply such amount by the
number of full calendar months in the
current short taxable year and divide
by 12; and

(iii) Divide the amount determined
under paragraph (d)(2)(ii) of this sec-
tion by the number of required install-
ments due (as determined under this
section) for the current short taxable
year.

(3) Applicable percentage. In the case
of any required installment determined
under section 6655(e), the applicable
percentage under section
6655(e)(2)(B)(ii) is—

1) 25%, 50%, 75%, and 100% for the
first, second, third, and fourth (last) re-
quired installments, respectively, if
the taxpayer will have four required in-
stallments due for the short taxable
year;

(ii) 33.33%, 66.67%, and 100% for the
first, second, and third (last) required
installments, respectively, if the tax-
payer will have three required install-
ments due for the short taxable year;

(iii) 50% and 100% for the first and
second (last) required installments, re-
spectively, if the taxpayer will have
two required installments due for the
short taxable year; or

(iv) 100% for the first (and last) re-
quired installment if the taxpayer will
have one required installment for the
short taxable year.

(4) Applicable percentage for install-
ment period in which tarpayer does not
reasonably expect that the taxable year
will be an early termination year. In the
case of any required installment deter-
mined under section 6655(e) in which
the taxpayer does not reasonably ex-
pect that the taxable year will be an
early termination year, the applicable
percentage under section
6655(e)(2)(B)(ii) is the applicable per-
centage provided by paragraph (d)(3)(1)
of this section with the remaining bal-
ance of the estimated tax payment for
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the year due with the final install-
ment.

(e) Examples. The following examples
illustrate the rules of this section:

Example 1. Short year of less than 4 months.
Corporation A is a calendar year taxpayer
that was acquired by corporation B, a mem-
ber of a consolidated group (as defined in
§1.1502-1(h)) on April 16, 2009, resulting in A
having a short taxable year from January 1,
2009, through April 16, 2009. Because A has a
taxable year of less than four full calendar
months, no estimated tax payments are re-
quired by A for the short taxable year.

Example 2. Initial short year with four re-
quired installments. Corporation B began busi-
ness on January 9, 2009, and adopted a cal-
endar year as its taxable year. B computes
its required installments based on 100 per-
cent of the tax shown on the return for the
taxable year in accordance with section
6655(d)(1)(B)(i). Pursuant to §1.6655-1(f)(2)(1),
the due dates of B’s required installments for
B’s initial taxable year from January 9, 2009,
through December 31, 2009, are April 15, 2009,
June 15, 2009, September 15, 2009, and Decem-
ber 15, 2009. Pursuant to paragraph (d)(1) of
this section, the amount due with each re-
quired installment is 25% of the required an-
nual payment for B’s first required install-
ment, 50% of the required annual payment
for B’s second required installment, 75% of
the required annual payment for B’s third re-
quired installment, and 100% of the required
annual payment for B’s fourth required in-
stallment.

Example 3. Initial short year with three re-
quired installments. Corporation C began busi-
ness on February 12, 2009, and adopted a cal-
endar year as its taxable year. C computes
its required installments based on 100 per-
cent of the tax shown on the return for the
taxable year in accordance with section
6655(A)(1)(B)(1). Pursuant to §1.6655-1(£)(2)(1),
the due dates of C’s required installments for
C’s initial taxable year from February 12,
2009, through December 31, 2009, are April 15,
2009, June 15, 2009, September 15, 2009, and
December 15, 2009. However, in accordance
with paragraph (c)(1)(ii)(A) of this section,
C’s first required installment is due June 15,
2009, because April 15, 2009, is earlier than
the fifteenth day of the fourth month of C’s
taxable year. As a result, C’s second required
installment is due September 15, 2009, and
C’s third (and last) installment is due De-
cember 15, 2009. Pursuant to paragraph (d)(1)
of this section, the amount due with each re-
quired installment is 33.33% of the required
annual payment for C’s first required install-
ment, 66.67% of the required annual payment
for C’s second required installment, and 100%
of the required annual payment for C’s third
(and last) required installment.

Example 4. Initial short year with two re-
quired installments. Same facts as Example 3
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except C began business on April 10, 2009. In
accordance with paragraph (c)(1)(ii)(A) of
this section, C’s first required installment is
due September 15, 2009, because April 15, 2009,
and June 15, 2009, are earlier than the fif-
teenth day of the fourth month of C’s tax-
able year. As a result, C’s second (and last)
required installment is due December 15,
2009. Pursuant to paragraph (d)(1) of this sec-
tion, the amount due with each required in-
stallment is 50% of the required annual pay-
ment for C’s first required installment, and
100% of the required annual payment for C’s
second (and last) required installment.

Example 5. Initial short year for fiscal year
taxpayer with two required installments. Cor-
poration D began business on February 12,
2009, and adopted a fiscal year ending Octo-
ber 31 as its taxable year. D computes its re-
quired installments based on 100 percent of
the tax shown on the return for the taxable
year in accordance with section
6655(d)(1)(B)(i). Pursuant to §1.6655-1(f)(2)(ii),
the due dates of D’s required installments for
D’s initial taxable year from February 12,
2009, through October 31, 2009, are February
15, 2009, April 15, 2009, July 15, 2009, and Octo-
ber 15, 2009. However, in accordance with
paragraph (c)(1)(ii)(A) of this section, D’s
first required installment is due July 15,
2009, because February 15, 2009, and April 15,
2009, are earlier than the fifteenth day of the
fourth month of D’s taxable year. As a re-
sult, D’s second (and last) installment is due
October 15, 2009. Pursuant to paragraph (d)(1)
of this section, the amount due with each re-
quired installment is 50% of the required an-
nual payment for D’s first required install-
ment, and 100% of the required annual pay-
ment for D’s second (and last) required in-
stallment.

Example 6. Initial short year for fiscal year
tarpayer with one required installment. Same
facts as Example 5 except D corporation
began business on May 11, 2009. In accord-
ance with paragraph (c)(1)(ii)(A) of this sec-
tion, D’s first (and last) installment is due
October 15, 2009, because July 15, 2009, is ear-
lier than the fifteenth day of the fourth
month of D’s taxable year. Pursuant to para-
graph (d)(1) of this section, the amount due
with D’s required installment is 100% of the
required annual payment, computed as 100%
divided by the number of required install-
ments due for the short taxable year.

Example 7. Short termination year with three
required installments. Corporation E is a cal-
endar year taxpayer that computes its re-
quired installments based on 100 percent of
the tax shown on the return for the taxable
year in accordance with section
6655(d)(1)(B)(1). E computes its 2009 required
installments based on a projected 2009 total
tax liability of $600,000. On July 31, 2009, E is
acquired by corporation F, a member of a
consolidated group (as defined in §1.1502-
1(h)), resulting in E having a short taxable
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year from January 1, 2009, through July 31,
2009. E determines that its total tax liability
for the short period is $350,000. The due dates
for E’s first and second required installments
are April 15, 2009, and June 15, 2009, respec-
tively. Pursuant to section 6655(d)(1)(A), E
paid $150,000 with each required installment.
Pursuant to paragraph (c)(2) of this section,
E’s third (and last) required installment of
estimated tax is due on September 15, 2009,
and the percentage of the required annual
payment due with such installment is 100%
pursuant to paragraph (d)(1) of this section.
Accordingly, E is required to pay $50,000 with
its final required installment on September
15, 2009 ($350,000 total tax liability for the
short taxable year less prior installment
payments of $300,000).

Example 8. Unexpected short termination year
with three required installments wusing the
annualization method. Same facts as Erample
7 except that E uses the annualized income
installment method under section
6655(e)(2)(A)(i) to calculate all of its required
installment payments for its 2009 taxable
year. In addition, E does not reasonably ex-
pect until July 28, 2009, that it will have a
short termination year caused by E being ac-
quired by F on July 31, 2009. Had E known
about its acquisition by F in the first quar-
ter of 2009, E’s applicable percentages for
computing the amount of its three required
installments would be 33.33%, 66.67%, and
100% for the first, second, and third (last) re-
quired installments, respectively, pursuant
to paragraph (d)(3)(ii) of this section. How-
ever, because E had an unexpected short ter-
mination year that E was not aware of until
after its second required installment pay-
ment, E’s applicable percentages for com-
puting the amount of its three required in-
stallment are 25%, 50%, and 100% for the
first, second, and third (last) required in-
stallments, respectively, pursuant to para-
graph (d)(4) of this section.

Example 9. Short termination year ending
within 30 days of the regular final installment
due date. Same facts as Example 7 except that
E is acquired by F on August 31, 2009. Pursu-
ant to paragraph (c)(2)(ii) of this section, E’s
third (and last) required installment of esti-
mated tax is due on October 15, 2009, because
September 15, 2009, the date that would have
been the due date of E’s next required in-
stallment if F’s acquisition of E had not oc-
curred, is within thirty days of the last day
of E’s short taxable year, and 100% of the re-
quired annual payment is due with such in-
stallment.

Example 10. Short termination year ending
within 30 days of the regular final installment
due date. Corporation F is a calendar year
taxpayer that computes its required install-
ments based on 100 percent of the tax shown
on the return for the taxable year in accord-
ance with section 6655(d)(1)(B)(i). F computes
its 2009 estimated tax payments based on a
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projected 2009 total tax liability of $900,000.
On December 3, 2009, F is acquired by cor-
poration G, a member of a consolidated
group (as defined in §1.1502-2(h)), resulting in
F having a short taxable year from January
1, 2009, through December 3, 2009. F deter-
mined its total tax liability for the short pe-
riod to be $800,000. The due dates for F’s first,
second, and third required installments are
April 15, 2009, June 15, 2009, and September
15, 2009, respectively. Pursuant to section
6655(d)(1)(A), F paid $225,000 with each re-
quired installment. Pursuant to paragraph
(c)(2)(ii) of this section, F’s fourth (and last)
required installment of estimated tax is due
on February 15, 2010, and the percentage of
the required annual payment due with such
installment is 100% pursuant to paragraph
(d)(1) of this section. However, because the
due date for the fourth required installment
falls on a legal holiday, F’s required install-
ment payment will be timely if paid on or
before the first business day following the
actual due date of the fourth required in-
stallment, that is, February 16, 2010. Accord-
ingly, F is required to pay $125,000 with its
final required installment on February 16,
2010 ($800,000 total tax liability for the short
taxable year less prior installment payments
of $675,000).

Example 11. Short termination year using the
tax shown on the return for the preceding tax-
able year. Corporation G, a calendar year tax-
payer, reported a tax liability of $75,000 on
its return for the taxable year ending De-
cember 31, 2008, and is not a large corpora-
tion as defined in section 6655(g). On July 31,
2009, G makes a final distribution of its as-
sets, in connection with a plan of complete
liquidation, resulting in a short taxable year
from January 1, 2009, through July 31, 2009.
To satisfy the requirements of the exception
described in section 6655(d)(1)(B)(ii) for pay-
ments determined by reference to the tax
shown on the return of the corporation for
the preceding taxable year, pursuant to para-
graph (d)(2) of this section, G must pay in a
proportionate amount of its 2008 tax liability
based on the number of months in the cur-
rent taxable year. Accordingly, G must pay
$43,750 (875,000 x 712) through payments of es-
timated tax payments in 2009, with $14,583
due on April 15, 2009, June 15, 2009, and Sep-
tember 15, 2009.

Example 12. Short termination year using the
tax shown on the return for the preceding tax-
able year. Same facts as Example 11 except
that G makes a final distribution of its as-
sets, in connection with a plan of complete
liquidation, on October 1, 2009, resulting in a
short taxable year from January 1, 2009,
through October 1, 2009. To satisfy the re-
quirements of the exception described in sec-
tion 6655(d)(1)(B)(ii), G must pay $56,250
(875,000 x %2) through payments of estimated
tax in 2009, with $14,063 due on April 15, 2009,
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June 15, 2009, September 15, 2009, and Decem-
ber 15, 2009, respectively.

Example 13. Short initial year with three re-
quired installments resulting in an under-
payment. (i) Corporation H began business on
February 17, 2009, and adopted a calendar
yvear. H computes its required installments
based on 100 percent of the tax shown on the
return for the taxable year in accordance
with section 6655(d)(1)(B)(i). H estimated at
the beginning of its short taxable year that
its estimated tax liability for short taxable
year February 17, 2009, through December 31,
2009, would be $180,000. H paid its first re-
quired installment of estimated tax of $60,000
on June 15, 2009, its second required install-
ment of estimated tax of $60,000 on Sep-
tember 15, 2009, and its third (and last) re-
quired installment of estimated tax of $60,000
on December 15, 2009 ($180,000 total estimated
tax liability for the short taxable year less
prior installment payments of $120,000). H re-
ported a tax liability of $240,000 on its return
for the short period February 17, 2009,
through December 31, 2009, with no credits
against tax. There was an underpayment in
the amount of $20,000 on the first installment
date through September 15, 2009, $40,000 on
the second installment date through Decem-
ber 15, 2009, and $60,000 on the third (and last)
installment date through March 15, 2010, de-
termined as follows:

(A) Tax as defined in section 6655(d)(1)(B)(1)
= $240,000

(B) 100% of this paragraph (e), Example 13
(A) = $240,000

(C) Amount of estimated tax required to be
paid by the first installment date (33.33% of
$240,000) = $80,000

(D) Amount of estimated tax required to be
paid by the second installment date (66.67%
of $240,000 less $80,000 (amount due with first
installment)) = $80,000

(E) Amount of estimated tax required to be
paid by the third installment date (100% of
$240,000 less $160,000 (amount due with first
and second installment)) = $80,000

(F) Deduction of amount paid on or before
the first installment date = $60,000

(G) Amount of underpayment for the first
installment date (this paragraph (e), Example
13 (1)(C) minus this paragraph (e), Example 13
(D)(F)) = $20,000

(H) Deduction of amount available for the
second installment date ($60,000 second in-
stallment payment less this paragraph (e),
Example 13 (1)(G) applied towards the first in-
stallment underpayment) = $40,000

(I) Amount of underpayment for the second
installment date (this paragraph (e), Example
13 (i)(D) minus this paragraph (e), Example 13
(1)(H)) = $40,000

(J) Deduction of amount available for the
third installment date ($60,000 third install-
ment payment less this paragraph (e), Exam-
ple 13 (i)(I) applied towards the second in-
stallment underpayment) = $20,000
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(K) Amount of underpayment for the third
installment date (this paragraph (e), Example
1 (i)(E) minus this paragraph (e), Example 13
(1)(J)) = $60,000

(ii) [Reserved]

(f) 52 or 53 week taxable year. For pur-
poses of this section a taxable year of
52 or 53 weeks is deemed a period of 12
months in the case of a corporation
that computes its taxable income in
accordance with the election permitted
by section 441(f).

(g) Use of annualiced income or sea-
sonal installment method—(1) In general.
Regardless of the annual accounting
period used by a corporation (for exam-
ple, calendar year, fiscal year) the tax-
payer may use the method described in
§1.6665-2 (annualized income install-
ment method) or §1.6655-3 (adjusted
seasonal installment method) to com-
pute its required installments of esti-
mated tax when the current taxable
year is a short taxable year.

(2) Computation of annualiced income
installment. To the extent a short tax-
able year includes an annualization pe-
riod elected by the taxpayer, the tax-
payer computes its annualized income
installment by determining the tax on
the basis of such annualized income for
the annualization period, divided by 12,
multiplied by the number of months in
the short taxable year, and multiplied
by the applicable percentage for the re-
quired installment.

(3) Annualization period for final re-
quired installment. For purposes of de-
termining the final required install-
ment (as described in paragraph (c)(2)
of this section) for a short taxable
yvear, annualized taxable income is de-
termined by placing on an annualized
basis the taxable income for the last
complete annualization period that oc-
curs within the short taxable year.

(4) Examples. The provisions of para-
graph (g) of this section may be illus-
trated by the following examples:

Example 1. Corporation X began business on
February 12, 2009, and adopted a calendar
year as its taxable year. X adopts an accrual
method of accounting and wuses the
annualized income installment method
under section 6655(e)(2)(A)(i) to calculate all
of its required installment payments for its
2009 taxable year. Pursuant to §1.6655—
1(£)(2)(1), the due dates of X’s required in-
stallments for X’s initial taxable year from
February 12, 2009, through December 31, 2009,
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are April 15, 2009, June 15, 2009, September 15,
2009, and December 15, 2009. However, in ac-
cordance with paragraph (c)(1)(ii)(A) of this
section, X’s first required installment is due
June 15, 2009. As a result, X’s second required
installment is due September 15, 2009, and
X’s third (and last) required installment is
due December 15, 2009. The amount of X’s
first and second required installments are
each based on annualizing X’s taxable in-
come from February 12, 2009, through April
30, 2009, (the first three months of X’s tax-
able year) and X’s third (and last) required
installment is based on annualizing X’s tax-
able income from February 12, 2009, through
July 31, 2009 (the first six months of X’s tax-
able year). Because X will have three re-
quired installments due for its short taxable
year, pursuant to paragraph (d)(3)(ii) of this
section, the applicable percentage is 33.33%
for X’s first required installment, 66.67% for
X’s second required installment, and 100%
for X’s third (and last) required installment.

Example 2. (i) Y, a calendar year corpora-
tion, made a final distribution of its assets,
in connection with a plan of complete lig-
uidation, on August 3, 2009. Y filed a timely
election to use the alternative annualization
periods described under section
6655(e)(2)(C)(i) and determined that its tax-
able income for the first 2, 4 and 7 months of
the taxable year was $25,000, $50,000 and
$140,000. The due dates for Y’s required in-
stallments for its short taxable year January
1, 2009, through August 3, 2009, are April 15,
2009, June 15, 2009, and September 15, 2009. Y
made installment payments of $10,000,
$10,000, and $20,000, respectively, on April 15,
2009, June 15, 2009, and September 15, 2009.
The taxable income for each period is
annualized as follows:
$25,000 x 12/2 = $150,000
$50,000 x 12/4 = $150,000
$140,000 x 12/7 = $240,000

(ii)(A) To determine whether the first re-
quired installment equals or exceeds the
amount that would have been required to
have been paid if the estimated tax were
equal to one hundred percent of the tax com-
puted on the annualized income for the 2-
month period taking into account the num-
ber of months in the short taxable year, the
following computation is necessary:

(1) Annualized income for the 2 month pe-
riod = $150,000

(2) Tax on this paragraph (g)(4), Example 2
(I1)(A)X(T) = $41,750

(3) Tax determined under this paragraph
(2)(4), Example 2 (i1)(A)(2) divided by 12 multi-
plied by 7 (the number of months in the
short taxable year) = $24,354

(4) 100% of this paragraph (g)(4), Example 2
(I1)(A)(3) = $24,354

(5) 33.33% of this paragraph (g)(4), Example
2 (1D)A)¢4) = $ 8,117

(B) Because the total amount of estimated
tax that is timely paid on or before the first
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installment date ($10,000) exceeds the
amount required to be paid on or before this
date if the estimated tax were one hundred
percent of the tax determined by placing on
an annualized basis the taxable income for
the first 2-month period taking into account
the number of months in the short taxable
year, the exception described in §1.6655-2(a)
applies and no addition to tax will be im-
posed for the installment due on April 15,
2009.

(iii)(A) To determine whether the required
installments made on or before June 15, 2009,
equal or exceed the amount that would have
been required to have been paid if the esti-
mated tax were equal to one hundred percent
of the tax computed on the annualized in-
come for the 4-month period taking into ac-
count the number of months in the short
taxable year, the following computation is
necessary:

(I) Annualized income for the 4 month pe-
riod = $150,000

(2) Tax on this paragraph (g)(4), Example 2
(1i)(A)(I) = $41,750

(3) Tax determined under this paragraph
(2)(4), Example 2 (iii)(A)(2) divided by 12 mul-
tiplied by 7 (the number of months in the
short taxable year) = $24,354

(4) 100% of this paragraph (g)(4), Example 2
(1i1)(A)(3) = $24,354

(5) 66.67% of this paragraph (g)(4), Example
2 (iii)(A)(4) less $8,117 (amount due with first
installment) = $8,120

(B) Because the total amount of estimated
tax available to apply towards the amount
due for the second installment ($11,883
(810,000 paid on the second installment date
plus $1,883 overpayment of the first install-
ment)) exceeds the amount required to be
paid on or before this date if the estimated
tax were one hundred percent of the tax de-
termined by placing on an annualized basis
the taxable income for the first 4-month pe-
riod for the taxable year taking into account
the number of months in the short taxable
year, the exception described in §1.6655-2(a)
applies and no addition to tax will be im-
posed for the installment due on June 15,
2009.

(iv)(A) Pursuant to paragraph (c) and (d) of
this section, the final required installment is
due by September 15, 2009, and the applicable
percentage due for the final required install-
ment is 100%. To determine whether the in-
stallment payments made on or before Sep-
tember 15, 2009, equal or exceed the amount
that would have been required to have been
paid if the estimated tax were equal to one
hundred percent of the tax computed on the
annualized income for the 7-month period
taking into account the number of months in
the short taxable year, the following com-
putation is necessary:

(1) Annualized income for the 7 month pe-
riod = $240,000
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(2) Tax on this paragraph (g)(4), Example 2
(iv)(A)(I) = $76,850

(3) Tax determined under this paragraph
(2)(4), Example 2 (iv)(A)(2) divided by 12 mul-
tiplied by 7 (the number of months in the
short taxable year) = $44,829

(4) 100% of this paragraph (g)(4), Example 2
(AV)(A)(3) = $44,829

(5) 100% of this paragraph (g)(4), Example 2
(iv)(A)(4) less $16,237 (amount due with first
and second installment) = $28,592

(B) Because the total amount of estimated
tax available to apply towards the amount
due for the final installment ($23,763 ($20,000
that is timely paid on the third installment
date plus $3,763 overpayment of the second
installment)) does not exceed the amount re-
quired to be paid on or before this date if the
estimated tax were one hundred percent of
the tax determined by placing on an
annualized basis the taxable income for the
first 7T-month period for the taxable year tak-
ing into account the number of months in
the short taxable year, the exception de-
scribed in §1.6655-2(a) does not apply and an
addition to tax will be imposed for the final
installment due on September 15, 2009, unless
another exception (for example, see section
6655(e)(3)) applies with respect to these in-
stallments.

(h) Effective/applicability date. This
section applies to taxable years begin-
ning after September 6, 2007.

[T.D. 9347, 72 FR 44361, Aug. 7, 2007]

§1.6655-6 Methods of accounting.

(a) In general. In computing any re-
quired installment, a corporation must
use the methods of accounting used in
computing taxable income for the tax-
able year for which estimated tax is
being determined (the current taxable
year).

(b) Accounting method changes. A tax-
payer that changes its method of ac-
counting with the consent of the Com-
missioner for the current taxable year
must use the new method of account-
ing (as of the beginning of the taxable
year) in the determination of taxable
income for annualization periods end-
ing on or after the date the related sec-
tion 481(a) adjustment is treated as
arising. See §1.6655-2(f)(3)(ii)(C) for the
date a section 481(a) adjustment is
treated as arising. If the change in
method of accounting does not result
in a section 481(a) adjustment, the tax-
payer may choose to use the new meth-
od of accounting (as of the beginning of
the taxable year) in the determination
of taxable income for all annualization
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periods during the year of change or
only those annualization periods end-
ing on or after the date the Form 3115
“Application for Change in Accounting
Method” was filed with the national of-
fice of the Internal Revenue Service.
This paragraph (b) only applies to the
extent a taxpayer changes a method of
accounting for the taxable year with
the consent of the Commissioner.
Therefore, a taxpayer may be subject
to a section 6655 addition to tax for an
underpayment of estimated tax if an
underpayment results from a change in
a method of accounting the taxpayer
anticipates making for the taxable
year but for which the consent of the
Commissioner is not subsequently re-
ceived.

(c) Examples. The following examples
illustrate the rules of this section:

Example 1. Accounting method used in com-
puting taxable income for the taxable year. Cor-
poration ABC, a calendar year taxpayer, uses
an accrual method of accounting and the
annualization method under section
6655(e)(2)(A)(i) to calculate all of its 2008 re-
quired installments. ABC receives advance
payments each taxable year with respect to
agreements for the sale of goods properly in-
cludible in ABC’s inventory. The advance
payments received by ABC qualify for defer-
ral under §1.451-5(c). Although ABC is eligi-
ble to defer the advance payments in accord-
ance with §1.451-5(c), ABC’s method of ac-
counting with respect to the advance pay-
ments is to include the advance payments in
income when received and ABC does not
change its accounting method for advance
payments for the 2008 taxable year. ABC
must use its current method of recognizing
advance payments as income in the year re-
ceived for purposes of computing its 2008 re-
quired installments.

Example 2. Change of accounting method.
Corporation ABC, a calendar year taxpayer,
uses an accrual method of accounting and
the annualization method under section
6655(e)(2)(A)(i) to calculate all of its 2008 re-
quired installments. On June 15, 2008, ABC
files a Form 3115 requesting permission to
change its method of accounting for future
litigation reserves for the tax year ending
December 31, 2008. On February 15, 2009, ABC
receives consent from the Commissioner to
make the change for the tax year ending De-
cember 31, 2008. The change results in a posi-
tive section 481(a) adjustment of $100,000.
Under the provisions of §1.6655-2(f)(3)(ii) ABC
chooses to treat the section 481(a) adjust-
ment as arising on the date the Form 3115 is
filed with the national office of the Internal
Revenue Service. Therefore, ABC is required
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to use the new method of accounting (as of
the beginning of the year) in the determina-
tion of taxable income for annualization pe-
riods ending on or after June 15, 2008.

(d) Effective/applicability date. This
section applies to taxable years begin-
ning after September 6, 2007.

[T.D. 9347, 72 FR 44361, Aug. 7, 2007]

§1.6655-7 Addition to tax on account
of excessive adjustment under sec-
tion 6425.

(a) Section 6655(h) imposes an addi-
tion to the tax under chapter 1 of the
Internal Revenue Code in the case of
any excessive amount (as defined in
paragraph (c) of this section) of an ad-
justment under section 6425 that is
made before the 15th day of the third
month following the close of a taxable
yvear beginning after December 31, 1967.
This addition to tax is imposed wheth-
er or not there was reasonable cause
for an excessive adjustment.

(b) If the amount of an adjustment
under section 6425 is excessive, there
shall be added to the tax under chapter
1 of the Internal Revenue Code for the
taxable year an amount determined at
the annual rate referred to in the regu-
lations under section 6621 upon the ex-
cessive amount from the date on which
the credit is allowed or refund paid to
the 15th day of the third month fol-
lowing the close of the taxable year. A
refund is paid on the date it is allowed
under section 6407.

(c) The excessive amount is equal to
the lesser of the amount of the adjust-
ment or the amount by which—

(1) The income tax liability (as de-
fined in section 6425(c)) for the taxable
year, as shown on the return for the
taxable year; exceeds

(2) The estimated income tax paid
during the taxable year, reduced by the
amount of the adjustment.

(d) The computation of the addition
to the tax imposed by section 6425 is
made independent of, and does not af-
fect the computation of, any addition
to the tax that a corporation may oth-
erwise owe for an underpayment of an
installment of estimated tax.

(e) The following example illustrates
the rules of this section:

Example. (i) Corporation X, a calendar year
taxpayer, had an underpayment as defined in
section 66565(b), for its fourth installment of
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estimated tax that was due on December 15,
2009, in the amount of $10,000. On January 4,
2010, X filed an application for adjustment of
overpayment of estimated income tax for
2009 in the amount of $20,000.

(ii) On February 16, 2010, the Internal Rev-
enue Service, in response to the application,
refunded $20,000 to X. On March 15, 2010, X
filed its 2009 tax return and made a payment
in settlement of its total tax liability. As-
suming that the addition to tax is computed
under section 6621(a)(2) at a rate of 8% per
annum for the applicable periods of under-
payment, under section 6655(a), X is subject
to an addition to tax in the amount of $197
(90/365 X $10,000 X 8%) on account of X’s De-
cember 15, 2009, underpayment. Under sec-
tion 6655(h), X is subject to an addition to
tax in the amount of $118 (27/3656 X $20,000 X
8%) on account of X’s excessive adjustment
under section 6425. In determining the
amount of the addition to tax under section
6655(a) for failure to pay estimated income
tax, the excessive adjustment under section
6425 is not taken into account.

(f) An adjustment is generally to be
treated as a reduction of estimated in-
come tax paid as of the date of the ad-
justment. However, for purposes of
§§1.6656-1 through 1.6655-6, the adjust-
ment is to be treated as if not made in
determining whether there has been
any underpayment of estimated income
tax and, if there is an underpayment,
the period during which the under-
payment existed.

(g) Effective/applicability date: This
section applies to taxable years begin-
ning after September 6, 2007.

[T.D. 9347, 72 FR 44365, Aug. 7, 2007]

§1.6655(e)-1 Time and manner for
making election under the Omnibus
Budget Reconciliation Act of 1993.

(a) Description. Section 6655(e)(2)(C),
as added by section 13225 of the Omni-
bus Budget Reconciliation Act of 1993
(Pub. L. 103-66, 107 Stat. 486), allows a
corporate taxpayer to make an annual
election to use a different
annualization period to determine
annualized income for purposes of pay-
ing any required installment of esti-
mated income tax for a taxable year
beginning after December 31, 1993.

(b) Time and manner for making the
election. An election under section
6655(e)(2)(C) must be made on or before
the date required for the payment of
the first required installment for the
taxable year. For a calendar or fiscal
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year corporation, Form 8842, Election
to Use Different Annualization Periods
for Corporate Estimated Tax, must be
filed by the 15th day of the 4th month
of the taxable year for which the elec-
tion is to apply. Form 8842 must be
filed with the Internal Revenue Service
Center where the corporation files its
income tax return.

(c) Revocability of election. The elec-
tion described in this section is irrev-
ocable.

(d) Effective date. The rules set forth
in this section are effective December
12, 1996.

[T.D. 8688, 61 FR 65322, Dec. 12, 1996]
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8656, 61 FR 14248, Apr. 1, 1996; T.D. 8790, 63 FR
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§1.6662-1 Overview of the accuracy-
related penalty.

Section 6662 imposes an accuracy-re-
lated penalty on any portion of an un-
derpayment of tax required to be
shown on a return that is attributable
to one or more of the following:

(a) Negligence or disregard of rules or
regulations;

(b) Any substantial understatement
of income tax;

(c) Any substantial valuation
misstatement under chapter 1;

§1.6662-2

(d) Any substantial overstatement of
pension liabilities; or

(e) Any substantial estate or gift tax
valuation understatement.

Sections 1.6662-1 through 1.6662-5 ad-
dress only the first three components
of the accuracy-related penalty, i.e.,
the penalties for negligence or dis-
regard of rules or regulations, substan-
tial understatements of income tax,
and substantial (or gross) valuation
misstatements under chapter 1. The
penalties for disregard of rules or regu-
lations and for a substantial under-
statement of income tax may be avoid-
ed by adequately disclosing certain in-
formation as provided in §1.6662-3(c)
and §§1.6662-4(e) and (f), respectively.
The penalties for negligence and for a
substantial (or gross) valuation
misstatement under chapter 1 may not
be avoided by disclosure. No accuracy-
related penalty may be imposed on any
portion of an underpayment if there
was reasonable cause for, and the tax-
payer acted in good faith with respect
to, such portion. The reasonable cause
and good faith exception to the accu-
racy-related penalty is set forth in
§1.6664-4.

[T.D. 8381, 56 FR 67498, Dec. 31, 1991, as
amended by T.D. 8617, 60 FR 45664, Sept. 1,
1995]

§1.6662-2 Accuracy-related penalty.

(a) In general. Section 6662(a) imposes
an accuracy-related penalty on any
portion of an underpayment of tax (as
defined in section 6664(a) and §1.6664-2)
required to be shown on a return if
such portion is attributable to one or
more of the following types of mis-
conduct:

(1) Negligence or disregard of rules or
regulations (see §1.6662-3);

(2) Any substantial understatement
of income tax (see §1.6662-4); or

(3) Any substantial (or gross) valu-
ation misstatement under chapter 1
(‘“‘substantial valuation misstatement”
or ‘‘gross valuation misstatement’’),
provided the applicable dollar limita-
tion set forth in section 6662(e)(2) is
satisfied (see §1.6662-5).

The accuracy-related penalty applies
only in cases in which a return of tax
is filed, except that the penalty does
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not apply in the case of a return pre-
pared by the Secretary under the au-
thority of section 6020(b). The accu-
racy-related penalty under section 6662
and the penalty under section 6651 for
failure to timely file a return of tax
may both be imposed on the same por-
tion of an underpayment if a return is
filed, but is filed late. The fact that a
return is filed late, however, is not
taken into account in determining
whether an accuracy-related penalty
should be imposed. No accuracy-related
penalty may be imposed on any portion
of an underpayment of tax on which
the fraud penalty set forth in section
6663 is imposed.

(b) Amount of penalty—(1) In general.
The amount of the accuracy-related
penalty is 20 percent of the portion of
an underpayment of tax required to be
shown on a return that is attributable
to any of the types of misconduct list-
ed in paragraphs (a)(1) through (a)(3) of
this section, except as provided in
paragraph (b)(2) of this section.

(2) Increase in penalty for gross valu-
ation misstatement. In the case of a
gross valuation misstatement, as de-
fined in section 6662(h)(2) and §1.6662—
5(e)(2), the amount of the accuracy-re-
lated penalty is 40 percent of the por-
tion of an underpayment of tax re-
quired to be shown on a return that is
attributable to the gross valuation
misstatement, provided the applicable
dollar limitation set forth in section
6662(e)(2) is satisfied.

(c) No stacking of accuracy-related pen-
alty components. The maximum accu-
racy-related penalty imposed on a por-
tion of an underpayment may not ex-
ceed 20 percent of such portion (40 per-
cent of the portion attributable to a
gross valuation misstatement), not-
withstanding that such portion is at-
tributable to more than one of the
types of misconduct described in para-
graph (a) of this section. For example,
if a portion of an underpayment of tax
required to be shown on a return is at-
tributable both to negligence and a
substantial understatement of income
tax, the maximum accuracy-related
penalty is 20 percent of such portion.
Similarly, the maximum accuracy-re-
lated penalty imposed on any portion
of an underpayment that is attrib-
utable both to negligence and a gross
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valuation misstatement is 40 percent of
such portion.

(d) Effective dates—(1) Returns due be-
fore January 1, 1994. Section 1.6662-3(c)
and §§1.6662-4 (e) and (f) (relating to
methods of making adequate disclo-
sure) (as contained in 26 CFR part 1 re-
vised April 1, 1995) apply to returns the
due date of which (determined without
regard to extensions of time for filing)
is after December 31, 1991, but before
January 1, 1994. Except as provided in
the preceding sentence and in para-
graphs (d)(2), (3), and (4) of this section,
§§1.6662-1 through 1.6662-5 apply to re-
turns the due date of which (deter-
mined without regard to extensions of
time for filing) is after December 31,
1989, but before January 1, 1994. To the
extent the provisions of these regula-
tions were not reflected in the statute
as amended by the Omnibus Budget
Reconciliation Act of 1989 (OBRA 1989),
in Notice 90-20, 1990-1 C.B. 328, or in
rules and regulations in effect prior to
March 4, 1991 (to the extent not incon-
sistent with the statute as amended by
OBRA 1989), these regulations will not
be adversely applied to a taxpayer who
took a position based upon such prior
rules on a return filed before January
1, 1992.

(2) Returns due after December 31, 1993.
Except as provided in paragraphs (d)(3),
(4) and (b) of this section and the last
sentence of this paragraph (d)(2), the
provisions of §§1.6662-1 through 1.6662-4
and §1.6662-7 (as revised to reflect the
changes made to the accuracy-related
penalty by the Omnibus Budget Rec-
onciliation Act of 1993) and of §1.6662-5
apply to returns the due date of which
(determined without regard to exten-
sions of time for filing) is after Decem-
ber 31, 1993. These changes include rais-
ing the disclosure standard for the pen-
alties for disregarding rules or regula-
tions and for a substantial understate-
ment of income tax from not frivolous
to reasonable basis, eliminating the
disclosure exception for the negligence
penalty, and providing guidance on the
meaning of reasonable basis. The Om-
nibus Budget Reconciliation Act of 1993
changes relating to the penalties for
negligence or disregard of rules or reg-
ulations will not apply to returns (in-
cluding qualified amended returns)
that are filed on or before March 14,
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1994, but the provisions of §§1.6662-1
through 1.6662-3 (as contained in 26
CFR part 1 revised April 1, 1995) relat-
ing to those penalties will apply to
such returns.

(3) Special rules for tax shelter items.
Sections 1.6662-4(g)(1) and 1.6662-4(g)(4)
apply to returns the due date of which
(determined without regard to exten-
sions of time for filing) is after Sep-
tember 1, 1995. Except as provided in
the last sentence of this paragraph
(d)(3), §§1.6662-4(g2)(1) and 1.6662-4(g)(4)
(as contained in 26 CFR part 1 revised
April 1, 1995) apply to returns the due
date of which (determined without re-
gard to extensions of time for filing) is
on or before September 1, 1995 and after
December 31, 1989. For transactions oc-
curring after December 8, 1994, §§1.6662—
4(g)(1) and 1.6662-4(g)(2) (as contained
in 26 CFR part 1 revised April 1, 1995)
are applied taking into account the
changes made to section 6662(d)(2)(C)
(relating to the substantial understate-
ment penalty for tax shelter items of
corporations) by section 744 of title VII
of the Uruguay Round Agreements Act,
Pub. L. 103-465 (108 Stat. 4809).

(4) Special rules for reasonable basis.
Section 1.6662-3(b)(3) applies to returns
filed on or after December 2, 1998.

(5) For returns filed after December 31,
2002. Sections 1.6662-3(a), 1.6662-3(b)(2)
and 1.6662-3(c)(1) (relating to adequate
disclosure) apply to returns filed after
December 31, 2002, with respect to
transactions entered into on or after
January 1, 2003. Except as provided in
paragraph (d)(1) of this section,
§§1.6662-3(a), 1.6662-3(b)(2) and 1.6662—
3(c)(1) (as contained in 26 CFR part 1
revised April 1, 2003) apply to returns
filed with respect to transactions en-
tered into prior to January 1, 2003.

[T.D. 8381, 56 FR 67498, Dec. 31, 1991, as
amended by T.D. 8617, 60 FR 45664, Sept. 1,
1995; T.D. 8790, 63 FR 66434, Dec. 2, 1998; T.D.
9109, 68 FR 75127, Dec. 30, 2003]

§1.6662-3 Negligence or disregard of
rules or regulations.

(a) In general. If any portion of an un-
derpayment, as defined in section
6664(a) and §1.6664-2, of any income tax
imposed under subtitle A of the Inter-
nal Revenue Code that is required to be
shown on a return is attributable to
negligence or disregard of rules or reg-
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ulations, there is added to the tax an
amount equal to 20 percent of such por-
tion. The penalty for disregarding rules
or regulations does not apply, however,
if the requirements of paragraph (c)(1)
of this section are satisfied and the po-
sition in question is adequately dis-
closed as provided in paragraph (c)(2) of
this section (and, if the position relates
to a reportable transaction as defined
in §1.6011-4(b) (or §1.6011-4T(b), as ap-
plicable), the transaction is disclosed
in accordance with §1.6011-4 (or §1.6011—
4T, as applicable)), or to the extent
that the reasonable cause and good
faith exception to this penalty set
forth in §1.6664-4 applies. In addition, if
a position with respect to an item
(other than with respect to a report-
able transaction, as defined in §1.6011-
4(b) or §1.6011-4T(b), as applicable) is
contrary to a revenue ruling or notice
(other than a notice of proposed rule-
making) issued by the Internal Rev-
enue Service and published in the In-
ternal Revenue Bulletin (see
§601.601(d)(2) of this chapter), this pen-
alty does not apply if the position has
a realistic possibility of being sus-
tained on its merits. See §1.6694-2(b) of
the income tax return preparer penalty
regulations for a description of the re-
alistic possibility standard.

(b) Definitions and rules—(1) Neg-
ligence. The term negligence includes
any failure to make a reasonable at-
tempt to comply with the provisions of
the internal revenue laws or to exercise
ordinary and reasonable care in the
preparation of a tax return. ‘‘Neg-
ligence” also includes any failure by
the taxpayer to keep adequate books
and records or to substantiate items
properly. A return position that has a
reasonable basis as defined in para-
graph (b)(3) of this section is not at-
tributable to negligence. Negligence is
strongly indicated where—

(i) A taxpayer fails to include on an
income tax return an amount of in-
come shown on an information return,
as defined in section 6724(d)(1);

(ii) A taxpayer fails to make a rea-
sonable attempt to ascertain the cor-
rectness of a deduction, credit or exclu-
sion on a return which would seem to a
reasonable and prudent person to be
“too good to be true” under the cir-
cumstances;
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(iii) A partner fails to comply with
the requirements of section 6222, which
requires that a partner treat partner-
ship items on its return in a manner
that is consistent with the treatment
of such items on the partnership return
(or notify the Secretary of the incon-
sistency); or

(iv) A shareholder fails to comply
with the requirements of section 6242,
which requires that an S corporation
shareholder treat subchapter S items
on its return in a manner that is con-
sistent with the treatment of such
items on the corporation’s return (or
notify the Secretary of the inconsist-
ency).

(2) Disregard of rules or regulations.
The term disregard includes any care-
less, reckless or intentional disregard
of rules or regulations. The term ‘‘rules
or regulations’ includes the provisions
of the Internal Revenue Code, tem-
porary or final Treasury regulations
issued under the Code, and revenue rul-
ings or notices (other than notices of
proposed rulemaking) issued by the In-
ternal Revenue Service and published
in the Internal Revenue Bulletin. A
disregard of rules or regulations is
‘“‘careless’ if the taxpayer does not ex-
ercise reasonable diligence to deter-
mine the correctness of a return posi-
tion that is contrary to the rule or reg-
ulation. A disregard is ‘‘reckless’ if the
taxpayer makes little or no effort to
determine whether a rule or regulation
exists, under circumstances which
demonstrate a substantial deviation
from the standard of conduct that a
reasonable person would observe. A dis-
regard is ‘“‘intentional”’ if the taxpayer
knows of the rule or regulation that is
disregarded. Nevertheless, a taxpayer
who takes a position (other than with
respect to a reportable transaction, as
defined in §1.6011-4(b) or §1.6011-4T(b),
as applicable) contrary to a revenue
ruling or notice has not disregarded
the ruling or notice if the contrary po-
sition has a realistic possibility of
being sustained on its merits.

(3) Reasonable basis. Reasonable basis
is a relatively high standard of tax re-
porting, that is, significantly higher
than not frivolous or not patently im-
proper. The reasonable basis standard
is not satisfied by a return position
that is merely arguable or that is
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merely a colorable claim. If a return
position is reasonably based on one or
more of the authorities set forth in
§1.6662-4(d)(3)(iii) (taking into account
the relevance and persuasiveness of the
authorities, and subsequent develop-
ments), the return position will gen-
erally satisfy the reasonable basis
standard even though it may not sat-
isfy the substantial authority standard
as defined in §1.6662-4(d)(2). (See
§1.6662-4(d)(3)(ii) for rules with respect
to relevance, persuasiveness, subse-
quent developments, and use of a well-
reasoned construction of an applicable
statutory provision for purposes of the
substantial understatement penalty.)
In addition, the reasonable cause and
good faith exception in §1.6664-4 may
provide relief from the penalty for neg-
ligence or disregard of rules or regula-
tions, even if a return position does not
satisfy the reasonable basis standard.

(c) Ezxception for adequate disclosure—
(1) In general. No penalty under section
6662(b)(1) may be imposed on any por-
tion of an underpayment that is attrib-
utable to a position contrary to a rule
or regulation if the position is dis-
closed in accordance with the rules of
paragraph (c)(2) of this section (and, if
the position relates to a reportable
transaction as defined in §1.6011-4(b)
(or §1.6011-4T(b), as applicable), the
transaction is disclosed in accordance
with §1.6011-4 (or §1.6011-4T, as applica-
ble)) and, in case of a position contrary
to a regulation, the position represents
a good faith challenge to the validity
of the regulation. This disclosure ex-
ception does not apply, however, in the
case of a position that does not have a
reasonable basis or where the taxpayer
fails to keep adequate books and
records or to substantiate items prop-
erly.

(2) Method of disclosure. Disclosure is
adequate for purposes of the penalty
for disregarding rules or regulations if
made in accordance with the provisions
of §§1.6662-4(f)(1), (3), (4), and (b), which
permit disclosure on a properly com-
pleted and filed Form 8275 or 8275-R, as
appropriate. In addition, the statutory
or regulatory provision or ruling in
question must be adequately identified
on the Form 8275 or 8275-R, as appro-
priate. The provisions of §1.6662-4(f)(2),
which permit disclosure in accordance
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with an annual revenue procedure for
purposes of the substantial understate-
ment penalty, do not apply for pur-
poses of this section.

(d) Special rules in the case of
carrybacks and carryovers—(1) In gen-
eral. The penalty for negligence or dis-
regard of rules or regulations applies to
any portion of an underpayment for a
year to which a loss, deduction or cred-
it is carried, which portion is attrib-
utable to negligence or disregard of
rules or regulations in the year in
which the carryback or carryover of
the loss, deduction or credit arises (the
‘‘loss or credit year”).

(2) Transition rule for carrybacks to
pre-1990 years. A 20 percent penalty
under section 6662(b)(1) is imposed on
any portion of an underpayment for a
carryback year, the return for which is
due (without regard to extensions) be-
fore January 1, 1990, if—

(i) That portion is attributable to
negligence or disregard of rules or reg-
ulations in a loss or credit year; and

(ii) The return for the loss or credit
year is due (without regard to exten-
sions) after December 31, 1989.

(3) Example. The following example il-
lustrates the provisions of paragraph
(d) of this section. This example does
not take into account the reasonable
cause exception under §1.6664—4.

Example. Corporation M is a C corporation.
In 1990, M had a loss of $200,000 before taking
into account a deduction of $350,000 that M
claimed as an expense in careless disregard
of the capitalization requirements of section
263 of the Code. M failed to make adequate
disclosure of the item for 1990. M reported a
$5650,000 loss for 1990 and carried back the loss
to 1987 and 1988. M had reported taxable in-
come of $400,000 for 1987 and $200,000 for 1988,
before application of the carryback. The
carryback eliminated all of M’s taxable in-
come for 1987 and $150,000 of taxable income
for 1988. After disallowance of the $350,000 ex-
pense deduction and allowance of a $35,000
depreciation deduction with respect to the
capitalized amount, the correct loss for 1990
was determined to be $235,000. Because there
is no underpayment for 1990, the penalty for
negligence or disregard of rules or regula-
tions does not apply for 1990. However, as a
result of the 1990 adjustments, the loss car-
ried back to 1987 is reduced from $550,000 to
$235,000. After application of the $235,000
carryback, M has taxable income of $165,000
for 1987 and $200,000 for 1988. This adjustment
results in underpayments for 1987 and 1988
that are attributable to the disregard of
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rules or regulations on the 1990 return.
Therefore, the 20 percent penalty rate ap-
plies to the 1987 and 1988 underpayments at-
tributable to the disallowed carryback.

[T.D. 8381, 56 FR 67498, Dec. 31, 1991, as
amended by T.D. 8617, 60 FR 45664, Sept. 1,
1995; T.D. 8790, 63 FR 66434, Dec. 2, 1998; T.D.
9109, 68 FR 75127, Dec. 30, 2003]

§1.6662-4 Substantial understatement
of income tax.

(a) In general. If any portion of an un-
derpayment, as defined in section
6664(a) and §1.6664-2, of any income tax
imposed under subtitle A of the Code
that is required to be shown on a re-
turn is attributable to a substantial
understatement of such income tax,
there is added to the tax an amount
equal to 20 percent of such portion. Ex-
cept in the case of any item attrib-
utable to a tax shelter (as defined in
paragraph (g)(2) of this section), an un-
derstatement is reduced by the portion
of the understatement that is attrib-
utable to the tax treatment of an item
for which there is substantial author-
ity, or with respect to which there is
adequate disclosure. General rules for
determining the amount of an under-
statement are set forth in paragraph
(b) of this section and more specific
rules in the case of carrybacks and
carryovers are set forth in paragraph
(c) of this section. The rules for deter-
mining when substantial authority ex-
ists are set forth in §1.6662-4(d). The
rules for determining when there is
adequate disclosure are set forth in
§1.6662-4 (e) and (f). This penalty does
not apply to the extent that the rea-
sonable cause and good faith exception
to this penalty set forth in §1.6664-4 ap-
plies.

(b) Definitions and computational
rules—(1) Substantial. An understate-
ment (as defined in paragraph (b)(2) of
this section) is ‘‘substantial” if it ex-
ceeds the greater of—

(i) 10 percent of the tax required to be
shown on the return for the taxable
yvear (as defined in paragraph (b)(3) of
this section); or

(ii) $5,000 ($10,000 in the case of a cor-
poration other than an S corporation
(as defined in section 1361(a)(1)) or a
personal holding company (as defined
in section 542)).

(2) Understatement. Except as pro-
vided in paragraph (c)(2) of this section
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(relating to special rules for
carrybacks), the term ‘‘understate-
ment’”’ means the excess of—

(i) The amount of the tax required to
be shown on the return for the taxable
year (as defined in paragraph (b)(3) of
this section), over

(ii) The amount of the tax imposed
which is shown on the return for the
taxable year (as defined in paragraph
(b)(4) of this section), reduced by any
rebate (as defined in paragraph (b)(5) of
this section).

The definition of understatement
also may be expressed as—

Understatement =X — (Y — 2)

where X = the amount of the tax required to
be shown on the return; Y = the amount
of the tax imposed which is shown on the
return; and Z = any rebate.

(3) Amount of the tax required to be
shown on the return. The ‘‘amount of
the tax required to be shown on the re-
turn” for the taxable year has the
same meaning as the ‘‘amount of in-
come tax imposed” as defined in
§1.6664-2(b).

(4) Amount of the tax imposed which is
shown on the return. The ‘‘amount of
the tax imposed which is shown on the
return” for the taxable year has the
same meaning as the ‘‘amount shown
as the tax by the taxpayer on his re-
turn,” as defined in §1.6664-2(c), except
that—

(i) There is no reduction for the ex-
cess of the amount described in §1.6664—
2(c)(1)(A) over the amount described in
§1.6664-2(c)(1)(ii), and

(ii) The tax liability shown by the
taxpayer on his return is recomputed
as if the following items had been re-
ported properly:

(A) Items (other than tax shelter
items as defined in §1.6662-4(g)(3)) for
which there is substantial authority
for the treatment claimed (as provided
in §1.6662-4(d)).

(B) Items (other than tax shelter
items as defined in §1.6662-4(g)(3)) with
respect to which there is adequate dis-
closure (as provided in §1.6662-4 (e) and
().

(C) Tax shelter items (as defined in
§1.6662-4(2)(3)) for which there is sub-
stantial authority for the treatment
claimed (as provided in §1.6662-4(d)),
and with respect to which the taxpayer
reasonably believed that the tax treat-
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ment of the items was more likely than
not the proper tax treatment (as pro-
vided in §1.6662-4(g)(4)).

(5) Rebate. The term rebate has the
meaning set forth in §1.6664-2(e), ex-
cept that—

(i) ‘““Amounts not so shown pre-
viously assessed (or collected without
assessment)”’ includes only amounts
not so shown previously assessed (or
collected without assessment) as a de-
ficiency, and

(ii) The amount of the rebate is de-
termined as if any items to which the
rebate is attributable that are de-
scribed in paragraph (b)(4) of this sec-
tion had received the proper tax treat-
ment.

(6) Examples. The following examples
illustrate the provisions of paragraph
(b) of this section. These examples do
not take into account the reasonable
cause exception under §1.6664—4:

Example 1. In 1990, Individual A, a calendar
year taxpayer, files a return for 1989, which
shows taxable income of $18,200 and tax li-
ability of $2,734. Subsequent adjustments on
audit for 1989 increase taxable income to
$561,600 and tax liability to $12,339. There was
substantial authority for an item resulting
in an adjustment that increases taxable in-
come by $5,300. The item is not a tax shelter
item. In computing the amount of the under-
statement, the amount of tax shown on A’s
return is determined as if the item for which
there was substantial authority had been
given the proper tax treatment. Thus, the
amount of tax that is treated as shown on
A’s return is $4,176, i.e., the tax on $23,500
($18,200 taxable income actually shown on
A’s return plus $5,300, the amount of the ad-
justment for which there was substantial au-
thority). The amount of the understatement
is $8,163, i.e., $12,339 (the amount of tax re-
quired to be shown) less $4,176 (the amount of
tax treated as shown on A’s return after ad-
justment for the item for which there was
substantial authority). Because the $8,163
understatement exceeds the greater of 10
percent of the tax required to be shown on
the return for the year, i.e., $1,234 ($12,339 x
.10) or $5,000, A has a substantial understate-
ment of income tax for the year.

Example 2. Individual B, a calendar year
taxpayer, files a return for 1990 that fails to
include income reported on an information
return, Form 1099, that was furnished to B.
The Service detects this omission through
its document matching program and assesses
$3,000 in unreported tax liability. B’s return
is later examined and as a result of the ex-
amination the Service makes an adjustment
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to B’s return of $4,000 in additional tax li-
ability. Assuming there was neither substan-
tial authority nor adequate disclosure with
respect to the items adjusted, there is an un-
derstatement of $7,000 with respect to B’s re-
turn. There is also an underpayment of
$7,000. (See §1.6664-2.) The amount of the un-
derstatement is not reduced by imposition of
a negligence penalty on the $3,000 portion of
the underpayment that is attributable to the
unreported income. However, if the Services
does impose the negligence penalty on this
$3,000 portion, the Service may only impose
the substantial understatement penalty on
the remaining $4,000 portion of the under-
payment. (See §1.6662-2(c), which prohibits
stacking of accuracy-related penalty compo-
nents.)

(c) Special rules in the case of
carrybacks and carryovers—(1) In gen-
eral. The penalty for a substantial un-
derstatement of income tax applies to
any portion of an underpayment for a
year to which a loss, deduction or cred-
it is carried that is attributable to a
“tainted item” for the year in which
the carryback or carryover of the loss,
deduction or credit arises (the ‘‘loss or
credit year’’). The determination of
whether an understatement is substan-
tial for a carryback or carryover year
is made with respect to the return of
the carryback or carryover year.
“Tainted items’ are taken into ac-
count with items arising in a
carryback or carryover year to deter-
mine whether the understatement is
substantial for that year.

(2) Understatements for carryback years
not reduced by amount of carrybacks.
The amount of an understatement for a
carryback year is not reduced on ac-
count of a carryback of a loss, deduc-
tion or credit to that year.

(3) Tainted items defined—(i) In gen-
eral. Except in the case of a tax shelter
item (as defined in paragraph (g)(3) of
this section), a ‘‘tainted item’ is any
item for which there is neither sub-
stantial authority nor adequate disclo-
sure with respect to the loss or credit
year.

(ii) Tax shelter items. In the case of a
tax shelter item (as defined in para-
graph (g)(3) of this section), a ‘“‘tainted
item” is any item for which there is
not, with respect to the loss or credit
year, both substantial authority and a
reasonable belief that the tax treat-
ment is more likely than not the prop-
er treatment.
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(4) Transition rule for carrybacks to
pre-1990 years. A 20 percent penalty
under section 6662(b)(2) is imposed on
any portion of an underpayment for a
carryback year, the return for which is
due (without regard to extensions) be-
fore January 1, 1990, if—

(i) That portion is attributable to one
or more ‘‘tainted items” (as defined in
paragraph (c)(3) of this section) arising
in a loss or credit year; and

(ii) The return for the loss or credit
year is due (without regard to exten-
sions) after December 31, 1989.

The preceding sentence applies only if
the understatement in the carryback
year is substantial. See Example 2 in
paragraph (c)(b) of this section.

(5) Examples. The following examples
illustrate the rules of paragraph (c) of
this section regarding carrybacks and
carryovers. These examples do not take
into account the reasonable cause ex-
ception under §1.6664-4.

Example 1. (i) Corporation N, a calendar
year taxpayer, is a C corporation. N was
formed on January 1, 1987, and timely filed
the following income tax returns:

[In dollars]
Tax Year
1990 (be-
1987 1988 1989 fore
NOLCO)
Taxable
in-
come 30,000 100,000 (300,000) 50,000
Tax li-
ability 4,575 22,250 | oo 7,500

(ii) During 1990, N files Form 1139, Corpora-
tion Application for Tentative Refund, to
carry back the NOL generated in 1989
(NOLCB). N received refunds of $4,575 for 1987
and $22,250 for 1988.

(iii) For tax year 1990, N carries over $50,000
of the 1989 loss to offset $50,000 of income
earned in 1990 and reduce taxable income to
zero. N would have reported $7,500 of tax li-
ability for 1990 if it were not for use of the
net operating loss carryover (NOLCO). N as-
sumes there is a remaining NOLCO of
$120,000 to be applied for tax year 1991.

(iv) In June 1991, the Service completes its
examination of the 1989 loss year return and
makes the following adjustment:

Taxable income per 1989 return ($300,000)
Adjustment: Unreported income 310,000
Corrected taxable income ... $10,000
Corrected tax liability $1,500
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(v) There was not substantial authority for
N’s treatment of the items comprising the
1989 adjustment and N did not make ade-
quate disclosure.

(vi) As a result of the adjustment to the
1989 return, N had an understatement of
$4,575 for tax year 1987; an understatement of
$22,250 for tax year 1988; an understatement
of $1,500 for tax year 1989; and an understate-
ment of $7,500 for tax year 1990. Only the
$22,250 understatement for 1988 is a substan-
tial understatement, i.e., it exceeds the
greater of (a) $2,225 (10 percent of the tax re-
quired to be shown on the return for the tax-
able year (.10 X $22,250)) or (b) $10,000. The
underpayment for 1988 is subject to a penalty
rate of 20 percent.

Example 2. The facts are the same as in Ex-
ample 1, except that in addition to examining
the 1989 return, the Service also examines
the 1987 return and makes an adjustment
that results in an understatement. (This ad-
justment is unrelated to the adjustment on
the 1987 return for the disallowance of the
NOLCB from 1989.) If the understatement re-
sulting from the adjustment to the 1987 re-
turn, when combined with the understate-
ment resulting from the disallowance of the
NOLCB from 1989, exceeds the greater of (a)
10 percent of the tax required to be shown on
the return for 1987 or (b) $10,000, the under-
payment for 1987 will also be subject to a
substantial understatement penalty. The
portion of the underpayment attributable to
the adjustment unrelated to the disallow-
ance of the NOLCB will be subject to a pen-
alty rate of 25 percent under former section
6661. The portion of the underpayment at-
tributable to the disallowance of the NOLCB
will be subject to a penalty rate of 20 percent
under section 6662.

Example 3. Individual P, a calendar year
single taxpayer, files his 1990 return report-
ing taxable income of $10,000 and a tax liabil-
ity of $1,604. An examination of the 1990 re-
turn results in an adjustment for unreported
income of $25,000. There was not substantial
authority for P’s failure to report the in-
come, and P did not make adequate disclo-
sure with respect to the unreported income.
P’s correct tax liability for 1990 is deter-
mined to be $7,279, resulting in an under-
statement of $5,775 (the difference between
the amount of tax required to be shown on
the return ($7,279) and the tax shown on the
return ($1,504)). Because the understatement
exceeds the greater of (a) $728 (10 percent of
the tax required to be shown on the return
(.10 x $7,279)) or (b) $5,000, the understate-
ment is substantial. Subsequently, P files his
1993 return showing a net operating loss. The
loss is carried back to his 1990 return, reduc-
ing his taxable income for 1990 to zero. How-
ever, the amount of the understatement for
1990 is not reduced on account of the NOLCB
to that year. P is subject to the 20 percent
penalty rate under section 6662 on the under-
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payment attributable to the substantial un-
derstatement for 1990, notwithstanding that
the tax required to be shown on the return
for that year, after application of the
NOLCSB, is zero.

(d) Substantial authority—(1) Effect of
having substantial authority. If there is
substantial authority for the tax treat-
ment of an item, the item is treated as
if it were shown properly on the return
for the taxable year in computing the
amount of the tax shown on the return.
Thus, for purposes of section 6662(d),
the tax attributable to the item is not
included in the understatement for
that year. (For special rules relating to
tax shelter items see §1.6662-4(g).)

(2) Substantial authority standard. The
substantial authority standard is an
objective standard involving an anal-
ysis of the law and application of the
law to relevant facts. The substantial
authority standard is less stringent
than the more likely than not standard
(the standard that is met when there is
a greater than 50-percent likelihood of
the position being upheld), but more
stringent than the reasonable basis
standard as defined in §1.6662-3(b)(3).
The possibility that a return will not
be audited or, if audited, that an item
will not be raised on audit, is not rel-
evant in determining whether the sub-
stantial authority standard (or the rea-
sonable basis standard) is satisfied.

(3) Determination of whether substan-
tial authority is present—(i) Evaluation
of authorities. There is substantial au-
thority for the tax treatment of an
item only if the weight of the authori-
ties supporting the treatment is sub-
stantial in relation to the weight of au-
thorities supporting contrary treat-
ment. All authorities relevant to the
tax treatment of an item, including the
authorities contrary to the treatment,
are taken into account in determining
whether substantial authority exists.
The weight of authorities is deter-
mined in light of the pertinent facts
and circumstances in the manner pre-
scribed by paragraph (d)(3)(ii) of this
section. There may be substantial au-
thority for more than one position
with respect to the same item. Because
the substantial authority standard is
an objective standard, the taxpayer’s
belief that there is substantial author-
ity for the tax treatment of an item is
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not relevant in determining whether
there is substantial authority for that
treatment.

(i1) Nature of analysis. The weight ac-
corded an authority depends on its rel-
evance and persuasiveness, and the
type of document providing the author-
ity. For example, a case or revenue rul-
ing having some facts in common with
the tax treatment at issue is not par-
ticularly relevant if the authority is
materially distinguishable on its facts,
or is otherwise inapplicable to the tax
treatment at issue. An authority that
merely states a conclusion ordinarily
is less persuasive than one that reaches
its conclusion by cogently relating the
applicable law to pertinent facts. The
weight of an authority from which in-
formation has been deleted, such as a
private letter ruling, is diminished to
the extent that the deleted information
may have affected the authority’s con-
clusions. The type of document also
must be considered. For example, a
revenue ruling is accorded greater
weight than a private letter ruling ad-
dressing the same issue. An older pri-
vate letter ruling, technical advice
memorandum, general counsel memo-
randum or action on decision generally
must be accorded less weight than a
more recent one. Any document de-
scribed in the preceding sentence that
is more than 10 years old generally is
accorded very little weight. However,
the persuasiveness and relevance of a
document, viewed in light of subse-
quent developments, should be taken
into account along with the age of the
document. There may be substantial
authority for the tax treatment of an
item despite the absence of certain
types of authority. Thus, a taxpayer
may have substantial authority for a
position that is supported only by a
well-reasoned construction of the ap-
plicable statutory provision.

(iii) Types of authority. Except in
cases described in paragraph (d)3)(iv)
of this section concerning written de-
terminations, only the following are
authority for purposes of determining
whether there is substantial authority
for the tax treatment of an item: Ap-
plicable provisions of the Internal Rev-
enue Code and other statutory provi-
sions; proposed, temporary and final
regulations construing such statutes;
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revenue rulings and revenue proce-
dures; tax treaties and regulations
thereunder, and Treasury Department
and other official explanations of such
treaties; court cases; congressional in-
tent as reflected in committee reports,
joint explanatory statements of man-
agers included in conference com-
mittee reports, and floor statements
made prior to enactment by one of a
bill’s managers; General Explanations
of tax legislation prepared by the Joint
Committee on Taxation (the Blue
Book); private letter rulings and tech-
nical advice memoranda issued after
October 31, 1976; actions on decisions
and general counsel memoranda issued
after March 12, 1981 (as well as general
counsel memoranda published in pre-
19556 volumes of the Cumulative Bul-
letin); Internal Revenue Service infor-
mation or press releases; and notices,
announcements and other administra-
tive pronouncements published by the
Service in the Internal Revenue Bul-
letin. Conclusions reached in treatises,
legal periodicals, legal opinions or
opinions rendered by tax professionals
are not authority. The authorities un-
derlying such expressions of opinion
where applicable to the facts of a par-
ticular case, however, may give rise to
substantial authority for the tax treat-
ment of an item. Notwithstanding the
preceding list of authorities, an au-
thority does not continue to be an au-
thority to the extent it is overruled or
modified, implicitly or explicitly, by a
body with the power to overrule or
modify the earlier authority. In the
case of court decisions, for example, a
district court opinion on an issue is not
an authority if overruled or reversed
by the United States Court of Appeals
for such district. However, a Tax Court
opinion is not considered to be over-
ruled or modified by a court of appeals
to which a taxpayer does not have a
right of appeal, unless the Tax Court
adopts the holding of the court of ap-
peals. Similarly, a private letter ruling
is not authority if revoked or if incon-
sistent with a subsequent proposed reg-
ulation, revenue ruling or other admin-
istrative pronouncement published in
the Internal Revenue Bulletin.

(iv) Special rules—(A) Written deter-
minations. There is substantial author-
ity for the tax treatment of an item by
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a taxpayer if the treatment is sup-
ported by the conclusion of a ruling or
a determination letter (as defined in
§301.6110-2 (d) and (e)) issued to the
taxpayer, by the conclusion of a tech-
nical advice memorandum in which the
taxpayer is named, or by an affirma-
tive statement in a revenue agent’s re-
port with respect to a prior taxable
year of the taxpayer (‘‘written deter-
minations’). The preceding sentence
does not apply, however, if—

(I) There was a misstatement or
omission of a material fact or the facts
that subsequently develop are materi-
ally different from the facts on which
the written determination was based,
or

(2) The written determination was
modified or revoked after the date of
issuance by—

(1) A notice to the taxpayer to whom
the written determination was issued,

(ii) The enactment of legislation or
ratification of a tax treaty,

(7ii) A decision of the United States
Supreme Court,

(iv) The issuance of temporary or
final regulations, or

(v) The issuance of a revenue ruling,
revenue procedure, or other statement
published in the Internal Revenue Bul-
letin.

Except in the case of a written deter-
mination that is modified or revoked
on account of §1.6662-4(d)(3)(iv)(A)(), a
written determination that is modified
or revoked as described in §1.6662—
4(d)(3)(iv)(A)(2) ceases to be authority
on the date, and to the extent, it is so
modified or revoked. See section 6404(f)
for rules which require the Secretary
to abate a penalty that is attributable
to erroneous written advice furnished
to a taxpayer by an officer or employee
of the Internal Revenue Service.

(B) Taxpayer’s jurisdiction. The appli-
cability of court cases to the taxpayer
by reason of the taxpayer’s residence in
a particular jurisdiction is not taken
into account in determining whether
there is substantial authority for the
tax treatment of an item. Notwith-
standing the preceding sentence, there
is substantial authority for the tax
treatment of an item if the treatment
is supported by controlling precedent
of a United States Court of Appeals to
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which the taxpayer has a right of ap-
peal with respect to the item.

(C) When substantial authority deter-
mined. There is substantial authority
for the tax treatment of an item if
there is substantial authority at the
time the return containing the item is
filed or there was substantial authority
on the last day of the taxable year to
which the return relates.

(v) Substantial authority for tax returns
due before January 1, 1990. There is sub-
stantial authority for the tax treat-
ment of an item on a return that is due
(without regard to extensions) after
December 31, 1982 and before January 1,
1990, if there is substantial authority
for such treatment under either the
provisions of paragraph (d)(3)(iii) of
this section (which set forth an ex-
panded list of authorities) or of §1.6661—
3(b)(2) (which set forth a narrower list
of authorities). Under either list of au-
thorities, authorities both for and
against the position must be taken
into account.

(e) Disclosure of certain information—
(1) Effect of adequate disclosure. Items
for which there is adequate disclosure
as provided in this paragraph (e) and in
paragraph (f) of this section are treated
as if such items were shown properly
on the return for the taxable year in
computing the amount of the tax
shown on the return. Thus, for pur-
poses of section 6662(d), the tax attrib-
utable to such items is not included in
the understatement for that year.

(2) Circumstances where disclosure will
not have an effect. The rules of para-
graph (e)(1) of this section do not apply
where the item or position on the re-
turn—

(i) Does not have a reasonable basis
(as defined in §1.6662-3(b)(3));

(ii) Is attributable to a tax shelter (as
defined in section 6662(d)(2)(C)(iii) and
paragraph (g)(2) of this section); or

(iii) Is not properly substantiated, or
the taxpayer failed to keep adequate
books and records with respect to the
item or position.

(3) Restriction for corporations. For
purposes of paragraph (e)(2)(i) of this
section, a corporation will not be treat-
ed as having a reasonable basis for its
tax treatment of an item attributable
to a multi-party financing transaction
entered into after August 5, 1997, if the
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treatment does not clearly reflect the
income of the corporation.

(f) Method of making adequate disclo-
sure—(1) Disclosure statement. Disclo-
sure is adequate with respect to an
item (or group of similar items, such as
amounts paid or incurred for supplies
by a taxpayer engaged in business) or a
position on a return if the disclosure is
made on a properly completed form at-
tached to the return or to a qualified
amended return (as defined in §1.6664—
2(c)(3)) for the taxable year. In the case
of an item or position other than one
that is contrary to a regulation, disclo-
sure must be made on Form 8275 (Dis-
closure Statement); in the case of a po-
sition contrary to a regulation, disclo-
sure must be made on Form 8275-R
(Regulation Disclosure Statement).

(2) Disclosure on return. The Commis-
sioner may by annual revenue proce-
dure (or otherwise) prescribe the cir-
cumstances under which disclosure of
information on a return (or qualified
amended return) in accordance with
applicable forms and instructions is
adequate. If the revenue procedure does
not include an item, disclosure is ade-
quate with respect to that item only if
made on a properly completed Form
8275 or 8275-R, as appropriate, attached
to the return for the year or to a quali-
fied amended return.

(3) Recurring item. Disclosure with re-
spect to a recurring item, such as the
basis of recovery property, must be
made for each taxable year in which
the item is taken into account.

(4) Carrybacks and carryovers. Disclo-
sure is adequate with respect to an
item which is included in any loss, de-
duction or credit that is carried to an-
other year only if made in connection
with the return (or qualified amended
return) for the taxable year in which
the carryback or carryover arises (the
“loss or credit year’’). Disclosure is not
also required in connection with the re-
turn for the taxable year in which the
carryback or carryover is taken into
account.

(5) Pass-through entities. Disclosure in
the case of items attributable to a
pass-through entity (pass-through
items) is made with respect to the re-
turn of the entity, except as provided
in this paragraph (f)(56). Thus, disclo-
sure in the case of pass-through items
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must be made on a Form 8275 or 8275—
R, as appropriate, attached to the re-
turn (or qualified amended return) of
the entity, or on the entity’s return in
accordance with the revenue procedure
described in paragraph (f)(2) of this sec-
tion, if applicable. A taxpayer (i.e.,
partner, shareholder, beneficiary, or
holder of a residual interest in a
REMIC) also may make adequate dis-
closure with respect to a pass-through
item, however, if the taxpayer files a
properly completed Form 8275 or 8275—
R, as appropriate, in duplicate, one
copy attached to the taxpayer’s return
(or qualified amended return) and the
other copy filed with the Internal Rev-
enue Service Center with which the re-
turn of the entity is required to be
filed. Each Form 8275 or 8275-R, as ap-
propriate, filed by the taxpayer should
relate to the pass-through items of
only one entity. For purposes of this
paragraph (£)(5), a pass-through entity
is a partnership, S corporation (as de-
fined in section 1361(a)(1)), estate,
trust, regulated investment company
(as defined in section 851(a)), real es-
tate investment trust (as defined in
section 856(a)), or real estate mortgage
investment conduit (“REMIC”’) (as de-
fined in section 860D(a)).

(g) Items relating to tax shelters—(1) In
general—(i) Noncorporate taxpayers. Tax
shelter items (as defined in paragraph
(2)(3) of this section) of a taxpayer
other than a corporation are treated
for purposes of this section as if such
items were shown properly on the re-
turn for a taxable year in computing
the amount of tax shown on the return,
and thus the tax attributable to such
items is not included in the understate-
ment for the year, if—

(A) There is substantial authority (as
provided in paragraph (d) of this sec-
tion) for the tax treatment of that
item; and

(B) The taxpayer reasonably believed
at the time the return was filed that
the tax treatment of that item was
more likely than not the proper treat-
ment.

(ii) Corporate tarpayers—(A) In gen-
eral. Except as provided in paragraph
(2)(1)(ii)(B) of this section, all tax shel-
ter items (as defined in paragraph (g)(3)
of this section) of a corporation are

539



§1.6662-4

taken into account in computing the
amount of any understatement.

(B) Special rule for transactions occur-
ring prior to December 9, 1994. The tax
shelter items of a corporation arising
in connection with transactions occur-
ring prior to December 9, 1994 are
treated for purposes of this section as
if such items were shown properly on
the return if the requirements of para-
graph (g)(1)(1) are satisfied with respect
to such items.

(iii) Disclosure irrelevant. Disclosure
made with respect to a tax shelter item
of either a corporate or noncorporate
taxpayer does not affect the amount of
an understatement.

(iv) Cross-reference. See §1.6664-4(f) for
certain rules regarding the availability
of the reasonable cause and good faith
exception to the substantial under-
statement penalty with respect to tax
shelter items of corporations.

(2) Tax shelter—(i) In general. For pur-
poses of section 6662(d), the term ‘‘tax
shelter’”” means—

(A) A partnership or other entity
(such as a corporation or trust),

(B) An investment plan or arrange-
ment, or

(C) Any other plan or arrangement,

if the principal purpose of the entity,
plan or arrangement, based on objec-
tive evidence, is to avoid or evade Fed-
eral income tax. The principal purpose
of an entity, plan or arrangement is to
avoid or evade Federal income tax if
that purpose exceeds any other pur-
pose. Typical of tax shelters are trans-
actions structured with little or no mo-
tive for the realization of economic
gain, and transactions that utilize the
mismatching of income and deduc-
tions, overvalued assets or assets with
values subject to substantial uncer-
tainty, certain nonrecourse financing,
financing techniques that do not con-
form to standard commercial business
practices, or the mischaracterization
of the substance of the transaction.
The existence of economic substance
does not of itself establish that a trans-
action is not a tax shelter if the trans-
action includes other characteristics
that indicate it is a tax shelter.

(ii) Principal purpose. The principal
purpose of an entity, plan or arrange-
ment is not to avoid or evade Federal
income tax if the entity, plan or ar-
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rangement has as its purpose the
claiming of exclusions from income,
accelerated deductions or other tax
benefits in a manner consistent with
the statute and Congressional purpose.
For example, an entity, plan or ar-
rangement does not have as its prin-
cipal purpose the avoidance or evasion
of Federal income tax solely as a result
of the following uses of tax benefits
provided by the Internal Revenue Code:
the purchasing or holding of an obliga-
tion bearing interest that is excluded
from gross income under section 103;
taking an accelerated depreciation al-
lowance under section 168; taking the
percentage depletion allowance under
section 613 or section 613A; deducting
intangible drilling and development
costs as expenses under section 263(c);
establishing a qualified retirement
plan under sections 401-409; claiming
the possession tax credit under section
936; or claiming tax benefits available
by reason of an election under 992 to be
taxed as a domestic international sales
corporation (““DISC’’), under section
927(f)(1) to be taxed as a foreign sales
corporation (““FSC’’), or under section
1362 to be taxed as an S corporation.

(3) Tax shelter item. An item of in-
come, gain, loss, deduction or credit is
a ‘‘tax shelter item’ if the item is di-
rectly or indirectly attributable to the
principal purpose of a tax shelter to
avoid or evade Federal income tax.
Thus, if a partnership is established for
the principal purpose of avoiding or
evading Federal income tax by acquir-
ing and overstating the basis of prop-
erty for purposes of claiming acceler-
ated depreciation, the depreciation
with respect to the property is a tax
shelter item. However, a deduction
claimed in connection with a separate
transaction carried on by the same
partnership is not a tax shelter item if
the transaction does not constitute a
plan or arrangement the principal pur-
pose of which is to avoid or evade tax.

(4) Reasonable belief—(i) In general.
For purposes of section 6662(d) and
paragraph (g)(1)(A)(B) of this section
(pertaining to tax shelter items of non-
corporate taxpayers), a taxpayer is
considered reasonably to believe that
the tax treatment of an item is more
likely than not the proper tax treat-
ment if (without taking into account
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the possibility that a return will not be
audited, that an issue will not be raised
on audit, or that an issue will be set-
tled)—

(A) The taxpayer analyzes the perti-
nent facts and authorities in the man-
ner described in paragraph (d)(3)(ii) of
this section, and in reliance upon that
analysis, reasonably concludes in good
faith that there is a greater than 50-
percent likelihood that the tax treat-
ment of the item will be upheld if chal-
lenged by the Internal Revenue Serv-
ice; or

(B) The taxpayer reasonably relies in
good faith on the opinion of a profes-
sional tax advisor, if the opinion is
based on the tax advisor’s analysis of
the pertinent facts and authorities in
the manner described in paragraph
(d)(3)(ii) of this section and unambig-
uously states that the tax advisor con-
cludes that there is a greater than 50-
percent likelihood that the tax treat-
ment of the item will be upheld if chal-
lenged by the Internal Revenue Serv-
ice.

(i1) Facts and circumstances; reliance
on professional tax advisor. All facts and
circumstances must be taken into ac-
count in determining whether a tax-
payer satisfies the requirements of
paragraph (g)(4)(i) of this section. How-
ever, in no event will a taxpayer be
considered to have reasonably relied in
good faith on the opinion of a profes-
sional tax advisor for purposes of para-
graph (2)(4)(1)(B) of this section unless
the requirements of §1.6664-4(c)(1) are
met. The fact that the requirements of
§1.6664-4(c)(1) are satisfied will not nec-
essarily establish that the taxpayer
reasonably relied on the opinion in
good faith. For example, reliance may
not be reasonable or in good faith if the
taxpayer knew, or should have known,
that the advisor lacked knowledge in
the relevant aspects of Federal tax law.

(5) Pass-through entities. In the case of
tax shelter items attributable to a
pass-through entity, the actions de-
scribed in paragraphs (g)(4)(i)(A) and
(B) of this section, if taken by the enti-
ty, are deemed to have been taken by
the taxpayer and are considered in de-
termining whether the taxpayer rea-
sonably believed that the tax treat-
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ment of an item was more likely than
not the proper tax treatment.

[T.D. 8381, 56 FR 67499, Dec. 31, 1991; T.D. 8381,
57 FR 6165, Feb. 20, 1992, as amended by T.D.
8617, 60 FR 45665, Sept. 1, 1995; T.D. 8790, 63
FR 66435, Dec. 2, 1998; T.D. 9109, 68 FR 75128,
Dec. 30, 2003]

§1.6662-5 Substantial and gross valu-
ation misstatements under chapter

(a) In general. If any portion of an un-
derpayment, as defined in section
6664(a) and §1.6664-2, of any income tax
imposed under chapter 1 of subtitle A
of the Code that is required to be
shown on a return is attributable to a
substantial valuation misstatement
under chapter 1 (‘‘substantial valuation
misstatement’), there is added to the
tax an amount equal to 20 percent of
such portion. Section 6662(h) increases
the penalty to 40 percent in the case of
a gross valuation misstatement under
chapter 1 (‘“‘gross valuation
misstatement’’). No penalty under sec-
tion 6662(b)(3) is imposed, however, on a
portion of an underpayment that is at-
tributable to a substantial or gross
valuation misstatement unless the ag-
gregate of all portions of the under-
payment attributable to substantial or
gross valuation misstatements exceeds
the applicable dollar limitation ($5,000
or $10,000), as provided in section
6662(e)(2) and paragraphs (b) and (f)(2)
of this section. This penalty also does
not apply to the extent that the rea-
sonable cause and good faith exception
to this penalty set forth in §1.6664-4 ap-
plies. There is no disclosure exception
to this penalty.

(b) Dollar limitation. No penalty may
be imposed under section 6662(b)(3) for
a taxable year unless the portion of the
underpayment for that year that is at-
tributable to substantial or gross valu-
ation misstatements exceeds $5,000
($10,000 in the case of a corporation
other than an S corporation (as defined
in section 1361(a)(1)) or a personal hold-
ing company (as defined in section
542)). This limitation is applied sepa-
rately to each taxable year for which
there is a substantial or gross valu-
ation misstatement.

(c) Special rules in the case of
carrybacks and carryovers—(1) In gen-
eral. The penalty for a substantial or
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gross valuation misstatement applies
to any portion of an underpayment for
a year to which a loss, deduction or
credit is carried that is attributable to
a substantial or gross valuation
misstatement for the year in which the
carryback or carryover of the loss, de-
duction or credit arises (the ‘‘loss or
credit year’’), provided that the appli-
cable dollar limitation set forth in sec-
tion 6662(e)(2) is satisfied in the
carryback or carryover year.

(2) Transition rule for carrybacks to
pre-1990 years. The penalty under sec-
tion 6662(b)(3) is imposed on any por-
tion of an underpayment for a
carryback year, the return for which is
due (without regard to extensions) be-
fore January 1, 1990, if—

(i) That portion is attributable to a
substantial or gross valuation
misstatement for a loss or credit year;
and

(ii) The return for the loss or credit
yvear is due (without regard to exten-
sions) after December 31, 1989.

The preceding sentence applies only if
the underpayment for the carryback
year exceeds the applicable dollar limi-
tation ($5,000, or $10,000 for most cor-
porations). See Example 3 in paragraph
(d) of this section.

(d) Examples. The following examples
illustrate the provisions of paragraphs
(b) and (c) of this section. These exam-
ples do not take into account the rea-
sonable cause exception under §1.6664—
4.

Example 1. Corporation Q is a C corpora-
tion. In 1990, the first year of its existence, Q
had taxable income of $200,000 without con-
sidering depreciation of a particular asset.
On its calendar year 1990 return, Q over-
stated its basis in this asset by an amount
that caused a substantial valuation
misstatement. The overstated basis resulted
in depreciation claimed of $350,000, which
was $250,000 more than the $100,000 allowable.
Thus, on its 1990 return, Q showed a loss of
$150,000. In 1991, Q had taxable income of
$450,000 before application of the loss carry-
over, and Q claimed a carryover loss deduc-
tion under section 172 of $150,000, resulting in
taxable income of $300,000 for 1991. Upon
audit of the 1990 return, the basis of the asset
was corrected, resulting in an adjustment of
$250,000. For 1990, the underpayment result-
ing from the $100,000 taxable income
(—$150,000+$250,000) is attributable to the
valuation misstatement. Assuming the un-
derpayment resulting from the $100,000 tax-
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able income exceeds the $10,000 limitation,
the penalty will be imposed in 1990. For 1991,
the elimination of the loss carryover results
in additional taxable income of $150,000. The
underpayment for 1991 resulting from that
adjustment is also attributable to the sub-
stantial valuation misstatement on the 1990
return. Assuming the underpayment result-
ing from the $150,000 additional taxable in-
come for 1991 exceeds the $10,000 limitation,
the substantial valuation misstatement pen-
alty also will be imposed for that year.

Example 2. (i) Corporation T is a C corpora-
tion. In 1990, the first year of its existence, T
had a loss of $3,000,000 without considering
depreciation of its major asset. On its cal-
endar year 1990 return, T overstated its basis
in this asset in an amount that caused a sub-
stantial valuation misstatement. This over-
statement resulted in depreciation claimed
of $3,500,000, which was $2,500,000 more than
the $1,000,000 allowable. Thus, on its 1990 re-
turn, T showed a loss of $6,500,000. In 1991, T
had taxable income of $4,500,000 before appli-
cation of the carryover loss, but claimed a
carryover loss deduction under section 172 in
the amount of $4,500,000, resulting in taxable
income of zero for that year and leaving a
$2,000,000 carryover available. Upon audit of
the 1990 return, the basis of the asset was
corrected, resulting in an adjustment of
$2,500,000.

(ii) For 1990, the underpayment is still zero
(—$6,500,000+$2,500,000=— $4,000,000). Thus, the
penalty does not apply in 1990. The loss for
1990 is reduced to $4,000,000.

(iii) For 1991, there is additional taxable in-
come of $500,000 as a result of the reduction
of the carryover loss ($4,500,000 reported in-
come before carryover loss minus corrected
carryover loss of $4,000,000=$500,000). The un-
derpayment for 1991 resulting from reduction
of the carryover loss is attributable to the
valuation misstatement on the 1990 return.
Assuming the underpayment resulting from
the $500,000 additional taxable income ex-
ceeds the $10,000 limitation, the substantial
valuation misstatement penalty will be im-
posed in 1991.

Example 3. Corporation V is a C corpora-
tion. In 1990, V had a loss of $100,000 without
considering depreciation of a particular
asset which it had fully depreciated in ear-
lier years. V had a depreciable basis in the
asset of zero, but on its 1990 calendar year re-
turn erroneously claimed a basis in the asset
of $1,250,000 and depreciation of $250,000. V re-
ported a $350,000 loss for the year 1990, and
carried back the loss to the 1987 and 1988 tax
years. V had reported taxable income of
$300,000 in 1987 and $200,000 in 1988, before ap-
plication of the carryback. The $350,000
carryback eliminated all taxable income for
1987, and $50,000 of the taxable income for
1988. After disallowance of the $250,000 depre-
ciation deduction for 1990, V still had a loss
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of $100,000. Because there is no under-
payment for 1990, no valuation misstatement
penalty is imposed for 1990. However, as a re-
sult of the 1990 depreciation adjustment, the
carryback to 1987 is reduced from $350,000 to
$100,000. After absorption of the $100,000
carryback, V has taxable income of $200,000
for 1987. This adjustment results in an under-
payment for 1987 that is attributable to the
valuation misstatement on the 1990 return.
The valuation misstatement for 1990 is a
gross valuation misstatement because the
correct adjusted basis of the depreciated
asset was zero. (See paragraph (e)(2) of this
section.) Therefore, the 40 percent penalty
rate applies to the 1987 underpayment attrib-
utable to the 1990 misstatement, provided
that this underpayment exceeds $10,000. The
adjustment also results in the elimination of
any loss carryback to 1988 resulting in an in-
crease in taxable income for 1988 of $50,000.
Assuming the underpayment resulting from
this additional $50,000 of income exceeds
$10,000, the gross valuation misstatement
penalty is imposed on the underpayment for
1988.

(e) Definitions—(1) Substantial valu-
ation misstatement. There is a substan-
tial valuation misstatement if the
value or adjusted basis of any property
claimed on a return of tax imposed
under chapter 1 is 200 percent or more
of the correct amount.

(2) Gross valuation misstatement. There
is a gross valuation misstatement if
the value or adjusted basis of any prop-
erty claimed on a return of tax im-
posed under chapter 1 is 400 percent or
more of the correct amount.

(3) Property. For purposes of this sec-
tion, the term ‘‘property’” refers to
both tangible and intangible property.
Tangible property includes property
such as land, buildings, fixtures and in-
ventory. Intangible property includes
property such as goodwill, covenants
not to compete, leaseholds, patents,
contract rights, debts and choses in ac-
tion.

(f) Multiple valuation misstatements on
a return—(1) Determination of whether
valuation misstatements are substantial or
gross. The determination of whether
there is a substantial or gross valu-
ation misstatement on a return is
made on a property-by-property basis.
Assume, for example, that property A
has a value of 60 but a taxpayer claims
a value of 110, and that property B has
a value of 40 but the taxpayer claims a
value of 100. Because the claimed and
correct values are compared on a prop-
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erty-by-property basis, there is a sub-
stantial valuation misstatement with
respect to property B, but not with re-
spect to property A, even though the
claimed values (210) are 200 percent or
more of the correct values (100) when
compared on an aggregate basis.

(2) Application of dollar limitation. For
purposes of applying the dollar limita-
tion set forth in section 6662(e)(2), the
determination of the portion of an un-
derpayment that is attributable to a
substantial or gross valuation
misstatement is made by aggregating
all portions of the underpayment at-
tributable to substantial or gross valu-
ation misstatements. Assume, for ex-
ample, that the value claimed for prop-
erty C on a return is 250 percent of the
correct value, and that the value
claimed for property D on the return is
400 percent of the correct value. Be-
cause the portions of an underpayment
that are attributable to a substantial
or gross valuation misstatement on a
return are aggregated in applying the
dollar limitation, the dollar limitation
is satisfied if the portion of the under-
payment that is attributable to the
misstatement of the value of property
C, when aggregated with the portion of
the underpayment that is attributable
to the misstatement of the value of
property D, exceeds $5,000 ($10,000 in
the case of most corporations).

(g) Property with a value or adjusted
basis of zero. The value or adjusted
basis claimed on a return of any prop-
erty with a correct value or adjusted
basis of zero is considered to be 400 per-
cent or more of the correct amount.
There is a gross valuation
misstatement with respect to such
property, therefore, and the applicable
penalty rate is 40 percent.

(h) Pass-through entities—(1) In gen-
eral. The determination of whether
there is a substantial or gross valu-
ation misstatement in the case of a re-
turn of a pass-through entity (as de-
fined in §1.6662-4(f)(5)) is made at the
entity level. However, the dollar limi-
tation ($5,000 or $10,000, as the case may
be) is applied at the taxpayer level (i.e.,
with respect to the return of the share-
holder, partner, beneficiary, or holder
of a residual interest in a REMIC).

543



§ 1.6662-5T

(2) Example. The rules of paragraph
(h)(1) of this section may be illustrated
by the following example.

Example. Partnership P has two partners,
individuals A and B. P claims a $40,000 basis
in a depreciable asset which, in fact, has a
basis of $15,000. The determination that there
is a substantial valuation misstatement is
made solely with reference to P by com-
paring the $40,000 basis claimed by P with P’s
correct basis of $15,000. However, the deter-
mination of whether the $5,000 threshold for
application of the penalty has been reached
is made separately for each partner. With re-
spect to partner A, the penalty will apply if
the portion of A’s underpayment attrib-
utable to the passthrough of the depreciation
deduction, when aggregated with any other
portions of A’s underpayment also attrib-
utable to substantial or gross valuation
misstatements, exceeds $5,000 (assuming
there is not reasonable cause for the
misstatements (see §1.6664-4(c)).

(i) [Reserved]

(3) Transactions between persons de-
scribed in section 482 and met section 482
transfer price adjustments. [Reserved]

(k) Returns affected. Except in the
case of rules relating to transactions
between persons described in section
482 and net sections 482 transfer price
adjustments, the provisions of section
6662(b)(3) apply to returns due (without
regard to extensions of time to file)
after December 31, 1989, notwith-
standing that the original substantial
or gross valuation misstatement oc-
curred on a return that was due (with-
out regard to extensions) before Janu-
ary 1, 1990. Assume, for example, that a
calendar year corporation claimed a
deduction on its 1990 return for depre-
ciation of an asset with a basis of X.
Also assume that it had reported the
same basis for computing depreciation
on its returns for the preceding 5 years
and that the basis shown on the return
each year was 200 percent or more of
the correct basis. The corporation may
be subject to a penalty for substantial
valuation misstatements on its 1989
and 1990 returns, even though the origi-
nal misstatement occurred prior to the
effective date of sections 6662(b)(3) and
(e).

[T.D. 8381, 56 FR 67504, Dec. 31, 1991; T.D. 8381,
57 FR 6165, Feb. 20, 1992]

26 CFR Ch. | (4-1-13 Edition)

§1.6662-5T Substantial and gross valu-
ation misstatements under chapter
1 (temporary).

(a)-(e)(3) [Reserved]. For further in-

formation, see §1.6662-5(a) through
(e)(3).

(e)(4) Tests related to section 482—()
Substantial valuation misstatement.
There 1is a substantial valuation
misstatement if there is a
misstatement described in §1.6662-6

(b)) or (c)(1) (concerning substantial
valuation misstatements pertaining to
transactions between related persons).

(i1) Gross wvaluation misstatement.
There is a gross valuation
misstatement if there is a
misstatement described in §1.6662-6
(b)(2) or (c)(2) (concerning gross valu-
ation misstatements pertaining to
transactions between related persons).

(iii) Property. For purposes of this
section, the term property refers to
both tangible and intangible property.
Tangible property includes property
such as money, land, buildings, fixtures
and inventory. Intangible property in-
cludes property such as goodwill, cov-
enants not to compete, leaseholds, pat-
ents, contract rights, debts, choses in
action, and any other item of intan-
gible property described in §1.482-4(b).

(f)-(h) [Reserved]. For further infor-
mation, see §1.6662-5 (f) through (h).

(i) [Reserved]

(3) Transactions between persons de-
scribed in section 482 and net section 482
transfer price adjustments. For rules re-
lating to the penalty imposed with re-
spect to a substantial or gross valu-
ation misstatement arising from a sec-
tion 482 allocation, see §1.6662-6.

[T.D. 8656, 61 FR 4879, Feb. 9, 1996; T.D. 8656,
61 FR 14248, Apr. 1, 1996]

§1.6662-6 Transactions between per-
sons described in section 482 and
net section 482 transfer price ad-
justments.

(a) In general—(1) Purpose and scope.
Pursuant to section 6662(e) a penalty is
imposed on any underpayment attrib-
utable to a substantial valuation
misstatement pertaining to either a
transaction between persons described
in section 482 (the transactional pen-
alty) or a net section 482 transfer price

544



Internal Revenue Service, Treasury

adjustment (the net adjustment pen-
alty). The penalty is equal to 20 per-
cent of the underpayment of tax attrib-
utable to that substantial valuation
misstatement. Pursuant to section
6662(h) the penalty is increased to 40
percent of the underpayment in the
case of a gross valuation misstatement
with respect to either penalty. Para-
graph (b) of this section provides spe-
cific rules related to the transactional
penalty. Paragraph (c¢) of this section
provides specific rules related to the
net adjustment penalty, and paragraph
(d) of this section describes amounts
that will be excluded for purposes of
calculating the net adjustment pen-
alty. Paragraph (e) of this section sets
forth special rules in the case of
carrybacks and carryovers. Paragraph
(f) of this section provides coordination
rules between penalties. Paragraph (g)
of this section provides the effective
date of this section.

(2) Reported results. Whether an un-
derpayment is attributable to a sub-
stantial or gross valuation
misstatement must be determined
from the results of controlled trans-
actions that are reported on an income
tax return, regardless of whether the
amount reported differs from the trans-
action price initially reflected in the
taxpayer’s books and records. The re-
sults of controlled transactions that
are reported on an amended return will
be used only if the amended return is
filed before the Internal Revenue Serv-
ice has contacted the taxpayer regard-
ing the corresponding original return.
A written statement furnished by a
taxpayer subject to the Coordinated
Examination Program or a written
statement furnished by the taxpayer
when electing Accelerated Issue Reso-
lution or similar procedures will be
considered an amended return for pur-
poses of this section if it satisfies ei-
ther the requirements of a qualified
amended return for purposes of §1.6664—
2(c)(3) or such requirements as the
Commissioner may prescribe by rev-
enue procedure. In the case of a tax-
payer that is a member of a consoli-
dated group, the rules of this para-
graph (a)(2) apply to the consolidated
income tax return of the group.

(3) Identical terms used in the section
482 regulations. For purposes of this sec-
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tion, the terms used in this section
shall have the same meaning as iden-
tical terms used in regulations under
section 482.

(b) The transactional penalty—(1) Sub-
stantial valuation misstatement. In the
case of any transaction between re-
lated persons, there is a substantial
valuation misstatement if the price for
any property or services (or for the use
of property) claimed on any return is
200 percent or more (or 50 percent or
less) of the amount determined under
section 482 to be the correct price.

(2) Gross valuation misstatement. In the
case of any transaction between re-
lated persons, there is a gross valu-
ation misstatement if the price for any
property or services (or for the use of
property) claimed on any return is 400
percent or more (or 25 percent or less)
of the amount determined under sec-
tion 482 to be the correct price.

(3) Reasonable cause and good faith.
Pursuant to section 6664(c), the trans-
actional penalty will not be imposed on
any portion of an underpayment with
respect to which the requirements of
§1.6664-4 are met. In applying the pro-
visions of §1.6664-4 in a case in which
the taxpayer has relied on professional
analysis in determining its transfer
pricing, whether the professional is an
employee of, or related to, the tax-
payer is not determinative in evalu-
ating whether the taxpayer reasonably
relied in good faith on advice. A tax-
payer that meets the requirements of
paragraph (d) of this section with re-
spect to an allocation under section 482
will be treated as having established
that there was reasonable cause and
good faith with respect to that item for
purposes of §1.6664-4. If a substantial or
gross valuation misstatement under
the transactional penalty also con-
stitutes (or is part of) a substantial or
gross valuation misstatement under
the net adjustment penalty, then the
rules of paragraph (d) of this section
(and not the rules of §1.6664-4) will be
applied to determine whether the ad-
justment is excluded from calculation
of the net section 482 adjustment.

(c) Net adjustment penalty—(1) Net sec-
tion 482 adjustment. For purposes of this
section, the term net section 482 adjust-
ment means the sum of all increases in
the taxable income of a taxpayer for a
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taxable year resulting from allocations
under section 482 (determined without
regard to any amount carried to such
taxable year from another taxable
year) less any decreases in taxable in-
come attributable to collateral adjust-
ments as described in §1.482-1(g). For
purposes of this section, amounts that
meet the requirements of paragraph (d)
of this section will be excluded from
the calculation of the net section 482
adjustment. Substantial and gross
valuation misstatements that are sub-
ject to the transactional penalty under
paragraph (b) (1) or (2) of this section
are included in determining the
amount of the net section 482 adjust-
ment. See paragraph (f) of this section
for coordination rules between pen-
alties.

(2) Substantial valuation misstatement.
There 1is a substantial valuation
misstatement if a net section 482 ad-
justment is greater than the lesser of 5
million dollars or ten percent of gross
receipts.

(3) Gross valuation misstatement. There
is a gross valuation misstatement if a
net section 482 adjustment is greater
than the lesser of 20 million dollars or
twenty percent of gross receipts.

(4) Setoff allocation rule. If a taxpayer
meets the requirements of paragraph
(d) of this section with respect to some,
but not all of the allocations made
under section 482, then for purposes of
determining the net section 482 adjust-
ment, setoffs, as taken into account
under §1.482-1(g)(4), must be applied
ratably against all such allocations.
The following example illustrates the
principle of this paragraph (c)(4):

Example. (i) The Internal Revenue Service
makes the following section 482 adjustments
for the taxable year:

(1) Attributable to an increase in gross in-
come because of an increase in royalty

PAYMENES ..ottt $9,000,000
(2) Attributable to an increase in sales pro-
ceeds due to a decrease in the profit mar-
gin of a related buyer ...........cccocrvrieicnenns 6,000,000
(3) Because of a setoff under § 1.482-1(g)(4) (5,000,000)
Total section 482 adjustments .......... 10,000,000

(ii) The taxpayer meets the requirements
of paragraph (d) with respect to adjustment
number one, but not with respect to adjust-
ment number two. The five million dollar
setoff will be allocated ratably against the
nine million dollar adjustment ($9,000,000/
$15,000,000%x$5,000,000=$3,000,000) and the six
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million dollar adjustment ($6,000,000/
$15,000,000%x$5,000,000=$2,000,000). Accordingly,
in determining the net section 482 adjust-
ment, the nine million dollar adjustment is
reduced to six million dollars ($9,000,000—
$3,000,000) and the six million dollar adjust-
ment is reduced to four million dollars
($6,000,000-$2,000,000). Therefore, the net sec-
tion 482 adjustment equals four million dol-
lars.

(5) Gross receipts. For purposes of this
section, gross receipts must be com-
puted pursuant to the rules contained
in §1.448-1T(f)(2)(iv), as adjusted to re-
flect allocations under section 482.

(6) Coordination with reasonable cause
exception under section 6664(c). Pursuant
to section 6662(e)(3)(D), a taxpayer will
be treated as having reasonable cause
under section 6664(c) for any portion of
an underpayment attributable to a net
section 482 adjustment only if the tax-
payer meets the requirements of para-
graph (d) of this section with respect to
that portion.

(7) Examples. The principles of this
paragraph (c) are illustrated by the fol-
lowing examples:

Example 1. (i) The Internal Revenue Service
makes the following section 482 adjustments
for the taxable year:

(1) Attributable to an increase in gross income

because of an increase in royalty payments $2,000,000
(2) Attributable to an increase in sales pro-
ceeds due to a decrease in the profit margin
of a related buyer ...........cccooveiiiiciiicees 2,500,000
(3) Attributable to a decrease in the cost of
goods sold because of a decrease in the
cost plus mark-up of a related seller ............. 2,000,000
Total section 482 adjustments ............ 6,500,000

(ii) None of the adjustments are excluded
under paragraph (d) of this section. The net
section 482 adjustment ($6.5 million) is great-
er than five million dollars. Therefore, there
is a substantial valuation misstatement.

Example 2. (i) The Internal Revenue Service
makes the following section 482 adjustments
for the taxable year:

(1) Attributable to an increase in gross
income because of an increase in

royalty payments .........ccccccevieiiinnne. $11,000,000
(2) Attributable to an increase in sales
proceeds due to a decrease in the
profit margin of a related buyer ......... 2,000,000
(3) Because of a setoff under §1.482—
L1 CC) 1 T (9,000,000)
Total section 482 adjustments 4,000,000

(ii) The taxpayer has gross receipts of sixty
million dollars after taking into account all
section 482 adjustments. None of the adjust-
ments are excluded under paragraph (d) of
this section. The net section 482 adjustment
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($4 million) is less than the lesser of five mil-
lion dollars or ten percent of gross receipts

($60 millionx10%=$6 million). Therefore,
there is no substantial valuation
misstatement.

Example 3. (i) The Internal Revenue Service
makes the following section 482 adjustments
to the income of an affiliated group that files
a consolidated return for the taxable year:

(1) Attributable to Member A ... $1,500,000
(2) Attributable to Member B 1,000,000
(3) Attributable to Member C 2,000,000

Total section 482 adjustments ............ 4,500,000

(ii) Members A, B, and C have gross re-
ceipts of 20 million dollars, 12 million dol-
lars, and 11 million dollars, respectively.
Thus, the total gross receipts are 43 million
dollars. None of the adjustments are ex-
cluded under paragraph (d) of this section.
The net section 482 adjustment ($4.5 million)
is greater than the lesser of five million dol-
lars or ten percent of gross receipts ($43 mil-
lion x 10% = $4.3 million). Therefore, there is
a substantial valuation misstatement.

Example 4. (i) The Internal Revenue Service
makes the following section 482 adjustments
to the income of an affiliated group that files
a consolidated return for the taxable year:

(1) Attributable to Member A ... $1,500,000
(2) Attributable to Member B 3,000,000
(3) Attributable to Member C .... . 2,500,000

Total section 482 adjustments ............ 7,000,000

(ii) Members A, B, and C have gross re-
ceipts of 20 million dollars, 35 million dol-
lars, and 40 million dollars, respectively.
Thus, the total gross receipts are 95 million
dollars. None of the adjustments are ex-
cluded under paragraph (d) of this section.
The net section 482 adjustment (7 million
dollars) is greater than the lesser of five mil-
lion dollars or ten percent of gross receipts
($95 million x 10% = $9.5 million). Therefore,
there is a substantial valuation
misstatement.

Example 5. (i) The Internal Revenue Service
makes the following section 482 adjustments
to the income of an affiliated group that files
a consolidated return for the taxable year:

(1) Attributable to Member A ... $2,000,000
(2) Attributable to Member B 1,000,000
(3) Attributable to Member C ... . 1,500,000

Total section 482 adjustments ............ 4,500,000

(ii) Members A, B, and C have gross re-
ceipts of 10 million dollars, 35 million dol-
lars, and 40 million dollars, respectively.
Thus, the total gross receipts are 85 million
dollars. None of the adjustments are ex-
cluded under paragraph (d) of this section.
The net section 482 adjustment ($4.5 million)
is less than the lesser of five million dollars
or ten percent of gross receipts ($85 million x
10%=$8.5 million). Therefore, there is no sub-
stantial valuation misstatement even
though individual member A’s adjustment
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($2 million) is greater than ten percent of its
individual gross receipts ($10 million x
10%=$1 million).

(d) Amounts excluded from net section
482 adjustments—(1) In general. An
amount is excluded from the calcula-
tion of a net section 482 adjustment if
the requirements of paragraph (d) (2),
(3), or (4) of this section are met with
respect to that amount.

(2) Application of a specified section 482
method—(i) In general. An amount is ex-
cluded from the calculation of a net
section 482 adjustment if the taxpayer
establishes that both the specified
method and documentation require-
ments of this paragraph (d)(2) are met
with respect to that amount. For pur-
poses of this paragraph (d), a method
will be considered a specified method if
it is described in the regulations under
section 482 and the method applies to
transactions of the type under review.
An unspecified method is not consid-
ered a specified method. See §§1.482—
3(e) and 1.482-4(d).

(ii) Specified method requirement. (A)
The specified method requirement is
met if the taxpayer selects and applies
a specified method in a reasonable
manner. The taxpayer’s selection and
application of a specified method is
reasonable only if, given the available
data and the applicable pricing meth-
ods, the taxpayer reasonably concluded
that the method (and its application of
that method) provided the most reli-
able measure of an arm’s length result
under the principles of the best method
rule of §1.482-1(c). A taxpayer can rea-
sonably conclude that a specified
method provided the most reliable
measure of an arm’s length result only
if it has made a reasonable effort to
evaluate the potential applicability of
the other specified methods in a man-
ner consistent with the principles of
the best method rule. The extent of
this evaluation generally will depend
on the nature of the available data, and
it may vary from case to case and from
method to method. This evaluation
may not entail an exhaustive analysis
or detailed application of each method.
Rather, after a reasonably thorough
search for relevant data, the taxpayer
should consider which method would
provide the most reliable measure of
an arm’s length result given that data.
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The nature of the available data may
enable the taxpayer to conclude rea-
sonably that a particular specified
method provides a more reliable meas-
ure of an arm’s length result than one
or more of the other specified methods,
and accordingly no further consider-
ation of such other specified methods is
needed. Further, it is not necessary for
a taxpayer to conclude that the se-
lected specified method provides a
more reliable measure of an arm’s
length result than any unspecified
method. For examples illustrating the
selection of a specified method con-
sistent with this paragraph (d)(2)(ii),
see §1.482-8. Whether the taxpayer’s
conclusion was reasonable must be de-
termined from all the facts and cir-

cumstances. The factors relevant to
this determination include the fol-
lowing:

(I) The experience and knowledge of
the taxpayer, including all members of
the taxpayer’s controlled group.

(2) The extent to which reliable data
was available and the data was ana-
lyzed in a reasonable manner. A tax-
payer must engage in a reasonably
thorough search for the data necessary
to determine which method should be
selected and how it should be applied.
In determining the scope of a reason-
ably thorough search for data, the ex-
pense of additional efforts to locate
new data may be weighed against the
likelihood of finding additional data
that would improve the reliability of
the results and the amount by which
any new data would change the tax-
payer’s taxable income. Furthermore, a
taxpayer must use the most current re-
liable data that is available before the
end of the taxable year in question. Al-
though the taxpayer is not required to
search for relevant data after the end
of the taxable year, the taxpayer must
maintain as a principal document de-
scribed in paragraph (d)(2)(iii)(B)(9) of
this section any relevant data it ob-
tains after the end of the taxable year
but before the return is filed, if that
data would help determine whether the
taxpayer has reported its true taxable
income.

(3) The extent to which the taxpayer
followed the relevant requirements set
forth in regulations under section 482
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with respect to the application of the
method.

(4) The extent to which the taxpayer
reasonably relied on a study or other
analysis performed by a professional
qualified to conduct such a study or
analysis, including an attorney, ac-
countant, or economist. Whether the
professional is an employee of, or re-
lated to, the taxpayer is not deter-
minative in evaluating the reliability
of that study or analysis, as long as the
study or analysis is objective, thor-
ough, and well reasoned. Such reliance
is reasonable only if the taxpayer dis-
closed to the professional all relevant
information regarding the controlled
transactions at issue. A study or anal-
ysis that was reasonably relied upon in
a prior year may reasonably be relied
upon in the current year if the relevant
facts and circumstances have not
changed or if the study or analysis has
been appropriately modified to reflect
any change in facts and circumstances.

(5) If the taxpayer attempted to de-
termine an arm’s length result by
using more than one uncontrolled com-
parable, whether the taxpayer arbi-
trarily selected a result that cor-
responds to an extreme point in the
range of results derived from the un-
controlled comparables. Such a result
generally would not likely be closest to
an arm’s length result. If the uncon-
trolled comparables that the taxpayer
uses to determine an arm’s length re-
sult are described in §1.482—
1(e)(2)(iii)(B), one reasonable method of
selecting a point in the range would be
that provided in §1.482-1(e)(3).

(6) The extent to which the taxpayer
relied on a transfer pricing method-
ology developed and applied pursuant
to an Advance Pricing Agreement for a
prior taxable year, or specifically ap-
proved by the Internal Revenue Service
pursuant to a transfer pricing audit of
the transactions at issue for a prior
taxable year, provided that the tax-
payer applied the approved method rea-
sonably and consistently with its prior
application, and the facts and cir-
cumstances surrounding the use of the
method have not materially changed
since the time of the IRS’s action, or if
the facts and circumstances have
changed in a way that materially af-
fects the reliability of the results, the
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taxpayer makes appropriate adjust-
ments to reflect such changes.

(7) The size of a net transfer pricing
adjustment in relation to the size of
the controlled transaction out of which
the adjustment arose.

(B) Services cost method. A taxpayer’s
selection of the services cost method
for certain services, described in §1.482—
9(b), and its application of that method
to a controlled services transaction
will be considered reasonable for pur-
poses of the specified method require-
ment only if the taxpayer reasonably
allocated and apportioned costs in ac-
cordance with §1.482-9(k), and reason-
ably concluded that the controlled
services transaction satisfies the re-
quirements described in §1.482-9(b)(2).
Whether the taxpayer’s conclusion was
reasonable must be determined from
all the facts and circumstances. The
factors relevant to this determination
include those described in paragraph
(A)(2)(i1)(A) of this section, to the ex-
tent applicable.

(iii) Documentation requirement—(A)
In general. The documentation require-
ment of this paragraph (d)(2)(iii) is met
if the taxpayer maintains sufficient
documentation to establish that the
taxpayer reasonably concluded that,
given the available data and the appli-
cable pricing methods, the method (and
its application of that method) pro-
vided the most reliable measure of an
arm’s length result under the prin-
ciples of the best method rule in §1.482—
1(c), and provides that documentation
to the Internal Revenue Service within
30 days of a request for it in connection
with an examination of the taxable
year to which the documentation re-
lates. With the exception of the docu-
mentation described in paragraphs
(A)(2)(1i1)(B) (9) and (10) of this section,
that documentation must be in exist-
ence when the return is filed. The dis-
trict director may, in his discretion,
excuse a minor or inadvertent failure
to provide required documents, but
only if the taxpayer has made a good
faith effort to comply, and the tax-
payer promptly remedies the failure
when it becomes known. The required
documentation is divided into two cat-
egories, principal documents and back-
ground documents as described in para-
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graphs (d)(2)(iii) (B) and (C) of this sec-
tion.

(B) Principal documents. The principal
documents should accurately and com-
pletely describe the basic transfer pric-
ing analysis conducted by the tax-
payer. The documentation must in-
clude the following—

(I) An overview of the taxpayer’s
business, including an analysis of the
economic and legal factors that affect
the pricing of its property or services;

(2) A description of the taxpayer’s or-
ganizational structure (including an
organization chart) covering all related
parties engaged in transactions poten-
tially relevant under section 482, in-
cluding foreign affiliates whose trans-
actions directly or indirectly affect the
pricing of property or services in the
United States;

(3) Any documentation explicitly re-
quired by the regulations under section
482;

(4) A description of the method se-
lected and an explanation of why that
method was selected, including an
evaluation of whether the regulatory
conditions and requirements for appli-
cation of that method, if any, were
met;

(5) A description of the alternative
methods that were considered and an
explanation of why they were not se-
lected;

(6) A description of the controlled
transactions (including the terms of
sale) and any internal data used to
analyze those transactions. For exam-
ple, if a profit split method is applied,
the documentation must include a
schedule providing the total income,
costs, and assets (with adjustments for
different accounting practices and cur-
rencies) for each controlled taxpayer
participating in the relevant business
activity and detailing the allocations
of such items to that activity. Simi-
larly, if a cost-based method (such as
the cost plus method, the services cost
method for certain services, or a com-
parable profits method with a cost-
based profit level indicator) is applied,
the documentation must include a de-
scription of the manner in which rel-
evant costs are determined and are al-
located and apportioned to the relevant
controlled transaction.
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(7) A description of the comparables
that were used, how comparability was
evaluated, and what (if any) adjust-
ments were made;

(8) An explanation of the economic
analysis and projections relied upon in
developing the method. For example, if
a profit split method is applied, the
taxpayer must provide an explanation
of the analysis undertaken to deter-
mine how the profits would be split;

(9) A description or summary of any
relevant data that the taxpayer ob-
tains after the end of the tax year and
before filing a tax return, which would
help determine if a taxpayer selected
and applied a specified method in a rea-
sonable manner; and

(10) A general index of the principal
and background documents and a de-
scription of the recordkeeping system
used for cataloging and accessing those
documents.

(C) Background documents. The as-
sumptions, conclusions, and positions
contained in principal documents ordi-
narily will be based on, and supported
by, additional background documents.
Documents that support the principal
documentation may include the docu-
ments listed in §1.6038A-3(c) that are
not otherwise described in paragraph
(d)(2)(iii)(B) of this section. Every doc-
ument listed in those regulations may
not be relevant to pricing determina-
tions under the taxpayer’s specific
facts and circumstances and, therefore,
each of those documents need not be
maintained in all circumstances. More-
over, other documents not listed in
those regulations may be necessary to
establish that the taxpayer’s method
was selected and applied in the way
that provided the most reliable meas-
ure of an arm’s length result under the
principles of the best method rule in
§1.482-1(c). Background documents
need not be provided to the Internal
Revenue Service in response to a re-
quest for principal documents. If the
Internal Revenue Service subsequently
requests background documents, a tax-
payer must provide that documenta-
tion to the Internal Revenue Service
within 30 days of the request. However,
the district director may, in his discre-
tion, extend the period for producing
the background documentation.
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(D) Satisfaction of the documenta-
tion requirements described in §1.482—
7(k)(2) for the purpose of complying
with the rules for CSAs under §1.482-7
also satisfies all of the documentation
requirements listed in paragraph
(d)(2)(iii)(B) of this section, except the
requirements listed in paragraphs
(d)(2)(i1)(B)(2) and (10) of this section,
with respect to CSTs and PCTs de-
scribed in §1.482-7(b)(1)(i) and (ii), pro-
vided that the documentation also sat-
isfies the requirements of paragraph
(d)(2)(iii)(A) of this section.

(3) Application of an unspecified meth-
od—(@i) In general. An adjustment is ex-
cluded from the calculation of a net
section 482 adjustment if the taxpayer
establishes that both the unspecified
method and documentation require-
ments of this paragraph (d)(3) are met
with respect to that amount.

(ii) Unspecified method requirement—
(A) In general. If a method other than a
specified method was applied, the un-
specified method requirement is met if
the requirements of paragraph (d)(3)(ii)
(B) or (C) of this section, as appro-
priate, are met.

(B) Specified method potentially appli-
cable. If the transaction is of a type for
which methods are specified in the reg-
ulations under section 482, then a tax-
payer will be considered to have met
the unspecified method requirement if
the taxpayer reasonably concludes,
given the available data, that none of
the specified methods was likely to
provide a reliable measure of an arm’s
length result, and that it selected and
applied an unspecified method in a way
that would likely provide a reliable
measure of an arm’s length result. A
taxpayer can reasonably conclude that
no specified method was likely to pro-
vide a reliable measure of an arm’s
length result only if it has made a rea-
sonable effort to evaluate the potential
applicability of the specified methods
in a manner consistent with the prin-
ciples of the best method rule. How-
ever, it is not necessary for a taxpayer
to conclude that the selected method
provides a more reliable measure of an
arm’s length result than any other un-
specified method. Whether the tax-
payer’s conclusion was reasonable
must be determined from all the facts
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and circumstances. The factors rel-
evant to this conclusion include those
set forth in paragraph (d)(2)(ii) of this
section.

(C) No specified method applicable. If
the transaction is of a type for which
no methods are specified in the regula-
tions under section 482, then a tax-
payer will be considered to have met
the unspecified method requirement if
it selected and applied an unspecified
method in a reasonable manner. For
purposes of this paragraph (d)(3)(ii)(C),
a taxpayer’s selection and application
is reasonable if the taxpayer reason-
ably concludes that the method (and
its application of that method) pro-
vided the most reliable measure of an
arm’s length result under the prin-
ciples of the best method rule in §1.482—
1(c). However, it is not necessary for a
taxpayer to conclude that the selected
method provides a more reliable meas-
ure of an arm’s length result than any
other unspecified method. Whether the
taxpayer’s conclusion was reasonable
must be determined from all the facts
and circumstances. The factors rel-
evant to this conclusion include those
set forth in paragraph (d)(2)(ii) of this
section.

(iii) Documentation requirement—(A)
In general. The documentation require-
ment of this paragraph (d)(3) is met if
the taxpayer maintains sufficient doc-
umentation to establish that the un-
specified method requirement of para-
graph (d)(3)(ii) of this section is met
and provides that documentation to
the Internal Revenue Service within 30
days of a request for it. That docu-
mentation must be in existence when
the return is filed. The district director
may, in his discretion, excuse a minor
or inadvertent failure to provide re-
quired documents, but only if the tax-
payer has made a good faith effort to
comply, and the taxpayer promptly
remedies the failure when it becomes
known.

(B) Principal and background docu-
ments. See paragraphs (d)(2)(iii) (B) and
(C) of this section for rules regarding
these two categories of required docu-
mentation.

(4) Certain foreign to foreign trans-
actions. For purposes of calculating a
net section 482 adjustment, any in-
crease in taxable income resulting

§1.6662-6

from an allocation under section 482
that is attributable to any controlled
transaction solely between foreign cor-
porations will be excluded unless the
treatment of that transaction affects
the determination of either corpora-
tion’s income from sources within the
United States or taxable income effec-
tively connected with the conduct of a
trade or business within the United
States.

(5) Special rule. If the regular tax (as
defined in section 55(c)) imposed on the
taxpayer is determined by reference to
an amount other than taxable income,
that amount shall be treated as the
taxable income of the taxpayer for pur-
poses of section 6662(e)(3). Accordingly,
for taxpayers whose regular tax is de-
termined by reference to an amount
other than taxable income, the in-
crease in that amount resulting from
section 482 allocations is the taxpayer’s
net section 482 adjustment.

(6) Examples. The principles of this
paragraph (d) are illustrated by the fol-
lowing examples:

Example 1. (i) The Internal Revenue Service
makes the following section 482 adjustments
for the taxable year:

(1) Attributable to an increase in gross income

because of an increase in royalty payments $9,000,000
(2) Not a 200 percent or 400 percent adjust-
MENE o 2,000,000
(3) Attributable to a decrease in the cost of
goods sold because of a decrease in the
cost plus mark-up of a related seller ............. 9,000,000
Total section 482 adjustments ............ 20,000,000

(ii) The taxpayer has gross receipts of 75
million dollars after all section 482 adjust-
ments. The taxpayer establishes that for ad-
justments number one and three, it applied a
transfer pricing method specified in section
482, the selection and application of the
method was reasonable, it documented the
pricing analysis, and turned that documenta-
tion over to the IRS within 30 days of a re-
quest. Accordingly, eighteen million dollars
is excluded from the calculation of the net
section 482 adjustment. Because the net sec-
tion 482 adjustment is two million dollars,
there is no substantial valuation
misstatement.

Example 2. (i) The Internal Revenue Service
makes the following section 482 adjustments
for the taxable year:

(1) Attributable to an increase in gross income

because of an increase in royalty payments $9,000,000
(2) Attributable to an adjustment that is 200

percent or more of the correct section 482

Price ... 2,000,000
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(3) Attributable to a decrease in the cost of
goods sold because of a decrease in the

cost plus mark-up of a related seller ............. 9,000,000

Total section 482 adjustments ............ 20,000,000

(ii) The taxpayer has gross receipts of 75
million dollars after all section 482 adjust-
ments. The taxpayer establishes that for ad-
justments number one and three, it applied a
transfer pricing method specified in section
482, the selection and application of the
method was reasonable, it documented that
analysis, and turned the documentation over
to the IRS within 30 days. Accordingly,
eighteen million dollars is excluded from the
calculation of the section 482 transfer pricing
adjustments for purposes of applying the five
million dollar or 10% of gross receipts test.
Because the net section 482 adjustment is
only two million dollars, the taxpayer is not
subject to the net adjustment penalty. How-
ever, the taxpayer may be subject to the
transactional penalty on the underpayment
of tax attributable to the two million dollar
adjustment.

Example 3. CFC1 and CFC2 are controlled
foreign corporations within the meaning of
section 957. Applying section 482, the IRS
disallows a deduction for 25 million dollars
of the interest that CFCl1 paid to CFC2,
which results in CFCl’s U.S. shareholder
having a subpart F inclusion in excess of five
million dollars. No other adjustments under
section 482 are made with respect to the con-
trolled taxpayers. However, the increase has
no effect upon the determination of CFC1l’s
or CFC2’s income from sources within the
United States or taxable income effectively
connected with the conduct of a trade or
business within the United States. Accord-
ingly, there is no substantial valuation
misstatement.

(e) Special rules in the case of
carrybacks and carryovers. If there is a
substantial or gross valuation
misstatement for a taxable year that
gives rise to a loss, deduction or credit
that is carried to another taxable year,
the transactional penalty and the net
adjustment penalty will be imposed on
any resulting underpayment of tax in
that other taxable year. In determining
whether there is a substantial or gross
valuation misstatement for a taxable
year, no amount carried from another
taxable year shall be included. The fol-
lowing example illustrates the prin-
ciple of this paragraph (e):

Example. The Internal Revenue Service
makes a section 482 adjustment of six mil-
lion dollars in taxable year 1, no portion of
which is excluded under paragraph (d) of this
section. The taxpayer’s income tax return
for year 1 reported a loss of three million
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dollars, which was carried to taxpayer’s year
2 income tax return and used to reduce in-
come taxes otherwise due with respect to
year 2. A determination is made that the six
million dollar allocation constitutes a sub-
stantial valuation misstatement, and a pen-
alty is imposed on the underpayment of tax
in year 1 attributable to the substantial
valuation misstatement and on the under-
payment of tax in year 2 attributable to the
disallowance of the net operating loss in
year 2. For purposes of determining whether
there is a substantial or gross valuation
misstatement for year 2, the three million
dollar reduction of the net operating loss
will not be added to any section 482 adjust-
ments made with respect to year 2.

(f) Rules for coordinating between the
transactional penalty and the net adjust-
ment penalty—(1) Coordination of a net
section 482 adjustment subject to the net
adjustment penalty and a gross valuation
misstatement subject to the transactional
penalty. In determining whether a net
section 482 adjustment exceeds five
million dollars or 10 percent of gross
receipts, an adjustment attributable to
a substantial or gross valuation
misstatement that is subject to the
transactional penalty will be taken
into account. If the net section 482 ad-
justment exceeds five million dollars
or ten percent of gross receipts, any
portion of such amount that is attrib-
utable to a gross valuation
misstatement will be subject to the
transactional penalty at the forty per-
cent rate, but will not also be subject
to net adjustment penalty at a twenty
percent rate. The remaining amount is
subject to the net adjustment penalty
at the twenty percent rate, even if such
amount is less than the lesser of five
million dollars or ten percent of gross
receipts.

(2) Coordination of met section 482 ad-
justment subject to the mnet adjustment
penalty and  substantial  valuation
misstatements subject to the transactional
penalty. If the net section 482 adjust-
ment exceeds twenty million dollars or
20 percent of gross receipts, the entire
amount of the adjustment is subject to
the net adjustment penalty at a forty
percent rate. No portion of the adjust-
ment is subject to the transactional
penalty at a twenty percent rate.

(3) Examples. The following examples
illustrate the principles of this para-
graph (f):
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Example 1. (i) Applying section 482, the In-
ternal Revenue Service makes the following
adjustments for the taxable year:

(1) Attributable to an adjustment that is 400

percent or more of the correct section 482

arm’s length result ... $2,000,000
(2) Not a 200 or 400 percent adjustment . 2,500,000
TOMA oo 4,500,000

(ii) The taxpayer has gross receipts of 75
million dollars after all section 482 adjust-
ments. None of the adjustments is excluded
under paragraph (d) (Amounts excluded from
net section 482 adjustments) of this section,
in determining the five million dollar or 10%
of gross receipts test under section
6662(e)(1)(B)(ii). The net section 482 adjust-
ment (4.5 million dollars) is less than the
lesser of five million dollars or ten percent of
gross receipts ($75 million x 10% = $7.5 mil-
lion). Thus, there is no substantial valuation
misstatement. However, the two million dol-
lar adjustment is attributable to a gross
valuation misstatement. Accordingly, the
taxpayer may be subject to a penalty, under
section 6662(h), equal to 40 percent of the un-
derpayment of tax attributable to the gross
valuation misstatement of two million dol-
lars. The 2.5 million dollar adjustment is not
subject to a penalty under section 6662(b)(3).

Example 2. The facts are the same as in Ex-
ample 1, except the taxpayer has gross re-
ceipts of 40 million dollars. The net section
482 adjustment ($4.5 million) is greater than
the lesser of five million dollars or ten per-
cent of gross receipts ($40 million x 10% = $4
million). Thus, the five million dollar or 10%
of gross receipts test has been met. The two
million dollar adjustment is attributable to
a gross valuation misstatement. Accord-
ingly, the taxpayer is subject to a penalty,
under section 6662(h), equal to 40 percent of
the underpayment of tax attributable to the
gross valuation misstatement of two million
dollars. The 2.5 million dollar adjustment is
subject to a penalty under sections 6662(a)
and 6662(b)(3), equal to 20 percent of the un-
derpayment of tax attributable to the sub-
stantial valuation misstatement.

Example 3. (i) Applying section 482, the In-
ternal Revenue Service makes the following
transfer pricing adjustments for the taxable
year:

(1) Attributable to an adjustment that is 400

percent or more of the correct section 482

arm’s length result ... $6,000,000
(2) Not a 200 or 400 percent adjustment ... 15,000,000
TOMAl et eeseees 21,000,000

(ii) None of the adjustments are excluded
under paragraph (d) (Amounts excluded from
net section 482 adjustments) in determining
the twenty million dollar or 20% of gross re-
ceipts test under section 6662(h). The net sec-
tion 482 adjustment (21 million dollars) is
greater than twenty million dollars and thus
constitutes a gross valuation misstatement.
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Accordingly, the total adjustment is subject
to the net adjustment penalty equal to 40
percent of the underpayment of tax attrib-
utable to the 21 million dollar gross valu-
ation misstatement. The six million dollar
adjustment will not be separately included
for purposes of any additional penalty under
section 6662.

(g) Effective/applicability date—(1) In
general. This section is generally appli-
cable on February 9, 1996. However,
taxpayers may elect to apply this sec-
tion to all open taxable years begin-
ning after December 31, 1993.

(2) Special rules. The provisions of
paragraphs (d)(2)(11)(B), (A)(2)(1ii)(B)(4)
and (d)(2)(iii)(B)(6) of this section are
applicable for taxable years beginning
after July 31, 2009. However, taxpayers
may elect to apply the provisions of
paragraphs (d)(2)(11)(B), () (2)(1ii)(B)(4)
and (d)(2)(iii)(B)(6) of this section to
earlier taxable years in accordance
with the rules set forth in §1.482-
9I(n)(2).

[T.D. 8656, 61 FR 4880, Feb. 9, 1996; T.D. 8656,
61 FR 14248, Apr. 1, 1996; 62 FR 46877, Sept. 5,
1997, as amended by T.D. 9278, 71 FR 44518,
Aug. 4, 2006; T.D. 9441, 74 FR 390, Jan. 5, 2009;
T.D. 9456, 74 FR 38875, Aug. 4, 2009; T.D. 9568,
76 FR 80136, Dec. 22, 2011]

§1.6662-7 Omnibus Budget Reconcili-
ation Act of 1993 changes to the ac-
curacy-related penalty.

(a) Scope. The Omnibus Budget Rec-
onciliation Act of 1993 made certain
changes to the accuracy-related pen-
alty in section 6662. This section pro-
vides rules reflecting those changes.

(b) No disclosure exception for neg-
ligence penalty. The penalty for neg-
ligence in section 6662(b)(1) may not be
avoided by disclosure of a return posi-
tion.

(c) Disclosure standard for other pen-
alties is reasonable basis. The penalties
for disregarding rules or regulations in
section 6662(b)(1) and for a substantial
understatement of income tax in sec-
tion 6662(b)(2) may be avoided by ade-
quate disclosure of a return position
only if the position has at least a rea-
sonable basis. See §1.6662-3(c) and
§§1.6662—-4(e) and (f) for other applicable
disclosure rules.

(d) Reasonable basis. For purposes of
§§1.6662-3(c) and 1.6662-4(e) and (f) (re-
lating to methods of making adequate
disclosure), the provisions of §1.6662—
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3(b)(3) apply in determining whether a
return position has a reasonable basis.

[T.D. 8617, 60 FR 45665, Sept. 1, 1995, as
amended by T.D. 8790, 63 FR 66435, Dec. 2,
1998]
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(i) For returns due after September 1, 1995.

(ii) For returns filed after December 31,
2002.

(3) Qualified amended returns.

§1.6664-2 Underpayment.

(a) Underpayment defined.

(b) Amount of income tax imposed.
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sessed (or collected without assessment).

(e) Rebates.
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(g) Examples.
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total amount of penalties imposed.
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(b) Order in which adjustments are taken
into account.

(c) Manner in which unclaimed prepay-
ment credits are allocated.

(d) Examples.

$§1.6664—4 Reasonable cause and good faith
exception to section 6662 penalties.

(a) In general.

(b) Facts and circumstances taken into ac-
count.

(1) In general.

(2) Examples.

(c) Reliance on opinion or advice.

(1) Fact and circumstances; minimum re-
quirements.

(i) All facts and circumstances considered.

(ii) No unreasonable assumptions.

(iii) Reliance on the invalidity of a regula-
tion.
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(2) Advice defined.

(3) Cross-reference.

(d) Underpayments attributable to report-
able transactions.

(e) Pass-through items.

(f) Special rules for substantial understate-
ment penalty attributable to tax shelter
items of corporations.

(1) In general; facts and circumstances.

(2) Reasonable cause based on legal jus-
tification.

(i) Minimum requirements.

(A) Authority requirement.

(B) Belief requirement.

(ii) Legal justification defined.

(3) Minimum requirements not dispositive.

(4) Other factors.

(g) Transactions between persons described
in section 482 and net section 482 transfer
price adjustments. [Reserved]

(h) Valuation misstatements of charitable
deduction property.

(1) In general.

(2) Definitions.

(i) Charitable deduction property.

(ii) Qualified appraisal.

(iii) Qualified appraiser.

(3) Special rules.

§1.6664—4T Reasonable cause and good faith
exception to section 6662 penalties

(a)-(c) [Reserved]

(d) Transactions between persons described
in section 482 and net section 482 transfer
price adjustments.

[T.D. 8381, 56 FR 67505, Dec. 31, 1991, as
amended by T.D. 8519, 59 FR 4799, Feb. 2, 1994;
T.D. 8617, 60 FR 45666, Sept. 1, 1995; T.D. 8656,
61 FR 4885, Feb. 9, 1996; T.D. 8790, 63 FR 66435,
Dec. 2, 1998; T.D. 9109, 68 FR 75128, Dec. 30,
2003; T.D. 9309, 72 FR 903, Jan. 9, 2007]

§1.6664-1 Accuracy-related and fraud
penalties; definitions, effective date
and special rules.

(a) In general. Section 6664(a) defines
the term ‘‘underpayment’ for purposes
of the accuracy-related penalty under
section 6662 and the fraud penalty
under section 6663. The definition of
“underpayment’’ of income taxes im-
posed under subtitle A is set forth in
§1.6664-2. Ordering rules for computing
the total amount of accuracy-related
and fraud penalties imposed with re-
spect to a return are set forth in
§1.6664-3. Section 6664(c) provides a rea-
sonable cause and good faith exception
to the accuracy-related penalty. Rules
relating to the reasonable cause and
good faith exception are set forth in
§1.6664-4.
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(b) Effective date—(1) In general. Sec-
tions 1.6664-1 through 1.6664-3 apply to
returns the due date of which (deter-
mined without regard to extensions of
time for filing) is after December 31,
1989.

(2) Reasonable cause and good faith ex-
ception to section 6662 penalties. (i) For
returns due after September 1, 1995. Sec-
tion 1.6664-4 applies to returns the due
date of which (determined without re-
gard to extensions of time for filing) is
after September 1, 1995. Except as pro-
vided in the last sentence of this para-
graph (b)(2), §1.6664-4 (as contained in
26 CFR part 1 revised April 1, 1995) ap-
plies to returns the due date of which
(determined without regard to exten-
sions of time for filing) is on or before
September 1, 1995 and after December
31, 1989. For transactions occurring
after December 8, 1994, §1.6664-4 (as
contained in 26 CFR part 1 revised
April 1, 1995) is applied taking into ac-
count the changes made to section
6662(d)(2)(C) (relating to the substantial
understatement penalty for tax shelter
items of corporations) by section 744 of
title VII of the Uruguay Round Agree-
ments Act, Pub. L. 103-465 (108 Stat.
4809).

(i1) For returns filed after December 31,
2002. Sections 1.6664-4(c) (relating to re-
lying on opinion or advice) and (d) (re-
lating to underpayments attributable
to reportable transactions) apply to re-
turns filed after December 31, 2002,
with respect to transactions entered
into on or after January 1, 2003. Except
as provided in paragraph (b)(2)(i) of
this section, §1.6664-4 (as contained in
26 CFR part 1 revised April 1, 2003) ap-
plies to returns filed with respect to
transactions entered into before Janu-
ary 1, 2003.

(3) Qualified amended returns. Sec-
tions 1.6664-2(c)(1), (c)(2), (c)(3)({)(A),
©@@@HB), ©@@EAN(C), (e)B)EXD)2),
(©)(3)(1)(E), and (c)(4) are applicable for
amended returns and requests for ad-
ministrative adjustment filed on or
after March 2, 2005. Sections 1.6664—
2(c)@)D)(D)H)(I) and (c)(3)(ii)(B) and (C)
are applicable for amended returns and
requests for administrative adjustment
filed on or after April 30, 2004. The ap-
plicability date for §1.6664-2(c)(3)(ii)(A)
varies depending upon which event oc-
curs under §1.6664-2(c)(3)(i). For pur-
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poses of §1.6664-2(c)(3)(ii)(A), the date
described in §1.6664-2(c)(3)(A)(D)(1) is
applicable for amended returns and re-
quests for administrative adjustment
filed on or after April 30, 2004. For pur-
poses of §1.6664-2(c)(3)(i1)(A), the dates
described in §1.6664-2(c)(3)(1)(A), (B),
(C), (D)(2), and (E) are applicable for
amended returns and requests for ad-
ministrative adjustment filed on or
after March 2, 2005. Section 1.6664—
2(c)(1) through (c)(3), as contained in 26
CFR part 1 revised as of April 1, 2004
and as modified by Notice 2004-38, 2004—
1 C.B. 949, applies with respect to re-
turns and requests for administrative
adjustment filed on or after April 30,
2004 and before March 2, 2005. Section
1.6664-2(c)(1) through (3), as contained
in 26 CFR part 1 revised as of April 30,
2004, applies with respect to returns
and requests for administrative adjust-
ment filed before April 30, 2004.

[T.D. 8381, 56 FR 67506, Dec. 31, 1991, as
amended by T.D. 8617, 60 FR 45666, Sept. 1,
1995; T.D. 9109, 68 FR 75128, Dec. 30, 2003; T.D.
9309, 72 FR 903, Jan. 9, 2007]

§1.6664-2 Underpayment.

(a) Underpayment defined. In the case
of income taxes imposed under subtitle
A, an underpayment for purposes of
section 6662, relating to the accuracy-
related penalty, and section 6663, relat-
ing to the fraud penalty, means the
amount by which any income tax im-
posed under this subtitle (as defined in
paragraph (b) of the section) exceeds
the excess of—

(1) The sum of—

(i) The amount shown as the tax by
the taxpayer on his return (as defined
in paragraph (c) of this section), plus

(ii) Amounts not so shown previously
assessed (or collected without assess-
ment) (as defined in paragraph (d) of
this section), over

(2) The amount of rebates made (as
defined in paragraph (e) of this sec-
tion).

The definition of underpayment also
may be expressed as—

Underpayment=W —(X+Y — Z),

where W=the amount of income tax imposed;
X=the amount shown as the tax by the
taxpayer on his return; Y=amounts not
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so shown previously assessed (or col-
lected without assessment); and Z=the
amount of rebates made.

(b) Amount of income taxr imposed. For
purposes of paragraph (a) of this sec-
tion, the ‘“‘amount of income tax im-
posed’’ is the amount of tax imposed on
the taxpayer under subtitle A for the
taxable year, determined without re-
gard to—

(1) The credits for tax withheld under
sections 31 (relating to tax withheld on
wages) and 33 (relating to tax withheld
at source on nonresident aliens and for-
eign corporations);

(2) Payments of tax or estimated tax
by the taxpayer;

(3) Any credit resulting from the col-
lection of amounts assessed under sec-
tion 68561 as the result of a termination
assessment, or section 6861 as the re-
sult of a jeopardy assessment; and

(4) Any tax that the taxpayer is not
required to assess on the return (such
as the tax imposed by section 531 on
the accumulated taxable income of a
corporation).

(c) Amount shown as the taxr by the tax-
payer on his return—(1) Defined. For
purposes of paragraph (a) of this sec-
tion, the amount shown as the tax by the
taxpayer on his return is the tax liabil-
ity shown by the taxpayer on his re-
turn, determined without regard to the
items listed in paragraphs (b)(1), (2),
and (3) of this section, except that it is
reduced by the excess of—

(i) The amounts shown by the tax-
payer on his return as credits for tax
withheld under section 31 (relating to
tax withheld on wages) and section 33
(relating to tax withheld at source on
nonresident aliens and foreign corpora-
tions), as payments of estimated tax,
or as any other payments made by the
taxpayer with respect to a taxable year
before filing the return for such tax-
able year, over

(ii) The amounts actually withheld,
actually paid as estimated tax, or actu-
ally paid with respect to a taxable year
before the return is filed for such tax-
able year.

(2) Effect of qualified amended return.
The amount shown as the tax by the tax-
payer on his return includes an amount
shown as additional tax on a qualified
amended return (as defined in para-
graph (c¢)(3) of this section), except that
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such amount is not included if it re-
lates to a fraudulent position on the
original return.

(3) Qualified amended return defined—
(i) General rule. A qualified amended re-
turn is an amended return, or a timely
request for an administrative adjust-
ment under section 6227, filed after the
due date of the return for the taxable
year (determined with regard to exten-
sions of time to file) and before the
earliest of—

(A) The date the taxpayer is first
contacted by the Internal Revenue
Service (IRS) concerning any examina-
tion (including a criminal investiga-
tion) with respect to the return;

(B) The date any person is first con-
tacted by the IRS concerning an exam-
ination of that person under section
6700 (relating to the penalty for pro-
moting abusive tax shelters) for an ac-
tivity with respect to which the tax-
payer claimed any tax benefit on the
return directly or indirectly through
the entity, plan or arrangement de-
scribed in section 6700(a)(1)(A);

(C) In the case of a pass-through item
(as defined in §1.6662-4(f)(5)), the date
the pass-through entity (as defined in
§1.6662—-4(f)(5)) is first contacted by the
IRS in connection with an examination
of the return to which the pass-through
item relates;

(D)(I) The date on which the IRS
serves a summons described in section
7609(f) relating to the tax liability of a
person, group, or class that includes
the taxpayer (or pass-through entity of
which the taxpayer is a partner, share-
holder, beneficiary, or holder of a re-
sidual interest in a REMIC) with re-
spect to an activity for which the tax-
payer claimed any tax benefit on the
return directly or indirectly.

) The rule in paragraph
(©)(3)(A)(D)(I) of this section applies to
any return on which the taxpayer
claimed a direct or indirect tax benefit
from the type of activity that is the
subject of the summons, regardless of
whether the summons seeks the pro-
duction of information for the taxable
period covered by such return; and

(E) The date on which the Commis-
sioner announces by revenue ruling,
revenue procedure, notice, or an-
nouncement, to be published in the In-
ternal Revenue Bulletin (see
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§601.601(d)(2) of this chapter), a settle-
ment initiative to compromise or
waive penalties, in whole or in part,
with respect to a listed transaction.
This rule applies only to a taxpayer
who participated in the listed trans-
action and for the taxable year(s) in
which the taxpayer claimed any direct
or indirect tax benefits from the listed
transaction. The Commissioner may
waive the requirements of this para-
graph or identify a later date by which
a taxpayer who participated in the list-
ed transaction must file a qualified
amended return in the published guid-
ance announcing the listed transaction
settlement initiative.

(i1) Undisclosed listed tramsactions. An
undisclosed listed transaction is a trans-
action that is the same as, or substan-
tially similar to, a listed transaction
within the meaning of §1.6011-4(b)(2)
(regardless of whether §1.6011-4 re-
quires the taxpayer to disclose the
transaction) and was neither pre-
viously disclosed by the taxpayer with-
in the meaning of §1.6011-4 or §1.6011-
4T, nor disclosed under Announcement
2002-2 (2002-1 C.B. 304), (see
§601.601(d)(2)(ii) of this chapter) by the
deadline therein. In the case of an un-
disclosed listed tramsaction for which a
taxpayer claims any direct or indirect
tax benefits on its return (regardless of
whether the transaction was a listed
transaction at the time the return was
filed), an amended return or request for
administrative adjustment under sec-
tion 6227 will not be a qualified amended
return if filed on or after the earliest
of—

(A) The dates described in paragraph
(¢)(3)(i) of this section;

(B) The date on which the IRS first
contacts any person regarding an ex-
amination of that person’s liability
under section 6707(a) with respect to
the undisclosed listed transaction of
the taxpayer; or

(C) The date on which the IRS re-
quests, from any person who made a
tax statement to or for the benefit of
the taxpayer or from any person who
gave the taxpayer material aid, assist-
ance, or advice as described in section
6111(b)(1)(A)(i) with respect to the tax-
payer, the information required to be
included on a list under section 6112 re-
lating to a transaction that was the
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same as, or substantially similar to,
the undisclosed listed transaction, re-
gardless of whether the taxpayer’s in-
formation is required to be included on
that list.

(4) Special rules. (i) A qualified
amended return includes an amended
return that is filed to disclose informa-
tion pursuant to §1.6662-3(c) or §1.6662—
4(e) and (f) even though it does not re-
port any additional tax liability. See
§1.6662-3(c), §1.6662-4(f), and §1.6664-4(c)
for rules relating to adequate disclo-
sure.

(ii) The Commissioner may by rev-
enue procedure prescribe the manner in
which the rules of paragraph (c) of this
section regarding qualified amended re-
turns apply to particular classes of tax-
payers.

(5) Examples. The following examples
illustrate the provisions of paragraphs
(c)(3) and (c)(4) of this section:

Example 1. T, an individual taxpayer,
claimed tax benefits on its 2002 Federal in-
come tax return from a transaction that is
substantially similar to the transaction
identified as a listed transaction in Notice
2002-65, 2002-2 C.B. 690 (Partnership Entity
Straddle Tax Shelter). T did not disclose his
participation in this transaction on a Form
8886, ‘‘Reportable Transaction Disclosure
Statement,” as required by §1.6011-4. On
June 30, 2004, the IRS requested from P, T’s
material advisor, an investor list required to
be maintained under section 6112. The sec-
tion 6112 request, however, related to the
type of transaction described in Notice 2003—
81, 2003-2 C.B. 1223 (Tax Avoidance Using Off-
setting Foreign Currency Option Contracts).
T did not participate in (within the meaning
of §1.6011-4(c)) a transaction described in No-
tice 2003-81. T may file a qualified amended
return relating to the transaction described
in Notice 2002-65 because T did not claim a
tax benefit with respect to the listed trans-
action described in Notice 2003-81, which is
the subject of the section 6112 request.

Example 2. The facts are the same as in Ex-
ample 1, except that T’s 2002 Federal income
tax return reflected T’s participation in the
transaction described in Notice 2003-81. As of
June 30, 2004, T may not file a qualified
amended return for the 2002 tax year.

Example 3. (i) Corporation X claimed tax
benefits from a transaction on its 2002 Fed-
eral income tax return. In October 2004, the
IRS and Treasury Department identified the
transaction as a listed transaction. In De-
cember 2004, the IRS contacted P concerning
an examination of P’s liability under section
6707(a) (as in effect prior to the amendment
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to section 6707 by section 816 of the Amer-
ican Jobs Creation Act of 2004 (the Jobs Act),
Public Law 108-357 (118 Stat. 1418)). P is the
organizer of a section 6111 tax shelter (as in
effect prior to the amendment to section 6111
by section 815 of the Jobs Act) who provided
representations to X regarding tax benefits
from the transaction, and the IRS has con-
tacted P about the failure to register that
transaction. Three days later, X filed an
amended return.

(ii) X’s amended return is not a qualified
amended return, because X did not disclose
the transaction before the IRS contacted P.
X’s amended return would have been a quali-
fied amended return if it was submitted prior
to the date on which the IRS contacted P.

Example 4. The facts are the same as in Ex-
ample 3 except that, instead of contacting P
concerning an examination under section
6707(a), in December 2004, the IRS served P
with a John Doe summons described in sec-
tion 7609(f) relating to the tax liability of
participants in the type of transaction for
which X claimed tax benefits on its return. X
cannot file a qualified amended return after
the John Doe summons has been served re-
gardless of when, or whether, the transaction
becomes a listed transaction.

Example 5. On November 30, 2003, the IRS
served a John Doe summons described in sec-
tion 7609(f) on Corporation Y, a credit card
company. The summons requested the iden-
tity of, and information concerning, United
States taxpayers who, during the taxable
yvears 2001 and 2002, had signature authority
over Corporation Y’s credit cards issued by,
through, or on behalf of certain offshore fi-
nancial institutions. Corporation Y complied
with the summons, and identified, among
others, Taxpayer B. On May 31, 2004, before
the IRS first contacted Taxpayer B con-
cerning an examination of Taxpayer B’s Fed-
eral income tax return for the taxable year
2002, Taxpayer B filed an amended return for
that taxable year, that showed an increase in
Taxpayer B’s Federal income tax liability.
Under paragraph (¢)(3)(i)(D) of this section,
the amended return is not a qualified amend-
ed return because it was not filed before the
John Doe summons was served on Corpora-
tion Y.

Example 6. The facts are the same as in Ex-
ample 5. Taxpayer B continued to maintain
the offshore credit card account through 2003
and filed an original tax return for the 2003
taxable year claiming tax benefits attrib-
utable to the existence of the account. On
March 21, 2005, Taxpayer B filed an amended
return for the taxable year 2003, that showed
an increase in Taxpayer B’s Federal income
tax liability. Under paragraph (c)(3)(i)(D) of
this section, the amended return is not a
qualified amended return because it was not
filed before the John Doe summons for 2001
and 2002 was served on Corporation Y, and
the return reflects benefits from the type of
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activity that is the subject of the John Doe
summons.

Example 7. (i) On November 30, 2003, the IRS
served a John Doe summons described in sec-
tion 7609(f) on Corporation Y, a credit card
company. The summons requested the iden-
tity of, and information concerning, United
States taxpayers who, during the taxable
years 2001 and 2002, had signature authority
over Corporation Y’s credit cards issued by,
through, or on behalf of certain offshore fi-
nancial institutions. Taxpayer C did not
have signature authority over any of Cor-
poration Y’s credit cards during either 2001
or 2002 and, therefore, was not a person de-
scribed in the John Doe summons.

(ii) In 2003, Taxpayer C first acquired sig-
nature authority over a Corporation Y credit
card issued by an offshore financial institu-
tion. Because Taxpayer C did not have signa-
ture authority during 2001 or 2002 over a Cor-
poration Y credit card issued by an offshore
financial institution, and was therefore not
covered by the John Doe summons served on
November 30, 2003, Taxpayer C’s ability to
file a qualified amended return for the 2003
taxable year is not limited by paragraph
(¢)(3)(A)(D) of this section.

(d) Amounts mot so shown previously
assessed (or collected without assessment).
For purposes of paragraph (a) of this
section, ‘‘amounts not so shown pre-
viously assessed” means only amounts
assessed before the return is filed that
were not shown on the return, such as
termination assessments under section
6851 and jeopardy assessments under
section 6861 made prior to the filing of
the return for the taxable year. For
purposes of paragraph (a) of this sec-
tion, the amount ‘‘collected without
assessment” is the amount by which
the total of the credits allowable under
section 31 (relating to tax withheld on
wages) and section 33 (relating to tax
withheld at source on nonresident
aliens and foreign corporations), esti-
mated tax payments, and other pay-
ments in satisfaction of tax liability
made before the return is filed, exceed
the tax shown on the return (provided
such excess has not been refunded or
allowed as a credit to the taxpayer).

(e) Rebates. The term ‘‘rebate’ means
so much of an abatement credit, refund
or other repayment, as was made on
the ground that the tax imposed was
less than the excess of—

(1) The sum of—

(i) The amount shown as the tax by
the taxpayer on his return, plus
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(ii) Amounts not so shown previously
assessed (or collected without assess-
ment), over

(2) Rebates previously made.

(f) Underpayments for certain
carryback years not reduced by amount of
carrybacks. The amount of an under-
payment for a taxable year that is at-
tributable to conduct proscribed by
sections 6662 or 6663 is not reduced on
account of a carryback of a loss, deduc-
tion or credit to that year. Such con-
duct includes negligence or disregard
of rules or regulations; a substantial
understatement of income tax; and a
substantial (or 2ross) valuation
misstatement under chapter 1, pro-
vided that the applicable dollar limita-
tion is satisfied for the carryback year.

(g) Examples. The following examples
illustrate this section:

Example 1. Taxpayer’s 1990 return showed a
tax liability of $18,000. Taxpayer had no
amounts previously assessed (or collected
without assessment) and received no rebates
of tax. Taxpayer claimed a credit in the
amount of $23,000 for income tax withheld
under section 3402, which resulted in a refund
received of $5,000. It is later determined that
the taxpayer should have reported additional
income and that the correct tax for the tax-
able year is $25,600. There is an under-
payment of $7,500, determined as follows:

Tax imposed under subtitle A ........ $25,500

Tax shown on return ..........ccccceuen. $18,000 ...cooccvennene
Tax previously assessed (or col-
lected without assessment) ........ None
Amount of rebates made ............... None
Balance ........ e s $18,000
Underpayment .......... $7,500

Example 2. The facts are the same as in Ex-
ample 1 except that the taxpayer failed to
claim on the return a credit of $1,500 for in-
come tax withheld. This $1,500 constitutes an
amount collected without assessment as de-
fined in paragraph (d) of this section. The
underpayment is $6,000, determined as fol-
lows:

Tax imposed under subtitle A ........

Tax shown on return ............cccccee. $18,000 .....ccocvennee
Tax previously assessed (or col-
lected without assessment) ........ 1,500
Amount of rebates made ............... None
Balance ........ e s $19,500
Underpayment ......... .ccceieeens $6,000

Example 3. On Form 1040 filed for tax year
1990, taxpayer reported a tax liability of
$10,000, estimated tax payments of $15,000,
and received a refund of $5,000. Estimated tax
payments actually made with respect to tax
year 1990 were only $7,000. For purposes of de-
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termining the amount of underpayment sub-
ject to a penalty under section 6662 or sec-
tion 6663, the tax shown on the return is
$2,000 (reported tax liability of $10,000 re-
duced by the overstated estimated tax of
$8,000 ($15,000-$7,000)). The underpayment is
$8,000, determined as follows:

Tax imposed under subtitle A ........

$10,000

Tax shown on return .. $2,000
Tax previously assessed (or col-
lected without assessment) None
Amount of rebates made ............... None
Balance ........ e s $2,000
Underpayment .........  cooceeiinenes $8,000

[T.D. 8381, 56 FR 67506, Dec. 31, 1991; T.D. 8381,
57 FR 6165, Feb. 20, 1992, as amended by T.D.
9186, 70 FR 10039, Mar. 2, 2005; T.D. 9309, 72 FR
903, Jan. 9, 2007]

§1.6664-3 Ordering rules for deter-
mining the total amount of pen-
alties imposed.

(a) In general. This section provides
rules for determining the order in
which adjustments to a return are
taken into account for the purpose of
computing the total amount of pen-
alties imposed under sections 6662 and
6663, where—

(1) There is at least one adjustment
with respect to which no penalty has
been imposed and at least one with re-
spect to which a penalty has been im-
posed, or

(2) There are at least two adjust-
ments with respect to which penalties
have been imposed and they have been
imposed at different rates.

This section also provides rules for al-
locating unclaimed prepayment credits
to adjustments to a return.

(b) Order in which adjustments are
taken into account. In computing the
portions of an underpayment subject to
penalties imposed under sections 6662
and 6663, adjustments to a return are
considered made in the following order:

(1) Those with respect to which no
penalties have been imposed.

(2) Those with respect to which a
penalty has been imposed at a 20 per-
cent rate (i.e., a penalty for negligence
or disregard of rules or regulations,
substantial understatement of income
tax, or substantial valuation
misstatement, under sections 6662(b)(1)
through 6662(b)(3), respectively).
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(3) Those with respect to which a
penalty has been imposed at a 40 per-
cent rate (i.e., a penalty for a gross
valuation misstatement under sections
6662 (b)(3) and (h)).

(4) Those with respect to which a
penalty has been imposed at a 75 per-
cent rate (i.e., a penalty for fraud under
section 6663).

(c) Manner in which unclaimed prepay-
ment credits are allocated. Any income
tax withholding or other payment
made before a return was filed, that
was neither claimed on the return nor
previously allowed as a credit against
the tax liability for the taxable year
(an ‘‘unclaimed prepayment credit’), is
allocated as follows—

(1) If an unclaimed prepayment cred-
it is allocable to a particular adjust-
ment, such credit is applied in full in
determining the amount of the under-
payment resulting from such adjust-
ment.

(2) If an unclaimed prepayment cred-
it is not allocable to a particular ad-
justment, such credit is applied in ac-
cordance with the ordering rules set
forth in paragraph (b) of this section.

(d) Examples. The following examples
illustrate the rules of this §1.6664-3.
These examples do not take into ac-
count the reasonable cause exception
to the accuracy-related penalty under
§1.6664-4.

Example 1. A and B, husband and wife, filed
a joint federal income tax return for cal-
endar year 1989, reporting taxable income of
$15,800 and a tax liability of $2,374. A and B
had no amounts previously assessed (or col-
lected without assessment) and no rebates
had been made. Subsequently, the return was
examined and the following adjustments and
penalties were agreed to:

Adjustment #1 (No penalty im-

posed) ... e $1,000
Adjustment #2 (Substantial under-

statement penalty imposed) ....... .ccoieinenne 40,000
Adjustment #3 (Civil fraud penalty

imposed) . e —— e 45,000
Total adjustments .........ccccoeveennnne $86,000
Taxable income shown on return .. 15,800
Taxable income as corrected ........ .oceiiens $101,800
Computation of underpayment:

Tax imposed by subtitle A ..................

$25,828
Tax shown on return .......
Previous assessments ....
Rebates ..o

Balance .....oooeeeeeecieeeiiee e ins $2,374
Underpayment ..........  .ccoeeveeneennns $23,454
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Computation of the portions of the under-
payment on which penalties under section
6662(b)(2) and section 6663 are imposed:

Step 1 Determine the portion, if any, of the
underpayment on which no accuracy-related
or fraud penalty is imposed:

Taxable income shown on return ...........ccceeeeeen. $15,800

Adjustment #1 . 1,000

“Adjusted” taxable income ............. $16,800

Tax on “adjusted” taxable income ... $2,524

Tax shown on return 2,374
Portion of underpayment on which

no penalty is imposed $150

Step 2 Determine the portion, if any, of the
underpayment on which a penalty of 20 per-
cent is imposed:

“Adjusted” taxable income from step 1 ............... $16,800

Adjustment #2 . 40,000

“Adjusted” taxable income ............. 56,800

Tax on “adjusted” taxable income .............ccce... $11,880

Tax on “adjusted” taxable income from step 1 ... $2,524
Portion of underpayment on which

20 percent penalty is imposed ... $9,356

Step 3 Determine the portion, if any, of the
underpayment on which a penalty of 75 per-
cent is imposed:

Total underpayment ..........ccceevns eeveevvvvrennenes $23,454
Less the sum of the portions of
such underpayment determined
in:
Step 1 ... $150
Step 2 ... 9,356
Total oo $9,506
Portion of under-
payment on which
75 percent penalty
iS IMPOSEd ovvvvrers e $13,948

Example 2. The facts are the same as in Ex-
ample 1 except that the taxpayers failed to
claim on their return a credit of $1,500 for in-
come tax withheld on unreported additional
income that resulted in Adjustment #2. Be-
cause the unclaimed prepayment credit is al-
locable to Adjustment #2, the portion of the
underpayment attributable to that adjust-
ment is $7,856 ($9,356—$1,500). The portions of
the underpayment attributable to Adjust-
ments #1 and #3 remain the same.

Example 3. The facts are the same as in Ex-
ample 1 except that the taxpayers made a
timely estimated tax payment of $1,500 for
1989 which they failed to claim (and which
the Service had not previously allowed). This
unclaimed prepayment credit is not allo-
cable to any particular adjustment. There-
fore, the credit is allocated first to the por-
tion of the underpayment on which no pen-
alty is imposed ($150). The remaining amount
($1,350) is allocated next to the 20 percent
penalty portion of the underpayment ($9,356).
Thus, the portion of the underpayment that
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is not penalized is zero ($150—8$150), the por-
tion subject to a 20 percent penalty is $8,006
($9,356—%$1,350) and the portion subject to a 75
percent penalty is unchanged at $13,948.

[T.D. 8381, 56 FR 67507, Dec. 31, 1991; T.D. 8381,
57 FR 6165, Feb. 20, 1992]

§1.6664-4 Reasonable cause and good
faith exception to section 6662 pen-
alties.

(a) In general. No penalty may be im-
posed under section 6662 with respect
to any portion of an underpayment
upon a showing by the taxpayer that
there was reasonable cause for, and the
taxpayer acted in good faith with re-
spect to, such portion. Rules for deter-
mining whether the reasonable cause
and good faith exception applies are set
forth in paragraphs (b) through (h) of
this section.

(b) Facts and circumstances taken into
account—(1) In general. The determina-
tion of whether a taxpayer acted with
reasonable cause and in good faith is
made on a case-by-case basis, taking
into account all pertinent facts and
circumstances. (See paragraph (e) of
this section for certain rules relating
to a substantial understatement pen-
alty attributable to tax shelter items
of corporations.) Generally, the most
important factor is the extent of the
taxpayer’s effort to assess the tax-
payer’s proper tax liability. Cir-
cumstances that may indicate reason-
able cause and good faith include an
honest misunderstanding of fact or law
that is reasonable in light of all of the
facts and circumstances, including the
experience, knowledge, and education
of the taxpayer. An isolated computa-
tional or transcriptional error gen-
erally is not inconsistent with reason-
able cause and good faith. Reliance on
an information return or on the advice
of a professional tax advisor or an ap-
praiser does not mnecessarily dem-
onstrate reasonable cause and good
faith. Similarly, reasonable cause and
good faith is not necessarily indicated
by reliance on facts that, unknown to
the taxpayer, are incorrect. Reliance
on an information return, professional
advice, or other facts, however, con-
stitutes reasonable cause and good
faith if, under all the circumstances,
such reliance was reasonable and the
taxpayer acted in good faith. (See para-
graph (c) of this section for certain
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rules relating to reliance on the advice
of others.) For example, reliance on er-
roneous information (such as an error
relating to the cost or adjusted basis of
property, the date property was placed
in service, or the amount of opening or
closing inventory) inadvertently in-
cluded in data compiled by the various
divisions of a multidivisional corpora-
tion or in financial books and records
prepared by those divisions generally
indicates reasonable cause and good
faith, provided the corporation em-
ployed internal controls and proce-
dures, reasonable under the cir-
cumstances, that were designed to
identify such factual errors. Reason-
able cause and good faith ordinarily is
not indicated by the mere fact that
there is an appraisal of the value of
property. Other factors to consider in-
clude the methodology and assump-
tions underlying the appraisal, the ap-
praised value, the relationship between
appraised value and purchase price, the
circumstances under which the ap-
praisal was obtained, and the apprais-
er’s relationship to the taxpayer or to
the activity in which the property is
used. (See paragraph (g) of this section
for certain rules relating to appraisals
for charitable deduction property.) A
taxpayer’s reliance on erroneous infor-
mation reported on a Form W-2, Form
1099, or other information return indi-
cates reasonable cause and good faith,
provided the taxpayer did not know or
have reason to know that the informa-
tion was incorrect. Generally, a tax-
payer knows, or has reason to know,
that the information on an information
return is incorrect if such information
is inconsistent with other information
reported or otherwise furnished to the
taxpayer, or with the taxpayer’s
knowledge of the transaction. This
knowledge includes, for example, the
taxpayer’s knowledge of the terms of
his employment relationship or of the
rate of return on a payor’s obligation.

(2) Examples. The following examples
illustrate this paragraph (b). They do
not involve tax shelter items. (See
paragraph (e) of this section for certain
rules relating to the substantial under-
statement penalty attributable to the
tax shelter items of corporations.)
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Example 1. A, an individual calendar year
taxpayer, engages B, a professional tax advi-
sor, to give A advice concerning the deduct-
ibility of certain state and local taxes. A
provides B with full details concerning the
taxes at issue. B advises A that the taxes are
fully deductible. A, in preparing his own tax
return, claims a deduction for the taxes. Ab-
sent other facts, and assuming the facts and
circumstances surrounding B’s advice and
A’s reliance on such advice satisfy the re-
quirements of paragraph (c) of this section,
A is considered to have demonstrated good
faith by seeking the advice of a professional
tax advisor, and to have shown reasonable
cause for any underpayment attributable to
the deduction claimed for the taxes. How-
ever, if A had sought advice from someone
that A knew, or should have known, lacked
knowledge in the relevant aspects of Federal
tax law, or if other facts demonstrate that A
failed to act reasonably or in good faith, A
would not be considered to have shown rea-
sonable cause or to have acted in good faith.

Example 2. C, an individual, sought advice
from D, a friend who was not a tax profes-
sional, as to how C might reduce his Federal
tax obligations. D advised C that, for a nomi-
nal investment in Corporation X, D had re-
ceived certain tax benefits which virtually
eliminated D’s Federal tax liability. D also
named other investors who had received
similar benefits. Without further inquiry, C
invested in X and claimed the benefits that
he had been assured by D were due him. In
this case, C did not make any good faith at-
tempt to ascertain the correctness of what D
had advised him concerning his tax matters,
and is not considered to have reasonable
cause for the underpayment attributable to
the benefits claimed.

Example 3. E, an individual, worked for
Company X doing odd jobs and filling in for
other employees when necessary. E worked
irregular hours and was paid by the hour.
The amount of E’s pay check differed from
week to week. The Form W-2 furnished to E
reflected wages for 1990 in the amount of
$29,729. It did not, however, include com-
pensation of $1,467 paid for some hours E
worked. Relying on the Form W-2, E filed a
return reporting wages of $29,729. E had no
reason to know that the amount reported on
the Form W-2 was incorrect. Under the cir-
cumstances, E is considered to have acted in
good faith in relying on the Form W-2 and to
have reasonable cause for the underpayment
attributable to the unreported wages.

Example 4. H, an individual, did not enjoy
preparing his tax returns and procrastinated
in doing so until April 15th. On April 15th, H
hurriedly gathered together his tax records
and materials, prepared a return, and mailed
it before midnight. The return contained nu-
merous errors, some of which were in H’s
favor and some of which were not. The net
result of all the adjustments, however, was
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an underpayment of tax by H. Under these
circumstances, H is not considered to have
reasonable cause for the underpayment or to
have acted in good faith in attempting to file
an accurate return.

(c) Reliance on opinion or advice—(1)
Facts and circumstances;, minimum re-
quirements. All facts and circumstances
must be taken into account in deter-
mining whether a taxpayer has reason-
ably relied in good faith on advice (in-
cluding the opinion of a professional
tax advisor) as to the treatment of the
taxpayer (or any entity, plan, or ar-
rangement) under Federal tax law. For
example, the taxpayer’s education, so-
phistication and business experience
will be relevant in determining wheth-
er the taxpayer’s reliance on tax advice
was reasonable and made in good faith.
In no event will a taxpayer be consid-
ered to have reasonably relied in good
faith on advice (including an opinion)
unless the requirements of this para-
graph (c)(1) are satisfied. The fact that
these requirements are satisfied, how-
ever, will not necessarily establish that
the taxpayer reasonably relied on the
advice (including the opinion of a tax
advisor) in good faith. For example, re-
liance may not be reasonable or in
good faith if the taxpayer knew, or rea-
sonably should have known, that the
advisor lacked knowledge in the rel-
evant aspects of Federal tax law.

(i) All facts and circumstances consid-
ered. The advice must be based upon all
pertinent facts and circumstances and
the law as it relates to those facts and
circumstances. For example, the advice
must take into account the taxpayer’s
purposes (and the relative weight of
such purposes) for entering into a
transaction and for structuring a
transaction in a particular manner. In
addition, the requirements of this para-
graph (c)(1) are not satisfied if the tax-
payer fails to disclose a fact that it
knows, or reasonably should know, to
be relevant to the proper tax treatment
of an item.

(i1) No unreasonable assumptions. The
advice must not be based on unreason-
able factual or legal assumptions (in-
cluding assumptions as to future
events) and must not unreasonably
rely on the representations, state-
ments, findings, or agreements of the
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taxpayer or any other person. For ex-
ample, the advice must not be based
upon a representation or assumption
which the taxpayer knows, or has rea-
son to know, is unlikely to be true,
such as an inaccurate representation or
assumption as to the taxpayer’s pur-
poses for entering into a transaction or
for structuring a transaction in a par-
ticular manner.

(iii) Reliance on the invalidity of a reg-
ulation. A taxpayer may not rely on an
opinion or advice that a regulation is
invalid to establish that the taxpayer
acted with reasonable cause and good
faith unless the taxpayer adequately
disclosed, in accordance with §1.6662—
3(c)(2), the position that the regulation
in question is invalid.

(2) Advice defined. Advice is any com-
munication, including the opinion of a
professional tax advisor, setting forth
the analysis or conclusion of a person,
other than the taxpayer, provided to
(or for the benefit of) the taxpayer and
on which the taxpayer relies, directly
or indirectly, with respect to the impo-
sition of the section 6662 accuracy-re-
lated penalty. Advice does not have to
be in any particular form.

(3) Cross-reference. For rules applica-
ble to advisors, see e.g., §§1.6694-1
through 1.6694-3 (regarding preparer
penalties), 31 CFR 10.22 (regarding dili-
gence as to accuracy), 31 CFR 10.33 (re-
garding tax shelter opinions), and 31
CFR 10.34 (regarding standards for ad-
vising with respect to tax return posi-
tions and for preparing or signing re-
turns).

(d) Underpayments attributable to re-
portable transactions. If any portion of
an underpayment is attributable to a
reportable transaction, as defined in
§1.6011-4(b) (or §1.6011-4T(b), as applica-
ble), then failure by the taxpayer to
disclose the transaction in accordance
with §1.6011-4 (or §1.6011-4T, as applica-
ble) is a strong indication that the tax-
payer did not act in good faith with re-
spect to the portion of the under-
payment attributable to the reportable
transaction.

(e) Pass-through items. The determina-
tion of whether a taxpayer acted with
reasonable cause and in good faith with
respect to an underpayment that is re-
lated to an item reflected on the return
of a pass-through entity is made on the
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basis of all pertinent facts and cir-
cumstances, including the taxpayer’s
own actions, as well as the actions of
the pass-through entity.

(f) Special rules for substantial under-
statement penalty attributable to tax shel-
ter items of corporations—(1) In general;
facts and circumstances. The determina-
tion of whether a corporation acted
with reasonable cause and in good faith
in its treatment of a tax shelter item
(as defined in §1.6662—-4(g)(3)) is based on
all pertinent facts and circumstances.
Paragraphs (£)(2), (3), and (4) of this
section set forth rules that apply, in
the case of a penalty attributable to a
substantial understatement of income
tax (within the meaning of section
6662(d)), in determining whether a cor-
poration acted with reasonable cause
and in good faith with respect to a tax
shelter item.

(2) Reasonable cause based on legal jus-
tification—(1) Minimum requirements. A
corporation’s legal justification (as de-
fined in paragraph (f)(2)(ii) of this sec-
tion) may be taken into account, as ap-
propriate, in establishing that the cor-
poration acted with reasonable cause
and in good faith in its treatment of a
tax shelter item only if the authority
requirement of paragraph (£)(2)(i)(A) of
this section and the belief requirement
of paragraph (f)(2)(i)(B) of this section
are satisfied (the minimum require-
ments). Thus, a failure to satisfy the
minimum requirements will preclude a
finding of reasonable cause and good
faith based (in whole or in part) on the
corporation’s legal justification.

(A) Authority requirement. The author-
ity requirement is satisfied only if
there is substantial authority (within
the meaning of §1.6662-4(d)) for the tax
treatment of the item.

(B) Belief requirement. The belief re-
quirement is satisfied only if, based on
all facts and circumstances, the cor-
poration reasonably believed, at the
time the return was filed, that the tax
treatment of the item was more likely
than not the proper treatment. For
purposes of the preceding sentence, a
corporation is considered reasonably to
believe that the tax treatment of an
item is more likely than not the proper
tax treatment if (without taking into
account the possibility that a return
will not be audited, that an issue will
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not be raised on audit, or that an issue
will be settled)—

(I) The corporation analyzes the per-
tinent facts and authorities in the
manner described in §1.6662-4(d)(3)(ii),
and in reliance upon that analysis, rea-
sonably concludes in good faith that
there is a greater than 50-percent like-
lihood that the tax treatment of the
item will be upheld if challenged by the
Internal Revenue Service; or

(2) The corporation reasonably relies
in good faith on the opinion of a profes-
sional tax advisor, if the opinion is
based on the tax advisor’s analysis of
the pertinent facts and authorities in
the manner described in §1.6662—
4(d)(3)(ii) and unambiguously states
that the tax advisor concludes that
there is a greater than 50-percent like-
lihood that the tax treatment of the
item will be upheld if challenged by the
Internal Revenue Service. (For this
purpose, the requirements of paragraph
(c) of this section must be met with re-
spect to the opinion of a professional
tax advisor.)

(i1) Legal justification defined. For pur-
poses of this paragraph (e), legal jus-
tification includes any justification re-
lating to the treatment or character-
ization under the Federal tax law of
the tax shelter item or of the entity,
plan, or arrangement that gave rise to
the item. Thus, a taxpayer’s belief
(whether independently formed or
based on the advice of others) as to the
merits of the taxpayer’s underlying po-
sition is a legal justification.

(3) Minimum requirements not disposi-
tive. Satisfaction of the minimum re-
quirements of paragraph (f)(2) of this
section is an important factor to be
considered in determining whether a
corporate taxpayer acted with reason-
able cause and in good faith, but is not
necessarily dispositive. For example,
depending on the circumstances, satis-
faction of the minimum requirements
may not be dispositive if the taxpayer’s
participation in the tax shelter lacked
significant business purpose, if the tax-
payer claimed tax benefits that are un-
reasonable in comparison to the tax-
payer’s investment in the tax shelter,
or if the taxpayer agreed with the orga-
nizer or promoter of the tax shelter
that the taxpayer would protect the
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confidentiality of the tax aspects of the
structure of the tax shelter.

(4) Other factors. Facts and cir-
cumstances other than a corporation’s
legal justification may be taken into
account, as appropriate, in determining
whether the corporation acted with
reasonable cause and in good faith with
respect to a tax shelter item regardless
of whether the minimum requirements
of paragraph (f)(2) of this section are
satisfied.

(g) Tranactions between persons de-
scribed in section 482 and met section 482
transfer price adjustments. [Reserved]

(h) Valuation misstatements of chari-
table deduction property—(1) In general.
There may be reasonable cause and
good faith with respect to a portion of
an underpayment that is attributable
to a substantial (or gross) valuation
misstatement of charitable deduction
property (as defined in paragraph (h)(2)
of this section) only if—

(i) The claimed value of the property
was based on a qualified appraisal (as
defined in paragraph (h)(2) of this sec-
tion) by a qualified appraiser (as de-
fined in paragraph (h)(2) of this sec-
tion); and

(ii) In addition to obtaining a quali-
fied appraisal, the taxpayer made a
good faith investigation of the value of
the contributed property.

(2) Definitions. For purposes of this
paragraph (h):

Charitable deduction property means
any property (other than money or
publicly traded securities, as defined in
§1.170A-13(c)(7)(xi)) contributed by the
taxpayer in a contribution for which a
deduction was claimed under section
170.

Qualified appraisal means a qualified
appraisal as defined in §1.170A-13(c)(3).

Qualified appraiser means a qualified
appraiser as defined in §1.170A-13(c)(b).

(38) Special rules. The rules of this
paragraph (h) apply regardless of
whether §1.170A-13 permits a taxpayer
to claim a charitable contribution de-
duction for the property without ob-
taining a qualified appraisal. The rules
of this paragraph (h) apply in addition
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to the generally applicable rules con-
cerning reasonable cause and good
faith.

[T.D. 8381, 56 FR 67508, Dec. 31, 1991; T.D. 8381,
57 FR 6166, Feb. 20, 1992, as amended by T.D.
8617, 60 FR 45666, Sept. 1, 1995; T.D. 8790, 63
FR 66435, Dec. 2, 1998; T.D. 9109, 68 FR 75128,
Dec. 30, 2003]

§1.6664-4T Reasonable cause and good
faith exception to section 6662 pen-
alties.

(a)-(e) [Reserved]

(f) Transactions between persons de-
scribed in section 482 and net section 482
transfer price adjustments. For purposes
of applying the reasonable cause and
good faith exception of section 6664(c)
to net section 482 adjustments, the
rules of §1.6662-6(d) apply. A taxpayer
that does not satisfy the rules of
§1.6662-6(d) for a net section 482 adjust-
ment cannot satisfy the reasonable
cause and good faith exception under
section 6664(c). The rules of this section
apply to underpayments subject to the
transactional penalty in §1.6662-6(b). If
the standards of the net section 482
penalty exclusion provisions under
§1.6662-6(d) are met with respect to
such underpayments, then the tax-
payer will be considered to have acted
with reasonable cause and good faith
for purposes of this section.

[T.D. 8656, 61 FR 4885, Feb. 9, 1996]
§1.6694-0 Table of contents.

This section lists the captions that appear
in §§1.6694-1 through 1.6694-4.
$§1.6694-1 Section 6694 penalties applicable to
tax return preparers.

(a) Overview.

(1) In general.

(2) Date return is deemed prepared.

(b) Tax return preparer.

(1) In general.

(2) Responsibility of signing tax return pre-
parer.

(3) Responsibility of nonsigning tax return
preparer.

(4) Responsibility of signing and non-
signing tax return preparer.

(5) Tax return preparer and firm responsi-
bility.

(6) Examples.

(c) Understatement of liability.

(d) Abatement of penalty where taxpayer’s
liability not understated.

(e) Verification of information furnished
by taxpayer or other third party.

(1) In general.

§1.6694-0

(2) Verification of information on pre-
viously filed returns.

(3) Examples.

(f) Income derived (or to be derived) with
respect to the return or claim for refund.

(1) In general.

(2) Compensation.

(i) Multiple engagements.

(ii) Reasonable allocation.

(iii) Fee refunds.

(iv) Reduction of compensation.

(3) Individual and firm allocation.

(4) Examples.

(g) Effective/applicability date.
$§1.6694-2 Penalty for understatement due to

an unreasonable position.

(a) In general.

(1) Proscribed conduct.

(2) Special rule for corporations, partner-
ships, and other firms.

(b) Reasonable to believe that the position
would more likely than not be sustained on
its merits.

(1) In general.

(2) Authorities.

(3) Written determinations.

(4) Taxpayer’s jurisdiction.

(5) When ‘“‘more likely than not’’ standard
must be satisfied.

(c) Substantial authority.

(d) Exception for adequate disclosure of po-
sitions with a reasonable basis.

(1) In general.

(2) Reasonable basis.

(3) Adequate disclosure.

(i) Signing tax return preparers.

(ii) Nonsigning tax return preparers.

(A) Advice to taxpayers.

(B) Advice to another tax return preparer.

(iii) Requirements for advice.

(iv) Pass-through entities.

(v) Examples.

(e) Exception for reasonable cause and
good faith.

(1) Nature of the error causing the under-
statement.

(2) Frequency of errors.

(3) Materiality of errors.

(4) Tax return preparer’s normal office
practice.

(5) Reliance on advice of others.

(6) Reliance on generally accepted adminis-
trative or industry practice.

(f) Effective/applicability date.
$1.6694-3 Penalty for understatement due to

willful, reckless, or intentional conduct.

(a) In general.

(1) Proscribed conduct.

(2) Special rule for corporations, partner-
ships, and other firms.

(b) Willful attempt to understate liability.

(c) Reckless or intentional disregard.

(d) Examples.

(e) Rules or regulations.

(f) Section 6694(b) penalty reduced by sec-
tion 6694(a) penalty.
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(g) Effective/applicability date.

$§1.6694-4 Extension of period of -collection
when tax return preparer pays 15 percent of
a penalty for understatement of taxpayer’s
liability and certain other procedural mat-
ters.

(a) In general.

(b) Tax return preparer must bring suit in
district court to determine liability for pen-
alty.

(c) Suspension of running of period of limi-
tations on collection.

(d) Effective/applicability date.

[T.D. 9436, 73 FR 78439, Dec. 22, 2008]

§1.6694-1 Section 6694 penalties appli-
cable to tax return preparers.

(a) Overview—(1) In general. Sections
6694(a) and (b) impose penalties on tax
return preparers for conduct giving rise
to certain understatements of liability
on a return (including an amended or
adjusted return) or claim for refund.
For positions other than those with re-
spect to tax shelters (as defined in sec-
tion 6662(d)(2)(C)(ii)) and reportable
transactions to which section 6662A ap-
plies, the section 6694(a) penalty is im-
posed in an amount equal to the great-
er of $1,000 or 50 percent of the income
derived (or to be derived) by the tax re-
turn preparer for an understatement of
tax liability that is due to an undis-
closed position for which the tax re-
turn preparer did not have substantial
authority or due to a disclosed position
for which there is no reasonable basis.
For positions with respect to tax shel-
ters (as defined in section
6662(d)(2)(C)(ii)) or reportable trans-
actions to which section 6662A applies,
the section 6694(a) penalty is imposed
in an amount equal to the greater of
$1,000 or 50 percent of the income de-
rived (or to be derived) by the tax re-
turn preparer for an understatement of
tax liability for which it is not reason-
able to believe that the position would
more likely than not be sustained on
its merits. The section 6694(b) penalty
is imposed in an amount equal to the
greater of $5,000 or 50 percent of the in-
come derived (or to be derived) by the
tax return preparer for an understate-
ment of liability with respect to tax
that is due to a willful attempt to un-
derstate tax liability or that is due to
reckless or intentional disregard of
rules or regulations. Refer to §1.6694-2
for rules relating to the penalty under
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section 6694(a). Refer to §1.6694-3 for
rules relating to the penalty under sec-
tion 6694(Db).

(2) Date return is deemed prepared. For
purposes of the penalties under section
6694, a return or claim for refund is
deemed prepared on the date it is
signed by the tax return preparer. If a
signing tax return preparer within the
meaning of §301.7701-15(b)(1) of this
chapter fails to sign the return, the re-
turn or claim for refund is deemed pre-
pared on the date the return or claim is
filed. See §1.6695-1 of this section. In
the case of a nonsigning tax return pre-
parer within the meaning of §301.7701-
15(b)(2) of this chapter, the relevant
date is the date the nonsigning tax re-
turn preparer provides the tax advice
with respect to the position giving rise
to the understatement. This date will
be determined based on all the facts
and circumstances.

(b) Tax return preparer—(1) In general.
For purposes of this section, ‘‘tax re-
turn preparer’” means any person who
is a tax return preparer within the
meaning of section 7701(a)(36) and
§301.7701-15 of this chapter. An indi-
vidual is a tax return preparer subject
to section 6694 if the individual is pri-
marily responsible for the position(s)
on the return or claim for refund giv-
ing rise to an understatement. See
§301.7701-15(b)(3). There is only one in-
dividual within a firm who is primarily
responsible for each position on the re-
turn or claim for refund giving rise to
an understatement. In the course of
identifying the individual who is pri-
marily responsible for the position, the
Internal Revenue Service (IRS) may
advise multiple individuals within the
firm that it may be concluded that
they are the individual within the firm
who is primarily responsible. In some
circumstances, there may be more than
one tax return preparer who is pri-
marily responsible for the position(s)
giving rise to an understatement if
multiple tax return preparers are em-
ployed by, or associated with, different
firms.

(2) Responsibility of signing tax return
preparer. If there is a signing tax return
preparer within the meaning of
§301.7701-15(b)(1) of this chapter within
a firm, the signing tax return preparer
generally will be considered the person
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who is primarily responsible for all of
the positions on the return or claim for
refund giving rise to an understate-
ment unless, based upon credible infor-
mation from any source, it is con-
cluded that the signing tax return pre-
parer is not primarily responsible for
the position(s) on the return or claim
for refund giving rise to an understate-
ment. In that case, a nonsigning tax re-
turn preparer within the signing tax
return preparer’s firm (as determined
in paragraph (b)(3) of this section) will
be considered the tax return preparer
who is primarily responsible for the po-
sition(s) on the return or claim for re-
fund giving rise to an understatement.

(3) Responsibility of nonsigning taxr re-
turn preparer. If there is no signing tax
return preparer within the meaning of
§301.7701-15(b)(1) of this chapter for the
return or claim for refund within the
firm or if, after the application of para-
graph (b)(2) of this section, it is con-
cluded that the signing tax return pre-
parer is not primarily responsible for
the position, the nonsigning tax return
preparer within the meaning of
§301.7701-15(b)(2) of this chapter within
the firm with overall supervisory re-
sponsibility for the position(s) giving
rise to the understatement generally
will be considered the tax return pre-
parer who is primarily responsible for
the position for purposes of section 6694
unless, based upon credible information
from any source, it is concluded that
another nonsigning tax return preparer
within that firm is primarily respon-
sible for the position(s) on the return
or claim for refund giving rise to the
understatement.

(4) Responsibility of signing and non-
signing tax return preparer. If the infor-
mation presented would support a find-
ing that, within a firm, either the sign-
ing tax return preparer or a nonsigning
tax return preparer is primarily re-
sponsible for the position(s) giving rise
to the understatement, the penalty
may be assessed against either one of
the individuals, but not both, as the
primarily responsible tax return pre-
parer.

(5) Tax return preparer and firm re-
sponsibility. To the extent provided in
§§1.6694-2(a)(2) and 1.6694-3(a)(2), an in-
dividual and the firm that employs the
individual, or the firm of which the in-
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dividual is a partner, member, share-
holder, or other equity holder, both
may be subject to penalty under sec-
tion 6694 with respect to the position(s)
on the return or claim for refund giv-
ing rise to an understatement. If an in-
dividual (other than the sole propri-
etor) who is employed by a sole propri-
etorship is subject to penalty under
section 6694, the sole proprietorship is
considered a “‘firm’’ for purposes of this
paragraph (b).

(6) Examples. The provisions of para-
graph (b) of this section are illustrated
by the following examples:

Example 1. Attorney A provides advice to
Client C concerning the proper treatment of
an item with respect to which all events
have occurred on C’s tax return. In prepara-
tion for providing that advice, A seeks ad-
vice regarding the proper treatment of the
item from Attorney B, who is within the
same firm as A, but A is the attorney who
signs C’s return as a tax return preparer. B
provides advice on the treatment of the item
upon which A relies. B’s advice is reflected
on C’s tax return but no disclosure was made
in accordance with §1.6694-2(d)(3). The advice
constitutes preparation of a substantial por-
tion of the return within the meaning of
§301.7701-15(b)(3). The IRS later challenges
the position taken on the tax return, giving
rise to an understatement of liability. For
purposes of the regulations under section
6694, A is initially considered the tax return
preparer with respect to C’s return, and the
IRS advises A that A may be subject to the
penalty under section 6694 with respect to
C’s return. Based upon information received
from A or another source, it may be con-
cluded that B, rather than A, had primary
responsibility for the position taken on the
return that gave rise to the understatement
and may be subject to penalty under section
6694 instead of A.

Example 2. Same as Example 1, except that
neither Attorney A nor any other source
produce credible information that Attorney
B had primary responsibility for the position
on the return giving rise to an understate-
ment. Attorney A is the tax return preparer
who may be subject to penalty under section
6694 with respect to C’s return.

Example 3. Same as Example 1, except that
neither Attorney A nor any other attorney
within A’s firm signs Client C’s return as a
tax return preparer. Attorney B is the non-
signing tax return preparer within the firm
with overall supervisory responsibility for
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the position giving rise to an understate-
ment. Accordingly, B is the tax return pre-
parer who is primarily responsible for the po-
sition on C’s return giving rise to an under-
statement and may be subject to penalty
under section 6694.

Example 4. Same as Erample 1, except At-
torney D, who works for a different firm
than A, also provides advice on the same po-
sition upon which A relies. It may be con-
cluded that D is also primarily responsible
for the position on the return and may be
subject to penalty under section 6694.

Example 5. Same as Erample 1, except At-
torney B is able to present credible informa-
tion that A is also responsible for the posi-
tion on C’s return giving rise to an under-
statement. The IRS may conclude between A
and B, the two responsible persons for the
position, who is primarily responsible and
may assess a section 6694 penalty against A
or B, but not both, as the primarily respon-
sible tax return preparer.

(c) Understatement of liability. For
purposes of this section, an ‘‘under-
statement of liability”’ exists if, view-
ing the return or claim for refund as a
whole, there is an understatement of
the net amount payable with respect to
any tax imposed by the Internal Rev-
enue Code (Code), or an overstatement
of the net amount creditable or refund-
able with respect to any tax imposed
by the Code. The net amount payable
in a taxable year with respect to the
return for which the tax return pre-
parer engaged in conduct proscribed by
section 6694 is not reduced by any
carryback. Tax imposed by the Code
does not include additions to the tax,
additional amounts, and assessable
penalties imposed by subchapter 68 of
the Code. Except as provided in para-
graph (d) of this section, the deter-
mination of whether an understate-
ment of liability exists may be made in
a proceeding involving the tax return
preparer that is separate and apart
from any proceeding involving the tax-
payer.

(d) Abatement of penalty where tax-
payer’s liability not understated. If a pen-
alty under section 6694(a) or (b) con-
cerning a return or claim for refund
has been assessed against one or more
tax return preparers, and if it is estab-
lished at any time in a final adminis-
trative determination or a final judi-
cial decision that there was no under-
statement of liability relating to the
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position(s) on the return or claim for
refund, then—

(1) The assessment shall be abated;
and

(2) If any amount of the penalty was
paid, that amount shall be refunded to
the person or persons who so paid, as if
the payment were an overpayment of
tax, without consideration of any pe-
riod of limitations.

(e) Verification of information fur-
nished by taxpayer or other party—(1) In
general. For purposes of sections 6694(a)
and (b) (including demonstrating that a
position complied with relevant stand-
ards under section 6694(a) and dem-
onstrating reasonable cause and good
faith under §1.6694-2(e)), the tax return
preparer generally may rely in good
faith without verification upon infor-
mation furnished by the taxpayer. A
tax return preparer also may rely in
good faith and without verification
upon information and advice furnished
by another advisor, another tax return
preparer or other party (including an-
other advisor or tax return preparer at
the tax return preparer’s firm). The tax
return preparer is not required to
audit, examine or review books and
records, business operations, docu-
ments, or other evidence to verify inde-
pendently information provided by the
taxpayer, advisor, other tax return pre-
parer, or other party. The tax return
preparer, however, may not ignore the
implications of information furnished
to the tax return preparer or actually
known by the tax return preparer. The
tax return preparer must make reason-
able inquiries if the information as fur-
nished appears to be incorrect or in-
complete. Additionally, some provi-
sions of the Code or regulations require
that specific facts and circumstances
exist (for example, that the taxpayer
maintain specific documents) before a
deduction or credit may be claimed.
The tax return preparer must make ap-
propriate inquiries to determine the
existence of facts and circumstances
required by a Code section or regula-
tion as a condition of the claiming of a
deduction or credit.

(2) Verification of information on pre-
viously filed returns. For purposes of
section 6694(a) and (b) (including meet-
ing the reasonable to believe that the
position would more likely than not be
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sustained on its merits and reasonable
basis standards in §§1.6694-2(b) and
(d)(2), and demonstrating reasonable
cause and good faith under §1.6694—
2(e)), a tax return preparer may rely in
good faith without verification upon a
tax return that has been previously
prepared by a taxpayer or another tax
return preparer and filed with the IRS.
For example, a tax return preparer who
prepares an amended return (including
a claim for refund) need not verify the
positions on the original return. The
tax return preparer, however, may not
ignore the implications of information
furnished to the tax return preparer or
actually known by the tax return pre-
parer. The tax return preparer must
make reasonable inquiries if the infor-
mation as furnished appears to be in-
correct or incomplete. The tax return
preparer must confirm that the posi-
tion being relied upon has not been ad-
justed by examination or otherwise.

(3) Examples. The provisions of this
paragraph (e) are illustrated by the fol-
lowing examples:

Example 1. During an interview conducted
by Preparer E, a taxpayer stated that he had
made a charitable contribution of real estate
in the amount of $50,000 during the tax year,
when in fact he had not made this charitable
contribution. E did not inquire about the ex-
istence of a qualified appraisal or complete a
Form 8283, Noncash Charitable Contribu-
tions, in accordance with the reporting and
substantiation requirements under section
170(f)(11). E reported a deduction on the tax
return for the charitable contribution, which
resulted in an understatement of liability for
tax, and signed the tax return as the tax re-
turn preparer. E is subject to a penalty
under section 6694.

Example 2. While preparing the 2008 tax re-
turn for an individual taxpayer, Preparer F
realizes that the taxpayer did not provide a
Form 1099-INT, ‘‘Interest Income’, for a
bank account that produced significant tax-
able income in 2007. When F inquired about
any other income, the taxpayer furnished
the Form 1099-INT to F for use in prepara-
tion of the 2008 tax return. F did not know
that the taxpayer owned an additional bank
account that generated taxable income for
2008, and the taxpayer did not reveal this in-
formation to the tax return preparer not-
withstanding F’s general inquiry about any
other income. F signed the taxpayer’s return
as the tax return preparer. F is not subject
to a penalty under section 6694.

Example 3. In preparing a tax return, for
purposes of determining the deductibility of
a contribution by an employer for a qualified
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pension plan, Accountant G relies on a com-
putation of the section 404 limit on deduct-
ible amounts made by the enrolled actuary
for the plan. On the basis of this calculation,
G completed and signed the tax return. It is
later determined that there is an understate-
ment of liability for tax that resulted from
the overstatement of the section 404 limit on
deductible amounts made by the actuary. G
had no reason to believe that the actuary’s
calculation of the limit on deductible con-
tributions was incorrect or incomplete, and
the calculation appeared reasonable on its
face. G was also not aware at the time the
return was prepared of any reason why the
actuary did not know all of the relevant
facts or that the calculation of the limit on
deductible contributions was no longer reli-
able due to developments in the law since
the time the calculation was given. G is not
subject to a penalty under section 6694. The
actuary, however, may be subject to penalty
under section 6694 if the calculation provided
by the actuary constitutes a substantial por-
tion of the tax return within the meaning of
§301.7701-15(b)(3) of this chapter.

(f) Income derived (or to be derived)
with respect to the return or claim for re-
fund—@1) In general. For purposes of
sections 6694(a) and (b), income derived
(or to be derived) means all compensa-
tion the tax return preparer receives or
expects to receive with respect to the
engagement of preparing the return or
claim for refund or providing tax ad-
vice (including research and consulta-
tion) with respect to the position(s)
taken on the return or claim for refund
that gave rise to the understatement.
In the situation of a tax return pre-
parer who is not compensated directly
by the taxpayer, but rather by a firm
that employs the tax return preparer
or with which the tax return preparer
is associated, income derived (or to be de-
rived) means all compensation the tax
return preparer receives from the firm
that can be reasonably allocated to the
engagement of preparing the return or
claim for refund or providing tax ad-
vice (including research and consulta-
tion) with respect to the position(s)
taken on the return or claim for refund
that gave rise to the understatement.
In the situation where a firm that em-
ploys the individual tax return pre-
parer (or the firm of which the indi-
vidual tax return preparer is a partner,
member, shareholder, or other equity
holder) is subject to a penalty under
section 6694(a) or (b) pursuant to the
provisions in §§1.6694-2(a)(2) or 1.6694—
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3(a)(2), income derived (or to be derived)
means all compensation the firm re-
ceives or expects to receive with re-
spect to the engagement of preparing
the return or claim for refund or pro-
viding tax advice (including research
and consultation) with respect to the
position(s) taken on the return or
claim for refund that gave rise to the
understatement.

(2) Compensation—(i) Multiple engage-
ments. For purposes of applying para-
graph (f)(1) of this section, if the tax
return preparer or the tax return pre-
parer’s firm has multiple engagements
related to the same return or claim for
refund, only those engagements relat-
ing to the position(s) taken on the re-
turn or claim for refund that gave rise
to the understatement are considered
for purposes of calculating the income
derived (or to be derived) with respect
to the return or claim for refund.

(i1) Reasonable allocation. For pur-
poses of applying paragraph (f)(1) of
this section, only compensation for tax
advice that is given with respect to
events that have occurred at the time
the advice is rendered and that relates
to the position(s) giving rise to the un-
derstatement will be taken into ac-
count for purposes of calculating the
section 6694(a) and (b) penalties. If a
lump sum fee is received that includes
amounts not taken into account under
the preceding sentence, the amount of
income derived will be based on a rea-
sonable allocation of the lump sum fee
between the tax advice giving rise to
the penalty and the advice that does
not give rise to the penalty.

(iii) Fee refunds. For purposes of ap-
plying paragraph (f)(1) of this section, a
refund to the taxpayer of all or part of
the amount paid to the tax return pre-
parer or the tax return preparer’s firm
will not reduce the amount of the sec-
tion 6694 penalty assessed. A refund in
this context does not include a dis-
counted fee or alternative billing ar-
rangement for the services provided.

(iv) Reduction of compensation. For
purposes of applying paragraph (f)(1) of
this section, it may be concluded based
upon information provided by the tax
return preparer or the tax return pre-
parer’s firm that an appropriate alloca-
tion of compensation attributable to
the position(s) giving rise to the under-
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statement on the return or claim for
refund is less than the total amount of
compensation associated with the en-
gagement. For example, the number of
hours of the engagement spent on the
position(s) giving rise to the under-
statement may be less than the total
hours associated with the engagement.
If this is concluded, the amount of the
penalty will be calculated based upon
the compensation attributable to the
position(s) giving rise to the under-
statement. Otherwise, the total
amount of compensation from the en-
gagement will be the amount of income
derived for purposes of calculating the
penalty under section 6694.

(3) Individual and firm allocation. If
both an individual within a firm and a
firm that employs the individual (or
the firm of which the individual is a
partner, member, shareholder, or other
equity holder) are subject to a penalty
under section 6694(a) or (b) pursuant to
the provisions in §§1.6694-2(a)(2) or
1.6694-3(a)(2), the amount of penalties
assessed against the individual and the
firm shall not exceed 50 percent of the
income derived (or to be derived) by
the firm from the engagement of pre-
paring the return or claim for refund or
providing tax advice (including re-
search and consultation) with respect
to the position(s) taken on the return
or claim for refund that gave rise to
the understatement. The portion of the
total amount of the penalty assessed
against the individual tax return pre-
parer shall not exceed 50 percent of the
individual’s compensation as deter-
mined under paragraphs (f)(1) and (2) of
this section.

(4) Examples. The provisions of this
paragraph (f) are illustrated by the fol-
lowing examples:

Example 1. Signing Tax Return Preparer H
is engaged by a taxpayer and paid a total of
$21,000. Of this amount, $20,000 relates to re-
search and consultation regarding a trans-
action that is later reported on a return, and
$1,000 is for the activities relating to the
preparation of the return. Based on H’s hour-
ly rates, a reasonable allocation of the
amount of compensation related to the ad-
vice rendered prior to the occurrence of
events that are the subject of the advice is
$5,000. The remaining compensation of $16,000
is considered to be compensation related to
the advice rendered after the occurrence of
events that are the subject of the advice and
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return preparation. The income derived by H
with respect to the return for purposes of
computing the penalty under section 6694(a)
is $16,000, and the amount of the penalty im-
posed under section 6694(a) is $8,000.

Example 2. Accountants I, J, and K are em-
ployed by Firm L. I is a principal manager of
Firm L and provides corporate tax advice for
the taxpayer after all events have occurred
subject to an engagement for corporate tax
advice. J provides international tax advice
for the taxpayer after all events have oc-
curred subject to a different engagement for
international tax advice. K prepares and
signs the taxpayer’s return under a general
tax services engagement. I's advice is the
source of an understatement on the return
and the advice constitutes preparation of a
substantial portion of the return within the
meaning of §301.7701-15(b) of this chapter. I is
the nonsigning tax return preparer within
the firm with overall supervisory responsi-
bility for the position on the taxpayer’s re-
turn giving rise to an understatement. Thus,
I is the tax return preparer who is primarily
responsible for the position on the taxpayer’s
return giving rise to the understatement. Be-
cause K’s signature as the signing tax return
preparer is on the return, the IRS advises K
that K may be subject to the section 6694(a)
penalty. K provides credible information
that I is the tax return preparer with pri-
mary responsibility for the position that
gave rise to the understatement. The IRS,
therefore, assesses the section 6694 penalty
against I. The portion of the total amount of
the penalty allocable to I does not exceed 50
percent of that part of I's compensation that
is attributable to the corporate tax advice
engagement. In the event that Firm L is also
liable under the provisions in §1.6694-2(a)(2),
the IRS assesses the section 6694 penalty in
an amount not exceeding 50 percent of Firm
L’s firm compensation based on the engage-
ment relating to the corporate tax advice
services provided by I where there is no ap-
plicable reduction in compensation pursuant
to §1.6694-1(f)(2)(iii).

Example 3. Same facts as Example 2, except
that I provides the advice on the corporate
matter when the events have not yet oc-
curred. I's advice is the cause of an under-
statement position on the return, but I is not
a tax return preparer pursuant to §301.7701-
15(b)(2) or (3) of this chapter. K is not limited
to reliance on persons who provide post-
transactional advice if such reliance is rea-
sonable and in good faith. Further, K has
reasonable cause because K relied on I for
the advice on the corporate tax matter. I, K
and Firm L are not liable for the section 6694
penalty.

Example 4. Attorney M is an employee of
Firm N with a salary of $75,000 per year. M
performs tax preparation work for Client O.
Client O’s return contains a position that re-
sults in an understatement subject to the
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section 6694 penalty. M spent 100 hours on
the position (out of a total 2,000 billed during
the year). The total fees earned by Firm N
with respect to the position reflected on Cli-
ent O’s return are $50,000. If M is subject to
the penalty, the penalty amount computed
under the 50 percent of income standard is .5
% (100/2,000) x $75,000 = $1,875. If Firm N is sub-
ject to the penalty, the penalty amount com-
puted under the 50% of income standard is .5
x $50,000 = $25,000, less any penalty amount
imposed against M. If a penalty of $1,875 was
assessed against M and Firm N was subject
to the penalty, a penalty of $23,1256 would be
the amount of penalty assessed against Firm
N.

(g) Effective/applicability date. This
section is applicable to returns and
claims for refund filed, and advice pro-
vided, after December 31, 2008.

[T.D. 9436, 73 FR 78439, Dec. 22, 2008, as
amended at 74 FR 5104, Jan. 29, 2009]

§1.6694-2 Penalty for understatement
due to an unreasonable position.

(a) In general—(1) Proscribed conduct.
Except as otherwise provided in this
section, a tax return preparer is liable
for a penalty under section 6694(a)
equal to the greater of $1,000 or 50 per-
cent of the income derived (or to be de-
rived) by the tax return preparer for
any return or claim for refund that it
prepares that results in an understate-
ment of liability due to a position if
the tax return preparer knew (or rea-
sonably should have known) of the po-
sition and either—

(i) The position is with respect to a
tax shelter (as defined in section
6662(d)(2)(C)(ii)) or a reportable trans-
action to which section 6662A applies,
and it was not reasonable to believe
that the position would more likely
than not be sustained on its merits;

(ii) The position was not disclosed as
provided in this section, the position is
not with respect to a tax shelter (as de-
fined in section 6662(d)(2)(C)(ii)) or a re-
portable transaction to which section
6662A applies, and there was not sub-
stantial authority for the position; or

(iii) The position (other than a posi-
tion with respect to a tax shelter or a
reportable transaction to which section
6662A applies) was disclosed as provided
in this section but there was no reason-
able basis for the position.

(2) Special rule for corporations, part-
nerships, and other firms. A firm that
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employs a tax return preparer subject
to a penalty under section 6694(a) (or a
firm of which the individual tax return
preparer is a partner, member, share-
holder or other equity holder) is also
subject to penalty if, and only if—

(i) One or more members of the prin-
cipal management (or principal offi-
cers) of the firm or a branch office par-
ticipated in or knew of the conduct
proscribed by section 6694(a);

(ii) The corporation, partnership, or
other firm entity failed to provide rea-
sonable and appropriate procedures for
review of the position for which the
penalty is imposed; or

(iii) The corporation, partnership, or
other firm entity disregarded its rea-
sonable and appropriate review proce-
dures through willfulness, recklessness,
or gross indifference (including ignor-
ing facts that would lead a person of
reasonable prudence and competence to
investigate or ascertain) in the formu-
lation of the advice, or the preparation
of the return or claim for refund, that
included the position for which the
penalty is imposed.

(b) Reasonable to believe that the posi-
tion would more likely than not be sus-
tained on its merits—(1) In general. If a
position is with respect to a tax shelter
(as defined in section 6662(d)(2)(C)(ii))
or a reportable transaction to which
section 6662A applies, it is ‘‘reasonable
to believe that a position would more
likely than not be sustained on its
merits’ if the tax return preparer ana-
lyzes the pertinent facts and authori-
ties and, in reliance upon that anal-
ysis, reasonably concludes in good
faith that the position has a greater
than 50 percent likelihood of being sus-
tained on its merits. In reaching this
conclusion, the possibility that the po-
sition will not be challenged by the In-
ternal Revenue Service (IRS) (for ex-
ample, because the taxpayer’s return
may not be audited or because the
issue may not be raised on audit) is not
to be taken into account. The analysis
prescribed by §1.6662-4(d)(3)(ii) (or any
successor provision) for purposes of de-
termining whether substantial author-
ity is present applies for purposes of
determining whether the more likely
than not standard is satisfied. Whether
a tax return preparer meets this stand-
ard will be determined based upon all
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facts and circumstances, including the
tax return preparer’s diligence. In de-
termining the level of diligence in a
particular situation, the tax return
preparer’s experience with the area of
Federal tax law and familiarity with
the taxpayer’s affairs, as well as the
complexity of the issues and facts, will
be taken into account. A tax return
preparer may reasonably believe that a
position more likely than not would be
sustained on its merits despite the ab-
sence of other types of authority if the
position is supported by a well-rea-
soned construction of the applicable
statutory provision. For purposes of
determining whether it is reasonable to
believe that the position would more
likely than not be sustained on the
merits, a tax return preparer may rely
in good faith without verification upon
information furnished by the taxpayer
and information and advice furnished
by another advisor, another tax return
preparer, or other party (including an-
other advisor or tax return preparer at
the tax return preparer’s firm), as pro-
vided in §§1.6694-1(e) and 1.6694-2(e)(5).

(2) Authorities. The authorities con-
sidered in determining whether a posi-
tion satisfies the more likely than not
standard are those authorities provided
in §1.6662-4(d)(3)(iii) (or any successor
provision).

(3) Written determinations. The tax re-
turn preparer may avoid the section
6694(a) penalty by taking the position
that the tax return preparer reason-
ably believed that the taxpayer’s posi-
tion satisfies the ‘“‘more likely than
not” standard if the taxpayer is the
subject of a ‘“‘written determination”
as provided in §1.6662-4(d)(3)(iv)(A).

(4) Taxpayer’s jurisdiction. The appli-
cability of court cases to the taxpayer
by reason of the taxpayer’s residence in
a particular jurisdiction is not taken
into account in determining whether it
is reasonable to believe that the posi-
tion would more likely than not be sus-
tained on the merits. Notwithstanding
the preceding sentence, the tax return
preparer may reasonably believe that
the position would more likely than
not be sustained on the merits if the
position is supported by controlling
precedent of a United States Court of
Appeals to which the taxpayer has a
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right of appeal with respect to the
item.

(5) When “‘more likely than not’’ stand-
ard must be satisfied. For purposes of
this section, the requirement that a po-
sition satisfies the ‘“‘more likely than
not” standard must be satisfied on the
date the return is deemed prepared, as
prescribed by §1.6694-1(a)(2).

(c) [Reserved]

(d) Ezxception for adequate disclosure of
positions with a reasonable basis—(1) In
general. The section 6694(a) penalty will
not be imposed on a tax return pre-
parer if the position taken (other than
a position with respect to a tax shelter
or a reportable transaction to which
section 6662A applies) has a reasonable
basis and is adequately disclosed with-
in the meaning of paragraph (c)(3) of
this section. For an exception to the
section 6694(a) penalty for reasonable
cause and good faith, see paragraph (e)
of this section.

(2) Reasonable basis. For purposes of
this section, ‘‘reasonable basis’’ has the
same meaning as in §1.6662-3(b)(3) or
any successor provision of the accu-
racy-related penalty regulations. For
purposes of determining whether the
tax return preparer has a reasonable
basis for a position, a tax return pre-
parer may rely in good faith without
verification upon information fur-
nished by the taxpayer and informa-
tion and advice furnished by another
advisor, another tax return preparer,
or other party (including another advi-
sor or tax return preparer at the tax re-
turn preparer’s firm), as provided in
§§1.6694-1(e) and 1.6694-2(e)(5).

(3) Adequate disclosure—(i) Signing tax
return preparers. In the case of a signing
tax return preparer within the meaning
of §301.7701-15(b)(1) of this chapter, dis-
closure of a position (other than a posi-
tion with respect to a tax shelter or a
reportable transaction to which section
6662A applies) for which there is a rea-
sonable basis but for which there is not
substantial authority is adequate if the
tax return preparer meets any of the
following standards:

(A) The position is disclosed in ac-
cordance with §1.6662-4(f) (which per-
mits disclosure on a properly com-
pleted and filed Form 8275, ‘“‘Disclosure
Statement,” or Form 8275-R, ‘“‘Regula-
tion Disclosure Statement,” as appro-
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priate, or on the tax return in accord-
ance with the annual revenue proce-
dure described in §1.6662-4(f)(2));

(B) The tax return preparer provides
the taxpayer with the prepared tax re-
turn that includes the disclosure in ac-
cordance with §1.6662-4(f); or

(C) For returns or claims for refund
that are subject to penalties pursuant
to section 6662 other than the accu-
racy-related penalty attributable to a
substantial understatement of income
tax under section 6662(b)(2) and (d), the
tax return preparer advises the tax-
payer of the penalty standards applica-
ble to the taxpayer under section 6662.
The tax return preparer must also con-
temporaneously document the advice
in the tax return preparer’s files.

(ii) Nonsigning tax return preparers. In
the case of a nonsigning tax return pre-
parer within the meaning of §301.7701-
15(b)(2) of this chapter, disclosure of a
position (other than a position with re-
spect to a tax shelter or a reportable
transaction to which section 6662A ap-
plies) that satisfies the reasonable
basis standard but does not satisfy the
substantial authority standard is ade-
quate if the position is disclosed in ac-
cordance with §1.6662-4(f) (which per-
mits disclosure on a properly com-
pleted and filed Form 8275 or Form
8275-R, as applicable, or on the return
in accordance with an annual revenue
procedure described in §1.6662—-4(f)(2)).
In addition, disclosure of a position is
adequate in the case of a nonsigning
tax return preparer if, with respect to
that position, the tax return preparer
complies with the provisions of para-
graph (¢)(3)(ii)(A) or (B) of this section,
whichever is applicable.

(A) Advice to tarpayers. If a non-
signing tax return preparer provides
advice to the taxpayer with respect to
a position (other than a position with
respect to a tax shelter or a reportable
transaction to which section 6662A ap-
plies) for which there is a reasonable
basis but for which there is not sub-
stantial authority, disclosure of that
position is adequate if the tax return
preparer advises the taxpayer of any
opportunity to avoid penalties under
section 6662 that could apply to the po-
sition, if relevant, and of the standards
for disclosure to the extent applicable.
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The tax return preparer must also con-
temporaneously document the advice
in the tax return preparer’s files. The
contemporaneous documentation
should reflect that the affected tax-
payer has been advised by a tax return
preparer in the firm of the potential
penalties and the opportunity to avoid
penalty through disclosure.

(B) Advice to another taxr return pre-
parer. If a nonsigning tax return pre-
parer provides advice to another tax re-
turn preparer with respect to a posi-
tion (other than a position with respect
to a tax shelter or a reportable trans-
action to which section 6662A applies)
for which there is a reasonable basis
but for which there is not substantial
authority, disclosure of that position is
adequate if the tax return preparer ad-
vises the other tax return preparer
that disclosure under section 6694(a)
may be required. The tax return pre-
parer must also contemporaneously
document the advice in the tax return
preparer’s files. The contemporaneous
documentation should reflect that the
tax return preparer outside the firm
has been advised that disclosure under
section 6694(a) may be required. In ad-
dition, disclosure of a position is ade-
quate in the case of a nonsigning tax
return preparer if, with respect to that
position, the tax return preparer com-
plies with the provisions of paragraph
(A)(3)({i)(A) or (B) of this section,
whichever is applicable.

(iii) Requirements for advice. For pur-
poses of satisfying the disclosure
standards of paragraphs (d)(3)(1)(C) and
(ii) of this section, each return position
for which there is a reasonable basis
but for which there is not substantial
authority must be addressed by the tax
return preparer. The advice to the tax-
payer with respect to each position,
therefore, must be particular to the
taxpayer and tailored to the taxpayer’s
facts and circumstances. The tax re-
turn preparer is required to contem-
poraneously document the fact that
the advice was provided. There is no
general pro forma language or special
format required for a tax return pre-
parer to comply with these rules. A
general disclaimer will not satisfy the
requirement that the tax return pre-
parer provide and contemporaneously
document advice regarding the likeli-
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hood that a position will be sustained
on the merits and the potential appli-
cation of penalties as a result of that
position. Tax return preparers, how-
ever, may rely on established forms or
templates in advising clients regarding
the operation of the penalty provisions
of the Internal Revenue Code. A tax re-
turn preparer may choose to comply
with the documentation standard in
one document addressing each position
or in multiple documents addressing
all of the positions.

(iv) Pass-through entities. Disclosure
in the case of items attributable to a
pass-through entity is adequate if
made at the entity level in accordance
with the rules in §1.6662-4(f)(5) or at
the entity level in accordance with the
rules in paragraphs (d)(3)(i) or (ii) of
this section.

(v) Examples. The provisions of para-
graph (d)(3) of this section are illus-
trated by the following examples:

Example 1. An individual taxpayer hires Ac-
countant R to prepare its income tax return.
A particular position taken on the tax re-
turn does not have substantial authority al-
though there is a reasonable basis for the po-
sition. The position is not with respect to a
tax shelter or a reportable transaction to
which section 6662A applies. R prepares and
signs the tax return and provides the tax-
payer with the prepared tax return that in-
cludes the Form 8275, ‘“Disclosure State-
ment,” disclosing the position taken on the
tax return. The individual taxpayer signs
and files the tax return without disclosing
the position. The IRS later challenges the
position taken on the tax return, resulting
in an understatement of liability. R is not
subject to a penalty under section 6694.

Example 2. Attorney S advises a large cor-
porate taxpayer concerning the proper treat-
ment of complex entries on the corporate
taxpayer’s tax return. S has reason to know
that the tax attributable to the entries is a
substantial portion of the tax required to be
shown on the tax return within the meaning
of §301.7701-15(b)(3). When providing the ad-
vice, S concludes that one position does not
have substantial authority, although the po-
sition meets the reasonable basis standard.
The position is not with respect to a tax
shelter or a reportable transaction to which
section 6662A applies. S advises the corporate
taxpayer that the position lacks substantial
authority and the taxpayer may be subject
to an accuracy-related penalty under section
6662 unless the position is disclosed in a dis-
closure statement included in the return. S
also documents the fact that this advice was
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contemporaneously provided to the cor-
porate taxpayer at the time the advice was
provided. Neither S nor any other attorney
within S’s firm signs the corporate tax-
payer’s return as a tax return preparer, but
the advice by S constitutes preparation of a
substantial portion of the tax return, and S
is the individual with overall supervisory re-
sponsibility for the position giving rise to
the understatement. Thus, S is a tax return
preparer for purposes of section 6694. S, how-
ever, will not be subject to a penalty under
section 6694.

(e) Exception for reasonable cause and
good faith. The penalty under section
6694(a) will not be imposed if, consid-
ering all the facts and circumstances,
it is determined that the understate-
ment was due to reasonable cause and
that the tax return preparer acted in
good faith. Factors to consider include:

(1) Nature of the error causing the un-
derstatement. The error resulted from a
provision that was complex, uncom-
mon, or highly technical, and a com-
petent tax return preparer of tax re-
turns or claims for refund of the type
at issue reasonably could have made
the error. The reasonable cause and
good faith exception, however, does not
apply to an error that would have been
apparent from a general review of the
return or claim for refund by the tax
return preparer.

(2) Frequency of errors. The under-
statement was the result of an isolated
error (such as an inadvertent mathe-
matical or clerical error) rather than a
number of errors. Although the reason-
able cause and good faith exception
generally applies to an isolated error,
it does not apply if the isolated error is
so obvious, flagrant, or material that it
should have been discovered during a
review of the return or claim for re-
fund. Furthermore, the reasonable
cause and good faith exception does not
apply if there is a pattern of errors on
a return or claim for refund even
though any one error, in isolation,
would have qualified for the reasonable
cause and good faith exception.

(38) Materiality of errors. The under-
statement was not material in relation
to the correct tax liability. The reason-
able cause and good faith exception
generally applies if the understatement
is of a relatively immaterial amount.
Nevertheless, even an immaterial un-
derstatement may not qualify for the
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reasonable cause and good faith excep-
tion if the error or errors creating the
understatement are sufficiently obvi-
ous Or numerous.

(4) Tax return preparer’s normal office
practice. The tax return preparer’s nor-
mal office practice, when considered
together with other facts and cir-
cumstances, such as the knowledge of
the tax return preparer, indicates that
the error in question would occur rare-
ly and the normal office practice was
followed in preparing the return or
claim for refund in question. Such a
normal office practice must be a sys-
tem for promoting accuracy and con-
sistency in the preparation of returns
or claims for refund and generally
would include, in the case of a signing
tax return preparer, checklists, meth-
ods for obtaining necessary informa-
tion from the taxpayer, a review of the
prior year’s return, and review proce-
dures. Notwithstanding these rules, the
reasonable cause and good faith excep-
tion does not apply if there is a fla-
grant error on a return or claim for re-
fund, a pattern of errors on a return or
claim for refund, or a repetition of the
same or similar errors on numerous re-
turns or claims for refund.

(6) Reliance on advice of others. For
purposes of demonstrating reasonable
cause and good faith, a tax return pre-
parer may rely without verification
upon advice and information furnished
by the taxpayer and information and
advice furnished by another advisor,
another tax return preparer or other
party, as provided in §1.6694-1(e). The
tax return preparer may rely in good
faith on the advice of, or schedules or
other documents prepared by, the tax-
payer, another advisor, another tax re-
turn preparer, or other party (includ-
ing another advisor or tax return pre-
parer at the tax return preparer’s
firm), who the tax return preparer had
reason to believe was competent to
render the advice or other information.
The advice or information may be writ-
ten or oral, but in either case the bur-
den of establishing that the advice or
information was received is on the tax
return preparer. A tax return preparer
is not considered to have relied in good
faith if—

(i) The advice or information is un-
reasonable on its face;
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(ii) The tax return preparer knew or
should have known that the other
party providing the advice or informa-
tion was not aware of all relevant
facts; or

(iii) The tax return preparer knew or
should have known (given the nature of
the tax return preparer’s practice), at
the time the return or claim for refund
was prepared, that the advice or infor-
mation was no longer reliable due to
developments in the law since the time
the advice was given.

(6) Reliance on generally accepted ad-
ministrative or industry practice. The tax
return preparer reasonably relied in
good faith on generally accepted ad-
ministrative or industry practice in
taking the position that resulted in the
understatement. A tax return preparer
is not considered to have relied in good
faith if the tax return preparer knew or
should have known (given the nature of
the tax return preparer’s practice), at
the time the return or claim for refund
was prepared, that the administrative
or industry practice was no longer reli-
able due to developments in the law or
IRS administrative practice since the
time the practice was developed.

(f) Effective/applicability date. This
section is applicable to returns and
claims for refund filed, and advice pro-
vided, after December 31, 2008.

[T.D. 9436, 73 FR 78442, Dec. 22, 2008, as
amended at 74 FR 5104, Jan. 29, 2009]

§1.6694-3 Penalty for understatement
due to willful, reckless, or inten-
tional conduct.

(a) In general—(1) Proscribed conduct.
A tax return preparer is liable for a
penalty under section 6694(b) equal to
the greater of $5,000 or 50 percent of the
income derived (or to be derived) by
the tax return preparer if any part of
an understatement of liability for a re-
turn or claim for refund that is pre-
pared is due to—

(i) A willful attempt by a tax return
preparer to understate in any manner
the liability for tax on the return or
claim for refund; or

(ii) Any reckless or intentional dis-
regard of rules or regulations by a tax
return preparer.

(2) Special rule for corporations, part-
nerships, and other firms. A firm that
employs a tax return preparer subject
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to a penalty under section 6694(b) (or a
firm of which the individual tax return
preparer is a partner, member, share-
holder or other equity holder) is also
subject to penalty if, and only if—

(i) One or more members of the prin-
cipal management (or principal offi-
cers) of the firm or a branch office par-
ticipated in or knew of the conduct
proscribed by section 6694(b);

(ii) The corporation, partnership, or
other firm entity failed to provide rea-
sonable and appropriate procedures for
review of the position for which the
penalty is imposed; or

(iii) The corporation, partnership, or
other firm entity disregarded its rea-
sonable and appropriate review proce-
dures through willfulness, recklessness,
or gross indifference (including ignor-
ing facts that would lead a person of
reasonable prudence and competence to
investigate or ascertain) in the formu-
lation of the advice, or the preparation
of the return or claim for refund, that
included the position for which the
penalty is imposed.

(b) Willful attempt to understate liabil-
ity. A preparer is considered to have
willfully attempted to understate 1li-
ability if the preparer disregards, in an
attempt wrongfully to reduce the tax
liability of the taxpayer, information
furnished by the taxpayer or other per-
sons. For example, if a preparer dis-
regards information concerning certain
items of taxable income furnished by
the taxpayer or other persons, the pre-
parer is subject to the penalty. Simi-
larly, if a taxpayer states to a preparer
that the taxpayer has only two depend-
ents, and the preparer reports six de-
pendents on the return, the preparer is
subject to the penalty.

(c) Reckless or intentional disregard. (1)
Except as provided in paragraphs (c)(2)
and (c¢)(3) of this section, a preparer is
considered to have recklessly or inten-
tionally disregarded a rule or regula-
tion if the preparer takes a position on
the return or claim for refund that is
contrary to a rule or regulation (as de-
fined in paragraph (f) of this section)
and the preparer knows of, or is reck-
less in not knowing of, the rule or reg-
ulation in question. A preparer is reck-
less in not knowing of a rule or regula-
tion if the preparer makes little or no
effort to determine whether a rule or
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regulation exists, under circumstances
which demonstrate a substantial devi-
ation from the standard of conduct
that a reasonable preparer would ob-
serve in the situation.

(2) A tax return preparer is not con-
sidered to have recklessly or inten-
tionally disregarded a rule or regula-
tion if the position contrary to the rule
or regulation has a reasonable basis as
defined in §1.6694-2(d)(2) and is ade-
quately disclosed in accordance with
§§1.6694-2(d)(3)(1)(A) or (C) or 1.6694-
2(d)(3)(ii). In the case of a position con-
trary to a regulation, the position
must represent a good faith challenge
to the validity of the regulation and,
when disclosed in accordance with
§§1.6694-2(d)(3)(i)(A) or (C) or 1.6694-
2(d)(3)(ii), the tax return preparer must
identify the regulation being chal-
lenged. For purposes of this section,
disclosure on the return in accordance
with an annual revenue procedure
under §1.6662-4(f)(2) is not applicable.

(3) In the case of a position contrary
to a revenue ruling or notice (other
than a notice of proposed rulemaking)
published by the Internal Revenue
Service in the Internal Revenue Bul-
letin, a tax return preparer also is not
considered to have recklessly or inten-
tionally disregarded the ruling or no-
tice if the position meets the substan-
tial authority standard described in
§1.6662-4(d) and is not with respect to a
reportable transaction to which section
6662A applies.

(d) Examples. The provisions of para-
graphs (b) and (c) of this section are il-
lustrated by the following examples:

Example 1. A taxpayer provided Preparer T
with detailed check registers reflecting per-
sonal and business expenses. One of the ex-
penses was for domestic help, and this ex-
pense was identified as personal on the check
register. T knowingly deducted the expenses
of the taxpayer’s domestic help as wages
paid in the taxpayer’s business. T is subject
to the penalty under section 6694(b).

Example 2. A taxpayer provided Preparer U
with detailed check registers to compute the
taxpayer’s expenses. U, however, knowingly
overstated the expenses on the return. After
adjustments by the examiner, the tax liabil-
ity increased significantly. Because U dis-
regarded information provided in the check
registers, U is subject to the penalty under
section 6694(b).

Example 3. Preparer V prepares a tax-
payer’s return in 2009 and encounters certain
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expenses incurred in the purchase of a busi-
ness. Final regulations provide that such ex-
penses incurred in the purchase of a business
must be capitalized. One U.S. Tax Court case
decided in 2006 has expressly invalidated that
portion of the regulations. There are no
courts that ruled favorably with respect to
the validity of that portion of the regula-
tions and there are no other authorities ex-
isting on the issue. Under these facts, V will
have a reasonable basis for the position as
defined in §1.6694-2(d)(2) and will not be sub-
ject to the section 6694(b) penalty if the posi-
tion is adequately disclosed in accordance
with paragraph (c)(2) of this section because
the position represents a good faith chal-
lenge to the validity of the regulations.

(e) Rules or regulations. The term rules
or regulations includes the provisions of
the Internal Revenue Code (Code), tem-
porary or final Treasury regulations
issued under the Code, and revenue rul-
ings or notices (other than notices of
proposed rulemaking) issued by the In-
ternal Revenue Service and published
in the Internal Revenue Bulletin.

(f) Section 6694(b) penalty reduced by
section 6694(a) penalty. The amount of
any penalty to which a tax return pre-
parer may be subject under section
6694(b) for a return or claim for refund
is reduced by any amount assessed and
collected against the tax return pre-
parer under section 6694(a) for the same
position on a return or claim for re-
fund.

(g) Effective/applicability date. This
section is applicable to returns and
claims for refund filed, and advice pro-
vided, after December 31, 2008.

(h) Burden of proof. In any proceeding
with respect to the penalty imposed by
section 6694(b), the Government bears
the burden of proof on the issue of
whether the preparer willfully at-
tempted to understate the liability for
tax. See section 7427. The preparer
bears the burden of proof on such other
issues as whether—

(1) The preparer recklessly or inten-
tionally disregarded a rule or regula-
tion;

(2) A position contrary to a regula-
tion represents a good faith challenge
to the validity of the regulation; and

577



§1.6694-4

(3) Disclosure was adequately made
in accordance with paragraph (e) of
this section.

[T.D. 8382, 56 FR 67518, Dec. 31, 1991, as
amended by T.D. 9436, 73 FR 78445, Dec. 22,
2008; 74 FR 5104, Jan. 29, 2009]

§1.6694-4 Extension of period of col-
lection when tax return preparer
pays 15 percent of a penalty for un-
derstatement of taxpayer’s liability
and certain other procedural mat-
ters.

(a) In general. (1) The Internal Rev-
enue Service (IRS) will investigate the
preparation by a tax return preparer of
a return of tax under the Internal Rev-
enue Code (Code) or claim for refund of
tax under the Code as described in
§301.7701-15(b)(4) of this chapter, and
will send a report of the examination
to the tax return preparer before the
assessment of either—

(i) A penalty for understating tax li-
ability due to a position for which ei-
ther it was not reasonable to believe
that the position would more likely
than not be sustained on its merits
under section 6694(a) or no substantial
authority, as applicable (or not a rea-
sonable basis for disclosed positions);
or

(ii) A penalty for willful understate-
ment of liability or reckless or inten-
tional disregard of rules or regulations
under section 6694(b).

(2) Unless the period of limitations (if
any) under section 6696(d) may expire
without adequate opportunity for as-
sessment, the IRS will also send, before
assessment of either penalty, a 30-day
letter to the tax return preparer noti-
fying him of the proposed penalty or
penalties and offering an opportunity
to the tax return preparer to request
further administrative consideration
and a final administrative determina-
tion by the IRS concerning the assess-
ment. If the tax return preparer then
makes a timely request, assessment
may not be made until the IRS makes
a final administrative determination
adverse to the tax return preparer.

(3) If the IRS assesses either of the
two penalties described in section
6694(a) and section 6694(b), it will send
to the tax return preparer a statement
of notice and demand, separate from
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any notice of a tax deficiency, for pay-
ment of the amount assessed.

(4) Within 30 days after the day on
which notice and demand of either of
the two penalties described in section
6694(a) and section 6694(b) is made
against the tax return preparer, the
tax return preparer must either—

(i) Pay the entire amount assessed
(and may file a claim for refund of the
amount paid at any time not later than
3 years after the date of payment); or

(ii) Pay an amount which is not less
than 15 percent of the entire amount
assessed with respect to each return or
claim for refund and file a claim for re-
fund of the amount paid.

(5) If the tax return preparer pays an
amount and files a claim for refund
under paragraph (a)(4)(ii) of this sec-
tion, the IRS may not make, begin, or
prosecute a levy or proceeding in court
for collection of the unpaid remainder
of the amount assessed until the later
of—

(i) A date which is more than 30 days
after the earlier of—

(A) The day on which the tax return
preparer’s claim for refund is denied; or

(B) The expiration of 6 months after
the day on which the tax return pre-
parer filed the claim for refund; and

(ii) Final resolution of any pro-
ceeding begun as provided in paragraph
(b) of this section.

(6) The IRS may counterclaim in any
proceeding begun as provided in para-
graph (b) of this section for the unpaid
remainder of the amount assessed.
Final resolution of a proceeding in-
cludes any settlement between the IRS
and the tax return preparer, any final
determination by a court (for which
the period for appeal, if any, has ex-
pired) and, generally, the types of de-
terminations provided under section
1313(a) (relating to taxpayer defi-
ciencies). Notwithstanding  section
7421(a) (relating to suits to restrain as-
sessment or collection), the beginning
of a levy or proceeding in court by the
IRS in contravention of paragraph
(a)(b) of this section may be enjoined
by a proceeding in the proper court.

(b) Preparer must bring suit in district
court to determine liability for penalty.
The IRS may proceed with collection of
the amount of the penalty not paid
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under paragraph (a)(4)(ii) of this sec-
tion if the preparer fails to begin a pro-
ceeding for refund in the appropriate
United States district court within 30
days after the earlier of—

(1) The day on which the preparer’s
claim for refund filed under paragraph
(a)(4)(ii) of this section is denied; or

(2) The expiration of 6 months after
the day on which the preparer filed the
claim for refund.

(c) Suspension of running of period of
limitations on collection. The running of
the period of limitations provided in
section 6502 on the collection by levy
or by a proceeding in court of the un-
paid amount of a penalty or penalties
described in section 6694(a) or section
6694(b) is suspended for the period dur-
ing which the IRS, under paragraph
(a)(b) of this section, may not collect
the unpaid amount of the penalty or
penalties by levy or a proceeding in
court.

(d) Effective/applicability date. This
section is applicable to returns and
claims for refund filed, and advice pro-
vided, after December 31, 2008.

[T.D. 9436, 73 FR 78446, Dec. 22, 2008]

§1.6695-1 Other assessable penalties
with respect to the preparation of
tax returns for other persons.

(a) Failure to furnish copy to taxrpayer.
(1) A person who is a signing tax return
preparer as described in §301.7701-
15(b)(1) of this chapter of any return of
tax or claim for refund of tax under the
Internal Revenue Code (Code), and who
fails to satisfy the requirements im-
posed by section 6107(a) and §1.6107-1(a)
to furnish a copy of the return or claim
for refund to the taxpayer (or non-
taxable entity), shall be subject to a
penalty of $50 for such failure, with a
maximum penalty of $25,000 per person
imposed with respect to each calendar
year, unless it is shown that the failure
is due to reasonable cause and not due
to willful neglect.

(2) No penalty may be imposed under
section 6695(a) and paragraph (a)(1) of
this section upon a tax return preparer
who furnishes a copy of the return or
claim for refund to taxpayers who—

(i) Hold an elected or politically ap-
pointed position with the government
of the United States or a state or polit-
ical subdivision thereof; and

§1.6695-1

(ii) In order faithfully to carry out
their official duties, have so arranged
their affairs that they have less than
full knowledge of the property that
they hold or of the debts for which
they are responsible, if information is
deleted from the copy in order to pre-
serve or maintain this arrangement.

(b) Failure to sign return. (1) An indi-
vidual who is a signing tax return pre-
parer as described in §301.7701-15(b)(1)
of this chapter with respect to a return
of tax or claim for refund of tax under
the Code as described in §301.7701-
15(b)(4) that is not signed electroni-
cally shall sign the return or claim for
refund after it is completed and before
it is presented to the taxpayer (or non-
taxable entity) for signature. For rules
covering electronically signed returns,
see paragraph (b)(2) of this section. If
the signing tax return preparer is un-
available for signature, another tax re-
turn preparer shall review the entire
preparation of the return or claim for
refund, and then shall sign the return
or claim for refund. The tax return pre-
parer shall sign the return in the man-
ner prescribed by the Commissioner in
forms, instructions, or other appro-
priate guidance.

(2) In the case of electronically
signed tax returns, the signing tax re-
turn preparer need not sign the return
prior to presenting a completed copy of
the return to the taxpayer. The signing
tax return preparer, however, must fur-
nish all of the information that will be
transmitted as the electronically
signed tax return to the taxpayer con-
temporaneously with furnishing the
Form 8879, “IRS e-file Signature Au-
thorization,” or other similar Internal
Revenue Service (IRS) e-file signature
form. The information may be fur-
nished on a replica of an official form.
The signing tax return preparer shall
electronically sign the return in the
manner prescribed by the Commis-
sioner in forms, instructions, or other
appropriate guidance.

(3) An individual required by this
paragraph (b) to sign a return or claim
for refund shall be subject to a penalty
of $50 for each failure to sign, with a
maximum of $25,000 per person imposed
with respect to each calendar year, un-
less it is shown that the failure is due
to reasonable cause and not due to
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willful neglect. If the tax return pre-
parer asserts reasonable cause for fail-
ure to sign, the IRS will require a writ-
ten statement to substantiate the tax
return preparer’s claim of reasonable
cause. For purposes of this paragraph
(b), reasonable cause is a cause that
arises despite ordinary care and pru-
dence exercised by the individual tax
return preparer.

(4) Examples. The application of this
paragraph (b) is illustrated by the fol-
lowing examples:

Example 1. Law Firm A employs B, a law-
yer, to prepare for compensation estate tax
returns and claims for refund of taxes. Firm
A is engaged by C to prepare a Federal estate
tax return. Firm A assigns B to prepare the
return. B obtains the information necessary
for completing the return from C and makes
determinations with respect to the proper
application of the tax laws to such informa-
tion in order to determine the estate’s tax li-
ability. B then forwards such information to
D, a computer tax service that performs the
mathematical computations and prints the
return by means of computer processing. D
then sends the completed estate tax return
to B who reviews the accuracy of the return.
B is the individual tax return preparer who
is primarily responsible for the overall accu-
racy of the estate tax return. B must sign
the return as tax return preparer in order to
not be subject to the section 6695(b) penalty.

Example 2. Partnership E is a national ac-
counting firm that prepares returns and
claims for refund of taxes for compensation.
F and G, employees of Partnership E, are in-
volved in preparing the Form 990-T, Exempt
Organization Business Income Tax Return,
for H, a tax exempt organization. After they
complete the return, including the gathering
of the necessary information, analyzing the
proper application of the tax laws to such in-
formation, and the performance of the nec-
essary mathematical computations, I, a su-
pervisory employee of Partnership E, reviews
the return. As part of this review, I reviews
the information provided and the application
of the tax laws to this information. The
mathematical computations and carried-for-
ward amounts are reviewed by J, an em-
ployee of Partnership E. The policies and
practices of Partnership E require that K, a
partner, finally review the return. The scope
of K’s review includes reviewing the informa-
tion provided and applying to this informa-
tion his knowledge of H’s affairs, observing
that Partnership E’s policies and practices
have been followed, and making the final de-
termination with respect to the proper appli-
cation of the tax laws to determine H’s tax
liability. K may or may not exercise these
responsibilities, or may exercise them to a
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greater or lesser extent, depending on the de-
gree of complexity of the return, his con-
fidence in I (or F and G), and other factors.
K is the individual tax return preparer who
is primarily responsible for the overall accu-
racy of H’s return. K must sign the return as
tax return preparer in order to not be subject
to the section 6695(b) penalty.

Example 3. L corporation maintains an of-
fice in Seattle, Washington, for the purpose
of preparing partnership returns for com-
pensation. L, makes compensatory arrange-
ments with individuals (but provides no
working facilities) in several states to col-
lect information from partners of a partner-
ship and to make decisions with respect to
the proper application of the tax laws to the
information in order to prepare the partner-
ship return and calculate the partnership’s
distributive items. M, an individual, who has
such an arrangement in Los Angeles with L,
collects information from N, the general
partner of a partnership, and completes a
worksheet kit supplied by L that is stamped
with M’s name and an identification number
assigned to M by L. In this process, M classi-
fies this information in appropriate cat-
egories for the preparation of the partner-
ship return. The completed worksheet kit
signed by M is then mailed to L. O, an em-
ployee in L’s office, reviews the worksheet
kit to make sure it was properly completed.
O does not review the information obtained
from N for its validity or accuracy. O may,
but did not, make the final decision with re-
spect to the proper application of tax laws to
the information provided. The data from the
worksheet is entered into a computer and
the return form is completed. The return is
prepared for submission to N with filing in-
structions. M is the individual tax return
preparer primarily responsible for the over-
all accuracy of the partnership return. M
must sign the return as tax return preparer
in order to not be subject to the section
6695(b) penalty.

Example 4. P employs R, S, and T to pre-
pare gift tax returns for taxpayers. After R
and S have collected the information from a
taxpayer and applied the tax laws to the in-
formation, the return form is completed by a
computer service. On the day the returns
prepared by R and S are ready for their sig-
natures, R is away from the city for 1 week
on another assignment and S is on detail to
another office in the same city for the day.
T may sign the gift tax returns prepared by
R, provided that T reviews the information
obtained by R relative to the taxpayer, and
T reviews the preparation of each return pre-
pared by R. T may not sign the returns pre-
pared by S because S is available.

(5) Effective/applicability date. This
paragraph (b) is applicable to returns
and claims for refund filed after De-
cember 31, 2008.
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(c) Failure to furnish identifying num-
ber. (1) A person who is a signing tax
return preparer as described in
§301.7701-15(b)(1) of this chapter of any
return of tax under the Code or claim
for refund of tax under the Code, and
who fails to satisfy the requirement of
section 6109(a)(4) and §1.6109-2(a) to fur-
nish one or more identifying numbers
of signing tax return preparers or per-
sons employing the signing tax return
preparer (or with which the signing tax
return preparer is associated) on a re-
turn or claim for refund after it is com-
pleted and before it is presented to the
taxpayer (or nontaxable entity) for sig-
nature shall be subject to a penalty of
$50 for each failure, with a maximum of
$25,000 per person imposed with respect
to each calendar year, unless it is
shown that the failure is due to reason-
able cause and not due to willful ne-
glect.

(2) No more than one penalty of $50
may be imposed under section 6695(c)
and paragraph (c)(1) of this section
with respect to a single return or claim
for refund.

(d) Failure to retain copy or record. (1)
A person who is a signing tax return
preparer as described in §301.7701-
15(b)(1) of this chapter of any return of
tax under the Code or claim for refund
of tax under the Code, and who fails to
satisfy the requirements imposed upon
him or her by section 6107(b) and
§1.6107-1(b) and (c) (other than the
record requirement described in both
§1.6107-1(b)(2) and (3)) to retain and
make available for inspection a copy of
the return or claim for refund, or to in-
clude the return or claim for refund in
a record of returns and claims for re-
fund and make the record available for
inspection, shall be subject to a pen-
alty of $560 for the failure, unless it is
shown that the failure is due to reason-
able cause and not due to willful ne-
glect.

(2) A person may not, for returns or
claims for refund presented to the tax-
payers (or nontaxable entities) during
each calendar year, be subject to more
than $25,000 in penalties under section
6695(d) and paragraph (d)(1) of this sec-
tion.

(e) Failure to file correct information re-
turns. A person who is subject to the
reporting requirements of section 6060
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and §1.6060-1 and who fails to satisfy
these requirements shall pay a penalty
of $50 for each such failure, with a max-
imum of $25,000 per person imposed for
each calendar year, unless such failure
was due to reasonable cause and not
due to willful neglect.

(f) Negotiation of check. (1) No person
who is a tax return preparer as de-
scribed in §301.7701-15 of this chapter
may endorse or otherwise negotiate, di-
rectly or through an agent, a check (in-
cluding an electronic version of a
check) for the refund of tax under the
Code that is issued to a taxpayer other
than the tax return preparer if the per-
son was a tax return preparer of the re-
turn or claim for refund which gave
rise to the refund check. A tax return
preparer will not be considered to have
endorsed or otherwise negotiated a
check for purposes of this paragraph
(£)(1) solely as a result of having affixed
the taxpayer’s name to a refund check
for the purpose of depositing the check
into an account in the name of the tax-
payer or in the joint names of the tax-
payer and one or more other persons
(excluding the tax return preparer) if
authorized by the taxpayer or the tax-
payer’s recognized representative.

(2) Section 6695(f) and paragraphs
()(1) and (3) of this section do not
apply to a tax return preparer-bank
that—

(i) Cashes a refund check and remits
all of the cash to the taxpayer or ac-
cepts a refund check for deposit in full
to a taxpayer’s account, so long as the
bank does not initially endorse or ne-
gotiate the check (unless the bank has
made a loan to the taxpayer on the
basis of the anticipated refund); or

(ii) Endorses a refund check for de-
posit in full to a taxpayer’s account
pursuant to a written authorization of
the taxpayer (unless the bank has
made a loan to the taxpayer on the
basis of the anticipated refund).

(3) A tax return preparer-bank may
also subsequently endorse or negotiate
a refund check as a part of the check-
clearing process through the financial
system after initial endorsement or ne-
gotiation.

(4) The tax return preparer shall be
subject to a penalty of $500 for each en-
dorsement or negotiation of a check
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prohibited under section 6695(f) and
paragraph (f)(1) of this section.

(g) Effective/applicability date. This
section is applicable to returns and
claims for refund filed after December
31, 2008.

[T.D. 9436, 73 FR 78447, Dec. 22, 2008, as
amended at 74 FR 5104, Jan. 29, 2009]

§1.6695-2 Tax return preparer due
diligence requirements for deter-
mining earned income credit eligi-
bility.

(a) Penalty for failure to meet due dili-
gence requirements. A person who is a
tax return preparer of a tax return or
claim for refund under the Internal
Revenue Code with respect to deter-
mining the eligibility for, or the
amount of, the earned income credit
(EIC) under section 32 and who fails to
satisfy the due diligence requirements
of paragraph (b) of this section will be
subject to a penalty of $500 for each
such failure.

(b) Due diligence requirements. A pre-
parer must satisfy the following due
diligence requirements:

(1) Completion and submission of Form
8867—(i) The tax return preparer must
complete Form 8867, ‘‘Paid Preparer’s
Earned Income Credit ChecKklist,” or
such other form and such other infor-
mation as may be prescribed by the In-
ternal Revenue Service (IRS), and—

(A) In the case of a signing tax return
preparer electronically filing the tax
return or claim for refund, must elec-
tronically file the completed Form 8867
(or successor form) with the tax return
or claim for refund;

(B) In the case of a signing tax return
preparer not electronically filing the
tax return or claim for refund, must
provide the taxpayer with the com-
pleted Form 8867 (or successor form)
for inclusion with the filed tax return
or claim for refund; or

(C) In the case of a nonsigning tax re-
turn preparer, must provide the signing
tax return preparer with the completed
Form 8867 (or successor form), in either
electronic or non-electronic format, for
inclusion with the filed tax return or
claim for refund.

(ii) The tax return preparer’s comple-
tion of Form 8867 (or successor form)
must be based on information provided
by the taxpayer to the tax return pre-
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parer or otherwise reasonably obtained
by the tax return preparer.

(2) Computation of credit—(i) The tax
return preparer must either—

(A) Complete the Earned Income
Credit Worksheet in the Form 1040 in-
structions or such other form and such
other information as may be prescribed
by the IRS; or

(B) Otherwise record in one or more
documents in the tax return preparer’s
paper or electronic files the tax return
preparer’s EIC computation, including
the method and information used to
make the computation.

(ii) The tax return preparer’s comple-
tion of the Earned Income Credit
Worksheet (or other record of the tax
return preparer’s EIC computation per-
mitted under paragraph (b)(2)(i)(B) of
this section) must be based on informa-
tion provided by the taxpayer to the
tax return preparer or otherwise rea-
sonably obtained by the tax return pre-
parer.

(3) Knowledge—(i) In general. The tax
return preparer must not know, or
have reason to know, that any infor-
mation used by the tax return preparer
in determining the taxpayer’s eligi-
bility for, or the amount of, the EIC is
incorrect. The tax return preparer may
not ignore the implications of informa-
tion furnished to, or known by, the tax
return preparer, and must make rea-
sonable inquiries if the information
furnished to the tax return preparer
appears to be incorrect, inconsistent,
or incomplete. A tax return preparer
must make reasonable inquiries if a
reasonable and well-informed tax re-
turn preparer knowledgeable in the law
would conclude that the information
furnished to the tax return preparer
appears to be incorrect, inconsistent,
or incomplete. The tax return preparer
must also contemporaneously docu-
ment in the files the reasonable inquir-
ies made and the responses to these in-
quiries.

(ii) Examples. The provisions of para-
graph (b)(3)(i) of this section are illus-
trated by the following examples:

Example 1. A 22 year-old taxpayer wants to
claim two sons, ages 10 and 11, as qualifying
children for purposes of the EIC. Preparer A
must make additional reasonable inquiries
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regarding the relationship between the tax-
payer and the children as the age of the tax-
payer appears inconsistent with the ages of
the children claimed as sons.

Example 2. An 18 year-old female taxpayer
with an infant has $3,000 in earned income
and states that she lives with her parents.
Taxpayer wants to claim the infant as a
qualifying child for the EIC. This informa-
tion appears incomplete and inconsistent be-
cause the taxpayer lives with her parents
and earns very little income. Preparer B
must make additional reasonable inquires to
determine if the taxpayer is the qualifying
child of her parents and, therefore, ineligible
to claim the EIC.

Example 3. Taxpayer asks Preparer C to
prepare his tax return and wants to claim his
niece and nephew as qualifying children for
the EIC. Preparer C should make reasonable
inquiries to determine whether the children
meet EIC qualifying child requirements and
ensure possible duplicate claim situations
involving the parents or other relatives are
properly considered.

Example 4. Taxpayer asks Preparer D to
prepare her tax return and tells D that she
has a Schedule C business, that she has two
qualifying children and that she wants to
claim the EIC. Taxpayer indicates that she
earned $10,000 from her Schedule C business,
but that she has no expenses. This informa-
tion appears incomplete because it is very
unlikely that someone who is self-employed
has no business expenses. D must make addi-
tional reasonable inquiries regarding tax-
payer’s business to determine whether the
information regarding both income and ex-
penses is correct.

(4) Retention of records—(i) The tax re-
turn preparer must retain—

(A) A copy of the completed Form
8867 (or successor form);

(B) A copy of the completed Earned
Income Credit Worksheet (or other
record of the tax return preparer’s EIC
computation permitted under para-
graph (b)(2)(i)(B) of this section); and

(C) A record of how and when the in-
formation used to complete Form 8867
(or successor form) and the Earned In-
come Credit Worksheet (or other
record of the tax return preparer’s EIC
computation permitted under para-
graph (b)(2)(1)(B) of this section) was
obtained by the tax return preparer, in-
cluding the identity of any person fur-
nishing the information, as well as a
copy of any document that was pro-
vided by the taxpayer and on which the
tax return preparer relied to complete
Form 8867 (or successor form) or the
Earned Income Credit Worksheet (or
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other record of the tax return pre-
parer’s EIC computation permitted
under paragraph (b)(2)(i)(B) of this sec-
tion).

(ii) The items in paragraph (b)(4)(i) of
this section must be retained for three
years from the latest of the following
dates, as applicable:

(A) The due date of the tax return
(determined without regard to any ex-
tension of time for filing);

(B) In the case of a signing tax return
preparer electronically filing the tax
return or claim for refund, the date the
tax return or claim for refund was
filed;

(C) In the case of a signing tax return
preparer not electronically filing the
tax return or claim for refund, the date
the tax return or claim for refund was
presented to the taxpayer for signa-
ture; or

(D) In the case of a nonsigning tax re-
turn preparer, the date the nonsigning
tax return preparer submitted to the
signing tax return preparer that por-
tion of the tax return or claim for re-
fund for which the nonsigning tax re-
turn preparer was responsible.

(iii) The items in paragraph (b)(4)(1)
of this section may be retained on
paper or electronically in the manner
prescribed in applicable regulations,
revenue rulings, revenue procedures, or
other appropriate guidance (see
§601.601(d)(2) of this chapter).

(c) Special rule for firms. A firm that
employs a tax return preparer subject
to a penalty under section 6695(g) is
also subject to penalty if, and only if—

(1) One or more members of the prin-
cipal management (or principal offi-
cers) of the firm or a branch office par-
ticipated in or, prior to the time the
return was filed, knew of the failure to
comply with the due diligence require-
ments of this section;

(2) The firm failed to establish rea-
sonable and appropriate procedures to
ensure compliance with the due dili-
gence requirements of this section; or

(3) The firm disregarded its reason-
able and appropriate compliance proce-
dures through willfulness, recklessness,
or gross indifference (including ignor-
ing facts that would lead a person of
reasonable prudence and competence to
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investigate or ascertain) in the prepa-
ration of the tax return or claim for re-
fund with respect to which the penalty
is imposed.

(d) Ezxception to penalty. The section
6695(g) penalty will not be applied with
respect to a particular tax return or
claim for refund if the tax return pre-
parer can demonstrate to the satisfac-
tion of the IRS that, considering all
the facts and circumstances, the tax
return preparer’s normal office proce-
dures are reasonably designed and rou-
tinely followed to ensure compliance
with the due diligence requirements of
paragraph (b) of this section, and the
failure to meet the due diligence re-
quirements of paragraph (b) of this sec-
tion with respect to the particular tax
return or claim for refund was isolated
and inadvertent. The preceding sen-
tence does not apply to a firm that is
subject to the penalty as a result of
paragraph (c) of this section.

(e) Effective/applicability date. This
section applies to tax returns and
claims for refund for tax years ending
on or after December 31, 2011.

[T.D. 8905, 656 FR 61269, Oct. 17, 2000, as
amended by T.D. 9436, 73 FR 178448, Dec. 22,
2008; T.D. 9570, 76 FR 78819, Dec. 20, 2011]

§1.6696-1 Claims for credit or refund
by tax return preparers or apprais-
ers.

(a) Notice and demand. (1) The Inter-
nal Revenue Service (IRS) shall issue
to each tax return preparer or ap-
praiser one or more statements of no-
tice and demand for payment for all
penalties assessed against the tax re-
turn preparer or appraiser under sec-
tion 6694 and §1.6694-1, under section
6695 and §1.6695-1, or under section
6695A (and any subsequently issued reg-
ulations).

(2) For the definition of the term
‘““tax return preparer’’, see section
7701(a)(36) and §301.7701-15 of this chap-
ter. A person who prepares a claim for
credit or refund under this section for
another person, however, is not, with
respect to that preparation, a tax re-
turn preparer as defined in section
7701(a)(36) and §301.7701-15 of this chap-
ter.

(b) Claim filed by tax return preparer or
appraiser. A claim for credit or refund
of a penalty (or penalties) assessed
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against a tax return preparer or ap-
praiser under section 6694 and §1.6694-1,
under section 6695 and §1.6695-1, or
under section 6695A (and any subse-
quently issued regulations) may be
filed under this section only by the tax
return preparer or the appraiser (or the
tax return preparer’s or appraiser’s es-
tate) against whom the penalty (or
penalties) is assessed and not by, for
example, the tax return preparer’s or
appraiser’s employer. This paragraph
(b) is not intended, however, to impose
any restrictions on the preparation of
this claim for credit or refund. The
claim may be prepared by the tax re-
turn preparer’s or appraiser’s employer
or by other persons. In all cases, how-
ever, the claim for credit or refund
shall contain the information specified
in paragraph (d) of this section and, as
required by paragraph (d) of this sec-
tion, shall be verified by a written dec-
laration by the tax return preparer or
appraiser that the information is pro-
vided under penalty of perjury.

(c) Separation and consolidation of
claims. (1) Unless paragraph (c)(2) of
this section applies, a tax return pre-
parer shall file a separate claim for
each penalty assessed in each state-
ment of notice and demand issued to
the tax return preparer.

(2) A tax return preparer may file one
or more consolidated claims for any or
all penalties imposed on the tax return
preparer by a single IRS campus or of-
fice under section 6695(a) and §1.6695—
1(a) (relating to failure to furnish copy
of return to taxpayer), section 6695(b)
and §1.6695-1(b) (relating to failure to
sign), section 6695(c) and §1.6695-1(c)
(relating to failure to furnish identi-
fying number), or under section 6695(d)
and §1.6695-1(d) (relating to failure to
retain copy of return or record), wheth-
er the penalties are asserted on a single
or on separate statements of notice and
demand. In addition, a tax return pre-
parer may file one consolidated claim
for any or all penalties imposed on the
tax return preparer by a single IRS
campus or office under section 6695(e)
and §1.6695-1(e) (relating to failure to
file correct information return), which
are asserted on a single statement of
notice and demand.

(d) Content of claim. BEach claim for
credit or refund for any penalty (or
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penalties) paid by a tax return preparer
under section 6694 and §1.6694-1, or
under section 6695 and §1.6695-1, or paid
by an appraiser under section 6695A
(and any subsequently issued regula-
tions) shall include the following infor-
mation, verified by a written declara-
tion by the tax return preparer or ap-
praiser that the information is pro-
vided under penalty of perjury:

(1) The tax return preparer’s or ap-
praiser’s name.

(2) The tax return preparer’s or ap-
praiser’s identification number. If the
tax return preparer or appraiser is—

(i) An individual (not described in
paragraph (d)(2)(iii) of this section)
who is a citizen or resident of the
United States, the tax return pre-
parer’s or appraiser’s social security
account number (or such alternative
number as may be prescribed by the
IRS in forms, instructions, or other ap-
propriate guidance) shall be provided;

(ii) An individual who is not a citizen
or resident of the United States and
also was not employed by another tax
return preparer or appraiser to prepare
the document (or documents) with re-
spect to which the penalty (or pen-
alties) was assessed, the tax return pre-
parer’s or appraiser’s employer identi-
fication number shall be provided; or

(iii) A person (whether an individual,
corporation, or partnership) that em-
ployed one or more persons to prepare
the document (or documents) with re-
spect to which the penalty (or pen-
alties) was assessed, the tax return pre-
parer’s or appraiser’s employer identi-
fication number shall be provided.

(3) The tax return preparer’s or ap-
praiser’s address where the IRS mailed
the statement (or statements) of notice
and demand and, if different, the tax
return preparer’s or appraiser’s address
shown on the document (or documents)
with respect to which the penalty (or
penalties) was assessed.

(4)(1) The address of the IRS campus
or office that issued the statement (or
statements) of notice and demand for
payment of the penalty (or penalties).

(ii) The date (or dates) and identi-
fying number (or numbers) of the state-
ment (or statements) of notice and de-
mand.

(5)(1) The identification, by amount,
type, and document to which related,
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of each penalty included in the claim.
Each document referred to in the pre-
ceding sentence shall be identified by
the form title or number, by the tax-
payer’s (or nontaxable entity’s) name
and taxpayer identification number,
and by the taxable year to which the
document relates.

(ii) The date (or dates) of payment of
the amount (or amounts) of the pen-
alty (or penalties) included in the
claim.

(iii) The total amount claimed.

(6) A statement setting forth in de-
tail—

(i) Bach ground upon which each pen-
alty overpayment claim is based; and

(ii) Facts sufficient to apprise the
IRS of the exact basis of each such
claim.

(e) Form for filing claim. Notwith-
standing §301.6402-2(c) of this chapter,
Form 6118, ‘‘Claim for Refund of Tax
Return Preparer and Promoter Pen-
alties,”” is the form prescribed for mak-
ing a claim as provided in this section
with respect to penalties under sec-
tions 6694 and 6695. Form 843, Claim for
Refund and Request for Abatement, is
the form prescribed for making a claim
as provided in this section with respect
to a penalty under section 6695A.

(f) Place for filing claim. A claim filed
under this section shall be filed with
the IRS campus or office that issued to
the tax return preparer or appraiser
the statement (or statements) of notice
and demand for payment of the penalty
(or penalties) included in the claim.

(g) Time for filing claim. (1)(i) Except
as provided in section 6694(c)(1) and
§1.6694-4(a)(4)(ii) and (5), and in section
6694(d) and §1.6694-1(d):

(A) A claim for a penalty paid by a
tax return preparer under section 6694
and §1.6694-1, or under section 6695 and
§1.6695-1, or by an appraiser under sec-
tion 6695A (and any subsequently
issued regulations) shall be filed within
three years from the date the payment
was made.

(B) A consolidated claim, permitted
under paragraph (c)(2) of this section,
shall be filed within three years from
the first date of payment of any pen-
alty included in the claim.

(ii) For purposes of this paragraph
(2)(1), payment is considered made on
the date payment is received by the
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IRS or, if applicable, on the date an
amount is credited in satisfaction of
the penalty.

(2) For purposes of determining
whether a claim is timely filed, the
rules under sections 7502 and 7503 and
the provisions of §§1.7502-1, 1.7502-2,
and 1.7503-1 apply.

(h) Application of refund to outstanding
liability of tax return preparer or ap-
praiser. The IRS may, within the appli-
cable period of limitations, credit any
amount of an overpayment by a tax re-
turn preparer or appraiser of a penalty
(or penalties) paid under section 6694
and §1.6694-1, under section 6695 and
§1.6695-1, or under section 6695A (and
any subsequently issued regulations)
against any outstanding liability for
any tax (or for any interest, additional
amount, addition to the tax, or assess-
able penalty) owed by the tax return
preparer or appraiser making the over-
payment. If a portion of an overpay-
ment is so credited, only the balance
will be refunded to the tax return pre-
parer or appraiser.

(1) Interest. (1) Section 6611 and
§301.6611-1 of this chapter apply to the
payment by the IRS of interest on an
overpayment by a tax return preparer
or appraiser of a penalty (or penalties)
paid under section 6694 and §1.6694-1,
under section 6695 and §1.6695-1, or
under section 6695A (and any subse-
quently issued regulations).

(2) Section 6601 and §301.6601-1 of this
chapter apply to the payment of inter-
est by a tax return preparer or ap-
praiser to the IRS on any penalty (or
penalties) assessed against the tax re-
turn preparer under section 6694 and
§1.6694-1, under section 6695 and
§1.6695-1, or under section 6695A (and
any subsequently issued regulations).

(3) Suits for refund of penalty. (1) A tax
return preparer or appraiser may not
maintain a civil action for the recov-
ery of any penalty paid under section
6694 and §1.6694-1, under section 6695
and §1.6695-1, or under section 6695A
(and any subsequently issued regula-
tions), unless the tax return preparer
or appraiser has previously filed a
claim for credit or refund of the pen-
alty as provided in this section (and
the court has jurisdiction of the pro-
ceeding). See sections 6694(c) and 7422.
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(2)(i) Except as provided in section
6694(c)(2) and §1.6694-4(b), the periods of
limitation contained in section 6532
and §301.65632-1 of this chapter apply to
a tax return preparer’s or appraiser’s
suit for the recovery of any penalty
paid under section 6694 and §1.6694-1,
under section 6695 and §1.6695-1, or
under section 6695A (and any subse-
quently issued regulations).

(ii) The rules under section 7503 and
§301.7503-1 of this chapter apply to the
timely commencement by a tax return
preparer or appraiser of a suit for the
recovery of any penalty paid under sec-
tion 6694 and §1.6694-1, under section
6695 and §1.6695-1, or under section
6695A (and any subsequently issued reg-
ulations).

(k) Effective/applicability date. This
section is applicable to returns and
claims for refund filed, and advice pro-
vided, after December 31, 2008.

[T.D. 9436, 73 FR 78449, Dec. 22, 2008, as
amended at 74 FR 5105, Jan. 29, 2009]

§1.6709-1T Penalties with respect to
mortgage credit certificates (tem-
porary).

(a) Material misstatement—(1) Neg-
ligence. If any person makes a material
misstatement in any affidavit or other
statement under a penalty of perjury
made with respect to the issuance of a
mortgage credit certificate and such
misstatement is due to the negligence
of that person, that person shall pay a
penalty of $1,000 for each mortgage
credti certificate with respect to which
that misstatement was made.

(2) Fraud. If a misstatement de-
scribed in subparagraph (1) is due to
fraud on the part of the person making
the misstatement, that person shall
pay a penalty of $10,000 for each mort-
gage credit certificate with respect to
which the fraudulent misstatement
was made. The penalty imposed by this
paragraph (a)(2) is in addition to any
criminal penalty.

(b) Reports. (1) Any person required
by §1.25-8T to file a report with respect
to any mortgage credit certificate who
fails to file the report at the time and
in the manner required by §1.25-8T
shall pay a penalty of $200 for each
mortgage credit certificate with re-
spect to which that failure occurred.
The preceding sentence shall not apply
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if it is shown that such failure is due to
reasonable cause and not to willful ne-

glect.
(2) In the case of any report required
under §1.25-8T'(b), the aggregate

amount of the penalty imposed by this
paragraph shall not exceed $2,000.

[T.D. 8023, 50 FR 19355, May 8, 1985]

JEOPARDY, BANKRUPTCY, AND
RECEIVERSHIPS

§1.6851-1 Termination assessments of
income tax.

(a) Authority for making—(1) In gen-
eral. This section applies to assess-
ments authorized by a district director
under section 6851(a) (hereinafter re-
ferred to as termination assessments).
The district director shall immediately
authorize a termination assessment of
the income tax for the current or pre-
ceding taxable year if the district di-
rector finds that a taxpayer designs to
do an act which would tend to preju-
dice proceedings to collect the income
tax for such year or years unless such
proceedings are brought without delay.
In addition, the district director shall
immediately authorize such a termi-
nation assessment if the district direc-
tor determines that the taxpayer de-
signs to do any act which would tend to
render such proceedings wholly or par-
tially ineffective unless brought with-
out delay. A termination assessment
will be made if collection is determined
to be in jeopardy because at least one
of the following conditions exists.

(i) The taxpayer is or appears to be
designing quickly to depart from the
United States or to conceal himself or
herself.

(ii) The taxpayer is or appears to be
designing quickly to place his, her, or
its property beyond the reach of the
Government either by removing it
from the United States, by concealing
it, by dissipating it, or by transferring
it to other persons.

(iii) The taxpayer’s financial sol-
vency is or appears to be imperiled.

Paragraph (a)(1)(iii) of this section
does not include cases where the tax-
payer becomes insolvent by virtue of
the accrual of the proposed assessment
of tax, and penalty, if any. A tax as-
sessed under this section shall become
immediately due and payable and the
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district director shall serve upon such
taxpayer notice and demand for imme-
diate payment of such tax.

(2) Computation of tar. If a termi-
nation assessment of the income tax
for the current year is made, the in-
come tax for such year shall be com-
puted for the period beginning on the
first day of such year and ending on
the day of the assessment. A credit
shall be allowed for any tax for the tax-
able year previously assessed under
section 6851. The taxpayer is entitled
to a deduction for the personal exemp-
tions (as limited in the case of certain
non-resident aliens) without any prora-
tion for or because of the short taxable
period.

(3) Taxable year not affected by termi-
nation. Notwithstanding any termi-
nation assessment a taxpayer shall file
a return in accordance with section
6012 and the regulations thereunder for
the taxpayer’s full taxable year. The
term ‘‘full taxable year’” means the
taxpayer’s usual annual accounting pe-
riod determined without regard to any
action under section 6851 and this sec-
tion. The return shall show all items of
gross income, deductions, and credits
for such taxable year. Any tax col-
lected as a result of a termination as-
sessment will be applied against the
tax due for the taxpayer’s full taxable
year. Except as provided in §1.6851-2
(relating to departing aliens), no re-
turn is required to be filed for a termi-
nated period other than a full taxable
year.

(4) Evidence of compliance with income
tax obligations. Citizens of the United
States or of possessions of the United
States departing from the United
States or its possessions will not be re-
quired to procure certificates of com-
pliance or to present any other evi-
dence of compliance with income tax
obligations. However, for the rules re-
lating to the furnishing of evidence of
compliance with the income tax obliga-
tions by certain departing aliens, see
§1.6851-2.

(5) Section 6851 inapplicable where sec-
tion 6861 applies. No termination assess-
ment for the preceding taxable year
shall be made after the due date of the
taxpayer’s return for such year (deter-
mined with regard to extensions of
time to file such return).
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(b) Notice of deficiency. Where notice
and demand for payment (following a
termination assessment) takes place
after February 28, 1977, the district di-
rector shall, within 60 days after the
later of:

(1) The date the taxpayer files a re-
turn for the full taxable year; or

(2) The due date of such return (de-
termined with regard to extensions);
send the taxpayer a notice of defi-
ciency under section 6212(a). The
amount of the deficiency shall be com-
puted in accordance with section 6211
and the regulations thereunder. In ap-
plying section 6211, the tax imposed
and the amount shown upon the return
shall be determined on the basis of the
taxpayer’s full taxable year. Thus, for
example assume that on November 1,
1979, a termination assessment against
A, a calendar year taxpayer, is made in
the amount of $18,000. The termination
assessment is for the period from Janu-
ary 1, 1979 through November 1, 1979.
Further assume that on or before April
15, 1980, A files a form 1040 showing an
income tax liability for the full year
1979 of $10,000. If the district director
determines A’s liability for tax for 1979
is $16,000, a notice of deficiency for
$6,000 shall be sent to A on or before
June 14, 1980. Assuming that the dis-
trict director had collected the $18,000
assessed, $2,000 shall be refunded.

(c) Immediate payment. The district
director shall make demand for imme-
diate payment of the amount of the
termination assessment, and the tax-
payer shall immediately pay such
amount or shall immediately file the
bond provided in section 6863.

(d) Abatement. The provisions of
§§301.6861-1(e) and 301.6861-1(f) relating
to the abatement of jeopardy assess-
ments, shall apply to assessments
made under section 6851.

[T.D. 7575, 43 FR 58816, Dec. 18, 1978]

§1.6851-2 Certificates of compliance
with income tax laws by departing
aliens.

(a) In general—(1) Requirement. The
rules of this section are applicable, ex-
cept as otherwise expressly provided,
to any alien who departs from the
United States or any of its possessions
after January 20, 1961. Except as pro-
vided in subparagraph (2) of this para-

26 CFR Ch. | (4-1-13 Edition)

graph, no such alien, whether resident
or nonresident, may depart from the
United States unless he first procures a
certificate that he has complied with
all of the obligations imposed upon
him by the income tax laws. In order to
procure such a certificate, an alien who
intends to depart from the United
States (i) must file with the district di-
rector for the internal revenue district
in which he is located the statements
or returns required by paragraph (b) of
this section to be filed before obtaining
such certificate, (ii) must appear before
such district director if the district di-
rector deems it necessary, and (iii)
must pay any taxes required under
paragraph (b) of this section to be paid
before obtaining the certificate. Either
such certificate of compliance, prop-
erly executed, or evidence that the
alien is excepted under subparagraph
(2) of this paragraph from obtaining
the certificate must be presented at
the point of departure. An alien who
presents himself at the point of depar-
ture without a certificate of compli-
ance, or evidence establishing that
such a certificate is not required, will
be subject at such departure point to
examination by an internal revenue of-
ficer or employee and to the comple-
tion of returns and statements and
payment of taxes as required by para-
graph (b) of this section.

(2) Exceptions—(i) Employees of foreign
governments or international organiza-
tions—(a) Diplomatic  representatives,
their families and servants. (I) Rep-
resentatives of foreign governments
bearing diplomatic passports, whether
accredited to the United States or
other countries, and members of their
households shall not, upon departure
from the United States or any of its
possessions, be examined as to their 1i-
ability for United States income tax or
be required to obtain a certificate of
compliance. If a foreign government
does not issue diplomatic passports but
merely indicates on passports issued to
members of its diplomatic service the
status of the bearer as a member of
such service, such passports are consid-
ered as diplomatic passports for in-
come tax purposes.

(2) Likewise, the servant of a diplo-
matic representative who accompanies
any individual bearing a diplomatic
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passport upon departure from the
United States or any of its possessions
shall not be required, upon such depar-
ture, to obtain a certificate of compli-
ance or to submit to examination as to
his liability for United States income
tax. If the departure of such a servant
from the United States or any of its
possessions is not made in the company
of an individual bearing a diplomatic
passport, the servant is required to ob-
tain a certificate of compliance. How-
ever, such certificate will be issued to
him on Form 2063 without examination
as to his income tax liability upon
presentation to the district director for
the internal revenue district in which
the servant is located of a letter from
the chief of the diplomatic mission to
which the servant is attached certi-
fying (i) that the name of the servant
appears on the ‘“White List”, a list of
employees of diplomatic missions, and
(i7) that the servant is not obligated to
the United States for any income tax,
and will not be so obligated up to and
including the intended date of depar-
ture.

(b) Other employees. Any employee of
an international organization or of a
foreign government (other than a dip-
lomatic representative to whom (a) of
this subdivision applies) whose com-
pensation for official services rendered
to such organization or government is
excluded from gross income under sec-
tion 893 and who has received no gross
income from sources within the United
States, and any member of his house-
hold who has received no gross income
from sources within the United States,
shall not, upon departure from the
United States or any of its possessions
after November 30, 1962, be examined as
to his liability for United States in-
come tax or be required to obtain a cer-
tificate of compliance.

(c) Effect of waiver. An alien who has
filed with the Attorney General the
waiver provided for under section 247(b)
of the Immigration and Nationality
Act (8 U.S.C. 1257(b)) is not entitled to
the exception provided by this subdivi-
sion.

(ii) Alien students, industrial trainees,
and exchange visitors. A certificate of
compliance shall not be required, and
examination as to United States in-
come tax liability shall not be made,
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upon the departure from the United
States or any of its possessions of—

(A) An alien student, industrial
trainee, or exchange visitor, and any
spouse and children of that alien, ad-
mitted solely on an F-1, F-2, H-3, H-4,
J-1 or J-2 visa, who has received no
gross income from sources inside the
United States other than—

(I) Allowances to cover expenses inci-
dent to study or training in the United
States (including expenses for travel,
maintenance, and tuition);

(2) The value of any services or ac-
commodations furnished incident to
such study or training;

(3) Income derived in accordance
with the employment authorizations in
8 CFR 274a.12(b) and (c) that apply to
the alien’s visa; or

(4) Interest on deposits described in
section 871(i)(2)(A); or

(B) An alien student, and any spouse
or children of that alien admitted sole-
ly on an M-1 or M-2 visa, who has re-
ceived no gross income from sources
inside the United States other than in-
come derived in accordance with the
employment authorization in 8 CFR
274a.12(c)(6) or interest on deposits de-
scribed in section 871(1)(2)(A).

(iii) Other aliens temporarily in the
United States. A certificate of compli-
ance shall not be required, and exam-
ination as to United States income tax
liability shall not be made, upon the
departure from the United States or
any of its possessions of an alien here-
inafter described in this subdivision,
unless the district director has reason
to believe that such alien has received
taxable income during the taxable year
up to and including the date of depar-
ture or during the preceding taxable
year and that collection of income tax
from such alien will be jeopardized by
his departure from the United States:

(a) An alien visitor for pleasure ad-
mitted solely on a B-2 visa;

(b) An alien visitor for business ad-
mitted on a B-1 visa, or on both a B-1
visa and a B-2 visa, who does not re-
main in the United States or a posses-
sion thereof for a period or periods ex-
ceeding a total of 90 days during the
taxable year;

(¢) An alien in transit through the
United States or any of its possessions
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on a C-1 visa or under a contract, in-
cluding a bond agreement, between a
transportation line and the Attorney
General pursuant to section 238(d) of
the Immigration and Nationality Act
(8 U.S.C. 1228(d));

(d) An alien who is admitted to the
United States on a border-crossing
identification card or with respect to
whom passports, visas, and border-
crossing identification cards are not re-
quired, if such alien is a visitor for
pleasure, or if such alien is a visitor for
business who does not remain in the
United States or a possession thereof
for a period or periods exceeding a
total of 90 days during the taxable
year, or if such alien is in transit
through the United States or any of its
possessions;

(e) An alien military trainee admit-
ted to the United States to pursue a
course of instruction under the aus-
pices of the Department of Defense who
departs from the United States on offi-
cial military travel orders; or

(f) An alien resident of Canada or
Mexico who commutes between such
country and the United States at fre-
quent intervals for the purpose of em-
ployment and whose wages are subject
to the withholding of tax.

(b) Issuance of certificate of compli-
ance—(1) In general. (i) Upon the depar-
ture of an alien required to secure a
certificate of compliance under para-
graph (a) of this section, the district
director shall determine whether the
departure of such alien jeopardizes the
collection of any income tax for the
current or the preceding taxable year,
but the district director may deter-
mine that jeopardy does not exist in
some cases. If the district director
finds that the departure of such an
alien results in jeopardy, the taxable
period of the alien will be terminated,
and the alien will be required to file re-
turns and make payment of tax in ac-
cordance with subparagraph (3)(iii) of
this paragraph. On the other hand, if
the district director finds that the de-
parture of the alien does not result in
jeopardy, the alien will be required to
file the statement or returns required
by subparagraph (2) or (3)(ii) of this
paragraph, but will not be required to
pay income tax before the usual time
for payment.
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(ii) The departure of an alien who is
a resident of the United States or a
possession thereof (or treated as a resi-
dent under section 6013 (g) or (h)) and
who intends to continue such residence
(or treatment as a resident) shall be
treated as not resulting in jeopardy,
and thus not requiring termination of
his taxable period, except when the dis-
trict director has information indi-
cating that the alien intends by such
departure to avoid the payment of his
income tax. In the case of a non-
resident alien (including a resident
alien discontinuing residence), the fact
that the alien intends to depart from
the United States will justify termi-
nation of his taxable period unless the
alien establishes to the satisfaction of
the district director that he intends to
return to the United States and that
his departure will not jeopardize col-
lection of the tax. The determination
of whether the departure of the alien
results in jeopardy will be made on ex-
amination of all the facts in the case.
Evidence tending to establish that
jeopardy does not result from the de-
parture of the alien may be provided,
for example, by information showing
that the alien is engaged in trade or
business in the United States or that
he leaves sufficient property in the
United States to secure payment of his
income tax for the taxable year and of
any income tax for the preceding year
which remains unpaid.

(2) Alien having no tazxable income and
resident alien whose taxable period is not
terminated. A statement on Form 2063
shall be filed with the district director
by every alien required to obtain a cer-
tificate of compliance:

(i) Who is a resident of the United
States and whose taxable period is not
terminated either because he has had
no taxable income for the taxable year
up to and including the date of his de-
parture (and for the preceding taxable
year where the period for making the
income tax return for such year has
not expired) or because, although he
has had taxable income for such period
or periods, the district director has not
found that this departure jeopardizes
collection of the tax on such income; or

(ii) Who is not a resident of the
United States and who has had no tax-
able income for the taxable year up to
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and including the date of his departure
(and for the preceding taxable year
where the period for making the in-
come tax return for such year has not
expired).

Any alien described in subdivision (i)
or (ii) of this subparagraph who is in
default in making return of, or paying,
income tax for any taxable year shall,
in addition, file with the district direc-
tor any returns which have not been
made as required and pay to the dis-
trict director the amount of any tax
for which he is in default. Upon compli-
ance by an alien with the foregoing re-
quirements of this subparagraph, the
district director shall execute and issue
to the alien the certificate of compli-
ance attached to Form 2063. The cer-
tificate of compliance so issued shall
be effective for all departures of the
alien during his current taxable year,
subject to revocation upon any subse-
quent departure should the district di-
rector have reason to believe that such
subsequent departure would result in
jeopardy. The statement required of a
resident alien under this subparagraph,
if made before January 21, 1961, with
respect to a departure after January 20,
1961, may be made on a Form 1040C in
lieu of a Form 2063.

(3) Nonresident alien having tazxable in-
come and resident alien whose tazxable pe-
riod is terminated—(i) Nonresident alien
having taxable income. Every non-
resident alien required to obtain a cer-
tificate of compliance (but not de-
scribed in subparagraph (2) of this
paragraph) who wishes to establish
that his departure does not result in
jeopardy shall furnish to the district
director such information as may be
required for the purpose of determining
whether the departure of the alien
jeopardizes collection of the income
tax and thus requires termination of
his taxable period.

(ii) Nonresident alien whose taxable pe-
riod is mnot terminated. Every non-
resident alien described in subdivision
(i) of this subparagraph whose taxable
period is not terminated upon depar-
ture shall file with the district direc-
tor:

(a) A return in duplicate on Form
1040C for the taxable year of his in-
tended departure, showing income re-
ceived, and reasonably expected to be

§1.6851-2

received, during the entire taxable year
within which the departure occurs; and

(b) Any income tax returns which
have not been filed as required.

Upon compliance by the alien with the
foregoing requirements of this subdivi-
sion, and the payment of any income
tax for which he is in default, the dis-
trict director shall execute and issue to
the alien the certificate of compliance
on the duplicate copy of Form 1040C.
The certificate of compliance so issued
shall be effective for all departures of
the alien during his current taxable
year, subject to revocation by the dis-
trict director upon any subsequent de-
parture if the taxable period of the
alien is terminated on such subsequent
departure.

(iii) Alien (whether resident or mnon-
resident) whose taxable period is termi-
nated. Every alien required to obtain a
certificate of compliance, whether resi-
dent or nonresident, whose taxable pe-
riod is terminated upon departure shall
file with the district director:

(a) A return in duplicate on Form
1040C for the short taxable period re-
sulting from such termination, show-
ing income received, and reasonably
expected to be received, during the tax-
able year up to and including the date
of departure;

(b) Where the period for filing has not
expired, the return required under sec-
tion 6012 and §1.6012-1 for the preceding
taxable year; and

(¢) Any other income tax returns
which have not been filed as required.

Upon compliance with the foregoing re-
quirements of this subdivision, and
payment of the income tax required to
be shown on the returns filed pursuant
to (a) and (b) of this subdivision and of
any income tax due and owing for prior
years, the departing alien will be
issued the certificate of compliance on
the duplicate copy of Form 1040C. The
certificate of compliance so issued
shall be effective only for the specific
departure with respect to which it is
issued. A departing alien may postpone
payment of the tax required to be
shown on the returns filed in accord-
ance with (a) and (b) of this subdivision
until the usual time of payment by fur-
nishing a bond as provided in §301.6863—
1.
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(4) Joint return on Form 1040C. A de-
parting alien may not file a joint re-
turn on Form 1040C unless:

(i) Such alien and his spouse may
reasonably be expected to be eligible to
file a joint return at the normal close
of their taxable periods for which the
return is made; and

(ii) If the taxable period of such alien
is terminated, the taxable periods of
both spouses are so terminated as to
end at the same time.

(5) Annual return. Notwithstanding
that Form 1040C has been filed for ei-
ther the entire taxable year of depar-
ture or for a terminated period, the re-
turn required under section 6012 and
§1.6012-1 for such taxable year shall be
filed. Any income tax paid on income
shown on the return on Form 1040C
shall be applied against the tax deter-
mined to be due on the income required
to be shown on the subsequent return
under section 6012 and §1.6012-1.

[T.D. 6537, 26 FR 547, Jan. 20, 1961, as amend-
ed by T.D. 6620, 27 FR 11803, Nov. 30, 1962;
T.D. 7575, 43 FR 58817, Dec. 18, 1978; T.D. 7670,
45 FR 6931, Jan. 31, 1980; T.D. 8332, 56 FR 3034,
Jan. 28, 1991; T.D. 8526, 59 FR 10067, Mar. 3,
1994]

§1.6851-3 Furnishing of bond to in-
sure payment; cross reference.

See section 6863 and §301.6863-1 of
this chapter (regulations on procedure
and administration) for rules relating
to the furnishing of bond to stay col-
lection.

[T.D. 7575, 43 FR 58817, Dec. 18, 1978]
THE TAX COURT

DECLARATORY JUDGMENTS RELATING TO
QUALIFICATION OF CERTAIN RETIRE-
MENT PLANS

§1.7476-1 Interested parties.

(a) In general—(1) Notice requirement.
Before the Internal Revenue Service
can issue an advance determination as
to the qualified status of certain retire-
ment plans, the applicant must provide
the Internal Revenue Service with sat-
isfactory evidence that such applicant
has notified the persons who qualify as
interested parties, under regulations
prescribed under section 7476(b)(1) of
the Code, of the application for such
determination. See section 3001(a) of

26 CFR Ch. | (4-1-13 Edition)

the Employee Retirement Income Se-
curity Act of 1974 (88 Stat. 995). For the
rules for giving notice to interested
parties, see §1.7476-2 and paragraph (o)
of §601.201 of this chapter (Statement
of Procedural Rules).

(2) Declaratory judgments. Section 7476
provides a procedure for obtaining a de-
claratory judgment by the Tax Court
with respect to the initial or con-
tinuing qualification under subchapter
D of chapter 1 of the Code of a retire-
ment plan defined in section 7476(d), in
the case of an actual controversy in-
volving:

(i) A determination by the Internal
Revenue Service with respect to the
initial qualification or continuing
qualification under such subchapter of
such a plan, or

(ii) A failure by the Internal Revenue
Service to make a determination with
respect to:

(A) Such initial qualification of such
a plan, or

(B) Such continuing qualification of
such a plan, if the controversy arises
from a plan amendment or plan termi-
nation.

Under section 7476(d) the term ‘‘retire-
ment plan” means a pension
profitsharing, or stock bonus plan de-
scribed in section 401(a), or a trust
which is part of such a plan, an annuity
plan described in section 403(a), or a
bond purchase plan described in section
405(a). This procedure is available only
to the employer, the plan adminis-
trator as defined in section 414(g), an
employee who qualifies as an inter-
ested party as defined in this section,
or the Pension Benefit Guaranty Cor-
poration, where such person has an ac-
tual controversy involving a deter-
mination described in paragraph
(a)(2)(ii) of this section. In the case of
an application for such a determina-
tion, this procedure is available only if
such determination or failure to make
such determination is with respect to
an application described in paragraph
(b)(7) of this section. In addition, in the
case of such an application, if a peti-
tioner was the applicant for the deter-
mination, the Tax Court may hold,
under section 7476(b)(2), the filing of a
pleading for a declaratory judgment to
be premature unless the petitioner es-
tablishes to the satisfaction of the Tax
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