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The IRS Mission 
Provide America's taxpayers top quality service by helping applying the tax law with integrity and fairness to all. 
them understand and meet their tax responsibilities and by 

Introduction 
The Internal Revenue Bulletin is the authoritative instrument of 
the Commissioner of Internal Revenue for announcing official 
rulings and procedures of the Internal Revenue Service and for 
publishing Treasury Decisions, Executive Orders, Tax Conven
tions, legislation, court decisions, and other items of general 
interest. It is published weekly and may be obtained from the 
Superintendent of Documents on a subscription basis. Bul
letin contents are consolidated semiannually into Cumulative 
Bulletins, which are sold on a single-copy basis. 

It is the policy of the Service to publish in the Bulletin all sub
stantive rulings necessary to promote a uniform application of 
the tax laws, including all rulings that supersede, revoke, mod
ify, or amend any of those previously published in the Bulletin. 
All published rulings apply retroactively unless otherwise indi
cated. Procedures relating solely to matters of internal man
agement are not published; however, statements of internal 
practices and procedures that affect the rights and duties of 
taxpayers are published. 

Revenue rulings represent the conclusions of the Service on the 
application of the law to the pivotal facts stated in the revenue 
ruling. In those based on positions taken in rulings to taxpayers 
or technical adVice to Service field offices, identifYing details 
and information of a confidential nature are deleted to prevent 
unwarranted invasions of privacy and to comply with statutory 
requirements. 

Rulings and procedures reported in the Bulletin do not have the 
force and effect of Treasury Department Regulations, but they 
may be used as precedents. Unpublished rulings will not be 

relied on, used, or cited as precedents by Service personnel in 
the disposition of other cases. In applying published rulings and 
procedures, the effect of subsequent legislation, regulations, 
court decisions, rulings, and procedures must be considered, 
and Service personnel and others concerned are cautioned 
against reaching the same conclusions in other cases unless 
the facts and circumstances are substantially the same. 

The Cumulative Bulletin (C.B.) is composed of reprints of the 
weekly Internal Revenue Bulletins (I.R.B.s) issued during the 
year, bound together to form the C.B. Volume 1 contains I.R.B. 
issues 1 through 26 and Volume 2 contains I.R.B. issues 27 
through 52. Public laws relating to taxes are published In Vol
ume 3 of the C.B. If needed, additional volumes are published 
and labeled consecutively. 

The C.B. also includes the following items: 

• Numerical Finding List. 

• Finding List of Current Actions on Previously Published 
Items. 

• Code Sections Affected by Current Actions. This list is or
ganized by code section and identifies the actions that impact 
the code section. 

• Cumulative List of Actions on Decisions (if applicable). 

• Cumulative Lists of Disbarments and Suspensions (if appli
cable\. 

• Index. 

The contents of thiS publication are not cOPYrighted and may be reprinted freely. A citation of the C.B. as the source would be appropriate 

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402. 
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Definition of Terms 
Revenue rulings and revenue procedures 
(hereinafter referred to as "rulings") that 
have an effect on previous rulings use the 
following defined terms to describe the ef
fect: 

Amplified describes a situation where 
no change is being made in a prior pub
lished position, but the prior position is be
ing extended to apply to a variation of the 
fact situation set forth therein. Thus, if 
an earlier ruling held that a principle ap
plied to A, and the new ruling holds that the 
same principle also applies to B, the earlier 
ruling is amplified. (Compare with modi
fied, below). 

Clarified is used in those instances 
where the language in a prior ruling is be
ing made clear because the language has 
caused, or may cause, some confusion. 
It is not used where a position in a prior 
ruling is being changed. 

Distinguished describes a situation 
where a ruling mentions a previously pub
lished ruling and points out an essential 
difference between them. 

Modified is used where the substance 
of a previously published position is being 
changed. Thus, if a prior ruling held that a 
principle applied to A but not to B, and the 
new ruling holds that it applies to both A 

Abbreviations 
The following abbreviations in current use 
and formerly used will appear in material 
published in the Bulletin. 

A-Individual. 
Acq. -AcqUiescence. 
B-Individual. 
BE-Beneficiary. 
BK-Bank. 
B. T.A.-Board of Tax Appeals. 
C -Individual. 
CB.-Cumulative Bulletin. 
CFR-Code of Federal Regulations. 
CI-City. 
COOP-Cooperative. 
CI.D.-Court Decision 
CY-County. 
D-Decedent. 
DC -Dummy Corporation. 
DE-Donee. 
Del. Order-Delegation Order. 
DISC -Domestic International Sales Corporation. 
DR-Donor. 
E-Estate. 
EE-Employee. 

and B, the prior ruling is modified because 
it corrects a published position. (Compare 
with amplified and clarified, above). 

Obsoleted describes a previously pub
lished ruling that is not considered deter
minative with respect to future transac
tions. This term is most commonly used in 
a ruling that lists previously published rul
ings that are obsoleted because of changes 
in laws or regulations. A ruling may also 
be obsoleted because the substance has 
been included in regulations subsequently 
adopted. 

Revoked describes situations where the 
position in thc previously published ruling 
is not correct and the correct position is 
being stated in a new ruling. 

Superseded describes a situation where 
the new ruling docs nothing more than re
state the substance and situation of a previ
ously published ruling (or rulings). Thus, 
the term is used to republish under the 
1986 Code and regulations the same po
sition published under the 1939 Code and 
regulations. The term is also used when 
it is desired to republish in a single rul
ing a series of situations, names, etc., that 
were previously published over a period of 
time in separate rulings. If the new rul
ing does more than restate the substance 

E.G.-Executive Order. 
ER-Employer. 
ERISA-Employee Retirement Income Security Act. 
EX-Executor. 
F -Fiduciary. 
FC-f'oreign Country. 
FICA-Federal Insurance Contributions Act. 
FISC-Foreign International Sales Company. 
FPH-Foreign Personal Holding Company. 
FR.-Federal Register. 
FUTA-Federal Unemployment Tax Act. 
FX-Foreign corporation. 
G.C/\1-Chief Counsel's Memorandum. 
GE-Grantee. 
GP-General Partner. 
GR-Grantor. 
IC -Insurance Company. 
I.R.B.-Internal Revenue Bulletin. 
LE-Lcsscc. 
LP-Limited Partner. 
LR-Lessor. 
/\1-Minor. 
NOIlGcq.-Nonacquiescence. 
O-Organizallon. 
P-Parent Corporation. 
PHC-Personal Holding Company. 

of a prior ruling. a combination of terms 
is used. For example. modified and su
perseded describes a situation where the 
substance of a previously published ruling 
is being changed in part and is continued 
without change in part and it is desired to 
restate the valid portion of the previously 
published ruling in a new ruling that is self 
contained. In this case, the previously pub
lished ruling is first modified and then, as 
modified. is superseded. 

Supplemented is used in situations in 
which a list, such as a list of the names of 
countries, is published in a ruling and that 
list is expanded by adding further names in 
subsequent rulings. After the original rul
ing has been supplemented several times, a 
new ruling may be published that includes 
the list in the original ruling and the ad
ditions, and supersedes all prior rulings in 
the series. 

Suspended is used in rare situations 
to show that the previous published rul
ings will not be applied pending some 
future action such as the issuance of new 
or amended regulations, the outcome of 
cases in litigation. or the outcome of a 
Service study. 

PO-Possession of the U.S. 
PR-Partner. 
PRS-Partnership. 
PTE-Prohibited Transaction Exemption. 
Pub. L.-Public Law. 
REIT-Real Estate Investment Trust. 
Rei'. Proc.-Rcvcnue Procedure. 
Re\,. Rul.-Revenue Ruling. 
S-Subsldiary. 
S.P.R.-Statement of Procedural Rules. 
Stat.-Statutes at Large. 
T -Target Corporation. 
TC-Tax Court. 
T D. -Treasury Decision. 
TFE-Transferee. 
TFR-Transferor. 
T1.R.-Technical Information Release. 
TP-Taxpayer. 
TR-Trust 
TT - Trustee. 
u.S.C-United States Code. 
X-Corporation. 
Y-Corporation. 
Z -Corporation. 
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Rev. Rul. 2006-7, 399 
Rev. Rul. 2006-10, 557 
Rev. Rul. 2006-22,687 
Rev. Rul. 2006-24, 875 
Rev. Rul. 2006-29, 1031 

Section 483.-lnterest on Certain Deferred Payments 
Rev. Rul. 2006-4, 264 
Rev. Rul. 2006-7,399 
Rev. Rul. 2006-10,557 
Rev. Rul. 2006-22, 687 
Rev. Rul. 2006-24, 875 
Rev. Rul. 2006-29,1031 

Section SOl.-Exemption From Tax on Corporations, Certain Trusts, etc. 
Notice 2006-42, 878 Rev. Rul. 2006-27,915 

Section 631.-Gain or Loss in the Case of Timber, Coal, or Domestic Iron Ore 
Notice 2006-47, 892 

Section 642.-Special Rules for Credits and Deductions 
Rev. Rul. 2006-4, 264 
Rev. Rul. 2006-7.399 
Rev. Rul. 2006-10,557 
Rev. Rul. 2006-22,687 
Rev. Rul. 2006-24, 875 
Rev. Rul. 2006-29, /031 

Section 664.-Charitable Remainder Trusts 
Notice 2006-15, 501 

Section 67l.-Trust Income, Deductions, and Credits Attributable to Grantors 
and Others as Substantial Owners 

TD. 9241, 427 

Section 807.-Rules for Certain Reserves 
Rev. Rul. 2006-4, 264 
Rev. Rul. 2006-7,399 
Rev. Rul. 2006-10, 557 
Rev. Rul. 2006-22, 687 
Rev. Rul. 2006-24, 875 
Rev. Rul. 2006-25, 882 
Rev. Rul. 2006-29, 1031 
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Section 84G.-Discounted Unpaid Losses Defined 
Rev. Rul. 2006-4, 264 
Rev. Rul. 2006-7, 399 
Rev. Rul. 2006-10, 557 
Rev. Rul. 2006-22, 687 
Rev. Rul. 2006-24, 875 
Rev. Rul. 2006-29, 1031 

Section 85lo-Definition of Regulated Investment Company 
Rev. Rul. 2006-1, 261 
Rev. Rul. 2006-31, II 33 

Section 8Glo-lncome From Sources Within the United States 
REG-144784-02,1036 TO. 9247,521 

TD. 9260,1001 

Section 864.-Definitions and Special Rules 
Notice 2006-47, 892 

Section 902.-Deemed Paid Credit Where Domestic Corporation Owns 10 Percent 
or More of Voting Stock of Foreign Corporation 

REG-144784-02,1036 TO. 9260, 1001 

Section 904.-Limitation on Credit 
Notice 2006-47, 892 TO. 9260, 1001 

Section 937.-Residence and Source Rules Involving Possessions 
TO. 9248, 524 

Section 95lo-Amounts Included in Gross Income of United States Shareholders 
TO. 9251, 590 

Section 954.-Foreign Base Company Income 
TO. 9240, 454 

Section 964.-Miscellaneous Provisions 
REG-144784-02,1036 TO. 9260, 1001 

Section 986.-Determination of Foreign Taxes and Foreign Corporation's Earnings and Profits 
Notice 2006-47, 892 

Section 1012.-Basis of Property-Cost 
Rev. Rul. 2006-27,915 

Section 108lo-Nonrecognition of Gain or Loss on Exchanges or Distribu
tions in Obedience to Orders of S.E.C. 

REG-134317 -os, Jl84 TO. 9264, 1150 

Section 122lo-Capital Asset Defined 
REG-134317-05, Jl84 TO. 9264.1150 

Section 1274.-Determination of Issue Price in the Case of Certain Debt Instruments Issued for Property 
Rev. Rul. 2006-4, 264 
Rev. Rul. 2006-7, 399 
Rev. Ru!. 2006-10, 557 
Rev. Rul. 2006-22,687 
Rev. Rul. 2006-24, 875 
Rev. Rul. 2006-29,1031 
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Section 1288.-Treatment of Original Issue Discount on Tax-Exempt Obligations 
Rev. Rul. 2006-4, 264 
Rev. Rul. 2006-7,399 
Rev. Rul. 2006-10,557 
Rev. Rul. 2006-22, 687 
Rev. Rul. 2006-24. 875 
Rev. Rul. 2006-29,1031 

Section 1297.-Passive Foreign Investment Company 
T.O. 9232, 266 

Section 1298.-Special Rules 
TO. 9231,272 

Section 1374.-Tax Imposed on Certain Built-In Gains 
TO. 9236, 382 

Section 1400F.-Renewal Community Capital Gain 
Rev. Proc. 2006-16,539 

Section 14001.-Commercial Revitalization Deduction 
Rev. Proc. 2006-16,539 

Section 1400J.-lncrease in Expensing Under Section 179 
Rev. Proc. 2006-16,539 

Section l441.-Withholding of Tax on Nonresident Aliens 
TO. 9253, 689 

Section l502.-Regulations 
Rev. Proc. 2006-21, 1050 TO. 9254, 662 

TO. 9255, 741 
TO. 9258, 886 
TO. 9261,919 
TO. 9264, 1150 

Section l503.-Computation and Payment of Tax 
Notice 2006-13. 496 

Section l504.-Definitions 
Rev. Proc. 2006-21, 1050 

Section l563.-Definitions and Special Rules 
REG-134317-05, 1184 T.D. 9264,1150 

Section 2032A.-Valuation of Certain Farm, etc., Real Property 
Rev. Rul. 2006-32, 1170 

Section 2056.-Bequests, etc., to Surviving Spouse 
Rev. Rul. 2006-26, 939 

Section 3l21.-Definitions 
TO. 9233, 303 

Section 3401.-Definitions 
Rev. Rut. 2000-18, 743 

Section 3406.-Backup Withholding 
Notice 2006-12, 458 

Section 60Il.-General Requirement of Return, Statement, or List 
Notice 2006-6, 385 TO. 9239, 401 
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Section 60l2.-Persons Required to Make Returns of Income 
REG-134317-05, 1184 Rev. Rul. 2006-21. 745 T.O.9264.1150 

Section 60lS.-Relief From Joint and Several Liability on Joint Return 
Rev. Rul. 2006-16.694 

Section 6042.-Returns Regarding Payments of Dividends and Corporate Earnings and Profits 
Notice 2006-3, 306 

Section 60S0S.-Returns Relating to Higher Education Tuition and Related Expenses 
Notice 2006-5, 348 

Section 6l03.-Confidentiality and Disclosure of Returns and Return Information 
T.O. 9245, 696 
T.O. 9252, 633 

Section 6lll.-Disclosure of Reportable Transactions 
Notice 2006-6. 385 

Section 6ll2.-Material Advisors of Reportable Transactions Must Keep Lists of Advisees, etc. 
Notice 2006-6, 385 

Section 6l66.-Extension of Time for Payment of Estate Tax Where Estate Consists 
Largely of Interest in Closely Held Business 

Rev. Rul. 2006-34, 1I7l 

Section 6231.-Definitions and Special Rules 
Rev. Rul. 2006-11, 635 

Section 633S.-Sale of Seized Property 
Ct. O. 2082, 697 

Section 6621.-Determination of Rate of Interest 
Rev. Rul. 2006-12, 637 
Rev. Rul. 2006-30, 1 J 34 

Section 6662.-lmposition of Accuracy-Related Penalty on Underpayments 
Rev. Rul. 2006-20. 746 

Section 6673.-Sanctions and Costs Awarded by Courts 
Rev. Rul. 2006-17, 748 

Section 6702.-Frivolous Income Tax Return 
Rev. Rul. 2006-19, 749 

Section 6721.-Failure to File Correct Information Returns 
Notice 2006-3, 306 

Section 6722.-Failure to Furnish Correct Payee Statements 
Notice 2006-3, 306 

Section 6724.-Waiver; Definitions and Special Rules 
Notice 2006-3, 306 
Notice 2006-5, 348 

Section 7508A.-Authority to Postpone Certain Deadlines by Reason of Presidentially 
Declared Disaster or Terroristic or Military Actions 

Notice 2006-12, 458 
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Section 7520.-Valuation Tables 
Rev. Rul. 2006-4. 264 
Rev. Rul. 2006-7, 399 
Rev. Rul. 2006-10,557 
Rev. Rul. 2006-22, 687 
Rev. Rul. 2006-24, 875 
Rev. Rul. 2006-29,1031 

Section 7701.-Definitions 
Rev. Rul. 2006-3,276 T.D. 9235, 338 

T.D. 9246, 534 

Section 7872.-Treatment of loans With Below-Market Interest Rates 
Rev. Rul. 2006-4, 264 
Rev. Rul. 2006-7, 399 
Rev. Rul. 2006-10, 557 
Rev. Rul. 2006-22, 687 
Rev. Rul. 2006-24, 875 
Rev. Rul. 2006-29,1031 

Section 7874.-Rules Relating to Expatriated Entities and Their Foreign Parents 
T.D. 9238, 408 
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Cumulative List of Actions on Decisions 
It is the policy of the Internal Rev

enue Service to announce at an early date 

whether it will follow the holdings in cer

tain cases. An Action on Decision i~ the 

document making such an announcement. 
An Action on Decision will be issued at 

the discretion of the Service only on unap
pealed issues decided adverse to the gov
ernment. Generally, an Action on Decision 

is issued where its guidance would be help

ful to Service personnel working with the 
same or similar issues. Unlike a Treasury 
Regulation or a Revenue Ruling, an Action 
on Decision is not an affirmative statement 
of Service position. It is not intended to 
serve as public guidance and may not be 
cited as precedent. 

Actions on Decisions shall be relied 
upon within the Service only as conclu
sions applying the law to the facts in the 
particular case at the time the Action on 
Decision was issued. Caution should be 
exercised in extending the recommenda
tion of the Action on Decision to similar 
cases where the facts are different. More
over, the recommendation in the Action oh 
Decision may be superseded by new legis
lation, regulations, rulings, cases, or Ac
tions on Decisions. 

Prior to 1991, the Service published 
acquiescence or nonacquiescence only in 

certain regular Tax Court opinions. The 
Service has expanded its acquiescence 

program to include other civil tax cases 
where guidance is determined to be help
ful. Accordingly, the Service now may 

acquiesce or nonacquiesce in the holdings 

of memorandum Tax Court opinions, as 
well as those of the United States District 
Courts, Claims Court. and Circuit Courts 

of Appeal. Regardless of the court decid
ing the case, the recommendation of any 

Action on Decision will be published in 
the Internal Revenue Bulletin. 

The recommendation in every Action 
on Decision will be summarized as ac
quiescence, acquiescence in result only, 

or nonacquiescence. Both "acquiescence" 
and "acquiescence in result only" mean 
that the Service accepts the holding of 
the court in a case and that the Service 
will follow it in disposing of cases with 
the same controlling facts. However. "ac
quiescence" indicates neither approval 
nor disapproval of the reasons assigned 
by the court for its conclusions; whereas. 
"acquiescence in result only" indicates 
disagreement or concern with some or all 
of those reasons. "Nonacquiescence" sig
nifies that, although no further review was 
sought, the Service does not agree with 
the holding of the court and, generally, 

will not follow the decision in disposing 
of cases involving other taxpayers. In 
reference to an opinion of a circuit court 
of appeals, a "nonacquiescence" indicates 
that the Service will not follow the hold
ing on a nationwide basis. However, the 
Service will recognize the precedential 
impact of the opinion on cases arising 
within the venue of the deciding circuit. 

The Actions on Decisions published in 
the weekly Internal Revenue Bulletins are 

consolidated semiannually in the Cumula

tive Bulletins. 

The Commissioner does NOT ACQUI
ESCE in the following decisions: 

Erickson Post Acquisition, Inc. v. 
Commissioner, 1 

Docket Number: 8218-00 
T.c. Memo. 2003-218 

Pacific Gas and Electric Company v. 
United States,2 

417 F.3d 1375 (Fed. Cir. 2005), 
rev'g 55 Fed. Cl. 271 (2003) 

I ~onJcquie ... (('nl't' fL'lJlmg to \~ he-ther the CJ.',h payment from the whole~aler to the retailer was a taxable advance payment or a nontaxable loan. 

~ N~)nJcquic' ... (en\:e relating III \\ hdhL'f the ~Iatute ot hmlt~tlon~ barred the Sen'H.:e from recovering erroneously paid overpayment interest by offsetting against a ~ubsequent refund of tax and 

Inll'rl' ... ( dl'lcrnlincU to hc due ll) the lJ\pa)t'r for tht: ~alllc IU'-Jhlt )t'af 
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Announcement of Disciplinary Actions Involving 
Attorneys, Certified Public Accountants, Enrolled Agents, 
and Enrolled Actuaries - Suspensions, Censures, 
Disbarments, and Resignations 

Under Title 31, Code of Federal Regu
lations, Part 10, attorneys, certified public 
accountants, enrolled agents, and enrolled 
actuaries may not accept assistance from, 
or assist, any person who is under disbar
ment or suspension from practice before 
the Internal Revenue Service if the assis
tance relates to a matter constituting prac
tice before the Internal Revenue Service 
and may not knowingly aid or abet another 

person to practice before the Internal Rev
enue Service during a period of suspen
sion, disbarment, or ineligibility of such 
other person. 

To enable attorneys. certified public 
accountants, enrolled agents, and enrolled 
actuaries to identify persons to whom 
these restrictions apply, the Director, Of
fice of Professional Responsibility, will 
announce in the Internal Revenue Bulletin 

their names, their city and state. their pro
fessional designation, the effeeti ve date 
of disciplinary action. and the period of 
suspension. This announcement will ap
pear in the weekly Bulletin at the earliest 
practicable date after such action and will 
continue to appear in the weekly Bulletins 
for five successive weeks. 

Consent Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31, Code of Federal Regu
lations, Part 10, an attorney, certified pub
lic accountant. enrolled agent, or enrolled 
actuary, in order to avoid the institution 
or conclusion of a proceeding for his or 
her disbarment or suspension from prac-

Name Address 

Hoft, James D. Nutley, NJ 

tice before the Internal Revenue Service, 
may offer his or her consent to suspension 
from such practice. The Director. Office 
of Professional Responsibility, in his dis
cretion. may suspend an attorney. certified 
public accountant, enrolled agent, or en-

Designation 

CPA 

Salver, Isaac Bay Harber Islands, FL CPA 

Woods. Dalton C. Carrollton, TX Enrolled Agent 

Morrissette, Doris G. Lowell, MA Enrolled Agent 

Dale, Edward R. Stockton, CA CPA 

Grossman, Israel G. New York, NY Attorney 

Edmonds. Joseph M. Charlotte, NC Enrolled Actuary 

rolled actuary in accordance with the con
sent offered. 

The following individuals have been 
placed under consent suspension from 
practice before the Internal Revenue Ser
vice: 

Date of Suspension 

Indefinite 
from 
August 10, 200S 

September 19. 200S 
to 
June 18. 2007 

Indefinite 
from 
October IS, 200S 

Indefinite 
from 
November 1, 200S 

Indefinite 
from 
November 1, 200S 

November IS, 200S 
to 
May 14,2007 

November 16, 200S 
to 
March IS, 2006 
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Name Address Designation Date of Suspension 

Rubin, Stuart L Coral Springs, FL CPA Indefinite 
from 
December 7. 200S 

Sanger, Brett D. Oklahoma City, OK Attorney Indefinite 
from 
January 1,2006 

Berkowitz. Ira T. Simi Valley, CA CPA Indefinite 
from 
January 9, 2006 

Caylor, John D. Long Lake, MN CPA Indefinite 
from 
January 12,2006 

Saldana, Oscar M. Laredo, TX CPA Indefinite 
from 
January 15,2006 

Bruck, Lawrence S. Newton, PA CPA Indefinite 
from 
January 16,2006 

Sneathen, Lowell D. Orange, CA CPA Indefinite 
from 
January 18,2006 

Roberson, George Leesburg, VA CPA Indefinite 
from 
January 17, 2006 

Dugan. Lawrence E. Alta,IA Attorney Indefinite 
from 
February I, 2006 

Frascella, Russell Pound Ridge. NY CPA Indefinite 
from 
February I, 2006 

Smith, David B. Kettering, OH Enrolled Agent Indefinite 
from 
February 13, 2006 

Whiteside, Thomas L Atlanta, GA Attorney Indefinite 
from 
February 13,2006 

Bednarz. Jr .. Michael Framingham. MA Attorney Indefinite 
from 
February 13,2006 

Alexander. Herald J.A. Atlanta. GA Attorney Indefinite 
from 
February 20, 2006 

Bartels. Kyle North Salem. NY Enrolled Agent Indefinite 
from 
February 21. 2006 
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Name Address 

Baker, libade A. Indianapolis, IN 

Morris, R. Scott Corpus Christi, TX 

Kenny, Stan M. Wichita, KS 

Designation 

CPA 

CPA 

Attorney 

Date of Suspension 

March 13,2006 
to 
March 12, 2008 

Indefinite 
from 
March 16, 2006 

Indefinite 
from 
May 1,2006 

Expedited Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31, Code of Federal Regu
lations, Part 10, the Director, Office of Pro
fessional Responsibility, is authorized to 
immediately suspend from practice before 
the Internal Revenue Service any practi
tioner who, within five years from the date 

the expedited proceeding is instituted (I) 
has had a license to practice as an attor
ney, certified public accountant, or actuary 
suspended or revoked for cause or (2) has 
been convicted of certain crimes. 

Name Address Designation 

Haugabrook, Earl Upper Montclair, Nl CPA 

Patterson, Kenneth R. Plano, TX CPA 

Blackburn, Randall D. Laurinburg, NC CPA 

Coe, Sean M. Sahuarita, AZ Attorney 

Lim, Ricarda L. Sacramento, CA Attorney 

Bridges, Lynden P. Golden, CO CPA 

Curcio, Gregory 1. New York, NY Attorney 

Silverton, Ronald R. Pacific Palisades, CA Attorney 

The following individuals have been 
placed under suspension from practice be
fore the Internal Revenue Service by virtue 
of the expedited proceeding provisions: 

Date of Suspension 

Indefinite 
from 
September 27,2005 

Indefinite 
from 
October 19, 2005 

Indefinite 
from 
October 19,2005 

Indefinite 
from 
October 12, 2005 

Indefinite 
from 
November 1,2005 

Indefinite 
from 
November 14, 2005 

Indefinite 
from 
November 14,2005 

Indefinite 
from 
November 14,2005 
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Name Address Designation Date of Suspension 

Hartigan, Seth P. Minneapolis, MN Attorney Indefinite 
from 
November 14,2005 

Carlson. Richard E. ChappelL NE Attorney Indefinite 

from 
November 14,2005 

Veres. Robert D. Phoenix. AZ CPA Indefinite 

from 
November 14, 2005 

Noble. Gregory P. Corvallis, OR Attorney Indefinite 

from 
December 2, 2005 

Parker. Oscie K. Thomasville, NC Attorney Indefinite 

from 
December 15,2005 

Connor. Jr. William J. Kernersville, NC Attorney Indefinite 

from 
December IS, 2005 

Cassidy, Maureen E. Murphy, ID Attorney Indefinite 
from 
December 15, 2005 

Harrison, Rodney L. Urbana, IL Attorney Indefinite 
from 
December 15, 2005 

Cagle, Carol L. Alton,IL Attorney Indefinite 
from 
December 15,2005 

Knaff, Philip J. Burr Ridge, IL Attorney Indefinite 

from 
December 15,2005 

Pence. Thomas R. Cedar Rapids, IA Attorney Indefinite 
from 
December 15, 2005 

Tunney. John A. Freehold. NJ Attorney Indefinite 
from 
December 15, 2005 

Dasent. Carlton Mattapoisett. MA Attorney Indefinite 
from 
December 15,2005 

Robeznieks, John O. Palatine. IL Attorney Indefinite 
from 
December 15,2005 

Landman. Nathaniel M. St. Peters. MO Attorney Indefinite 
from 
December 15, 2005 
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Name Address Designation Date of Suspension 

Levin, Herbert M. Bolingbrook, IL Attorney Indefinite 
from 
December 15,2005 

Wade, Jeffrey L. Louisville, KY Attorney Indefinite 
from 
December 15,2005 

Cozzarelli, Frank J. North Caldwell, NJ Attorney Indefinite 
from 
December 15, 2005 

Brooks, Jane E. St. Paul, MN Attorney Indefinite 
from 
Decemher 15, 2005 

Mulvahill, James P. Plymouth, MN Attorney Indefinite 
from 
December 15, 2005 

Bernstein, Ralph Chicago,IL Attorney Indefinite 
from 
December 15, 2005 

Tousey, Robert R. Ellicott City, MD Attorney Indefinite 
from 
December 15, 2005 

Schatz, Allen E. Shorewood, WI Attorney Indefinite 
from 
December 16, 2005 

Olson, David E. New Port Richey, FL Attorney Indefinite 
from 
December 16, 2005 

Shagory, Edward J. Boston, MA Attorney Indefinite 
from 
December 20, 2005 

Wintroub, Edward L. Omaha, NE Attorney Indefinite 
from 
December 20,2005 

Johnson, Jr. Walter T. Greensboro, NC Attorney Indefinite 
from 
December 27, 2005 

Szaro, Stanley J. New York, NY Attorney Indefinite 
from 
December 27, 2005 

Recchione, Louis Woodcliff Lake, NJ Attorney Indefinite 
from 
December 27, 2005 

Pepper, Louis Great Neck, NY Attorney Indefinite 
from 
January 2, 2006 

Fritzshall, Robert S. Skokie,IL Attorney Indefinite 
from 
January 9. 2006 
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Name Address Designation Date of Suspension 

DiCaprio, Joseph A. Cherry Valley, IL Attorney Indefinite 
from 
January 9, 2006 

Rosenberg, Keith A. N. Bethesda, MD Attorney Indefinite 
from 

January 9. 2006 

Boudreau, Patricia L. Lexington, MA Attorney Indefinite 
from 
January 9, 2006 

Webb, Daniel F. Milwaukee, WI Attorney Indefinite 
from 
January 9, 2006 

Miranda, Jesse R. Phoenix, AZ Attorney Indefinite 

from 
January 9, 2006 

Kuzel, Gary Plainfield, IL CPA Indefinite 
from 
January 9, 2006 

Nomura, Edmund Y. Phoenix, AZ Attorney Indefinite 
from 
January 9, 2006 

Mason, Robert J. Colorado Springs, CO Attorney Indefinite 
from 
January 9, 2006 

Land, Janet P. Stedman, NC Attorney Indefinite 
from 
January 9, 2006 

Fitzgerald, Maurice Lexington, MA Attorney Indefinite 
from 
January 9, 2006 

Valadez, Librado R. San Antonio. TX CPA Indefinite 
from 
January 9, 2006 

Williams, Frank C. Houston, TX Attorney Indefinite 
from 
January 9, 2006 

LaGrand, Tara Naples, FL CPA Indefinite 
from 
January 9, 2006 

Harris. Susan L. Houston. TX Attorney Indefinite 
from 
January 9, 2006 

Hobbs. James B. Amherst, NH Attorney Indefinite 
from 
January 9, 2006 

Momsen. Joel Napa. CA Attorney Indefinite 
from 
January 10,2006 
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Name Address Designation Date of Suspension 

Lambert, Brett J. Fort Collins, CO Attorney Indefinite 

from 

January 10, 2006 

Lefevre, Keith H. Longwood, FL Attorney Indefinite 

from 

January 13, 2006 

Bronner, Bernard Great Neck, NY Attorney Indefinite 

from 

January 18,2006 

Kuhnreich, Robert M. New York, NY Attorney Indefinite 

from 

January 20, 2006 

Walser, Vicki L. Valencia, CA Attorney Indefinite 

from 
January 2(), 2006 

Menter, Jeffrey Centennial, CO Attorney Indefinite 

from 

January 23. 2006 

Catagnus, Patricia A. Richardson, TX CPA Indefinite 

from 
January 23, 2006 

Matthews, Elizabeth B. Denver, CO Attorney Indefinite 
from 

January 23, 2006 

Sissel man, Bany A. Temecula, CA Attorney Indefinite 
from 

January 23, 2006 

Armstrong, Thomas I. Irvine, CA Attorney Indefinite 

from 

January 23, 2006 

Chestnut, A. Johnson Fayetteville, NC CPA Indefinite 
from 

January 24. 2006 

Kerby, John C. Desoto, TX CPA Indefinite 
from 

Fcbruary 2, 2006 

Phillips, John D. Albuquerque, NM Attorney Indefinite 

from 

February 2, 2006 

Broomas, James Baytown, TX Attorney Indefinite 
from 

February 2, 2006 

Wilson, Joel M. Denver, NC CPA Indefinite 

from 

February 2, 20()6 

Olivieri Jr .. Robert C. Bensalem. PA CPA Indefinite 

from 

February 7. 200h 
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Name Address Designation Date of Suspension 

Scher, Robert A. Port Washington. NY Attorney Indefinite 
from 
February 15. 2006 

Mintz, David J. Evergreen, CO Attorney Indefinite 
from 

February 15, 2006 

Abelson, Richard H. White Plains, NY Attorney Indefinite 

from 
February 15, 2006 

Drum, Joel A. Van Nuys, CA Attorney Indefinite 

from 
February 17, 2006 

Nissenbaum, Susan Grafton, MA Attorney Indefinite 

from 
February 22, 2006 

Mahon, Edward J. Warenville, IL Attorney Indefinite 

from 
February 22, 2006 

Nash, Bruce Chicago,IL Attorney Indefinite 

from 
February 22, 2006 

Duru, Ike E. Powder Springs, GA Attorney Indefinite 

from 
February 22, 2006 

Hirth, Gary E. Phoenix, AZ Attorney Indefinite 
from 
Fcbruary 22, 2006 

Madden, James G. Hudson,IL Attorney Indefinite 
from 
February 22, 2006 

Thomas, Robert C. Chicago,IL Attorney Indefinite 
from 
February 22, 2006 

Moore, Jr. William D. Libertyville, It Attorney Indefinite 
from 
February 22, 2006 

Weit Jr., John V. Homewood, IL Attorney Indefinite 
from 
February 22, 2006 

Berlin. Marc D. Chicago,IL Attorney Indefinite 
from 
February 22, 2006 

Lebensbaum, Henry Andover, MD Attorney Indefinite 
from 
February 22, 2006 

Leonhart. Georgia L. Ocean View. DE Attorney Indefinite 
from 
Fcbruary 22, 2006 
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Name Address Designation Date of Suspension 

Wolf. Marvin H. Boynton Beach. FL Attorney Indefinite 
from 
February 22, 2006 

Dorsa, Lawrence R. Oceanside, CA Attorney Indefinite 
from 
February 23, 2006 

Battista Jr .. Gerard F. Norwell, MA Attorney Indefinite 
from 
February 27, 2006 

Koehn, Charles R. Green Bay, WI Attorney Indefinite 
from 
February 28, 2006 

Phillips. Claudia L. Oak Park, CA Attorney Indefinite 
from 
March 9, 2006 

Zarate, Gustavo A. Pasadena, CA Attorney Indefinite 
from 
March 9, 2006 

Schorling. Douglas D. Fresno, CA Attorney Indefinite 
from 
March 9, 2006 

Bowman Jr .. John J. Gibsonia. PA Enrolled Agent Indefinite 
from 
March 9, 2006 

Jordan. Richard W. Austin. TX CPA Indefinite 
from 
March 9, 2006 

Rothenberg. Steven G. Kingston. NY Attorney Indefinite 
from 
March 24, 2006 

Osterloh, Douglas D. Boring. OR Attorney Indefinite 
from 
Man;h 24, 2006 

Benevenia. Eugene Tucson, AZ Attorney Indefinite 
from 
March 24, 2006 

Krombach. Charles Brookfield. WI Attorney Indefinite 
from 
March 24. 2006 

Caldwell. David G. Austin, TX Attorney Indefinite 
from 
March 24. 2006 

Zwibel. David Lawrence. NY CPA Indefinite 
from 
March 31. 2006 
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Suspensions From Practice Before the Internal Revenue 
Service After Notice and an Opportunity for a Proceeding 

Under Title 31. Code of Federal Reg
ulations, Part 10, after notice and an op
portunity for a proceeding before an ad-

Name Address 

ministrative law judge, the following indi
viduals have been placed under suspension 

Designation 

Fitzpatrick, Pamela Arroyo Grande, CA CPA 

from practice before the Internal Revenue 
Service: 

Effective Date 

November 14,2005 
to 
November 13, 2009 

Disbarments From Practice Before the Internal Revenue 
Service After Notice and an Opportunity for a Proceeding 

Under Title 31, Code of Federal Regu- tunity for a proceeding before an adminis
lations, Part 10, after notice and an oppor- trative law judge, the following individu-

Name Address Designation 

Edgar, Richard A. Los Angeles, CA CPA 

Censure Issued by Consent 
Under Title 3 L Code of Federal Reg

ulations, Part lO, in lieu of a proceeding 
being instituted or continued, an attorney, 
certified public accountant, enrolled agent, 

Name Address 

or enrolled actuary, may offer his or her 
consent to the issuance of a censure. Cen
sure is a public reprimand. 

Designation 

Porter, Donald E. Burleson, TX CPA 

Resignations of Enrolled Agents 
Under Title 31, Code of Federal Regu

lations, Part 10. an enrolled agent, in or
der to avoid the institution or conclusion 
of a proceeding for his or her disbarment 
or suspension from practice before the In-

ternal Revenue Service, may offer his or 
her resignation as an enrolled agent. The 
Director, Office of Professional Responsi
bility. in his discretion, may accept the of
fered resignation. 

als have been disbarred from practice be
fore the Internal Revenue Service: 

Effective Date 

October 3,2005 

The following individuals have con
sented to the issuance of a Censure: 

Date of Censure 

February 10, 2006 

The Director. Office of Professional 
Responsibility, has accepted offers of res
ignation as an enrolled agent from the 
following individuals: 

Name Address Date of Resignation 

Casagna. Ronald M. Tustin, CA November 25. 2005 
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SECTION 1. WHAT IS THE This revenue procedure explains how the Service provides advice to taxpayers on issues un-
PURPOSE OF THIS REVENUE der the jurisdiction of the Associate Chief Counsel (Corporate), the Associate Chief Counsel 
PROCEDURE? (Financial Institutions and Products). the Associate Chief Counsel (Income Tax and Account

ing), the Associate Chief Counsel (International), the Associate Chief Counsel (Passthroughs 
and Special Industries). the Associate Chief Counsel (Procedure and Administration), and the 
Division Counsell Associate Chief Counsel (Tax Exempt and Government Entities). It explains 
the forms of advice and the manner in which advice is requested by taxpayers and provided by 
the Service. A sample format of a request for a letter ruling is provided in Appendix B. See 
section 4 of this revenue procedure for issues outside the scope of this revenue procedure. 

Description of terms used in this .01 For purposes of this revenue procedure-
revenue procedure 

(1) the term "Service" includes the Internal Revenue Service. the four operating divisions 
of the Internal Revenue Service that are responsible for meeting the needs of the taxpayers they 
serve, and the Associate offices. The four operating divisions are: 

(a) Large and Mid-Size Business Division (LMSB). which generally serves corporations. 
including S corporations, and partnerships. with assets in excess of $10 million: 

Sec. 1.01 
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SECTION 2. WHAT IS THE 
FORM IN WHICH THE 
SERVICE PROVIDES ADVICE 
TO TAXPAYERS? 

Letter ruling 

Closing agreement 
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. (b) Small Busine~s/Self-Employed Division (SB/SE), which generally serves corporations, 

IncludIng S co.rp.oratlons,. and partnerships, with assets less than or equal to $10 million: estates 

and trusts; IndIVIduals fIlIng an individual federal income tax retum with accompanying Sched

ule C (Profit or Loss From Business (Sole Proprietorship)), Schedule E (SIII)P/t'l1Icllfa/IIICOI1lC 
und Loss), Schedule F (Profit or Loss From Farming), Form 1106, Elllp/orc£' BI/siness Ex
pense.I·, or Form 21 06-EZ, Unreimbursed Employee Business t".\penscs: and individuals with 
intemational tax retums; 

(c) Wage and Investment Division (W&I), which generally serves individuals with wage 

and investment income only (and with no international tax rcturns) filing an individual federal 

income tax return without accompanying Schedule C, E, or F, or Form 2106 or Form 21 06-EZ; 

and 

(d) Tax Exempt and Govemment Entities Division (TE/GE), which serves three distinct 

taxpayer segments: employee plans, exempt organizations, and government entities. 

(2) the term "Associate office" refers to the Office of Associate Chief Counsel (Corporate), 

the Office of Associate Chief Counsel (Financial Institutions and Products), the Office of As

sociate Chief Counsel (Income Tax and Accounting), the Office of Associate Chief Counsel 

(International), thc Office of Associate Chief Counsel (Passthroughs and Special Industries), 

thc Office of Associate Chief Counsel (Procedure and Administration), or the Office of Divi

sion Counsell Associate Chief Counsel (Tax Exempt and Govemment Entities), as appropriate. 

(3) the term "Director" refers to the Dircctor, Field Operations, LMSB; the Area Director, 

Field Examination, SB/SE; Chief. SB/SE International Field & Policy; Chief, Estate & Gift 

Tax Operations, SB/SE; Chief, Employment Tax Operations, SB/SE; Chief, Excise Tax Op
erations, SB/SE; or the Director, Compliance, W &1; the Director, International, LMSB; the 

Director, Employee Plans Examinations; the Director, Exempt Organizations Examinations; 

the Director, Federal, State & Local Governments; the Director, Tax Exempt Bonds; or the 

Director, Indian Tribal Governments. as appropriate. 

(4) the term "field office" refers to the respective offices of the Directors, as appropriate. 

(5) the term '"taxpayer" includes all persons subject to any provision of the Internal Revenue 

Code (including issuers of § 103 obligations) and, when appropriate, their representatives. 

.02 This revenue procedure is updated annually as thc first revenue procedurc of the year, 

but may be modified or amplified during the year. 

The Service provides advice in the form of letter rulings, closing agreements, determination 
letters, information letters. and oral advice. 

.01 A "letter ruling" is a written determination issued to a taxpayer by an Associate office 
in response to a writtcn inquiry from an individual or an organization about its status for tax 
purposes or the tax effects of its acts or transactions, prior to the filing of returns or reports 
that are required by the revenue laws. A letter ruling interprets and applies thc tax laws to 
the taxpayer's specific set of facts and is given when appropriate in the interest of sound tax 
administration. A lcttcr ruling includes the written permission or dcnial of permission by an 
Associate office to a request for a change in a taxpayer's accounting method or accounting 
period. Once issued, a letter ruling may be revoked or modified for any number of reasons, as 
explained in section II (section 9.19 for a change in accounting method letter ruling) of this 
rcvcnue procedure, unlcss it is accompanied by a "closing agreement." 

.02 A "closing agreement'· is a final agreement between .the .Se~vice and a taxpayer on a 
specific issue or liability. It is entered into under the authonty 111 § 7121 and is final unless 
fraud. malfcasance, or misrepresentation of a material fact can be shown. 



Determination letter 

Information letter 

A taxpayer may request a closing agreement with the letter ruling. or in lieu of a letter ruling. 
with respect to a transaction that would be eligible for a letter ruling. In such situations. the 
Associate Chief Counsel with subject matter jurisdiction signs the closing agreement on behalf 
of the Service. 

A closing agreement may be entered into when it is advantageous to have the matter perma
nently and conclusively closed or when a taxpayer can show that there are good reasons for an 
agreement and that making the agreement will not prejudice the interests of the Governmcnt. 
In appropriate cases, a taxpayer may be asked to enter into a closing agreement as a condition 
for the issuance of a letter ruling. 

If, in a single case, a closing agreement is requested for each person or entity in a class of 
taxpayers, separate agreements are entered into only if the class consists of 25 or fewer taxpay
ers. If the issue and holding are identical for the class and there are more than 25 taxpayers in 
the class, a "mass closing agreement" will be entered into with the taxpayer who is authorizcd 
by the others to represent the class. 

.03 A "determination letter" is a written determination issued by a Director that applics the 
principles and precedents previously announced by the Service to a specific set of facts. It is 
issued only when a determination can be made based on clearly established rules in a statute. 
a tax treaty, the regulations. a conclusion in a revenue ruling, or an opinion or court decision 
that represents the position of the Service. 

.04 An "information letter" is a statement issued either by an Associate office or by a Direc
tor. It calls attention to a well-established interpretation or principle of tax law (including a tax 
treaty) without applying it to a specific set of facts. An information letter may be issued if the 
taxpayer's inquiry indicates a need for general information or if the taxpayer's request does 
not meet the requirements of this revenue procedure and the Service thinks that general infor
mation will help the taxpayer. An information letter is advisory only and has no binding effect 
on the Service. If the Associate office issues an information letter in response to a request for 
a letter ruling that does not meet the requirements of this revenue procedure, the information 
letter is not a substitute for a letter ruling. The taxpayer should provide a daytime telephone 
number with the taxpayer's request for an information letter. 

Information letters requests to Associate offices mailed on or after February 1. 2006, will 
be subject to a user fee. See Appendix A. 

Information letters that are issued by the Associate offices to members of the puhlic are 
made available to the public. Information letters that are i:'.sued by the field offices are not 
made available to the public. 

Because information letters do not constitute written determinations as defined in § 6110, 
they are not subject to public inspection under § 6110. The Service makes the information 
letters available to the public under the Freedom of Information Act ("ForA"). Before any 
information letter is made available to the public, an Associate office will delete any name. 
address, and other identifying information as appropriate under the FOIA (for example, FOlA 
personal privacy exemption of 5 U.S.c. § 552(b)(6) and tax details exempt pursuant to § 6103. 
as incorporated into ForA by 5 U.S.C. § 552(b)(3»). 

The following documents also will not be available for public inspection as part of this 
process: 

(1) transmittal letters in which the Service furnishes publications or other publicly available 
material to taxpayers, without any significant legal discussion; 

(2) responses to taxpayer or third party contacts that are inquiries with respect to a pending 
request for: a letter ruling, technical advice memorandum, or Chief Counsel Advice (which 
are subject to public inspection under § 6110 after their issuance); and 
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SECTION 3. ON WHAT ISSUES 
\tIAY TAXPAYERS REQUEST 
WRITTE"I ADVICE UNDER 
THIS PROCEDURE? 

Issues under the jurisdiction of 
the Associate Chief ClJunsel 
(Corporate) 

Issues under the jurisdidion of 
the .\~s()l'iatl' Chid' Counsel 
(Finanl'ial Institutions and 
Product~) 
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(J) re~ponses to taxpayer or third party communications with respect to any investigation. 
audit. litigation. or other enforcement action. 

.05 

(1) No oral rulings and no written rulings in response to oral requests. 

The Service does not orally issue letter rulings or determination letters. nor does it issue letter 
ruling, or determination lettcrs in rcsponse to oral requests from taxpayers. So:rvice employees 
ordinarIly will discuss with taxpayers or their representatives inquiries regarding whether the 
Service will rule on particular issues and questions relating to procedural matten, about sub
mitting requests for letter rulings or determination letters for a particular case. 

(2) Discussion possible on substantive issues. 

At the discretion of the Service and as time permits, substantive issues also may be dis
cu~sed. Such a discussion will not be binding on the Service in general or on the Office of 
Chief Counscl in particular and cannot be relied upon as a basis for obtaining retroactive relief 
under the provisions of ~ 7805(b). 

Substantive tax issues involving the taxpayer that are under examination, in Appeals, or in 
litigation will not be discussed by Service employees not directly involved in the examination, 
appeal, or litigation of the issues unless the discussion is coordinated with those Service em
ployees who are directly involved in the examination, appeal, or litigation of the issues. The 
taxpayer or the taxpayer's representative ordinarily will be asked whether the oral request for 
ad vice or infonnation relates to a matter pending before another office of the Service or before 
a federal court. 

If a tax issue is not under examination, in appeals, or in litigation. the tax issue may be 
discussed even though the issue is affected by a nontax issuc pending in litigation. 

A taxpayer may seek oral technical guidancc from a taxpaycr service representative in a field 
office or Service Center when preparing a return or report. Oral guidance is advisory only, and 
the Service is not bound to recognize it, for example, in the examination of the taxpayer's 
return. 

The Service does not respond to letters seeking to confirm the substance of oral discussions 
and the absence of a response to such a letter is not a confirmation. 

Taxpayers may request letter rulings. information letters, and closing agreements under this 
revenue procedurc on issues within the jurisdiction of the Associate offices. 

Taxpayers also may request determination letters from the Director in the appropriate oper
ating division on subjects that relate to the Code sections under the jurisdiction of the respective 
A "ociate offices. Sf'£, section 12.08 of this revenue procedure for information on where to send 
the requests for determination letters . 

. 01 Issues under the jurisdiction of the Associate Chief Counsel (Corporate) include 
those that involve consolidated returns, corporate acquisitions, reorganizations, liquidations, 
redemptiuns. spinoffs, transfers to controlled corporations, distributions to shareholders, cor
porate bankruptcies. the effect of certain ownership changes on net operating loss carryovers 
and other tax attributes. debt vs. equity determinations, allocation of income and deductions 
among taxpayers. acqui~itions made to evade or avoid income tax. and certain earnings and 
profits questions . 

. 02 bsues under the jurisdiction of the Associate Chief Counsel (Financial Institutions and 
Produc(';) include those that involve income taxes and accounting method change, of banks, 
,ayings and loan associations. real estate investment trusts (REITs), regulated investment com
panies (RICs), real estate mortgage investment conduits (REMICs), insurance cornpanies and 
produL'\'-" <tlld financial products. 



Issues under the jurisdiction of 
the Associate Chief Counsel 
(Income Tax and Accounting) 

Issues under the jurisdiction of 
the Associate Chief Counsel 
(International) 

Issues under the jurisdiction of 
the Associate Chief Counsel 
(Passthroughs and Special 
Industries) 

Issues under the jurisdiction of 
the Associate Chief Counsel 
(Procedure and Administration) 

Issues under the jurisdiction of 
the Division CounseUAssociate 
Chief Counsel (Tax Exempt and 
Government Entities) 

SECTION 4. ON WHAT ISSUES 
MUST WRITTEN ADVICE 
BE REQUESTED UNDER 
DIFFERENT PROCEDURES? 

Alcohol, tobacco, and firearms 
taxes 

Employee plans and exempt 
organizations 

.03 Issues under the jurisdiction of the Associate Chief Counsel (Income Tax and Account ~ 
ing) include those that involve recognition and timing of income and deductions of individuab 
and corporations, sales and cxchangcs, capital gains and losse~. installment sales. equipment 
leasing. long~term contracts, inventories. the alternative minimuIll tax. net operating losses 
generally, including accounting method changes for these issues. and accounting periods . 

. 04 Issues under the jurisdiction of the Associate Chief Counsel I. International) include the 
tax treatment of nonrcsidcnt aliens and foreign corporations. withholding of tax on nonresident 
aliens and foreign corporations, foreign tax credit, determination of sources of income, income 
from sources without the United States, subpart F questions, domestic international sales cor~ 
porations (DISCs), foreign sales corporations (FSCs), exclusions under * 114 for extraten'ito~ 
rial income (ETI) pursuant to * 941 (a)( 5 )(A). international boycott determinations. treatment 
of certain passive foreign investment companies, income affected by treaty, and other matters 
relating to the activities of non~U.S. persons within the United States or U.S.~related persons 
outside the United States, and accounting method changes. 

For the procedures to obtain advance pricing agreements under * 482, .Iee Rev. Proc. 
2004-40, 2004-2 C.B. SO (or successor). 

For compctcnt authority procedures related to bilateral and multilateral advance pricing 
agreements, see Rev. Proc. 2002-52, 2002-2 C.B. 242 . 

. OS Issues under the jurisdiction of the Associate Chicf Counsel (Passthroughs and Special 
Industries) include those that involve income taxes of S corporations (except accounting pe~ 
riods and methods) and certain noncorporate taxpayers (including partnerships. common trust 
funds, and trusts), entity classification, estate, gift, generation~skipping transfer. and certain 
cxcise taxes, amortization, depreciation, depletion. and other engineering issues. accounting 
method changes for depreciation and amortization, cooperati ve housing corporations, farmers' 
cooperatives (under § 521), thc low~income housing. disahled access. and qualified electric ve~ 
hicle credits, research and experimental expenditures, shipowners' protection and indemnity 
associations (under § 526), and certain homeowners associations (under ~ 528) . 

. 06 Issues under the jurisdiction of the Associate Chief Counsel (Procedure and Admin~ 
istration) include those that involve fcdcral tax procedure and administration, disclosure and 
privacy law, reporting and paying taxes, assessing and collecting taxes (including interest and 
penalties), abating. crediting, or refunding overassessments or overpayments of tax, and filing 
information returns . 

. 07 Issues under the jurisdiction of thc Division Counsell Associate Chief Counsel (Tax Ex~ 
empt and Government Entities) include those that involve income tax and other tax aspects of 
executive compcnsation and employee benefit programs, in:::luding accounting method changes 
for these issues (other than those within the jurisdiction of the Commissioner, Tax Exempt 
and Government Entities Division), section 457 anangements. employment taxes. taxes on 
self~employment income, tax~exempt obligations, mortgage credit certificates, qualified zone 
acadcmy bonds (QZABS), and federal. state, local, and Indian trihal governments. 

.01 The procedures for obtaining letter rulings, etc .. that apply to federal alcohol. tobacco. 
and firearms taxes under subtitle E of the Codc arc under the jurisdiction of the Alcohol and 
Tobacco Tax and Trade Bureau of the Department of the Treasury . 

. 02 The procedures for obtaining letter rUlings, determination letter\. etc .. on cmployee 
plans and exempt organizations are under the jurisdiction of the Commissioner. Tax Exempt 
and Government Entities Division. See Rcv. Proc. 2()()6-4, this Bulletin. See (I/s(J Rev. Proc. 
2006-6, this Bulletin, for the procedures for issuing determination letters on the qualified sta~ 
tus of pension. profit~sharing. stock bonus. annuity. and employee stock ownership plans under 
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SECTION 5. UNDER WHAT 
CIRCUMSTANCES DO THE 
ASSOCIATE OFFICES ISSUE 
LETTER RULINGS? 

In income and gift tax matters 

Special relief for late 

S corporation and related 
elections 

A § 301.9100 request for extension 
of time for making an election 

or for other relief 
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§§ 401, 403(a), 409, and 4975(e)(7), and the status for exemption of any related trusts or cus
todial accounts under § 501 (a). 

For the user fee requirements applicable to requests for letter rulings, determination letters, 

etc., under the jurisdiction of the Commissioner, Tax Exempt and Government Entities Divi
sion, see Rev. Proc. 2006-8, this Bulletin. 

.01 In income and gift tax matters, an Associate office generally issues a letter ruling on 

a proposed transaction or on a completed transaction if the letter ruling request is submitted 

before the return is filed for the year in which the transaction is completed . 

. 02 In lieu of requesting a letter ruling under this revenue procedure, a taxpayer may obtain 

relief for certain late S corporation and related elections by following the procedures in Rev. 

Proc. 2004-49,2004-2 C.B. 210; Rev. Proc. 2004-48,2004-2 C.B. 172; Rev. Proc. 2003-43, 

2003-1 C.B. 998, or Rev. Proc. 97-48, 1997-2 C.B. 521. These procedures, which are in lieu 

of the letter ruling process, do not require payment of any user fee. See section 4.04 of Rev. 

Proc. 2004-49, section 3.01 of Rev. Proc. 2004-48, section 3.01 of Rev. Proc. 2003-43, 

section 3 of Rev. Proc. 97-48, and section 15.03(3) of this revenue procedure . 

. 03 An Associate office will consider a request for an extension of time for making an elec

tion or other application for relief under § 301.9100-3 of the Regulations on Procedure and Ad
ministration, even if submitted after the return covering the issue presented in the § 301.9100 
request has been filed, an examination of the return has begun, or the issues in the return are 

being considered by Appeals or a federal court. A § 301.9100 request is a letter ruling request. 
Therefore, the § 301.9100 request should be submitted pursuant to this revenue procedure. An 
election made pursuant to § 301.9100-2 for an automatic extension of time is not a letter rul
ing request and does not require payment of any user fee. See § 301.9100-2(d) and section 
15.03(1) of this revenue procedure. 

(1) Format of request. A § 301.9100 request (other than an election made pursuant to 
§ 301.9100-2) must be in the general form of, and meet the general requirements for, a letter 
ruling request. These requirements are given in section 7 of this revenue procedure. In addi
tion, a § 301.9100 request must include the information required by § 301.9100-3(e). 

(2) Period of limitations. The running of any applicable period of limitations is 

not suspended for the period during which a § 301.9100 request has been filed. See 
§ 301.9100-3(d)(2). If the period of limitation on assessment under § 6501(a) for the 
taxable year in which an election should have been made or any taxable year that would 

have been affected by the election had it been timely made will expire before receipt of a 
§ 301.9100 letter ruling, the Associate office ordinarily will not issue a § 301.9100 ruling. 
See § 301.9100-3(c)(l)(ii). If, however, the taxpayer secures consent to extend the period of 
limitations on assessment under § 6501 (c)( 4), the Associate office may issue the letter ruling. 
Note that the filing of a claim for refund under § 6511 does not extend the period of limitation 
on assessment. If § 301.9100 relief is granted, the Associate office may require the taxpayer 
to consent to an extension of the period of limitation on assessment. See § 301.9100-3(d)(2). 

(3) Taxpayer must notify the Assnciate office if examination of its return begins while 
the request is pending. If the Service starts an examination of the taxpayer's return for the 
taxable year in which an election should have been made or any taxable year that would have 
been affected by the election had it been timely made while a § 301.9100 request is pending, 
the taxpayer must notify the Associate office. This notification must include the name and 
telephone number of the examining agent. See § 301.9100-3(e)(4)(i) and section 7.04(l)(b) of 
this revenue procedure. 



(4) Associate office will notify examination agents, appeals officer, or government coun
sel of a § 301.9100 request if the taxpayer's return is being examined by a field office or is 
being considered by Appeals or a federal court. If the taxpayer's return for the taxable year 
in which an election should have been made or any taxable year that would have been affected 
by the election had it been timely made is being examined by a field office or considered by 
Appeals or a federal court, the Associate office will notify the appropriate examining agent. 
appeals officer, or government counsel that a § 301.9100 request has been submitted to the As
sociate office. The examining officer, appeals officer, or government counsel is not authorizcd 
to deny consideration of a § 301.9100 request. The letter ruling will be mailed to the taxpayer 
and a copy will be sent to the appropriate Service official in the operating division that has 
examination jurisdiction of the taxpayer's tax return, appeals officer, or government counsel. 

(5) Relief for late initial classification election. In lieu of requesting a letter ruling under 
§ 301.9100-1 through § 301.9100-3 and this revenue procedure, an entity newly formed under 
local law may apply for late classification election relief under Rev. Proc. 2002-59,2002-2 
C.B. 615. Requests for such relief are not subject to user fees. See section 3 of Rev. Proc. 
2002-59 and section 15.03(2) of this revenue procedure. 

Determinations under § 999(d) of .04 As provided in Rev. Proc. 77-9, 1977-1 C.B. 542, the Associate Chief Counsel (lnter-
the Internal Revenue Code national) issues determinations under § 999(d) that may deny certain benefits of the foreign tax 

credit, deferral of earnings of foreign subsidiaries and domestic international sales corporations 
(DISCs) to a person, if that person, is a member of a controlled group (within the meaning of 
§ 993(a)(3)) that includes the person, or a foreign corporation of which a memher of the con
trolled group is a United States shareholder, agrees to participate in, or cooperate with, an 
international boycott. The same principles shall apply with respect to exclusions under § 114 
for exterritorial income (ETI) pursuant to § 941(a)(5)(A). Requests for determinations under 
Rev. Proc. 77-9 are letter ruling requests and, therefore, should be submitted to the Associate 
office pursuant to this revenue procedure. 

In matters involving § 367 .05 Unless the issue is covered by section 6 of this revenue procedure, the Associate Chief 
Counsel (International) may issue a letter ruling under § 367 even if the taxpayer does not 
request a letter ruling as to the characterization of the transaction under the reorganization 
provisions of the Code. The Associate office will determine the ~ 367 consequences of a trans
action based on the taxpayer's characterization of the transaction but will indicate in the letter 
ruling that it expresses no opinion as to the characterization of the transaction under the reor
ganization. The Associate office may decline to issue a § 367 ruling in situations in which the 
taxpayer inappropriately characterizes the transaction under the reorganization provisions. 

In estate tax matters .06 In general, the Associate Chief Counsel (Passthroughs and Special Industries) issues 
letter rulings on transactions affecting the estate tax on the prospective estate of a living person. 
The Associate office will not issue letter rulings for prospective estates on computations of tax, 
actuarial factors, and factual matters. With respect to the transactions affecting the estate tax of 
the decedent's estate, generally, the Associate office issues letter rulings before the decedent's 
estate tax return is filed. 

If the taxpayer is requesting a letter ruling regarding a decedent's estate tax and the estate 
tax return is due to be filed before the letter ruling is expected to be issued, the taxpayer should 
obtain an extension of time for filing the return and should notify the Associate office branch 
considering the letter ruling request that an extension has been obtained. 

If the return is filed before the letter ruling is received from the Associate office, the taxpayer 
must disclose on the rerurn that a letter ruling has been requested, attach a copy of the pending 
letter ruling request to the return, and notify the Associate office that the return has been filed. 
See section 7.04 of this revenue procedure. The Associate office will make every effort to issue 
the letter ruling within 3 months of the date the return was filed. 

If the taxpayer requests a letter ruling after the return is filed, hut before the return is exam
ined, the taxpayer must notify the field office having jurisdiction over the return, that a letter 
ruling has been requested, attach a copy of the pending letter ruling request, and notify the 
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In matters involving additional 
estate tax under § 2032A(c) 

In matters involving qualified 
domestic trusts under § 2056A 

In generation-skipping transfer 
tax matters 

In employment and excise tax 
matters 

In administrative provisions 
matters 

In Indian tribal government 
matters 
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Associate office that a return has been filed. See section 7.04 of this rewnue procedure. The 
Associate office will make every effort to issue the letter ruling within -' months of the date the 
return has been filed. 

If the letter ruling cannot be issued within that 3-month period. the Associate officc will 
notify the field office having jurisdiction over the return. who may. by memorandum to the 
Associate office. grant an additional period for the issuance of the letter ruling. 

.07 In matters involving additional estate tax under § 2032A(c). the Associate ChiefCoun
sel (Passthroughs and Special Industries) Issues letter rulings on proposed transactions and on 
completed transactions that occurred before the return is filed . 

. 08 In matters involving qualified domestic trusts under § 2056A, the Associate ChiefCoun
sel (Passthroughs and Special Industries) issues letter rulings on proposed transactions and on 
completed transactions that occurred before the return is filed . 

• 09 In general. the Associate Chief Counsel (Passthroughs and Special Industries) issues 
letter rulings on proposed transactions that affect the generation-skipping transfer tax and on 
completed transactions that occurred before the return is filed. In the case of a generation
skipping trust or trust equivalent. letter rulings are issued either before or after the trust or trust 
equivalent has been established . 

. 10 In employment and excise tax matters. the Associate offices issue letter rulings on pro
posed transactions and on completed transactions either before or after the return is filed for 
those transactions. 

Requests regarding employment status (employer/employee relationship) from federal 
agencies and instrumentalities should be submitted directly to the Associate Chief Counsel 
(Tax Exempt and Government Entities). Requests regarding employment status from other 
taxpayers mmt first be submitted to the appropriate Service office listed on the current Form 
SS-8 (Rev. June 2(03). See section 12.04 of this revenue procedure. Generally, the employer 
is the taxpayer and requests the letter ruling. If the worker asks for the letter ruling. both the 
worker and the employer are considered to be the taxpayer and both are entitled to the letter 
ruling . 

. 1 t The Associate Chief Counsel (Procedure and Administration) issues letter rulings on 
matters arising under the Code and related statutes and regulations that involve-

(1) the time, place. manner. and procedures for reporting and paying taxes; or 

(2) the filing of information returns. 

.12 Pursuant to Rev. Proc. 84-37. 1984-1 C.B. 513. as modified by Rev. Proc. 86-17, 
1986-1 C.B. 550, and Rev. Proc. 2006-1. this revenue procedure. the Office of Division Coun
:;ell Associate Chief Counsel (Tax Exempt and Government Entities) issues determinations rec
ognizing a tribal entity as an Indian tribal government within the meaning of § 7701(a)(40) or 
as a political subdivision of an Indian tribal government under ~ 7871 (d) if it determines, after 
consultation with the Secretary of the Interior, that the entity satisfies the statutory definition of 
an Indian tribal government or has been delegated governmental functions of an Indian tribal 
government. Requests for determinations under Rev. Proc. 84-37 are letter ruling requests, 
and, therefore. should be submitted to the Office of Division Counsell Associate Chief Counsel 
(Tax Exempt and Government Entities) pursuant to this revenue procedure. 

(1) Definition of Indian tribal government. The term "Indian tribal government" is de
fined under § 7701 (a)(40) to mean the governing body of any tribe. band. community, village 
or group of Indians. or (if applicable) Alaska Natives. that is determined by the Secretary of 
the Treasury. after consultation with the Secretary of the Interior, to exercise governmental 
functions. Section 7871 (d) provides that. for purposes of § 7871, a subdivision of an Indian 
tribal government shall be treated as a political subdivision of a state if the Secretary of the 
Treasury determines. after consultation with the Secretary of the Interior. that the <,ubdivision 



On constructive sales price under 
§ 4216(b) or § 4218(c) 

May be issued before the issuance 
of a regulation or other published 
guidance 

SECTION 6. UNDER WHAT 
CIRCUMSTANCES DOES 
THE SERVICE NOT ISSUE 
LETTER RULINGS OR 
DETERMINATION LETTERS? 

Ordinarily not if the request 
involves an issue under 
examination, or consideration, or 
in litigation 

has been delegated the right to exercise one or more of the substantial governmental functions 
of the Indian tribal government. 

(2) Inclusion in list of tribal governments. Rev. Proc. 2002-64, 2002-2 C.B. 717, pro
vides a list of Indian tribal governments that are treated similarly to states for certain federal 
tax purposes. Rev. Proc. 84-36,1984-1 C.B. 510, as modified by Rev. Proc. tl6-17, provides 
a list of political subdivisions of Indian tribal governments that are treated as political subdi
visions of states for certain federal tax purposes. Under Rev. Proc. 84-37, tribal governments 
or subdivisions recognized under § 7701 (a)(40) or § 787l( d) will be included in the list of rec
ognized tribal government entities in revised versions of Rev. Proc. 2002-64 or Rev. Proc. 
84-36 . 

. 13 The Associate Chief Counsel (Passthroughs and Special Industries) will issue letter rul
ings in all cases on the determination of a constructive sales price under § 4216(b) or § 4218( c) 
and in all other cases on prospective transactions if the law or regulations require a determina
tion of the effect of a proposed transaction for tax purposes . 

. 14 Unless the issue is covered by section 6 of this revenue procedure, Rev. Proc. 2006-3, 
this Bulletin, or Rev. Proc. 2006-7, this Bulletin, a letter ruling may be issued before the 
issuance of a temporary or final regulation or other published guidance that interprets the pro
visions of any act. 

In such situations, an Associate office may issue letter rulings under the following condi
tions: 

(1) Answer is clear or is reasonably certain. If the letter ruling request presents an issue 
for which the answer seems clear by applying the statute to the facts or for which the answer 
seems reasonably certain but not entirely free from doubt. 

(2) Answer is not reasonably certain. If the letter ruling request presents an issue for 
which the answer does not seem reasonably certain, the Associatc office may issue the letter 
ruling, using its best efforts to arri ve at a determination, if it is in the best interests of tax 
administration. But see section 6.09 of this revenue procedure. 

.01 The Service ordinarily does not issue a letter ruling or a determination letter if, at the 
time of the request the identical issue is involved in the taxpayer's return for an earlier period 
and that issue-

(I) is being examined by a field office; 

(2) is being considered by Appeals; 

(3) is pending in litigation in a case involving the taxpayer or a related taxpayer; 

(4) has been examined by a field office or considered by Appeals and the statutory period 
of limitations on assessment or on filing a claim for refund or credit of tax has not expired; or 

(5) has been examined by a field office or considered by Appeals and a closing agreement 
covering the issue or liability has not been entered into by a field office or by Appeals. 

If a return dealing with an issue for a particular year is filed while a request for a letter ruling 
on that issue is pending, an Associate office will issue the letter ruling unless it is notified by the 
taxpayer or otherwise learns that an examination of that issue or the identical issue on an earlier 
year's return has been started by a field office. See section 7.04 of this revenue procedure. In 
income and gift tax matters, even if an examination has begun, an Associate office ordinarily 
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will issue the letter ruling if the field office b d h' n"C of the . agrees, y memoran urn, to t e ISsua ~ 
lettcr ruling . 

• 02 Thc Service ordinarily does not issue letter rulings or determination letters in certain 
areas because of the factual nature of the problem involved or because of other reasons. Rev. 
Proc. 2006-3, this Bulletin, and Rev. Proc. 2006-7, this Bulletin, provide a list of these 
areas. This list is not all-inclusive because the Service may decline to issue a letter ruling or 
a determination letter when appropriate in the interest of sound tax administration or on other 
grounds whenever warranted by the facts or circumstances of a particular case. 

Instead of issuing a letter ruling or determination letter, the Service may, when it is con
sidered appropriate and in the best interests of the Service, issue an information letter calling 
attention to well-established principles of tax law . 

. 03 An Associate office ordinarily will not issue a letter ruling on only part of an integrated 
transaction. If a part of a transaction falls under a no-rule area, a letter ruling on other parts 
of thc transaction may be issued. Before preparing the letter ruling request, a taxpayer should 
call a branch having jurisdiction for the matters on which the taxpayer is seeking a letter ruling 
to discuss whether the Associate office will issue a letter ruling on part of the transaction . 

. 04 The Service does not ordinarily issue a lctter ruling or a determination letter on which 
of two entities, under common law rules applicable in determining the employer-employee 
relationship, is the employer, when one entity is treating the worker as an employee . 

. 05 The Service does not issue letter rulings or determination letters to business, trade, or 
industrial associations or to similar groups concerning the application of the tax laws to mem
bers of the group. But groups and associations may submit suggestions of generic issues that 
could be appropriately addressed in revenue rulings. See Rev. Proc. 89-14, 1989-1 c.B. 814, 
which states the objectives of, and standards for, the publication of revenue rulings and revenue 
procedures in the Internal Revenue Bulletin. 

The Service may issue letter rulings or determination letters to groups or associations on 
their own tax status or liability if the rcquest meets the requirements of this revenue procedure. 

.06 The Service generally does not issue letter rulings or determination letters regarding the 
tax consequences of a transaction for taxpayers who are not directly involved in the request if 
the re<.juested letter ruling or determination lcttcr would not address the tax status, liability, or 
reporting obligations of the re<.jucstcr. For example, a taxpayer may not request a letter ruling 
relating to the tax consequences of a transaction to a customer or client. if the tax status, liabil
ity or reporting obligations of the taxpayer would not be addressed in the ruling, because the 
customer or client is not directly involved in the lettcr ruling request. The tax liability of each 
shareholder is, however, directly involved in a letter ruling on the reorganization of a corpora
tion. Accordingly a corporate taxpayer could request a letter ruling that solely addressed the 
tax consequences to its shareholders of a proposed reorganization. 

Rcvenuc Proccdurc 96-16, 1996-1 C.B. 630, sets forth rules for letter ruling requests in
volving state and local government obligations. 

.07 The Service does not issue letter rulings or determination letters to foreign governments 
or their political subdivisions about the U.S. tax effects of their laws. The Associate offices 
also do not issue letter rulings on the effect of a tax treaty on the tax laws of a treaty country for 
purposes of determining the tax of the treaty country. See section 13.02 of Rev. Proc. 2002-52, 
2002-2 C.B. 242 at 252. Treaty partners can continue to address matters such as these under 
the provisions of the applicable tax treaty. In addition, the Associate offices may issue letter 
rulings to foreign governments or their political subdivisions on their own tax status or liability 
under U.S. law if the request meets the re<.juirements of this revenue procedure . 

. 08 The Associate offices ordinarily do not issue letter rulings on. a matter involving the 
fcderal tax consequences of any proposed federal, state, local, mU/llclpal, or foreign legisla
tion. The Office of Division Counsell Associate Chief Counsel {Tax Exempt and Government 



Not before issuance of a regulation 
or other published guidance 

Not on frivolous issues 

No "comfort" letter rulings 

Not on alternative plans or 
hypothetical situations 

Entities) may issue letter rulings regarding the effect of proposed state, locaL or municipal leg
islation upon an eligible deferred compensation plan under * 457(b) provided that the letter 
ruling request relating to the plan complies with the other requirements of this revenue proce
dure. The Associate offices also may provide general information in response to an inquiry . 

. 09 The Service will not issue a letter ruling or a determination letter if the request presents 
an issue that cannot be readily resolved before a regulation or any other published guidance 
is issued. When the Service has closed a regulation project or any other published guidance 
project that might havc answcrcd thc issuc or decides not to open a regulation project or any 
other published guidance project, the Associate offices may consider all letter ruling requests 
unless the issue is covered by section 6 of this revenue procedure. Rev. Proc. 2006-3. this 
Bulletin, or Rev. Proc. 2006-7, this Bulletin . 

. 10 The Service will not issue a letter ruling or a determination letter on frivolous issues. A 
"frivolous issue" is one without basis in fact or law. or that espouses a position which has been 
held by the courts to be frivolous or groundless. Examples of frivolous or groundless issues 
include, but are not limited to: 

(I) frivolous "constitutional" claims, such as claims that the requirement to file tax returns 
and pay taxes constitutes an unreasonable search barred by the Fourth Amendment; violates 
Fifth and Fourteenth Amendment protections of due process; violates Thirteenth Amendment 
protections against involuntary servitude: or is unenforceable because thc Sixteenth Amend
ment does not authorize nonapportioned direct taxes or because it was never ratified; 

(2) claims that income taxes are voluntary, that the term "income" is not defined in the Inter
nal Revenue Code, or that preparation and filing of income tax returns violates the Paperwork 
Reduction Act: 

(3) claims that tax may be imposed only on coins minted under a gold or silver standard or 
that receipt of Federal Reserve Notes does not cause an accretion to wealth; 

(4) claims that a person is not taxable on income becausc hc or she falls within a class 
entitled to "reparation claims" or an extra-statutory class of individuals exempt from tax, e.R., 
"free-born" individuals; 

(5) claims that a taxpayer can refuse to pay taxes on the basis of opposition to certain gov
ernmcntal expcnditures; 

(6) claims that taxes apply only to federal employees; only to residents of Puerto Rico, 
Guam, the U.S. Virgin Islands, the District of Columbia, or "federal enclaves"; or that sections 
861 through 865 or any other provision of the Internal Revenue Code imposes taxes on U.S. 
citizens and residents only on income derived from foreign based activities; 

(7) claims that wages or personal service income are not "income," are "nontaxable re
ceipts," or are a "'nontaxable exchange for labor:" 

(8) claims that income tax withholding by an employer on wages is optional: or 

(9) other claims that the courts have characterized as frivolous or groundless. 

.11 Except as otherwise provided in Rev. Proc. 2006-3, this Bulletin. (e.g., under section 
3.01(33), where the Associate office already is ruling on a significant issue in the same trans
action), a letter ruling will not be issued with respect to an issue that is clearly and adequately 
addressed by statute, regulations, decisions of a court, revenue rulings, revenue procedures, 
notices, or other authority published in the Internal Revenue Bulletin. The Associate office 
may in its discretion determine to issue a letter ruling on such an issue if the Associate office 
is otherwise issuing a ruling to the taxpayer on another issue arising in the same transaction. 

.12 The Service will not issue a letter ruling or a dctcrmination letter on alternative plans of 
proposed transactions or on hypothetical situations. 
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.13 An Associate office will not issue a letter ruling on the replacement of involuntarily 
converted property. whether or not the property has been replaced. if the taxpayer has already 
filcd a return for the taxable year in which the property was converted. A Director may issue 
a determination letter in this case. See section 12.0 I of this revenue procedure. 

.14 A Director will not issue a determination letter if-

(I) it appears that the taxpayer has directed a similar inquiry to an Associate office; 

(2) the same issue. involving the same taxpayer or a related taxpayer. is pending in a case 
in litigation or before Appeals; 

(3) the request involves an industry-wide problem; 

(4) the specific employment tax question at issue in the request has been, or is being, con
sidered by the Central Office of the Social Security Administration or the Railroad Retirement 
Board for the same taxpayer or a related taxpayer; or 

(5) the request is for a determination of constructive sales price under § 4216(b) or § 4218(c), 
which deal with special provisions applicable to the manufacturers excise tax. The Associate 
Chief Counsel (Passthroughs and Special Industries) will. in certain circumstances, issue Icttcr 
rulings in this area. See section 5.13 of this revenue procedure. 

This section explains the general instructions for requesting letter rulings and determination 
letters. See section 9 of this revenue procedure for the specific and additional procedures for 
requesting a change in accounting method. 

Requests for letter rulings, closing agreements, and determination letters require the pay
ment of the applicable user fee listed in Appendix A of this revenue procedure. Certain changes 
in accounting methods under the automatic change request procedures (see section 9.01(1) 
of this revenue procedure) and certain changes in accounting periods made under automatic 
change request procedures do not require payment of a user fee (see Appendix E of this rev
enue procedure). For additional user fee requirements, see section 15 of this revenue procedure. 

Specific and additional instructions also apply to requests for letter rulings and determina
tion letters on certain matters. Those matters are listed in Appendix E of this revenue procedure 
followed by a reference (usually to another revenue procedure) where more information can 
be obtained . 

. 01 

(1) Complete statement offacts and other information. Each request for a letter ruling or 
a determination letter must contain a complete statement of all facts relating to the transaction. 
These facts include-

(a) names, addresses. tclephone numbers. and taxpayer identification numbers of all inter
ested parties (the term "all interested parties" does not mean all shareholders of a widely held 
corporation requesting a letter ruling relating to a reorganization or all employees where a large 
numher may be involved); 

(b) the annual accounting period, and the overall method of accounting (cash or accrual) 
for maintaining the accounting books and filing the federal income tax return, of all interested 
parties: 

(c) a description of the taxpayer's business operations; 

(d) a complete statement of the business reasons for the transaction; and 

(e) a detailed description of the transaction. 



Documents and foreign laws 

Analysis of material facts 

Same issue in an earlier return 

(2) Copies of all contracts, wills, deeds, agreements, instruments, other documents, 
and foreign laws. 

(a) Documents. True copies of all contracts. wills. deeds. agreements. instruments. trust 
documents, proposed disclaimers. and other documents pertinent to the transaction must be 
submitted with the request. 

If the request concerns a corporate distribution. reorganization. or similar transaction. the 
corporate balance sheet and profit and luss statement should also be submitted. If the request 
relates to a prospective transaction, the most recent balance sheet and profit and loss statement 
should be submitted. 

If any document. including any balance sheet and profit and loss statement. is in a language 
other than English, the taxpayer must also submit a certified English translation of the doc
ument, along with a true copy of the document. For guidelines on the acceptability of such 
documents. see paragraph (c) of this section 7.01(2). 

Each document, other than the request. should be labeled and attached to the request in 
alphabetical sequence. Original documents, such as contracts, wills, etc .. should not be sub
mitted because they become part of the Service's file and will not be returned. 

(b) Foreign laws. The taxpayer must submit with the request a copy of the relevant parts 
of all foreign laws, including statutes. regulations. administrative pronouncements, and any 
other relevant legal authority. The documents submitted must be in the official language of the 
country involved and must be copied from an official publication of the foreign government or 
another widely available. generally accepted publication. If English is not the official language 
of the country involved, the taxpayer must also submit a copy of an English language version of 
the relevant parts of all foreign laws. This translation must be: (i) from an official publication 
of the foreign government or another widely available, generally accepted publication; or Oi) a 
certified English translation submitted in accordance with paragraph (c) of this section 7.01 (2). 

The taxpayer must identify the title and date of publication, including updates, of any widely 
available. generally accepted publication that the taxpayer (or the taxpayer's qualified transla
tor) uses as a source for the relevant parts of the foreign law. 

(c) Standards for acceptability of submissions of documents in a language other than 
English and certified English translations of laws in a language other than English. The 
taxpayer must submit with the request an accurate and complete certified English translation 
of the relevant parts of all contracts, wills. deeds, agreements, instruments, trust documents, 
proposed disclaimers, or other documents. which are in a language other than English. If the 
taxpayer chooses to submit certified English translations of foreign laws. those translations 
must be based on an official publication of the foreign government or another widely avail
able. generally accepted publication. In either case, the translation must be that of a qualified 
translator and must be attested to by the translator. The attestation must contain: (i) a state
ment that the translation submitted is a true and accurate translation of the foreign language 
document or law: (ii) a statement as to the attestant's qualifications as a translator and as to 
that attestant's qualifications and knowledge regarding tax matters or foreign law if the law is 
not a tax law; and (iii) the attestant's name and address. 

(3) Analysis of material facts. The request must be accompanied by an analysis of facts 
and their bearing on the issue or issues. If documents attached to a request contain material 
facts, they must be included in the taxpayer's analysis of facts in the request rather than merely 
incorporated by reference. 

(4) Statement regarding whether same issue is in an earlier return. The request must 
state whether. to the best of the knowledge of both the taxpayer and the taxpayer's represen
tatives, any return of the taxpayer (or any return of a related taxpayer within the meaning of 
§ 267 or of a member of an affiliated group of which the taxpayer is also a member within the 
meaning of § 1504) that would be affected by the requested letter ruling or determination letter 
is under examination. before Appeals. or before a federal court. 
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(5) Statement regarding whether same or similar issue was previously ruled on or re

quested, or is currentI~' pending. The request must state whether. to Ihe best of the knll\\kdge 

of both the taxpayer and the taxpayer's representatives-

(a) the Service previously ruled on the same or a similar issue for Ihe taxpayer (or a related 

taxpayer within the meaning of ~ 267 or a member of an affiliated group of which the t<l\payer 

is also a member within the meaning of ~ 150-1- (related ta\payer)) or a predecessor: 

(b) the taxpayer. a related taxpayer, a predecessor, or any representatives previously submit

ted a request (including an application for change in accounting method) involving the same 

or a similar issue to the Service but no letter ruling or determination letter was issued: 

(c) the taxpayer. a related taxpayer, or a predecessor previously submitted a request (includ~ 
ing an application for change in accounting method) involving the same or a similar issue that 

is currently pending with the Service: or 

(d) at the same time as this request. the taxpayer or a related taxpayer is presently submitting 
another request (including an application for change in accounting method) involving the same 

or a similar issue to the Service. 

If the statement is affirmative for (a), (b), (c), or (d) of this section 7.01(5), the statement 

must give the date the request was submitted, the date the request was withdrawn or ruled on. 

if applicable, and other details of the Service' s consideration of the issue. 

(6) Statement regarding interpretation of a substantive provision of an income or estate 

tax treaty. If the request involves the interpretation of a substantive provision of an income or 

estate tax treaty. the request must state whether-

(a) the tax authority of the treaty jurisdiction has issued a ruling on the same or similar issue 

for the taxpayer. a related taxpayer (within the meaning of § 267 or a member of an affiliated 
group of which the taxpayer is also a member within the meaning of ~ 1504 (related taxpayer). 
or any predecessor; 

(b) the same or similar issue for the taxpayer, a related taxpayer. or any predecessor is being 
examined, or has been settled, by the tax authority of the treaty jurisdiction or is otherwise the 
subject of a closing agreement in that jurisdiction: and 

(c) the same or similar issue for the taxpayer, a related taxpayer, or any predecessor is being 
considered by the competent authority of the treaty jurisdiction. 

(7) Letter from Bureau of Indian Affairs relating to a letter ruling request for recog
nition of Indian tribal government status or status as a political subdivision of an Indian 
tribal government. To facilitate prompt action on a letter ruling request for recognition of 
Indian tribal government status or status as a political subdivision of an Indian tribal govern
ment, the taxpayer must submit with the letter ruling request a letter from the Department of 
the Interior, Bureau of Indian AffalrS ("B1A"), verifying that the tribe is recognized by BIA as 
an Indian tribe and that the tribal government exercises governmental functions or that the po
litical subdivision of the Indian tribal government has been delegated substantial governmental 
functions, A letter ruling request that docs not contain this letter from BIA cannot be resolved 
until the Service obtains a letter from BIA regarding the tribe's status. 

The taxpayer should send a request to verify tribal status to the following address: 

Branch of Tribal Government & Alaska 
Division of Indian Affairs 
Office of the Solicitor, Room 6456 
U.S. Department of the Interior 
1849 C Street, NW 
Washington, DC 20240 



Statement of authorities 
supporting taxpayer's views 

Statement of authorities contrary 
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Statement identifying pending 
legislation 

Deletion statement required 
by § 6110 

(8) Statement of supporting authorities. If the taxpayer advocates a particular conclusion, 
an explanation of the grounds for that conclusion and the relevant authorities to support it must 
be included. Even if not advocating a particular tax treatment of a proposed transaction. the 
taxpayer must still furnish views on the tax results of the proposed transaction and a statement 
of relevant authorities to support those views. 

In all events, the request must include a statement of whether the law in connection with the 
rcqucst is uncertain and whether the issue is adequately addressed by relevant authorities. 

(9) Statement of contrary authorities. The taxpayer is also encouraged to inform the Ser
vice about, and discuss the implications of, any authority believed to be contrary to the position 
advanced, such as legislation, tax treaties, court decisions, regulations, notices, revenue rulings. 
revenue procedures, or announcements. If the taxpayer determines that there are no contrary 
authorities, a statement in the request to this effect would be helpful. If the taxpayer does not 
furnish either contrary authorities or a statement that none exists, the Service in complex cases 
or those presenting difficult or novel issues may request submission of contrary authorities or 
a statement that none exists. Failure to comply with this request may result in the Service's 
refusal to issue a letter ruling or determination letter. 

Identifying and discussing contrary authorities will generally enable Service personnel to 
understand the issue and relevant authorities more quickly. When Service personnel receive 
the request, they will have before them the taxpayer's thinking on the effect and applicability of 
contrary authorities. This information should make research easier and lead to earlier action by 
the Service. If the taxpayer does not disclose and distinguish significant contrary authorities, 
the Service may need to request additional information, which will delay action on the request. 

(10) Statement identifying pending legislation. At the time of filing the request, the tax
payer must identify any pending legislation that may affect the proposed transaction. In addi
tion, if legislation is introduced after the request is filed but before a letter ruling or determi
nation letter is issued, the taxpayer must notify the Service. 

(11) Statement identifying information to be deleted from copy of letter ruling or de
termination letter for public inspection. The text of letter rulings and determination letters 
is open to public inspection under § 6110. The Service makes deletions from the text before it 
is made available for inspection. To help the Service make the deletions required by § 611O(c), 
a request for a letter ruling or determination letter must be accompanied by a statement indi
cating the deletions desired ("deletion statement"). If the deletion statement is not submitted 
with the request, a Service representative will tell the taxpayer that the request will be closed 
if the Service does not receive the deletion statement within 21 calendar days. See section 8.05 
of this revenue procedure. 

(a) Format of deletion statement. A taxpayer who wants only names, addresses, and iden
tifying numhers to he deleted should state this in the deletion statement. If the taxpayer wants 
more information deleted, the deletion statement must be accompanied by a copy of the request 
and supporting documents on which the taxpayer should bracket the material to he deleted. The 
deletion statement must include the statutory basis under § 611O(c) for each proposed deletion. 

If the taxpayer decides to ask for additional deletions before the letter ruling or determina
tion letter is issued, additional deletion statements may be submitted. 

(b) Location of deletion statement. The deletion statement must not appear in the request, 
but instead must be made in a separate document and placed on top of the request for a letter 
ruling or determination letter. 

(c) Signature. The deletion statement must be signed and dated by the taxpayer or the 
taxpayer's authorized representative. A stamped signature or faxed signature is not permitted. 

(d) Additional information. The taxpayer should follow the same procedures of this sec
tion 7.0 I (11) to propose deletions from any additional information submitted after the initial 
request. An additional deletion statement is not required with each submission of additional 

Sec. 7.01 
2006-1 C.B. 19 



Signature on request 

Authorized representatives 

Attorney 

Certified public accountant 

Enrolled agent 

Sec. 7.01 
20 2006-1 C.B. 

information if the taxpayer's initial deletion statement requests that only names. addresses. 

and identifying numbers are to be deleted and the taxpayer wants only the same infonnatlon 
deleted from the additional information. 

(e) Taxpayer may protest deletions not made. After receivino from the Service the notice 
b . 

under * 611 O( t)( I) of intention to disclose the letter ruling or determination letter (includ1l1g a 
copy of the version proposed to be open to public inspection and notation of third-party com

munications under * 611O(d)), the taxpayer may protest the disclosure of certain information 
in the letter ruling or determination letter. The taxpayer must send a written statement to the 

Service office indicated on the notice of intention to disclose. within 20 calendar days of the 

date the notice of intention to disclose is mailed to the taxpayer. The statement must identify 
those deletions that the Service has not made and that the taxpayer believes should have been 

made. The taxpayer must also submit a copy of the version of the letter ruling or determination 
letter and bracket the deletions proposed that have not been made by the Service. Generally, the 
Service will not consider deleting any material that the taxpayer did not propose to be deleted 

before the letter ruling or determination letter was issued. 

Within 20 calendar days after the Service receives the response to the notice under 
§ 611 O(f)( 1), the Service will mail to the taxpayer its final administrative conclusion regarding 
the deletions to be made. The taxpayer does not have the right to a conference to resolve 

any disagreements concerning material to be deleted from the text of the letter ruling or 
determination letter. These matters may be taken up at any conference that is otherwise 
scheduled regarding the request. 

(0 Taxpayer may request delay of public inspection. After receiving the notice under 

* 611O(f)(1) of intention to disclose, but within 60 calendar days after the date of notice, the 
taxpayer may send a written request for delay of public inspection under either § 611 0(g)(3) or 
(4). The request for delay must be sent to the Service office indicated on the notice of intention 

to disclose. A request for delay under § 611 0(g)(3) must contain the date on which it is expected 
that the underlying transaction will be completed. The request for delay under § 611O(g)( 4) 

must contain a statement from which the Commissioner of Internal Revcnue ("Commissioner") 

may determine whether there are good reasons for the delay. 

(12) Signature by taxpayer or authorized representative. Thc request for a letter ruling 

or determination letter must be signed and dated by the taxpayer or the taxpayer's authorized 

represcntative. A stamped signature or faxed signature is not permitted. 

(13) (a) Authorized representatives. To sign the request or to appear before the Service 
in connection with the request. the taxpayer's authorized representative (for rules on who may 
practice before the Service, see Treasury Department Circular No. 230,31 C.F.R. part 10, July 
26, 2002) must be: 

(I) An attorney who is a member in good standing of the bar of the highest court of any 
state, possession, territory, commonwealth, or the District of Columbia and who is not cur
rently under suspension or disbarment from practice before the Service. He or she must file a 
written declaration with the Service showing current qualification as an attorney and current 
authorization to represent the taxpayer; 

(2) A certified public accountant who is duly qualified to practice in any state, possession, 
territory. commonwealth, or the District of Columbia and Who is not currently under suspen
sion or disbarment from practice before the Service. He or she must file a written declaration 
with the Servicc showing current qualification as a certified public accountant and current au
thorization to represent the taxpayer; 

(3) An enrolled agent who is a person, other than an attorney or certified public ac 
~ cnuntant 

who is currently enrolled to practice before the Service and Who is not currently under s' ' 
. d' b f' . b" . uspen-sion or IS arment rom practice etore the ServIce. He or she must file a written d I . 
. .. . ec aratlon 

With the Service showlI1g current enrollment and authorization to represent the taxp' Th . . ayer. e 
enrollment number must be lI1cluded in the declaration; 



Enrolled actuary 

A person with a "Letter of 
Authorization" 
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Penalties of perjury statement 

(4) An enrolled actuary who is a person, other than an attorney or certified public accountant, 
who is currently enrolled as an actuary by the Joint Board for the Enrollment of Actuaries 
pursuant to 29 U.S.c. § 1242 and who is not currently under suspension or disbarment from 
practice before the Service. He or she must file a written declaration with the Service showing 
current qualification as an enrolled actuary and current authorization to represent the taxpayer. 
Practice before the Service as an enrolled actuary is limited to representation with respect to 
issues involving §§ 401, 403(a), 404, 412, 413, 414,419, 419A, 420, 4971, 4972, 4976, 4980, 
6057,6058,6059, 6652(e), 6652(f), 6692, and 7805(b); former § 405; and 29 U.S.c. § 1083: 
or 

(5) Any other person, including a foreign representative, who has received a "Letter of 
Authorization" from the Director of the Office of Professional Responsibility under section 
10.7(d) of Treasury Department Circular No. 230. A person may make a written request for 
a "Letter of Authorization" to: Office of Professional Responsibility, SE:OPR, Internal Rev
enue Service, IIII Constitution Ave .. NW, Washington, DC 20224. Section IO.7(d) of Circular 
No. 230 authorizes the Commissioner to allow an individual who is not otherwise eligible to 
practice before the Service to represent another person in a particular matter. 

(b) A regular full-time employee representing his or her employer; a general partner rep
resenting his or her partnership; a bona fide officer representing his or her corporation, asso
ciation, or organized group: a regular full-time employee representing a trust, receivership, 
guardianship, or estate; or an individual representing an immediate family member may sign 
the request or appear before the Service in connection with the request. 

(c) A return preparer who is not described in 13(a) and 13(b) of this section may not sign 
the request, or appear before the Service, or represent a taxpayer in connection with a letter 
ruling or a determination letter. See section 1O.7(c) of Treasury Department Circular No. 230. 

(d) A foreign representative, other than a person referred to in 13(a) and 13(b) of this section, 
is not authorized to practice before the Service within the United States and, therefore, must 
withdraw from representing a taxpayer in a request for a letter ruling or a determination letter. 
In this situation, the nonresident alien or foreign entity must submit the request for a letter 
ruling or a determination letter on the individual's or the entity's own behalf or through a person 
referred to in (13)(a) and (b) of this section. 

(14) Power of attorney and declaration of representative. It is preferred that Form 2848, 
Power of Attorney and Declaration of Representative, be used to provide the representative's 
authority (Part I of Form 2848, Power of Attorney) and the representative's qualification (Part 
II of Form 2848, Declaration of Representative). The name of the person signing Part I of 
Form 2848 should also be typed or printed on this form. A stamped signature is not permitted. 
An original, a copy, or a facsimile transmission (fax) of the power of attorney is acceptable 
so long as its authenticity is not reasonably disputed. For additional information regarding the 
power of attorney form, see section 7.02(2) of this revenue procedure. 

The taxpayer's authorized representative, whether or not enrolled, must comply with Trea
sury Department Circular No. 230, which provides the rules for practice before the Service. 
In situations where the Service believes that the taxpayer's representative is not in compliance 
with Circular 230, the Service will bring the matter to the attention of the Office of Professional 
Responsibility. 

(15) Penalties of perjury statement. 

(a) Format of penalties of perjury statement. A request for a letter ruling or determina
tion letter and any change in the request submitted at a later time must be accompanied by the 
following declaration: "Under penalties of perjury, I declare that I have examined [Insert, 
as appropriate: this request or this modification to the request], including accompanying 
documents, and, to the best of my knowledge and belief, [Insert, as appropriate: the re
quest or the modification] contains all the relevant facts relating to the request, and such 
facts are true, correct, and complete:' 
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Number of copies of request to be 
submitted 

See section 8.05( 4) of this revenue procedure for the penalties of perjury statement applica
ble for submissions of additional information. 

(b) Signature by taxpayer. The declaration must be signed and dated by the taxpayer. not 

the taxpayer" s representative. A stamped signature or faxed signature is not permitted. 

The person who signs for a corporate taxpayer must be an officer of the corporate taxpayer 

who has personal knowledge of the facts and whose duties are not limited to obtaining a letter 

ruling or determination letter from the Service. If the corporate taxpayer is a member of an 

affiliated group filing consolidated returns. a penalties of perjury statement must also be signed 

and submitted by an officer of the common parent of the group. 

The person signing for a trust, a state law partnership. or a limited liability company must 

be, respectively. a trustee, general partner, or member-manager who has personal knowledge 

of the facts. 

(16) Number of copies of request to be submitted. Generally. a taxpayer needs to submit 

the original and one copy of the request for a letter ruling or determination letter. If more 

than one issue is presented in the letter ruling request. the taxpayer is encouraged to submit 

additional copies of the request. 

Further. the original and two copies of the request for a letter ruling or determination letter 

are required if-

(a) the taxpayer is requesting separate letter rulings or determination letters on different 

issues as explained later under section 7.02( 1) of this revenue procedure: or 

(b) the taxpayer is requesting deletions other than names, addresses. and identifying num

bers. as explained in section 7.01 (11 lea) of this revenue procedure (one copy is the request 
for the letter ruling or determination letter and the second copy is the deleted version of such 

request): or 

(c) a closing agreement (as defined in section 2.02 of this revenue procedure) is being re
quested on the issue presented. 

Sample format for a letter ruling (17) Sample format for a letter ruling request. To assist a taxpayer or the taxpayer's 
request representative in preparing a letter ruling request a sample format for a letter ruling request is 

provided in Appendix B of this revenue procedure. This format is not required to be used by 
the taxpayer or the taxpayer's representative. 

Checklist (18) Checklist for letter ruling requests. An Associate office will be able to respond more 
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quickly to a taxpayer's letter ruling request if the request is carefully prepared and complete. 
The checklist in Appendix C of this revenue procedure is designed to assist taxpayers in prepar
ing a request by reminding them of the essential information and documents to be furnished 
with the request. The checklist in Appendix C must be completed to the extent required by the 
instructions in the checklist. signed and dated by the taxpayer or the taxpayer's representative, 
and placed on top of the letter ruling request. If the checklist in Appendix C is not received. 

a branch representative will ask the taxpayer or the taxpayer's representative to submit the 
checklist: this may delay action on the letter ruling request. 

For letter ruling requests on certain matters, specific checklists supplement the checklist in 
Appendix C. These checklist, are listed in section 1 of Appendix E of this revenue procedure 
and must also be completed and placed on top of the letter ruling request along with the check
list in Appendix C. 

Copies of the checklist in Appendix C can be obtained by calling (202) 622-7560 (not a toll
free call) or a copy can be obtained from this revenue procedure in Internal Revenue Bulletin 
2006-1 on the IRS web site at \vww.irs.gov by accessing the Newsroom link. and then the IRS 
Guidance link, to obtain Internal Revenue Bulletin 2006-1. A photocopy of this checklist may 
be used. 



Additional procedural .02 
information required with request 

Multiple issues (1) To request separate letter rulings for multiple issues in a single situation. If more 

Power of attorney used to indicate 
recipient of a copy or copies of a 
letter ruling or a determination 
letter 

than one issue is presented in a request for a Icttcr ruling. the Associate office generally will 
issue a single letter ruling covering all the issues. If the taxpayer requests separate letter rulings 
on any of the issues (because, for example. one letter ruling is needed sooner than another). 
the Associate office usually will comply with the request unless it is not feasible or not in the 
best interests of the Associate office to do so. A taxpayer who wants separate letter rulings on 
multiple issues should make this clear in the request and submit the original and two copies of 
the request. 

In issuing each letter ruling, the Associate office will state that it has issued separate letter 
rulings or that requests for other letter rulings are pending. 

(2) Power of attorney used to indicate recipient or recipients of a copy or copies of a 
letter ruling or a determination letter. Once the Service signs the letter ruling or determina
tion letter, it will send the original to the taxpayer. The Service will not send the original letter 
ruling or determination letter to the taxpayer's representative. The Service may send copies of 
the letter ruling or determination to the taxpayer's representative, but in no case to more than 
two representatives. 

Unless otherwise indicated by the taxpayer on the Form 2848. the Service will send a copy 
of the letter ruling or determination letter to the first representative listed on the Form 2848. If 
the taxpayer appoints more than one representative on the Form 2848 and checks the Box (a) 
on Line 7, an additional copy will be :-,ent to the second representative listed on the Form 2848. 
The Service will not send a copy of the letter ruling or determination letter to any representative 
if the taxpayer checks the Box (b) on Line 7 on the Form 2848 indicating that notices or written 
communications from the Service should not be sent to the taxpayer's representative. 

It is preferred that the taxpayers use the Form 2848, Power of Attorney and Declaration of 
Representative, to appoint representatives. If a taxpayer does not use Form 2848 to appoint 
a representative. a copy of the letter ruling or determination letter will be mailed to the first 
representative listed on the power of attorney, unless the taxpayer indicates that an additional 
copy of the letter ruling or determination letter should be mailed to a second representative, 
or that no copies of the letter ruling or determination letter should be mailed to the taxpayer's 
representative. 

"Two-Part" letter ruling requests (3) To request a particular conclusion on a proposed transaction. A taxpayer who is 
requesting a particular conclusion on a proposed transaction may make the request for a letter 
ruling in two parts. This type of request is referred to as a "two-part" letter ruling request. 
The first part must include the complete statement of facts and related documents described in 
section 7.01 of this revenue procedure. The second part must include a summary statement of 
the facts the taxpayer believes to be controlling in reaching the conclusion requested. 

If the Associate office accepts the taxpayer's statement of controlling facts, it will hase its 
letter ruling on these facts. Ordinarily, this statement will be incorporated into the letter ruling. 
The Associate office reserves the right to rule on the basis of a more complete statement of the 
facts and to seek more information in developing the facts and restating them. 

A taxpayer who chooses this two-part procedure has all the rights and responsihilities pro
vided in this revenue procedure. 

Taxpayers may not use the two-part procedure if it is inconsistent with other procedures, 
such as those dealing with requests for permission to change accounting methods or periods, 
applications for recognition of exempt status under * 521. or rulings on employment tax status. 

After the Associate office has resolved the issues presented by a letter ruling request. the 
Associate office representative may request that the taxpayer submit a proposed draft of the 
letter ruling to expedite the issuance of the ruling. See section 8.07 of this revenue procedure. 
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(4) To request expedited handling. The Service ordinarily processes requests for letter 
rulings and determination letters in order of the date recei ved. Expedited handling means that 
a request is processed ahead of the regular order. Expedited handling is granted only in rare 
and unusual cases, both out of fairness to other taxpayers and because the Service seeks to 

process all requests as cxpeditiously as possible and to give appropriate deference to normal 
husiness exigencies in all cases not involving expedited handling. Notwithstanding the previ
ous sentence, expedited handling may be available for certain transactions intended to qualify 
as reorganizations described in § 368 or distributions described in § 355. as provided below. 

A taxpayer who has a compelling need to have a request processed ahead of the regular order 
may request expedited handling. This request must explain in detail the need for expedited 

handling. The request must be made in writing, prefcrably in a separate letter with. or soon 
after filing. the request for the letter ruling or determination letter. If the request is not made 
in a separate letter, then the letter in which the letter ruling or determination letter request is 

made should say, at the top of the first page: "Expedited Handling Is Requested. See page 
__ of this letter," 

A request for expedited handling will not be forwarded to a branch for action until the check 

for the user fee is recei ved. 

Whether a request for expedited handling will be granted is within the Service's discretion. 
The Service may grant the request when a factor outside a taxpayer's control creates a real 
business need to obtain a letter ruling or determination letter before a certain time in order to 
avoid serious business consequences. Examples include situations in which a court or gov
ernmental agency has imposed a specific deadline for the completion of a transaction, or a 
transaction must be completed expeditiously to avoid an imminent busincss emergency (such 
as the hostile takeover of a corporate taxpayer), provided that the taxpayer can demonstrate 
that the deadline or business emergency, and the need for expedited handling, resulted from 
circumstances that could not reasonably have been anticipated or controlled by the taxpayer. 
To qualify for expedited handling in such situations, the taxpayer must also demonstrate that 
the taxpayer submitted the request as promptly as possible after becoming aware of the dead
line or emergency. The extent to which the letter ruling or determination letter complies with 
all of the applicable requirements of this revenue procedure, and fully and clearly presents the 
issues, is a factor in determining whether expedited treatment will be granted. When the Ser
vice agrees to process a request out of order, it cannot give assurance that any letter ruling or 
determination letter will be processed by the time requested. 

The scheduling of a closing date for a transaction or a meeting of the board of directors or 
shareholders of a corporation, without regard for the time it may take to obtain a letter ruling 
or detennination letter, will not be considered a sufficicnt reason to process a request ahead 
of its regular order. Also, the possible effect of fluctuation in the market price of stocks on a 
transaction will not be considered a sufficient reason to process a request out of order. 

Because most requests for letter rulings and determination letters cannot be processed ahead 
of the regular order, the Service urges all taxpayers to submit their requests well in advance of 
the contemplated transaction. In addition, to facilitate prompt action on letter ruling requests, 
taxpayers are encouraged to ensure that their initial submissions comply with all of the require
ments of this revenue procedure (including the requirements of other applicablc guidelines set 
forth in Appendix E of this revenue procedure), to prepare "two-part" requests described in 
section 7.02(3) of this revenue procedure when possible, and to provide any additional infor
mation requested by the Service promptly. 

EXPEDITED LETTER RULING PROCESS FOR REORGANIZATIONS AND FOR DIS
TRIBUTIONS UNDER SECTION 355: If a taxpayer requests a letter ruling on whether a 
transaction constitutes a reorganization under § 368 or a distrihution under § 355 and asks for 
expedited handling pursuant to this provision, the Service will grant expedited handling. ]f 
expedited handling is granted, the Service will endeavor to complete and issue the letter ruling 
subject to Section 3.01(33) of Rev. Proc. 2006-3 within ten weeks after receiving the ruling 
request. If the transaction involves an issue or issues not entirely within the juri~Jiction of the 



Facsimile transmission (fax) to 
taxpayer or taxpayer's authorized 
representative of any document 
related to the letter ruling request 

Requesting a conference 

Address to send the request 

Associate Chief Counsel (Corporate), the letter ruling request will he processed in the usual 
manner, unless each Associate Chief Counsel having jurisdiction over an issue in the transac
tion agrees to process the letter ruling request on an expedited basis. 

To initiate this process, the taxpayer must (i) state at the top of the first page of the re
quest letter: "Expedited Handling is Requested" and (ii) provide the Associate Chief Counsel 
(Corporate) with a copy of the request letter by facsimile transmission (fax), without attach
ments, when the formal request is submitted. The fax copy should he sent to (202) 622-7707, 
Attn: CC:CORP (Expedite). In due course, the taxpayer must also provide the Associate Chief 
Counsel (Corporate) with a draft ruling letter setting forth the relevant facts, applicable repre
sentations, and rcqucsted rulings in a manner consistent with the format used by the Associate 
Chief Counsel (Corporate) in similar cases. See section 7.02(3) of this revenue procedure. 
In addition, the taxpayer must ensure that the formal submission of its letter ruling request 
complies with all of the requirements of this revenue procedure (including the requirements 
of other applicable guidelines set forth in Appendix E of this revenue procedure). See sec
tion 8.05( I ) of this revenue procedure for a modified requirement regarding the submission 
of additional information. If the taxpayer does not satisfy the requirements of this paragraph, 
the letter ruling request will not be processed on an expedited basis, but instead will be pro
cessed in the usual manner. For further information regarding this EXPEDITED LET
TER RULING PROCESS FOR REORGANIZATIONS AND FOR DISTRIBUTIONS 
UNDER SECTION 355, call the telephone number provided in section 10.07(1) ofthis rev
enue procedure for pre-submission conferences with the Office of Associate Chief Counsel 
(Corporate). 

(5) Taxpayer requests to receive any document related to the letter ruling request by 
facsimile transmission (fax). If the taxpayer requests, the Associate otfice may fax a copy of 
any document related to the letter ruling request to the taxpayer or the taxpayer's authorized 
representative (for example, a request for additional information or the letter ruling). 

A request to fax a copy of any document related to the letter ruling request to the taxpayer or 
the taxpayer's authorized representative must be made in writing, either as part of the original 
letter ruling request or prior to the mailing, or with respect to the letter ruling prior to the 
signing, of the document. The request must contain the fax number of the taxpayer or the 
taxpayer's authorized representative to whom the document is to be faxed. 

A document other than the letter ruling will be faxed by a branch representative. The letter 
ruling may be faxed by either a branch representative or the Disclosure and Litigation Support 
Branch orthe Legal Processing Division (CC:PA:LPD:DLS). For purposes of § 301.61 10-2(h), 
a letter ruling is not issued until the ruling is mailed. 

(6) To request a conference. A taxpayer who wants to have a conference on the issues 
involved should indicate this in writing when, or soon after, filing the request. See also sections 
lO.OL 10.02, and III 1 (2) of this revenue procedure. 

.03 

Original letter ruling requests must be sent to the appropriate Associate office. The package 
should be marked: RULING REQUEST SUBMISSION. 

(I) Requests for letter rulings should be sent to the following address: 

Internal Revenue Service 
Attn: CC:PA:LPD:DRL' 
P.O. Box 7604 
Ben Franklin Station 
Washington, DC 20044 

If a private delivery service is used, the address is: 
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Internal Revenue Service 

Attn: CC:PA:LPD:DRU, Room 5336 
1111 Constitution Ave., NW 

Washington, DC 20224 

(2) Requests for letter rulings may also be hand delivered between the hours of 8:00 a.m. 
and 4:00 p.m. to the courier" s desk at the loading dock (behind the 12th Street security station) 
of 1111 Constitution Avenue. NW. Washington. DC. A receipt will be given at the courier's 
desk. The package should be addressed to: 

Courier's Desk 

Internal Revenue Service 
Attn: CC:PA:LPD:DRU, Room 5336 

1111 Constitution Ave., NW 

Washington, DC 20224 

(3) Requests for letter rulings must not be submitted by fax. (But see section 7.02(4), above, 

regarding submissions of an initial fax in certain situations where expedited handling is re

quested.) 

Pending letter ruling requests .04 
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(1) Circumstances under which the taxpayer must notify the Associate office. The tax
payer must notify the Associate office if, after the letter ruling request is filed but before a letter 

ruling is issued, the taxpayer knows that-

(a) an examination of the issue or the identical issue on an earlier year's return has been 
st3l1ed by a field otlice: 

(b) in the case of a § 301.9100 request, an examination of the return for the taxable 
year in which an election should have been made or any taxable year that would have been 
affected by the election had it been timely made, has been started by a field office. See 
§ 301.9100-3(e)(4)(i) and section 5.03(3) of this revenue procedure; 

(c) legislation that may affect the transaction has been introduced. See section 7.01(10) of 
this revenue procedure: or 

(d) another letter ruling request (including an application for change in accounting method) 
has been submitted by the taxpayer (or a related party within the meaning of § 267 or a member 
of an affiliated group of which the taxpayer is also a member within the meaning of § 1504) 
involving the same or similar issue that is currently pending with the Service. 

(2) Taxpayer must notify the Associate office if a return is filed and must attach the 
request to the return. If the taxpayer files a return before a letter ruling is received from 
the Associate office concerning an issue in the return, the taxpayer must notify the Associate 
office that the return has been filed. The taxpayer must also attach a copy of the letter ruling 
request to the return to alert the field office and thereby avoid premature field action on the 
issue. Alternatively. taxpayers filing their returns electronical1y may satisfy this requirement 
by attaching a statement to their return that provides the date of the letter ruling request and 
control number of the letter ruling. 

If. under the limited circumstances permitted in section 5 of this revenue procedure, the 
taxpayer requests a letter ruling after the return is filed, but before the return is examined, the 
taxpayer must notify the Associate office that the return has been filed. The taxpayer must also 
notify the field oUice having jurisdiction over the return and attach a copy of the letter ruling 
request to the notification to alert the field office and thereby avoid premature field action on 
the issue. 

This section 7.04 also applies to pending requests for a closing agreement on a transaction 
for which a letter ruling is not requested or issued. 



When to attach letter ruling to 
return 

For purposes of this section 7.04, the term "return" includes the original return, amended 
return, and claim for refund. 

.05 A taxpayer who receives a letter ruling before filing a return about any transaction lhal 
is relevant to the return being filed must attach a copy of the letter ruling to the rcturn when it 
is filed. Alternatively, taxpayers filing their returns electronically may satisfy this requirement 
by attaching a statement to their return that provides the date and control number of the letter 
ruling. 

For purposes of this section 7.05, the term "return" includes the original return, amended 
return, and claim for refund. 

How to check on status of request .06 The taxpayer or the taxpayer's authorized representative may obtain information regard-
ing the status of a request by calling the person whose name and telephone number are shown 
on the acknowledgment of receipt of the request or the appropriate branch rcpresentative who 
contacts the taxpayer as explained in section 8.02 of this revenue procedure. 

Request may be withdrawn or .07 
Associate office may decline to 
issue letter ruling (1) In general. A taxpayer may withdraw a request for a letter ruling or determination \ctter 

SECTION 8. HOW DO THE 
ASSOCIATE OFFICES 
HANDLE LETTER RULING 
REQUESTS? 

Docket, Records, and User Fee 
Branch receives, initially controls 
and refers the request to the 
appropriate Associate office 

at any time before the letter ruling or determination letter is signed by the Service. Correspon
dence and exhibits related to a request that is withdrawn or related to a letter ruling request for 
which an Associate office declines to issue a letter ruling will not be returned to the taxpayer. 
See section 7.01 (2) of this revenue procedure. In appropriate cases, an Associate office may 
publish its conclusions in a revenue ruling or revenue procedure. 

(2) Notification of appropriate Service official. 

(a) Letter ruling requests. If a taxpayer withdraws a letter ruling request or if the Associate 
officc dcclines to issue a letter ruling, the Associate office generally will notify, by memoran
dum, the appropriate Service official in the operating division that has examination jurisdiction 
of the taxpayer's tax return and may givc its views on the issues in the request to the Service 
official to consider in any later examination of the return. This section 7.07(2)(a) generally 
does not apply if the taxpayer withdraws the letter ruling request and submits a written state
ment that the transaction has been, or is being, abandoned and if the Associate office has not 
already formed an adverse opinion. See, in appropriatc cascs, section 7.07(1) above. 

(b) Notification of Service official may constitute Chief Counsel Advice. If the memo
randum to the Service official referred to in paragraph (a) of this section 7.07(2) provides more 
than the fact that the request was withdrawn and the Associate office was tentatively adverse, 
or that the Associate office declines to issue a letter ruling, the memorandum may constitute 
Chief Counsel Advicc, as dcfincd in § 611 O(i)(l), subject to disclosure under § 6110. 

(3) Refund of user fee. Ordinarily, the user fee will not be returned for a letter ruling request 
that is withdrawn. If the Associate office declines to issue a letter ruling on all of the issues in 
the request, the user fee will be returned. If the Associate office issues a letter ruling on some, 
but not all, of the issues, the lIser fee will not be returned. See section 15.10 of this revenue 
procedure for additional information regarding the refunds of user fees. 

The Associate offices will issue letter rulings on the matters and under the circumstances 
explained in sections 3 and 5 of this revenue procedure and in the manner explained in this 
section and section 11 of this revenue procedure. See section 9 of this revenue procedure for 
procedures for change in accounting method requests. 

.01 All requests for letter rulings will be received and initially controlled by the Docket, 
Records, and User Fee Branch of the Legal Processing Division of the Associate Chief Counsel 
(Procedure and Administration) (CC:PA:LPD:DRU). That office will process the incoming 
documents and the user fee, and will forward the file to the appropriate Associate office for 
assignment to a branch that has jurisdiction over the specific i~sue involved in the request. 
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.02 Within 21 calendar days after a letter ruling request ha, been recei\'(~d in the branch of the 
Associate office that has jurisdiction over the issue. a representati\e of the branch \\ ill discusS 
the procedural is~ue, in the letter ruling request with the taxpayer Of. if the request includes 
a properly executed power of attorney. with the authorized representative unless the power 
of attorney provides otherwise. If the case is complex or a number of issues are involved, 
it may not be possible for the hranch representative to discuss the substantlvc issues during 
this initial contact. When possible. for each issue within the hranch' s jurisdiction, the branch 
representative will tell the taxpayer-

( 1 ) whether the branch repre,entative will recommend that the Associate office rule as the 
taxpayer requested. rule adversel y on the matter. or not rule: 

(2) whether the taxpayer should submit additional information to enable the Associate office 

to rule on the matter: 

(3) whether the letter ruling complies with all of the provisions of this rcvcnuc procedure. 
and if not, which requirement:, have not been met: or 

(4) whether. because of the naturc of the transaction or the issue presented, a tentative con
clusion on the issue cannot be reached. 

If the letter ruling request involves matters within the jurisdiction of more than one branch 
or Associate office, a representative of the branch that reccived the original request will tell the 
taxpayer within the initial 21 days-

(1) that the matters within the jurisdiction of another branch or Associate office have been 
referred to that branch or Associate office for consideration. and the date the referral was made, 
and 

(2) that a representative of that branch or Associate oflice will contact the taxpayer within 
21 calendar days after receiving the referral to discuss informally the procedural and. to the 
extent possihle, the substantive issues in the request. 

This section 8.02 applies to all matters except for ca,es invol ving a request for change in ac
counting method or accounting period and cases within the jurisdiction of the Associate Chief 
Counsel (Financial imtitutions and Products) concerning insurance issues requiring actuarial 
computations . 

. 03 If less than a fully favorable letter ruling is indicated, the branch representative will 
tell the taxpayer whether minor changes in the transaction or adherence to certain published 
positions would bring ahout a favorable ruling. The branch representative may also tell the 
taxpayer the facts that must be furnished in a document to comply with Service requirements. 
The branch representative will not suggest precise changes that would materially alter the form 
of the proposed transaction or materially alter a taxpayer's proposed accounting period. 

If, at the end of this discussion, the branch representative determines that a meeting in the 
Associate office would be more helpful to develop or exchange information, a meeting will be 
offered and an early meeting date arranged. When offered, this meeting is in addition to the 
taxpayer's conference of right that is described in section 10.02 of this revenue procedure . 

. 04 The Service will not be bound hy the informal opinion expressed by the branch repre
sentative or any other Service representative. and such an opinion cannot be relied upon as a 
hasis for ohtaining retroactive relief under the provisions of ~ 7S0S(b). 
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.05 

(1) Additional information must be submitted within 21 days. If the request lach es
sential information, which may include additional information needed to satisfy the procedural 
requirements of this revenue procedure as well as substantive changes to transactiom or doc
uments needed from the taxpayer, the branch representative will tell the taxpayer during the 
initial contact, or subsequent contacts, that the request will he closed if the Associate office 
does not receive the information within 21 calendar days from the date of the request for addi
tional information, unless an extension of time is granted. To facilitate prompt action on letter 
ruling requests, taxpayers are encouraged to request that the Associate office request additional 
information by fax. See section 7.02(5) of this revenue procedure. 

Material facts furnished to the Associate office by telephone or fax, or orally at a confer
ence, must be promptly confil1Tled by letter to the Associate office. This confirmation and any 
additional information requested by the Associate office that is not part of the information re
quested during the initial contact must be furnished within 21 calendar days from the date the 
Associate office makes the request. 

The Service will not endeavor to process a ruling request on the expedited basis for requests 
regarding reorganizations under section 368 and distributions under section 355 provided by 
section 7.02(4) of this revenue procedure, unless the branch representative in Associate Chief 
Counsel (Corporate) receives all requested additional information within 10 calendar days from 
the date of the request for such additional infol1Tlation, unless an extension of time is granted. 
If the information is not provided within 10 calendar days (with any extension) but is provided 
within 21 calendar days (with any extension), the letter ruling request will cease to be processed 
on an expedited basis and instead will be processed in the usual manner. 

(2) Extension of reply period. An extension of the 21-day period for providing additional 
information will be granted only if justified in writing by the taxpayer and approved by the 
branch reviewer. A request for extension should be submitted before the end of the 21-day 
period. If unusual circumstances close to the end of the 21-day period make a written request 
impractical, the taxpayer should notify the Associate office within the 21-day period that there 
is a problem and that the written request for extension will be coming soon. The taxpayer will 
be told promptly of the approval or denial of the requested extension. If the extension request 
is denied, there is no right of appeal. 

(3) Letter ruling request closed if the taxpayer does not submit additional informa
tion. If the taxpayer does not submit the infol1Tlation requested during the initial contact, or 
subsequent contacts, within the time provided, the letter ruling request will be closed and the 
taxpayer will be notified in writing. If the information is received after the request is closed, 
the request will be reopened and treated as a new request as of the date the information 
is received, The taxpayer must pay another user fee before the case can be reopened. 

(4) Penalties of perjury statement. Additional information submitted to the Service must 
be accompanied by the following declaration: "tinder penalties of perjury, I declare that I 
have examined this information, including accompanying documents, and, to the best of 
my knowledge and belief, the information contains all the relevant facts relating to the 
request for the information, and such facts are true, correct, and complete." This declara
tion must be signed in accordance with the requirements in section 7.0 I (15 )(b) of this revenue 
procedure. 

(5) Faxing request and additional information. To facilitate prompt action on letter ruling 
requests, taxpayers are encouraged to request that the Associate office request additional infor
mation hy fax. See section 7 .02( 5) of this revenue procedure. Taxpayers also are encouraged 
to submit additional information by fax as soon as the information is available. The Associate 
office representative who requests additional information can provide a telephone number to 
which the information can be faxed. The original of the faxed material and a signed perjury 
statement must be mailed or delivered to the Associate office. 
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(6) Address to send additional information. 

(a) If a private delivery service is not used, the additional information should be sent to: 

Internal Revenue Service 
ADDITIONAL INFORMATION 
Attn: [Name, office symbols, and 
room number of the Associate office 
representative who requested 
the information] 
P.O. Box 7604 
Ben Franklin Station 
Washington, DC 20044 

For cases involving a request for change in accounting method or period under the jurisdic
tion of the Associate Chief Counsel (Income Tax and Accounting), or a § 301.9 I 00 request for 
an extension of time on a request for change in accounting method or period, the additional 

information should be sent to: 

Internal Revenue Service 
ADDITIONAL INFORMATION 
Attn: [Name, office symbols, and 
room number of the Associate office 
representative who requested 
the information] 
P.O. Box 14095 
Ben Franklin Station 
Washington, DC 20044 

(b) If a private delivery service is used, the additional information for all cases should be 
sent to: 

Internal Revenue Service 
ADDITIONAL INFORMATION 
Attn: [Name, office symbols, and 
room number of the Associate office 
representative who requested 
the information] 
1111 Constitution Ave., NW 
Washington, DC 20224 

(7) Identifying information. For all cases, the additional information should include the 
name, office symbols, and room number of the Associate office representative who requested 
the information, and the taxpayer's name and the case control number, which the Associate 
office representative can provide. 

(8) Number of copies. Generally, a taxpayer needs only to submit one copy of the additional 
information, although in appropriate cases, the Associate office may request additional copies 
of the information . 

. 06 Generally, after the conference of right as discussed in section 10 of this revenue proce
dure is held but before the letter ruling is issued, the branch representative will orally inform 
the taxpayer or the taxpayer' s representati ve of the Associate office's conclusions. If the Asso
ciate office is going to rule adversely, the taxpayer will be offered the opportunity to withdraw 
the letter ruling request. Unless an extension is granted, if the taxpayer or the taxpayer's repre
sentative does not notify the branch reprcsentative of a decision to withdraw the ruling request 
within 10 days of the notification, the adverse letter ruling will be issued. The user fee will 
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not be refunded for a letter ruling request that is withdrawn. See section IS.IO( 1)( a) of this 
revenue procedure. 

.07 To accelerate the issuance of letter rulings, in appropriate cases near the completion 
of the ruling process, the Associate office representati ve may request that the taxpayer or the 
taxpayer's representative submit a proposed draft of the letter ruling on the basis of discussions 
of the issues. The taxpayer is not required to prepare a draft letter ruling to receive a letter 
ruling. 

The format of the submission should be discussed with the Associate office representative 
who requests the draft letter ruling. The reprcscntative usually can providc a samplc format of 
a letter ruling and will discuss the facts, analysis. and letter ruling language to be included. 

In addition to a typed draft, taxpayers are encouraged to submit this draft on a computer disk 
in Microsoft Word to the Associate office. The typed draft will become part of the permanent 
files of the Associate office, and the computer disk will not be returned. The proposed letter 
ruling (both typed draft and computer disk) should be sent to the same address as any additional 
information and contain in the transmittal the information that should be included with any 
additional information (for example, a penalties of perjury statement is required). See section 
8.0S( 4) of this revenue procedure. 

.08 

(1) Substantially identical letter rulings. For letter ruling requests qualifying for the user 
fee provided in paragraph (A)(S)(a) of Appendix A of this revenue procedure for substantially 
identical letter rulings, a separate letter ruling generally will be issued for each entity with a 
common member or sponsor, or for each member of a common entity. 

(2) Related § 301.910() letter rulings. For a § 30 I. 9100 letter ruling request for an exten
sion of time to file Form 311S requesting an identical accounting method change for multiple 
separate and distinct trades or businesses (including a qualified subchapter S subsidiary or a 
single-member limited liability company of a taxpayer, multiple members of a consolidated 
group. or multiple eligible CFCs qualifying under section IS.07(4) for the user fee provided in 
paragraph (A)(S)(d) of Appendix A of this revenue procedure, the Associate office generally 
will issue a single letter on behalf of all separate and distinct trades or businesses of the tax
payer, all members of the consolidated group, or all eligible CFCs that are the subject of the 
request. 

.09 The Associate office will send a copy of the letter ruling, whether favorable or adverse, 
to the appropriate Service official in the operating division that has examination jurisdiction of 
the taxpayer's tax return. 

This section provides the specific and additional procedures applicable to a request for a 
change in accounting method. 

A request for a change in accounting method is a specialized type of request for a letter 
ruling. See section 2.01 of this revenue procedure. 

Automatic and advance consent .01 
change in accounting method 
requests 

Automatic change in accounting 
method 

(1) Procedures for requesting an automatic change in accounting method. Certain 
changes in accounting methods may be made under automatic change request procedures. A 
change in accounting method provided in an automatic change request procedure must be made 
using that automatic change request procedure if the taxpayer requesting the change is within 
the scope of the automatic change request procedure and the change is an automatic change 
for the requested year of the change. The Commissioner's consent to an otherwise qualifying 
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automatic change in accounting method is granted only if the taxpayer timely complies with 
the applicable automatic change request procedures. But see section 9.19 of this revenue pro
cedure concerning review by an Associate office and a field office. 

See section 9.22 of this revenue procedure for a list of automatic change request procedures. 

See a/oSo section 9.23 of this revenue procedure for a list of sections. in addition to this section 
9, and Appendices of this revenue procedure that apply to a request for an accounting method 
change. No user fee is required for a change made under an automatic change request proce
dure. 

(2) Advance consent letter ruling requests. If a change in accounting method may not 
be made under an automatic changc request procedure, the taxpayer may request an advance 
consent letter ruling by filing a current Form 3115, Application for Change ill Accoulltillg 
Method. under Rev. Proe. 97-27, 1997-1 C.B. 680, as modified and amplified by Rev. Proc. 
2002-19,2002-1 C.B. 696, and amplified and clarified by Rev. Proc. 2002-54,2002-2 C.B. 

432 (or successors); and this revenue procedure (see section 9.23 for a list of the sections and 
Appendices of this revenue procedure in addition to this section 9 that apply to a request for 
an accounting method change). A Form 3115 filed under Rev. Proc. 97-27 and this revenue 
procedure is hereinafter referred to as an "advance consent Fonn 3115." A taxpayer filing an 

advance consent Form 3115 must submit the required user fee with the completed Fonn 3115. 
See section 15 and Appendix A of this revenue procedure for infonnation about user fees. 

.02 

Ordinarily, a taxpayer may request only one change in accounting method on a Form 3115. 
If the taxpayer wants to request a change in accounting method for more than one unrelated item 
or submethod of accounting, the taxpayer must submit a separate Fonn 311S for each unrelated 
item or submethod, except in certain situations in which the Service specifically permits certain 
unrelated changes to be included on a single Fonn 3115 (for example, see section 5.05 in the 
Appendix of Rev. Proc. 2002-9,2002-1 C.B. 327, or its successor). 

Further, a separate Fonn 311S (and. therefore. a separate user fee pursuant to section 15 and 
Appendix A of this revenue procedure) must be submitted for each taxpayer and each separate 
trade or business of a taxpayer, including a qualified S subsidiary (QSUB) or a single-member 
limited liability company (single member LLC), requesting a change in accounting method, 
except as specifically permitted or required in guidance published by the Service. See, for 
example, section I S.07( 4) of this revenue procedure . 

. 03 

(1) Facts and other information requested on Form 3115 and in applicable revenue 
procedures. In general, a taxpayer requesting a change in accounting method must file a Form 
311S, unless the procedures applicable to the specific type of change in accounting method do 
not require a Form 3115 to be submitted. 

To be eligible for approval of the requested accounting method change, the taxpayer must 
provide all infonnation requested on the Form 311 S and in its instructions and in either Rev. 
Proc. 97-27. \997-1 C.B. oRO. as modified and amplified by Rev. Proc. 2002-19,2002-1 
C.B. 696. and amplified and clarified by Rev. Proc. 2002-S4, 2002-2 c.B. 432 (or succes
sors), or the applicable automatic change request procedure. In addition, the taxpayer must 
provide all information requested in the applicable sections of this revenue procedure, includ
ing a detailed and complete dcscription of the item being changed, the taxpayer's present and 
proposed method for the item being changed, information regarding whether the taxpayer is 
under examination. or before Appeals or a federal court, and a summary of the computation of 
the ~ 481(a) adjustment and an explanation of the methodology used to detennine the adjust
ment. 

For an advance consent Fonn 311 S. the taxpayer must also include a full explanation of 
the legal basis and relevant authorities supporting the proposed method. a detailed emd com-
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plete description of the facts and explanation of how the law applies to the taxpayer' s situation. 
whether the law in connection with the request is uncertain or inadequately addresses the is
sue, statement of the applicant's reasons for the proposed change. and copies of all documents 
related to the proposed change. 

The applicant must provide the requested information to be eligible for approval of the 
requested accounting method change. The taxpayer may be required to provide information 
specific to the requested accounting method change. such as an attached statement. The tax
payer must provide all information relevant to the requested accounting method change. even 
if not specifically rcqucstcd by the Form 3115. 

See also sections 7.0 I ( 1) and 7.01(8) of this revenue procedure. 

(2) Statement of contrary authorities. For an advance consent Form 3115. the taxpayer is 
encouraged to inform the Associate otTice about. and discuss the implications of. any authority 
believed to be contrary to the proposed change in accounting method, such as legislation, court 
decisions, regulations, notices. revenue rulings, revenue procedures, or announcements. 

If the taxpayer does not furnish either contrary authorities or a statement that none exists. 
the Associate office may request submission of contrary authorities or a statement that none 
exists. Failure to comply with this request may result in the Associate office' s refusal to issue 
a change in accounting method letter ruling. 

(3) Copies of all contracts, agreements, and other documents. True copIes of all 
contracts. agreements, and other documents pertinent to the requested change in accounting 
method must be submitted with an advance consent Form 3115. Original documents should 
not be submitted because they become part of the Associate office's file and will not be 
returned. 

(4) Analysis of material facts. When submitting any document with a Form 3115 or in a 
supplemental letter, the taxpayer must explain and provide an analysis of all material facts in 
the document (rather than merely incorporating the document by reference). The analysis of 
the facts must include their bearing on the requested change in accounting method, specifying 
the provisions that apply. 

(5) Information regarding whether same issue is in an earlier return. A Form 3115 
must state whether. to the best of the knowledge ofhoth the taxpayer and the taxpayer's repre
sentatives, any return of the taxpayer (or any return of a current or former consolidated group 
in which the taxpayer is or was a member) in which the taxpayer used the accounting method 
being changed is under examination, before Appeals, or before a federal court. See Rev. Proc. 
97-27 and Rev. Proc. 2002-9. hoth as modified and amplified by Rev. Proc. 2002-19. 

(6) Statement regarding prior requests ror a change in accounting method and other 
pending requests. 

(a) Other requests for a change in accounting method within the past five years. A 
Form 3115 must state, to the best of the knowledge of both the taxpayer and the taxpayer's 
representatives, whether the taxpayer (or a related taxpayer within the meaning of ~ 267 or 
a member of a current or former affiliated group of which the taxpayer is or was a member 
within the meaning of ~ 1504) or a predecessor requested or made within the past fi ve years 
(including the year of the requested change), or is currently filing. any request for a change in 
accounting method. 

If the statement is affirmative, for each separate and distinct trade or business. give a de
scription of each request and the year of change and whether consent was obtained. If any 
application was withdrawn. not perfected. or denied. or if a Consent Agreement was sent to 
the taxpayer hut was not signed and returned to the Associate office. or if the change was not 
made in the requested year of change. give an explanation. 
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(b) Any other pending request(s). A Form 3115 must state. to the best of the know ledge 

of both the taxpayer and the taxpayer's representatives. whether the taxpayer (or a related tax

payer within the meaning of * 267 or a member of a current or former affiliated group of which 

the taxpayer is or was a member within the meaning of * 1504) or a predecessor currently have 
pending (including any concurrently filed request) any request for a private letter ruling, a 
change in accounting method, or a technical advice. 

If the statement is affirmative, for each request, give the name(s) of the taxpayer, identifi

cation number(s), the type of request (private letter ruling, request for change in accounting 

method, or request for technical advice), and the specific issues in the request. 

(7) Statement identifying pending legislation. At the time the taxpayer files an advance 

consent Form 3115, the taxpayer must identify any pending legislation that may affect the 

proposed change in accounting method. In addition, if legislation is introduced after the request 

is filed but before a change in accounting method letter ruling is issucd, the taxpayer must so 

notify the Associate office. 

(8) Authorized representatives. To appear before the Service in connection with a request 

for a change in accounting method, the taxpayer's authorized representative must be an attor

ney, a certified public accountant, an enrolled agent, an enrolled actuary, a person with a "Letter 

of Authorization," an employee, general partner, bona fide officer, administrator, trustee, etc., 

as described in section 7.0 I (13) of this revenue procedure. 

(9) Power of attorney and declaration of representative, Any authorized representative, 

whether or not enrolled to practice, must comply with Treasury Department Circular No. 230, 
which provides the rules for practice before the Service, and the conference and practice re
quirements of the Statement of Procedural Rules, which provide the rules for representing a 

taxpayer before the Service. See section 7.0 I (14) of this revenue procedure. It is preferred 
that Form 2848, Power o{Attorney and Declaration of Representative. be used to provide the 
representative's authori ty. 

(10) Penalties of perjury statement. 

(a) Format of penalties of perjury statement. A Form 3115, and any change to a Form 
3115 submitted at a later time. must be accompanied by the following declaration: "Under 
penalties of perjury, I declare that I have examined this application, including accompa
nying schedules and statements, and to the hest of my knowledge and helief, the applica
tion contains all the relevant facts relating to the application, and it is true, correct, and 
complete." 

See section 9.08(3) of this revenue procedure for the penalties of perjury statement required 
for suhmissions of additional information. 

(b) Signature by taxpayer. A Form 3115 must be signed by, or on hehalf of, the taxpayer 
requesting the change by an indi vidual with authority to bind the taxpayer in such matters. For 
example. an officer must sign on behalf of a corporation, a general partner on behalf of a state 
law partnership, a member-manager on behalf of a limited liability company, a trustee on be
half of a trust, or an individual taxpayer on hehalf of a sole proprietorship. If the taxpayer is a 
member of a consolidated group, a Form 3115 should be submitted on behalf of the taxpayer 
by the common parent and must be signed by a duly authorized officer uf the common parent. 
Refer to the signature requirements set forth in the instructions for the current Form 3115 re
garding those who are to sign. See also section 8.08 of Rev. Proc. 97-27 and section 6.02(5) 
of Rev. Proc. 2002-9. A stamped signature or faxed signature is not permitted. 

(c) Signature by preparer. Declaration of preparer (other than the taxpayer) is based on 
all information of which the pre parer has any knowledge. 
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(1) Recipients of original and copy of change in accounting method correspondence. 
The Service will send the signed original of the change in accounting method letter ruling and 
other related correspondence to the taxpayer, and copies to the taxpayer's representati ve, if 
instructed on Form 2848. Set' section 7.02(2) of this revenue procedure for how to designate 
alternative routing of the copies of the letter ruling and other correspondence. 

(2) To request expedited handling. The Associate offices ordinarily process advance con
sent Forms 3115 in order of the date received. A taxpayer who has a compelling need to have 
an advancc consent Form 3115 processed on an expedited basis, may request expedited han
dling. See section 7 .Ol( 4) of this revenue procedure for procedures. 

(3) To receive the change in accounting method letter ruling or any other correspon
dence related to Form 3115 by facsimile transmission (fax). If the taxpayer wants a copy of 
the change in accounting method letter ruling or any other correspondence related to a Form 
3115, such as a request for additional information, faxed to the taxpayer or the taxpayer's au
thorizcd representative, the taxpayer must submit a written request to fax the letter ruling or 
related correspondence, preferably as part of the Form 3115. The request may be submitted at 
a later date, but must bc rccci vcd prior to thc mailing of corrcspondcnce other than the letter 
ruling and prior to the signing of the change in accounting method letter ruling. 

The request to have correspondence relating to the Form 3115 faxed to the taxpayer must 
contain the fax number of the taxpayer or the taxpayer's authorized representative to whom 
the correspondence is to be faxed. 

A document other than the change in accounting method letter ruling will be faxed by a 
branch representative. The change in accounting method letter ruling may be faxed by either 
a branch representative or the Disclosure and Litigation Support Branch of the Legal Pro
cessing Division of the Office of Associate Chief Counsel (Procedure and Administration) 
(CC:PA:LPD:DLS). 

For purposes of § 301.611 0-2(h), a change in accounting method letter ruling is not issued 
until the change in accounting method letter ruling is mailed. 

(4) To request a conference. The taxpayer must complete the appropriate line on the Form 
3115 to request a conference of right, or request a conference in a later written communica
tion, if an adverse response is contemplated by the Associate office. See section 8.10 of Rev. 
Proc. 97-27, section 10.03 of Rev. Proc. 2002-9, and sections 10.01, 10.02 of this revenue 
procedure . 

. 05 Associate office address to send Forms 3115. Submit the original Form 3115, in the 
case of an advance consent Form 3115, or the national office copy of the Form 3115, in the 
case of an automatic change request, as follows: 

(a) Associate office mailing address if private delivery service is not used. If a private 
delivery service is not used, a taxpayer, other than an exempt organization, must scnd the orig
inal completed Form 3115 and the required user fee (in the case of an advance consent Form 
3115) or the national office copy of the completed Form 3115 (in the case of an automatic 
change request) to: 
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2006-1 C.B. 35 



Sec. 9.05 
36 2006-1 C.B. 

Internal Revenue Service 

Attn: [insert either "CC:PA:LPD:DRU" 
for an advance consent Form 3115 or 

"CC:ITA - Automatic Ruling Branch" for an 
automatic change request) 
P.O. Box 7604 

Benjamin Franklin Station 
Washington, DC 20044 

An exempt organization must send the original completed Form 3115 and the required user 
fee (in the case of an advance consent Form 3115) or the national office copy of the completed 
Form 3115 (in the case of an automatic change Form 3115) to: 

Internal Revenue Service 
Tax Exempt & Government Entities 
Attn: TEGE:EO 
P.O. Box 27720 
McPherson Station 
Washington, DC 20038 

See Rev. Proc. 2006-8, this Bulletin, for the applicable user fee for exempt organization 
Forms 3115. 

(b) Mailing address if private delivery service is used. If a private delivery service is 
used, a taxpaycr. other than an exempt organization, must send the original completed Form 
3115 and the required user fee (in the case of an advance consent Form 3115) or the national 
office copy of the completed Form 3115 (in the case of an automatic change request) to: 

Internal Revenue Service 
Attn: [insert either "CC:PA:LPD:DRU for an 
advance consent Form 3115 or 
"CC:ITA-Automatic Rulings Branch" for an 
automatic change request] 
Room 5336 
1111 Constitution Ave., NW 
Washington, DC 20224 

If a private delivery service is used, an exempt organization must send the original com
pleted Form 3115 and the required user fee (in the case of an advance consent Form 3115) 
or the national office copy of the completed Form 3115 (in the case of an automatic change 
request) to: 

Internal Revenue Service 
Tax Exempt & Government Entities 
Attn: TEGE:EO 
1750 Pennsylvania Ave., NW 
Washington, DC 20038 

Scc Rev. Proc. 2006-8, this Bulletin, for the applicable user fee for exempt organization 
Forms 3115. 

(c) Address if hand-delivered to the IRS Courier's desk. For taxpayers other than an 
exempt organization. the original completed Form 3115 and the required user fee (in the case 
of an ad\ance consent Form 3115) or the national office copy of the completed Form 3115 
(in the case of an automatic change request), may be hand delivered between the hours of 
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8:00 a.m. and 4:00 p.m. to the courier's desk at the loading dock (located behind the 12th 
Street security station) of 1111 Constitution Ave .. NW. Washington. DC. A receipt will be 
given at the courier's desk. Thc packagc should be addressed to: 

Courier's Desk 
Internal Revenue Service 
Attn: CC:PA:LPD:DRU, Room 5336 
1111 Constitution Ave., NW 
Washington, DC 20224 

.06 A completed Form 3115 must not be submitted by fax. 

Controls Form 3115 and refers it .07 An advance consent Form 3115 is received and controlled by the Docket, Records, and 
to the appropriate Associate office User Fee Branch, Legal Processing Division of the Associate Chief Counsel (Procedure and 

Administration) (CC:PA:LPD:DRU) if the required user fee is submitted with the Form 3115. 
Once controlled, the Form 3115 is forwarded to the appropriate Associate office for assignment 
and processing. 

Additional information .08 

Incomplete Form 3115 (1) Incomplete Form 3115. 

Extension of reply period 

(a) Advance consent Form 3115 - 21 day rule. In general, for an advance consent Form 
3115, additional information requested by the Associate office and additional information fur
nished to the Associate office by telephone or fax must be furnished in writing within 21 calen
dar days from the date of the information request. The Associate office may impose a shorter 
reply period for a request for additional information made after an initial request. See section 
10.06 of this revenue procedure for the 21-day rule for submitting information after any con
ference. 

(b) Automatic change request - 30 day rule. In general. for an automatic change in ac
counting method request, additional information requested by the Associate office, and addi
tional information furnished to the Associate office by telephone or fax, must be furnished in 
writing within 30 calendar days from the date of the information request. The As~ociate of
fice may impose a shorter reply period for a request for additional information made after an 
initial request. See ~ection 10.06 of this revenue procedure for the 21-day rule for submitting 
information after any conference with the Associate office. 

(2) Request for extension of reply period. 

(a) Advance consent Form 3115. For an advance consent Form 3115. an additional period. 
not to exceed IS days. to furnish information may be granted to a taxpayer. Any request for an 
extension of time must be made in writing and submitted before the end of the original 21-day 
period. If unusual circumstances close to the end of the 21-day period make a written request 
impractical, the taxpayer should notify the Associate office within the 21-day period that there 
is a problem and that the written request for extension will be corning soon. An extension 
of the 2l-day period will be granted only if approved by a branch reviewer. A n extension 
of the 21-day period ordinarily will not be granted to furnish information requested on Form 
3115. The taxpayer will be told promptly, and later in writing. of the approval or denial of the 
requested extension. If the extension request is denied. there is no right of appeal. 

(b) Automatic change request. For an automatic change in accounting method request, an 
additional period, not to exceed 30 days, to furnish information may be granted to a taxpayer. 
Any request for an extension of timc must be made in writing and submitted before the end of 
the original 30-day period. If unusual circumstances close to the end of the 30-day period make 
a written request impractical. the taxpayer should notify the Associate office within the 30-day 
period that there is a problem and that the \vritten request for extension will be coming soon. 
An extension of the 30-day period \vill be granteu only if approved by a branch re\'ie\',cr. An 
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extension of the 30-day period ordinarily will not be granted to furnish information requested 
on Form 3115. The taxpayer will be told promptly. ~and later in writing. of the approval or 
denial of the requested extension. If the extension request is denied. there is no right of appeal. 

(3) Penalties of perjury statement. Additional information submitted to the Associate 
office must be accompanied by the following declaration: "Under penalties of perjury, I 
declare that I have examined this information, including accompanying documents, and, 
to the best of my knowledge and belief, the information contains all the relevant facts 
relating to the request for the information, and such facts are true, correct, and complete." 
This declaration must be signed in accordance with the requirements in section 9.03(lO)(b) of 
this revenue procedure. 

(4) Identifying information. The additional information should also include the name, 
office symbols. and room number of the Associate office representative who requested the 
information, and the taxpayer's name and the case control number. which the Associate office 
representative can provide. 

(5) Faxing information request and additional information. To facilitate prompt action 
on a change in accounting method ruling request, taxpayers are encouraged to request that the 
Associate office request additional information by fax. See section 9.04(3) of this rcvcnue 
procedure. 

Taxpayers also are encouragcd to submit additional information by fax as soon as the infor
mation is available. The Associate office representative who requests additional information 
can provide a telephone number to which the information can be faxed. A copy of the re
quested information and an original signed penalties of pcrjury statement also must be mailed 
or delivered to the Associatc office. 

(6) Address to send additional information. 

(a) Address if private delivery service not used. For a request for change in accounting 
method under the jurisdiction of the Associate Chief Counsel (Income Tax and Accounting). 
if a private delivery service is not used, the additional information should be sent to: 

Internal Revenue Service 
ADDITIONAL INFORMATION 
Attn: [Name, office symbols, and 
room number of the Associate office 
representative who requested 
the information] 
P.O. Box 14095 
Ben Franklin Station 
Washington, DC 20044 

For a request for change in accounting method for an exempt organization, if a private de
livery service is not used. the additional information should be sent to: 

Internal Revenue Service 
Tax Exempt & Government Entities 
P.O. Box 27720 
McPherson Station 
Washington, DC 20038 

For any other request for change in accounting method. if a private delivery service is not 
used. the additional information should be sent to: 
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office 

Internal Revenue Service 
ADDITIONAL INFORMATION 
Attn: [Name, office symbols, and 
room number of the Associate office 
representative who requested 
the information] 
P.O. Box 7604 
Ben Franklin Station 
Washington, DC 20044 

(b) Address if private delivery service is used. 

For a request for a change in accounting method for other than an exempt organization, if a 
private delivery service is used, the additional information should be sent to: 

Internal Revenue Service 
ADDITIONAL INFORMATION 
Attn: [Name, office symbols, and 
room number of the Associate office 
representative who requested 
the information] 
1111 Constitution Ave., NW 
Washington, DC 20224 

For a request for change in accounting method for an exempt organization, if a private de
livery service is used the additional information should be sent to: 

Internal Revenue Service 
Tax Exempt & Government Entities 
1750 Pennsylvania Ave., NW 
Washington, DC 20038 

(7) If taxpayer does not timely submit additional information. 

(a) Advance consent Form 3115. In the case of an advance consent Form 3115, if the re
quired information is not furnished to the Associate office within the reply period, the Form 
3115 will not be processed and the case will be closed. The taxpayer or authorized representa
tive will be so notified in writing. 

(b) Automatic change request. In the case of an automatic change in accounting method 
request, if the required information is not furnished to the Associate office within the reply 
period, the request does not qualify for the automatic consent procedure. In such a case, the 
Associate office will notify the taxpayer that consent to make the change in accounting method 
is not granted. 

(c) Submitting the additional information at a later date. If the taxpayer wants to submit 
the additional information at a later date. the taxpayer must submit it with a new completed 
Form 3115 (and userfee, if applicable) for a year of change for which such new Form 3115 is 
timely filed under the applicable change in accounting method procedure. 

.09 

For an advance consent Form 3115, the taxpayer must promptly notify the As~ociate office 
if, after the Form 3115 is filed but before a change in accounting method letter ruling is issued, 
the taxpayer knows that -
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(I) an examination of the present or proposed accounting method has been started by a field 
office: ~ 

(2) an examination of the proposed year of change has been started by a field office: 

(3) legislation that may affect the change in accounting method has been introduced, see 
section 9.03(7) of this revenue procedure: or 

(4) another letter ruling request (including another Form 3115) has heen suhmitted by the 

taxpayer (or a related party within the meaning of § 267 or a member of an affiliated group of 

which the taxpayer is a member within the meaning of §1504). 

.10 If a less than fully favorable change in accounting method letter ruling is indicated, the 

branch representative will tell the taxpayer whether minor changes in the proposed accounting 

method would bring about a favorable ruling. The branch representative will not suggest pre

cise changes that materially alter a taxpayer's proposed accounting . 

. 11 Generally, after the conference of right is held (or offered, in the event no conference 

is held) and before issuing any change in accounting method letter ruling that is adverse to 

the requested change in accounting method, the taxpayer will be offered the opportunity to 

withdraw thc Form 3115. See section 9.12 of this revenue procedure. Unless an extension is 
granted. if the taxpayer or the taxpayer's representative does not notify the branch represen

tati ve of a decision to withdraw the Form 3115 within 10 days of the notification. the adverse 

change in accounting method letter ruling will be issued. Ordinarily, the user fcc (in the case 

of an advance consent Form 3115) will not be refunded for a Form 3115 that is withdrawn. 

.12 

(1) In general. A taxpayer may withdraw an advance consent Form 3115 at any time before 

the change in accounting method letter ruling is signed by the Associate office. The Form 3115. 
correspondence, and any documents relating to the Form 3115 that is withdrawn or for which 
the Associate office declines to issue a letter ruling will not be returned to the taxpayer. See 
section 9.03(3) of this revenue procedure. In appropriate cases, the Service may publish its 

conclusions in a revenue ruling or revenue procedure. 

(2) Notification of appropriate Service official. If a taxpayer withdraws or the Associate 
office declines to grant (for any reason) a request to change from or to an improper accounting 
method, the Associate office will notify, by memorandum, the appropriate Service official in 
the operating division that has examination jurisdiction of the taxpayer's tax return and the 
Change in Method of Accounting Technical Advisor, and may give its views on the issues in 

the request to the Service official to consider in any later examination of the return. 

If the memorandum to the Service official provides more than the fact that the request was 
withdrawn and the Associate office was tentatively adverse. or that the Associate office de
clines to grant a change in accounting method. the memorandum may constitute Chief Counsel 
Advice. as defined in § 6110(i)(l), subject to disclosure under § 6110. 

(3) Refund of user fee. Ordinarily, the user fee will not be returned for an advance consent 
Form 3115 that is withdrawn. See section 15.10 of this revenue procedure for information 
regarding refunds of user fees . 

. 13 Thc taxpayer or thc taxpaycr's authorized representative may obtain information re
garding the status of an advance consent Form 3115 by calling the person whose name and 
telephone number are shown on the acknowledgement of receipt of the Form 3115 . 

. 14 The Service will not be bound by any informal opinion expressed by the branch repre
sentative or any other Service representative, and such an opinion cannot be relied upon as a 
basis for obtaining retroactive relief under the provisions of § 7805(b). 
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.15 For an advance consent Form 3115 qualifying under section 15.07(4) for the user fee 
provided in paragraph (A)( 5)(b) of Appendix A of this revenue procedure for identical account
ing method changes, the Associate office generally will issue J single letter ruling on behalf 
of all affected separate and distinct trades or businesses of a taxpayer, all affected members of 
the consolidated group, or all eligible and affected CFC~ . 

. 16 If two or more items or submethods of accounting are interrelated, the Associate office 
ordinarily will not issue a letter ruling on a change in accounting method involving only one 
of the items or submethods. 

.17 Ordinarily, for an advance conscnt Form 3115, the Commissioner's permission to 
change a taxpayer's accounting method is set forth in a letter ruling (original and a Consent 
Agreement copy). If the taxpayer agrees to the terms and conditions contained in the change 
in accounting method letter ruling, the taxpayer must sign and date the Consent Agreement 
copy of the letter ruling in the appropriate space. The Consent Agreement copy must not be 
signed by the taxpayer's representative. The signed copy of the letter ruling will constitute an 
agreement (Consent Agreement) within the meaning of § I.4S 1-4(b) of the regulations. The 
signed Consent Agreement copy of the letter ruling must be returned to the Associate office 
within 45 days. In addition, a photocopy of the signed Consent Agreement copy of the letter 
ruling must be attached to the taxpayer's income tax return for the year of change. See section 
8.11 of Rev. Proc. 97-27. If the taxpayer has filed its income tax return for the year of change 
before the ruling has been received and the Consent Agreement has been signed and returned, 
the photocopy of the signed Consent Agreement copy of the letter ruling should be attached 
to the amended return for the year of change that the taxpayer files to implement the change 
in accounting method. 

A taxpayer may not take an advance consent change in accounting method into account in 
any federal income tax return until the taxpayer receives the letter ruling from the Associate 
office granting permission to make the accounting method change and the taxpayer signs and 
returns the Consent Agreement copy of that letter ruling. Reg. section 1.446-I(e)(2)(i) . 

. IR The Associate office will send a copy of each change in accounting method letter ruling, 
whether favorable or adverse, to the appropriate Service official in the operating division that 
has examination jurisdiction of the taxpayer's tax return. 

.19 A taxpayer may rely on a change in accounting method letter ruling received from the 
Associate office, subject to certain conditions and limitations. See sections 9, 10, and II of 
Rev. Proc. 97-27, as modified and amplified by Rev. Proc. 2002-19. 

A qualifying taxpayer complying timely with an automatic change request procedure may 
rely on the consent of the Commissioner as provided in the automatic change re4uest procedure 
to change the taxpayer's accounting method, subject to certain conditions and limitations. See, 
in general, sections 6.01, 7 and 8 of Rev. Proc. 2002-9, as modified and amplified by Rev. 
Proc. 2002-19. An Associate office may review a Form 3115 filed under an automatic change 
request procedure and will notify the taxpayer if additional information is needed or if consent 
is not granted to the taxpayer for the requested change. See section 10 of Rev. Proc. 2002-9. 
Further. the field otlice that has jurisdiction over the taxpayer's return may review the Form 
3115. See section 9 of Rev. Proc. 2002-9 . 

. 20 A taxpayer may not rely on a change in accounting method letter ruling issued to another 
taxpayer. See § 611O(k)(3). 

.21 The Associate office reserves the right to decline to process any advance consent Form 
3115 in situations in which it would not be in the best interest of sound tax administration to 
permit the requested change. In this regard, the Associate office will consider whether the 
change in method of accounting would clearly and directly frustrate compliance efforts of the 
Service in administering the income tax laws. See section 8.01 of Rev. Proc. 97-27. 
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.22 For procedures regarding requests for an automatic change in accounting method. refer 
to the following puhlished automatic change request procedur~s. The Commissioner's con
sent to an otherwise qualifying automatic change in accounting method is granted only if the 

taxpayer complies timely with the applicahle automatic change request procedure. 

The automatic changc rcquest procedures for obtaining a change in accounting method in
clude: 

(1) Rev. Proc. 2002-9. 2002-1 C.B. 327. as modified and clarified by Announcement 
2002-17.2002-1 c.s. 561. as modified and amplified by Rev. Proc. 2002-19.2002-1 C.B. 
696. as amplified. clarified and modified by Rev. Proc. 2002-54.2002-2 C.B. 432. and as 
modified by Rev. Proc. 2003-45. 2003-2 C.B. II, which, for most (but not all) types of 

changes provided therein. requires a completed Form 3115. Rev. Proc. 2002-9 applies to the 
accounting method changes described in the Appendix of Rev. Proc. 2002-9 involving §§ 56, 
61,77,162,166.167,168,171. 174. 197,263, 263A, 267, 404, 446, 448, 451. 454, 455, 458, 

460, 4h\. 471. 472, 475, 585, 832, 846, 861, 985. 1272, 1273, 1278, 1281, 1286, and former 

§ 168. 

(2) The following automatic change request procedures modify and amplify Rev. Proc. 
2002-9 in that they add the following changes to the list of accounting method changes listed 
in the Appendix of Rev. Proc. 2002-9 or require certain automatic changes to be made using 
the provisions of Rev. Proc. 2002-9: 

Rev. Rul. 2004-62,2004-1 c.B. 1072 (section 162 - post-establishment fertilization of 
established timher stands); 

Rev. Proc. 2002-27,2002-1 C.B. 802 (section 168 - depreciation of original and re
placement tires of certain vehicles): 

Rcv. Rul. 2003-54,2003-1 C.B. 982 (section 168 - depreciation of gas pump canopies); 

Rev. Rul. 2003-81, 2003-2 C.B. 126 (section 168 - depreciation of utility assets); 

Rev. Proc. 2003-63, 2003-2 C.B. 304 (section 168 - depreciation of cable TV fiber 
optics); 

Regs. § 1.168(i)-I(l)(2)(ii) (change in general asset account treatment due to a change in 
the use of MACRS property); 

Regs. § 1.168(i )-4(g)(2) (change in mcthod of accounting for depreciation due to a change 
in the use of MACRS property); 

Regs. § 1.168(i)-6T(k)(2) (for a like-kind exchange or involuntary conversion ofMACRS 
property for which the time of disposition, the time of replacement, or both, occurred on 
or before February 27, 2004, change in method of accounting for relinquished MACRS 
property and replacement MACRS property); 

Rev. Proc. 2005-43,2005-29 I.R.B.I07 (sections 168 and 1400L(c) - election to not 
treat yualified New York Liberty Zone leasehold improvement property as 5-year property 
for purposes of ~ I h~); 

Rev. Proc. 2004-11. 2004-1 C.B. 311, (or its successor) (sections 56(a)(1). 56(g)(4)(A), 
167.168. 197. 1400I,and 1400L-revised sections 2.01 and 2.02 and 2B of the Appendix 
and added section 2.05 to the Appendix of Rev. Proc. 2002-9); 

Rev Proc. 2005-9,2005-2 I.R.B. 303. as modified by Rev. Proc. 2005-17.2005-\3 
I.R.B. 797 (section 263 - amounts paid or incurred to acquire or create intangibles or to 

facilitate an acquisition of a trade or business. change in the capital structure of a business 
entity. and certain other transactions. for a taxpayer's second taxable year ending on or 
after December 31. 2(03); 



Rev. Rul. 2002-9,2002-1 CB. 614 (section 263A - impact fees incurred in connection 
with construction of a new residential rental building); 

Rev. Rul. 2004-18,2004-1 CB. 509 (section 263A - environmental remediation costs); 

Rev. Rul. 2005---42, 2005-28 I.R.B. 67 (section 263A - allocation of environmental re
mediation costs to production); 

Regs. § 1.263A-IT(k)(I) (section 263A - change in method of accounting for mixed 
service costs to comply with the temporary regulations); 

Regs. § 1.263A-2T(e)( I) (section 263A - change in method of accounting for additional 
section 263A costs to comply with the temporary regulations); 

Rev. Proc. 2004-11, 2004-1 CB. 311, (or its successor) (sections 56(a)(l), 56(g)( 4 )(A), 
167,168, 197, 14001. and 1400L, and former section 168 - replaced sections 2.01 and 2.02 
and 2B of the Appendix of Rev. Proc. 2002-9 and added section 2.05 to the Appendix of 
Rev. Proc. 2002-9); 

Regs. § 1.280F-6(f)(2)(iv) (for certain qualified nonpersonaluse vehicles placed in service 
before July 7, 2003, exclusion from limits on depreciation applicable to passenger automo
biles); 

Rev. Rul. 2002---46, 2002-2 CB. 117. as modified by Rev. Rul. 2002-73. 2002-2 CB. 
805 (section 404 - grace period contributions); 

Rev. Proc. 2002-28,2002-1 CB. 815 (section 446 - certain small businesses who seek 
to change to the cash method and/or to a method of accounting for inventoriable items as 
materials and supplies that are not incidental); 

Rev. Proc. 2004-30,2004-1 CB. 950 (section 446 - inducement fees received in con
nection with becoming holders of noneconomic residual interests in Real Estate Mortgage 
Investment Conduits); 

Rev. Proc. 2004-32,2004-1 CB. 988 (section 446 - credit card annual fees); 

Rev. Proc. 2004-36,2004-1 CB. 1063 (section 446 - safe harbor method of accounting 
for film producers' treatment of certain creative property costs); 

Rev. Proc. 2002-36, 2002-1 CB. 993 (section 451 - certain taxpayers who purchase 
vehicles subject to leases who seek to change to the capital cost reduction (CCR) method); 

Rev. Rul. 2003-3, 2003-1 CB. 252 (section 451 - accrual method taxpayer with state or 
local income or franchise tax refund); 

Rev. Proc. 2004-34,2004-1 CB. 991 (section 451 - certain advance payments); 

Rev. Proc. 2005-35, 2005-28 I.R.B. 76 (section 451 - up-front network upgrade pay
ments made to utilities); 

Rev. Proc. 2002-17,2002-1 CB. 676 (section 472 - certain automobile dealers seeking 
to change to the replacement cost method for vehicle parts inventory); 

Rev. Proc. 2003-20,2003-1 C.R. 445 (section 471 - valuation of remanufactured motor 
vehicle core parts); 

Rev. Proc. 2002---46,2002-2 C.B. 105 (section 832 - certain insurance companies seeking 
to change to safe harbor method for premium acquisition expenses); 

Rev. Proc. 2004---41, 2004-2 CB. 90 (section 832 - insurance companies' incentive 
payments to health care providers); 
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Rev. Proc. 2002-74.2002-2 C.B. 980 (section 846 _ insurance companies other than life 
insurance companies computing discounted unpaid losses): 

Rev. Proc. 200+-33. 200+-1 C.B. 989 (section 1272 - credit card late fees): 

Rev. Proc. 2005~7. 2005-32 I.R.B. 269 (section 1273 - credit card cash advance fees); 
and 

Rev. Proc. 2005~3. 2005-29 I.R.B. 107 (section 1400L(c) - retroactive election to use 

the 5-year recovery period (or 9-year recovery period, if applicable) for qualified New York 
Liberty Zone leasehold improvement property placed in service after September 10. 200 I. 
during the 2000, 200 I, 2002, 2003, or 2004 taxable year). 

(3) Thc following automatic change request procedures, which require a completed Form 
3115, provide both the type of accounting method change that may be made automatically and 

the procedures under which such change must be made: 

Regs. § 1.166-2(d)(3) (bank conformity for bad debts); 

Regs. § 1.448-1 (to an overall accrual method for the taxpayer's first taxable year it is 

subject to Code section 448); 

Regs. § 1.448-2T and Notice 88-5 I (nonaccrual experience method); 

Regs. § 1.458-1 and -2 (exclusion for certain returned magazines, paperbacks, or records); 

Rev. Proc. 97-43. 1997-2 C.B. 494 (section 475 - electing out of certain exemptions 
from securities dealer status); and 

Rev. Proc. 91-51. 1991-2 C.B. 779 (section 1286 - certain taxpayers under examination 
that sell mortgages and retain rights to service the mortgages). 

(4) The following automatic change request proccdures, which do not require a completed 
Form 3115, provide the type of accounting method change that may be made automatically 
and also provide the procedures under which such change must be made: 

Notice 96-30. 1996-1 C.B 378 (section 446 - changc to comply with Statemcnt of Finan
cial Accounting Standards No. 116): 

Rev. Proc. 92-29, 1992-1 CB. 748 (section 461 - change in real estate developer's 
method for including costs of common improvements in the basis of propcrty sold); 

Rev. Proc. 98-58. 1998-2 CB. 710 (certain taxpayers seeking to change to the install
ment method of accounting under 9 453 for alternative minimum tax purposes for certain 
deferred payment sales contracts relating to property used or produccd in the trade or busi
ness of farming); 

Regs. § 1.472-2 (taxpayers changing to the last-in, first-out (LIFO) inventory method); 

Code * 585(c) and Regs. ** 1.585-6 and 1.585-7 (large bank changing from the reserve 
method of section 585); and 

Rev. Proc. 92-67. 1992-2 CB. 429 (election under § I278(b) to include market discount 
in income currently or election under § 1276(b) to use constant interest rate to determine 
accrued market discount). 

(5) See Appendix E for the list of revenue procedures for automatic changes in accounting 
period . 

. 23 In addition to this section 9, the following sections of this revenue procedure are appli
cable to Forms 3115: 

I (purpose of Rev. Proc. 2006-1): 



2.01 (definition of "letter ruling"); 

2.02 (definition of "closing agreement"); 

2.05 (oral guidance); 

3.0 I (issues under the jurisdiction of the Associate Chief Counsel (Corporate»; 

3.02 (issues under the jurisdiction of the Associate Chief Counsel (Financial Institutions 
and Products»; 

3.03 (issues under the jurisdiction of the Associate Chief Counsel (Income Tax and Ac
counting) ); 

3.04 (issues under the jurisdiction of the Associate Chief Counsel (lnternational); 

3.05 (issues under the jurisdiction of the Associate Chief Counsel (Passthroughs and Spe
cial Industries»; 

3.07 (issues under the jurisdiction of the Associate Chief Counsel (Tax Exempt and Gov
ernmental Entities»; 

6.02 (letter rulings ordinarily not issued in certain areas because of the factual nature of the 
problem); 

6.05 (letter rulings generally not issued to business associations or groups); 

6.06 (letter rulings generally not issued where the request does not address the tax status, 
liability, or reporting obligations of the requester); 

6.08 (letter rulings ordinarily not issued on federal tax consequences of proposed legisla
tion); 

6.10 (letter rulings not issued on frivolous issues); 

6.12 (letter rulings not issued on alternative plans or hypothetical situation); 

7.0 I (I) (statement of facts and other information); 

7.0 I (8) (statement of supporting authorities); 

7.01(13) (authorized representatives); 

7.01 (14) (power of attorney and dcclaration of representative); 

7.02(2) (power of attorney used to indicate recipient of a copy or copies of a letter ruling 
or a determination letter); 

7 .02( 4) (expedited handling); 

7.04(2) (notify Associate office if a return, amended return, or claim for refund is filed 
while request is pending and attach request to the return); 

7.05 (attach letter ruling to the return, amended return or claim for refund); 

10 (scheduling conferences); 

15 (user fees); 

16 (significant changes to Rev. Proc. 2005-1); 

17 (effect of Rev. Proc. 2006-1 on other documents); 

18 (effective date of this revenue procedure); 
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Appendix A (schedulc of user fees); and 

Appendix E (revenue procedures and notices regardina letter ruling requests relating to 
specific Code sections and subject matters). e 

.0 I A taxpayer may request a conference regarding a letter ruling request. Normally, a 

conference is scheduled only when the Associate office considers it to be helpful in deciding 
the case or when an adverse decision is indicated. If conferences are being arranged for more 

than one request for a letter ruling involving the same taxpayer, they will be scheduled so as to 

cause the least inconvenience to the taxpayer. As stated in sections 7.02(6) and 9.04(4) of this 

revenue procedure, a taxpayer who wants to have a conference on the issue or issues involved 

should indicate this in writing when, or soon after, filing the request. 

If a conference has been requested, the taxpayer or the taxpayer's representative will be 

notified by telephone, if possible, of the time and place of the conference, which must then be 

held within 21 calendar days after this contact. Instructions for requesting an extension of the 
21-day period and notifying the taxpayer or the taxpayer's representative of the Associate of

fice's approval or denial of the request for extension are the same as those explained in section 

8.05(2) (section 9.08(2)(a) for a change in accounting method request) of this revenue proce

dure regarding providing additional information . 

. 02 A taxpayer is entitled, as a matter of right, to only one conference in the Associate 

office, except as cxplained under section 10.05 of this revenue procedure. This conference is 
normally held at the branch level and is attended by a person who has the authority to sign the 

letter ruling in his or her own name or for the branch chief. 

When more than one hranch has taken an adverse position on an issue in a letter ruling 
request or when the position ultimately adopted by one branch will affect that adopted by an
other, a representative from each branch with the authority to sign in his or her own name or 
for the branch chief will attend the conference. If more than one subject is to be discussed at 

the confercncc, the discussion will constitute a conference on each subject. 

To have a thorough and informed discussion of the issues, the conference usually will be 
held after the branch has had an opportunity to study the case. At the request of the taxpayer, 
the conference of right may be held earlier. 

No taxpayer has a right to appeal the action of a branch to an Associate Chief Counselor to 
any other official of the Service. But see section 10.05 of this revenue procedure for situations 
in which the Associate office may offer additional conferences. 

In employment tax matters, only the party entitled to the letter ruling is entitled to a confer
ence. See section 510 of this revenue procedure . 

. 03 Because conference procedures are informal, no tape, stenographic, or other verbatim 
recording of a conference may be made by any party. 

.04 The senior Associate office representative present at the conference ensures that the tax
payer has the opportunity to present views on all the issues in question. An Associate office 
representative explains the Associate office's tentative decision on the substantive issues and 
the reasons for that decision. If the taxpayer asks the Associate office to limit the retroactive 
effect of any letter ruling or limit the revocation or modification of a prior letter ruling, an 
Associate office representative will discuss the recommendation concerning this issue and the 
reasons for the recommendation. The Associate office representatives will not make a com
mitment regarding the conclusion that the Associate office will finally adopt. 

.05 The Associate office will offer the taxpayer an additional conference if, after the con
ference of right. an adverse holding is proposed, but on a new issue, or on the same issue but 



Requires written confirmation 
of information presented at 
conference 

May schedule a pre-submission 
conference 

on different grounds from those discussed at the first conference. There is no right to another 
conference when a proposed holding is reversed at a higher level with a result less favorable 
to the taxpayer, if the grounds or arguments on which the reversal is based were discussed at 
the conference of right. 

The limit on the numher of conferences to which a taxpayer i~ entitled does not prevent the 
Associate office from offering additional conferences, including conferences with an official 
higher than the branch level, if the Associate office decides they are needed. These confer
ences are not offered as a matter of course simply because the branch has reached an adverse 
decision. In general, conferences with higher level officials are offered only if the Associate 
office determines that thc case presents significant issues of tax policy or tax administration 
and that the consideration of these issues would be enhanced by additional conferences with 
the taxpayer. 

.06 The taxpayer should furnish to the Associate office any additional data, reasoning, prece
dents, etc., that were proposed by the taxpayer and discussed at the conference but not previ
ously or adequately presented in writing. The taxpayer must furnish the additional information 
within 21 calendar days from the date of the conference. If the additional information is not re
ceived within that time, a letter ruling will be issued on the basis of the information on hand or, 
if appropriate, no ruling will be issued. See section 8.05 of this revenue procedure for instruc
tions on submission of additional information for a letter ruling request other than a change 
in accounting method request. See section 9.08 of this revenue procedure for instructions on 
submitting additional information for a change in accounting method request. 

.07 Sometimes it will be advantageous to both the Associate office and the taxpayer to hold 
a conference before the taxpayer submits the letter ruling request to discuss substantive or pro
cedural issues relating to a proposed transaction. These conferences are held only ifthe identity 
of the taxpayer is provided to the Associate office, only if the taxpayer actually intends to make 
a request, only if the request involves a matter on which a letter ruling is ordinarily issued, and 
only at the discretion of the Associate office and as time permits. For example, a pre-sub
mission conference wiIl not be held on an income tax issue if, at the time the pre-submission 
conference is requested, the identical issue is involved in the taxpayer's return for an earlier 
period and that issue is being examined by a field office. See section 6.01 (I) of this revenue 
procedure. A letter ruling request submitted foIlowing a pre-submission conference wiIl not 
necessarily be assigned to the branch that held the pre-submission conference. Also, when 
a letter ruling request is not submitted foIlowing a pre-submission conference, the Associate 
office may notify, by memorandum, the appropriate Service official in the operating division 
that has examination jurisdiction of the taxpayer's tax return and may give its views on the 
issues raised during the pre-submission conference. This memorandum may constitute Chief 
Counsel Advice, as defined in § 6110(i), subject to disclosure under § 6110. 

(1) Taxpayer may request a pre-submission conference in writing or by telephone. A 
taxpayer or the taxpayer's representative may request a pre-submission conference in writing 
or by telephone. If the taxpayer's representative is requesting the pre-submission conference, 
a power of attorney is required. It is preferred that Form 2848, Power of Attorney and Dec
laration of Representatil"e, be used to provide the representative's authority. If multiple tax
payers and/or their authorized representati ves will attend or participate in the pre-submission 
conference, cross powers of attorney (or tax information authorizations) are required. If the 
taxpayer's representative is requesting the pre-submission conference by telephone, the Asso
ciate office's representative (see list of phone numbers below) will provide the fax number to 
send the power of attorney prior to scheduling the pre-submission conference. 

The request should identify the taxpayer and include a brief explanation of the primary 
issue so that an assignment to the appropriate branch can be made. If submitted in writing, the 
request should also identify the Associate office expected to have jurisdiction over the request 
for a letter ruling. A written request for a pre-submission conference should be sent to the 
appropriate address listed in section 7.03 of this revenue procedure. 

To request a pre-submission conference by telephone. caIl: 

Sec. 10.07 
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(a) (202) 622-7700 (not a toll-free call) for matters under the jurisdiction of the Office of 
Associate Chief Counsel (Corporate); 

(b) (202) 622-3900 (not a toll-free call) for matters under the jurisdiction of the Office of 
Associate Chief Counsel (Financial Institutions and Products); 

(c) (202) 622-4800 (not a toll-free call) for matters under the jurisdiction of the Office of 
Associate Chief Counsel (Income Tax and Accounting); 

(d) (202) 622-3800 (not a toll-free call) for matters under the jurisdiction of the Office of 
Associate Chief Counsel (International); 

(e) (202) 622-3000 (not a toll-free call) for matters under the jurisdiction of the Office of 

Associate Chief Counsel (Passthroughs and Special Industries); 

(f) (202) 622-3400 (not a toll-free call) for matters under the jurisdiction of the Office of 

Associate Chief Counsel (Procedure and Administration); or 

(g) (202) 622-6000 (not a toll-free call) for matters under the jurisdiction of the Office of 

Division Counsel/Associate Chief Counsel (Tax Exempt and Government Entities). 

(2) Pre-submission conferences held in person or by telephone. Depending on the cir
cumstances, pre-submission conferences may be held in person at the Associate office or may 
be conducted by telephone. 

(3) Certain information required to be submitted to the Associate office prior to the 
pre-submission conference. Generally, the taxpayer will be asked to provide, at least three 
business days before the scheduled pre-submission conference, a statement of whether the is
sue is an issuc on which a letter ruling is ordinarily issued, a draft of the letter ruling request 
or other detailed written statement of the proposed transaction, issue, and legal analysis. If 
the taxpayer's authorized representative will attend or participate in the pre-submission con
ference, a power of attorney is required. 

(4) Discussion of substantive issues is not binding on the Service. Any discussion of 
substantive issues at a pre-submission conference is advisory only, is not binding on the Service 
in general or on the Office of Chief Counsel in particular. and cannot be relied upon as a basis 
for obtaining retroactive relief under the provisions of § 7805(b) . 

. 08 Depending on the circumstances, conferences, including conferences of right and pre
submission conferences, may be held by telephone. This may occur, for example, when a 
taxpayer wants a conference of right but believes that the issue involved does not warrant in
curring the expense of traveling to Washington, DC, or if it is believed that scheduling an in 
person conference of right will substantially delay the ruling process. If a taxpayer makes such 
a request. the branch reviewer will decide if it is appropriate in the particular case to hold a 
conference by telephone. If the request is approved, the taxpayer will be advised when to call 
the Associate office representatives (not a toll-free call). 

.01 A taxpayer ordinarily may rely on a letter ruling received from the Associate office 
subject to the conditions and limitations described in this section. 

.02 A taxpayer may not rely on a letter ruling issued to another taxpayer. See § 611O(k)(3) . 

. 03 When determining a taxpayer's liability, the field office must ascertain whether-

(l) the conclusions stated in the letter ruling are properly reflected in the return; 

(2) the representations upon which the letter ruling was based reflected an accurate state
ment of the controlling facts; 
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(3) the transaction was calTied out substantially as proposed: ami 

(4) there has been any change in the law that applies to the period during which the trans
action or continuing series of transactions were consummated. 

If, when determining the liability. the field office finds that a letter ruling should be revoked 
or modified. the findings and recommendations of the field office will be forwarded through the 
appropriate Director to the Associate office for consideration before further action is taken by 
thc field office. Such a referral to the Associate office wi tl he treated as a request for technical 
expedited advice (TEAM) and the provisions of Rev. Proc. 2006-2. this Bulletin. relating to 
requests for technical expedited advice will be followed, except that no consensus among field 
office, taxpayer and Associate office will be required to make the request subject to TEAM 
procedures. Otherwise, the letter ruling is to be applied by the field office in the determination 
of the taxpayer's liability. Appropriatc coordination with the Associate office must be under
taken if any field office having jurisdiction over a return or other matter proposes to reach a 
conclusion contrary to a letter ruling prcviously issued to the taxpayer. 

.04 Unless it was part of a closing agreement as described in section 2.02 of this revenue 
procedure. a letter ruling found to be in error or not in accord with the current views of the 
Service may be revoked or modified. If a letter ruling is revoked or modified, the revocation 
or modification applies to all years open under the period of limitations unless the Service uses 
its discretionary authority under § 7805(b) to limit the retroactive effect of the revocation or 
modification. 

A letter ruling may be revoked or modified hy -

(l) a letter giving notice of revocation or modification to the taxpayer to whom the letter 
ruling was issued; 

(2) the enactment of legislation or ratification of a tax treaty; 

(3) a decision of the United States Supreme Court; 

(4) the issuance of temporary or final regulations; or 

(5) the issuance of a revenue ruling. revenue procedure, notice, or other statement published 
in the Internal Revenue Bulletin. 

Consistent with these provisions, if a letter ruling relates to a continuing action or a series 
of actions, it ordinarily will be applied until anyone of the events described above occurs or 
until it is specifically withdrawn. 

Publication of a notice of proposed rulemaking will not affect the application of any letter 
ruling issued under this revenue procedure. 

Where a letter ruling is revoked or modified by a letter to the taxpayer, the letter will state 
whether the revocation or modification is retroactive. Where a letter ruling is revoked or mod
ified by the issuance offinal or temporary regulations or by the publication of a revenue ruling, 
revenue procedure, notice or other statement in thc Internal Revenue Bulletin, the document 
may contain a statement as to its retroactive effect on letter rulings. 

.05 An Associate office will revoke or modify a letter ruling and apply the revocation 
retroactively to the taxpayer for whom the letter ruling was issued or to a taxpayer whose tax 
liability was directly involved in the letter ruling if-

(I) there has been a misstatement or omission of controlling facts; or 

(2) the facts at the time of the transaction are materially different from the controlling facts 
on which the letter ruling was based; or 

(3) if the transaction involves a continuing action or series of actions, the controlling facts 
change during the course of the transaction. 

Sec. 11.05 
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.06 Where the revocation or modification of a letter ruling is for reasons other than a change 
in facts as described in section 11.05 of this revenue proced~re. it will generally not be applied 
retroactively to the taxpayer for whom the letter ruling was issued or to a taxpayer whose tax 
liability was directly involved in the letter ruling provided that-

(l) there has been no change in the applicable law; 

(2) the letter ruling was originally issued for a proposed transaction: and 

(3) the taxpayer directly involved in the letter ruling acted in good faith in relying on the let

ter ruling. and revoking or modifying the letter ruling retroacti vely would be to the tax payer's 
detriment. For example, the tax liability of each shareholder is directly involved in a letter 
ruling on the reorganization of a corporation. The shareholders' reliance on the letter ruling 
may, depending on all facts and circumstances, be in good faith. The tax liability of a member 
of an industry, however, is not directly involved in a letter ruling issued to another member of 

the same industry and, therefore, a nonretroactive revocation or modification of a letter ruling 
to one member of an industry will not extend to other members of the industry who have not 
received letter rulings. By the same reasoning, a tax practitioner may not extend to one client 
the non-retroactive application of a revocation or modification of a letter ruling previously is

sued to another client. 

If a letter ruling is revoked or modified by a letter with retroactive effect. the letter will, 
except in fraud cases, state the grounds on which the letter ruling is being revoked or modified 
and explain the reasons why it is being revoked or modified retroactively . 

. 07 A letter ruling issued on a particular transaction represents a holding of the Service on 
that transaction only. It will not apply to a similar transaction in the same year or any other year. 
And, except in unusual circumstances, the application of that letter ruling to the transaction will 
not be affected by the later issuance of regulations (either temporary or final) if conditions (1) 
through (3) in section 11.06 of this revenue procedure are met. 

If a letter ruling on a transaction is later found to be in error or no longer in accord with the 
position of the Service, it will not protect a similar transaction of the taxpayer in the same year 
or later year. 

.08 If a letter ruling is issued covering a continuing action or series of actions and the letter 
ruling is later found to be in error or no longer in accord with the position of the Service, the 
appropriate Associate Chief Counselor Division Counsel/Associate Chief Counsel ordinarily 
will limit the retroactive effect of the revocation or modification to a date that is not earlier 
than that on which the letter ruling is revoked or modified. For example, the retroactive effect 
of the revocation or modification of a letter ruling covering a continuing action or series of 
actions ordinarily would be limited in the following situations when the letter ruling is in error 
or no longer in accord with the position of the Service: 

(I) A taxpayer received a letter ruling that certain payments are excludable from gross in
come for federal income tax purposes. The taxpayer ordinarily would be protected only for the 
payment received after the letter ruling was issued and before the revocation or modification 
of the letter ruling. 

(2) A taxpayer rendered a service or provided a facility that is subject to the excise tax on 
services or facilities and, in relying on a letter ruling received, did not pass the tax on to the 
user of the service or the facility. 

(3) An employer incurred liability undcr the Federal Insurance Contributions Act but, in 
relying on a letter ruling received, neither collected the employee tax nor paid the employee and 
employer taxes under the Federal Insurance Contributions Act. The retroactive effect would 
be limited for both the employer and employec tax. The limitation would be conditioned on 
the employer furnishing wage data, as may be required by § 31.6011 (a)-I of the Employment 

Tax Regulations. 
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.09 A letter ruling holding that the sale or lease of a particular article is subject to the manu
facturer's excise tax or the retailer's excise tax may not retroactively revoke or modify an ear
lier letter ruling holding that the sale or lease of such an article was not taxable if the taxpayer 
to whom the letter ruling was issued, in relying on the earlier letter ruling, gave up possession 
or ownership of the article without passing the tax on to the customer. (Section 11 08(b), Rev
enue Act of 1926.) 

.10 A taxpayer is not protected against retroactive revocation or modification of a letter 
ruling involving a transaction completed before the issuance of the letter ruling or involving a 
continuing action or series of actions occurring before the issuance of the letter ruling because 
the taxpayer did not enter into the transaction relying on a letter ruling. 

.n Under § 7805(b), the Service may prescribe any extent to which a revocation or modi
fication of a letter ruling will be applied without retroactive effect. 

A taxpayer to whom a letter ruling has been issued may request that the appropriate Asso
ciate Chief Counsel limit the retroactive effect of any revocation or modification of the letter 
ruling. 

(1) Request for relief under § 7805(b) must be made in required format. 

A request to limit the retroactive effect of the revocation or modification of a letter ruling 
must be in the general form of, and meet the general requirements for, a letter ruling request. 
These requirements are given in section 7 of this revenue procedure. Specifically, the request 
must also-

(a) state that it is being made under § 780S(b); 

(b) state the relief sought; 

(c) explain the reasons and arguments in support of the relief requested (including a discus
sion of section 11.05 of this revenue procedure and the three items listed in section 11.06 of this 
revenue procedure and any other factors as they relate to the taxpayer's particular situation); 
and 

(d) include any documents bearing on the request. 

A request that the Service limit the retroactive effect of a revocation or modification of a 
letter ruling may be made in the form of a separate request for a letter ruling when, for example, 
a revenue ruling has the effect of modifying or revoking a letter ruling previously issued to the 
taxpayer or when the Service notifies the taxpayer of a change in position that will have the 
effect of revoking or modifying the letter ruling. 

When notice is given by the field office during an examination of the taxpayer's return or 
by Appeals, during consideration of the taxpayer's return before Appeals, a request to limit 
retroactive effect must be made in the form of a request for technical advice as explained in 
section 16.03 of Rev. Proc. 2006-2, this Bulletin. 

When germane to a pending letter ruling request, a request to limit the retroactive effect of 
a revocation or modification of a letter ruling may be made as part of the request for the letter 
ruling, either initially or at any time before the letter ruling is issued. When a letter ruling 
that concerns a continuing transaction is revoked or modified by, for example, a subsequent 
revenue ruling, a request to limit retroactive effect must be made before the examination of the 
return that contains the transaction that is the subject of the letter ruling request. 

(2) Taxpayer may request a conference on application of § 7805(b). 

A taxpayer who requests the application of § ?ROS(h) in a separate letter ruling request 
has the right to a conference in the Associate office as explained in sections 10.02, 10.04, and 
10.05 of this revenue procedure. If the request is made initially as part of a pending letter ruling 
request or is made before the conference of right is held on the substantive issues, the § 780S(b) 
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issue will be discussed at the taxpayer's one conference of right as explained in section 10.02 

of this revenue procedure. If the request for the application of ~ 7805(b) relief is made as part 

of a pending letter ruling request after a conference has been held on the substantivc issue and 

the Associate otlice determines that there is justification for having delayed the request. the 

taxpayer is entitled to one conference of right concerning the application of ~ 7805(b). with 
the conference limited to discussion of this issue only. 

Directors issue determination \ettcrs only if the question presented is specifically answered 

by a statutc, tax treaty. or regulations, a conclusion stated in a revenue ruling. or an opinion or 

court decision that represents the position of the Service. 

Under no circumstances will a Director issue a determination letter unless it is clearly shown 

that the request concerns a return that has been filed or is required to be filed and over which 

the Director has. or will have, examination jurisdiction. 

A determination letter does not include assistance provided by the U.S. competent authority 

pursuant to the mutual agreement procedure in tax treaties as set forth in Rev. Proc. 2002-52, 

2002-2 C.B. 242 . 

. 01 In income and gift tax matters, Directors issue determination letters in response to tax

payers' written requests on completed transactions that affect returns over which they have 

examination jurisdiction. A determination letter usually is not issued for a question concern
ing a return to be filed by the taxpayer if the same question is involved in a return already filed. 

Normally, Directors do not issue determination letters on the tax consequences of proposed 

transactions. A Director may issue a determination letter on the replacement, even though not 
yet made. of involuntarily converted property under § 1033, if the taxpayer has filed an income 

tax return for the year in which the property was involuntarily converted . 

. 02 In estate tax matters, Directors issue determination letters in response to written re

quests affecting the estate tax returns over which they have examination jurisdiction. They do 
not issue determination letters on matters concerning the application of the estate tax to the 
prospective estate of a living person . 

. 03 In generation-skipping transfer tax matters. Directors issue determination letters in re
sponse to written requests affecting the generation-skipping transfertax returns over which they 
have examination jurisdiction. They do not issue determination letters on matters concerning 

the application of the generation-skipping transfer tax before the distribution or termination 
takes place . 

. 04 In employment and excise tax matters, Directors issue determination letters in response 
to taxpayers' written requests on completed transactions over which they have examination 
jurisdiction. See also section 5.10 of this revenue procedure . 

. 05 A request received by a Director on a question concerning an income, estate, or gift 
tax return already filed generally will be considered in connection with the examination of the 
return. If a response is made to the request before the return is examined, it will be considered 
a tentative finding in any later examination of that return . 

. 06 A taxpayer who, before filing a return. receives a determination letter about any trans
action that has been consummated and that is relevant to the return being filed should attach a 
copy of the determination letter to the return when it is filed . 

. 07 Determination letters issued under sections 12.01 through 12.04 of this revenue proce
dure are not reviewed by the Associate offices before they are issued. If a taxpayer believes 
that a determination letter of this type is in error, the taxpayer may ask the Director to recon
sider the matter or to request technical advice from an Associate office as explained in Rev. 
Proc. 2006-2. this Bulletin . 

. OS (a) For taxpayers under the jurisdiction of LMSB, send a request for a determination 

letter to the following address: 
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Internal Revenue Service 
Attn: Manager, Office of Pre-Filing and Technical Services 
Large and Mid-Size Business Division 
SE:LM:PFT:PFTS 
Mint Building, 3rd Floor 
1111 Constitution Ave., NW 
Washington, DC 20224 

(b) SB/SE and W &1 taxpayers should send requests for detennination letters to the appro
priate SB/SE office listed in Appendix D. 

(c) For a determination letter under the jurisdiction of the Commissioner, Tax Exempt and 
Government Entities Division, see Rev. Proc. 2006-4, this Bulletin. 

(d) For fees required with determination letter requests, see section 15 and Appendix A of 
this revenue procedure. 

.01 A detennination letter issued by a Director has the same effect as a letter ruling issued 
to a taxpayer under section 11 of this revenue procedure. 

If a field office proposes to reach a conclusion contrary to that expressed in a detennination 
letter, that office need not refer the matter to the Associate office as is required for a letter 
ruling found to be in error. The field office must, however, refer the matter to the Associate 
office through the appropriate Director, if it desires to have the revocation or modification of 
the detcnnination letter limited under § 7805(b) . 

. 02 Under § 7805(b), the Service may prescribe the extent to which a revocation or mod
ification of a detennination letter will be applied without retroactive effect. A Director does 
not have authority under § 7805(b) to limit the revocation or modification of the detennina
tion letter. Therefore, if the field office proposes to revoke or modify a detennination letter, 
the taxpayer may request limitation of the retroactive effect of the revocation or modification 
by asking the Director that issued the determination letter to seek tcchnical advice from the 
Associate office. See section 16.03 of Rev. Proc. 2006-2, this Bulletin. 

(1) Request for relief under § 7805(b) must be made in required format. 

A taxpayer's request to limit the retroactive effect of the revocation or modification of the 
detennination letter must be in the fonn of, and meet thc gcneral requirements for, a technical 
advice request. See section 16.03 of Rev. Proc. 2006-2, this Bulletin. The request must also-

(a) state that it is being made under § 7805(b); 

(b) state the relief sought; 

(c) explain the reasons and arguments in support of the relief sought (including a discussion 
of section 11.05 of this revenue procedure and the three items listed in section 11.06 of this 
revenue procedure and any other factors as they relate to the taxpayer's particular situation); 
and 

(d) include any documents bearing on the request. 

(2) Taxpayer may request a conference on application of § 7805(b). 

When technical advice is requested regarding the application of § 7805(b), the taxpayer has 
the right to a conference with the Associate office to the same extent as does any taxpayer 
who is the subject of a technical advice request. See section 16.04 of Rev. Proc. 2006-2, this 
Bulletin. 
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issue a determination letter, under the provisions of this revenue procedure, will be forwarded 
to an Associate office for reply. The field office will notify the taxpayer that the matter has 
been refened. 

Directors will also refer to an Associate office any request for a determination letter that in 
their judgment should have the attention of the Associate office . 

. 02 If the request involves an issue on which the Service will not issue a letter ruling or 
determination letter, the request will not he forwarded to an Associate office. The Director 
will notify the taxpayer that the Service will not issue a letter ruling or a determination letter 
on the issue. See section 6 of this revenue procedure for a description of no-rule areas . 

. 03 Requests for a letter ruling received by an Associate office that, under section 6 of this 
revenue procedure. may not be acted upon hy the Associate office will be forwarded to the 
field office that has examination jurisdiction over the taxpayer's return. The taxpayer will be 
notified of this action. If the request is on an issue or in an area of the type discussed in section 6 
of this revenue procedure and the Service decides not to issue a letter ruling or a determination 
letter. the Associate office will notify the taxpayer and will then forward the rcquest to the 
appropriate field office for association with the rclated return . 

. 04 A request for a letter ruling mistakenly sent to a Director will be returned by the Director 
to the taxpayer so that the taxpayer can send it to an Associate office. 

.01 Section 7528 of the Internal Revenue Code provides that the Secretary of the Trea
sury or delegate (the "Secretary") shall establish a program requiring the payment of user fees 
for requests to the Service for letter rulings, opinion letters, determination letters, and similar 
requests. The fees apply to requests made through September 30,2014. The fees charged un
der the program are to: (1) vary according to categories or subcategories estahlished by the 
Secretary: (2) be determined after taking into account the average time for, and difficulty of, 
complying with requests in each category and subcategory; and (3) be payable in advance. The 
Secretary is to provide for exemptions and reduced fees under the program as the Secretary de
tcrmines to be appropriate, but the average fee applicable to each catcgory must not be less 
than the amount specified in § 7528 . 

. 02 In general. user fees apply to all requests for-

( I ) letter rulings (including advance consent Forms 3115), determination letters, informa
tion letters and advance pricing agreements; 

(2) closing agreements described in paragraph (A)(3)(d) of Appendix A of this revenue 
procedure and pre-filing agreements described in Rev. Proc. 2005-12, 2005-2 I.R.B. 311; 

(3) renewal of advance pricing agreements; and 

(4) reconsideration of letter ruling5 or determination letters. 
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Requests to which a user fee applies must be accompanied by the appropriate fee as deter
mined from the fee schedule provided in Appendix A of this revenue procedure. The fee may 
be refunded as provided in section 15.10 of this revenue procedure. 

.03 User fees do not apply to-

(l) elections made pursuant to § 30 l. 9100-2, pertaining to automatic ex tensions of time 
(see section 5.03 of this revenue procedure); 

(2) late initial classification elections made pursuant to Rev. Proc. 2002-59 (see section 
5.03(5) of this revenue procedure); 

(3) late S corporation and related elections made pursuant to Rev. Proc. 2004-49, Rev. 
Proc. 2004-48, Rev. Proc. 2003-43 or Rev. Proc. 97-48 (see section 5.02 of this revenue 
procedure); or 

(4) requests for a change in accounting period or accounting method permitted to be made 
by a published automatic change revenue procedure (see section 9.01( I) of this revenue pro
cedure). 

.04 The user fee requirements do not apply to-

(1) departments, agencies, or instrumentalities of the United States if they certify that they 
are seeking a letter ruling or determination letter on behalf of a program or activity funded by 
federal appropriations. The fact that a user fee is not charged does not have any bearing on 
whether an applicant is treated as an agency or instrumentality of the United States for purposes 
of any provision of the Code; or 

(2) requests as to whether a worker is an employee for federal employment taxes and income 
tax withholding purposes (Subtitle C of the Code) submitted on Form 5S-8, Determination of 
Worker Status for Purposes of Federal Employment Taxes and Income Tax Withholding, or its 
equivalent. 

.05 The schedule of user fees is provided in Appendix A of this revenue procedure. For the 
user fee requirements applicable to-

(I) requests for advance pricing agreements or renewals of advance pricing agreements, see 
section 4.12 of Rev. Proc. 2004-40.2004-2 C.B. 50; or 5.14 of Rev. Proc. 96-53, 1996-2 
C.B. at 379; or 

(2) requests for letter rulings, determination letters, etc., under the jurisdiction of the Com
missioner. Tax Exempt and Government Entities Division, see Rev. Proc. 2006-8, this Bul
letin. 

.06 

(1) Requests involving several offices. If a request dealing with only one transaction in
volves more than one of the offices within the Service (for example, one issue is under the 
jurisdiction of the Associate Chief Counsel (Passthroughs and Special Industries) and another 
issue is under the jurisdiction of the Commissioner, Tax Exempt and Government Entities Di
vision), only one fee applies, namely the highest fee that otherwise would apply to each of the 
offices involved. See Rev. Proc. 2006-8, this Bulletin for the user fees applicable to issues 
under the jurisdiction of the Commissioner, Tax Exempt and Government Entities Division. 

(2) Requests involving several fee categories. If a request dealing with only one trans
action involves more than one fee category, only one fce applies, namely the highest fee that 
otherwise would apply to each of the categories involved. 

(3) Requests involving several issues. If a request dcaling with only one transaction in
volves several issues, a request for a change in accounting method dealing with only one item 
or submethod of accounting involves several issues. or a request for a change in accounting 
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period dealing with only one item involves several issues, the request is treated as one re
quest. Therefore, only one fee applies, namely the fee that applies to the particular category 
or subcategory involved. The addition of a new issue relating to the same transaction, item, or 
submethod will not result in an additional fee, unless the issue places the transaction. item, or 
submethod in a higher fee category. 

(4) Requests involving several unrelated transactions. If a request involves several unre
lated transactions, a request for a change in accounting method involves several unrelated items 
or submethods of accounting, or a request for a change in accounting period involves several 
unrelated items, each transaction or item is treated as a separate request. As a result, a separate 
fee will apply for each unrelated transaction, item, or sub method. An additional fee will apply 
if the request is changed by the addition of an unrelated transaction, item, or submethod not 
contained in the initial request. An example of a request involving unrelated transactions is a 
request involving relief under § 301.9100-3 and the underlying issue. 

(5) Requests involving several entities. Each entity involved in a transaction (for example, 
a reorganization) that desires a separate letter ruling in its own name must pay a separate fee 
regardless of whether the transaction or transactions may be viewed as related. But see section 
15.07 of this revenue procedure. 

.07 

(1) In general. The user fees provided in paragraph (A)(5) of Appendix A of this revenue 
procedure apply to the situations described in sections 15.07(2) and 15.07(4) of this revenue 
procedure. To assist in the processing of these user fee requests, all letter ruling requests sub
mitted under this section 15.07 should-

(a) Except for advance consent Forms 3115, type or print at the top of the letter ruling re
quest: "REQUEST FOR USER FEE UNDER SECTION 15.07 OF REV. PROC. 2006-1"; 

(b) List on the first page of the submission all taxpayers and entities, and separate and distinct 
trades or businesses. including qualified subchapter S subsidiaries (QSUBs) or single member 
limited liability companies (single member LLCs), requesting a letter ruling (including the tax
payer identification number, and the amount of user fee submitted, for each taxpayer, entity, or 
separate and distinct trade or business); and 

(c) Submit one check to cover all user fees. 

If the Service determines that the letter ruling requests do not qualify for the user fee pro
vided in paragraph (A)(5) of Appendix A of this revenue procedure, the Service will request 
the proper fee. See section 15.09 of this revenue procedure. 

(2) Substantially identical letter rulings. The user fee provided in paragraph (A)(5)(a) of 
Appendix A of this revenue procedure applies to a taxpayer that requests substantially iden
tical letter rulings (including accounting period, accounting method, and earnings and profits 
requests other than those submitted on Forms 1128, 2553, 3115, and 5452) for either multiple 
entities with a common member or sponsor, or multiple members of a common entity. To qual
ify for this user fee, all information and underlying documents must be substantially identical 
and all letter ruling requests must be submitted at the same time. In addition, the letter ruling 
requests must-

(a) State that the letter ruling requests, and all information and underlying documents, are 
substantially identical; and 

(b) Specifically identify the extent to which the letter ruling requests, information, and un
derlying documents are not identical. 

(3) Substantially identical plans under section 25(c)(2)(B). The user fee provided in para
graph (A)(5)(b) of Appendix A ofthis revenue procedure shall apply to a taxpayer that submits 
substantially identical plans for administering the 95-percent requirement of section 143( d)( 1) 
following the submission and approval of an initial plan for administering the reqUirement. 



Method of payment 

The request for subsequent approvals of substantially identical plans must: (I) state that a 
prior plan was submitted and approved and include a copy of the prior plan and approval; (2) 
state that the subsequent plan is substantially identical to the approved plan; and (3) describe 
any differences between the approved plans and the subsequent plan. 

(4) Identical accounting method changes and related § 301.9100 letter rulings. The 
following situations are eligible for the user fees provided in paragraphs (A)(5)(b) and (d) of 
Appendix A of this revenue procedure: 

(i) A taxpayer requests an identical accounting method change on a single Form 3115, or an 
extension of time to file Form 3115 under § 301.9100-3 for the identical accounting method 
change, for two or more separatc and distinct trades or businesses (for purposes of § 1.446-1 (d» 
of that taxpayer, including QSUBs and single member LLCs; 

(ii) A common parent requests the identical accounting method change on a single Form 
3115, or an extension of time to file Form 3115 under § 301.9100-3 for the identical accounting 
method change, on behalf of two or more members of the consolidated group; 

(iii) A common parent requests the identical accounting method change on a single Form 
3115, or an extension of time to fi Ie Form 3115 under § 30 1.9100-3 for the identical accounting 
method change, on behalf of two or more controlled foreign corporations (CFCs) that do not 
engage in a trade or business within the United States where all controlling U.S. shareholders 
of the CFCs are members of the consolidated group; or 

(iv) A taxpayer requests an identical accounting method change on a single Form 3115, or 
an extension of time to file Form 3115 under § 301.9100-3 for the identical accounting method 
change, on behalf of two or more CFCs that do not engage in a trade or business within the 
United States for which the taxpayer is the sole controlling U.S. shareholder of the CFCs. 

To qualify as an identical accounting method change the multiple separate and distinct trades 
or businesses of a taxpayer, including QSUBs and single member LLCs, the multiple members 
of a consolidated group, or the multiple eligible CFCs must request to change from an identi
cal present method of accounting to an identical proposed method of accounting. All aspects 
of the requested accounting method change, including the present and proposed methods, the 
underlying facts and the authority for the request, must be identical, except for the § 481 (a) 
adjustments for the year of change. If the Associate otfice determines that the requested ac
counting method changes are not identical, additional user fees will be required before any 
letter ruling is issued. 

The taxpayer or common parent must, for each separate and distinct trade or business (in
cluding a QSUB or single-member LLC) member of a consolidated group, or eligible CFC for 
which the accounting method change is being requested, attach to the Form 3115 a schedule 
providing the name, employer identification number (where applicable), and § 481(a) adjust
ment for the year of change. If the request is on behalf of eligible CFCs, the taxpayer or 
common parent must attach a statement that "[alII controlling U.S. shareholders (as defined 
in § 1.964-1 (c)(5» of all the CFCs to which the request relates are members of the common 
parent's consolidated group" or that "[tlhe taxpayer filing the request is the sole controlling 
U.S. shareholder (as defined in § 1.964-1 (c)(5» of the CFCs to which the request relates," as 
applicable. 

In the case ofa § 301.9100 request for an extension of time to file a Form 3115 requesting an 
identical accounting method change for multiple separate and distinct trades or businesses of 
a taxpayer (including QSUBs or single-member LLCs) multiple members of the consolidated 
group or multiple eligible CFCs, the taxpayer or common parent must submit the information 
required in the preceding paragraph in addition to the information required by section 5.03 of 
this revenue procedure . 

. 08 Each request to the Service fur a letter ruling, determination letter, information letter, 
advance pricing agreement. closing agreement described in paragraph (A)(3 )(d) of Appendix 
A of this revenue procedure, or reconsideration of a letter ruling or determination letter must 
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EtTect of nonpayment or payment 
of incorrect amount 

Refunds of user fee 
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be accompanied by a check or money order in U.S. dollars, payable to the Internal Revenue 
Service, in the appropriate amount. (The user fee check or money order should not be attached 

to the Form 2553, Election by a Small Business Corporation, when it is filed at the Service 
Ccntcr. If on thc Form 2553 an electing S corporation requests a ruling to use a fiscal year 
under section 6.03 of Rev. Proc. 2002-39,2002-\ C.B. 1046, the Service Center will forward 

the request to the Associate office. When the Associate office receives the Form 2553 from the 
Service Center, it will notify the taxpayer that the fee is due.) Taxpayers should not send cash. 

.09 If a request is not accompanied by a properly completed check or money order or is 
accompanied by a check or money order for less than the correct amount, the respective office 

within the Service that is responsible for issuing the letter ruling, determination letter, informa
tion letter, advance pricing agreement, closing agreement, or reconsideration of a letter ruling 
or determination letter generally will exercise discretion in deciding whether to return imme
diately the request. If a request is not immediately returned, the taxpayer will be contacted and 
given a reasonable amount of time to submit the proper fee. If the proper fec is not received 

within a reasonable amount of time, the entire request will then be returned. The Service will 
usually defer substantive consideration of a request until proper payment has been received. 
The return of a request to the taxpayer may adversely affect substantive rights if the request 
is not perfected and resubmitted to the Service within 30 days of the date of the cover letter 

returning the request. 

If a request is accompanied by a check or money order for more than the correct amount, the 
request will be accepted and the amount of the excess payment will be returned to the taxpayer . 

. 10 In general, the user fee will not be refunded unless the Service declines to rule on all 
issues for which a ruling is requested. 

(1) The following situations are examples of situations in which the user fee will not be 
refunded: 

(a) The request for a letter ruling, determination letter, etc., is withdrawn at any time sub
sequent to its receipt by the Service, unless the only reason for withdrawal is that the Service 
has advised the taxpayer that a higher user fee than was sent with the request is applicable and 
the taxpayer is unwilling to pay the higher fee. 

(b) The request is procedurally deficient, although accompanied by the proper fee or an 
overpayment, and is not timely perfected. When there is a failure to perfect timely the request, 
the case will be considered closed and the failure to perfect will be treated as a withdrawal for 
purposes of this revenue procedure. See section 8.05(3) of this revenue procedure. 

(c) The Associate office notifies the taxpayer that the Associate office will not issue the 
letter ruling and has closed the case as a result of the taxpayer's failure to submit timely the 
additional information rcqucstcd by the Associate office. The failure to submit the additional 
information will be treated as a withdrawal for purposes of this revenue procedure. See section 
8.05(3) of this revenue procedure (section 9.08(7) for a request for a change in accounting 
method). 

(d) A letter ruling, determination letter, etc., is revoked in whole or in part at the initiative 
of the Service. The fee paid at the time the original1cttcr ruling, determination letter, etc., was 
requested will not be refunded. 

(e) The request contains several issues, and the Service rules on some, but not all, of the 
issues. The highest fee applicable to the issues on which the Service rules will not be refunded. 

(f) The taxpayer asserts that a letter ruling the taxpayer received covering a single issue is 
erroneous or not responsive (other than an issue on which the Associate office has declined to 
rule) and requests reconsideration. The Associate office, upon reconsideration, does not agree 
that the letter ruling is erroneous or is not responsive. The fee accompanying the request for 

reconsideration will not be refunded. 



Request for reconsideration 
of user fee 

(g) The situation is the same as described in paragraph (t) of this section 15.1 O( I) except that 
the letter ruling covered several unrelated transactions. The Associate office. upon reconsider
ation, does not agree with the taxpayer that the letter ruling is erroneous or is not responsive for 
all of the transactions, but does agree that it is erroneous as to one transaction. The fee accom
panying the request for reconsideration will not be refunded except to the extent applicable to 
the transaction for which the Associate office agrees the letter ruling was in error. 

(h) The request is for a supplemental letter ruling, determination letter, etc., concerning a 
change in facts (whether significant or not) relating to the transaction on which the Service 
ruled. 

(i) The request is for reconsideration of an adverse or partially adverse letter ruling or a final 
adverse determination letter, and the taxpayer submits arguments and authorities not submitted 
before the original letter ruling or determination letter was issued. 

(2) The following situations are examples of situations in which the user fee will be 
refunded: 

(a) In a situation to which section 15.10(1 lei) of this revenue procedure does not apply, the 
taxpayer asserts that a letter ruling the taxpayer received covering a single issue is erroneous 
or is not responsive (other than an issue on which the Associate office declined to rule) and 
requests reconsideration. The Associate office agrees, upon reconsideration, that the letter 
ruling is erroneous or is not responsive. The fee accompanying the taxpayer's request for 
reconsideration will be refunded. 

(b) In a situation to which section 15.1O(1)(i) of this revenue procedure does not apply, the 
taxpayer requests a supplemental letter ruling, determination letter, etc., to correct a mistake 
that the Service agrees it made in the original letter ruling, determination letter, etc., such as a 
mistake in the statement of facts or in the citation of a Code section. Once the Service agrees 
that it made a mistake, the fee accompanying the request for the supplemental letter ruling, 
determination letter, etc., will be refunded. 

(c) The taxpayer requests and is granted relief under § 7805(b) in connection with the re
vocation in whole or in part, of a previously issued letter ruling, determination letter, etc. The 
fee accompanying the request for relief will be refunded. 

(d) In a situation to which section 15.10(l)(e) of this revenue procedure applies, the tax
payer requests reconsideration of the Service' s decision not to rule on an issue. Once the 
Service agrees to rule on the issue, the fee accompanying the request for reconsideration will 
be refunded. 

(e) The letter ruling is not issued and taking into account all the facts and circumstances, in
cluding the Service's resources devoted to the request, the responsible Associate Chief Counsel 
in his or her sole discretion decides a refund is appropriate . 

. 11 A taxpayer that believes the user fee charged by the Service for its request for a letter 
ruling, determination letter, advance pricing agreement, or closing agreement is either inappli
cable or incorrect and wishes to receive a refund of all or part of the amount paid (see section 
15.10 of this revenue procedure) may request reconsideration and, if desired, the opportunity 
for an oral discussion by sending a letter to the Service at the appropriate address given in 
section 7.03 in this revenue procedure. Both the incoming envclope and the letter requesting 
such reconsideration should be prominently marked "USER FEE RECONSIDERATION RE
QUEST." No user fee is required for these requests. The request should be marked for the 
attention of: 
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lIthe matter involves primarily: 

Associate Chief Counsel (Corporate) 
letter ruling requests 

Associate Chief Counsel (Financial 
Institutions and Products) letter ruling 
requests 

Associate Chief Counsel (Income Tax 
and Accounting) letter ruling requests 

Associate Chief Counsel (International) 
letter ruling and advance pricing 
agreement requests 

Associate Chief Counsel (Passthroughs 
and Special Industries) letter ruling 
requests 

Associate Chief Counsel (Procedure and 
Administration) letter ruling requests 

Division Counsel/Associate Chief 
Counsel (Tax Exempt and Government 
Entities) letter ruling requests 

Determination letter requests submitted 
pursuant to this revenue procedure 
by taxpayers under the jurisdiction of 
LMSB 

Determination letter requests submitted 
pursuant to this revenue procedure 
by taxpayers under the jurisdiction of 
SB/SE, W&I 

Determination letter requests submitted 
pursuant to this revenue procedure 
by taxpayers under the jurisdiction of 
TE/GE 
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Mark for the attellTioll of' 

Associate Chief Counsel (Corporate) 

Associate Chief Counsel (Financial Institutions and Products) 

Associate Chief Counsel (Income Tax and Accounting) 

Associate Chief Counsel (International) 

Associate Chief Counsel (Passthroughs and Special Industries) 

Associate Chief Counsel (Procedure and Administration) 

Assistant Chief Counsel ( 
(Complete by using whichever of the following designations applies: 
(Employee Benefits) or (Employment TaxlExempt Organizations/Gov
ernment Entities») 

Manager, Office of Pre-Filing and Technical Services 

The appropriate SB/SE official listed in Appendix D 

Director, Employee Plans Examinations 
Director, Exempt Organizations Examinations 
Director, Federal, State & Local Governments 
Director, Tax Exempt Bonds 
Director, Indian Tribal Governments 

(Add name of field office handling the request) 



SECTION 16. WHAT 
SIGNIFICANT CHANGES 
HAVE BEEN MADE TO 
REV. PROC. 2005-1? 

SECTION 17. WHAT IS THE 
EFFECT OF THIS REVENUE 
PROCEDURE ON OTHER 
DOCUMENTS? 

SECTION 18. WHAT IS THE 
EFFECTIVE DATE OF THIS 
REVENUE PROCEDURE? 

SECTION 19. PAPERWORK 
REDUCTION ACT 

DRAFTING INFORMATION 

.01 Section 7.02(4) was revised to provide for expedited handling of sections 355 and 36R 
requests under certain circumstances. 

.02 Section 15 was revised to reflect the addition of user fees to information letters and to 
reflect changes in entities eligible for the reduced fees for substantially similar requests. This 
latter change was made to section 9 as well. 

.03 Appendix A was revised to reflect the new user fees and to clarify the definition of 
"gross income" of state, local, and Indian tribal government entities . 

. 04 Appendix D was revised to retlect the reorganization of the SB/SE Division. 

Rev. Proc. 2005-1, 2005-1 C.B. 1 and Rev. Proc. 2005-68, 2005--41 I.R.B. 694, are 
superseded. Section 10 of Rev. Proc. 2005-12,2005-2 I.R.B. 311, is modified and superseded 
with respect to the user fee charged for pre-filing agreements. 

This revenue procedure is effective January 3, 2006, except that any increase in the user fee 
in Appendix A of this revenue procedure is effective only for requests postmarked or, if not 
mailed, received on or after February 1, 2006. 

The collections of information contained in this revenue procedure have been reviewed and 
approved by the Office of Management and Budget in accordance with the Paperwork Reduc
tion Act (44 U.S.c. § 3507) under control number 1545-1522. 

An agency may not conduct or sponsor, and a person is not required to respond to, a collec
tion of information unless the collection of information displays a valid control number. 

The collections of information in this revenue procedure are in sections 5.06, 7.01, 7.02, 
7.03,7.04,7.05,7.07,8.02.8.05,8.07,10.01,10.06,10.07, 1l.11 , 12.06, 13.02, 15.02, 15.07, 
15.08,15.09, 15.11, paragraph (B)(I) of Appendix A, Appendix C, and Appendix E (sub
ject matter-rate orders; regulatory agency; normalization). This information is required to 
evaluate and process the request for a letter ruling or determination letter. In addition, this in
formation will be used to help the Service delete certain information from the text of the letter 
ruling or determination letter before it is made available for public inspection, as required by 
§ 6110. The collections of information are required to obtain a letter ruling or determination 
letter. The likely respondents are business or other for-profit institutions. 

The estimated total annual reporting and/or recordkeeping burden is 305,140 hours. 

The estimated annual burden per respondentlrecordkeeper varies from 1 to 200 hours, de
pending on individual circumstances, with an estimated average burden of 80.3 hours. The 
estimated number of respondents and/or recordkeepers is 3,800. 

The estimated annual frequency of responses is on occasion. 

Books or records relating to a collection of information must be retained as long as their 
contents may become material in the administration of any internal revenue law. Generally, 
tax returns and tax return information are confidential, as required by § 6103. 

The principal author of this revenue procedure is Allen Madison of the Office of Associate 
Chief Counsel (Procedure and Administration). For further information regarding this revenue 
procedure for matters under the jurisdiction of-

(l) the Associate Chief Counsel (Corporate), contact Richard Todd at (202) 622-7700 (not 
a toll-free call), 

(2) the Associate Chief Counsel (Financial Institutions and Products), contact 
Arturo Estrada at (202) 622-3900 (not a toll-free call), 

(3) the Associate Chief Counsel (Income Tax and Accounting), contact Brenda Wilson at 
(202) 622--4800 (not a toll-free call), 
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(4) the Associate Chief Counsel (Passthroughs and Special Industries), contact 
Stephanie Bland at (202) 622-3110 (not a toll-free call), 

(5) the Associate Chief Counsel (Procedure and Administration), contact George Bowden 
or Henry Schneiderman at (202) 622-3400 (not a toll-free call), 

(6) the Division Counsel/Associate Chief Counsel (Tax Exempt and Government Entities), 
contact Sheila Eley at (202) 622-6000 (not a toll-free call), or 

(7) the Associate Chief Counsel (International), contact Gerard Traficanti at (202) 622-3619 
(not a toll-free call). 

For further information regarding user fees, contact the Docket. Records, and User Fee 
Branch at (202) 622-7560 (not a toll-free call). 
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APPENDIX A 

SCHEDULE OF USER FEES 

NOTE: Checks or money orders must be in U.S. dollars. 

(A) FEE SCHEDULE 

CATEGORY 

(1) User fee for a request for a determination letter from a Director. 
The user fee for each determination letter request governed by Rev. Proc. 
2006-1 (this revenue procedure). 

(2) User fee for a request for an advance pricing agreement or a 
renewal of an advance pricing agreement. 

(3) User fee for a request for a letter ruling or closing agreement. 
Except for the user fees for advance pricing agreements and renewals, 
the reduced fees provided in paragraph (A)(4) of this appendix, the user 
fees provided in paragraph (A)(5) of this appendix, and the exemptions 
provided in section 15.04 of Rev. Proc. 2006-1, this revenue procedure, the 
user fee for each request for a letter ruling or closing agreement under the 
jurisdiction of the Associate Chief Counsel (Corporate), the Associate Chief 
Counsel (Financial Institutions and Products), the Associate Chief Counsel 
(Income Tax and Accounting), the Associate Chief Counsel (International), 
the Associate Chief Counsel (Passthroughs and Special Industries), the 
Associate Chief Counsel (Procedure and Administration), or the Division 
Counsell Associate Chief Counsel (Tax Exempt and Government Entities) is 
as follows: 

(a) Accounting periods 

(i) Form 1128 (except as provided in paragraph (A)(4)(a) 
or (b) of this appendix) 

(ii) Requests made on Part II of Form 2553 to use a fiscal 
year based on a business purpose (except as provided in 
paragraph (A)(4)(a) or (b) of this appendix) 

(iii) Letter ruling requests for extensions of time to file 
Form 1128, Form 8716, or Part II of Form 2553 
under § 301.9100--3 (except as provided in paragraph 
(A){4)(a) or (b) of this appendix) 

(b) Changes in Accounting Methods 

(i) Form 3115 (except as provided in paragraph (A)(4)(a) 
or (b), or (5)(b) of this appendix) 

(ii) Letter ruling requests for extensions of time to file 
Form 3115 under § 301.9100-3 (except as provided in 
paragraph (A)(4)(a) or (b), or (5)(c) of this appendix) 
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USER FEE FOR 
REQUESTS 

POSTMARKED 
BEFORE 2-1-2006 

$275 

See section 4.12 of Rev. 
Pmc. 2004-40, 2004-2 

C.B.50 

$1,500 

$1,500 

$1,500 

$1,500 

$1,500 

USER FEE FOR 
REQUESTS 

POSTMARKED ON 
OR AFTER 2-1-2006 

$275 

See section 4.12 of Rev. 
Proc. 2006--9, 2006-2 
I.R.B.278 

$1,500 

$1,500 

$1,500 

$2,500 

$2,500 



CATEGORY 

NOTE: No user fee is required if the change in accounting 
period or accounting method is permitted to be made pursuant 
to a published automatic change request procedure. See section 
9.22 and Appendix E of Rev. Proc. 2006-1, this revenue 
procedure, for the list of automatic change request procedures 
published and/or in effect as of December 31, 2005. 

(c) All other letter ruling requests (which includes accounting 
period and accounting method requests other than those 
properly submitted on Form 1128, Part II of Form 2553, or 
Form 3115) (except as provided in paragraph (A)(4)(a) or (b), 
or (5)(a) uf this appendix) 

(d) Requests for closing agreements on a proposed transaction or 
on a completed transaction before a return for the transaction 
has been filed in which a letter ruling on that transaction is not 
requcsted or issued (except as provided in paragraph (A)(4)(a) 
or (b) of this appendix) 

NOTE: A taxpayer that receives relief under § 301.9100-3 (for 
example, an extension of time to file Form 3115) will be charged 
a separate user fee for the letter ruling request on the underlying 
issue (for example, the accounting period or accounting method 
application). 

(4) Reduced user fee for a request for a letter ruling or closing 
agreement. A reduced user fee is provided in the following situations if 
the person provides the certification described in paragraph (B)O) of this 
appendix: 

(a) Request involves a personal or business tax issue from a 
person with gross income (as determined under paragraphs 
(B)(2) and (4) of this appendix) of less than $ 250,000 

(b) Request involves a personal or business-related tax issue 
(for example, including home-office expenses, residential 
rental property issues) from a person with gross income (as 
determined under paragraphs (B)(3) and (4) of this appendix) 
of less than $ 1 million and more than $250,000. 

(5) User fee for substantially identical letter ruling requests, identical 
accounting method changes, or plans from issuing authorities under 
section 25(c)(2)(B). If the requirements uf sectiun 15.07 uf Rev. Proc. 
2006-1, this revenue procedure, are satisfied, the user fee for the following 
situations is as follows: 

(a) Substantially identical letter rulings requested 

Situations in which a taxpayer requests substantially identical 
letter rulings for multiple entities with a common member or 
sponsor, or for multiple members of a common entity, or for 
two or more identical trusts or for multiplc bcneficiaries of a 
trust or a trust divided into identical subtrusts or for husband 
and wife making split gifts, for each additional letter ruling 
request after the $7,000 fee or reduced fee, as applicable, has 
been paid for the first letter ruling request 

USER FEE FOR 
REQUESTS 

POSTMARKED 
BEFORE 2-1-2006 

$7,000 

$7,000 

$625 

$625 

$300 

USER FEE FOR 
REQUESTS 

POSTMARKED ON 
OR AFTER 2-1-2006 

$10,000 

$10,000 

$625 

$2,500 

$700 
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CATEGORY 

NOTE: Each entity or member that is entitled to the user fee 
under paragraph (A)(S )(a) of this appendix, that receives relief 
under § 301.9100-3 (for example, an extension of time to file 
an election) will be charged a separate user fee for the letter 
ruling request on the underlying issue. 

(b) Identical accounting method change requested on a single 
Form 3 I IS 

Situations in which a common parent requests the identical 
accounting method change on a single Form 311S on behalf 
of two or more members of a consolidated group or two 
or more eligible CFCs (see section IS.07(4)), or in which 
a taxpayer requests the identical accounting method change 
on a single Form 311S for two or more eligible CFCs (see 

section IS.07(4)) or two or more separate and distinct trades 
or businesses. including qualified subchapter S subsidiaries 
(QSUBs) and single-member limited liability companies 
(single-member LLCs) (see § 1.446-I(d) for what constitutes 
a separate and distinct trade or business), for each additional 
member of the group, eligible CFC. or separate and distinct 
trade or business of the taxpayer seeking thc idcntical 
accounting method change on the same Form 311S after the 
$1.500 fee or $625 reduced fee. as applicable. has been paid 
for the first member of the group, eligible CFC. or separate 
and distinct trade or business. 

(c) Substantially identical plans under section 2S(c)(2)(B) 

Situations where an issuing authority under section 25 submits 
substantially identical plans for administering the 9S-percent 
requirement of section 143(d)( I) following the submission of 
an initial plan that was approved. 

(d) Extcnsion of timc rcquestcd to file Form 3115 for an identical 
accounting method change 

Situations in which a common parent requests an extension 
of time under § 301.9100-3 to file a single Form 3115 for 
the identical accounting method change on behalf of two 
or morc mcmbcrs of a consolidated group or two or morc 
eligible CFCs (see section 15.07(4)), or in which a taxpayer 
requests an extension of time under § 301.9100-3 to file a 
single Form 3115 for thc identical accounting mcthod changc 
for two or more eligible CFCs (see section 15.07(4)) or two 
or more separate and distinct trades or businesses. including 
QSUBs and smglc-member LLCs (see § 1.446-I(d) for what 
constitutes a separate and distinct trade or business), for each 
additional member of the group, eligible CFC or separate and 
distinct trade or business of the taxpayer seeking the identical 
accounting method change on the same Form 3115 after the 
$ 1.500 fee or S 625 reduced fee as applicable, has been paid 
for the first member of the group. eligihle CFC. or separate 
and distinct trade or business. 
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USER FEE FOR 
REQUESTS 

POSTMARKED 
BEFORE 2-1-2006 

$SO 

not available 

$50 

USER FEE FOR 
REQUESTS 

POSTMARKED ON 
OR AFTER 2-1-2006 

$150 

$700 

$75 



CATEGORY 

NOTE: When an extension of time to file Form 3115 is 
granted under § 301.9100-3 for multiple members of a 
consolidated group, eligible CFCs, or separate and distinct 
trades or businesses of a taxpayer, including QSUBs and 
single-member LLCs, a separate user fee will be charged for 
the accounting method change application, Form 3115. 

(6) User fee for information letter requests. 

(7) User fee for pre-filing agreements The increased fee applies to 
pre-filing agreements requested on or after February 1,2006. Pre-filing 
agreement requests requested prior to February 1, 2006, but accepted by 
the Service on or after February 1,2006 are subject to the Rev. Proc. 
2005-12 fee schedule. 

(B) PROCEDURAL MATTERS 

USER FEE FOR 

REQUESTS 
POSTMARKED 

BEFORE 2-1-2006 

$0 

As reflected in Rev. 
Proc. 2005-12 

USER FEE FOR 

REQUESTS 
POSTMARKED ON 

OR AFTER 2-1-200(j 

$2,000 

$50,000 

(1) Required certification. A person seeking a reduced user fee under paragraph (A)(4) of this appendix must provide the 
following certification in order to obtain the reduced user fee: 

(a) If a person is seeking a reduced user fee under paragraph (A)( 4 )(a) of this appendix, the person must certify in the request 
that his, her, or its gross income, as defined under paragraphs (B)(2) and (4) of this appendix, is less than $ 250,000 for the last full 
(12 months) taxable year ending before the date the request is filed. 

(b) If a person is seeking a reduced user fee under paragraph (A)( 4 )(b) of this appendix, the person must certify in the request 
that his, her, or its gross income, as defined under paragraphs (B)(3) and (4) of this appendix, is less than $1 million and more than 
$250,000 for the last full (12 months) taxable year ending before the date the request is filed. 

The certification must be attached as part of the ruling request. 

(2) Gross income for a request involving a personal tax issue. For purposes of the reduced user fees provided in paragraphs 
(A)(4)(a) and (b) of this appendix of-

(a) U.S. citizens and resident alien individuals, domestic trusts, and domestic estates, "gross income" is equal to "total 
income" as reported on their last federal income tax return (as amended) filed for a full (12 months) taxable year ending before the 
date the request is filed, plus any interest income not subject to tax under § 103 (interest on state and local bonds) for that period. 
'Total income" is a line item on federal tax returns. For example, if the 2004 Form 1040, U.S. 1ndividual11lcome Tax Return, is the 
most recent 12-month taxable year return filed by a U.S. citizen, "total income" on the Form 1040 is the amount entered on line 22. 

In the case of a request for a letter ruling or closing agreement from a domestic estate or trust that, at the time the request is filed, 
has not filed a federal income tax return for a full taxable year, the reduced user fee in paragraph (A)(4 )(a) of this appendix will apply 
if the decedent's or (in the case of an individual grantor) the grantor's total income as reported on the last federal income tax return 
filed for a full taxable year ending before the date of death or the date of the transfer, taking into account any additions required to 
be made to total income described in this paragraph (B)(2)(a), is less than $ 250,000. In this case, the executor or administrator of 
the decedent's estate or the grantor must provide the certification required under paragraph (B)( 1) of this appendix. 

2006-1 C.B. 69 



· (b) ~onresident alien individuals, foreign trusts, and foreign estates, "gross income" is equal to "total effectively connected 

Income as reported on then last tederalmcome tax return (as amended) filed for a full (12 months) taxable year ending before the 

date the request is filed, plus any income for the period from United States or foreign sources that is not taxable by the United States, 

whether by reason of ~ 103. an income tax treaty. § 871 (h) (regarding portfolio interest), or otherwise, plus the total amount of any 

fixed or determinable annual or periodical income from United States sources, the United States tax liability for which is satisfied 

by withholding at the source. "Total effectively connected income" is a line item on federal tax returns. F~r example, if the 2004 

Form 1040NR, US. Nonresident Alien Income Tax Retllm, is the most recent 12-month taxable year return filed by a nonresident 

alien individuaL "total effectively connected income" on the Form 1040NR is the amount entered on line 23. 

In thc case of a request for a letter ruling or closing agreement from a foreign estate or trust that, at the time the request is filed, 

has not filed a federal income tax return for a full taxable year, the reduced user fee in paragraph (A)(4)(a) of this appendix will 

apply if the decedent's or (in the case of an individual grantor) the grantor's total income or total effectively connected income, 

as relevant. as reported on the last federal income tax return filed for a full taxable year ending before the date of death or the 

date of the transfer. taking into account any additions required to be made to total income or total effectively connected income 

descrihed respectively in paragraph (8)(2)(a) of this appendix or in this paragraph (B)(2)(b), is less than $ 250,000. In this case, 

the executor or administrator of the decedent's estate or the grantor must provide the certification required under paragraph (8)(1) 
of this appendix. 

(3) Gross income for a request involving a business-related tax issue. For purposes of the reduced user fee provided in 
paragraphs (A)(4)(a) and (b) of this appendix of-

(a) U.S. citizens and resident alien individuals, domestic trusts, and domestic estates, "gross income" is equal to gross 
income as defined under paragraph (B)(2)(a) of this appendix, plus "cost of goods sold" as reported on the same federal income tax 
return. 

(b) Nonresident alien individuals, foreign trusts, and foreign estates, "gross income" is equal to gross income as defined 
under paragraph (B)(2)(b) of this appendix, plus "cost of goods sold" as reported on the same federal income tax return. 

(c) Domestic partnerships and corporations, "gross income" is equal to "total income" as reported on their last federal income 
tax return (as amended) filed for a full (12 months) taxable year ending before the date the request is filed, plus "cost of goods sold" 
as reported on the same federal income tax return, plus any interest income not subject to tax under § 103 (intcrest on state and 

local bonds) for that period. If a domestic partnership or corporation is not subject to tax, "total income" and "cost of goods sold" 
are the amounts that the domestic partnership or corporation would have reponed on the federal income tax return if the domestic 
pal1nership or corporation were subject to tax. 

"Cost of goods sold" and "total income" are line items on federal tax returns. For example, if the 2004 Form 1065, US. Return of 
Partnership Income, is the most recent 12-month taxable year return filed by a domestic partnership. "cost of goods sold" and "total 
income" on the Form 1065 are the amounts entered on lines 2 and 8, respectively, and if the 2004 Form 1I20, US. Corporation 
Income Tax Return, is the most recent 12-month taxable year return filed by a domestic corporation, "cost of goods sold" and "total 
income" on the Form 1120 are the amounts entered on lines 2 and 11, respectively. 

If, at the time the request is filed, a domestic partnership or corporation subject to tax has not filed a federal income tax return for 
a full taxable year, the reduced user fee in paragraph (A)(4)(b) of this appendix will apply if. in the aggregate. the partners' or the 
shareholders' gross income (as defined in paragraph (B )(3 )(a), (b), (c), or (d) of this appendix, as applicable) is less than $1 million 
for the last full (12 months) taxable year ending before the date the request is filed. In this case, the partners or the shareholders 
must provide the certification required under paragraph (8)(1) of this appendix. 

(d) Organizations exempt from income tax under "Subchapter F -Exempt Organizations" of the Code, "gross income" is 
equal to the amount of gross receipts for the last full (12 months) taxable year ending before the date the request for a letter ruling 
or closing agreement is filed. 

(el Gross income of state, local, and Indian tribal government entities, "gross income" is equal to the annual operating 
re\enue of the government requesting the ruling for its last fiscal year ending before the date of the ruling request. The annual 
operating revenue is to be determined at the government level and not at the level of the government entity or agency making the 
request. 
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(4) Special rules for determining gross income. For purposes of paragraphs (8 )(2) and (3) of this appendix. the following 
rules apply for determining gross income. 

(a) Gross income of individuals, trusts, and estates. 

(1) In the case of a request from a married individual, the gross incomes (as defined in paragraph (8)(2) or (3) of this appendix, 
as applicable) of the applicant and the applicant's spouse must be combined. This rule does not apply to an individual who: (1) is 
legally separated from his or her spouse and (2) the spouse does not file a joint income tax return with his or her spouse; and 

(2) If there are two or more applicants filing the request, the gross incomes (as defined in paragraph (8 )(2) or (3) of this appendix. 
as applicable) of the applicants must be combined. 

(b) Gross income of domestic partnerships and corporations. 

(1) In the case of a request from a domestic corporation, the gross income (as defined in paragraph (8)(3) of this appendix) of 
(i) all members of the applicant's controlled group (as defined in § 1563(a», and (ii) any related taxpayer that is involved in the 
transaction on which the letter ruling or closing agreement is requested, must be combined; and 

(2) In the case of a request from a domestic partnership, the gross income (as defined in paragraph (8)(3) of this appendix) of 
(i) the partnership, and (ii) any partner who owns, directly or indirectly, 50 percent or more of the capital interest or profits interest 
in the partnership, must be combined. 

(c) Gross income of exempt organizations. If there are two or more organizations exempt from income tax under Subchapter 
F filing the request, the gross receipts (as defined in paragraph (B )(3)(d) of this appendix) of the applicants must be combined. 
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APPENDIX B 

SAMPLE FORMAT FOR A LETTER RULING REQUEST 

INSTRUCTIONS 

To assist you in preparing a letter ruling request, the Service is providing this sample format. You are not required to use this 

sample format. If your request is not identical or similar to the sample format, the different format will not defer consideration of 
your request. 

(Insert the date of request) 

Internal Revenue Service 
Insert either: Associate Chief Counsel (Insert one of the following: Corporate, Financial Institutions and Products, Income 
Tax and Accounting, InternationaL Passthroughs and Special Industries, or Procedure and Administration) or Division 

Counsel/Associate Chief Counsel (Tax Exempt and Government Entities) 
Attn: CC:PA:LPD:DRU 
P.O. Box 7604 

Ben Franklin Station 
Washington, DC 20044 

Dear Sir or Madam: 

(Insert the /lame of the taxpaye r) requests a ruling on the proper treatment of (inseJ1 the subject matter of the letter ruling 
request) under section (insert the number) of the Internal Revenue Code. 

[If the taxpayer is requesting expedited handling, a statement to that effect must be attached to, or contained in, the letter 
ruling request. The statement must explain the need for expedited handling. At the top of the first page write in bold, "Expedited 
Handling Requested." See section 7.02(4) of Rev. Proc. 2006-1, 2006-1 I.R.B. 1. Hereafter, all references are to Rev. Proc. 

2006-1 unless otherwise noted.] 

A. STATEMENT OF FACTS 

I. Taxpayer Information 

[Provide the statements required by sections 7.01(1)(a) and (b).] 

2. Description of Taxpayer's Business Operations 

[Provide the statement required by section 7.01(l)(c).] 

3. Facts Relating to Transaction 

[The ruling request must contain a complete statement of the facts relating to the transaction that is the subject of the letter ruling 
request. This statement must include a detailed description of the transaction, including material facts in any accompanying 
documents. and the business reasons for the transaction. See sections 7.0l(l)(d), 7.01(l)(e), and 7.01(2).] 

B. RULING REQUESTED 

[The ruling request should contain a coneisc statement of the ruling requested by the taxpayer. It is preferred that the language of 
the requested ruling be exactly the same as that the taxpayer wishes to receive.] 

C. STATEMENT OF LAW 

[The ruling request must contain a statement of the law in support of the taxpayer's views or conclusion and identify any pending 
legislation that may affect the proposed transaction. The taxpayer also is encouraged to identify and discuss any authorities 
believed to be contrary to the position advanced in the ruling request. See sections 7.01(6).7.01(8),7.01(9), and 7.01(10).] 
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D. ANALYSIS 

[The ruling request must contain a discussion of the facts and an analysis of the law. The taxpayer also is encouraged to identify 
and discuss any authorities believed to be contrary to the position advanced in the ruling request. See sections 7.01(3). 7'())(6). 
7.01(8).7.01(9). and 7.01(10).] 

E. CONcrUSION 

[The ruling request should contain a statement of the taxpayer's conclusion on the ruling requested.] 

F PROCEDURAL MATTERS 

I. Revenue Procedure 2006-1 Statements 

a. [Provide the statement required by section 7.n 1(4) regarding whether the same issue in the letter ruling request is in an 
earlier return of the taxpayer or in a return for any year of a related taxpayer.] 

b. [Provide the statement required by section 7.01(5)(a) regarding whether the Service previously ruled on the same or 
similar issue for the taxpayer. a related taxpayer. or a predecessor. Please further note that if a reduced user fee is heing 
submitted. a certification of eligibility for the reduced fee must be included with the ruling request.) 

c. [Provide the statement required by section 7.01 (5)(b) regarding whether the taxpayer. a related taxpayer. a predecessor. 
or any representatives previously submitted a request (including an application for change in accounting method) 
involving the same or similar issue but withdrew the request before a letter ruling or determination letter was issued.] 

d. [Provide the statement required by section 7.01(5)(e) regarding whether the taxpayer. a related taxpayer, or a predecessor 
previously suhmitted a request (including an application for change in accounting method) involving the same or a 
similar issue that is currently pending with the Service.] 

e. [Provide the statement required by section 7.01(5)(d) regarding whether. at the same time as this request, the taxpayer or 
a related taxpayer is presently suhmitting another request (including an application for change in accounting method) 
involving the same or similar issue to the Service.] 

f. [If the letter ruling request involves the interpretation of a substantive provision of an income or estate tax treaty, 
provide the statement required by section 7.01 (6) regarding whether the tax authority of the treaty jurisdiction has 
issued a ruling on the same or similar issue for the taxpayer, a related taxpayer. or a predecessor: whether the same 
or similar issue is being examined, or has been settled, by the tax authority of the treaty jurisdiction or is otherwise 
the subject of a closing agreement in that jurisdiction; and whether the same or similar issue is heing considered 
by the competent authority of the treaty jurisdiction.] 

g. [Provide the statement required by section 7.01(8) regarding whether the law in connection with the letter ruling request 
is uncertain and whether the issue is adequately addressed by relevant authorities.] 

h. [If the taxpayer determines that there arc no contrary authorities. a statement to that effect would be helpful. See 
section 7.01(9).] 

I. [If the taxpayer wants to have a conference on the issues involved in the letter ruling request. the ruling request should 
contain a statement to that effect. See section 7.02(6).] 

J. [If the taxpayer is requesting a copy of any document related to the letter ruling request to he sent by facsimile (fax) 
transmission. the ruling request should contain a statement to that effect. Sec section 7.02(5).] 

k. [If the taxpayer is requesting separate letter rulings on multiple issues, the letter ruling request should contain a statement 
to that effect. See section 7 .02( 1 ).] 

I. [If the taxpayer is seeking to obtain the user fee provided in paragraph (A)(5)(a) of Appendix. A for substantially 
identical letter rulings. the letter ruling request must contain the statements required by section 15.07. J 
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2. Adminiqrative 

a. [The ruling reque~t !·,llOuld ~tate: 'The deletion statement and checklist required by Rev. Proc. ~006-1 are enclosed." 
See sections 7.0 I (II) and 7.0 I ( IS\. [ 

b. [The ruling request should state: "The required user fee of $ (Insert the amollnt of the fee) is enclosed." Please note that 
the check or money order must be in U.S. dollars and made payable to the Internal Revenue Service. See section 15 
and Appendix A,I 

c. [If the taxpayer's authorized representative is to sign the letter ruling request or is to appear before the Service in 
connection with the request. the ruling request should state: "A Power of Attorney is enclosed." See sections 7.01(13), 
7.()1( 1.+). and 7.(}~(2).[ 

DECLARATION: [See section 7.01( 15).1 

Sincerely yours, 

(Insert the name of the taxpayer or the taxpa.ver '.I 
allthori~ed representatil'e) 

By: 

Signature Date 

Typed or printed name of 
person signing request 

Under penalties of perjury, I declare that I have examined this request, including accompanying documents, and, to the best of 
my knowledge and belief. the request contains all the relevant facts relating to the request, and such facts are true, correct, 
and complete. 

(Insert the /lame of the taxpawr) 

By: 

Signature 

Typed or printed name of 
person signing declaration 

Title Date 

[If the taxpayer is a corporation that is a member of an affiliated group filing consolidated returns, the above declaration must also 
he signed and dated by an officer of the common parent of the group. See section 7.01 (15). J 
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APPENDIX C 

CHECKLIST 
IS YOUR LETTER RULING REQUEST COMPLETE? 

INSTRUCTIONS 

The Service will be able to respond more quickly to your letter ruling request if it is carefully prepared and complete. To ensure 
that your request is in order, use this checklist. Complete the four items of information requested before the checklist. Answer 
each question by circling "Yes," "No," or "Nt A." When a question contains a place for a page number, insert the page number 
(or numbers) of the request that gives the information called for by a yes answer to a question. Sign and date the checklist 
(as taxpayer or authorized representative) and place it on top of your request. 

If you are an authorized representative submitting a request for a taxpayer, you must include a completed checklist with the 
request, or the request will either be returncd to you or substantive consideration of it will be deferred until a completed checklist 
is submitted. If you are a taxpayer preparing your own request without professional assistance, an incomplete checklist will 
not either cause the return of your request or defer substantive consideration of your request. You should still complete as 
much of the checklist as possible and submit it with your request. 

TAXPAYER'S NAME ________ _ 

TAXPAYER'S J.D. NO. ________ _ 

ATTORNEYIP.O.A. ________ _ 

PRIMARY CODE SECTION ________ _ 

CIRCLE ONE 

Yes No 

Yes No 

Yes No N/A 

ITEM 

1. Does your request involve an issue under the jurisdiction of the Associate Chief Counsel (Corporate), the 
Associate Chief Counsel (Financial Institutions and Products), the Associate Chief Counsel (Income Tax 
and Accounting), the Associate Chief Counsel (International), the Associate Chief Counsel (Passthroughs 
and Special Industries). thc Associate Chief Counsel (Procedure and Administration), or the Division Coun
sel/Associate Chief Counsel (Tax Exempt and Government Entities)? See section 3 of Rev. Proc. 2006-1, 
2006-1 LR.B. 1. For issues under the jurisdiction of other offices, see section 4 of Rev. Proc. 2006-1. 
(Hereafter, all references are to Rev. Proc. 2006-1 unless otherwise noted.) 

2. Have you read Rev. Proc. 2006-3,2006-1 I.R.B. 122, and Rev. Proc. 2006-7,2006-1 I.R.B. 242, to 
see if part or all of the request involves a matter on which letter rulings are not issued or are ordinarily not 
issued? 

3. If your request involves a matter on which letter rulings are not ordinarily issued. have you given com
pelling reasons to justify the issuance of a letter ruling? Before preparing your request, you may want to 
call the branch in the Office of Associate Chief Counsel (Corporate), the Office of Associate Chief Counsel 
(Financial Institutions and Products), the Office of Associate Chief Counsel (Income Tax and Accounting), 
the Office of Associate Chief Counsel (International), the Office of Associate Chief Counsel (Passthroughs 
and Special Industries), the Office of Associate Chief Counsel (Procedure and Administration), or the Of
fice of Division Counsel/Associate Chief Counsel (Tax Exempt and Government Entities) responsible for 
substantive interpretations of the principal Internal Revenue Code section on which you are seeking a lettcr 
ruling to discuss the likelihood of an exception. For matters under the jurisdiction of-
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Yes No N/A 
Page __ 

Yes No 

Yes No 

Yes No 

Yes No 

Yes No 

Yes No 
Pages __ 

Yes No N/A 

Yes No N/A 

Yes No 
Page __ 

Yes No 
Page __ 

Yes No 
Page __ 

Yes No 
Page __ 

(a) the Office of Associate Chief Counsel (Corporate). the Office of Associate Chief Counsel (Financial 
Institutions and Products). the Office of Associate Chief Counsel (Income Tax and Accounting). the Office 
of Associate Chief Counsel (Passthroughs and Special Industries). or the Office of Di"ision Counsell As
sociate Chief Counsel (Tax Exempt and Government Entities). the Office of the AsslK'iate Chief Counsel 
(Procedure and Administration). the appropriate branch to call may be obtained by calling C~()~) 6~~-7560 
(not a toll-free call); 

(b) the Office of the Associate Chief Counsel (International). the appropriate branch to call may be ob
tained by calling (~O~) 6~~-3800 (not a toll-free call) . 

.f. If the request deals with a completed transaction. have you filed the return for the year in which the 

transaction was completed? See section 5.0 I. 

5. Are you requesting the letter ruling on a hypothetical situation or question') Scc section 6. I~. 

6. Are you requesting the letter ruling on alternative plans of a proposed transaction') Sce section 6.1~. 

7. Are you requesting the letter ruling for only part of an integrated transaction? See section 6.03. 

8. Are you requesting the letter ruling for a business, trade, industrial association. or similar group concern
ing the application of tax law to its members? See section 6.05. 

9. Are you reque~ting the letter ruling for a foreign government or its political subdivision? See section 

6.07. 

10. Have you included a complete statement of all the facts relevant to the transaction? See section 7.0 I (I). 

II. Have you submitted with the request true copies of all wills. deeds. and other documents relevant to the 
transaction. and labeled and attached them in alphabetical sequence') See section 7.0 I (2). 

12. Have you submitted with the request a copy of all applicable foreign laws. and certified English trans
lations of documents that are in a language other than English or of foreign laws in cases where English is 
not the official language of the foreign country involved? See section 7.01(2). 

13. Have you included an analysis of facts and their bearing on the issues? Have you included, rather than 
merely incorporated by reference. all material facts from the documents in the request? See section 7.01(3). 

14. Have you included the required statement regarding whether the same issue in the letter ruling request 
is in an earlier return of the taxpayer or in a return for any year of a related taxpayer? See section 7.01(4). 

15. Have you included the required statement regarding whether the Service previously ruled on the same 
or similar issue for the taxpayer. a related taxpayer. or a predecessor? See section 7.0 I (5 )(a). 

16. Have you included the required statement regarding whether the taxpayer, a related taxpayer. a predeces
sor, or any representatives previously submitted a request (including an application for change in accounting 
method) involving the same or similar issue but withdrew the request before the letter ruling or determina
tion letter was issued') See section 7.01 (5 )(b). 
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Yes No 
Page __ 

Yes No 
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17. Have you included the required statement regarding whether the taxpayer, a related taxpayer. or a prede
cessor previously submitted a request (including an application for change in accounting method) involving 
the same or similar issue that is currently pending with the Service? See section 7.01(5)(c). 

18. Have you included the required statement regarding whether, at the same time as this request, the tax
payer or a related taxpayer is presently submitting another request (including an application for change in 
accounting method) involving the same or similar issue to the Service? See section 7.01(5)(d). 

19. If your request involves the interprctation of a substantive provision of an income or estate tax treaty, 
have you included the required statement regarding whether the tax authority of the treaty jurisdiction has 
issued a ruling on the same or similar issue for the taxpayer, a related taxpayer, or a predecessor; whether 
the same or similar issue is being examined, or has been settled, by the tax authority of the treaty jurisdiction 
or is otherwise the subject of a closing agreement in that jurisdiction; and whether the same or similar issue 
is being considered by the competent authority of the treaty jurisdiction? See section 7.01(6). 

20. If your request is for recognition of Indian tribal government status or status as a political subdivision of 
an Indian tribal government, does your request contain a letter from the Bureau of Indian Affairs regarding 
the tribe's status? See section 7.01(7), which states that taxpayers are encouraged to submit this letter with 
the request and provides the address for the Bureau of Indian Affairs. 

21. Have you included the required statement of relevant authorities in support of your views? See section 
7.01(8). 

22. Have you included the required statement regarding whether the law in connection with the request is 
uncertain and whether the issue is adequately addressed by relevant authorities? See section 7.01(8). 

23. Does your request discuss the implications of any legislation, tax treaties, court decisions, regulations, 
notices, revenue rulings, or revenue procedures that you determined to be contrary to the position advanced? 
See section 7.01(9), which states that taxpayers are encouraged to inform the Service of such authorities. 

24. If you determined that there are no contrary authorities, have you included a statement to this effect in 
your request? See section 7.01(9). 

25. Have you included in your request a statement identifying any pending legislation that may affect the 
proposed transaction? See section 7.01 (l 0). 

26. Is the request accompanied by the deletion statement required by § 611 O? See section 7.01 (11 ). 

27. Have you (or your authorized representative) signed and dated the request? See section 7.01(2). 

28. If the request is signed by your representative or if your representative will appear before the Service in 
connection with the request, is the request accompanied by a properly prepared and signed power of attorney 
with the signatory's name typed or printed? See section 7.01(14). 

29. Have you included, signed, and dated the penalties of perjury statement in the format required by scction 
7.01(15)? 
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30. Arc you suhmitting your request in duplicatc if necessary') See section 7.0 I (16). 

31. If you are requesting separate letter rulings on different issues involving one factual situation. have you 
included a statement to that effect in each request? See section 7 .02( I). 

32. If you want copies of the lettcr ruling sent to a rcpresentative, does the power of attorney contain a 
statement to that effect? See section 7.02(2). 

33. If you do not want a copy of the letter ruling to be sent to any representati vc. does the power of attorney 
contain a statement to that effect? See section 7.02(2). 

34. If you are making a two-part letter ruling request, have you included a summary statement of the facts 
you believe to be controlling? See section 7.02(3). 

35. If you want your letter ruling request to be processed ahead of the regular order or by a specific date. have 
you requested expedited handling in the manner required by section 7.02(4) and stated a compelling need 
for such action in the request? But, a request dealing solely with a section 368 reorganization or a section 
355 distribution may receive expedited treatment without stating a compelling need. Section 7.02(4) of this 
revenue procedure. 

36. If you are requesting a copy of any document related to the letter ruling request to be sent by facsimile 
(fax) transmission, have you included a statement to that effect? See section 7.02(5). 

37. If you want to have a conference on the issues involved in the request, have you included a request for 
conferencc in thc letter ruling request? See section 7 .02( 6). 

38. Have you included the correct user fee with the requcst and is your check or money order in U.S. dollars 
and payable to the Internal Revenue Service? See section 15 and Appendix A to determine the correct 
amount. 

39. If your request involves a personal tax issue and you qualify for the reduced user fee when gross income 
is less than $250,000, have you included the rcquired certification? See paragraphs (A)( 4 lea) and (B)( I) of 
Appendix A. 

40. If your request involves a business-related tax issue and you qualify for the reduced user fee when gross 
income is less than $1 million. have you included the required certification? See paragraphs (A)(4)(b) and 
(8)(1) of Appendix A. 

41. If you qualify for the user fee for substantially identical letter rulings, have you included the required 
information? See section 15.07(2) and paragraph (A)(5)(a) of Appendix A. 

42. If you qualify for the user fee for a § 301.9100 request to extend the time for filing an identical ac
counting method change on a single form 3115, have you included the required information? See section 
15.07(4) and paragraph (A)(5)(d) of Appendix A. 

+3. If your request is covered by any of the checklists, guideline revenue procedures, notices, safe harbor 
revenue procedures. or other special requirements listed in Appendix E, have you complied with all of the 
requirements of the applicable revenue procedure or notice? 
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Rev. Proc. 

Yes No NIA 
Page __ 

Yes No 

Signature 

List other applicable revenue procedures or notices, including checklists. used or relied upon in the prepa
ration of this letter ruling request (Cumulativc Bulletin or Intcrnal Revcnue Bulletin citation not rcquircd). 

44. If you are requesting relief under § 7805(b) (regarding retroactive effect), have you complied \\lith all 
of the requirements in section II.II? 

45. Have you addressed your request to the attention of the Associate Chief Counsel (Corporate), the As
sociate Chief Counsel (Financial Institutions and Products), the Associate Chief Counsel (Income Tax and 
Accounting), the Associate Chief Counsel (International), the Associate Chief Counsel (Passthroughs and 
Special Industries). the Associate Chief Counsel (Procedure and Administration), or the Division Coun
sell Associate Chief Counsel (Tax Exempt and Government Entities). as appropriate? The mailing address 
IS: 

Internal Revenue Service 
Attn: CC:PA:LPD:DRU 
P.O. Box 7604 
Ben Franklin Station 
Washington, DC 20044 

If a private delivery service is used, the address is: 

Internal Revenue Service 
Attn: CC:PA:LPD:DRU, Room 5336 
1111 Constitution Ave., NW 
Washington, DC 20224 

The package should be marked: RULING REQUEST SUBMISSION. Impropcrly addrcssed 
requests may be delayed (sometimes for over a week) in reaching CC:PA:LPD:DRU for initial 
proccss1l1g. 

Title or Authority Date 

Typed or printed name of 
person signing checklist 
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APPENDIX D 

LIST OF SMALL BUSINESS/SELF-EMPLOYED 
OPERATING DIVISION (SB/SE) OFFICES FOR REQUESTING DETERMINATION LETTERS 

Requests for determination letters under Rev. Proc. 2006-1. this revenue procedure. from SB/SE and W &1 taxpayers. should 

be sent to the appropriate SB/SE office listed below based upon the type of tax involved. Both the request and the envelope 

in which it is sent should be marked "DETERMINATION LETTER REQUEST." 

INCOME TAX 

Requests for determination letters regarding income tax (including requests from international taxpayers) should be sent to: 

Office of the Director, Technical Services 
Internal Revenue Service 
Attn: SE:S:E:TS 
Mail Stop 5000 
24000 Avila Road 
Laguna Niguel, CA 92677 

ESTATE AND GIFT TAXES 

Requests for determination letters regarding estate and gift tax should be sent to: 

Chief, Estate & Gift Tax Operations 
Internal Revenue Service 
SE:S:SP:E&G 
1222 Spruce Street 
MIS 1022STL 
St. Louis, MO 63103-2839 

EMPLOYMENT TAXES 

Requests for determination letters regarding employment tax (except for requests for determination of worker status, which should 
be sent to the appropriate office listed in the instructions to Form SS-8) should be sent to: 
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Chief, Employment Tax Operations 
Internal Revenue Service 
Attn: SE:S:SP:ETO 
1111 Constitution Ave., NW 
Room 2404 
Washington, DC 20224 



EXCISE TAXES 

Requests for determination letters regarding excise taxes should be sent to: 

Chief, Excise Tax Operations 
Internal Revenue Service 
Attn: SE:S:SP:EX 
1111 Constitution Ave., NW 
Room 2016 
Washington, DC 20224 
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APPENDIX E 

CHECKLISTS, GUIDELINE REVENUE PROCEDURES, 
NOTICES, SAFE HARBOR 

REVENUE PROCEDURES, A~D AUTOMATIC CHANGE REVENUE PROCEDURES 

Checklists, guideline revenue 
procedures, and notices 

CODE OR 
REGULATION 
SECTION 

103, 141-150.7478, 
and 7871 

Issuance of state or 
local obligations 

1.1 66-2(d)(3 ) 

Uniform express 
determination letter 
for making election 

Subchapter 
C-Corporate 
Distributions and 
Adjustments 

301 
Nonapplicability on 
sales of stock of 
employer to defined 
contribution plan 

302.311 
Checklist questionnaire 

302(b)(4) 

Chec klist questionnaire 

311 
Checklist questionnaire 

332 
Checklist questionnaire 

33t: 
Extension of time to 
make elections 
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Specific revenue procedures and notices supplement the general instructions for requests 

explained in section 7 of this revenue procedure and apply to requests for letter rulings or 

determination letters regarding the Code sections and matters listed in this ,cction . 

. 01 For requests relating to the following Code sections and subject matters. refer to the 

following checklists. guideline revenue procedures, and notices. 

REVENUE PROCEDURE AND NOTICE 

Rev. Proc. 96-16,1996-1 C.B. 630 (for a reviewable ruling under § 7478 and a nonreview

able ruling); Rev. Proc. 88-31. 1988-1 C.B. 832 (for approval of areas of chronic economic 
distress); and Rev. Proc. 82-26, 1982-1 C.B. 476 (for "on behalf of' and similar issuers). 
For approval of areas of chronic economic distress, Rev. Proc. 88-31 explains how this re

quest for approval must be submitted to the Assistant Secretary for Housing/Federal Housing 

Commissioner of the Department of Housing and Urban Development. 

Rev. Proc. 92-84. 1992-2 C.B. 489. 

Rev. Proc. 77-37, 1977-2 C.B. 568, as modified by Rev. Proc. 89-30, 1989-1 C.B. 895. and 
as amplified by Rev. Proc. 77-41, 1977-2 C.B. 574. Rev. Proc. 83-8\. 19H3-2 C.B. 59H (see 

also Rev. Proc. 2006-3, this Bulletin), Rev. Proc. 84-42, 1984-1 C.B. 521 (superseded as to 
no-rule areas by Rev. Proc. 2006-3, this Bulletin), Rev. Proc. 86-42. 1986-2 C.B. 722, and 
Rev. Proc. 89-50. 1989-2 C.B. 631. But see section 3.0 I of Rev. Proc. 2006-3. this Bul
letin. (corporate distributions. transfers, and reorganizations under §§ 332. 351. 368(a)(I )(A). 
368(a)( I )(B), 368(a)(1 )(C), 368(a)(I )(E), 368(a)( I )(F). and 1036). which describes certain 
corporate transactions where the Service will not issue letter rulings or determination letters. 

Rev. Proc. 87-22, 1987-1 C.B. 718. 

Rev. Proc. 86-18,1986-1 C.B. 551; and Rev. Proc. 77-41, 1977-2 C.B. 574. 

Rev. Proc. 81-42.1981-2 C.B. 611. 

Rev. Proc. 86-16, 1986-1 C.B. 546. 

Rev. Proc. 90-52, 1990-2 C.B. 626. But see section 3.01 of Rev. Proc. 2006-3. this Bulletin, 
which describes certain corporate transactions where the Service will not issue letter rulings 
or determination letters. 

Rev. Proc. 2003-33.2003-1 C.B. 803, provides guidance as to how an automatic extension 
of time under § 301.9100-3 of the Regulations on Procedure and Administration may be ob
tained to file elections under ~ 338. This revenue procedure also informs taxpayers who do 
not qualify for the automatic extension, of the information necessary to obtain a letter ruling. 



351 
Checklist questionnaire 

355 
Checklist questionnaire 

368( a)( 1 )(E) 
Checklist questionnaire 

461 (h) 
Alternative method 
for the inclusion of 
<.:ommon improvement 
costs in basis 

482 
Advance pri<.:ing 
agreements 

521 
Appeal procedure 
with regard to adverse 
determination letters 
and revocation or 
modification of 
exemption letter rulings 
and determination 
letters 

1.817-5(a)(2) 
Issuer of a variable 
contract requesting 
relief 

877, 2107, and 
250 I (a)(3) 
Individuals who lose 
U.S. citizenship or 
cease to be taxed 
as long-tenn U.S. 
residents with a 
principal purpose to 
avoid U.S. taxes 

1362(b)(5) and 1362(f) 
Relief for late S 
corporation and related 
e1e<.:tions under certain 
circumstances 

1362(b )(5) and 
301.7701-3 
Automatic extensions 
of time for late S 
corporation election 
and late corporate entity 
classification 

Rev. Proc. 83-59, 1983-2CB.575. But see section 3.01 of Rev. Proc. 2006-3, this Bulletin, 
which describes certain transfers to controlled corporations where the Service will not issue 
letter rulings or detennination letters. 

Rev. Proc. 96-30, 1996-1 C.B. 696, as modified and amplified by Rev. Proc. 2003-48, 
2003-2 CB. 86. 

Rev. Proc. 81-60, 1981-2 CB. 680. But see section 3.01 of Rev. Proc. 2006-3, this Bulletin, 
which describes circumstances under which the Service will not issue letter rulings or deter
mination letters as to whether a transaction constitutes a corporate recapitalization within the 
meaning of § 368(a)(l )(E) (or a transaction that also qualifies under § 1036). 

Rev. Proc. 92-29, 1992-1 CB. 748. 

Rev. Proc. 96-53, 1996-2 CB. 375, as modified by Notice 98-65, 1998-2 CB. 803, and 
amplified by Rev. Proc. 2002-52,2002-2 CB. 242. 

Rev. Proc. 90-27, 1990-1 CB. 514. 

Rev. Proc. 92-25, 1992-1 CB. 741. 

Notice 97-19,1997-1 CB. 394, as modified by Notice 98-34,1998-2 CB. 29. 

Rev. Proc. 2004-49, 2004-2 CB. 210; Rev. Proc. 2003-43,2003-1 CB. 998; Rev. Proc. 
97-48, 1997-2 CB. 521. 

Rev. Proc. 2004-48, 2004-2 CB. 172. 

2006-1 C.B. 83 



1.l502-13(e)(3) 

Consent to treat 

intercompany 

transactiuns on a 

separate entity bJsis 

and revocation of this 

consent 

1.1502-76(a)(l) 

Consent to file a 

consolidated return 
where member(s) of 
the affiliated group use 

a 52-5:1 week taxable 
year 

1504(a)U)(A) and (B) 

Waiver of application 
of ~ 1504(a)(:1)(A) for 

certain corporations 

1552 

Consent to elect or 
change method of 
allocating affiliated 
group's consolidated 
federal income tax 
liability 

2642 
Allocations of 

generation-skipping 
transfer tax exemption 

2652(a)(:1) 

Reverse qualified 
terminable interest 
property elections 

4980B 
Failure to satisfy 
continuation coverage 
requirements of group 
health plans 

1701 
Relief for a late initial 
classification election 
for a newly formed 
entity 

nOl(a)(40) and 
7871(d) 

Indian tribal 
governments and 
subdivision of Indian 
tribal gtm:rnmcnls 
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Re\', Proc 97---49, 1997-2 CB, 523, 

Rev, Proc 89-56, 1989-2 CB. 643, 

Rev, Proc 2002-32,2002-1 CB. 959, 

Rev. Proc. 90-39, 1990-2 CB. 365, as clarified by Rev, Proc 90-39A, 1990-2 C.B. 367, 

Rev, Proc. 2004-46, 2004-2 CB. 142, provides an alternative method for requesting relief 
to make a late allocation of the generation-skipping transfer tax exemption. This revenue 
procedure also informs taxpayers who are denied relief or who are outside the scope of the 
revenue procedure of the information necessary for obtaining a letter ruling, 

Rev. Proc. 2004---47,2004-2, CB. 169, provides an alternative method for certain taxpayers 
to obtain an extension of time to make a late reverse qualified terminable interest property 
election under § 2652(a)(3). This revenue procedure also informs taxpayers who are denied 
relief or who are outside the scope of the revenue procedure of the information necessary to 
obtain a letter ruling. 

Rev, Proc, 87-28,1987-1 CB. no (treating references to former § 162(k) as if they were 
references to § 4980B). 

Rev, Proc. 2002-59,2002-2 CB. 615, 

Rev, Proc. 84-37, 1984-1 CB. 513, as modified by Rev, Proc. 86-17, 1986-1 CB. 550, 
and Rev. Proc 2006-1, this revenue procedure, (provides guidelines for obtaining letter 
rulings recognizing Indian tribal government or tribal government subdivision status; also 
provides for inclusion in list uf recognized tribal governments in revised versions of Rev. 
Proc 2002-64, 2002-2 CB. 717, or in list of recognized subdivisions of Indian tribal 
governments in revised versions of Rev. Proc. 84-36, 1984-1 c.s. 510, as modified and 
made permanent by Rev. Proc. 86-17), 



301.7701-2(a) 
Classification of 
undivided fractional 
interests in rental real 
estate 

301.7701-3 
Automatic extensions 
of time for late S 
corporation election 
and late corporate entity 
classification 

301.9100-3 
Extension of time 
to make entity 
classification election 

7702 
Closing agreement for 
failed life insurance 
contracts 

7702A 
Relief for inadvertent 
non-egregious failure to 
comply with modified 
endowment contract 
rules 

7704(g) 
Revocation of election 

SUBJECT MATTERS 

Accounting periods; 
changes in period 

Classification of 
liquidating trusts 

Earnings and profits 
determinations 

Estate, gift, and 
generation-ski pping 
transfer tax issues 

Deferred intercompany 
transactions; election 
not to defer gain or loss 

Leveraged leasing 

Rev. Proc. 2002-22,2002-1 C.B. 733 (specifies the conditions under which the Service will 
consider a letter ruling request that an undivided fractional interest in rental real property 
(other than a mineral property as defined in § 614) is not an interest in a business entity). 

Rev. Proc. 2004-48, 2004-2 C.B. 172. 

Rev. Proc. 2002-59, 2002-2 C.B. 615. 

Notice 99-48,1999-2 C.B. 429; Rev. Rul. 91-17, 1991-1 C.B. 190. 

Rev. Proc. 2001-42,2001-2 C.B. 212. 

Notice 98-3, 1998-1 C.B. 333. 

REVENUE PROCEDURE 

Rev. Proc. 2002-39,2002-1 C.B. 1046, as clarified and modified by Notice 2002-72, 2002-2 
c.B. 843, and as modified by Rev. Proc. 2003-34,2003-1 C.B. 856; and Rev. Proc. 2006-1, 
this revenue procedure, for which sections 1, 2.01, 2.02, 2.05, 3.03, 5.02, 6.03, 6.05, 6.07, 
6.11,7.01(1),7.01(2),7.01(3),7.01(4),7.01(5), 7.01(6), 7.01(8), 7.01(9), 7.01(10), 7.01(13), 
7.01(14),7.01(15),7.02(2),7.02(4),7.02(5),7.02(6), 7.03, 7.04, 7.05, 7.07, 8.01, 8.03, 8.04, 
8.05,8.06, 10, 11, 15, 17, 18, Appendix A, and Appendix E are applicable. 

Rev. Proc. 82-58,1982-2 C.B. 847, as modified and amplified by Rev. Proc. 94-45, 1994-2 
C.B. 684, and as amplified by Rev. Proc. 91-15, 1991-1 c.B. 484 (checklist questionnaire), 
as modified and amplified by Rev. Proc. 94-45. 

Rev. Proc. 75-17, 1975-1 C.B. 677; Rev. Proc. 2006-1, this revenue procedure, sections 
2.05, 3.03, 7, 8, and 10.05; and Rev. Proc. 2006-3, this Bulletin, section 3.01. 

Rev. Proc. 91-14,1991-1 C.B. 482 (checklist questionnaire). 

Rev. Proc. 97-49, 1997-2 C.B. 523. 

Rev. Proc. 2001-28,2001-1 C.B. 1156, and Rev. Proc. 2001-29,2001-1 C.B. 1160. 
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Rate orders: regulatory 
agency: nonnalization 

Unfunded deferred 
compensation 

Safe harbor revenue procedures 

CODE OR 
REGULATION 
SECTION 

103 and 141-150 
Issuance of state or 
local obligations 

61 
Utility Cost Recovery 
Securitization 
Transactions 

162 
Restaurant Small Wares 
Costs 

168 
Depreciation of original 
and replacement tires 
for certain vehicles 

168 
Depreciation of fiher 
optic node and trunk 
line of a cable television 
distribution system 

280B 
Certain structural 
modifications to a 
building not treated as a 
demolition 
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A letter ruling request that involves a question of whether a rate order that is proposed or 
issued by a regulatory agency will meet the nonnalization requirements of * 168(0(2) (pre
Tax Reform Act of IY86, * 168(e)(3)) and former ** 46(f) and 167(1) ordinarily will not be 
considered unless the taxpayer states in the letter ruling request whethcr-

(I) the regulatory authority responsible for establishing or approving the taxpayer's rates 
has reviewed the request and believes that the request is adequate and complete: and 

(2) the taxpayer will permit the regulatory authority to participate in any Associate otfice 
conference concerning the request. 

If the taxpayer or the regulatory authority informs a consumer advocate of the request for a let
ter ruling and the advocate wishes to communicate with the Service regarding the request, any 
such communication should be sent to: Internal Revenue Service, Associate Chief Counsel 
(Procedure & Administration), Attn: CC:PA:LPD:DRU, P.O. Box 7604, Ben Franklin Station, 
Washington, DC 20044 (or. if a private delivery service is used: Internal Revenue Service, As
sociate Chief Counsel (Procedure & Administration), Attn: CC:PA:LPD:DRU, Room 5336, 
1111 Constitution Ave., NW, Washington, DC 20224). These communications will be treated 
as third party contacts for purposes of § 6110. 

Rev. Proc. 71-19,1971-1 C.B. 698, as amplified by Rev. Proc. 92-65, 1992-2 CB. 428. 
See Rev. Proc. 92-64, 1992-2 CB. 422, as modified by Notice 2000-56, 2000-2 CB. 393, 
for the model trust for usc in Rabbi Trust Arrangements. 

.02 For requests relating to the following Code sections and subject matters, refer to the 
following safe harbor revenue procedures. 

REVENUE PROCEDURE 

Rev. Proc. 93-17, 1993-1 CB. 507 (change of usc of proceeds); Rev. Proc. 97-13, 1997-1 
CB. 632, as modified by Rev. Proe. 2001-39,2001-2 CB. 38 (management contracts); and 
Rev. Proc. 97-14,1997-1 CB. 634 (research agreements). 

Rev. Proc. 2005-62, 2005-37 I.R.B. 507. 

Rev. Proe. 2002-12,2002-1 CB. 374. 

Rev. Proc. 2002-27,2002-\ CB. 802. 

Rev. Proe. 2003-63, 2003-2 CB. 304. 

Rev. Proc. 95-27, \995-1 CB. 704. 



446 
Film producer's 
treatment of certain 
creative property costs 

451 
Up-front network 
upgrade payments 
made to utilities 

471 
Estimating invcntory 
shrinkage 

471 
Valuation of 
remanufactured cores 

584(a) 
Qualification of a 
proposed common trust 
fund plan 

642(c)(5) 
Qualification of trusts 
as pooled income funds 

664 
Charitable remainder 
trusts 

664(d)(l) 
Qualification of trusts 
as charitable remainder 
annuity trusts 

664(d)(2) 
Qualification of trusts 
as charitable remainder 
unitrusts 

8S6(c) 
Certain loans treated as 
real estate assets 

860H 
Transfers of ownership 
interests in Financial 
Asset Securitization 
Investment Trusts 

1031(a) 
Qualification as a 
qualified exchange 
accommodation 
arrangement 

1286 
Determination 
of reasonable 
compensation under 
mortgage servicing 
contracts 

Rev. Proc. 2004-36,2004-1 CB. 1063. 

Rev. Proc. 2005-35,2005-28 I.R.B. 76. 

Rev. Proc. 98-29,1998-1 CB. 857. 

Rev. Proc. 2003-20,2003-1 CB. 445. 

Rev. Proc. 92-51, 1992-1 CB. 988. 

Rev. Proc. 88-53, 1988-2 CB. 712. 

Rev. Proc. 2005-24,2005-16 I.R.B. 909. 

Rev. Proc. 2003-53, 2003-2 CB. 230; Rev. Proc. 2003-54, 2003-2 CB. 236; Rev. Proc. 
2003-55, 2003-2 CB. 242; Rev. Proc. 2003-56, 2003-2 CB. 249; Rev. Proc. 2003-57, 
2003-2 CB. 257; Rev. Proc. 2003-58,2003-2 CB. 262; Rev. Proc. 2003-59,2003-2 C.B. 
268; Rev. Proc. 2003-60, 2003-2 CB. 274. 

Rev. Proc. 2005-52, 2005-34 I.R.B. 326; Rev. Proc. 2005-53, 2005-34 I.R.B. 339; Rev. 
Proc. 20OS-S4, 2005-34 I.R.B. 353; Rev. Proc. 20OS-SS, 2005-34 I.R.B. 367; Rev. Proc. 
2005-56,2005-34 I.R.B. 383; Rev. Proc. 2005-57,2005-34 I.R.B. 392; Rev. Proc. 2005-58, 
2005-34 I.R.B. 402; Rev. Proc. 2005-59,2005-34 I.R.B. 412. 

Rev. Proc. 2003-65, 2003-2 CB. 336. 

Rev. Proc. 2001-12,2001-1 CB. 335. 

Rev. Proc. 2000-37,2000-2 CB. 308. 

Rev. Proc. 91-50, 1991-2 CB. 778. 
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1362(f) 

Automatic inadvertent 
tennination relief to 
certain corporations 

2056A 
Qualified Domestic 
Trust 

2702(a)(3)(A) amJ 
25.2702-5(c) 
Qualified Personal 
Residence Trust 

4051(a)(2) 
Imposition of tax on 
heavy trucks and trailers 
sold at retail 

1.7704-2(d) 
New business activity 
of existing partnership 
is closely related to 
pre-existing business 

SUBJECT MATTERS 

Certain rent-to-own 
contracts treated as 
leases 

Automatic change in accounting 
period revenue procedures 
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Rev. Proc. 2003-43.2003-1 CB. 998. 

Rev. Proc. 96-54. 1996-2 CB. 386. 

Rev. Proc. 2003-42,2003-1 CB. 993. 

Rev. Proc. 2005-19,2005-14 I.R.B. 832. 

Rev. Proc. 92-101, 1992-2 CB. 579. 

REVENUE PROCEDURE 

Rev. Proc. 95-38, 1995-2 CB. 397. 

.03 For requests for an automatic change in accounting period, refer to the following auto
matic change revenue procedures published and/or in effect as of December 31,2004: 

Rev. Proc. 2002-37, 2002-1 CB. 1030, as clarified and modified by Notice 2002-72, 
2002-2 CB. 843, and as modified by Rev. Proc. 2003-34,2003-1 CB. 856 (certain corpora
tions); Rev. Proc. 2002-38,2002-2 CB. 1037, as clarified and modified by Notice 2002-72, 
2002-2 CB. 843 (certain partnerships, S corporations, electing S corporations, or personal ser
vice corporations); and Rev. Proc. 2003-62,2003-2 CB. 299 (individual seeking a calendar 
year). 

The Commissioner's consent to an otherwise qualifying automatic change in accounting 
period is granted only if the taxpayer timely complies with the applicable automatic change 
revenue procedure. 

Rev. Proc. 2006-1, 2006-J I.R.B. 1. 
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SECTION 1. WHAT IS THE 
PURPOSE OF THIS REVENUE 
PROCEDURE? 

Operating divisions of the 
Internal Revenue Service 

This revenue procedure explains when and how the Associate Chief Counsel (Corporate), 
the Associate Chief Counscl (Financial Institutions and Products). the Associate Chief Coun
sel (Income Tax and Accounting), the Associate Chief Counsel (International), the Associate 
Chief Counsel (Passthroughs and Special Industries), the Associatc Chicf Counsel (Procedure 
and Administration), and the Division Counsel/Associate Chief Counsel (Tax Exempt and Gov
ernmcnt Entities) issue technical advice memoranda (TAMs) and technical expedited advice 
memoranda (TEAMs) to a director or an Appeals area director. It also explains the rights a 
taxpayer has when a field office rcquests a TAM or a TEAM . 

. 01 The Internal Revenue Service includes four operating divisions that are responsible for 
meeting the needs of taxpayers: 

(I) Large and Mid-Size Business Division (LMSB), which generally serves corporations, 
including S corporations, and partnerships with assets in excess of $10 million; 

(2) Small Business/Self-Employed Division (SB/SE), which generally serves corporations, 
including S corporations, and partnerships with assets less than or equal to $10 million; estates 
and trusts; individuals filing an individual federal income tax return with an accompanying 
Schedule C (Profit or Loss From Business (Sale Proprietorship), Schedule E (Supplemental 
Income and Loss), or Schedule F (Profit or Loss From Farming), or Form 2106 (Emplovee 
Business Expenses) or Form 2106-EZ (Unreimbursed Employee Business Expenses); and in
dividuals with international tax returns; 

(3) Wage and Investment Division (W &1), which generally serves individuals with wage 
and investment income only and with no international tax returns; and individuals filing an 
individual federal income tax return without an accompanying Schedule C, E. or E or Form 
2106 or Form 21 06-EZ; and 

(4) Tax Exempt and Government Entities Division (TE/GE), \V'hich generally serves three 
distinct taxpayer segments: employee plans, exempt organizations, and government entitie~. 

Sec. 1.01 
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Taxpa)'er participation not 
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Delegation of authority 
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.02 A TAM or a TEAM should be requested when there is a lack of uniformity regarding the 
di.'position of an issue or when an issue is unusual or complex enough to \\arrant consideration 
by an Associate office. This rewnue procedure applies only to a case under the jurisdiction of 
a director or an Appeals area director. A TAM or a TEAM may also be requested on issues 
considered in a prior Appeals dispositIon. not based on mutual concessions for the same tax 
period of the same taxpayer, if the field office that had the case concurs with the request. Once 
an issue is identified, all requests for a TAM or a TEAM should be made at the earliest possible 
stage In any proceeding. The fact that the issue is raised late in the examination or appeals 
process should not intluence the field office's decision to request a TAM or a TEAM . 

. 03 Although taxpayer participation during all stages of the process is preferred. it is not 
required in order to request technical advice. In the event that multiple taxpayers will be af 
fected by the advice (e.g .. subject matter of the request involves a transaction between mUltiple 
taxpayers). the Associate office can issue a single TAM or TEAM. but only if each taxpayer 
agrees to participate in the process. In the event that a taxpayer chooses not to participate in a 
request for a TEAM. the request will usually be treated as a request for a TAM. In genera\. all 
parties must agree that the TEAM procedures are appropriate, with the following two excep
tions: 

( l) Any request in which the Associate office considers whether a letter ruling should be 
revoked or modified because the field office has deterrnined that there are material differences 
from the controlling facts on which the original ruling was based will be treated and processed 
as a request for a TEAM without the need for consensus among the field office. taxpayer, 
and Associate office. See section 11.03 of Rev. Proc. 2006-1. The taxpayer's views will be 
considered if submitted. 

(2) Any request for a TEAM that involves. as described in § 611O(g)(5)(A), a matter that 
is the subject of, or is otherwise closely related to, a criminal or civil fraud investigation, or a 
jeopardy or termination assessment may be treated and processed as a TEAM without telling 
the taxpayer about the referral of issues, providing copies of the arguments submitted, or re
questing the participation of the taxpayer. 

.04 The provisions of this revenue procedure are applicable in situations in which the author
ity normally exercised by the director or the Appeals area director has been properly delegated 
to another official. 

.OS This revenue procedure is updated annually as the second revenue procedure of the year, 
but may be modified or amplified during the year. 

For purposes of this revenue procedure-

(I) any reference to "director" refers to the Director, Field Operations, LMSB for the tax
payer's industry; the Territory Manager, Field Compliance, SB/SE; or the Director, Compli
ance, W &1. as appropriate, or, when appropriate, the Director, International, LMSB; the Di
rector, Employee Plans Examinations; the Director, Exempt Organizations Examinations; the 
Director, Federal. State & Local Governments; the Director, Tax Exempt Bonds; or the Direc
tor, Indian Tribal Governments; 

(2) any reference to "Appeals area director" refers to an Appeals Area Director; 

(3) any reference to "territory manager" refers to a territory manager, LMSB; a territory 
manager. examination, SB/SE; or the Director, Compliance. W &1. as appropriate, and, in
cludes. when appropriate. the Employee Plans Examinations Area manager: the Exempt Or
ganiLalions Examinations Area manager; the Employee Plans Determinations manager; the 
Exempt Organizations Determinations manager: the group manager, Federal, State & Local 
Governments; the manager. field operations. Tax Exempt Bonds: or the group manager, In
dian Tribal Governments; the territory manager, Estate and Gift Tax Examination, SB/SE; the 
territory manager, Excise Tax Examination, SB/SE; the territory manager. Employment Tax 
Examination. SB/SE: or the territory manager. International Examination, SB/SE: 



SECTION 3, WHAT IS THE 
DIFFERENCE BETWEEN 
TECHNICAL ADVICE AND 
TECHNICAL EXPEDITED 
ADVICE'! 

(4) any reference to "Appeals officer" includes, when appropriate, an Appeals team case 
leader; 

(5) the term "taxpayer" includes any person subject to any provision of the Internal Revenue 
Code (including an issuer of § 103 obligations) and, when appropriate, their representatives; 

(6) the term "Associate office" refers to the Office of Associate Chief Counsel (Corporate), 
the Office of Associate Chief Counsel (Financial Institutions and Products), the Office of As
sociate Chief Counsel (Income Tax and Accounting), the Office of Associate Chief Counsel 
(International), the Office of Associate Chief Counsel (Passthroughs and Special Industries), 
the Officc of Associate Chief Counsel (Procedure and Administration), or the Office of Divi
sion Counsel/Associate Chief Counsel (Tax Exempt and Government Entities), as appropriate: 

(7) the term "field office" refers to examination or Appeals personnel; 

(8) the term "Division Counsel Headquarters" refers to any attorney with the Headquarters 
of LMSB, SB/SE, W &1, or TE/GE; and 

(9) the term "field counsel" refers to any attorney with LMSB, SB/SE, or TE/GE who is not 
a member of Division Counsel Headquarters. 

'Technical advice" means advice in the form of a memorandum (hereinafter referred to as 
a TAM) furnished by an Associate office upon the request of a director or an Appeals area 
director. submitted in accordance with the provisions of this revenue procedure, in response to 
any technical or procedural question that develops during any proceeding on the interpretation 
and proper application of tax law. tax treaties, regulations, revenue rulings, notices, or other 
precedents published by the Associate office to a specific set of facts. Such proceedings in
clude: (I) the examination of a taxpayer's return: (2) the consideration of a taxpayer's claim 
for credit or refund: (3) any matter under examination or in appeals pertaining to tax-exempt 
bonds, tax credit bonds, or mortgage credit certificates; and (4) any other matter involving a 
specific taxpayer under the jurisdiction of the territory manager or the Appeals area director. 
They also include processing and considering nondocketed cases in a field office but do not 
include docketed cases in which the issue involves the taxpayer (or a related taxpayer within 
the meaning of § 267 or a member of an affiliated group of which the taxpayer is also a member 
within the meaning of § 1504) for any taxable year. 

"Technical expedited advice" means technical advice issued in an expedited manner (here
inafter referred to as a TEAM). Subject to agreement among the taxpayer, field office, field 
counsel, and the Associate otlicc, any issue eligible for a TAM can be submitted for TEAM 
treatment. A TEAM has several characteristics that are different from a TAM, including the 
following: taxpayer participation in the mandatory pre-submission conference (section 8.0 I), 
(except for the two situations in section 1.03 where taxpayer concurrence is not required for 
TEAM procedures); in the event of a tentatively adverse conclusion to the taxpayer or the 
field, a conference of right will be offered to the taxpayer and the field (section 11.02); and 
once the conference of right is held, no further conferences will be offered (section 11.05), The 
procedures associated with the issuance of a TEAM help expedite certain aspects of the TAM 
process and eliminate some of the requirements that may delay or frustrate the TAM process. 

TAMs and TEAMs help Service personnel dose cases and also help establish and maintain 
consistent technical positions throughout the Service. TAMs and TEAMs are issued only on 
dosed transactions and do not address hypothetical situations. A director or an Appeals area 
director may raise an issue in any tax period, even though a TAM or a TEAM may have been 
requested and furnished for the same or similar issue for another tax period. 

Neither TAMs nor TEAMs include oral or written legal advice furnished to the field otlice, 
other than advice furnished pursuant to this revenue procedure. In accordance with section 
7.02 of this revenue procedure, a taxpayer's request for referral of an issue to the Associate 
office for a TAM or a TEAM will not be denied merely because the Associate office has already 
provided legal advice. other than advice furnished pursuant to this revenue procedure, 10 the 
field office on the matter. 

Sec, 3 
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SECTION ~. 0\1 WHAT ISSUES 
MAY TAMs OR TEA:\ls BE 
REQUESTED U\lDER THIS 
PROCEDURE"? 

SECTION 5. ON WHAT ISSUES 
VWST TAl\ls OR TEAMs 
BE REQllESTED llNDER 
DIFFERENT PROCEDURES"? 

Alcohol, tobacco, and firearms 
taxes 

Tax exempt and government 
entities 

Farmers' cooperatives 

SECTION 6. WHEN SHOULD 
A TAM OR A TEAM NOT BE 
REQUESTED"? 

§ 301.9100 requests 

Frivolous issues 

Sec. 4 
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This reyenue procedure applies to requests for TAMs or TEAMs on any issue under the 
.Jurisdiction of the Associate offices. See section 3 of Rev. Prnc. 2006-1. this Bulletin. for a 
description of the principal suhject matters of each office. 

.01 The procedures for ohtaining a TAM or a TEAM specifically applicable to federal alco
hol. tohacco. and firearms taxes under subtitle E of the Code are currently under the jurisdiction 
of the Alcohol and Tobacco Tax and Trade Bureau of the Treasury Department. 

.02 The procedures for obtaining a TAM or a TEAM specifically on issues under the juris
diction of the Commissioner. Tax Exempt and Government Entities Division. are found in Rev. 
Proc. 2006-5. this Bulletin. The procedures under Rev. Proc. 2006-2 (this revenue proce
dure) must be followed to obtain a TAM or a TEAM on issues pertaining to tax-exempt bonds, 
Indian tribal governments, federal, state, or local governments, mortgage credit certificates. 
and deferred compensation plans under § 457 . 

. 03 Even though the Associate Chief Counsel (Passthroughs and Special Industries) has ju
risdiction for issuing TAMs and TEAMs under § 521, the procedures under Rev. Proc. 2006-5, 
this Bulletin, and Rev. Proc. 90-27. 1990-1 C.B. 514, must be followed. 

.01 A request for an extension of time for making an election or other application for relief 
under § 301.9100-3 of the Procedure and Administration Regulations is not submitted as a 
request for a TAM or a TEAM; instead, the request is submitted as a letter ruling request even 
if the request is submitted after the examination of the taxpayer's return has begun or after the 
issues in the return are being considered in Appeals or a federal court. Therefore, a § 301.9100 
request should be submitted pursuant to Rev. Proc. 2006-1 (including the payment of the 
applicable user fee listed in Appendix A of Rev. Proc. 2006-1). 

.02 For purposes of this revenue procedure, a "frivolous issue" is one without basis in fact 
or law. or that espouses a position that has been held by the courts to be frivolous or groundless. 
Examples of frivolous or groundless issues include, but are not limited to: 

( I) frivolous "constitutional" claims, such as claims that the requirement to file tax returns 
and pay taxes constitutes an unreasonable search harred by the Fourth Amendment; violates 
Fifth and Fourteenth Amendment protections of due process; violates Thirteenth Amendment 
protections against involuntary servitude; or is unenforceable because the Sixteenth Amend
ment does not authorize non apportioned direct taxes or was never ratified; 

(2) claims that income taxes arc voluntary. that the term "income" is not defined in the 
Internal Revenue Code. or that the preparation and filing of income tax returns violates the 
Paperwork Reduction Act; 

(3) claims that tax may be imposed only on coins minted under a gold or silver standard or 
that receipt of Federal Reserve Notes does not cause an accretion to wealth; 

H) claims that a person is not taxable on income because he or she falls within a class 
entitled to "reparation claims" or an extra-statutory class of individuals exempt from tax (for 
example. "free-horn" individuals); 

(5) claims that a taxpayer can refuse to pay taxes on the hasis of opposition to certain gov
ernmental expenditures; 



A director may not request a 
TAM or a TEAM if Appeals is 
currently considering the identical 
issue for the same taxpayer 

Issues in docketed cases 

Collection issues 

Alternate forms of legal advice 

SECTION 7. WHO IS 
RESPONSIBLE FOR 
REQUESTING THE ADVICE? 

Field office determines whether to 
request a TAM or a TEAM 

(6) claims that taxes apply only to federal employees; only to residents of Puerto Rico. 
Guam, the U.S. Virgin Islands, the District of Columbia, or "federal enclaves" ; or that §§ 861 
through 865 or any other provision of the Internal Revenue Code imposes taxes on U.S. citizens 
and residents only on income derived from foreign-based activities; 

(7) claims that wages or personal service income arc not "income." are "nontaxable re
ceipts," or "are a nontaxable exchange for labor" ; 

(8) claims that income tax withholding by an employer on wages is optiona\; or 

(9) other claims the courts have characterized as frivolous or groundless. 

.03 A case remains under the jurisdiction of the director even though Appeals has the iden
tical issue under consideration in the case of another taxpayer (not related within the meaning 
of § 267 or a mcmber of an affiliated group of which the taxpayer is not also a member within 
the meaning of § 1504) in a different transaction. With respect to the same taxpayer or the 
same transaction. when the issue is under the jurisdiction of Appeals and the applicability of 
more than one kind offederal tax is dependent upon the resolution of that issue, a director may 
not request a TAM or a TEAM on the applicability of any of the taxes involved. 

A field office may not request a TAM or a TEAM on an issue if the same issue of the same 
taxpayer (or of a relatcd taxpayer within the meaning of § 267 or a member of an affiliated 
group of which the taxpayer is also a member within the meaning of § 1504) is in a docketed 
case for any taxable year. If a case is dockctcd for an estate tax issue of a taxpayer while a 
request for a TAM or a TEAM on the same issue of the same taxpayer is pending, the Asso
ciate office may issue the TAM or the TEAM only if the appropriate Appeals officer and field 
counsel agree, by memorandum. to the issuance of the TAM or the TEAM. 

.04 A field office may not request a TAM or a TEAM on an issue if the same issue is involved 
in a docketed case for the same or related taxpayer for any taxable year. 

.05 The Associate Chief Counsel (Procedure and Administration) does not issue TAMs or 
TEAMs on matters arising under the Internal Revenue Code and related statutes and regulations 
that involve the collection of taxes (including interest and penalties) . 

. 06 The assigned Associate office attorney and reviewer should consider whether a TAM 
or a TEAM is the best format for thc legal advice. In some cases. drafting a lengthy written 
analysis may delay delivery of the conclusion. In addition, in some cases, published general 
guidance may be appropriate. See section 10.04 of this revenue procedure. 

.01 The field office determines whether to request a TAM or a TEAM on an issue. Re
quests generally originate with the examining agent or Appeals officcr assigned to the case, 
are submitted through the supervisory chain. and must be approved in writing by the director 
or equivalent official in the respective operating divisions or by the Appeals area dircctor (or 
by someone with the delegated authority to approve on their behalf) before submission to the 
Associate office. Exam or Appeals personnel. however, should also request advice from field 
counsel on issues involved in cases under their jurisdiction prior to requesting a TAM or a 
TEAM. If, during the discussion of an issue with an examining agent or Appeals officer. field 
counsel believes that an issue warrants consideration as a TAM or a TEAM, field counsel may 
make a written or oral request to the examining agent or Appeals officer that the issue be re
ferred to the Associate office for a TAM or a TEAM. If. after considering a request that an issue 
be submitted for a TAM or a TEAM. the examining agent or Appeals officer disagrees with 
the request, the field counsel may rcquest reconsideration of the denial through the appropriate 
supervisory chain. 

Sec. 7.01 
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Taxpayer may ask that an issue be 
referred for a TAM or a TEAM: 
Territory manager or Appeals 
area director determines whether 
a TAM or a TEAM will be sought 

Territory manager's or Appeals 
area director's decision may be 
reviewed hut not appealed 

Sec. 7.01 
96 2006-1 C.B. 

Prior to making a final determination regarding whether to request a TAM or a TEAM, 

and prior to the pre-SUbmission conference. the field office must coordinate with, and request 
advice from. field counsel. 

Before submission of a TAM or a TEAM request to the Associate office. and before the 
pre-submission conference, the field office should submit the TAM or the TEAM request to an 

Associate Area Counsel for the Associate Area Counsel to provide his or her views in order to 
help determine whether to submit the TAM or the TEAM request to the Associate office. 

As discussed in section 1.03 of this revenue procedure, if a director or Appeals area director 

rcque~ts a TAM, taxpayer cooperation is not required. Accordingly. the taxpayer cannot appeal 

the decision to seek a TAM. In contrast as discussed in section 8.02 of this revenue procedure, 

if a director or Appeals area director requests a TEAM, the field office, the taxpayer, and the 

Associate office must all agree that the TEAM procedures are appropriate, except for the two 
situations discussed above in section 1.03 of this revenue procedure. Thus, in general, if a 

taxpayer does not want an i,sue to he referred to the Associate office for a TEAM, the request 

for advice will be treated as a request for a TAM for which taxpayer agreement is not required . 

. 02 While a case is under the jurisdiction of a director or Appeals area director, a taxpayer 
may request that an issue be referred to the Associate office for a TAM or a TEAM. The request 

may be oral or written and should be directed to the examining agent or Appeals officer. 

If the examining agent or Appeals officer concludes that a taxpayer's request for referral of 
an issue to the Associate office for a TAM or a TEAM does not warrant referral, the examining 
agent or Appeals officer will notify the taxpayer. A taxpayer's request for such a referral will 

not be denied merely because the Associate office provided legal advice, other than advice 
furnished pursuant to this revenue procedure, to the field office on the matter. The taxpayer 
may appeal the decision of the examining agent or Appeals officer not to request a TAM or a 

TEAM. To do so. the taxpayer must submit to that officer, within ten calendar days after being 
notified of the decision, a written statement of the facts, law, and arguments on the issue and 
the reasons why the taxpayer believes the matter should be referred to the Associate office for 
a TAM or a TEAM. A taxpayer who needs more than ten calendar days must justify in writing 
the request for an extension of time. The extension is subject to the approval of the territory 
manager or the Appeals area director. 

The examining agent or Appeals officer submits the taxpayer's statement through appro
priate channels to the territory manager or the Appeals area director along with the examining 
agent's or Appeals officer's statement of why the issue should not be referred to the Associate 
office. The territory manager or the Appeals area director determines on the basis of the state
menh whether a TAM or a TEAM will be requested. 

If the territory manager or the Appeals area director determines that a TAM or a TEAM 
is not warranted and proposes to deny the request, the taxpayer is told in writing about the 
determination. In the letter to the taxpayer, the territory manager or the Appeals area director 
states the reasons for the proposed denial (except in unusual situations when doing so would be 
prejudicial to the best interests of the Government). The taxpayer has ten calendar days after 

receiving the letter to notify the territory manager or the Appeals area director of agreement 
or disagreement with the proposed denial. If the taxpayer does not respond within ten calen
dar day~ after receiving the letter, the lack of response will be deemed as agreement with the 
proposed denial. 

.03 The taxpayer may not appeal the decision of the territory manager or the Appeals area 
director not to request a TAM or a TEAM. If the taxpayer does not agree with the proposed 
denial. all data on the issue for which a TAM or a TEAM has been sought, including the tax
payer's written request and statements, will be submitted for review to the Industry Director, 
LMSB: the Examination Area Director, SB/SE; the Director, Compliance, W &1; the Direc
tor. International. LMSB: the Director, Federal, State & Local Governments; the Director, Tax 
Exempt Bonds: the Director, Indian Tribal Governments: or the Appeals Director, Technical 

Services. as appropriate. 



Special review procedures 
applicable to frivolous issues 

SECTION 8. HOW ARE 
PRE-SUBMISSION 
CONFERENCES SCHEDULED? 

Pre-submission conferences are 
required for all requests for advice 

Purpose of a pre-submission 
conference 

Review of the proposed denial will be based solely on the written record: no conference will 
be held with the taxpayer or the taxpayer's representative. The party responsible for review 
may consult with the Associate office, if neces~ary, and will notify the field office \vithin 45 
calendar days of receiving all the data regarding the request for a TAM or a TEAM whether 
the proposed denial i~ approved or disapproved. The field office will then notify the taxpayer. 

While the matter is being reviewed, the field office will suspend action on the issue (except 
when the delay would prejudice the Government's interests). 

.04 If the request for a TAM or a TEAM concerns a "fri volous issue," as descri bed in section 
6.02 of this revenue procedure, a TAM or a TEAM will not be given, and the examining agent 
or Appeals officer will deny the taxpayer's request for referral. The taxpayer may appeal the 
decision of the examining agent or Appeals officer. If the territory manager or the Appeals area 
director determines that no TAM or TEAM will be sought, an expedited review procedure will 
he followed. This expedited review procedure will consist of the following: 

(I) the territory manager or the Appeals area director will inform the appropriate official (the 
Industry Director. LMSB; the Examination Area Director, SB/SE; the Director, Compliance, 
W &1; the Director, International, LMSB; the Director, Federal, State, and Local Governments; 
the Director. Tax Exempt Bonds: the Director, Indian Tribal Governments; the Appeals Direc
tor, Technical Services; the Chief. Employment Tax Examination, SI3/SE; the Chief. Estate 
and Gift Tax Examination, SB/SE; the Chief, Excise Tax Examination, SB/SE; or the Chief, 
International Examination, SB/SE) of the request for review and the basis for the denial. but 
will not forward the taxpayer's written request and statements, unless requested to do so by 
the official; 

(2) the field office will not suspend action on the issue; 

(3) within IS calendar days, the official will notify the territory manager or Appeals area 
director whether the proposed denial is approved or disapproved. The official may also deter
mine that the expedited process is not warranted and request all of the information supplied by 
the taxpayer and allow suspension of action on the item while the denial is reviewed; and 

(4) the field office will notify the taxpayer in writing of the result of the review of the denial. 

.01 In an effort to promote expeditious processing of a request for a TAM or a TEAM. a 
pre-submission conference is mandatory. The Associate office must confer with the field office 
and field counsel (and in some cases the taxpayer) prior to the time a request for a TAM or a 
TEAM is submitted to the Associate office. If a request for a TAM or a TEAM is submitted 
without first holding a pre-submission conference. the request for advice will be returned to 
the requesting party. A request for a pre-submission conference should be made only after 
the field office determines that it likely will request a TAM or a TEAM. Before requesting a 
pre-submission conference. the field office mu~t contact the taxpayer and afford the taxpayer 
an opportunity to participate in the process by permitting the taxpayer to prepare a statement 
in accordance with section 8.04 of this revenue procedure. Although taxpayer participation 
in the conference is not required for a TAM, it is required for a TEAM (except for the two 
situations described in section 1.03 of this revenue procedure where taxpayer agreement is not 
a prerequisite for a TEAM). If the request for a TAM or a TEAM will include issues requiring 
the involvement of more than one Associate office. representatives from each Associate office 
involved must participate in the pre-~ubmission conference . 

. 02 A pre-submission confercncc is intended to facilitate agreement betwecn the partie~ 
as to the appropriate scope of the request for a TAM or a TEAM. the factual information and 
documents to be included in the request. any collateral issues that either should or should not he 
included in the request, and any other substantive or procedural considerations that will allow 
the Associate office to provide the parties with a TAM or it TEAM as expeditiously as possihle. 
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conference must he submitted in 
writing by the field office 

Certain information required to 
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A pre-submission conference is not intended to create an alternatiYe procedure for determining 
the merits of the substantive positions advocated by the field office or by the taxpayer. 

During the pre-submission conference, the parties should determine \\hether the issuers) is 
appropriate for a TEAM The parties should discuss the framing of the issuers), what back
ground information and documents are required and when the request for TAM or TEAM will 
be submitted to the Associate office, Where more than one Associate office will be involved in 
responding to a proposed TEAM, each must agree that the request is suitable for TEAM pro
cedures and that the necessary coordination can be provided within the TEAM time frames. 

If the parties do not agree that the TEAM procedures are appropriate, then the request will 
be processed subject to the procedures in this revenue procedure for a TAM, except that tax
payer agreement is not required for the two situations described in section 1.03 of this revenue 
procedure . 

. 03 A request for a pre-submission conference for a TAM or a TEAM must be submitted in 
writing by the field office. The request should identify the Associate office expected to have 
jurisdiction over the request for a TAM or a TEAM. The request should include a brief ex
planation of the primary issue so that an assignment to the appropriate branch of an Associate 
office can be made. The field office is required to coordinate with field counsel regarding all 
pre-submission conferences, regardless of whether a TAM or a TEAM is being requested. If the 
request is submitted by Appeals, field counsel assignments will be subject to the ex parte rules 
set forth in section 1001(a)(4) of the Internal Revenue Service Restructuring and Reform Act 
of 199X, Pub. L. No. 105-206, and Rev. Proc. 2000-43,2000-2 C.B. 404. If the request in
volves a designated issue, an issue under the office of the Director, ATAT Examination, SB/SE, 
an issue under the office of the Director, OTSA, LMSB, or an industry issue under the Office 
of Pre-Filing and Technical Guidance, LMSB, the field office and field counsel are strongly 
encouraged to coordinate with the technical advisor and field counsel contact. If the request is 
from Appeals and involves a coordinated issue or emerging issue under the Appeals Industry 
Specialization Program (lSP) or Appeals Coordinated Issue (ACl) Program, the Appeals offi
cer mu.~t coordinate with the Appeals ISP/ACI Coordinator. 

The field office requests pre-submission conferences for both TAMs and TEAMs by having 
their field counsel transmit the request by email to the TSS45 10 email box. Counsel must 
send this request to take advantage of the firewall protection for interoffice email within Chief 
Counsel. The TSS45 I 0 email box cannot accept encrypted mail. Alternatively, the request 
may be sent by fax to the Technical Services Support Branch at 202-622-4817; the director 
or Appeals area director must also confirm the request in writing to the Technical Services 
Support Branch. Email or fax may be used to confirm the request. The Associate office will 
confirm receipt of the fax within one working day after receiving the fax. 

.04 Prior to the scheduled pre-submission conference, the field office and the taxpayer must 
share proposed statements of the pertinent facts (induding any facts in dispute); statements of 
the issues that the parties would like to discuss; and any legal analysis, authorities, or back
ground documents that the parties believe would facilitate the Associate office's understanding 
of the issues to be discussed at the conference. After drafting the statements of the issues and 
facts, and prior to the scheduled pre-submission conference, the field office and the taxpayer 
must submit to the Associate office the statements of the pertinent facts and the statements of 
the issues that the parties would like to discuss. The legal analysis provided for the pre-submis
sion conference need not be as fully developed as the analysis that ultimately will accompany 
the request for a TAM or a TEAM, but it should allow the Associate office to become rea
sonably informed regarding the subject matter prior to the conference. The field office or the 
taxpayer should ensure that the Associate office receives a copy of any required power of at
torney, preferably on Form 2X48, Power of Attorney and Declaration of Representative (Rev. 
March 2004). 

If the pre-submission conference pertains to a request for a TAM, the assigned branch of 
the Assuciate office must receive the pre-submission materials at least ten working days prior 
to the conference. 



Manner of transmitting 
pre-submission materials 

Associate office attorney will 
contact the field office and 
field counsel to arrange the 
pre-submission conference 

Pre-submission conferences for 
TAMs and TEAMs generally 
conducted by telephone 

Pre-submission conference may 
not be taped 

Discussion of substantive issues is 
not binding on the Service 

If the pre-submission conference pertains to a request for a TEAM. the assigned branch 
of the Associate office must receive the pre-submission materials at least five calendar days 
before the conference. Failure to timely submit pre-submission materials will result in the case 
being processed as a TAM rather than a TEAM. 

.05 Regardless of whether the pre-submission conference pertains to a request for a TAM 
or a TEAM, in order to obtain the protection of taxpayer information offered by the Chief 
Counsel Intranet "firewall," the pre-submission materials must be electronically transmitted 
by field counsel to TSS4510. Thus, the field office must work with field counsel to submit 
the required materials via email to TSS4SlO. TSS4Sl0 will make sure the pre-submission 
materials get delivered to the Associate office assigned to the request for a pre-submission 
conference. Copies of the taxpayer statement of deletions, penalties of perjury statement and 
Form 2848, Power of Attorney and Declaration of Representatil'e (Rev. March 2004), if not 
electronically available, should be transmitted by fax to the Associate office attorney assigned 
to the case. 

The field office should send the original of the materials sent by fax, and any supporting 
materials that cannot reasonably be transmitted electronically, to the Associate office attorney 
assigned to the case by express mail or private delivery service in order to avoid any delays in 
regular mail. 

.06 If a TEAM is requested, the branch of the Associate office assigned responsibility for 
conducting the pre-submission conference will contact the field office and field counsel within 
two working days of receiving the request to schedule the conference. The conference will 
be held within 15 calendar days of the assigned branch's call to the field. Because taxpayer 
participation in the pre-submission conference is required, the field office is responsible for 
coordinating with the taxpayer as well as any other Service personnel whose participation in 
the conference the field office believes would be appropriate. 

If a TAM is requested, or if it is unclear whether the request is for a TAM or a TEAM, the 
branch of the Associate office assigned responsibility for conducting the pre-submission con
ference will contact the field office and field counsel within five working days after it receives 
the request to arrange a mutually convenicnt time for the parties to participate in the confer
ence. The conference generally should be held within 30 calendar days after the field office is 
contacted . 

. 07 Generally, pre-submission conferences for TAMs and TEAMs will be held by telephone, 
unless the parties specifically request a meeting in person. In no event will a request for an 
in-person pre-submission conference on a TEAM be allowed to delay the conference beyond 
the IS-day period set forth above in section 8.06 of this revenue procedure . 

• 08 Because pre-submission conference procedures are informal, no tape, stenographic, or 
other verbatim recording of a conference may be made by any party. 

.09 Any discussion of substantive issues at a pre-submission conference is advisory only, is 
not binding on the Service in general or on the Office of Chief Counsel in particular, and cannot 
be relied upon as a basis for obtaining retroactive relief under the provisions of § 780S(b). 
During the pre-submission conference, the Office of Chief Counsel may raise new issues or 
reach an answer without addressing any of the issues submitted by the agent and the taxpayer. 
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than English; and statement 
regarding interpretation of an 
income or estate tax treat~· 
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.Ill Whether initiated by the taxpayer or by a ficld office. a request for a TAM or it TEAM 
must include the facts and the issues for which adYice is requested: a \\Titten statement clearly 
~tating the applicable law and the arguments in support of both the Sen' icc' s and the taxpayer's 
positions on the issue or issue,; the information required in sectiolls l).O I (-1-) and 9.0 I (5) of this 
re\ enlle procedure. if applicable: and the written statement required in section 9,01(6) of this 
rewnlle procedure. If applicable. 

Prior to submitting a request for the TAM or the TEAM, the party initiating the request, 
whether the field or the taxpayer, mLlst prepare a statement of facts, The field and the taxpayer 
should haw discussed the pertinent facts and issLles, prior to preparing this factual statement. 
during the pre-submission conference. 

If the field initiates the request. the examining agent or Appeals officer will prepare the fac
tual statement with the assistance of field counsel. The taxpayer will have ten calendar days to 
respond to the field's statement by providing to that officer a written statement specifying any 
disagreement on the facts and issues. A taxpayer who needs more than ten calendar days must 
justify in writing the request for an extension of time, subject to the approval of the telTitory 
manager or the Appeals area director. If the taxpayer initiates the TAM or thc TEAM request, 
the taxpayer prepares the factual statement and providcs it to the appropriate field office. The 
Service will notify the taxpayer in writing of any areas of disagreement. The taxpayer has ten 
calendar days after receiving the written notice to reply. A taxpayer who needs more than ten 
calendar days must justify in writing the request for an extension of time, subject to the ap
proyal of the territory manager or the Appeals area director. 

If the taxpayer and the field continue to disagree over the factual statement, the parties will 
have ten calendar days to attempt to resolve the disagreements. This 10-day period begins ei
ther when the field receives the taxpayer's written notification of disagreement with the field's 
factual statement (in the case of a field-initiated TAM or TEAM), or when the field receives the 
taxpayer's written reply to the field's written notification of disagreement with the taxpayer's 
factual statement (in the case of a taxpayer-initiated TAM or TEAM). Within five calendar days 
of the expiration of the IO-day period or the day that factual agreement is reached, whichever 
is earlier. the TAM or the TEAM request will be forwarded to the Associate office, If there 
is no agreement on the facts, the taxpayer must submit a statement of facts to the field office, 
and both sets of facts will be forwarded to the Associate office. The Associate office will, as 
discussed below in section 12.12 of this revenue procedure, issue a TAM or a TEAM on each 
set of facts. The field. with the assistance of field counsel. will prepare a memorandum for 
the Associate office highlighting the material factual differences, and provide a copy to the 
taxpayer. This memorandum will be forwarded with the initial request for a TAM or a TEAM. 

If there is no agreement on the facts. the taxpayer's set of facts must be accompanied by 
the following declaration: "tinder penalties of perjury, I declare that I have examined this 
information, including accompanying documents. and, to the best of my knowledge and 
belief. the information contains all the relevant facts relating to the request for technical 
advice (or technical expedited advice), and such facts are true, correct, and complete." 
This declaration must be signed in accordance with the requirements in section 7.0I(lS)(b) 
of Re\'. Proc. 2006-\. The taxpayer must submit thIS declaration to the field office so that 
the field office can include the declaration when submitting the TAM or the TEAM request to 
TSS-1-SIO. 

To facilitate prompt action on TAM and TEAM requests. the taxpayer is encouraged to 
request that, if the Service requests additional information from the taxpayer, the Service do 
so by telephone or fax. 

(1) If taxpawr initiates the request for a TAM or a TEAM, taxpayer must submit writ
ten statement: copy of relevant foreign laws, and certified English translations of docu-



ments in a language other than English. If the taxpayer initiates the request for a TAM or 
a TEAM. the taxpayer must submit to the examining agent or Appeals officer. at the time the 
taxpayer initiates the request: 

(a) a written statement-
(i) slating the facts and the issues; 
(ii) explaining the taxpayer's position; 
(iii) discussing any relevant statutory provisions. tax treaties. court decisions. regula

tions, revenue rulings. revenue procedures, notices, or any other authority supporting the tax
payer's position; and 

(iv) stating the reasons for requesting technical advice or technical expedited advice: 

(b) the information required in sections 9,0 I (4) and 9,0 1(5) of this revenue procedure with 
respect to the submission of a copy of relevant foreign laws and certified English translations 
of documents in a language other than English, if applicable; and 

(c) the written statement required in section 9.01(6) of this revenue procedure with respect 
to the interpretation of a substantive provision of an income or estate tax treaty. if applicable, 

If the examining agent or Appeals officer determines that a TAM or a TEAM will be 
requested, the taxpayer's statement, including the information required in sections 9.01(4), 
9.01(5), and 9.01(6) of this revenue procedure, will be forwarded to the Associate office with 
the request for a TAM or a TEAM. As described in section 8.01 of this revenue procedure, the 
field office must first schedule a pre-submission conference prior to submitting the request 
for a TAM or a TEAM. When forwarding the taxpayer's statement to the Associate office. the 
examining agent or Appeals officer must also provide a copy to field counsel. 

(2) If the Service initiates the request for a TAM or a TEAM, taxpayer is encouraged to 
submit written statement, copy of relevant foreign laws, and certified English translations 
of documents in a language other than English. If the request for a TAM is initiated by a 
field office, the taxpayer is encouraged to submit a written statement explaining the taxpayer' s 
position and discussing relevant statutory provisions, court decisions, regulations. revenue rul
ings, revenue procedures, notices or any other authority supporting the taxpayer's position. If 
the taxpayer chooses to submit this statement and information, the taxpayer must submit this 
statement and information to the field office within 21 calendar days after the taxpayer recei ves 
a copy of the TAM request. 

As set forth in section 10.07 of this revenue procedure, the taxpayer will be given an op
portunity to submit a statement and information if a request for a TAM is submitted without 
taxpayer participation. 

If the request for a TAM is prepared without the taxpayer' s cooperation. the Associate office 
will nonetheless process the request, as neither factual agreement nor taxpayer participation are 
required. A request for a TEAM that falls into one of the two exceptions discussed in section 
1.03 of this revenue procedure will be processed without a statement and information from the 
taxpayer. Any request for a TEAM that is not governed by those two exceptions will he treated 
as a request for a TAM and the taxpayer will be given an opportunity to submit a statement and 
information in accordance with section 10.07 of this revenue procedure. 

(3) Statement of authorities contrary to taxpayer's position. Whether the request for a 
TAM or a TEAM is initiated by the taxpayer or by a field office. the taxpayer is also encour
aged to comment on any legislation (or pending legislation). tax treaties. regulations. revenue 
rulings, revenue procedures. or court decisions contrary to the taxpayer's position. If the tax
payer determines that there are no contrary authorities, the taxpayer should include with the 
TAM or the TEAM submission a statement to this effect. 

(4) Relevant parts of all foreign laws. Whether initiated by the taxpayer or by a field 
office. a request for a TAM or a TEAM, and other statements forwarded to the Associate of
fice with the request. must include a copy of the relevant parts of all foreign laws. including 
statutes, regulations. administrative pronouncements, and any other relc\'ant I<'gal authmity 

Sec. 9.01 
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Statement recommending 
information to be deleted from 
public inspection 
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The documents submitted must be in the otlicial language of the country involwd and must 
be copied from an official publication of the foreion 0o\ernment or another widely available. 

<=' <=' 

generally accepted publication. If English is not the official language of the country involved. 
the suhmissllln must also include a copy of an English language version of the relevant parts of 
all foreIgn laws. The translation must be: (a) from an official publication of the foreign gov
ernment or another widely available. generally accepted publication: or (b) a certified English 
translation submitted in accordance with section 9.0 I (5) of this revenue procedure. 

The taxpayer or the fielu office must identify the title and date of publication. including up
dates. of any \\idely availahle. generally accepted publication that it (or its qualified translator) 
uses as a source for the rclcvant parts of the foreign law. 

The taxpayer and the field office are encouraged to inform the Associate office of the im
plications of any authority believed to interpret the foreign law, such as pending legislation, 
treaties. court uecisions. notices, or administrati ve decisions. But under section 10.08 of this 
revenue procedure. the Associate office may refuse to provide a TAM or a TEAM if the inter
pretation of a foreign law or foreign document is a material fact. 

(5) Standards for acceptability of submissions of documents in a language other than 
English and certified English translations of laws in a language other than English. 
Whether initiated by the taxpayer or hy a field office, a request for a TAM or a TEAM, and 
other statcmcnts forwarded to the Associate office with the request, must include an accurate 
and complete certified English translation of the relevant parts of all contracts, wills, deeds, 
agreements, instruments, trust documents, proposed disclaimers, or other documents in a 
language other than English. If thc taxpayer or thc field office chooses to submit certified 
English translations offoreign laws, those translations must be based on an official publication 
of the foreign government or another widely available, generally accepted puhlication. In 
either case, the translation must be that of a qualified translator and must be attested to by the 
translator. The attestation must contain: (a) a statement that the translation submitted is a true 
and accurate translation of the foreign language document or law; (b) a statement as to the 
attestant's qualifications as a translator and as to that attestant's qualifications and knowledge 
regarding tax matters or any foreign law translated if the law is not a tax law; and (e) the 
attestant's name and address. 

(6) Statement regarding interpretation of a substantive provision of an income or estate 
tax treaty. Whether initiated by the taxpaycr or by a field office, a requcst for a TAM or a 
TEAM involving the interpretation of a substantive provision of an income or estate tax treaty 
must include a written statement regarding whether: 

(a) the tax authority of the treaty jurisdiction has issued a ruling on the same or similar issue 
for the taxpaycr. a rclated taxpayer (within the meaning of ~ 267 or a member of an affiliated 
group of which the taxpayer is also a member within the meaning of ~ 1504 (related taxpayer)), 
or any predecessor: 

(b) the same or similar issue for the taxpayer, a related taxpayer, or any predecessor is being 
examined, or has been settled, by the tax authority of the treaty jurisdiction or is otherwise the 
subject of a closing agreement in that Jurisdiction; and 

(c) the same or similar issue for the taxpayer, a related taxpayer, or any predecessor is being 
considered by the competent authority of the treaty jurisdiction. 

.02 The text of TAMs and TEAMs are open to public inspection under § 6110(a). The Ser
vice deletes certain information from the lext before it is made available for inspection. To 
help the Service make the deletions required by § 611O(c), the taxpayer must provide a state
ment indicating the deletions desired ("deletion statement"). If the taxpayer does not submit 
the deletion statement, the director or the Appeals area director will advise the taxpayer that 
the statement is required. In the case of a taxpayer-initiated TAM or TEAM, if the director or 
the Appeals area director does not receive the deletion statement within ten calendar days after 
a~king the taxpayer for it. the director or the Appeals area director may decline to submit the 
request for a TAM or a TEAM. 



Transmittal Form 4463, Request 
for Technical Advice or Technical 
Expedited Advice 

Number of copies of request to be 
submitted 

A taxpayer who wants only names, addresses, and identifying numbers deleted should state 
this in the deletion statement. If the taxpayer wants more information deleted, the deletion 
statement must be accompanied by a copy of the TAM or the TEAM request and supporting 
documents on which the taxpayer should bracket the material to be deleted. The deletion state
ment must indicate the statutory basis under § 611O(c) for each proposed deletion. 

The taxpayer may submit additional deletion statements before the TAM or the TEAM is 
issued. 

The deletion statement must not appear in the request for a TAM or a TEAM but. instead, 
must be made in a separate document. 

The deletion statement must be signed and dated by the taxpayer or the taxpayer's autho
rized representative. A stamped signature or faxed signature is not permitted. 

The taxpayer should follow the same procedures to propose deletions from any additional 
information submitted after the initial request for a TAM or a TEAM. An additional deletion 
statement is not required \vith each submission of additional information if the taxpayer's ini
tial deletion statement requests that only names, addresses, and identifying numbers are to be 
deleted and the taxpayer wants only the same information deleted from the additional infor
mation, 

.03 The field counsel, with whom the TAM or the TEAM request was coordinated as de
scribed in section 8.03 of this revenue procedure, must use Form 4463, Requestj()f' Technical 
Advice or Technical Expedited Adl'ice, for submitting a request for a TAM or a TEAM through 
TSS45 IOta the Associate office. While the field office is responsible for preparing Form 4463, 
field counsel must submit the Form 4463 for a TAM or a TEAM request to the TSS45 10 email 
address. To the extent feasible, the accompanying documents should also be submitted to the 
TSS4510 email address (followed by hard copy upon the request of the assigned branch of the 
Associate office). 

Field counsel should send additional or supporting documents that are not availahle in elec
tronic form by fax to TSS45 I 0 at 202-622-4817 or by express mai I or private deli very service 
to the following address to avoid any delays in regular mail: 

Internal Revenue Service 
Attn: CC:PA:LPD:TSS, Room 5329 
IIII Constitution Avenue, NW 
Washington, DC 20224 

Whenever possible, all documents should contain the case number and name of the As
sociate office attorney assigned to the pre-submission conference for the TAM or the TEAM 
request. Documents that are being sent in hardcopy should be sent on or before the day that 
the request for a TAM or a TEAM is submitted via email.soasnottodelaytheprocess.ltis 
anticipated that most, if not all. such documents will be identified during the pre-submission 
conference. 

The field office must indicate on, or attach to, the Form 4463 the proper mailing address of 
the director or Appeals area director to whom the Associate office is required to mail a copy 
of its reply to the TAM or the TEAM request under section 12.13 of this revenue procedure. 
In addition, the field office must indicate the name of each Associate office attorney involved 
in the pre-submission conference. 

The field and the taxpayer are encouraged to provide electronic versions of a proposed TAM 
or a TEAM containing the taxpayer's deletions and legends for the Associate office's use . 

• 04 The field office must submit three copies of any hard copies of the request for a TAM 
or a TEAM to the address in section 9.03 of this revenue procedure with two copies being 
designated for the Associate office. 

Sec. 9.04 
2006-1 C.B. 103 



Power of attorney 

SECTION 10. HOW ARE 
REQUESTS FOR TAMs AND 
TEAMs HANDLED? 

Determines whether request has 
been properly made 

Field and field counsel notified 

Considers whether the issuers) is 
appropriate for a TEAM 

Sec. 9.04 
104 2006-1 C.B. 

The field office must send one copy of the request for a TAM or a TEAM to the division 
counsel of the operating division that has jurisdiction of the taxpayer' s tax return. 

If the request is from an Appeals office, the field office must send one copy of the request 
for a TAM or a TEAM to the Appeals Director, Technical Services . 

. 05 Any authorized representative. as described in section 7.01( 13) of Re\'. Proc. 2006-1. 
whether or not enrolled to practice. must comply with Treasury Department Circular No. 230 
(31 C.F.R. part 10 (2002)) and with the conference and practice requirements of the Statement 
of Procedural Rules (26 C.F.R. ~~ 601.501-601.509 (2002)). It is preferred that Form 2848. 
POll'£'/' o{Alforner and Declaration of Rcpresclltatil'c (Rev. March 20(4). be used with regard 
to a request for a TAM or a TEAM under this revenue procedure. An original. a copy. or a fax 
transmission of the power of attorney is acceptable so long as its authenticity is not reasonably 
disputed. 

.01 A request for a TAM or a TEAM generally is given priority and processed expeditiously. 
As soon as the request for a TAM or a TEAM is assigned, the Associate office attorney analyzes 
the file to see whether it meets all requirements of sections 7. 8, and 9 of this revenue procedure. 
In addition, the Associate office attorney must analyze the issuers) in the TAM or the TEAM 
request to ensure the request does not conflict with section 6 of this revenue procedure. 

If the request does not comply with the requirements of section 9.02 of this revenue proce
dure relating to the deletion statement. the Service will follow the procedure in the last para
graph of section 10.09 of this revenue procedure . 

. 02 Within five calendar days after the assigned branch in the Associate office receives the 
TAM or the TEAM request, the assigned Associate office attorney will contact the field and 
the field counsel to confirm the receipt of the request for advice. Within this 5-day period, the 
assigned Associate office attorney will also contact the examining agent or Appeals officer, 
field counsel, and the taxpayer (if the taxpayer is participating in the TAM or the TEAM re
quest), to discuss an estimated timetable setting forth how and when a TAM or a TEAM will be 
considered. The assigned Associate office attorney will prepare a work plan that sets forth this 
timetable and share the work plan with all parties, and all parties (except the taxpayer) must 
agree to the work plan within five business days after the assigned branch receives the TAM or 
the TEAM request. The assigned Associate office attorney will notify the examining agent or 
Appeals officer and the field counsel of any deficiencies in the request for a TAM or a TEAM 
and will work with the examining agent, Appeals officer, and the field counsel to resolve those 
deficiencies expeditiously. 

If the examining agent, Appeals officer, and the field counsel arc unable to resolve the de
ficiencies within 15 days. the request will be withdrawn and can be resubmitted only when the 
deficiencies have been corrected. 

.03 The assigned Associate office attorney and reviewer should also evaluate the issue(s) 
presented in any TEAM request to confirm that the issue(s) is appropriate for the TEAM pro
cedures. If the attorney and reviewer have reservations about whether the TEAM procedures 
should apply, the attorney and reviewer should discuss those reservations with both the field 
and the taxpayer and. if necessary. the Associate Chief Counsel. If they agree that the TEAM 
procedures should not apply because the issue is too complex or cannot, for practical reasons, 
he resolved within 60 calendar days, the Associate Chief Counsel should prepare a memoran
dum to the Chief Counsel stating that the case has been excluded from the TEAM procedures 
and will be treated as a TAM. A memorandum to the Chief Counsel is not required if the parties 
agree during the pre-submission conference that the TEAM procedures are not appropriate or 
if the parties have not timely submitted all materials necessary to process a TEAM request. 



Considers whether published 
general guidance is appropriate 

Taxpayer notified 

Conference offered 

If the TAM or the TEAM request 
does not include a submission 
from the taxpayer 

If the interpretation of a foreign 
law or foreign document is a 
material fact 

.04 If the assigned reviewer in the Associate office thinks that general guidance should be 
published regarding the issue presented, the reviewer will immediately notify the Associate 
Chief Counsel. The reviewer should make this determination ami recommendation as soon as 
possible, which may occur during the pre-submission conference. As criteria for this deter
mination, the reviewer should consider whether the issue has a broad application to similarly 
situated taxpayers or an industry, or resolution of the issue is important to a clear understanding 
of the tax laws. If the Associate Chief Counsel, in consultation with Division Counsel Head
quarters and Treasury, agrees that general guidance is desirable, an expedited guidance project 
will be initiated. The Associate Chief Counsel, in consultation with Division Counsel and the 
Operating Division, also will coordinate the appropriate resolution of the TAM or the TEAM 
request with the general guidance project. In general, except where policy issues and concerns 
regarding proper administration of the tax laws require otherwise. the TAM or the TEAM will 
be issued in advance of the published guidance. 

.05 Regardless of whether the taxpayer or the Service initiated the request for a TAM or a 
TEAM. the examining agent or Appeals officer in the field office will: (l) notify the taxpayer 
that a TAM or a TEAM request is being submitted; and (2) at or before the time the request 
is submitted to the Associate office. give to the taxpayer a copy of the request. including the 
statement of the pertinent facts. and the arguments being submitted to the Associate office. As 
discussed in section 10.07 of this revenue procedure. the taxpayer will be given an opportunity 
to submit a statement and information after the request for a TAM is forwarded to the Associate 
office. 

This section 10.05 does not apply to a TAM or a TEAM described in section 10.11 of this 
revenue procedure (civil fraud or criminal investigation cases). 

.06 When notifying the taxpayer that a TAM or a TEAM is being requested. the examining 
agent or Appeals officer will also tell the taxpayer about the right to a conference with the 
Associate office if an adverse decision is indicated, and will ask the taxpayer whether such a 
conference is desired . 

. 07 If the request for a TAM is prepared without participation on the part of the taxpayer. the 
Associate office will nonetheless process the request, as neither factual agreement nor partici
pation by the taxpayer are required (except in the case of a TAM involving multiple taxpayers 
as discussed in section 1.03 of this revenue procedure). If a request for a TAM is forwarded 
to the Associate office without the taxpayer's statement and information, the field office must 
inform the taxpayer of the date on which the request for a TAM was forwarded to the Asso
ciate office. If the taxpayer chooses to submit a statement and information. the taxpayer must 
submit the statement and information to the Associate office within 21 calendar days after the 
request for a TAM has been forwarded. The taxpayer must also send a copy of the statement 
and information to the director or the Appeals area director. The procedures for requesting an 
extension of the 21-day period and receiving approval of such extension are the same as those 
in section 12.09 of this revenue procedure for responding to a request for additional informa
tion. If the Associate office does not receive the taxpayer's statement and information within 
the 21-day period. plus any extensions granted by the Associate office. the Associate office. at 
its discretion. may base its advice on the facts provided by the field office. 

Because taxpayer agreement and cooperation is required for most TEAMs, a TEAM request 
should not generally be submitted without the taxpayer's statement and information. A TEAM 
request that requires, but does not include, the taxpayer's statement and information. generally 
will be processed as a TAM: however, a TEAM request may be submitted to and processed by 
the Associate office without the taxpayer's statement and information under the two exceptions 
set forth above in section 1.03 of this revenue procedure. 

.08 If the interpretation of a foreign law or foreign document is a material fact. the Associate 
office. at its discretion. may refuse to issue a TAM or a TEAM. This section applies whether 
or not the field office and the taxpayer dispute the interpretation of a foreign law or foreign 
document. The interpretation of a foreign law or foreign document means making a judgment 
about the import or effect of the foreign law or document that goes beyond its plain meaning. 

Sec. 10.08 
2006-1 C.B. 105 



If the taxpayer has not submitted 
the required deletion statement 

Section 6104 of the Internal 
Revenue Code (Applications for 
exemption and letter rulings 
issued to certain exempt 
organizations open to public 
inspection) 

Civil fraud or criminal 
investigation cases 

Obtaining status of a TAM or a 
TEAM request 

Sec. 10.09 
106 2006-1 C.B. 

.09 When the field office initiates the request for a TAM or a TEAM. the taxpayer has ten 
calendar days after receiving the statement offacts and issues to be submitted to the Associate 
office to provide the deletion statement required under * 6110(c). Set' sedion l).02 of this 
re\enue procedure for directives on making deletions. 

Once a deletion statement is submitted, the taxpaya may submit additional deletion state
ments before the TAM or the TEAM is issued. The taxpayer should follow the same procedures 
to propose deletions from any additional information submitted after the initial request for a 
TAM or a TEAM. An additional deletion statement is not required with each submission of 
additional information if the taxpayer's initial deletion statement requests that only names, 
addresses, and identifying numbers are to be deleted and the taxpayer wants only the same 
1I1formation deleted from the additional information. 

If the taxpayer does not submit a deletion statement when a TAM or a TEAM is requested, 
the Associate office will make those deletions that the Commissioner of Internal Revenue de
termines are required by * 6110(c), 

.10 The public inspection provisions of § 6110, including taxpayer notification and deletion 
processes, do not apply to any document to which § 6104 applies. 

.11 The provisions of this section (about referring issues upon the taxpayer's request, telling 
the taxpayer about the referral of issues, giving the taxpayer a copy of the arguments submit
ted, submitting proposed deletions, and granting conferences in the Associate office) do not 
apply to a TAM or a TEAM described in § 61 lO(g)(5)(A) that involves any matter which is the 
subject of a civil fraud or criminal investigation or is otherwise closely related to a civil fraud 
or criminal investigation, or a jeopardy or termination assessment. 

In these cases, a copy of the TAM or the TEAM is given to the taxpayer after all proceedings 
in the investigations or assessments are complete, but before the Commissioner mails the notice 
of intention to disclose the TAM or the TEAM under § 611O(f)(1). The taxpayer may then 
provide the statement of proposed deletions to the Associate office. 

.12 The taxpayer or the taxpayer's authorized representative may obtain information on 
the status of the request for a TAM or a TEAM by contacting the field office that requested 
the advice. See section 12.07 of this revenue procedure concerning discussing the tentative 
conclusion with the taxpayer or the taxpayer's representative. See section 14.03 of this revenue 
procedure regarding discussions of the contents of the TAM or the TEAM with the taxpayer 
or the taxpayer's representative. 

The Associate office attorney or reviewer assigned to the TAM or the TEAM request will 
give status updates by telephone once a month to the examining agent or Appeals officer. and 
field counsel. If at the beginning of the month, the Associate office attorney or reviewer expects 
that the TAM request will be pending more than 120 days during that month, he or she must 
email the examining agent or Appeal, officer within the first five calendar days of the month 
with a status update and estimated completion date. A copy of the email should be sent to 
TSS45 I O. In addition, a director or an Appeals area director may get current information on 
the status of the request for a TAM or a TEAM by calling the Associate office attorney or 
reviewer assigned to the request for a TAM or a TEAM. 

See section 12.08 of this revenue procedure about discussing the final conclusions with the 
field office and field counsel. Further, the director or the Appeals area director will be notified 
by telephone at the time the TAM or the TEAM is mailed. 

The Associate office will attempt to issue all TEAMs to the field within 60 calendar days 
of receipt, provided that the field and the taxpayer submit all required information in a timely 
manner. The Associate office will provide the field with the TEAM at the earlieq possible date 



Service not barred from issuing 
30-day letter while a TAM or a 
TEAM request is pending 

SECTION 11. HOW ARE 
CONFERENCES FOR TAMs 
AND TEAMs SCHEDULED? 

If requested, offered to the 
taxpayer when an adverse TAM 
or TEAM proposed 

Timeline 

Extensions 

Denial of extension cannot 
be appealed 

(whether the proposed TEAM is favorable or adverse, in whole or in part, to the taxpayer). The 
Associate office will not advise the taxpayer of a proposed or final conclusion until the Asso
ciate office has considered a request for reconsideration under section 14.02 of this revenue 
procedure or, if no reconsideration is requested, after the expiration of the 30-day period to 
request reconsideration, whichever occurs later. 

.13 After prior consultation with Appeals, the Service may send the taxpayer a letter (Let
ter 950 (DO), also known as a 30-day letter) notifying the taxpayer of the right to appeal the 
proposed changes within 30 days, while a TAM or a TEAM request is pending. 

.01 If, after the TAM or the TEAM request is analyzed, it appears that a TAM or a TEAM 
adverse to the taxpayer will be given and if a conference has been requested, the taxpayer will 
be informed, by telephone if possible, of the time and place of the conference. As discussed 
below in section 11.11 of this revenue procedure, the conference will normally be conducted 
by telephone. 

.02 The conference for a TAM must be held within 21 calendar days after the taxpayer is 
informed that an adverse TAM is proposed. Within 20 calendar days of receipt of the TEAM 
request, the assigned branch in the Associate office will analyze the facts and offer the taxpayer 
and the field a confcrcnce of right. which will be scheduled for a date within ten calendar days 
of the date of the offer for the conference. 

If conferences are being arranged for more than one request for a TAM or a TEAM for the 
same taxpayer, they will be scheduled to cause the least im:onvenience to the taxpayer. The 
Associate office will notify the examining agent or Appeals officer and field counsel of the 
scheduled conference and will offer the examining agent or Appeals officer and field counsel 
the opportunity to participatc in thc conference. The director, territory manager, or Appeals 
area director with supervisory authority over the assigned examining agent or Appeals officer 
may designate other Service representati ves to participate in the conference in lieu of, or in 
addition to, the examining agent or Appeals officer. 

.03 In the case of a TAM, only an Associate Chief Counsel may approve an extension of the 
21-day period for holding a conference. The taxpayer (or an authorized representative) must 
direct a written request for the extension, with an appropriate justification, to the Associate 
Chief Counsel of the office to which the case is assigned. The taxpayer (or an authoriLed rep
resentative) must notify the examining agent or Appeals officer of the request for an extension. 
The examining agent or Appeals officer must then notify field counsel of the request for an 
extension. Except in rare and unusual circumstances, the Associate office will not agree to an 
extension of more than ten working days beyond the end of the 21-day period. 

For a TAM, the taxpayer's request for extension must be submitted before the end of the 
21-day period, and should be submitted sufficiently before the end of this period to allow the 
Associate Chief Counsel to consider, and either approve or deny, the request before the end of 
the 21-day period. If unusual circumstances near the end of the 21-day period make a timely 
written request impractical, the taxpayer (or an authorized representative) should orally inform 
the assigned Associate office attorney or reviewer before the end of the period about the prob
lem and promptly submit the written request for extension. The Associate Chief Counselor 
a delegate will promptly tell the taxpayer by telephone (with written confirmation) of the ap
proval or denial of a requested extension. 

No extension of the 10-day period for TEAMs will be allowed . 

. 04 There is no right to appeal the denial of a request for extension. If the taxpayer does 
not notify the Associate office of problems with meeting the 21-day period within the 21-day 
period or promptly confirm any oral request in writing, the case will be processed on the basis 
of the existing record. 

Sec. 11.04 
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Entitled to one conference of right 

Conference may not be taped 

If requested and approved, 
conference will be delayed to 
address a request for relief 
under § 7805(b) 

Service makes only tentative 
recommendations 

When additional conferences may 
be offered 

Sec. 11.05 
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.05 A taxpayer is entitled by right to only one conference with the Associate office. except 
as provided in section 11.09 of thi~ revenue' procedure. The conference is normally held at the 
branch le\'el and a person who has authority to sign the transmittal memorandum (discussed 
in section 12.12 of this revenue procedure) in his or her own naml' or on hchalf of the hranch 
chief will participate. 

When more than one branch of an Associate office has taken an ad\'l~rse position on an 
issue in the request or when the position ultimately adopted by one branch will affect another 
branch's determination. a representative from each branch with authority to sign in his or her 
own name or for the branch chief will participate in the conference. If more than one subject 
is discussed at the conference. the discussion will constitute the taxpayer' s conference of right 
for each subject. 

To have a thorough and informed discussion of the issues. the conference usually will be 
held after the branch has had an opportunity to study the case. The taxpayer may request that 
the conference of right be held earlier in the consideration of the case than the Service would 
ordinarily designate. The taxpayer has no right to appeal the action of a branch to an Associate 
Chief Counsel. or to any other Service official. 

.06 Because conference procedures are informal. no tape. stenographic. or other verbatim 
recording of a conference may be made by any party . 

. 07 In the event of a tentatively adverse determination. the taxpayer may request. in writing. 
a delay of the conference so that the taxpayer can prepare and submit a brief requesting relief 
under S 7805(b) (regarding limitation of retroactive effect. discussed in section IS of this rev
enue procedure). The Associate Chief Counsel of the office to which the case is assigned will 
determine whether to grant or deny the request for delaying the conference. If such request 
is granted, the Service will schedule a conference on the tentatively adverse decision and the 
§ 7805(b) relief request within ten calendar days ofreceiving the taxpayer' s S 780S(b) request. 
There is no right to appeal the denial of a request to delay the conference. See section 16.04 
of this revenue procedure for the conference procedures if the § 7805(b) request is made after 
the conference on the substantive issues has been held. 

.08 The senior Service representative at the conference ensures that the taxpayer has a full 
opportunity to present views on all the issues in question. The Service representatives explain 
the tentative decision on the substantive issues. If the taxpayer requests relief under § 7805(b). 
the Service representatives will discuss the tentative recommendation concerning the request 
for relief and the reason for the tentative recommendation. 

No commitment will be made as to the conclusion that the Service will finally adopt regard
ing any issue, including the outcome of the § 7805(b) request for relief. 

.09 In the case of a TAM. the Service will offer the taxpayer an additional conference if. 
after the conference of right, an adverse holding is proposed on a new issue or on the same 
issue but on grounds different from those discussed at the first conference. In the case of a 
TEAM, once the conference of right is held, no further conferences will be offered unless the 
case is first excluded from the TEAM procedures and treated as a TAM. as set forth in section 
10.03. 

When a proposed holding is reversed at a higher level with a result less favorable to the 
taxpayer. the taxpayer has no right to another conference if the grounds or arguments on which 
the reversal is based were discussed at the conference of right. 

The limitation on the number of conferences to which a taxpayer is entitled does not prevent 
the Associate office from inviting a taxpayer to participate in additional conferences. including 
conferences with an official higher than the branch level. if Associate office personnel think 
they are necessary. Such conferences are not offered routinely following an adverse decision. 
In general. conferences with higher level officials are offered only if the Service determines that 
the case presents significant issues of tax policy or tax administration and that the consideration 
of these issues would be enhanced by additional conferences with the taxpayer. 



Exam or Appeals personnel and field counsel will be otfered the opportunity to participate 
in any additional taxpayer conference, including a conference with an official higher than the 
branch level. As provided in section 11.02 of this revenue procedure, other Service represen
tatives are also permitted to participate in the conference. 

Additional information submitted .10 After the conference of right, the taxpayer must furnish to the Associate office any ad-
after the conference ditional data, lines of reasoning, precedents. etc., that the taxpayer proposed and discussed at 

the conference, but did not previously or adequately present in writing. This additional infor
mation must be submitted to the appropriate Associate office branch by letter with a "penalties 
of perjury" statement in the form described in section 9.01 of this revenue procedure. In the 
case of a TAM, the additional information musl be submitted within 21 calendar days after the 
conference. The Associate office will notify the field both when a taxpayer has requested an 
extension of the 21-day period and when the Associate office grants or denies the request. In 
the case of a TEAM, the additional information must be submitted within 15 calendar days 
after the conference. 

For TAMs and TEAMs, the taxpayer must also send a copy of the additional information to 
the director or the Appeals area director for comment. The director or Appeals area director 
must provide a copy to the field counsel assigned to the TAM or the TEAM. Any comments by 
the director or the Appeals area director must be furnished promptly to the appropriate branch 
in the Associate office. If the director or the Appeals area director docs not have any comments, 
he or she must notify the Associate office attorney promptly. 

If the additional information has a significant impact on the facts in the request for a TAM 
or a TEAM, the Associate office will ask the director or the Appeals area director for comment 
on the facts contained in the additional information submitted. The director or the Appeals 
area director will respond within the agreed period of time. 

In the case of a TAM, if the additional information is not received from the taxpayer within 
21 calendar days plus any extensions granted by an Associate Chief Counsel, the TAM will be 
issued on the basis of the existing record. In the case of a TEAM, if the additional information 
is not received within 15 calendar days, the TEAM will be issued on the basis of the existing 
record. 

An extension of the 21-day period for TAMs may be granted only if the taxpayer justifies it 
in writing and the Associate Chief Counsel of the office to which the case is assigned approves 
the extension. Such extension will not be routinely granted. The procedures for requesting 
an extension of the 21-day period and notifying the taxpayer of the Service's decision are the 
same as those in section 11.03 of this revenue procedure. There is no extension of the IS-day 
period for TEAMs. 

Normally conducted by telephone .11 The conference will be conducted by telephone, unless the taxpayer or the field requests 

SECTION 12. HOW DOES THE 
ASSOCIATE OFFICE PREPARE 
THE TAM OR THE TEAM? 

thal the conference be held in-person. The taxpayer will be advised when to call the Service 
representatives (not a toll-free call). In no event will the conference be delayed to provide an 
in-person conference rather than a telephone conference. 

In accordance with section 11.02 of this revenue procedure, the examining agent or Appeals 
officer, field counsel, and any other authorized service representative will be offered the op
portunity to participate in any TAM or TEAM conference. 

Contacts the field office to discuss .01 Upon receipt of a request for a TAM or a TEAM, an attorney of the assigned branch of 
issues the Associate office should contact the field office and any assigned field attorney by telephone 

to acknowledge receipt of the TAM or the TEAM and to establish a point of contact. Then, 
within 21 calendar days for a TAM or within five calendar days for a TEAM, the assigned As
sociate office attorney should contact the field office to discuss the procedural and substantive 
issues in the request that come within the branch's jurisdiction. The timeline for contacting the 

Sec. 12.01 
2006-1 C.B. 109 



Informs the field office if any 
matters in the request have been 
referred to another branch of 

the Associate office or another 
Associate office 

Informs the field office if 
additional information is needed 

field office to discuss issues should be included in the work plan. as described in section 10.02 
of this revenue procedure . 

. 02 If the TAM request concerns matters within the jurisdiction of more than one branch or 
office, a representative of the branch that received the original TAM request should inform the 

field office within 21 calendar days of receiving the request that: 

( I) matters within the jurisdiction of another branch or office have been referred to the other 

branch or office for consideration; and 

(2) a representative of the other branch or office will contact the field office about the TAM 
request within 21 calendar days after receiving it in accordance with section 12.01 of this rev

enue procedure. 

If a request for a TEAM involves more than one Associate office, all involved Associate of
fices should have had the opportunity to participate in the pre-submission conference. Within 
five calendar days of receipt, the Associate office attorney with primary responsibility over 
the TEAM will confirm that all involved Associate offices have received copies of the TEAM 
request and will advise the field office as to who is assigned to the TEAM in each Associate of
fice. If, after receiving the TEAM request, the Associate office with jurisdiction over a TEAM 
determines that coordination with another Associate office is required, the assigned Associate 
office attorney will also notify the field office of the new coordination within five calendar 

days of the receipt of the TEAM . 

. 03 The Associate office attorney will inform the field office and field counsel that a TAM 
or a TEAM request is being returned if substantial additional information is required to resolve 
an issue. Cases should also be returned if major procedural problems cannot be resolved by 
telephone. The field office should promptly notify the taxpayer of the decision to return the 
case and thc reason(s) for such decision. 

If only minor procedural deficiencies exist, the Associate office attorney will request the 
additional information in the most expeditious manner without returning the case. 

Informs the field office of tentative .114 If all necessary information has been provided, the Associate office attorney will inform 
conclusion the field office within 21 calendar days after receiving the information requested for a TAM 

and within five calendar days for a TEAM of the tentative conclusion and the estimated date 
that the TAM or the TEAM will be mailed. 

If a tentative conclusion has not .05 If a tentative conclusion has not been reached because of the complexity of the issue, 
been reached, gives date estimated the Associate office attorney will inform the field office and field counsel of the estimated date 
for tentative conclusion the tentative conclusion will be made. 

Advises the field office if tentative .06 Because the Associate office attorney's tentative conclusion may change during the 
conclusion is changed preparation and review of the TAM or the TEAM, the tentative conclusion should not be con

sidered final. If the tentative conclusion is changed, the Associate office attorney will inform 
the field office. 

Generally does not discuss .07 Neither the Associate office nor the field office should discuss with the taxpayer or the 
tentative conclusion with the taxpayer's representative the tentative conclusion and the rationale for that conclusion during 
taxpayer the initial consideration of the request for a TAM or a TEAM. To afford taxpayers an appropri

ate opportunity to prepare and present their position, however, the taxpayer or the taxpayer's 
representative should be told the tentative conclusion when scheduling the adverse conference, 
at the adverse conference, or in any discussion between the scheduling and commencement of 
the adverse conference. See section 14.03 of this revenue procedure regarding discussions of 
the contents of the issued TAM or TEAM with the taxpayer or the taxpayer's representative. 

Advises the field office of final .08 In all cases, the Associate office attorney will inform the field office of the Associate 
conclusions office's final conclusions. The field office will be offered the opportunity to discuss the issues 

and the Associate office's final conclusions before the TAM or the TEAM is issued. 

Sec. 12.01 
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If needed, requests additional 
information 

Requests taxpayer to send 
additional information to the 
Associate office and a copy to the 
director or Appeals area director 

Informs the taxpayer when 
requested deletions will not be 
made 

.09 If, following the initial contact referenced in section 12.0 I of this revenue procedure. it is 
determined. after discussion with the branch chief or other reviewer. that additional information 
is needed, an Associate office attorney will obtain the additional information from the taxpayer 
or from the director or the Appeals area director in the most expeditious manner possible. In 
the case of a TAM, any additional information requested from the taxpayer by the Associate 
office must be submitted by letter with a penalties of perjury statement that conforms with 
the penalties of perjury statement set forth in section 9.01 of this revenue procedure within 21 
calendar days after the request for information is made. In the case of a TEAM, any additional 
information requested from the taxpayer by the Associate office must be submitted by letter 
with the penalties of perjury statement that conforms with the penalties of perjury statement 
set forth in section 9.01 of this revenue procedure within five calendar days after the request 
for information is made. 

(1) Request to receive a request for additional information by fax or email. To facilitate 
prompt action on TAM and TEAM requests, the taxpayer is encouraged to request that the 
Service request any additional information from the taxpayer by fax or email. 

A request to fax a copy of the request for additional information to the taxpayer or the 
taxpayer's authorized representative must be made in writing, either as part of the original TAM 
or TEAM request or prior to the mailing of the request for additional information. The request 
to fax must contain the fax number of the taxpayer or the taxpayer's authorized representative 
to whom the document is to be faxed. 

(2) 21-day period for TAMs and 5-day period for TEAMs will he extended if justified 
and approved. A written request for an extension of time to submit additional information 
must be received by the Associate office within the 21-day period for TAMs (5-day period for 
TEAMs), giving compelling facts and circumstances to justify the proposed extension. Only 
the Associate Chief Counsel of the office to which the case is assigned may determine whether 
to grant or deny the request for an extension. Except in rare and unusual circumstances, the 
Associate office will not agree to an extension of more than ten working days heyond the end 
of the 21-day period in the case of a TAM or a 5-day period in the case of a TEAM. There is 
no right to appeal the denial of a request for an extension. 

(3) If the taxpayer does not submit additional information. If the Associate office does 
not receive the additional information within the 21-day period for TAMs or within the 5-day 
period for TEAMs, plus any extensions granted by the Associate Chief Counsel, the Associate 
office will issue the TAM or the TEAM based on the existing record. 

.10 Whether or not requested by the Service, any additional information submitted by the 
taxpayer should be sent to the attention of the assigned Associate office attorney. Generally, 
the taxpayer needs only to submit the original of the additional information to the Associate 
office. ]n appropriate cases, however, the Associate office may request additional copies of the 
information. 

The taxpayer must also send a copy of the additional information to the director or the Ap
peals area director for comment. Any comments by the director or the Appeals area director 
must be furnished within an agreed period of time to the appropriate branch in the Associate 
office. If the director or the Appeals area director does not have any comments, he or she must 
notify the Associate office attorney promptly. When the director or the Appeals area director 
receives a copy of the additional information from the taxpayer, the director or the Appeals 
area director must provide field counsel with a copy . 

. 11 Generally, before replying to the request for a TAM or a TEAM, the Associate office 
informs the taxpayer orally or in writing of the material likely to appear in the TAM or the 
TEAM that the taxpayer proposed be deleted but that the Service has determined should not 
be deleted. 

If so informed. the taxpayer may submit within ten calendar days any further information 
or arguments supporting the taxpayer's proposed deletions. 

Sec. 12.11 
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Prepares reply in two parts 

Routes reply to appropriate office 

Sends copy of reply to appropriate 
diyision counsel and field counsel 
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The Senice attempts, if possible, to resolve all disagreements ahout proposed deletions be
fore the Associate office replies to the request for a TAM or a TEAM. The taxpayer does not 
have the right to a conference to resol\e any disagreements about material tll be deleted from 
the text of the TAM or the TEAM. These matters may be considered at any conference other
wise scheduled for the request. See section 14.05 of this revenue procl'dure for the procedures 
to protest the disclosure of information in the TAM or the TEAM . 

. 12 The Service prepares replies to TAM or TEAM rcquests in two parts. Each part identifies 
the taxpayer by name, address, identification number, and year or years involved. 

The first part of the reply is a transmittal memorandum (Form M-6000l. In unusual cases, it 
is a way of giving the field office strategic advice that need not be discussed with the taxpayer. 
If the transmittal memorandum provides more than the fact that the TAM or thc TEAM is 
attached or the case is rcturned for further development, the transmittal memorandum may 
constitute Chief Counsel Advice, as defined in § 611 O(i)(I), subject to public inspection under 

~ 6110. 

The second part is the TAM or the TEAM, which contains: 

(I) a statement of the issues; 

(2) the conclusions of the Associate office; 

(3) a statement of the facts pertinent to the issues; 

(4) a statement of the pertinent law, tax treaties, regulations, revenue rulings, and other 
precedents published in the Internal Revenue Bulletin, and court decisions; and 

(5) a discussion of the rationale supporting the conclusions reached by the Associate office. 

The conclusions give direct answers, whenever possible, to the specific issues raised by 
the field office. The Associate office is not bound by the precise statement of the issues as 
submittcd by thc taxpayer or by the field office and may reframe the issues to be answered in a 
TAM or a TEAM. The discussion of the issues in a TAM or a TEAM will be in sufficient detail 
so that the field or Appeals officials will understand the reasoning underlying the conclusion. 

If two sets of facts are provided to the Associate office (i.e., the parties were unable to reach 
agreement on the facts), the following procedure will be used: If the Associate office would 
rule the same way on either set of facts, a TAM or a TEAM may be issued, whieh will note that 
the factual disagreement is immaterial. If the Associate office would rule differently based on 
which specific set of facts is considered, then a single TAM or a single TEAM may be issued 
describing the resolution of the issue based on each set of facts. 

As discussed in section 14.01 of this revenue procedure, if a TAM or a TEAM provides 
alternate responses based on separate sets of facts, the field is required to process the case 
consistently with the legal analysis in the TAM or the TEAM as applied to the facts as they are 
ultimately determined by the field office. 

Accompanying the TAM or the TEAM is a notice under § 611 O( f)( 1 ) of intention to disclose 
a TAM or a TEAM (including a copy of the version proposed to he open to public inspection 
and notations of third party communications under § 611 O( d»). 

.13 When field personnel requests a TAM or a TEAM under the signature authority of a 
director, replies to the request are addressed to the field personnel who requested the TAM or 
the TEAM. A copy of the reply to a request from LMSB should be mailed simultaneously to 
the director. Replies to requcsts from Appeals should be routed to the appropriate field office 
through the Appeals Director, Technical Services, CAP 

.14 The Associate office will send a copy of the reply to the request for a TAM or a TEAM 
to the division counsel of the operating division that has jurisdiction over the taxpayer's tax 



SECTION 13. HOW ARE 
REQUESTS FOR TAMs AND 
TEAMs WITHDRAWN? 

Taxpayer notified 

Associate office may decide not to 
issue a TAM or a TEAM 

return that is the subject of the TAM orthe TEAM and to any ficld counsel involved in assisting 
the examining agent or Appeals officer in submitting the TAM or the TEAM reljuest. 

.01 Once a request for a TAM or a TEAM has been sent to the Associate office, only a 
director or an Appeals area director may withdraw the request. He or she may ask to withdraw 
a request at any time before the responding transmittal memorandum for the TAM or the TEAM 
is signed. 

The director or the Appeals area director, as appropriate, must notify the taxpayer in writing 
of an intent to withdraw the request for a TAM or a TEAM except: 

(I) when the period of limitations on assessment is about to expire and the taxpayer has 
declined to sign a consent to extend the period; or 

(2) when the notification would be prejudicial to the best interests of the Govemmcnt. 

If the taxpayer does not agree that the request for a TAM or a TEAM should be withdrawn, 
the procedures in section 7.03 of this revenue procedure must be followed. 

.02 If the Associate office, on the basis of sound tax administration, determines that a TAM 
or a TEAM should not be issued, it may, after consultation with field counsel and the requesting 
field officc, return the TAM or the TEAM unanswered. The decision not to issue a TAM or 
a TEAM should be a rare case and must be approved by the Associate or Deputy Associate 
Chief Counsel. If field counsel disagrees with this decision, they may request reconsideration 
through existing reconciliation procedures. 

In general, a TAM will only be returned if it appears that the Associate office will be unable 
to provide an answer to the incoming request within the foreseeable future. In order to min
imize the need to return TAMs, every effort should be made to identify TAMs of this nature 
during the pre-submission conference. 

Associate office may provide views .03 When a request for a TAM or a TEAM is withdrawn or when an Associate office decides 

SECTION 14. HOW DOES A 
FIELD OFFICE USE THE TAM 
OR THE TEAM? 

Generally applies advice in 
processing the taxpayer's case 

not to issue a TAM or a TEAM, the Associate office may send its views to the director or the 
Appeals area director and field counsel when acknowledging the withdrawal request. These 
memoranda may constitute Chief Counsel Advice, as defined in § 6110(i)(I), suhject to pub
lic inspection under § 6110. In an Appeals case, acknowledgment of the withdrawal request 
should be sent to the appropriate Appeals office, through the Appeals Director, Technical Ser
vices, CAP. In appropriate cases, the subject matter may be published as a revenue ruling or 
as a revenue procedure. 

.01 The director or the Appeals area director must process the taxpayer's case on the basis 
of the conclusions in the TAM or the TEAM unless: 

(I) the director or the Appeals area director decides that the conclusions reached by the As
sociate office in a TAM or a TEAM should be reconsidered and requests reconsideration. The 
reconsideration process may include a conference held by the field participants who requested 
a TAM or a TEAM and the Associate office participants who drafted the memorandum; or 

(2) in the case of a TAM or a TEAM unfavorahle to the taxpayer, the Appeals area director 
decides to settle the issue under existing authority; or 

(3) in the case of a TAM or a TEAM unfavorable to a Coordinated Industry Case taxpayer 
on a coordinated issue within the Office of Pre-Filing and Technical Guidance. LMSB, on 

Sec. 14.01 
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Reconsideration 

Discussion with the taxpayer 

Provides copy to the taxpayer 
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which Appeals has approved settlement guidelines. the team manager decides to scttk the issue 
under the settlement authority delegated in Delegation Order No. -l-~) (or its SlICL'CSSor): or 

(4) if a TAM or a TEAM provides alternate responses based on separate sets of facts. the 
field is required to process the case consistently with thc legal analysIs in the TAM or the 
TEAM as applied to the facts as they are ultimately determined by the field office. 

Except as provided in paragraphs (I). (2). (3), or (4) of this section 1-l.0 L the director or 
Appeals area director must treat conclusions in a TAM or a TEAM invohing a ~ 103 ohligation 
and the issuer of this obligation as applying to the issuer and any holder of the obligation, unless 
the holder also initiates a request for a TAM or a TEAM on the samc issue addressed in the 
TAM or the TEAM involving the issuer, and the Associate office issues a TAM or a TEAM 
involving that issue and that holder . 

. 02 The director or Appeals area director has ]0 calendar days after receipt of a TAM or a 
TEAM to either formally request reconsidcration or give the adopted TAM or TEAM to the 
taxpayer. If no request for reconsideration is made during the 30-day period after the receipt 
of a TAM or a TEAM, the TAM or the TEAM is deemed adopted. 

Before formally requesting reconsideration. the director or Appeals area director must con
sult with field counsel. Requests for TAM or TEAM reconsideration must descrihe with speci
ficity the errors in the TAM or the TEAM analysis and conclusions. Requests for reconsider
ation should not reargue points raised in the initial request, but should instead focus on points 
that the TAM or the TEAM overlooked or misconstrued in the field's arguments in supp0l1 
of their request. The Associate office will consider the field's request for reconsideration of 
a TEAM and rule on that request within 30 calendar days of receipt. The Associate otlice 
may request further submissions from the field or the taxpayer, but the parties should make no 
additional submissions in the absence of such a request. In the event that a request for recon
sideration fails to follow the procedures set forth in this section of this revenue procedure, or 
the request fails to raise issucs or arguments differcnt from those asserted in the initial TAM or 
TEAM request. the Associate office may return the request for reconsideration to the request
ing pat1y without ruling on the request for reconsideration. 

If the field does not request reconsideration of a TAM or a TEAM, the TAM or the TEAM, 
once adopted. will take effect when the field provides a copy of the adopted TAM or TEAM 
to the taxpayer. as described in section 14.04 of this revenue procedure. 

If reconsideration is requested for a TAM or a TEAM, the TAM or the TEAM will be deemed 
adopted five calendar days after the reconsideration is ruled on. After the reconsideration is 
ruled on and the TAM or the TEAM is adopted, the TAM or the TEAM will take effect when 
the field provides a copy of the adopted TAM or TEAM to the taxpayer. as described in section 
14.04 of this revenue procedure. 

.03 The Associate office will not discuss the contents of the TAM or the TEAM with the 
taxpayer or the taxpayer's representative until the field office gives a copy of the TAM or the 
TEAM to the taxpayer. See section 12.07 of this revenue procedure conceming the time for 
discussing the tentative conclusion with the taxpayer or the taxpayer's representative. 

If reconsideration is requested for a TAM or a TEAM, the Service is not required to inform 
the taxpayer or the taxpayer's representative that a request for reconsideration is being consid
ered. 

.04 Upon adopting the TAM or the TEAM, the director or the Appeals area director gives 
the taxpayer: 

(I) a copy of the TAM or the TEAM: and 

(2) the notice under § 6110(f)(l) of intention to disclose the TAM or the TEAM (including 
a copy of the version proposed to be open to puhlic inspection and notation~ of third party 
communications under § 611 O( d». 



Taxpayer may protest deletions 
not made 

When no copy is given to the 
taxpayer 

SECTION 15. WHAT IS THE 
EFFECT OF A TAM OR A 
TEAM? 

Applies only to the taxpayer for 
whom the TAM or the TEAM was 
requested 

Usually applies retroactively 

If a formal request for reconsideration is made and ruled upon, the director or the Appeals 
area director will provide the taxpayer with the reconsidered TAM or TEAM only. The TAM or 
the TEAM drafted prior to the ruling on the request for reconsideration must not be forwarded 
to the taxpayer. Additionally, if a formal request for reconsideration is made and ruled upon, 
only the reconsidered TAM or TEAM will be open to public inspection and notations of third 
party communications under § 6110(d). 

In the event that a TAM or a TEAM request pertains to more than one taxpayer (see section 
1.03 of this revenue procedure), the director or the Appeals area director will provide each 
pertinent taxpayer with a copy of the TAM or the TEAM, in accordance with this section of 
the revenue procedure. 

The requirement to givc a taxpayer a copy of the TAM or the TEAM does not apply to a 
TAM or a TEAM involving civil fraud or a criminal investigation, or a jeopardy or termination 
assessment, as described in section 10.11 of this revenue procedure. 

The director or Appeals officer must notify the Associate office when the TAM or the TEAM 
is given to the taxpayer. This requirement does not apply to a TAM or a TEAM involving 
civil fraud or a criminal invcstigation, or a jeopardy or termination assessment, as described in 
section 10.11 of this revenue procedure. 

In the event of a TAM or a TEAM adverse to the taxpayer, in whole or in part, the taxpayer 
may request § 7805(b) relief. Such a request will be treated as a separate request for a TAM 
or a TEAM . 

. 05 Aftcr rccciving thc noticc undcr § 61 \O(t)(l) of intention to disclose the TAM or the 
TEAM, the taxpayer may protest the disclosure of certain information in it. The taxpayer must 
submit a written statement within 20 calendar days identifying those deletions not made by thc 
Service that the taxpayer believes should have been made. The taxpayer must also submit a 
copy of thc vcrsion of the TAM or the TEAM proposed to be open to public inspection with 
brackets around the deletions proposed by the taxpayer that have not been made by the Asso
ciate office. 

Generally, the Associate office considers only the deletion of material that the taxpayer 
has proposed be deleted or other deletions as required under § 61 \O( c) before the Associate 
office reply is sent to the director or the Appeals area director. Within 20 calendar days after 
it receives the taxpayer's response to the notice under § 611 O(f)(l), the Associate office must 
mail to thc taxpayer its final administrative conclusion about the deletions to be made . 

• 06 If the Associate office tells the director or the Appeals area director that a copy of the 
TAM or the TEAM should not be given to the taxpayer and the taxpayer requests a copy, the 
director or the Appeals area director will tell the taxpayer that no copy will be given. 

.01 A taxpayer may not rely on a TAM or a TEAM issued by the Service for another tax
paycr. See § 611 0(k)(3). 

.02 Except in rare or unusual circumstances. a holding in a TAM or a TEAM that is favorable 
to the taxpayer is applied retroactively. 

Moreover, because a TAM or a TEAM. as described in section 3 of this revenue procedure, 
is issucd only on a closed transaction, a holding that is adverse to the taxpayer is also applicd 
retroactively, unless the Associate Chief Counsel with jurisdiction over the TAM or the TEAM, 
as appropriate. exercises the discretionary authority under § 7805(b) to limit the retroactive 
effect of the holding. 
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Generally applied retroactively to 
modify or revoke a prior TAM 
or TEAM 

Applies to continuing action or 
series of actions until specifically 
withdrawn, modified, or revoked 

Applies to continuing action or 
series of actions until material 
facts change 

Does not apply retroactively 
under certain conditions 
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.03 A holding that modifies or revokes a holding in a prior TAM or TEAM is generally 
applied retroactively, unless the Associate Chief Counsel with jurisdiction over the TAM or 
the TEAM, as appropriate, exercises the discretionary authority under * 7XO)(h) to limit the 
retroactive effect of the holding. See sections 1).05 and 15.06 of this revenue procedure, how
ever, for situations when the retroactive effect of the holdino will not he limited. 

~ 

.0-1 If a TAM or a TEAM relates to a continuing action or a series of actions. ordinarily it 
is applied until specifically withdrawn or until the conclusion is modified or revoked by the 
enactment of legislation. the ratification of a tax treaty. a decision of the United States Supreme 
Court. or the issuance of regulations (temporary or final), a revenue ruling, or other statement 
published in the Internal Revenue Bulletin. Puhlieation of a notice of proposed rulemaking 
does not affect the application of a TAM or a TEAM . 

. 05 If the new holding in a TAM or a TEAM is less favorable to the taxpayer than the holding 
in an earlier TAM or TEAM, it generally is not applied to the period when the taxpayer relied on 
the prior holding in situations involving a continuing action or a series of actions. A taxpayer 
is not protected, however, against retroactive modification or revocation of a TAM or a TEAM 
involving a continuing action or a series of actions for any actions occurring after the material 
facts on which the earlier TAM or TEAM was based have changed . 

. 06 In the case of a TAM or a TEAM revoking or modifying a letter ruling. TAM, or TEAM, 
the TAM or the TEAM will be applied retroactively to the taxpayer for whom the letter ruling 
was issued or to a taxpayer whose tax liability was directly involved in a letter ruling. TAM. 
or TEAM if: 

(I) there has been a misstatement or omission of controlling facts; or 

(2) the facts at the time of the transaction are matelially different from the controlling facts 
on which the letter ruling, TAM, or TEAM was based. 

Generally. in all other circumstances. a TAM or a TEAM revoking or modifying a letter 
ruling or another TAM or a TEAM will not be applied retroactively to the taxpayer for whom 
the letter ruling, TAM, or TEAM was issued or to a taxpayer whose tax liability was directly 
involved in the letter ruling. TAM. or TEAM. provided that: 

(J) there has been no change in the applicable law; 

(2) in the case of a letter ruling, it was originally issued for a proposed transaction; and 

(3) the taxpayer directly involved in the letter ruling, TAM, or TEAM acted in good faith in 
relying on the letter ruling, TAM, or TEAM and revoking or modifying it retroactively would 
be to the taxpayer's detriment. For example, the tax liability of each shareholder in a cor
poration is directly involved in a letter ruling on the reorganization of the corporation. The 
shareholders' reliance on the letter ruling may, depending on all facts and circumstances, be in 
good faith. The tax liability of a member of an industry, however, is not directly involved in 
a letter ruling. TAM, or TEAM issued to another member of the same industry and, therefore, 
a nonretroactive revocation or modification of a letter ruling, TAM, or TEAM to one member 
of an industry will not extend to other members of the industry who have not received letter 
rulings. By the same reasoning. a tax practitioner may not extend to one client the nonretroac
tive application of a revocation or modification of a letter ruling, TAM, or TEAM previously 
issued to another client. 

When a letter ruling to a taxpayer or a TAM or a TEAM involving a taxpayer is modified 
or revoked with retroactive effect. the notice to the taxpayer. except in fraud cases, sets forth 
the grounds on which the modification or revocation is being made and the reason why the 
modification or revocation is being applied retroactively. 



SECTION 16. HOW MAY 
RETROACTIVE EFFECT BE 
LIMITED? 

Taxpayer may request that 
retroactivity be limited 

Form of request to limit 
retroactivity - continuing 
transaction before examination of 
return 

Form of request to limit 
retroactivity - in all other cases 

Taxpayer's right to a conference 

.01 Under ~ ]R05(b), an Associate Chief Counsel, as the Commissioner's delegate, may 
prescribe the extent, if any, to which a TAM or a TEAM will be applied without retroactive 
effect. 

A taxpayer for whom a TAM or a TEAM was issued or for whom a TAM or a TEAM request 
is pending may request that the appropriate Associate Chief Counsel limit the retroactive effect 
of any holding in the TAM or the TEAM or of any subsequent modification or revocation of 
the TAM or the TEAM. 

When germane to a pending TAM or TEAM request, a taxpayer should request to limit the 
retroactive effect of the holding of the TAM or the TEAM early during the consideration of 
the advice request by the Associate office. This ~ 7805(b) request should be made initially as 
part of that pending TAM or TEAM request. The Associate office will consider a § 7805(b) 
request to limit the retroactive effect of the holding if the request is made at a later time and 
the Service determines that there is justification for having delayed the request. 

.02 When a TAM or a TEAM that concerns a continuing transaction is modified or revoked 
by, for example, issuance of a subsequent revenue ruling or temporary or final regulations, a 
request to limit the retroactive effect of the modification or revocation of the TAM or the TEAM 
must be made in the form of a request for a letter ruling if the request is submitted before an 
examination of the return pertaining to the transaction that is the subject of the request for the 
letter ruling. The requirements for a letter ruling request are given in Rev. Proc. 2006-1 (this 
Bulletin) . 

. 03 In all other cases during the course of an examination of a taxpayer's return by the 
director or during consideration of the taxpayer's return by the Appeals area director (including 
when the taxpayer is informed that the director or the Appeals area director will recommend 
that a TAM, TEAM, letter ruling, or determination letter previously issued to, or with regard 
to, the taxpayer be modified or revoked), a taxpayer's request to limit retroactivity must be 
made in the form of a request for a TAM or a TEAM. 

The request must meet the general requirements of a TAM or a TEAM request, which are 
given in sections 7 and 9 of this revenue procedure. The request must also: 

(l) state that it is being made under ~ 780S(b); 

(2) state the relief sought; 

(3) explain the reasons and arguments in support of the relief sought (including a discussion 
of the five items listed in section 15.06 of this revenue procedure and any other factors as they 
relate to the taxpayer's particular situation); and 

(4) include any documents bearing on the request. 

The taxpayer's request, including the statement that the request is being made under 
§ 7805(b), must be submitted to the director or the Appeals area director who must then 
forward the request to the Associate office for consideration . 

. 04 When a request for a TAM or a TEAM concerns only the application of § 7805(b), 
the taxpayer has the right to a conference with the Associate office in accordance with the 
provisions of section II of this revenue procedure, In accordance with section 11.02 of this 
revenue procedure, the examining agent or Appeals officer, field counsel, and other Service 
representatives will be offered the opportunity to participate in the conference on the ~ 7805(b) 
issue. 
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If the request for application of * 7805(b) is included in the request for a TAM or a TEAM 
on the substantive issues or is made before the conference of riuht on the substantive issues. 

the * 7805(b) issues will be discussed at the taxpayer's one con~rence of right. 

If the request for the application of * 7805(b) is made as part of a pending TAM or TEAM 
request after a conference has been held on the substantive issues and the Service determines 

that there is justification for having delayed the request. then the taxpayer will have the right 

to one conference ofright concerning the application of * 7805(b). with the conference limited 
to discussion of this issue only. 

Reconsideration of § 7805(b) relief .05 When a TAM or a TEAM grants a taxpayer relief under § 7805(b). the director or Ap-
peals area director may not request reconsideration of the §7805(b) issue unless the director 

or Appeals area director determines there has been a misstatement or omission of controlling 

facts hy the taxpayer in its request for § 7805(b) relief. 

SECTION 17. WHAT The Associate Chief Counsel (Procedure and Administration) does not issue TAMs or 

SIGNIFICANT CHANGES TEAMS on matters involving the collection of taxes. (section 6.05) 

HAVE BEEN MADE TO 

REV. PROC. 2005-2? 

SECTION 18. WHAT IS THE 
EFFECT OF THIS REVENUE 
PROCEDURE ON OTHER 
DOCUMENTS? 

SECTION 19. WHAT IS THE 
EFFECTIVE DATE OF THIS 
REVENUE PROCEDURE? 

DRAFTING INFORMATION 
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Field counsel is responsible for transmitting the request for pre-submission conferences for 

both TAMs and TEAMs to TSS45 10. (section 8.03) 

During the pre-submission conference. the Office of Chief Counsel may raise new issues or 

reach an answer without addressing any of the issues submitted by the agent and the taxpayer. 

(section 8.09) 

If the examining agent. Appeals officer. and the field counsel are unable to resolve any 
deficiencies in the request for a TAM or a TEAM within 15 days. the request will be withdrawn 
and can he resuhmitted only when the deficiencies have been corrected. (section 10.02) 

After prior consultation with Appeals, the Service may send the taxpayer a Ictter (Lcttcr 950 
(DO), also known as a 30-day letter) notifying the taxpayer of the right to appeal the proposed 
changes within 30 days, while a TAM or a TEAM request is pending. (section 10.13) 

An Associate office may decide not to issue a TAM or a TEAM. (section 13.02) 

In addition. editorial changes have been made in updating Rev. Proc. 2005-2. 

Rev. Proc. 2005-2,2005-1 I.R.B. 86, is superseded. 

This revenue procedure is effective January 3. 2006. 

The principal author of this revenue procedure is Richard L. Parker of the Office of As
sociate Chief Counsel (Procedure & Administration). For further information regarding this 
revenue proccdure for matters under the jurisdiction of: 

(1) the Associate Chief Counsel (Corporate). contact Richard Todd at (202) 622-7700 (not 
a toll-free call); 

(2) the Associate Chief Counsel (Financial Institutions and Products), contact 
Arturo Estrada at (202) 622-3900 (not a toll-frec call); 

(3) the Associate Chief Counsel (Income Tax and Accounting), contact Arlene Blume at 
(202) 622-4800 (not a loll-free call); 

H) the Associate Chief Counsel (Passthroughs and Special Industries). contact 
Stephanie Bland at (202) 622-7830 (not a toll-free call); 



(5) the Associate Chief Counsel (Procedure and Administration), contact George Bowden 
or Henry Schneiderman at (202) 622-3400 (not a toll-free call); 

(6) the Division Counsel/Associate Chief Counsel (Tax Exempt and Government Entities), 
contact Calder Robertson at (202) 622-6000 (not a toll-free call): 

(7) the Associate Chief Counsel (International), contact Gerard Traficanti at (202) 622-3619 
(not a toll-free call); 

(8) the Commissioner (Large and Mid-Size Business Division), contact Shirley S. Lee at 
(202) 283-8417 (not a toll-free call): 

(9) the Commissioner (Small Business/Self-Employed Division), contact 
Ronald E. Hartman at (856) 414-6447 (not a toll-free call); 

(10) the Commissioner (Wage and Investment Division), contact Geoffrey Gerbore at (631) 
447-4428 (not a toll-free call); or 

(11) the Chief Appeals, contact Sandy Cohen at (202) 435-5617 (not a toll-free call). 
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Rev. Proc. 2006-3 

SECTION 1. PURPOSE A~D 

NATURE OF CHANGES 

.01 The purpose of thi~ revenue pro
cedure is to update Rev. Pmc. 2()05-3. 
2005-1 e.B. II X. by providing a revised 
list of those areas of the Internal Revenue 
Code under the juri,diction of the Asso
ciate Chief Counsel (Corporate). the Asso
ciate Chief Counsel (Financial Institutions 
and Products). the Associate Chief Coun
sel (Income Tax and Accounting), the As
sociate Chief Counsel (Passthroughs and 
Special Industries 1. the Associate Chief 
Counsel (Procedure and Administration). 
and the Division Counsell Associate Chief 
Counsel (Tax Exempt and Government 
Entities) relating to issues on which the 
Internal Revenue Service will not issue 
letter rulings or determination letters. For 
a list of areas under the jurisdiction of 
the Associate Chief Counsel (Interna
tional) relating to international issues on 
which the Service will not issue letter 
rulings or determination letters, see Rev. 
Proc. 2006-7, this Bulletin. For a list of 
areas under the jurisdiction of the Com
missioner, Tax Exempt and Government 
Entities Division relating to issues, plans 
or plan amendments on which the Service 
will not issue letter rulings and determi
nation letters, see. respecti vely. section 8 
of Rev. Proc. 2006-4 (this Bulletin) and 
section 3.02 of Rev. Proc. 2006-6 (this 
Bulletin). 

.02 Changes. 

(I) New section 3.01(3) (Sections 61 
45 I. and 100 I.-Gross Income Defined ... ; 
has been added. See Rev. Proc. 2005-fll. 
2005-37 I.R.B. 507. 

(2) Section 3.01(9) (Section 105(h) 
-Amount Paid to Highly Compensated 
Individuals Under Discriminatory Self-In
surcd Medical Expense Reimbursement 
Plan) has been modified to simplify the 
language. 

(3) New section 3.01( II) (Section 
107.-Rental Value of Parsonages) has 
been auded. 

14) Section 301{.131 (Section, ~1'" 

351. Jfl8(a)(I)(A). iBl. (C), (E) and-(-I-~: 
anu 1036.-Complete Liquidation, of 

Sec. 1 
122 2006-1 C.B. 

Subsidiaries ... ) has been modified regard
II1g the definition of "Significant Is:ue." 
Sec Rev. Pmc. ~O()5-68, 2005-41 I.R.B. 
694. 

(5) Section 4.01(30) (Scction 
441(il.-Taxable Year of Personal Ser
vice Corporations) has been modified to 
update the regulation citation. 

(6) Section 4.01(37) (Section 
664.~-Charitable Remainder Trusts) has 
been modified to indicate that this no-rule 
area includes unitrust payments for a term 
of years. 

(7) Section 4.01(44) (Section 
2055.-Transfers for Public, Charitable, 
and Religious Uses) has been modified to 
include annuity or unitrust payments for a 
term of years. 

(8) Section 4.01(48) (Section 
2522.-Charitable and Similar Gifts) 
has been modified to include annuity or 
unitrust payments for a term of years. 

(9) New section 5.02 (Sections 101 and 
n02.-Certain Death Benefits; Life In
surance Contract Defined) has been added. 

(10) Section 5.03 (Section 409A.-In
clusion in Gross Income of Deferred 
Compensation Under Nonqualified De
ferred Compensation Plans) has been 
modified by including in this no-rule area 
the question of whether an arrangement is 
an arrangement described in § 409A. 

SECTION 2. BACKGROUND AND 
SCOPE OF APPLICATION 

.01 Background. 
Whenever appropriate in the interest of 

sound tax administration, it is thc policy of 
the Service to answer inquiries of individu
als and organizations regarding their status 
for tax purposes and the tax effects of their 
acts or transactions. prior to the filing of 
returns or reporh that are required by the 
revenue laws. 

There are, however. certain areas in 
which. because of the inherently factual 
nature of the problems involved. or for 
other reason" the Service will not issue 
rulings or determination letters. These 
areas are set forth in four sections of this 
revenue procedure. Section 3 reflects 
those areas in which rulings and deter
minations will not be issued. Section 4 
sets forth those areas in which they will 
not ordinarily be issued. "Not ordinar
ily" means that unique and compelling 

reasons must be demonstrated to justify 
the issuance of a ruling or determination 
leiter. Those sections renect a number of 
specific questions and probkms as well 
as general areas. Section 5 lists specific 
areas for which the Service is temporar
ily not issuing rulings and determinations 
because those matters are under study. Fi
nally, section 6 of this revenue procedure 
lists specific areas where the Service will 
not ordinarily issue rulings because the 
Service has provided automatic approval 
procedures for these matters. 

See Rev. Proc. 2006-1 (this Bulletin) 
particularly section 6 captioned "Under 
What Circumstances Does The Service 
Not Issue Letter Rulings Or Determina
tion Letters?" for general instructions and 
other situations in which the Service will 
not or ordinarily will not issue letter rul
ings or determination letters. 

With respect to the items listed, rev
enue rulings or revenue procedures may be 
published in the Internal Revenue Bulletin 
from time to time to provide general guide
lines regarding the position of the Service. 

Additions or deletions to this revenue 
procedure as well as restatements of items 
listed will be made by modification of 
this revenue procedure. Changes will be 
published as they occur throughout the 
year and will be incorporated annually in 
a new revenue procedure published as the 
third revenue procedure of thc year. These 
lists should not be considered ali-inclu
sive. Decisions not to rule on individual 
cases (as contrasted with those that present 
significant pattern issues) are not reported 
in this revenue procedure and will not be 
added to subsequent revisions. 

.02 Scope of Application. 
This revenue procedure does not pre

clude the submission of requests for tech
mcal advice to the National Office from 
other offices of the Service. 

.03 No-Rule Issues Part of Larger 
Transactions. 

If it is impossible for the Service to de
termine the tax consequences of a larger 
transaction without knowing the resolu
tion of an issue on which the Service will 
not issue rulings and determinations under 
this revenue procedure involving a part of 
the transaction or a related transaction, the 
taxpayer must state in the request to the 
best of the taxpayer's knowledge and be
lief the tax consequences of the no-rule is
sue. The Service's ruling or determination 



letter will state that the Service did not con
sider, and no opinion is exprcssed upon, 
that issue. In appropriate cases the Service 
may decline to issuc rulings or determina
tions on such larger transactions due to the 
relevance of the no-rule issue. despite the 
taxpayer's representation. 

SECTION 3. AREAS IN WHICH 
RULINGS OR DETERMINATION 
LETTERS WILL NOT BE ISSUED 

.01 Specific questions and problems. 

(1) Section 61.-Gross Income Oe
fined.-Whether amounts voluntarily de
ferred by a taxpayer under a defen'ed-com
pensation plan maintained by an organ
ization described in § 501 (other than a 
plan maintained by an eligible employer 
pursuant to the provisions of § 457) are 
currently includible in the taxpayer's gross 
income. 

(2) Section 61.-Gross Income De
fined.-Whether a split-dollar life insur
ance arrangement is "materially modified" 
within the meaning of § 1.61-22(j)(2) of 
the Income Tax Regulations. (Also §§ 83, 
301, 1401,2501,3121,3231,3306, 340l, 
and 7872.) 

(3) Sections 61, 451, and 100l.
Gross Income Defined; General Rule for 
Taxable Year of Inclusion; Determination 
of Amount and Recognition of Gain or 
Loss.-Whether, under authorization by 
an appropriate State agency to recover cer
tain costs pursuant to State specified cost 
recovery legislation, any investor-owned 
utility company realizes income upon: 
(i) the creation of an intangihle property 
right; (ii) the transfer of that intangible 
property right; or (iii) the securitization of 
the intangible property right. 

(4) Section 79.-Group-Term Life 
Insurance Purchased for Employ
ees.-Whether a group insurance plan 
for 10 or more employees qualifies as 
group-term insurance, if the amount of 
insurance is not computed under a for
mula that would meet the requirements of 
§ l.79-1(c)(2)(ii) of the regulations if the 
group consisted of fewer than 10 employ
ees. 

(5) Section 83.-Property Transferred 
in Connection with Performance of Ser
vices.-Whether a re~triction constitutes 
a substantial risk of forfeiture, if the em
ployee is a controlling shareholder. Also, 

whether a transfer has occurred, if the 
amount paid for the property involves a 
nonrecourse obligation. 

(6) Section 83.-Propcrty Transfcrrcd 
in Connection with Performance of Ser
vices.-Which corporation is cntitled to 
the deduction under § 83(h) in cases where 
a corporation undergoes a corporate divi
sion if the facts are not similar to those de
scribed in Rev. Rul. 2002-1,2002-1 C.B. 
268. 

(7) Section 10 I.-Certain Death Ben
efits.-Whether there has been a transfer 
for value for purposes of § 10 I (a) in situa
tions involving a grantor and a trust when 
(i) substantially all of the trust corpus con
sists or will consist of insurance policies 
on the life of the grantor or the grantor's 
spouse, (ii) the trustee or any other per
son has a power to apply the trust's in
come or corpus to the payment of premi
ums on policies of insurance on the life of 
the grantor or the grantor's spouse, (iii) the 
trustee or any other person has a power to 
use the trust's assets to make loans to the 
orantor's estate or to purchase assets from 
d,e grantor's estate, and (iv) there is a right 
or power in any person that would cause 
the grantor to be treated as the owner of 
all or a portion of the trust under §§ 673 to 
677. 

(8) Sections 101,761, and 770l.-Def
initions.-Whether, in connection with the 
transfer of a life insurance policy to an un
incorporated organization, (i) the organi
zation will be treated as a partnership un
der §§ 761 and 7701, or (ii) the transfer of 
the life insurance policy to the organization 
will be exempt from the transfer for value 
rules of § 101, when substantially all of the 
organization's assets consists or will con
sist of life insurance policies on the lives 
of the members. 

(9) Section I05(h).-Amount Paid to 
Highly Compensated Individuals Under 
Discriminatory Self-Insured Medical Ex
pense Reimbursement Plan.-Whether a 
self-insured medical reimbursement plan 
satisfies the requirements of § 105(h) for a 
plan year. 

(10) Section 107 .-Rental Value of Par
sonages.-Whether amounts distributed to 
a retired minister from a pension or an
nuity plan should be excludible from the 
minister's gross income as a parsonage al
lowance under § 107. 

(II) Section 107.-Rental Value of 
Parsonages.-Whether an individual is a 
"minister of the gospel" for federal tax 
purposes. (Also §§ 1402(a)(8), (c)(4), and 
(e), 312l(b)(l:Ij(A), and 3401(a)(9).) 

(12) Section 115.-Income of Slates, 
Municipalities, Etc.-The results of trans
actions pursuant to a plan or arrangement 
created by state statute a primary objec
tive of which is to enable participants to 
pay for the costs of a post-secondary edu
cation for themsel ves or a designated ben
eficiary, including: (i) whether the plan or 
arrangement, itself, is an entity separate 
from a state and, if so, how the plan or 
arrangement is treated for federal tax pur
poses; and (ii) whether any contract under 
the plan or arrangement is a debt instru
ment and, if so, how interest or original 
issue discount attributable to the contract 
is treated for federal tax purposes. (Also 
§§ 61,163, 1275,2501, and 7701.) 

(13) Section 115.-Income of States, 
Municipalities, Etc.-Whether the income 
of membership organizations established 
by states exclusively to reimburse mem
bers for losses arising from workmen's 
compensation claims is excluded from 
gross income under § 115. 

(14) Section 117.-Qualified Sehol
arships.-Whether an employer-related 
scholarship or fellowship grant is excludi
ble from the employee's gross income, if 
thcre is no intermediary private founda
tion distributing the grants, as there was in 
Rev. Proc. 76--47, 1976--2 C.B. 670. 

(15) Section 119.-Meals or Lodging 
Furnished for the Convenience of the Em
ployer.-Whether the value of meals or 
lodging is excludible from gross income 
by an employee who is a controlling share
holder of the employer. 

(\6) Section 12l.-Exclusion of 
Gain from Sale of Principal Resi
dence.-Whether property qualifies as 
the taxpayer's principal residence. 

(17) Section 125.-Cafeteria 
Plans.-Whether amounts used to 
provide group-term life insurance un
der § 79, accidcnt and health benefits 
under § § 105 and 106. and dependent 
care assistance programs under § 129 
are includible in the gross income of 
participants and considered "wages" for 
purposes of §§ 340 I, 3121, and 3306 
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when the benefi(~ are offereu through a 
cafeteria plan. 

( 1/\) Section 162.-Traue or Bw,ine\\ 
Expenses.-Whether compensation is rea
vlTlablc in amount. 

( Il)) Section 163.-Interest.-The in
come tax consel\uences of transactions 
involving ",hareu appreciation mortgage" 
(SAM) luan\ in which a taxpayer, borrow
ing money to purchase real property. pays 
a fixeu rate of Interest on the mortgage 
loan below the prevailing market rate anu 
will also pay the lender a percentage of the 
appreciation in lalue of the real property 
upon termination of the mortgage. This 
applies to all SAM arrangements where 
the loan proceeus are used for commercial 
or business activities. or where useu to 
finance a personal residence. if the facts 
are not similar to those described in Rev. 
Rul. ~\3-51. 1l)/\3-1 C.B. 48. (Also ~~ 61. 
451. 461. /\56,1001. and 7701.) 

(20) Section l70-Charitable. Etc., 
Contributions and Gifts.-Whether a 
taxpayer who advances funds to a char
itable organization and receives therefor 
a promissory note may deduct as contri
butions, in one taxable year or in each of 
several years, amounts forgiven by the 
taxpayer in each of several years by en
dorsement on the note. 

(21) Section 213.-Medical. Dental. 
Etc .. Expenses.-Whether a capital ex
penditure for an item that is ordinarily 
used for personal. living, or family pur
poses. such as a swimming pool. has as 
its primary purpose the medical care of 
the taxpayer or the taxpayer's spouse or 
dependent, ur is related directly to such 
medical care. 

(22) Section 264(b).-Certain 
Amounts Paid in Connection with Insur
ance Contracts.-Whether "suhstantially 
al]"' the premiums of a contract of insur
ance are paid within a period of 4 years 
from the date on which the contract is 
purchased. Also. whether an amount de
posited i~ in payment of a '"substantial 
numocr'" of future premiums on such a 
l·l1ntracl. 

Section 264(c)11 ).-Certain 
Amounts Paid in Connection with In
,mane..: Contracts.-Whether ~ 264(c)( I ) 
dPplil'~. 

(::4) Section ::6l).-Acl\uisitions Made 
III h ~llk or .-\I"oid Income Tax.-Whcther 

Sec. 3.01(17) 
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an acquisition is within the meaning of 
~ 269. 

(25) Section 274.-Disallowance 
of Certain Entertainment. Etc.. Ex
penses.-Whether a taxpayer who is trav
eling away from home on business may, 
in lieu of substantiating the actual cost of 
meals. ueduct a fixed per-uay amount for 
meal expenses that differs from the amount 
authorizeu by the revenue procedure pro
viding optional rules for suhstantiating the 
amount of travel expenses for the period 
in which the expense was paid or incurred. 

(26) Section 302.-Distributions in 
Redemption of Stock.-Whether § 302(b) 
applies when the consideration given in 
redemption by a corporation consists en
tirely or partly of its notes payable, and the 
shareholder's stock is held in escrow or as 
security for payment of the notes with the 
possibility that the stock mayor will be 
returned to the shareholder in the future, 
upon the happening of specific defaults by 
the corporati on. 

(27) Section 302.-Distributions in Re
demption ofStoek.-Whether § 302(b) ap
plies when the consideration given in re
demption by a corporation in exchange for 
a shareholder's stock consists entirely or 
partly of the corporation's promise to pay 
an amount based on, or contingent on. fu
ture earnings of the corporation, when the 
promise to pay is contingent on working 
capital heing maintained at a certain level, 
or any other similar contingency. 

(28) Section 302.-Distributions in Re
demption ofStock.-Whether ~ 302(b) ap
plies to a redemption of stock, if after 
the redemption the distributing corpora
tion uses property that is owned by the 
shareholder from whom the stock is re
deemed and the payments by the corpora
tion for the use of the property are depen
uent upon the corporation's future earn
ings or are subordinate to the claims of the 
corporation's general creditors. Payments 
for the use of property will not be consid
ered to be dependent upon future earnings 
merely because they are based on a fixed 
percentage of receipts or sales. 

(29) Section 302.-Distributions in Re
demption of Stock.-Whether the acqui
sition or disposition of stock described in 
~ 302(c)(2)(B) has, or does not have, as 
one of its principal purposes the avoidance 
of federal income taxes within the meaning 

of that section, unless the facts and circum
stances are materially identical to those set 
forth in Re\. Rul. 85-19, 1985-1 C.B. 
l)4: Rev. Rul. 7l)-67, 1971)-1 C.B. 128; 
Rev. Rul. 77-2l)3, 1977-2 C.B. 91: Rev. 
Rul. 57-387, 1l)57-2 C.B. 225: Rev. Rul. 
56-5/\4, 1956-2 C.B. 179: or Rev. Rul. 
56-556, 1l)56-2 C.B. 177. 

(30) Section 302(b)(4) and (e).-Re
demption from Noncorporate Shareholder 
in Partial Liquidation: Partial Liquidation 
Defincd.-The amount of working capi
tal attributable to a business or portion 
of a business terminated that may be dis
tributed in partial liquidation. 

(31) Section 312.-Effect on Earnings 
and Profits.-The determination of the 
amount of earnings and profits of a corpo
ration. 

(32) Sections 331, 453, and 1239.-The 
Tax Effects of Installment Sales of Prop
erty Between Entities with Common Own
ership.-The tax effects of a transaction in 
which there is a transfer of property by a 
corporation to a partncrship or other non
corporate entity (or the transfer of stock 
to such entity followed by a liquidation of 
the corporation) when more than a nomi
nal amount of the stock of such corporation 
and the capital or beneficial interests in the 
purchasing entity (that is, more than 20 
percent in value) is owned by the same per
sons, and the consideration to be received 
by the selling corporation or the selling 
shareholders includes an installment obli
gation of the purchasing entity. 

(33) Sections 332, 351, 368(a)(I )(A), 

(B), (C), (E) and (F), and 1036.-Com
plete Liquidations of Subsidiaries; Trans
fer to Corporation Controlled by Trans
feror: Definitions Relating to Corporate 
Reorganizations; and Stock for Stock of 
Same Corporation.-Whether a transac
tion qualifies under § 332, ~ 351 or § 1036 
for nonrecognition treatment, or whether 
it constitutes a corporate reorganization 
within the meaning of § 368(a)(I )(A) (in
cluding a transaction that qualifies under 
§ 368(a)( 1)( A) by reason of § 368(a)(2)(D) 
or ~ 368(a)(2)(E), § 368(a)(I )(B), 
§ 368(a)(!)(C), § 368(a)(I)(E) or 
§ 368(a)( I )(F), and whether various con
sequences (such as nonrecognition and 
basis) result from the application of that 
section. unless the Service determines 
that there is a significant issue that must 
be resolved in order to decide those mat-



ters. If the Service determines that there 
is a significant issue. and to the extent 
the transaction is not described in another 
no-rule section, the Service will rule on the 
entire transaction, and not just the signifi
cant issue. Notwithstanding the preceding 
paragraph, the Service will rule on the 
application of § 351 to a controlled corpo
ration when the transaction is undertaken 
prior to the distribution of the stock of 
the controlled corporation in a transaction 
qualifying under § 355. 

SIGNIFICANT ISSUE: A significant 
issue is an issue of law that meets the three 
following tests: (1) the issue is not clearly 
and adequately addressed by a statute, reg
ulation, decision of a court, tax treaty, rev
enue ruling, revenue procedure, notice, or 
other authority published in the Internal 
Revenue Bulletin; (2) the resolution of the 
issue is not essentially free from doubt; and 
(3) the issue is legally significant and ger
mane to determining the major tax conse
quences of the transaction. An issue of 
law will be considered not clearly and ade
quately addressed by the authorities above, 
and its resolution will not be essentially 
free from doubt when. because of concern 
over a legal issue (as opposed to a factual 
issue), taxpayer's counsel is unable to ren
der an unqualified opinion on what the tax 
consequences of the transaction will be. 

OBTAINING A RULING: To obtain a 
ruling on a transaction involving a signif
icant issue, the taxpayer must in its ruling 
request explain the significance of the is
sue, set forth the authorities most closely 
related to the issue, and explain why the 
issue is not resolved by these authorities. 

(34) Section 35 I.-See section 
3.01(33). above. 

(35) Section 358.-Basis to Distribu
tees.-The acceptability of an estimation 
procedure or the acceptability of a specific 
sampling procedure to determine the ba
sis of stock acquired by an acquiring cor
poration in a reorganization described in 
§ 368(a)(I )(B). 

(36) Section 368.-See section 
3.01(33). above. 

(37) Section 424.-Substitution or 
Assumption of Incentive Stock Op
tions.-Whether the substitution of a new 
Incentive Stock Option ("ISO") for an old 
ISO, or the assumption of an old ISO, by an 
employer by reason of a corporate trans
action constitutes a modification which 

results in the issuance of a new option by 
reason of failing to satisfy the spread test 
requirement of § 424(a)(l) or the ratio test 
requirement of § 1.425-1(a)(4). The Ser
vice will continue to rule on the issue of 
whether the new ISO or the assumption of 
the old ISO gives the employee additional 
benefits not present under the old option 
within the meaning of § 424(a)(2). 

(38) Section 45 I.-See section 3.01(3), 
above. 

(39) Section 45 I.-General Rule for 
Taxable Year of Inclusion.-The tax con
sequences of a non-qualified unfunded 
deferred-compensation arrangement with 
respect to a controlling shareholder-em
ployee eligible to participate in the ar
rangement. 

(40) Section 45 I.-General Rule for 
Taxable Ycar of Inclusion.-The tax con
sequences of unfunded deferred-compen
sation arrangements whcre the arrange
ments fail to meet the requirements of 
Rev. Proc. 92-65, 1992-2 C.B. 428; and 
Rev. Proc. 71-19, 1971-1 C.B. 698. 

(41) Sections 451 and 457.-Gen
eral Rule for Taxable Year of Inclusion; 
Deferred Compensation Plans of State 
and Local Governments and Tax-Exempt 
Organizations.-The tax consequences 
to unidentified independent contractors 
in nonqualified unfunded deferred-com
pensation plans. This applies to plans 
established under § 451 by employers in 
the private sector and to plans of state and 
local governments and tax-exempt orga
nizations under § 457. However, a ruling 
with respect to a specific independent con
tractor's participation in such a plan may 
be issued. 

(42) Section 453.-See section 
3.01(32), above. 

(43) Section 457.-See section 
3.01(41), above. 

(44) Section 64 I.-Imposition of 
Tax.-Whether the period of adminis
tration or settlement of an estate or a trust 
(other than a trust described in § 664) is 
reasonable or unduly prolonged. 

(45) Section 642(c).-Deduction for 
Amounts Paid or Pennanently Set Aside 
for a Charitable Purpose.-Allowance of 
an unlimited deduction for amounts set 
aside by a trust or estate for charitable 
purposes when there is a possibility that 

the corpus of the trust or estate may be 
invaded. 

(46) Section 664.-Charitable Remain
der Trusts.-Whether the settlement of a 
charitable remainder trust upon the termi
nation of the noncharitable interest is made 
within a reasonable period of time. 

(47) Section 67 I.-Trust Income. 
Deductions, and Credits Attributable to 
Grantors and Others as Substantial Own
ers.-Whether the grantor will be consid
ered the owner of any portion of a trust 
when (i) substantially all of the trust cor
pus consists or will consist of insurance 
policies on the life of the grantor or the 
grantor's spouse, (ii) the trustee or any 
other person has a power to apply the 
trust's income or corpus to the payment of 
premiums on policies of insurance on the 
life of the grantor or the grantor's spouse. 
(iii) the trustee or any other person has 
a power to use the trust's assets to make 
loans to the grantor's estate or to purchase 
assets from the grantor's estate, and (iv) 
there is a right or power in any person that 
would cause the grantor to be treated as 
the owner of all or a portion of the trust 
under §§ 673 to 677. 

(48) Section 704(e).-Family Partner
ships.-Matters relating to the validity of 
a family partnership when capital is not a 
material income producing factor. 

(49) Section 76 I.-See section 3.01(8), 
above. 

(50) Section 856.-Definition of Real 
Estate Investment Trust.-Whether a cor
poration whose stock is "paired" with or 
"stapled" to stock of another corporation 
will qualify as a real estate investment trust 
under § 856, if the activities of the corpo
rations are integrated. 

(51) Section 100 I.-See section 
3.01(3), above. 

(52) Section 1036.-See section 
3.01(33), above. 

(53) Section 1221.-Capital Asset De
fined.-Whether specialty stock allocated 
to an investment account by a registered 
specialist on a national securities exchange 
is a capital asset. 

(54) Section 1239.-See section 
3.Gl(32), above. 

(55) Section 1551.-Disallowance of 
the Benefits of the Graduated Corpo
rate Rates and Accumulated Earnings 
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Credit.~Whether a transfer is within 

* 1551. 
(56) Section 2031-Definition of 

Gross Estate .-Actuarial factors for valu
II1g II1terests 111 the prospecti ve gross estate 
of a li\ ing person. 

(57) Section 2512.-Valuation of 
Gifts.-Actuarial factors for valuing 
prospective or hypothetical gifts of a 
donor. 

(58) Sections 3121. 3306. and 
3 .. W l.-Definitions.-For purposes of de
termining prospective employment status. 
whether an indi\idual will be an employee 
or an independent contractor. A ruling 
with regard to prior employment status 
may he issued. 

(59) Sections 3121. 330fl. and 
..1..+0 I.-Definitions: Employment 
Taxes.-Who is the employer of an "em
ployee-owner" as defined in * 269A(b)(2). 

(flO) Sections ..1121. 3306. and 
)"+Ol.-Definitions.-For purposes of 
determining employment classification 
pursuant to the filing of Form SS-8. De
termillation or Worker Sialusjl)r Purposes 
(It' Federal Elllplo.."mcill Taxes and income 
Ta.\ Withholding. whether a worker is a 
hO/lll .tic/e partner and. therefore. not an 
employee of the business is at issue. 

I fl I) Section 4980B.-Failure to Satisfy 
Continuation Coverage Requirements of 
Group Health Plans.-Whether an action 
is "grm.s misconduct" within the meaning 
of * 4980B(0(3)(B). (See section 3.05 of 
Rev. Proc. 87-28. 1987-1 C.B. 770. 771.) 

(fl2) Section 770 l.-Definitions.~ The 
classification of an instrument that has 
ccrtain voting and liquidation rights in an 
issuing corporation but whose dividend 
rights are determined by reference to the 
earnings of a segregated portion of the 
issuing corporation's assets. including as
,ets held hy a subsidiary. 

163) Section 770 I.-Sec section 
.i.O I( 8 I. abow. 

.02 Gcneral Areas. 

( I) The results of transactions that lack 
.\ hillw tide business purpose or have as 
their principal purpose the reduction of 
kderal ta\e\. 

(21 A matter UPOIl which a court deci
,iun ad\crsc to thc Government has been 
handed do\\n and the yucstion of follow-
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ing the decision or litigating further has not 
yet been resol ved. 

(3) A matter involving altemate plans 
of proposed transactions or involving hy
pothetical situations. 

(..+) Whether under Subtitle F (Pro
cedure and Administration) reasonable 
cause. due diligence. good faith. clear 
and convincing evidence. or other similar 
terms that require a factual determination 
exist. 

(5) Whether a proposed transaction 
would subject the taxpayer to a criminal 
penalty. 

(6) A request that does not comply with 
the provisions of Rev. Proc. 2006-1 (this 
Bulletin ). 

(7) Whether. under the common law 
rules applicable in determining the em
ployer-employee relationship, a profes
sional staffing corporation (loan-out cor
poration) or the subscriber is the employer 
of individuals, if: 

Ii) the loan-out corporation hires em
ployees of the subscriber and assigns the 
employees back to the subscriber. or 

(ii) the loan-out corporation assigns in
dividuals to subscribers for more than a 
temporary period (I ycar or longer). 

(8) Questions that the Service deter
mines. in its discretion. should not be an
swered in the general interests of tax ad
ministration. 

(9) Any frivolous issue, as that term 
is defined in section 6.10 of Rev. Proc. 
2006-1 (this Bulletin) 

SECTION 4. AREAS IN WHICH 
RULINGS OR DETERMINATION 
LETTERS WILL NOT ORDINARILY 
BE ISSUED 

.0 I Specific questions and problems. 

I I) Sections 38. 39. 46. and 48.-Gen
eral Business Credit; Carryback and Car
ryforward of Unused Credits; Amount 
of Credit; Energy Credit; Reforestation 
Credit.-Application of these sections 
where the formal ownership of property is 
in a party other than the taxpayer. except 
when title is held merely as security. 

(2) Section 6l.-Gross Income De
fined.-Determination as to who is the 

true owner of property in cases involving 
the sale of securities. or participation in
terests therein. where the purchaser has 
the contractual right to cause the securi
ties. or participation interests therein. to 
be purchased by either the seller or a third 
party. 

(3) Sections 61 and 163.-Gross In
come Defined; Interest.-Determinations 
as to who is the true owner of property 
or the true borrower of money in cases in 
which the formal ownership of the prop
erty, or the liability for the indebtedness. is 
in another party. 

(4) Sections 83 and 451.-Property 
Transferred in Connection with Perfor
mance of Services; General Rule for 
Taxable Year of Inclusion.-When com
pensation is realized by a person who, 
in connection with the performance of 
services. is granted a nonstatutory option 
without a readily ascel1ainable fair market 
value to purchase stock at a price that is 
less than the fair market value of the stock 
on the date the option is granted. 

(5) Section 103.-Interest on State and 
Local Bonds.-Whether the interest on 
state or local bonds will be excludible 
from gross income under § 103(a), if the 
proceeds of issues of bonds (other than 
advance refunding issues) are placed in 
escrow or otherwise not expended for a 
governmental purpose for an extended 
period of time even though the proceeds 
are invested at a yield that will not exceed 
the yield on the state or local bonds prior 
to their expenditure. 

(6) Section 103.-Interest on State 
and Local Bonds.-Whether a state or 
local governmental obligation that does 
not meet the criteria of section 5 of Rev. 
Proc. 89-5,1989-1 c.B. 774, is an "arbi
trage bond" within the meaning of former 
§ 103(c)(2) solcly by reason of the invest
ment of the bond proceeds in acquired non
purpose obligations at a materially higher 
yield more than 3 years after issuance of 
the bonds or 5 years after issuance of the 
bonds in the case of construction issues de
scribed in former § 1.103-13(a)(2)(ii)(E) 
or § 1.148-2(e)(2)(ii). 

(7) Sections 104(a)(2) and 
312l.-Compensation for Injuries or 
Sickness; Definitions.-Whether an allo
cation of the amount of a settlement award 
(including a lump sum award) between 



back pay, compensatory damages, puni
tive damages, etc. is a proper allocation 
for federal tax purposes. 

(8) Section 141.-Private Activity 
Bond; Qualified Bond.-Whether state or 
local bonds will meet the "private busi
ness use test" and the "private security or 
payment test" under §141(b)(l) and (2) in 
situations in which the proceeds are used 
to finance certain output facilities and, pur
suant to a contract to take, or take or pay 
for, a nongovernmental person purchases 
30 percent or more of the actual output 
of the facility but 10 percent or less of 
the: (i) subparagraph (5) output of the fa
cility as defined in § 1.l03-7(b)(5)(ii)(b) 
(issued under former § 103(b», or (ii) 
available output of the facility as defined 
in § 1.141-7(b)(I). In similar situations, 
the Service will not ordinarily issue rul
ings or determination letters concerning 
questions arising under paragraphs (3), 
(4), and (5) of § 141(b). 

(9) Sections 142 and 144.-Exempt 
Facility Bond; Qualified Small Issue 
Bond.-Whether an issue of private activ
ity bonds meets the requirements of § 142 
or § 144(a), if the sum of-

(i) the portion of the proceeds used to 
finance a facility in which an owner (or 
related person) or a lessee (or a related 
person) is a user of the facility both after 
the bonds are issued and at any time before 
the bonds were issued, and 

(ii) the portion used to pay issuance 
costs and non-qualified costs equals more 
than 5 percent of the net proceeds, as de
fined in § 150(a)(3). 

(10) Section 148.-Arbi-
trage.-Whether amounts received 
as proceeds from the sale of municipal 
bond financed property and pledged to 
the payment of debt service or pledged as 
collateral for the municipal bond issue are 
sinking fund proceeds within the meaning 
of former § 1.l03-13(g) (issued under 
former § 103(c» or replaced proceeds 
described in § 148(a)(2) (or former 
§ 103(c)(2)(B». 

(11) Sections 162 and 262.-Trade or 
Business Expenses; Personal, Living, and 
Family Expenses.-Whether expenses are 
nondeductible commuting expenses, ex
cept for situations governed by Rev. Rul. 
99-7, 1999-1 C.B. 361. 

(12) Section 163.-See section 4.01(3), 
above. 

(13) Section 167 .-Depreciation. 

(i) Useful lives of assets. 

(ii) Depreciation rates. 

(iii) Salvage value of assets. 

(14) Sections 167 and 168.-Depre
ciation; Acccicrated Cost Recovery Sys
tem.-Application of those sections where 
the formal ownership of property is in a 
party other than the taxpayer except when 
title is held merely as security. 

(15) Section 170.-Charitable, Etc., 
Contributions and Gifts.-Whether a 
transfer to a pooled income fund de
scribed in § 642(c)(5) qualifies for a 
charitable contribution deduction under 
§ 170(f)(2)(A). 

(16) Section 170(c).-Charitable, Etc., 
Contributions and Gifts.-Whether a tax
payer who transfers property to a charita
ble organization and thereafter leases back 
all or a portion of the transferred property 
may deduct the fair market value of the 
property transferred and leased back as a 
charitable contribution. 

(17) Section 170.-Charitable, Etc., 
Contributions and Gifts.-Whether a 
transfer to a charitable remainder trust 
described in § 664 that provides for an
nuity or unitrust payments for one or two 
measuring lives qualifies for a charitable 
deduction under § 170(f)(2)(A). 

(18) Section 216.-Deduction of Taxes, 
Interest, and Business Depreciation by 
Cooperative Housing Corporation Ten
ant-Stockholder.-If a cooperative hous
ing corporation (CHC), as defined in 
§ 216(b)( I), transfers an interest in real 
property to a corporation (not a CHC) in 
exchange for stock or securities of the 
transferee corporation, which engages in 
commercial activity with respect to the 
real property interest transferred, whether 
(i) the income of the transferee corpora
tion derived from the commercial activity, 
and (ii) any cash or property (attributable 
to the real property interest transferred) 
distributed by the transferee corporation 
to the CHC will be considered as gross 
income of the CHC for the purpo~e of 
determining whether 80 percent or more 
of the gross income of the CHC is derived 

from tenant -stockholders within the mean
ing of § 216(b)(l )(D). 

(\ 9) Section 262.-See section 
4.0 I ( II ), above. 

(20) Section 265(a)(2).-Expenses 
and Interest Relating to Tax-Exempt In
come.-Whether indebtedness is incurred 
or continued to purchase or carry obli
gations the interest on which is wholly 
exempt from the taxes imposed by subtitle 
A. 

(21) Section 302.-Distributions in Re
demption of Stock.-The tax effect of the 
redemption of stock for notes, when the 
payments on the notes are to be made over 
a period in excess of 15 years from the date 
of issuance of such notes. 

(22) Section 302(b)(4) and (e).-Re
demption from Noncorporate Shareholder 
in Partial Liquidation; Partial Liquidation 
Defined.-Whether a distribution will 
qualify as a distribution in partial liqui
dation under § 302(b)(4) and (e)(l)(A), 
unless it results in a 20 percent or greater 
reduction in (i) gross revenue, (ii) net fair 
market value of assets, and (iii) employ
ees. (Partial liquidations that qualify as 
§ 302(e)(2) business terminations are not 
subject to this provision.) 

(23) Sections 302(b)(4) and (e), 331, 
332, and 346(a).-Effects on Recipients 
of Distributions in Corporate Liquida
tions.-The tax effect of the liquidation 
of a corporation preceded or followed by 
the transfer of all or a part of the business 
assets to another corporation (I) that is 
the alter ego of the liquidating corpora
tion. and (2) which, directly or indirectly, 
is owned more than 20 percent in value 
by persons holding directly or indirectly 
more than 20 percent in value of the liqui
dating corporation's stock. For purposes 
of this section, ownership will be deter
mined by application of the constructive 
ownership rules of § 318(a) as modified 
hy § 304(c)(3). 

(24) Section 306.-Dispositions ofCer
tain Stock.-Whether the distribution or 
disposition or redemption of "section 306 
stock" in a closely held corporation is in 
pursuance of a plan having as one of its 
principal purposes the avoidance of fed
eral income taxes within the meaning of 
§ 306(b)(4). 

(25) Sections 331 and 332.-See sec
tion 4.01(23), above. 
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(26) Section, 331 and 34h(a).-Gain or 

Los, to Shareholders in Corporate Liqui
dation~.-The tax effect of the liquidation 
of a corporation by a series of distributions, 
when the di,tributions in liquidation are to 
be made over a period in excess of 3 years 
ffllm the adoption of the plan of liquida
tion. 

(27) Section 34h(a).-See sections 
-UJ I (23) and (26 J. above. 

(2X) Section 351.-Transfer to 
Corporation Controlled by Trans
feror.-Whether ~ 351 applies to the 
transfer of an interest in real property by 
a cooperative housing corporation (as de
scribed in ~ 216(b)( I)) to a corporation 
in exchange for stock or securities of the 
transferee corporation, if the transferee en
gages in commercial activity with respect 
;o7he real property interest transferred. 

(29) Section 355.-Distribution of 
Stock and Securities of a Controlled Cor
poration.-Whether the active business 
requirement of ~ 355(b) is met when, 
within the 5-year period described in 
* 355(b)(2)(B), a distributing corporation 
acquired control of a controlled corpora
tion as a result of the distributing corpo
ration transferring cash or other liquid or 
inactive assets to the controlled corpora
tion in a transaction in which gain or loss 
was not recognized as a result of the trans
fer meeting the requirements of § 351 (a) 
or ~ 368(a)( I )(0). 

(30) Section 44 I (i).-Taxable Year of 
Personal Service Corporations.-Whether 
the principal activity of the taxpayer dur
ing the testing period for the taxable year 
is the performance of personal services 
within the meaning oH 1.441-3(c)( I)(iii). 

(31) Section 448(d)(2)(A).-Lirnita
tion on Use of Cash Method of Account
ing: Qualified Personal Service Corpo
ration.-Whether 95 percent or more of 
the time spent by employees of the corpo
ration. serving in their capacity as such. 
i~ de\oted to the performance of services 
\\ithin the meaning of§ 1.44R-IT(e)(4)(iJ. 

(32) Section 45 I.-General Rule for 
Ta\ahle Year of Inc\w,ion.-The tax con-
,equences of a nonqualified deferred com-
pen,atinn arrangement using a grantor 
trll,t \\hcre the trllst fails to meet the re
quireIl1l'nh of Re\'. Proc. 92-6-L 1992-2 
CS.422. 
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(33) Section 45 I.-See section 4.0 I (4). 
above. 

(34) Section 45 I.-General Rule for 
Taxable Year of Inclusion-The income 
tax consequences as a result of being a ben
eficiary of a trust that an Indian trihe (as 
defined in 25 U.s.c. § 2703(5)) establishes 
to receive and invest per capita payments 
for its members who are minors or legal in
competents under the Indian Gaming Reg
ulatory Act (25 U.S.c. §~ 2701-2721), if 
the trust meets the requirements of section 
5.02 of Rev. Proc. 2003-14.2003-1 C.B. 
319. 

(35) Section 584.-Common Trust 
Funds.-Whether a common trust fund 
plan meets the requirements of § 584. (For 
§ 584 plan drafting guidance, see Rev. 
Proc. 92-S1, 1992-1 C.B. 988.) 

(36) Section 642.-Special Rules for 
Credits and Deductions; Pooled Income 
Fuml.-Whether a pooled income fund 
satisfies the requirements described in 
§ 642(c)(S). 

(37) Section 664.-Charitable Remain
der Trusts.-Whether a charitable remain
der trust that provides for annuity or uni
trust payments for one or two measuring 
lives or for annuity or unitrust payments 
for a term of years satisfies the require
ments described in § 664. 

(38) Section 664.-Charitable Re
mainder Trusts.-Whether a trust that 
will calculate the unitrust amount under 
§ 664(d)(3) qualifies as a § 664 charitable 
remainder trust when a grantor. a trustee, a 
beneficiary, or a person related or subordi
natc to a grantor, a trustee, or a beneficiary 
can control the timing of the trust's receipt 
of trust income from a partnership or a de
ferred annuity contract to take advantage 
of the difference between trust income 
under ~ 643(b) and income for federal 
income tax purposes for the henefit of the 
unitrust recipient. 

(39) Sections 671 to 679.-Grantors 
and Others Treated as Substantial Own
ers.-In a nonqualified, unfunded deferred 
compensation arrangement described in 
Rev. Proc. 92-64. the tax consequences 
of the use of a trust, other than the model 
trust described in that revenue procedure. 

(40) Sections 671 to 679.-Grantors 
and Others Treated as Substantial Own
ers-Whether an Indian tribe (as defined 
in 25 U.s.c. ~ 2703(5)) that establishes 

a trust to receive and invest per capi~a 
.. hel·s who are ml-payments tor Its mem . 

nors or legal incompetents under the In
dian Gaming Regulatory Act (25 U.S.c. 
** 2701-2721) is the grantor and owner ot 
the trust. if the trust meets the reqUIrements 
of section 5.02 of Rev. Proc. 2003-14, 
2003-1 C.B. 319. 

(41) Section 1362.-Election; Re
vocation; Termination.-All situations 
in which the Service has provided an 
automatic approval procedure or admin
istrative procedure for an S corporation 
to obtain relief for late S corporation, 
qualified subchapter S subsidiary, quali
fied subchapter S trust, or electing small 
business trust elections. See Rev. Proc. 
2003-43. 2003-1 c.B. 998; Rev. Proc. 
2004-48, 2004-2 C.B. 172; and Rev. 
Proc. 2004-49, 2004-2 C.B. 210. (For 
instructions on how to seek this relief, see 
the preceding revenue procedures.) 

(42) Section IS02.-Regula-
tions.-Whether a parent cooperative 
housing corporation (as defined in 
§ 216(b)(I)) will be permitted to file a 
consolidated income tax return with its 
transferee subsidiary. if the transferee en
gages in commercial activity with respect 
to the real property interest transferred to 
it by the parent. 

(43) Section 2055.-Transfers for 
Public, Charitable. and Religious 
Uses.-Whether a transfer to a pooled 
income fund described in § 642(c)(S) 
qualifies for a charitable deduction under 
§ 2055(e)(2)(A). 

(44) Section 205S.-Transfers for 
Public, Charitable, and Religious 
Uses.-Whether a transfer to a charita
ble remainder trust described in § 664 that 
provides for annuity or unitrust payments 
for one or two measuring lives or a term of 
years qualifies for a charitable deduction 
under § 2055(e)(2)(A). 

(45) Section 2503.-Taxable 
Gi fts. - Whether the transfer of property 
to a trust will be a gift of a present interest 
in property when (i) the trust corpus 
consists or will consist substantially of 
insurance policies on the life of the grantor 
or the grantor's spouse, (ii) the trustee or 
any other person has a power to apply the 
trust's income or corpus to the payment 
of premiums on policies of insurance on 
the life of the grantor or the grantor's 



spouse, (iii) the trustee or any other person 
has a power to use the trust's assets to 
make loans to the grantor's estate or to 
purchase assets from the grantor's estate, 
(iv) the trust beneficiaries have the power 
to withdraw, on demand, any additional 
transfers made to the trust, and (v) there 
is a right or power in any person that 
would cause the grantor to be treated as 
the owner of all or a portion of the trust 
under §§ 673 to 677. 

(46) Section 2514.-Powers of Ap
pointment.-If the beneficiaries of a trust 
permit a power of withdrawal to lapse, 
whether § 2514(e) will be applicable to 
each beneficiary in regard to the power 
when (i) the trust corpus consists or will 
consist substantially of insurance policies 
on the life of the grantor or the grantor's 
spouse, (ii) the trustee or any other person 
has a power to apply the trust's income 
or corpus to the payment of premiums 
on policies of insurance on the life of the 
grantor or the grantor's spouse, (iii) the 
trustee or any other person has a power 
to use the trust's assets to make loans to 

the grantor's estate or to purchase assets 
from the grantor's estate, (iv) the trust 
beneficiaries have the power to withdraw, 
on demand, any additional transfers made 
to the trust, and (v) there is a right or 
power in any person that would cause the 
grantor to be treated as the owner of all or 
a portion of the trust under §§ 673 to 677. 

(47) Section 2522.-Charitable and 
Similar Gifts.-Whether a transfer to 
a pooled income fund described in 
§ 642( c)( 5) qualifies for a charitable de
duction under § 2522(c)(2)(A). 

(48) Section 2522.-Charitable and 
Similar Gifts.-Whether a transfer to a 
charitable remainder trust described in 
§ 664 that provides for annuity or unitrust 
payments for one or two measuring lives 
or a term of years qualifies for a charitable 
deduction under § 2522(c)(2)(A). 

(49) Section 2601.-Tax Im-
posed.-Whether a trust that is ex
cepted from the application of the gen
eration-skipping transfer tax because it 
was irrevocable on September 25, 1985, 
will lose its excepted status if the situs of 
the trust is changed from the United States 
to a situs outside of the United States. 

(50) Section 2702.-Special Valuation 
Rules in Case of Transfers of Interests 

in Trusts.-Whether annuity interests are 
qualified annuity interests under § 2702 if 
the amount of the annuity payable annu
ally is more than 50 percent of the initial 
net fair market value of the property trans
ferred to the trust, or if the value of the 
remainder interest is less than 10 percent 
of the initial net fair market value of the 
property transferred to the trust. For pur
poses of the 10 percent test, the value of 
the remainder interest is the present value 
determined under § 7520 of the light to 
receive the trust corpus at the expiration of 
the term of the trust. The possibility that 
the grantor may die prior to the expiration 
of the specified term is not taken into ac
count, nor is the value of any reversion 
retained by the grantor or the grantor's 
estate. 

(51) Section 2702.-Speeial Valuation 
Rules in Case of Transfers of Interests 
in Trusts.-Whether a trust with one 
term holder satisfies the requirements of 
§ 2702(a)(3)(A) and § 25.2702-5(c) to be 
a qualified personal residence trust. 

(52) Section 3l21.-Definitions.-De
terminations as to which of two entities, 
under common law rules applicable in 
determining the employer-employee rela
tionship, is the employer, when one entity 
is treating the worker as an employee. 

(53) Section 3 12 I.-See section 
4.01(7), above. 

.02 General areas. 

(I) Any matter in which the determina
tion requested is primarily one of fact, e.g., 
market value of propel1y, or whether an in
terest in a corporation is to be treated as 
stock or indebtedness. 

(2) Situations where the requested rul
ing deals with only part of an integrated 
transaction. Generally, a letter ruling will 
not be issued on only part of an integrated 
transaction. If, however, a part of a trans
action falls under a no-rule area, a letter 
ruling on other parts of the transaction may 
be issued. Before preparing the letter rul
ing request. a taxpayer should call the Of
fice of the Associate Chief Counsel having 
jUlisdietion for the matters on which the 
taxpayer is seeking a letter ruling to dis
cuss whether a letter ruling will be issued 
on part of the transaction. To determine 
which di vision has jurisdiction over a par
ticular issue, see section 3 of Rev. Proc. 

2006-1 (this Bulletin I. For a list of tele
phone numbers for the different divi~ions, 
see section 10.07 of Rev. Proc. 2006-1. 

(3) Situations where two or more items 
or sub-methods of accounting are inten-e
lated. If two or more items or sub-methods 
of accounting are interrelated, ordinarily a 
letter ruling will not be issued on a change 
in accounting method involving only one 
of the items or sub-methods. 

(4) The tax effect of any transaction to 

be consummated at some indefinite future 
time. 

(5) Any matter dealing with the ques
tion of whether property is held primarily 
for sale to customers in the ordinary course 
of a trade or business. 

(6) The tax effect of a transaction if any 
part of the transaction is involved in liti
gation among the parties affected hy the 
transaction, except for transactions involv
ing bankruptcy reorganizations. 

(7)(a) Situations where the taxpayer or a 
related party is domiciled or organized in a 
foreign jurisdiction with which the United 
States does not have an effective mecha
nism for obtaining tax information with re
spect to civil tax examinations and crim
inal tax investigations, which would pre
clude the Service from obtaining informa
tion located in such jurisdiction that is rel
evant to the analysis or examination of the 
tax issues involved in the ruling request. 

(b) The provisions of subsection (a) 
above shall not apply if the taxpayer or 
affected related party (i) consents to the 
disclosure of all relevant information re
que~ted by the Service in processing the 
ruling request or in the course of an exam
ination in order to verify the accuracy of 
the representations made and to otherwise 
analyze or examine the tax issues involved 
in the ruling request, and (ii) waives all 
claims to protection of bank or commer
cial secrecy laws in the foreign Jurisdiction 
with respect to the information requested 
by the Service. In the event the taxpayer's 
or related party's consent to disclose rele
vant information or to waive protection of 
bank or commercial secrecy is determined 
by the Service to be ineffective or of no 
force and effect, then the Service may 
retroactively rescind any ruling rendered 
in reliance on such consent. 

(8) A matter involving the federal tax 
consequences of any propmed federal, 
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\late, locaL municipaL or foreign legi~

btion. The Service may provide general 
informatIon in response to an inquiry. 
Howe\er. the Office of Division Coun
~el/ Associate Chief Counsel (Tax Exempt 
and Government Entities) may issue letter 
ruling" regarding the effect of proposed 
-.tate, locaL or municipal legislation upon 
an eligible deferred compensation plan 
undcr ~ -157(b) provided that the letter rul
ing request relating to the plan complies 
\\ ith the other requirements of Re\". Proc. 
20()6-1. 

(l)) Except as otherwise provided in 
this revenue procedure (c.g., under section 
3.0 I (33)' where the Ser\'ice already is 
ruling on a significant issue in the same 
transaction). a letter ruling will not ordi
narily be issued with respect to an issue 
that is clearly and adequately addressed by 
statute. regulations. decisions of a court. 
revenue rulings. revenue procedures, no
tices. or other authority published in the 
Internal Revenue Bulletin. However, the 
Service lTIay in its discretion determine 
to issue a ruling on such an issue if the 
Service otherwise is issuing a ruling on 
another issue arising in the same transac
tion. 

SECTION 5. AREAS UNDER 
STUDY IN WHICH RULINGS OR 
DETERMINATION LETTERS WILL 
NOT BE ISSUED LNTIL THE 
SERVICE RESOLVES THE ISSUE 
THROUGH PUBLICATION OF A 
REVENlJE RljUNG, REVENUE 
PROCEDURE, REGULATIONS OR 
OTHERWISE 

.01 Section 62(c).-Reimbursement 
Arrangements.-Whether amounts related 
to a salary reduction afld paid under a pur
poned reimbursement or other expense 
allowance arrangement will be treated as 
paid under an "accountable plan" in accor
dance with ~ 1.62-2(c)(2). 

.02 Sections I () I and 7702.-Certain 
Death !3encfits: Life Insurance Contract 
Dcfined.-Whether amounts received un
Lin an anangl'Il1ent that is not regulated as 
an in~urance company may be treated as 
recei\ l'd under a "life insurance contract" 
II ithin the 111eaning of ~~ IOI(a) and 7702. 

().' Section -10l).-'\.-lnclusioll in Gross 
I11C\)111e \)1 Dekrred Cmnpen,ation Un
LIn :\'()nqu~difieLi Deferred Cl\mpensation 
PLuh.-Ruling, on the ta\ c()n~eql1Cnl"Cs 
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of arrangements described in S 409A, 
including rulings as to whether an ar
rangement is an alTangement described 
in * 409A. will not be issued until this 
subsection of this revenue procedure is 
revised. 

.0-1 Section -15 I.-General Rule for 
Taxable Year of Inclusion.-The income 
tax consequences as a result of being a 
beneficiary of a trust that an Indian tribe 
(as defined in 25 USe. * 2703(5)) es
tablishes to receive and invest per capita 
payments for its members (regardless of 
whether they are minors or legal incompe
tents) under the Indian Gaming Regulatory 
Act (25 USe. ~§ 2701-2721) if the trust 
docs not meet the requirements of section 
5.02 of Rev. Proc. 2003-14,2003-1 e.B. 
319. 

.05 Sections 671 to 679.-Grantors 
and Others Treated as Substantial Own
ers.-Whether an Indian tribe (as defined 
in 25 U.S.c. § 2703(5)) that establishes 
a trust to receive and invest per capita 
payments for its members (regardless of 
whether they arc minors or legal incom
petents) under the Indian Gaming Regula
tory Act (25 U.S.c. *§ 2701-2721) is the 
grantor and owner of the trust if the trust 
does not meet the requirements of section 
5.02 of Rev. Proc. 2003-14,2003-1 C.B. 
319. 

.06 Section 1361.-Dcfinition of a 
Small Business Corporation.-Whether 
a state law limited partnership electing 
under ~ 3017701-3 to be classified as an 
association taxable as a corporation has 
more than one class of stock for purposes 
of ~ 1361(b)(l)(D) The Service will treat 
any request for a ruling on whether a state 
law limited partnership is eligible to elect 
S corporation status as a request for a rul
ing on whether the partnership complies 
with ~ 1361(b)(I)(D). 

.07 Section 2036.-Transfers with Re
tained Life Estate.-Whether the corpus of 
a trust will be included in a grantor's es
tate when the trustee of the trust is a private 
trust company owned partially or entirely 
by members of the grantor's family. 

.08 Section 2038.-Revocable Trans
fers.-Whether the corpus of a trust will 
be included in a grantor's estate when the 
trustee of the trust is a pri vale trust com
pany owned partially or entirely by mem
ber, of the grantor's family. 

.(N Section 2041.-Powers of Appoint
rnent.-Whether the corpus of a trust will 

be included in an individual'S estate when 
the truslee of the trust is a pri vale trust 
cOlllpany owned partially or entirely by 
members of the individual's family. 

. 10 Sections J I ~ I. 33lJ6. and 
3401.-Definitiol1s: Employment 
Taxes.-Who is the employer of em
ployees of an entity that is disregarded 
under * 1361(b)(3) or ~ 301.7701-2. 

.1 I Section 6050P.-Returns Relating 
to the Cancellation of Indebtedness by Cer
tain Entities.-Whether amounts reduced 
pursuant to the terms of a debt instrument 
are reportable under § 6050P and the reg
ulations. 

.12 Section n02.-See section 5.02. 
above. 

SECTION 6. AREAS COVERED 
BY AUTOMATIC APPROVAL 
PROCEDURES IN WHICH RULINGS 
WILL NOT ORDINARILY BE 
ISSUED 

.01 Section 338.-Certain Stock 
Purchases Treated as Asset Acquisi
tions.-All requests for an extension of 
time under § 301.9100-3 within which to 
make an election under § 338(g) or (h)( 10) 
where the Service has provided an admin
istrative procedure to seek an extension. 
See Rev. Proc. 2003-33, 2003-1 CB. 
803 (extension automatically granted to 
certain persons required to file Form 8023 
to make a valid section 33X election that 
have not filed Form 8023 by its due date) . 

. 02 Section 442.-Change of Annual 
Accounting Period.-All requests for 
change in annual accounting period where 
the Service has provided an automatic 
change procedure for obtaining a change 
in annual accounting period. See Rev. 
Proc. 2002-39, 2002-1 CB. 1046 (gen
eral procedures for prior approval), as 
clarified and modified by Notice 2002-72, 
2002-2 e.B. 843. and modified by Rev. 
Proc. 2003-34, 2003-1 C.B. 856, and 
Rev. Proc. 2003-79, 2003-2 CB. 1036; 
Rev. Proc. 2002-37, 2002-1 e.B. 1030 
(certain corporations), as clarified and 
modified hy Notice 2002-72 and modi
fied by Rev. Proc. 2003-34: Rev. Proc. 
2002-38.2002-1 C.B. 1037 (partnership, 
S corporatIon, or personal service corpora
tion ~eeking a natural business year or an 
ownership taxable year), as clarified and 
modified by Notice 2002-72 and modified 
by Rev. Proc. 2003-7\): and Rev. Proc. 



2003-62. 2003-2 CB. 299 (individual 
seeking a calendar year). 

.03 Section 446.-General Rule for 
Methods of Accounting.-Except as oth
erwise specifically provided in applicable 
procedures published in the Internal Rev
enue Bulletin, all rcquests for change in 
method of accounting where the Service 
has provided an automatic change re
quest procedure for obtaining a change in 
method of accounting. See the automatic 
change request procedures listed in section 
9.22 of Rev. Proc. 2006-1 (this Bulletin). 

.04 Section 461.-General Rule for 
Taxable Year of Deduction.-AII requests 
for making or revoking an election under 
§ 461 where the Service has provided an 
administrative procedurc for making or re
voking an election under § 461. See Rev. 
Proc. 92-29. 1992-1 CB. 748 (dealing 
with the use of an alternative method for 
including in basis the estimated cost of 
certain common improvements in a real 
estate development). 

.05 Section 704(c).-Contributed Prop
erty.-Requests from Qualified Master 
Feeder Structures, as described in section 
4.02 of Rev. Proc. 2001-36. 2001-1 
C.B. 1326, for permission to aggregate 
built-in gains and losses from contributed 
qualified financial assets for purposes of 
making § 704(c) and reverse § 704(c) al
locations. 

.06 Section 1362.-Election; Revo
cation; Termination.-All situations in 
which an S corporation qualifies for auto
matic late S corporation relief under Rev. 
Proc. 97-48, 1997-2 C.B. 521. 

.07 Sections 1502, 1504. and 
1552.-Regulations; Definitions; Earn
ings and Profits.-AII requests for waivers 
or consents on consolidated return issues 
where the Service has provided an admin
istrative procedure for obtaining waivers 
or consents on consolidated return is
sues. See Rev. Proc. 2002-32. 2002-1 
C.B. 959 (certain corporations seeking 
reconsolidation within the 5-year period 

specified in § 1504(a)(3)(A»; Rev. Proc. 
90-39. 1990-2 C.B. 365. as clarified by 
Rev. Proc. 90-39A. 1990-2 e.S. 367 
(certain affiliated groups of corporations 
seeking, for earnings and profits determi
nations, to make an election or a change 
in their method of allocating the group' S 

consolidated federal income tax liability); 
and Rev. Proc. 89-56, 1989-2 CB. 643 
(certain affiliated groups of corporations 
seeking to file a consolidated return where 
member(s) of the group use a 52-53 week 
taxable year). 

SECTION 7. EFFECT ON OTHER 
REVENUEPROCRDURES 

Rev. Proc. 2005-3.2005-1 C.B. 118. 
Rev. Proc. 2005-61,2005-37 I.R.B. 507. 
and Rev. Proc. 2005-68,2005-41 I.R.B. 
694, are superseded. 

SECTION 8. EFFECTIVE DATE 

This revenue procedure is effective Jan
uary 3, 2006. 

SECTION 9. PAPERWORK 
REDUCTION ACT 

The collections of information con
tained in this revenue procedure have been 
reviewed and approved by the Office of 
Management and Budget in accordance 
with the Paperwork Reduction Act (44 
U.S.C § 3507) under control number 
1545-1522. 

An agency may not conduct or sponsor. 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
control number. 

The collections of information in 
this revenue procedure are in sections 
3.01(33).3.02(1) and (3). and 4.02(1) and 
(7)(b ). 

This information is required to evaluate 
whether the request for a letter ruling or 
determination letter is not covered by the 

provisions of this revenue procedure. The 
collections of information are re4uired to 
obtain a letter ruling or determination let
ter. The likely respondents are bu~iness or 
other for-profit institutions. 

The estimated total annual reporting 
andlor recording burden is 90 hours. 

The estimated annual burden per re
spondent/rccordkeeper varies from 15 
minutes to 3 hours. depending on indi
vidual circumstances. with an estimated 
average burden of 2 hours. The estimated 
number of respondents andlor recordkeep
ers is 45. 

The estimated annual frequency of re
sponses is on occasion. 

Books or records relating to a collection 
of information must he retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidential. as rC4uired 
by § 6103. 

DRAFTING INFORMATION 

The principal author of this revenue 
procedure is Michael Danbury of the Of
fice of the Associate Chief Counsel (Cor
porate). For further information about 
this revenue procedure. please contact 
Mr. Danbury at (202) 622-7550 (not a 
toll-free call), or call the division con
tacts listed in section 10.07 of Rev. Proc. 
2006-1 (this Bulletin). To determine 
which division has jurisdiction over a par
ticular issue see section 3 of Rev. Proc. 
2006-1. 
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SECTION 1. WHAT IS THE 
PURPOSE OF THIS REVENUE 
PROCEDURE? 

SECTION 2. WHAT CHANGES 
HAVE BEEN MADE TO 
REV. PROC. 2005-4? 

SECTION 3. IN WHAT FORM 
IS GUIDANCE PROVIDED BY 
THE COMMISSIONER, TAX 
EXEMPT AND GOVERNMENT 
ENTITIES DIVISION? 

In general 

Letter ruling 

Closing agreement 

This revenue procedure explains how the Internal Revenue Service gives guidance to tax
payers on issues under the jurisdiction of the Commissioner, Tax Exempt and Government 
Entities Division. It explains the kinds of guidance and the manner in which guidance is re
quested by taxpayers and provided by the Service, A sample format of a request for a letter 
ruling is provided in Appendix A. 

.01 This revenue procedure is a general update of Rev, Proc. 2005-4,2005-1 I.R.B. 128, 
which contains the Service's general procedures for employee plans and exempt organizations 
letter ruling rcquests. Most of the changes to Rev. Proc. 2005-4 involve minor revisions, such 
as updating citations to other revenue procedures . 

. 02 Section 6.12 and section 6.13 arc added to reflcct two additional no rule areas for EO 
Technical, i.e., generally not with respect to an EO joint venture with a for-profit organization 
and not on the status of state run programs under § 529 of the Code . 

. 03 Section 7.04 is expanded to include certain set-asides descrihed in § 4942(g)(2) where 
EO Determinations issues a determination letter, 

,04 Section 8 is revised to clarify that neither EP Technical nor EO Technical issucs "com
fort" letter rulings. 

.01 The Service provides guidancc in the form of letter rulings. closing agreemcnts, com
pliance statements, determination letters, opinion letters, advisory letters, information letters, 
revenue rulings, and oral advice, 

.02 A "letter ruling" is a written statement issued to a taxpayer by the Service' s Employee 
Plans Technical officc or Exempt Organizations Technical office that interprets and applies the 
tax laws or any nontax laws applicable to employee benefit plans and exempt organiLation~ to 
the taxpayer's specific set of facts. Once issued, a letter ruling may bc revoked or modified 
for any number of reasons, as explained in section 13 of this revenue procedure, unless it is 
accompanied by a "closing agreement.'· 

.03 A closing agreement is a final agreement between the Service and a taxpayer on a spe
cific issue or liability. It is entered into under the authority in ~ 7121 and is final unless fraud, 
malfeasance, or misrepresentation of a material fact can be shown. 

A closing agreement prepared in an office under the responsibility of the C()mmi~sioner. 
TE/GE, may be based on a ruling that has been signed by the Commissioner. TE/GE. or the 
Commissioner, TE/GE's, delegate that says that a closing agreement will be entered into on 
the hasis of the ruling letter. 
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Determination letter 

Opinion letter 

Information letter 

Revenue ruling 
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A closing agreement may be entered into \\hen it is advanta!!eOllS III ha\e the matter penna
nently and conclusi\el) closeu. or when a taxpayer can shll\\ tl~atlhL'rl' ;lrc ~(lod rca, OIlS for an 
a~reement anu that making the agreement \\i11 not prejudice the intcrcsh of tilt' Go\'\:,rnment. 
In appropriate cast's. taxpayers may he asked to enter into a clll,il1~ a~rl'ement as a condition 
to the issuance of a letter ruling. 

If. in a single case, a closing agreement is requested for each person in a class of taxpayers. 
separate agreements are entered into only if the class consists of ~5 or fewer taxpayers. How
ever. if the issue and holding are identical for the class and there arc I1mfe than ~5 taxpayers in 
the class. a "mass closing agreement" will be entered into with the taxpayer who is authori7t~d 
by the others to represent the class. 

In appropriate cases. a closing agreement may be made with sponsors of master and proto
type plans. 

A closing agreement may also be entered into with respect to retirement plan failures cor
rected under the Audit Closing Agreement Program of the Employee Plans Compliance Reso
lution System (EPCRS). as set forth in Rev. Proc. 2003--44. ~003-1 C.B. 1051. 

.04 A "determination letter" is a written statemcnt issued by the Manager. EP Determina
tions. or the Manager. EO Determinations that applies the principles and precedents previously 
announced to a specific set of facts. It is issued only when a determination can be made based 
on clearly established rules in the statute, a tax treaty, or the regulations, or based on a conclu
sion in a revenue ruling, opinion. or court decision published in the Internal Revenue Bulletin 
that specifically answers thc questions presented. 

The Manager, EP Determinations. issues determination letters involving ** 40 I. 403(a). 
409. and 4975(e)(7) as provided in Rev. Proc. 2006-6, page 204. this Bulletin . 

. 05 An "opinion letter" is a written statement issued by Employee Plans Rulings and Agree
ments to a sponsor as to the aeceptabi li ty (for purposes of § ~ 40 I and 501 (a)) of the form of a 
master or prototype plan and any related trust or custodial account under §~ 40 I. 403(a). and 
501(a), or as to the conformancc of a prototype trust, custodial account. or individual annuity 
with the requirements of ~ 408( a). (b). or (k). as applicable. See Rev. Proc. 2005-16.2005-10 
I.R.B. 674. See also Rev. Proc. 91--44, 1991-2 C.B. 733, and Rev. Proc. 92-38, 1992-1 C.B. 
859. 

.06 An "information leiter" is a statement issued either by the Director. Employee Plans 
Rulings and Agreements or the Director. Exempt Organizations Rulings and Agreements. It 
calls attention to a well-established interpretation or principle of tax law (including a tax treaty) 
without applying it to a specific set of facts. To the extent resources permit. an information 
leiter may be issued if the taxpayer's inquiry indicates a need for gcneral information or if the 
taxpayer's request does not meet the requirements of this revenue procedure and the Service 
thinks general information will help the taxpayer. The taxpayer should provide a daytime tele
phone number with the taxpayer's request for an information letter. Requcsts for information 
letters should be sent to the address stated in section 9.04(2) of this revenue procedure. The 
requirements of section 9.02 of this revenue procedure are not applicable to information letters. 
An information letter is advisory only and has no binding effect on the Service. 

.07 A "revenue ruling" is an interpretation by the Service that has been published in the 
Internal Revenue Bulletin. It is the conclusion of the Service on how the law is applied to 

a specific set of facts. Revenue rulings are published for the information and guidance of 
taxpayers. Service personnel. and other interested parties. 

Because each revenue ruling represents the conclusion of the Scrvice regarding the appli
cation of law to the entire statement offacts involved. taxpayers. Service personnel. and other 
concerned parties are cautioned against reaching the same conclusion in other casc.' unless the 
facts and circumstances are substantially the same. They should consider the effect of subse
quent legislation. regulations. court decisions. revenue rulings. notices. and announcements. 



Oral guidance 

Nonbank trustee requests 

See Rev. Proc. 89-14, 1989-1 C.B. 814, which state~ the objecti"es of and standards for the 
publication of revenue rulings and revenue procedures in thc Intcrnal Revcnue Bulletin. 

.08 

(1) No oral rulings and no written rulings in response to oral requests. 

The Service does not orally issue letter rulings or determination letters. nor does it issue letter 
rulings or determination letters in response to oral requests from taxpayers. However. Service 
employees ordinarily will discuss with taxpayers or their representatives inquiries regarding 
whether the Service will rule on particular issues and questions relating to procedural matters 
about submitting requests for letter rulings, determination letters. and reque~ts for recognition 
of exempt status for a particular organization. 

(2) Discussion possible on substantive issues. 

At the discretion of the Service. and as time permits. substantive issues may also be dis
cussed. However, such a discussion will not be binding on the Service. and cannot be relied 
on as a basis for obtaining retroactive relief under the provisions of * n05(h). 

Substantive tax issues involving the taxpayer that are under examination. in appeals. or in 
litigation will not be discus"ed by Service employees not directly involved in the examination. 
appeal, or litigation of thc issues unless the discussion is coordinated with those Service em
ployees who are directly involved in the examination, appeal, or litigation of the issues. The 
taxpayer or the taxpayer's representative ordinarily will be asked whether the oral request for 
guidance or information relates to a matter pending before another office of the Service. 

If a tax issue is not under examination, in appeals, or in litigation, the tax issue may be 
discussed even though the issuc is affcctcd by a nontax issuc pending in litigation. 

A taxpayer may seek oral technical guidance from a taxpayer service representative in 
TE/GE Customer Account Services when preparing a return or report. Oral guidance is ad
visory only, and the Service is not bound to recognize it, for example. in the examination of 
the taxpayer's return. 

The Service does not respond to letters seeking to confirm the substance of oral discussions. 
and the absence of a response to such a letter is not confirmation of the substance of the letter. 

.09 In order to receive approval to act as a nonbank custodian of plans qualified under 
§ 401(a) or accounts described in § 403(b)(7), and as a nonbank trustee or nonbank custodian 
for individual retirement arrangements (lRAs) established under * 408(a), (b), or (h), or for a 
Covcrdcll cducational savings account established under § 530 or an Archer medical savings 
account established under § 220, or a Health Savings Account under * 223, a written appli
cation must be filed that demonstrates how the applicant complies with the requirements of 
§ 1.408-2(e)(2) through (5) of the Income Tax Regulations. 

The Service muq have clear and convincing proof in its files that the requirements of the reg
ulations are met. If there is a requirement that the applicant feels is not applicable, the applica
tion must provide clear and convincing proof that such requirement is not germane to the man
ner in which the applicant will administer any trust or custodial account. See. * 1.408-2( e)( 0). 

Thc comp\cted application should be sent to: 

Internal Revenue Service 
Commissioner, TE/GE 
Attention: SE:T: EP:RA 
PO. Box 27063 
McPherson Station 
Washington. DC 20038 

2006-1 C.B. 137 



Compliance Statement 

SECTION ... ON WHAT ISSUES 
!\lAY TAXPAYERS REQUEST 
WRITTEN GUIDANCE UNDER 
THIS PROCEDURE? 

SECTION 5. ON WHAT ISSUES 
MUST WRITTEN GUIDANCE 
BE REQUESTED UNDER 
DIFFERENT PROCEDURES'! 

Determination letters 

Master and prototype plans 
and volume 
submitter plans 

Closing agreement program for 
defined contribution plans that 
purchased GICs or GACs 

Employee Plans Compliance 
Resolution S~'stem 

Chief Counsel 
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Section 0.01(0) of Rcv. Proc. 2006-8. page 245. this Bulletin. imposes a uscr's fee for 
anyone applying for approval to become a nonbank trustee or custodian . 

. 10 A compliance statement is a binding written aoreement hel\\ccn the Service and a tax-
~ ::-

payer \\ith re~pect to certain retirement plan failures identified hy a ta:xpayer in a voluntary 
subrnissinn under the Voluntary Correction Program of thc EPCRS (sec Re\'. Proc. 2003-44). 
Thc compliancc statement addresses the failures identified in the VCP suhmission, the terms 
of correction. including any revision of administrative procedures. and the timc period within 
which proposed corrections must be implemented. A compliance statement is conditioned on 
(i) there being no misstatement or omission of material facts in connection with the submission. 
and (ii) the implementation of the specific corrections and satisfaction of any other conditions 
in the compliance statement. 

Ta:xpayers may request letter rulings, information letters and closing agreemcnts on issucs 
within the jurisdiction of the Commissioner, Tax Exempt and Government Entities Division 
under this revenue procedure. The Servicc issues letter rulings to answer written inquiries of 
individuals and organizations about their status for tax purposes and the tax effects of their acts 
or transactions when appropriate in the interest of sound tax administration. 

Taxpayers also may request determination letters that relate to Code sections under the juris
diction of the Commissioner. Tax Excmpt and Government Entities Division. See Rev. Proc. 
2006-6, this Bulletin. 

.0 I The procedures for obtaining determination letters involving §§ 40 I, 403(a), 409, and 
4975(e)(7), and thc status for exemption of any related trusts or custodial accounts under 
§ 50 I (a) are contained in Rev. Proc. 2006-6, this Bulletin . 

. 02 The procedures for obtaining opinion letters for master and prototype plans and any re
lated trusts or custodial accounts under §§ 401(a), 403(a) and 501(a) and advisory letters for 
volume submitter plans are contained in Rev. Proc. 2005-16. The proccdures for obtaining 
opinion letters for prototype trusts, custodial accounts or annuities under § 408(a) or (b) are con
tained in Rev. Proc. ~7-50, as modificd by Rev. Proc. 92-38 and Rev. Proc. 2002-10,2002-1 
CB. 401. The procedures for obtaining opinion letters for prototype trusts under § 408(k) are 
contained in Rev. Proc. 87-50, as modified by Rev. Proc. 91-44 (as modified by Rev. Proc. 
2006-8) and Rev. Proc. 2002-\0. The procedures for obtaining opinion letters for SIMPLE 
IRAs under § 408(p) are contained in Rev. Proc. 97-29, 1997-1 CB. 698. The procedures for 
obtaining opinion letters for ROTH IRAs under § 408A are contained in Rev. Proc. 98-59, 
1998-2 C.B. 727. 

.03 Rev. Proc. 95-52, 1995-1 CB. 439, restates and extends for an indefinite pcriod the 
closing agreement program for defined contribution plans that purchascd guaranteed invest
ment contracts (GICs) or group annuity contracts (GACs) from troubled life insurance compa
nies. 

.04 The procedures for obtaining compliance statements, etc., for certain failures of plans 
qualified under § 40I(a), § 403(b) plans, SEPs and § 457 plans under the Employee Plans 
Compliance Resolution System (EPCRS) are contained in Rev. Proc. 2003-44,2003-1 C.B. 
1051 . 

. 05 The procedures for obtaining rulings, closing agrccmcnts. and information letters on 
issues within the jurisdiction of the Chief Counsel are contained in Rev. Proc. 2006-1, page I, 
this Bulletin. including tax issues involving interpreting or applying the federal tax laws and 
incomc tax treaties relating to international transactions. 



Alcohol, tobacco, and firearms 
taxes 

SECTION 6. UNDER WHAT 
CIRCUMSTANCES DOES 
TE/GE ISSUE LETTER 
RULINGS? 

In exempt organizations matters 

In employee plans matters 

.06 The procedures for obtaining letter rulings. etc .. that apply to federal alcohol. tobacco, 
and firearms taxes under subtitle E of the Internal Revenue Code are under the jurisdiction of 
the Alcohol and Tobacco Tax and Trade Bureau within the Treasury Department. 

.0 I In exempt organizations matters, the Exempt Organizations Technical Office issues let
ter rulings on proposed transactions and on completed transactions if the request is submitted 
before the return is filed for the year in which the transaction that is the subject of the request 
was completed. Exempt Organizations Technical issues letter rulings involving: 

(1) Organizations exempt from tax under § 50 I, including pri vate foundations; 

(2) Organizations described in § 170(b)(1 )(A) (except clause (v»: 

(3) Political organizations described in § 527; 

(4) Qualified tuition programs described in § 529 other than state run programs: 

(5) Trusts described in § 4947(a); 

(6) Welfare benefit plans described in § 4976; and 

(7) Other matters including issues under §§ 501 through 514, 4911, 4912, 4940 through 
4948,4955,4958,6033,6104, 61l3, and 6115 . 

. 02 In employee plans matters, the Employee Plans Technical Office issues letter rulings on 
proposed transactions and on completed transactions either before or after the return is filed. 
Employee Plans Technical issues letter rulings involving: 

(1) §§ 72, 101(d), 219, 381(c)(lI), 402, 403(b), 404, 408, 408A, 412, 414(d), 414(e), 419, 
419A, 511 through 514, 4971, 4972, 4973, 4974, 4978, 4979, and 4980; 

(2) Waiver of the minimum funding standard (See Rev. Proc. 2004-15,2004-1 C.B. 490), 
and changes in funding methods and actuarial assumptions under § 412(c)(5); 

(3) Waiver of the liquidity shortfall (as that term is defined in § 412(m)(5» excise tax under 
§ 4971(f)(4); 

(4) Waiver under § 4980F( c)( 4) of all or part of the excise tax imposed for failure to satisfy 
the notice requirements described in § 4980F(e); 

(5) Whether a plan amendment is reasonable and provides for only de minimis increases in 
plan liabilities in accordance with §§ 401(a)(33) and 412(f)(2)(A) of the Code (See Rev. Proc. 
79-62, 1979-2 C.B. 576); 

(6) A change in the plan year of an employee retirement plan and the trust year of a tax
exempt employees' trust (See Rev. Proc. 87-27, 1987-1 C.S. 769); 

(7) The tax consequences of prohibited transactions under §§503 and 4975; 

(8) Whether individual retirement accounts established by employers or associations of 
employees meet the requirements of § 408(c). (See Rev. Proc. 87-50, as modified by Rev. 
Proc. 91-44 (as modified by Rev. Proc. 2006-8) and Rev. Proc. 92-38); 

(9) With respect to employee stock ownership plans and tax credit employee stock own
ership plans, §§ 409(1), 409(m), and 4975(d)(3). Other subsections of §§ 409 and 4975(e)(7) 
involve qualification issues within the jurisdiction of EP Determinations. 
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In qualifications matters 

Request for extension of time for 
making an election or for other 
relief under § 301.9lO0-1 of the 
Procedure and Administration 
Regulations 

Issuance of a letter ruling before 
the issuance of a regulation or 
other published guidance 

Issues in prior return 
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(10) Where the Commissioner. Tax Exempt and Government Entities Division has author
ity to grant extensions of certain periods of time within which the taxpayer must perform cer
tain transactions (for example, the 90-day peliod for reinvesting in employer securities under 
~ 1'+6-fi( e)( 10) of the regulations), the tax payer's request for an extens inn of such time period 
must be postmarked (or received, if hand delivered to the headquarters otfice) no later than 
the expiration of the original time period. Thus, for example, a request for an extension of the 
90-day period under S 1.46-8(e)( 10) must be made before the expiration of this period. How
ever, see section 6.04 be low wi th respect to elections under S .30 I. 9100-1 of the Procedure and 
Administration Regulations . 

. 03 The Employee Plans Technical office ordinarily will not issue letter rulings on matters 
involving a plan's qualified status under §§ 401 through 420 and ~ 4975(e)(7). These matters 
are generally handled by the Employee Plans Determinations program as provided in Re\. 
Proc. 2006-6, this Bulletin, Rev. Proc. 93-10 and Rev. Proc. 93-12. Although the Employee 
Plans Technical office will not ordinarily issue rulings on matters involving plan qualification, a 
ruling may be issued where. (1) the taxpayer has demonstrated to the Service's satisfaction that 
the qualification issue involved is unique and requires immediate guidance, (2) as a practical 
matter. it is not likely that such issue will be addressed through the determination letter process, 
and (3) the Service determines that it is in the interest of good tax administration to provide 
guidance to the taxpayer with respect to such qualification issue . 

. 04 Employee Plans Technical or Exempt Organizations Technical will consider a request for 
an extension of time for making an election or other application for relief under § 301.9100-1 
of the Procedure and Administration Regulations even if submitted after the return covering 
the issue presented in the § 301.9100-1 request has been filed and even if submitted after an 
examination of the return has begun or after the issues in the return are being considered by an 
appeals office or a federal court. In such a case, EP or EO Technil:al will notify the Director, 
EP or EO Examinations. 

EXl:ept for those requests pertammg to applications for recogmtlon of exemption, 
* 301.9100-1 requests. even those submitted after the examination of the taxpayer's return 
has begun, are letter ruling requests and therefore should be submitted pursuant to this revenue 
procedure, and require payment of the applicable user fee, referenced in section 9.02(14) of 
this revenue procedure. In addition. the taxpayer must include the information required by 
§ 30\.9100-3(e). 

However. an election made pursuant to § 301.9100-2 is not a letter ruling and does not re
quire payment of any user fee. See § 30\.9100-2(d). Such an election pertains to an automatic 
extension of time under § .30 I. 91 OO-\. 

.05 Unless the issue is covered by section 8 of this procedure, a letter ruling may be issued 
before the issuance of a temporary or final regulation or other published guidance that interprets 
the provisions of any act under the following conditions: 

(1) Answer is clear or is reasonably certain. If the letter ruling request presents an issue 
for which the answer seems clear by applying the statute to the facts or for which the answer 
seems reasonably certain but not entirely free from doubt, a letter ruling will be issued. 

(2) Answer is not reasonably certain. The Service will consider all letter ruling requests 
and use its best efforts to issue a letter ruling even if the answer does not seem reasonably 
certain where the issuance of a letter ruling is in the best interest of tax administration. 

(3) Issue cannot he readily resolved before a regulation or any other published guid
ance is issued. A letter ruling will not be issued if the letter ruling request presents an issue 
that cannot be readily resolved before a regulation or any other published guidance is issued. 

.06 The Service ordinarily does not issue rulings if, at the time the ruling is requested, the 
identical issue is involved in the taxpayer's return for an earlier period, and that issue-

(1) is being examined by the Director, EP or EO Examinations, 



Generally not to business 
associations or groups 

Generally not to foreign 
governments 

Generally not on federal tax 
consequences of proposed 
legislation 

Not on certain matters under 
§ 53.4958-6 of the Foundation and 
Similar Excise Taxes Regulations 

Not on stock options 

Generally not on EO joint venture 
with a for-profit organization 

Not on qualification of state run 
programs under § 529 

SECTION 7. UNDER WHAT 
CIRCUMSTANCES DOES EP 
OR EO DETERMINATIONS 
ISSUE DETERMINATION 
LETTERS? 

Circumstances under which 
determination letters are issued 

(2) is being considered by an appeals office, 

(3) is pending in litigation in a case involving the taxpayer or related taxpayer, or 

(4) has bccn examined by the Director, EP or EO Examinations or considered by an appeals 
office, and the statutory period of limitation has not expired for either assessment or filing a 
claim for a refund or a closing agreement covering the issue of liability has not been entered 
into by the Director, EP or EO Rulings and Agreements or by an appeals office. 

If a return dealing with an issue for a particular year is filed while a request for a ruling 
on that issue is pending, EP or EO Technical will issue the ruling unless it is notified by the 
taxpayer that an examination of that issue or the identical issue on an earlier year's return has 
been started by the Director. EP or EO Examinations. See section 9.05. However, even if an 
examination has begun, EP or EO Technical ordinarily will issue the letter ruling if the Director, 
EP or EO Examinations agrees, by memorandum, to permit the ruling to be issued. 

.07 EP or EO Technical does not issue letter rulings to business, trade, or industrial associ
ations or to similar groups concerning the appl ication of the tax laws to members of the group. 
But groups and associations may submit suggestions of generic issues that would be appro
priately addressed in revenue rulings. See Rev. Proc. 89-14, which states objectives of, and 
standards for, the publication of revenue rulings and revenue procedures in the Internal Rev
enue Bulletin. 

EP or EO Technical, however, may issue letter rulings to groups or associations on their 
own tax status or liability if the request meets the requirements of this revenue procedure. 

.08 EP or EO Technical does not issue letter rulings to foreign governments or their political 
subdivisions about the U.S. tax effects of their laws. However, EP or EO Technical may issue 
letter rulings to foreign governments or their political subdivisions on their own tax status or 
liability under U.S. law if the request meets the requirements of this revenue procedure. 

.09 EP or EO Technical does not issue letter rulings on a matter involving the federal tax 
consequences of any proposed federal, state, local, municipal, or foreign legislation. EP or EO 
Technical, however, may provide general information in response to an inquiry . 

. 10 EO Technical does not issue letter rulings as to whether a compensation or property 
transaction satisfies the rebuttable presumption that the transaction is not an excess benefit 
transaction as described in § 53.4958-6 of the Foundation and Similar Excise Taxes Regula
tions. 

.11 EP Technical does not issue letter rulings on the income tax (including unrelated busi
ness income tax) or excise tax consequences of the contribution of stock options to, or their 
subsequent exercise from, plans described in Part I of Subchapter D of Subtitle A of the Code . 

. 12 With the exception of when the issue is present in an initial application for recognition 
of exemption, EO Technical does not issue letter rulings as to whether a joint venture with a 
for-profit organization affects an organization's exempt status or results in unrelated business 
income. 

.13 EO Technical will not issue letter rulings as to whether a state run tuition program qual
ifies under § 529. 

.01 Employee Plans or Exempt Organizations Determinations issues determination letters 
only if the question presented is specifically answered by a statute, tax treaty, or regulation, or 
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by a conclusion stated in a revenue ruling. opinion. or court decision published in the Internal 
Re\enue Bulletin . 

. O~ In employee plans and exempt organizations matters. the EP or EO Determinations of

fice issues determination letters in response to taxpayers' written requests on completed trans

actions. However. see section 13.08 of this revenue procedure. A determination letter usually 

is not issued for a question concerning a return to be filed by the taxpayer if the same question 
is involved in a return under examination. 

In situations involving continuing transactions. such as whether an ongoing activity is an 

unrelated trade or business. EP or EO Technical would issue a ruling covering future tax periods 
and periods for which a return had not yet been filed. 

EP or EO Determinations does not issue determination letters on the tax consequences of 

proposed transactions. except as provided in sections 7.03 and 7.04 below. 

Under no circumstances will EP or EO Determinations issue a determination letter unless it 
is clearly shown that the request concerns a return that has been filed or is required to be filed . 

. 03 In employee plans matters, the Employee Plans Determinations office issues determina

tion letters on the qualified status of employee plans under §§ 401, 403(a), 409 and 4975(e)(7). 

and the exempt status of any related trust under § 501. See Rev. Proc. 2006-6. this Bulletin. 
Rev. Proc. 93-10 and Rev. Proc. 93-12. 

.04 In exempt organizations matters. the Exempt Organizations Determinations office issues 
determination letters involving: 

(1) Qualification for exempt status of organizations described in §§ 50 I and 521 to the 
extent provided in Rev. Proc. 90-27, 1990-1 C.B. 514, as modified by Rev. Proc. 2006-8; 

(2) Updated exempt status letter to reflect changes to an organization's name or address, 
or to replace a lost exempt status letter; 

(3) Classification of private foundation status as provided in Rev. Proc. 76-34, 1976-2 
C.B.656; 

(4) Reclassification of private foundation status, including update of private foundation 
status at the end of an organization's advance ruling period; 

(5) Recognition of unusual grants to certain organizations under §§ 170(b)(I )(A)(vi) and 
509(a)(2); 

(6) Requests for relief under § 301.9100-1 of the Procedure and Administration Regula
tions in connection with applications for recognition of exemption; 

(7) Whether certain organizations qualify as exempt operating foundations described in 
~ 4940(d); 

(8) Advance approval of certain set-asides described in § 4942(g)(2); 

(9) Advance approval under 9 4945 of organizations' grant making procedures; 

(10) Advance approval of voter registration activities described in § 4945(f); and 

(II) Whether an organization is exempt from filing annual information returns under § 6033 
as provided in Rev. Procs. R3-23. 1983-1 C.B. 687, 95--48, 1995-2 C.B. 418, and 96-10, 
1996-1 C.B. 577; 

.05 EP or EO Determinations will not issue a determination letter in response to any request 
if-

( I) it appears that the taxpayer has directed a similar inquiry to EP or EO Technical; 
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(2) the same issue involving the same taxpayer or a related taxpayer is pending in a case in 
litigation or before an appeals office; 

(3) the determination letter is requested by an industry, trade association, or similar group on 
behalf of individual taxpayers within the group (other than subordinate organizations covered 
by a group exemption letter); or 

(4) the request involves an industry-wide problem. 

.06 A request received by the Service on a question concerning a return that is under exam
ination, will be, in general. considered in connection with the examination of the return. If a 
response is made to the request before the return is examined, it will be considered a tentative 
finding in any later examination of that return. 

.07 A taxpayer who, before filing a return, receives a determination letter about any trans
action that has heen consummated and that is relevant to the return heing filed should attach a 
copy of the determination letter to the return when it is filed. 

.08 Determination letters issued under sections 7.02 through 7.04 of this revenue procedure 
are not reviewed by EP or EO Technical before they are issued. If a taxpayer believes that a 
determination letter of this type is in error, the taxpayer may ask EP or EO Determinations to 
reconsider the matter or to request technical advice from EP or EO Technical as explained in 
Rev. Proc. 2006-5, page 174, this Bulletin. 

(I) In employee plans matters, the procedures for review of determination letters relating 
to the qualification of employee plans involving §§ 401 and 403(a) are provided in Rev. Proc. 
2006-6, Rev. Proc. 93-10 and Rev. Proc. 93-12. 

(2) In exempt organizations matters, the procedures for the review of determination letters 
relating to the exemption from federal income tax of certain organizations under §§ SOl and 
521 are provided in Rev. Proc. 90-27, as modified by Rev. Proc. 2006-8. 

.0 I The Service ordinarily will not issue a letter ruling or determination letter in certain 
areas because of the factual nature of the problem involved or because of other reasons. The 
Service may decline to issue a letter ruling or a determination letter when appropriate in the 
interest of sound tax administration or on other grounds whenever warranted by the facts or 
circumstances of a particular case. 

.02 No letter ruling will be issued with respect to an issue that is clearly and adequately 
addressed by statute, regulations, decision of a court of appropriate jurisdiction, revenue rul
ing, revenue procedure, notice or other authority published in the Internal Revenue Bulletin. 
Instead of issuing a letter ruling, the Service may, when it is considered appropriate and in the 
best interests of the Service, issue an information letter calling attention to well-established 
principles of tax law. 

.03 A letter ruling or a determination letter will not be issued on alternative plans of proposed 
transactions or on hypothetical situations. 

.04 The Service ordinarily will not issue a letter ruling on only part of an integrated trans
action. If, however, a part of a transaction falls under a no-rule area, a letter ruling on other 
parts of the transaction may be issued. Before preparing the letter ruling request, a taxpayer 
should call the office having jurisdiction for the matters on which the taxpayer is seeking a 
letter ruling to discuss whether the Service will issue a letter ruling on part of the transaction. 

2006-1 C.B. 143 



~ot on partial terminations of 
employee plans 

Law requires ruling letter 

Issues under consideration b~' 
PBGC or DOL 

Cafeteria plans 

Determination letters 

Domicile in a foreign jurisdiction 

,05 The Service \\ill not issue a letter ruling on the partial termination of an employee plan. 
Determination leiters involving the partial termination of an employee plan may be issued. 

.ll6 The Service will issue rulings on prospective or future transactions if the law or regula
tions require a determination of the effect of a proposed transaction for tax purposes. 

,07 A letter ruling or determination letter relating to an issue that is being considered by 
the Pension Benefit Guaranty Corporation (PBGC) or the Department of Labor (DOL), and 
involves the same taxpayer. shall be issued at the discretion of the Service, 

.08 The Service does not issue leiter rulings or determination letters on whether a cafeteria 
plan satisfies the requirements of § 125. See also Rev, Proc. 2006-3, also in this Bulletin, 
for areas under the jurisdiction of the Division Counsell Associate Chief Counsel (Tax Exempt 
and Government Entities) involving cafeteria plans in which advance rulings or determination 
letters will not be issued . 

. 09 See section 3,02 of Rev, Proe. 2006-6 for employee plans matters on which determina
tion letters will not be issued . 

. 10 

(I) The Service is ordinarily unwilling to rule in situations where a taxpayer or a related 
party is domiciled or organized in a foreign jurisdiction with which the United States docs not 
have an effective mechanism for obtaining tax information with respect to civil tax examina
tions and criminal investigations, which would preclude the Service from obtaining informa
tion located in such jurisdiction that is relevant to the analysis or examination of the tax issues 
involved in the ruling request. 

(2) The provisions of subsection 8.10(1) above shall not apply if the taxpayer or affected 
related party (a) consents to the disclosure of all relevant information requested by the Service 
in processing the ruling request or in the course of an examination to verify the accuracy of the 
representations made and to otherwise analyze or examine the tax issues involved in the ruling 
request. and (b) waives all claims to protection of bank and commercial secrecy laws in the 
foreign jurisdiction with respect to the information requested by the Service, In the event the 
taxpayer's or related party's consent to disclose relevant information or to waive protection 
of bank or commercial secrecy is determined by the Service to be ineffective or of no force 
and effect, then the Service may retroactively rescind any ruling rendered in reliance on such 
consent 

Employee Stock Ownership Plans .11 

Indian Tribal Governments 

SECTION 9. WHAT ARE THE 
GENERAL INSTRLCTIONS 
FOR REQUESTING 
LETTER RULINGS AND 
DETERMINATION LETTERS? 

In general 
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(I) The Service does not issue a letter ruling on whether or not the renewal. extension or 
refinancing of an exempt loan satisfies the requirements of § 4975(d)(3) of the Internal Revenue 
Code. 

(2) The Service does not issue a letter ruling on whether the pre-payment of ESOP loans 
satisfies the requirements of § 4975(dl(3) other than with respect to plan termination, 

,12 The Service does not issue letter rulings or determination letters on whether or not an 
Indian tribal government satisfies the requirements of § 414(d). 

,0 I This section explains the general instructions for requesting letter rulings and determi
nation letters on all matters. Requests for letter rulings and determination letters require the 
payment of the applicable user fee discussed in section 9.02( 14) of this revenue procedure. 



Certain information required in 
all requests 

Facts 

Documents 

Analysis of material facts 

Same issue in an earlier return 

Specific and additional instructions also apply to requests for letter rulings and determina
tion letters on certain matters. Those matters are listed in section 10 of this revenue procedure 
followed by a reference (usually to another revenue procedure) where more information can 
be obtained. 

.02 

(1) Complete statement of facts and other information. Each request for a letter ruling or 
a determination letter must contain a complete statement of all facts relating to the transaction. 
These facts include-

(a) names, addresses, telephone numbers, and taxpayer identification numbers of all in
terestcd parties. (The term "all interested parties" does not mean all shareholders of a widely 
held corporation requesting a letter ruling relating to a reorganization, or all employees where 
a large number may be involved.); 

(b) a complete statement of the business reasons for the transaction; and 

(c) a detailed description of the transaction. 

The Service will usually not rule on only one step of a larger integrated transaction. See 
section 8.04 of this revenue procedure. However, if such a letter ruling is requested, the facts, 
circumstances, true copies of relevant documents, etc., relating to the entire transaction must 
be submitted. 

(2) Copies of all contracts, wills, deeds, agreements, instruments, plan documents, and 
other documents. True copies of all contracts, wills. deeds, agreements, instruments, plan 
documents, trust documents, proposed disclaimers, and other documents pertinent to the trans
action must be submitted with the request. 

Each document. other than the request, should be labelled alphabetically and attached to the 
request in alphabetical order. Original documents, such as contracts, wills, etc., should not be 
submitted because they become part of the Service's file and will not be returned. 

(3) Analysis of material facts. All material facts in documents must be included rather 
than merely incorporated by reference, in the taxpayer's initial request or in supplcmentallet
ters. These facts must be accompanied by an analysis of their bearing on the issue or issues, 
specifying the provisions that apply. 

(4) Statement regarding whether same issue is in an earlier return. The request must 
state whether, to the best of the knowledge of both the taxpayer and the taxpayer's represen
tatives, the same issue is in an earlier return of the taxpayer (or in a return for any year of a 
related taxpayer within the meaning of * 267, or of a member of an affiliated group of which 
the taxpayer is also a member within the meaning of § 1504). 

If the statement is affirmative, it must specify whether the issue-

(a) is being examined by the Service; 

(b) has been examined and if so, whether or not the statutory period of limitations has ex
pired for either assessing tax or filing a claim for refund or credit of tax; 

(c) has been examined and if so, whether or not a closing agreement covering the issue or 
liability has been entered into by the Service; 

(d) is being considered by an appeals office in connection with a return from an earlier 
period; 

(e) has been considered by an appeals office in connection with a return from an earlier pe
riod and if so, whether or not the statutory period of limitations has expired for either assessing 
tax or filing a claim for refund or credit of tax; 
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(f) has been considered by an appeals office in connection with a return from an earlier 

period and whether or not a closing agreement covering the issue or liahility has been entered 
into by an appeals office: ~ 

(g) is pending in litigation in a case invoh'ing the taxpayer or a related taxpayer: or 

(h) in employee plans matters, is being considered hy the Pension l3enefit Guaranty Corpo
ration or the Department of Labor. 

(5) Statement regarding whether same or similar issue was previousl~' ruled on or re

quested, or is currently pending. The request must also state whether, to the best of the 

knowledge of both the taxpayer and the taxpayer's representatives-

(a) the Service previously ruled on the same or similar issue for the taxpayer (or a related 

taxpayer within the meaning of § 267, or a member of an affiliated group of which the taxpayer 
is also a member within the meaning of § 1504) or a predecessor: 

(b) the taxpayer, a related taxpayer, a predecessor, or any representatives previously suh
mitted the same or similar issue to the Service but withdrew the request before a letter ruling 

or determination letter was issued: 

(c) the taxpayer, a related taxpayer, or a predecessor previously submitted a request involv

ing the same or a similar issue that is currently pending with the Service: or 

(d) at the same time as this request, the taxpayer or a related taxpayer is presently submitting 
another request involving the same or a similar issue to the Service. 

If the statement is affirmative for (a), (b), (c), or (d) of this section 9.f)2(5), the statement 

must give the date the request was submitted, the date the request was withdrawn or ruled on, 
if applicable, and other details of the Service's consideration of the issue. 

(6) Statement of supporting authorities. If the taxpayer advocates a particular conclusion, 
an explanation of the grounds for that conclusion and the relevant authorities to support it must 
also be included. Even if not advocating a particular tax treatment of a proposed transaction, the 
taxpayer must still furnish views on the tax result~ of the proposed transaction and a statement 
of relevant authorities to support those views. 

In all events, the request must include a statement of whether the law in connection with the 
request is uncertain and whether the issue is adequately addressed by relevant authorities. 

(7) Statement of contrary authorities. The taxpayer is also encouraged to inform the Ser
vice about, and discuss the implications of. any authority believed to be contrary to the position 
advanced, such as legislation (or pending legislation), tax treaties, court decisions, regulations, 
revenue rulings, revenue procedures, notices or announcements. If the taxpayer determines 
that there are no contrary authorities, a statement in the request to this effect would be helpful. 
If the taxpayer does not furnish either contrary authorities or a statement that none exists, the 
Scrvice in complex cases or those presenting difficult or novel issues may request suhmission 
of contrary authorities or a statement that none exists. Failure to comply with this request may 
result in the Service's refusal to issue a letter ruling or determination letter. 

Identifying and discussing contrary authorities will generally enable Service personnel to 
understand the issue and relevant authorities more quickly. When Service personnel receive 
the request. they will have before them the taxpayer'~ thinking on the effect and applicability of 
contrary authorities. This information should make research easier and lead to earlier action by 
the Service. If the taxpayer does not disclose and distinguish significant contrary authorities, 
the Service may need to request additional information, which will delay action on the request. 

(8) Statement identifying pending legislation. At the time of filing the requcst, the tax
payer must identify any pending legislation that may affect the proposed transaction. In addi
tion. if applicable legislation is introduced aftcr the request is filed but before a letter ruling or 
determination letter is issued, the taxpayer must notify the Service. 



Deletions statement required 
b)' § 6110 

(9) Statement identifying information to be deleted from cop)' of letter ruling or de
termination letter for public inspection. The text of certain letter rulings and determination 
letters is open to public inspection undcr § 6110. Thc Scrvicc makes deletions from the text 
before it is made available for inspection. To help the Service make the deletions required by 
§ 611 O(c L a request for a letter ruling or detennination letter must be accompanicd by a state
ment indicating the deletions desired ("deletions statement"). If the deletions statement is not 
submitted with the request, a Service representative will tell the taxpayer that the request will 
be closed if the Service does not receive the deletions statement within 30 calendar days. See 
section 11.03 of this revenue procedure. 

(a) Format of deletions statement. A taxpayer who wants only names, addresses, and 
identifying numbers to be deleted should state this in the deletions statement. If the taxpayer 
wants more information deleted, the deletions statement must be accompanied by a copy of 
the request and supporting documents on which the taxpayer should bracket the material to 

be deleted. The deletions statement must indicate the statutory basis under § 6110(c) for each 
proposed deletion. 

If the taxpayer decides to ask for additional deletions before the letter ruling or determina
tion letter is issued, additional deletions statements may be submitted. 

(b) Location of deletions statement. The deletions statement must not appear in the re
quest, but instead must be made in a separate document and placed on top of the request for a 
letter ruling or determination letter. 

(c) Signature. The deletions statement must be signed and dated by the taxpayer or the 
taxpayer's authorized representative. A stamped or faxed signature is not permitted. 

(d) Additional information. The taxpayer should follow the same procedures above to pro
pose deletions from any additional information submittcd aftcr the initial request. An additional 
deletions statement, however, is not required with each submission of additional information if 
the taxpayer's initial deletions statement requests that only names, addrcsscs, and identifying 
numbers are to be deleted and the taxpayer wants only the same information deleted from the 
additional information. 

(e) Taxpayer may protest deletions not made. After receiving from the Service the notice 
under § 611 O(f)( I) of intention to disclose the letter ruling or detennination letter (including a 
copy of the version proposed to be open to public inspection and notation of third-party com
munications under § 611O(d», the taxpayer may protest the disclosure of certain information 
in thc lctter ruling or determination letter. The taxpayer must send a written statement within 
20 calendar days to the Service office indicated on the notice of intention to disclose. The 
statement must identify those deletions that the Service has not made and that the taxpayer 
believes should have been made. The taxpayer must also submit a copy of the version of the 
letter ruling or determination letter and bracket the deletions proposed that have not been made 
by the Service. Generally, the Service will not consider deleting any material that the taxpayer 
did not propose to be deleted before the letter ruling or determination letter was issued. 

Within 20 calendar days after the Service receives the response to the notice under 
§ 611 O(f)( I), the Service will mail to the taxpayer its final administrative conclusion regarding 
the deletions to be made. The taxpayer does not have the right to a conference to resolve 
any disagreements concerning material to be deleted from the text of the letter ruling or 
determination letter. However, these matters may be taken up at any conference that is 
otherwise scheduled regarding the request. 

(0 Taxpayer rna)' request delay of public inspection. After receiving the notice under 
§ 611O(f)(l) of intention to disclose, but within 60 calendar days after the date of notice, the 
taxpayer may send a request for delay of public inspection under either § 6llO(g)(3) or (4). 
The request for delay must be sent to the Service office indicated on the notice of intention to 
disclose. A request for delay under § 611O(g)( 3) must contain the date on which it is expected 
that the underlying transaction will be completed. The request for delay under § 6110(g)(4) 
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must contain a statement from which the Commissioner of Internal Revenue may determine 
that there are good reasons for the delay. 

Section 6110(1)( I) states that * 6110 disclosure provisions do not apply to any matter to 
which ~ 610.+ applies. Therefore, letter rulings, determination letters, technical advice memo
randa, and related background file documents dealing with the following matters (covered by 
~ 610.+) are not subject to * 6110 disclosure provisions-

(i) An approved application for exemption under * 50 I (a) as an organization described in 
~ 501(c) or (d), or notice of status as a political organization under ~ 527, together with any 
papers submitted in support of such application or notice: 

(ii) An application for exemption under * 50 I (a) with respect to the qualification of a pen
sion, profit-sharing or stock bonus plan, or an individual retirement account described in * 408 
or ~ 408A , whether the plan or account has more than 25 or less than 26 participants, or any 
appl ication for exemption under * 50 I (a) by an organization forming part of such a plan or an 
account: 

(iii) Any document issued by the Internal Revenue Service in which the qualification or 
exempt status of a plan or account is granted, denied, or revoked or the portion of any document 
in which technical advice with respect thereto is given; 

(iv) Any application filed and any document issued by the Internal Revenue Service with 
respect to the qualification or status of EP master and prototype plans; and 

(v) The portion of any document issued by the Internal Revenue Service with respect to the 
qualification or exempt status of a plan or account of a proposed transaction by such plan, or 
account. 

(10) Signature by taxpayer or authorized representative. The request for a letter ruling 
or determination letter must be signed and dated by the taxpayer or the taxpayer's authorized 
representative. Neither a stamped signature nor a faxed signature is permitted. 

(11) Authorized representatives. To sign the request or to appear before the Service in 
connection with the request, the representative must be: 

(a) An attorney who is a member in good standing of the bar of the highest court of any 
statt, possession, territory, commonwealth, or the District of Columbia and who is not cur
rently under suspension or disbarment from practice before the Service. He or she must file a 
writtcn dcclaration with the Service showing current qualification as an attorney and current 
authorization to represent the taxpayer; 

(b) A certified public accountant who is qualified to practice in any state, possession, terri
tory, commonwealth. or the District of Columbia and who is not currently under suspension or 
disbarment from practice before the Service. He or she must file a written declaration with the 
Service showing current qualification as a certified public accountant and current authorization 
to represent the taxpayer: 

(c) An enrolled agent who is a person, other than an attorney or certified public accountant, 
that is currently enrolled to practice before the Service and is not currently under suspension 
or disbarment from practice before the Service, including a person enrol!ed to practice only for 
employee plans matters. He or she must file a written declaration with the Service showing 
curren! enrollment and authorization to represent the taxpayer. Either the enrollment number 
or the expiration date of the enrollment card must be included in the declaration. For the rules 
on who may practice before the Service, see Treasury Department Circular No. 230; 

(d) An enrolled actuary who is a person enrolled as an actuary by the Joint Board for the 
Enrollment of Actuarics pursuant to 29 U.s.c. 1242 and qualified to practice in any state, 
possession, territory, commonwealth, or the District of Columbia and who is not currtntly un
der suspension or disbarment from practice before the Service. He or she must file a written 
declaration with the Service showing current qualification as an enrolled actuary and current 
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authorization to represent the taxpayer. Practice as an enrolled actuary is limited to representa
tion with respect to issues involving the following statutory provisions: §§ 401, 403(a), 404, 
412,413,414,4971,6057,6058,6059, 6652(d). 6652(e), 6692, 7805(b), and 29 U.S.c. 1083: 

(e) Any other person, including a foreign representative who has received a "Letter of Au
thorization" from the Director, Office of Professional Responsibility under section 1O.7(d) of 
Treasury Department Circular No. 230. A person may make a written request for a "Letter of 
Authorization" to: Office of Director, Office of Professional Responsibility, Internal Revenue 
Service, IIII Constitution Avenue, N.W.. Washington, DC 20224. Section 1O.7(d) of Circular 
No. 230 authorizes the Commissioner to allow an individual who is not otherwise eligible to 
practice before the Service to represent another person in a particular matter. For additional 
information. see section 9.02(12) below. 

(f) The above requirements do not apply to a regular full-time employee representing his 
or her employer, to a general partner representing his or her partnership, to a bona fide offi
cer representing his or her corporation. association, or organized group. to a trustee, receiver, 
guardian. personal representative, administrator, or executor representing a trust, receivership, 
guardianship, or estate, or to an individual representing his or her immediate family. A pre parer 
of a return (other than a person referred to in paragraph (a), (b), (c), (d) or (e) of this section 
9.02(11» who is not a full-time employee, general partner, a bonafide officer, an administra
tor, trustee, etc., or an individual representing his or her immediate family may not represent a 
taxpayer in connection with a letter ruling, determination letter or a technical advice request. 
See section 1O.7(c) of Treasury Department Circular No. 230. 

(g) A foreign representative (other than a person referred to in paragraph (a), (b), (c), (d) 
or (e) of this section 9.02(11» is not authorized to practice before the Service and, therefore, 
must withdraw from representing a taxpayer in a request for a letter ruling or a determination 
letter. In this situation, the nonresident alien or foreign entity must submit the request for a 
letter ruling or a determination letter on the individual's or entity's own behalf or through a 
person referred to in paragraph (a), (b), (c), (d) or (e) of this section 9.02(11). 

(12) Power of attorney and declaration of representative. Any authorized representa
tive, whether or not enrolled to practice, must also comply with the conference and practice 
requirements of the Statement of Procedural Rules (26 C.F.R. § 601.501-601.509 (2005», 
which provide the rules for representing a taxpayer before the Service. In addition, an unen
rolled preparer must file a Form 8821 (Rev. April 2004), Tax Information Authorization, for 
certain limited employee plans matters. 

Form 2848 (Rev. March 2004), Puwer of Attorney and Declaration of Representative, must 
be used to provide the representative's authorization (Part I of Form 2848, Power of Attorney) 
and the representative's qualification (Part II of Form 2848, Declaratiun uf Representative). 
The name of the person signing Part I of Form 2848 should also be typed or printed on this form. 
A stamped signature is not permitted. An original, a copy, or a facsimile transmission (fax) 
of the power of attorney is acceptable so long as its authenticity is not reasonably disputed. 
For additional information regarding the power of attorney form. see section 9.03(2) of this 
revenue procedure. 

For the requirement regarding compliance with Treasury Department Circular No. 230, see 
section 9.09 of this revenue procedure. 

(13) Penalties of perjury statement. 

(a) Format of penalties of perjury statement. A request for a letter ruling or determination 
letter and any change in the request submitted at a later time must be accompanied by the 
following declaration: "Under penalties of perjury, I declare that I have examined this 
request, or this modification to the request, including accompanying documents, and, 
to the best of my knowledge and belief, the request or the modification contains all the 
relevant facts relating to the request, and such facts are true, correct, and complete." See 
section 11.04 of this revenue procedure for the penalties of perjury statement applicable for 
submissions of additional information. 
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(b) Signature by taxpayer. The declaration must be signed and dated by the taxpayer, not 

the taxpayer's representative. Neither a stamped signature~nor a faxed signature is permitted. 

The person who signs for a corporate taxpayer must be an officer of the corporate taxpayer 

who has personal knowledge of the facts, and whose duties are not limited to ohtaining a letter 

ruling or determination letter from the Service. If the corporate taxpayer is a member of an 

affiliated group filing consolidated returns, a penalties of perjury statement must also be signed 

and submitted by an officer of the common parent of the group. 

The person signing for a trust, a state law partnership, or a limited liability company must 
be, respectively, a trustee, general partner, or member-manager who has personal knowledge 

of the facts. 

(14) Applicable user fee. Section 7528 of the Code, as added by section 202 of the Tem
porary Assistance for Needy Families Block Grant Program and extended by section 690 of 

the American Jobs Creation Act of 2004 requires taxpayers to pay user fees for requests for 
rulings, opinion letters, determination letters, and similar requests. Rev. Proc. 2006-8, page 

245, this Bulletin, contains the schedule of fees for each type of request under the jurisdiction 

of the Commissioner, Tax Exempt and Government Entities Division and provides guidance 
for administering the user fee requirements. If two or more taxpayers are parties to a transac

tion and each requests a letter ruling, each taxpayer must satisfy the rules herein and additional 

user fees may apply. 

(15) Number of copies of request to be submitted. Generally a taxpayer needs only to 
submit one copy of the request for a letter ruling or determination letter. If, however, more 

than one issue is presented in the letter ruling request, the taxpayer is encouraged to submit 
additional copies of the request. 

Further, two copies of the request for a letter ruling or determination letter are required if--

(a) the taxpayer is requesting separate letter rulings or determination letters on different 

issues as explained later under section 9.03(1) of this revenue procedure; 

(b) the taxpayer is requesting deletions other than names, addresses, and identifying num
bers, as explained in section 9.02(9) of this revenue procedure. (One copy is the request for the 
letter ruling or determination letter and the second copy is the deleted version of such request.); 
or 

(c) a closing agreement (as defined in section 3.03 of this revenue procedure) is being re
quested on the issue presented. 

(16) Sample format ror a letter ruling request. To assist a taxpayer or the taxpayer's 
representative in preparing a letter ruling request, a sample format for a letter ruling request is 
provided in Appendix A. This format is not required to be used by the taxpayer or the taxpayer's 
reprcsentative. If the letter ruling request is not identical or similar to the format in Appcndix 
A, the different format will neither defer consideration of the letter ruling request nor be cause 
for returning the request to the taxpayer or taxpayer's representative. 

(17) Checklist for letter ruling requests. The Service will be able to respond more quickly 
to a taxpayer's letter ruling request if it is carefully prepared and complete. The checklist in 
Appendix B of this revenue procedure is designed to assist taxpayers in preparing a request by 
reminding them of the essential information and documents to be furnished with the request. 
The checklist in Appendix B must be completed to the extent required by the instructions in the 
checklist, signed and dated by the taxpayer or the taxpayer's representative, and placed on top 
of the letter ruling request. If the check list in Appendix B is not received, a group representative 
will ask the taxpayer or the taxpayer's representative to submit the checklist, which may delay 
action on the letter ruling request. A photocopy of this checklist may be used. 
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(1) To request separate letter rulings for multiple issues in a single situation. If more 
than one issue is presented in a request for a letter ruling. the Service generally will issue a 
single ruling letter covering all the issues. However. if the taxpayer requests separate letter 
rulings on any of the issues (because, for example, one lettcr ruling is nccdcd sooncr than 
another), the Service will usually comply with the request unless it is not feasible or not in the 
best interests of the Service to do so. A taxpayer who wants separatc lcttcr rulings on multiple 
issues should make this clear in the request and submit two copies of the request. Additional 
checklists are solely for the spccific issues designated. 

In issuing each letter ruling, the Service will state that it has issued separate letter rulings or 
that requests for other letter rulings are pending. 

(2) Recipient of original of letter ruling or determination letter. The Service will send 
the original of the letter ruling or determination letter to the taxpayer and a copy of the letter 
ruling or determination letter to the taxpayer's representative. In this case, the letter ruling 
or determination letter is addressed to the taxpayer. A Form 2848, Power of Attorney and 
Declaration of Representative (Rev. March 2004), must be used to provide the representative's 
authorization except in certain employee plans matters. See section 9.02( 12J of this revenue 
procedure. 

(a) To have copies sent to multiple representatives. When a taxpayer has more than one 
representative, the Service will send the copy of the letter ruling or determination letter to 
the first representative named on the most recent power of attorney. If the taxpayer wants an 
additional copy of the letter ruling or determination letter sent to the second representative 
listed in the power of attorney, the taxpayer must check the appropriate box on Form 2848. If 
this form is not used, the taxpayer must state in the power of attorney that a copy of the letter 
ruling or determination letter is to be sent to the second representative listed in the power of 
attorney. Copies of the letter ruling or determination letter, however. will be sent to no more 
than two representati ves. 

(b) To have copy sent to taxpayer's representative. 

A copy of the letter ruling or determination letter will be sent to the taxpayer's representa
tive. 

If the taxpayer wants a copy of the letter ruling or determination letter sent to the taxpayer's 
second representative, the taxpayer must check the appropriate box on Form 2848. 

(c) To have no copy sent to taxpayer's representative. If a taxpayer does not want a copy 
of the letter ruling or determination letter sent to any representative, the taxpayer must check 
the appropriate box on Form 2848. 

(3) To request expedited handling. The Service ordinarily processes requests for letter 
rulings and determination letters in order of the date received. Expedited handling means that 
a request is processed ahead of the regular order. Expedited handling is granted only in rare and 
unusual cases, both out of fairness to other taxpayers and because the Service seeks to process 
all requests as expeditiously as possible and to give appropriate deference to normal business 
exigencies in all cases not involving expedited handling. 

A taxpayer who has a compelling need to have a request processed ahead of the regular order 
may request expedited handling. This request must explain in detail the need for expedited 
handling. The request must be made in writing. preferably in a separate letter with, or soon 
after filing, the request for the letter ruling or determination letter. If the request is not made 
in a separate letter, then the letter in which the letter ruling or determination letter request is 
made should say, at the top of the first page: "Expedited Handling Is Requested. See page 
__ of this letter." 

A request for expedited handling will not be forwarded to the appropriate group for action 
until the check or money order for the user fee in the correct amount is received. 
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Whether the request will be granted is within the Service's discretion. The Service may 
grant a request when a factor outside a taxpayer's control creates a real business need to obtain 
a letter ruling or determination letter before a certain time in order to avoid serious business 
consequences. Examples include situations in which a court or oovernmental agency has im-

~ -
posed a specific deadline for the completion of a transaction, or a transaction must be com-
pleted expeditiously to avoid an imminent business emergency (such as the hostile takeover 

of a corporate taxpayer), provided that the taxpayer can demonstrate that the deadline or busi
ness emergency, and the need for expedited handling, resulted from circumstances that could 
not reasonably have been anticipated or controlled by the taxpayer. To qualify for expedited 
handling in such situations, the taxpayer must also demonstrate that the taxpayer submitted 
the request as promptly as possible after becoming aware of the deadline or emergency. The 
extent to which the letter ruling or determination letter complies with all of the applicable re
quirements of this revenue procedure, and fully and clearly presents the issues, is a factor in 
determining whether expedited treatment will be granted. When the Service agrees to process 
a request out of order, it cannot give assurance that any letter ruling or determination letter will 
be processed by the time requested. The scheduling of a closing date for a transaction or a 
meeting of the board of directors or shareholders of a corporation, without regard for the time 

it may take to obtain a letter ruling or determination letter, will not be considered a sufficient 
reason to process a request ahead of its regular order. Also, the possible effect of fluctuation in 
the market price of stocks on a transaction will not be considered a sufficient reason to process 
a request out of order. 

Because most requests for letter rulings and determination letters cannot be processed ahead 
of their regular order, the Service urges all taxpayers to submit their requests well in advance 
of the contemplated transaction. In addition, in order to facilitate prompt action on letter ruling 
requests taxpayers are encouraged to ensure that their initial submissions comply with all of 
the requirements of this revenue procedure (including the requirements of other applicable 
guidelines set forth in section 10 of this revenue procedure), and to provide any additional 
information requested by the Service promptly. 

(4) To receive a letter ruling or submit a request for a letter ruling by facsimile trans
mission (fax). 

(a) To receive a letter ruling by fax. A letter ruling ordinarily is not sent by fax. However, 
if the taxpayer requests, a copy of a letter ruling may be faxed to the taxpayer or the taxpayer's 
authorized representative. A letter ruling, however, is not issued until the ruling is mailed. See 
§ 301.6110--2(h). 

A request to fax a copy of the letter ruling to the taxpayer or the taxpayer's authorized 
representative must be made in writing, either as part of the original letter ruling request or prior 
to the approval of the letter ruling. The request must contain the fax number of the taxpayer or 
the taxpayer's authorized representative to whom the letter ruling is to be faxed. 

In addition, because of the nature of a fax transmission, a statement containing a waiver 
of any disclosure violations resulting from the fax transmission must accompany the request. 
Nevertheless, the Service will take certain precautions to protect confidential information. For 
example, the Service will use a cover sheet that identifies the intended recipient of the fax and 
the number of pages transmitted. The cover sheet, if possible, will not identify the specific 
taxpayer by name, and it will be the first page covering the letter ruling being faxed. 

(b) To submit a request for a letter ruling by fax. Original letter ruling requests sent by 
fax are discouraged because such requests must be treated in the same manner as requests by 
letter. For example, the faxed letter ruling request will not be forwarded to the applicable office 
for action until the check for the user fee is received. 

(5) To request a conference. A taxpayer who wants to have a conference on the issues 
involved should indicate this in writing when, or soon after, filing the request. See also sections 
12.01, 12.02, and 13.09(2) of this revenue procedure. 
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Requests for letter rulings 

Requests for information letters 

Requests for determination letters 

(1) Requests for letter rulings should be sent to the following offices (as appropriate): 

Internal Revenue Service 
Attention: EP Letter Rulings 
PO. Box 27063 
McPherson Station 
Washington. DC 20038 

Internal Revenue Service 
Attention: EO Letter Rulings 
P.O. Box 27720 
McPherson Station 
Washington, DC 20038 

Hand delivered requests must be marked RULING REQUEST SUBMISSION. The delivery 
should be made between the hours of 8:30 a.m. and 4:00 p.m.; where a receipt will be given: 

Courier's Desk 
Internal Revenue Service 
Attention: SE:T:EP:RA or SE:T:EO:RA 
1111 Constitution Avenue, NW - PE 
Washington. DC 20224 

(2) Requests for information letters on either employee plans matters or exempt organiza
tions matters should be sent to Employee Plans or Exempt Organizations (as appropriate): 

Internal Revenue Service 
Commissioner, TE/GE 
Attention: SE:T:EP:RA or SE:T:EO:RA 
1111 Constitution Avenue, NW - PE 
Washington, DC 20224 

(3) Requests for determination letters should be sent to: 

Internal Revenue Service 
P.O. Box 192 
Covington, KY 410 12-0 192 

For fees required with determination letter requests, see section 6 of Rev. Proc. 2006-8. 

Pending letter ruling requests .05 

(1) Circumstances under which the taxpayer must notify EP or EO Technical. The 
taxpayer must notify EP or EO Technical if, after the letter ruling request is filed but before a 
letter ruling is issued, thc taxpayer knows that-

Ca) an examination of the issue or the identical issue on an earlier year's return has been 
started by an EP or EO Examinations office; 

(b) in cmployee plans matters, the issue is being considered by the Pension Benefit Guaranty 
Corporation or the Department of Labor; or 

(c) legislation that may affect the transaction has been introduced (see section 9.02(8) of 
this revenue procedure). 

(2) Taxpayer must notify EP or EO Technical if return is filed and must attach request 
to return. If the taxpayer files a return before a letter ruling is received from EP or EO Techni
cal concerning the issue. the taxpayer must notify EP or EO Technical that the return has been 
filed. The taxpayer must also attach a copy of the letter ruling request to the return to alert 
the EP or EO Examinations office and thereby avoid premature EP or EO Examinations office 
action on the issue. 
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.06 A taxpayer who receives a letter rulino before filino- a return about anv transaction that 
. b e ~ 

IS relevant to the return being filed must attach a copy of the letter ruling to the return when it 
is filed . 

. 07 The taxpayer or the taxpayer's authorized representative may obtain information regard
ing the status of a request by calling the person whose name and telephone number are shown 
on the acknowledgement of receipt of the request. 

.08 

(1) In general. A taxpayer may withdraw a request for a letter ruling or determination letter 
at any time before the letter ruling or determination letter is signed by the Service. Correspon
dence and exhibits related to a request that is withdrawn or related to a letter ruling request 
for which the Service declines to issue a letter ruling will not be returned to the taxpayer. See 
section 9.02(2) of this revenue procedure. In appropriate cases, the Service may publish its 
conclusions in a revenue ruling or revenue procedure. 

A request for a letter ruling will not be suspended in EP or EO Technical at the request of a 
taxpayer. 

(2) Notification of Director, EP or EO Examinations. If a taxpayer withdraws a request 
for a letter ruling or if EP or EO Technical declines to issue a letter ruling, EP or EO Technical 
will notify the Director. EP or EO Examinations and may give its views on the issues in the 
request to the Director, EP or EO Examinations to consider in any later examination of the 
return. 

(3) Refunds of user fee. The user fee will not be returned for a letter ruling request that is 
withdrawn. If the Service declines to issue a letter ruling on all of the issues in the request, the 
user fee will be returned. If the Service, however, issues a letter ruling on some. but not all, of 
the issues. the user fee will not be returned. See section lOaf Rev. Proc. 2006-8 for additional 
information regarding refunds of user fees . 

. 09 The taxpayer's authorized representative, whether or not enrolled, must comply with 
Treasury Department Circular No. 230, which provides the rules for practice before the Ser
vice. In those situations when EP or EO Technical believes that the taxpayer's representative 
is not in compliance with Circular No. 230, EP or EO Technical will bring the matter to the 
attention of the Director, Office of Professional Responsibility. 

For the requirement regarding compliance with the conference and practice rcquirements, 
see section 9.02(12) of this revenue procedure. 

.01 Specific revenue procedures supplement the general instructions for requests explained 
in section 9 of this revenue procedure and apply to requests for letter rulings or determination 
letters regarding the Code sections and matters listed in this section. 

.02 If the request is for the qualification of an organization for exemption from federal in
come tax under § 501 or 521, see Rev. Proc. 72-5, 1972-1 CB. 709, regarding religious and 
apostolic organizations; Rev. Proc. 80-27.1980--1 CB. 677, concerning group exemptions; 
and Rev. Proc. 90-27, 1990-1 C.B. 514 (as modified by Rev. Proc. 2006-8), regarding appli
cations for recognition of exemption. 

.03 

(l) For requests to obtain approval for a retroactive amendment described in § 412(c)(8) 
of the Code and section 302(c)(R) of the Employee Retirement Income Security Act of 1974 
(ERISA) that reduces accrued benefits, see Rev. Proc. 94-42, 1994-1 CB. 717. 
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(2) For requests for a waiver of the minimum funding standard, see Rev. Proc. 2004-15. 

(3) For requests for a waiver of the 100 percent tax imposed under § 4971 (b) of the Code 
on a pension plan that fails to meet the minimum funding standards of § 412, see Rev. Proc. 
81-44,1981-2 C.B. 618. 

(4) For requests for a determination that a plan amendment is reasonable and provides for 
only de minimis increases in plan liabilities in accordance with §§ 401 (a)(33) and 4l2(f)(2)(A). 
see Rev. Proc. 79-62, 1979-2 C.B. 576. 

(5) For requests to obtain approval for an extension of an amortization period of any un
funded liability in accordance with § 412(e), see Rev. Proc. 2004-44,2004-2 C.B. 134. 

(6) For requests by administrators or sponsors of a defined benefit plan to obtain approval 
for a change in funding method, see Rev. Proc. 2000-41,2000-2 C.B. 371. 

(7) For requests for the return to the employer of certain nondeductible contributions, see 
Rev. Proc. 90-49, 1990-2 C.B. 620 (as modified by Rev. Proc. 2006-8). 

(8) For requests for determination letters for plans under §§ 401, 403(a), 409, and 
4975(e)(7), and for the exempt status of any related trust under § 501, see Rev. Proc. 2006-6, 
Rev. Proc. 93-10 and Rev. Proc. 93-12. 

.0 I The Service will issue letter rulings on the matters and under the circumstances explained 
in sections 4 and 6 of this revenue procedure and in the manner explained in this section and 
section 13 of this revenue procedure. 

.02 The Service will not be bound by the informal opinion expressed by the group rep
resentative or any other authorized Service representative under this procedure, and such an 
opinion cannot be relied upon as a basis for obtaining retroactive relief under the provisions of 
§ 7805(b). 

.03 If a request for a letter ruling or determination letter does not comply with all the provi
sions of this revenue procedure, the request will be acknowledged and the Service representa
tive will tell the taxpayer during the initial contact which requirements have not been met. 

Ifthe request lacks essential information, which may include additional information needed 
to satisfy the procedural requirements of this revenue pro<.:edure, as well as substantive <.:hanges 
to transactions or documents needed from the taxpayer, the Service representative will tcll 
the taxpayer during the initial contact that the request will be closed if the Service does not 
receive the information within 30 calendar days unless an extension of time is granted. See 
section 11.04 of this revenue procedure for information on extension of time and instru<.:tions 
on submissions of additional information. 

A request for a letter ruling sent to EPfEO Determinations Pro<.:essing that does not comply 
with the provisions of this rcvenue procedure will be returned by EP/EO Determinations Pro
cessing so that the taxpayer can make corrections before sending it to EP or EO Te<.:hni<.:al. 

.04 Material facts furnished to the Service by telephone or fax, or orally at a conference, 
must be promptly confirmed by letter to the Service. This confirmation and any additional 
information requested by the Service that is not part of the information requested during the 
initial contact must be furnished within 21 calendar days to be considered part of the request. 

Additional information submitted to the Service must be accompanied by the following 
dedaration: "Under penalties of perjury, I declare that I have examined this informa
tion, including accompanying documents, and, to the best of my knowledge and belief, 
the information contains all the relevant facts relating to the request for the information, 
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and such facts are true, correct, and complete." This declaration must be signed in accor

dance with the requirements in section 9.02( 13)(b) of this revenue procedure. A taxpayer who 

submits additional factual infom1ation on several occasions may provide olle declaration sub
sequent to all submissions that refers to all suhmissions. 

( I) To facilitate prompt action on letter ruling requests. taxpayers arc encouraged to submit 
additional information by fax as soon as the information i, available. The Service represen

tative who requests additional information can provide a tclephone number to which the in

formation can be faxed. A copy of this information and a signed peljury statement, however. 
Illust be mailed or delivered to the Service. 

(2) Additional information should be sent to the same address as the original letter ruling 

request. See section 9.04. However. the additional information should include the name, office 

symbols. and room number of the Service representative who requested the information and the 

taxpayer's name and the case control number (which the Service representative can provide). 

(3) Generally, a taxpayer needs only to submit one copy of the additional information. How

ever. in appropriate cases. thc Service may request additional copies of the information. 

(4) An extension of the 3D-day period under section II.!)} or the 21-day period under section 

11.04, will be granted only if justified in writing by the taxpayer and approved by the manager 

of the group to which the case is assigned. A request for extension should be submitted before 
the end of the 3~-day or 21-day period. If unusual circumstances close to the end of the 3~-day 

or 21-day period make a written request impractical. the taxpayer should notify the Service 
within the 30-day or 21-day period that there is a problem and that the written request for 

extension will be coming soon. The taxpayer will be told promptly, and later in writing, of the 
approval or denial of the requested extension. If the extension request is denied. there is no 
right of appeal. 

(5) If the taxpayer does not follow the instructions for submitting additional information or 

requesting an extension within the time provided, a letter ruling will be issued on the basis of 
the information on hand, or, if appropriate. no letter ruling will be issued. When the Service 
decides not to issue a letter ruling because essential information is lacking, the case will be 
closed and the taxpayer notified in writing. If the Service receives the information after the 
letter ruling request is closed, the request may be reopened and treated as a new request. How

ever. the taxpayer must pay another user fee before the case can be reopened. 

.05 Generally, after the conference of right is held before the letter ruling is issued, the 
Service representative will inform the taxpayer or the taxpayer's authorized representative of 
the Service' s final conclusions. If the Service is going to rule adversely, the taxpayer will be 

offered the opportunity to withdraw the letter ruling request. If the taxpayer or the taxpayer's 
representative does not promptly notify the Service representative of a decision to withdraw 
the ruling request, the adverse letter will be issued. The user fee will not be refunded for a 
letter ruling request that is withdrawn. See section 10 of Rev. Proc. 2006-8. 

.()6 To accelerate issuance of letter rulings, in appropriate cases ncar the completion of the 
ruling process, the Service representative may request that the taxpayer or the taxpayer's rep
resentati ve ,ubmit a proposed draft of the letter ruling on the basis of discussions of the issues. 
The taxpayer, however. is not required to prepare a draft letter ruling in order to receive a letter 
ruling. 

The format of the submission should be discussed with the Service representative who re
quests the draft letter ruling. The representative usually can provide a ,ample format of a letter 
ruling and will discuss the facts. analysis. and letter ruling language to be included. 

In addition to a typed draft, taxpayers are encouraged to submit this draft on a disk in Rich 
Text Format. The typed draft will become part of the permanent files of the Service. and the 
word processing disk will not be returned. If the Service representative requesting the draft 
leiter ruling cannot answer specific questions about the format of the word processing disk, 
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the questions can be directed to Frances Sloan at (202) 283-9626 (Employee Plans), or Wayne 
Hardesty at (202) 283-8976 (Exempt Organizations) (not toll-free calls). 

The proposed letter ruling (both typed draft and word processing disk) should be sent to 
the same address as any additional information and contain in the transmittal the information 
that should be included with any additional information (for example, a penalties of perjury 
statement is required). See section 11.04 of this revenue procedure. 

.01 A taxpayer may request a conference regarding a letter ruling request. Normally, a 
conference is scheduled only when the Service considers it to be helpful in deciding the case 
or when an adverse decision is indicated. If conferences are being arranged for more than one 
request for a letter ruling involving the same taxpayer, they will be scheduled so as to cause 
the least inconvenience to the taxpayer. As stated in section 9.03(5) of this revenue procedure, 
a taxpayer who wants to have a conference on the issue or issues involved should indicate this 
in writing when, or soon after, filing the request. 

If a conference has been requested, the taxpayer will be notified by telephone, if possible, 
of the time and place of the conference, which must then be held within 21 calendar days after 
this contact. Instructions for requesting an extension of the 2l-day period and notifying the 
taxpayer or the taxpayer's representative of the Service's approval or denial of the request for 
extension are the same as those explained in section 11.04 of this revenue procedure regarding 
providing additional information . 

. 02 A taxpayer is entitled, as a matter of right, to only one conference, except as explained 
under section 12.05 of this revenue procedure. This conference normally will be held at the 
group level and will be attended by a person who, at the time of the conference, has the authority 
to sign the ruling letter in his or her own name or for the group manager. 

When more than one group has taken an adverse position on an issue in a letter ruling re
quest, or when the position ultimately adopted by one group will affect that adopted by another, 
a representative from each group with the authority to sign in his or her own name or for the 
group manager will attend the conference. If more than one subject is to be discussed at the 
conference, the discussion will constitute a conference on each subject. 

To have a thorough and informed discussion of the issues, the conference usually will be 
held after the group has had an opportunity to study the case. However, at the request of the 
taxpayer, the conference of right may be held earlier. 

No taxpayer has a right to appeal the action of a group to any other official of the Service. 
But see section 12.05 of this revenue procedure for situations in which the Service may offer 
additional conferences . 

. 03 Because conference procedures are informal, no tape, stenographic, or other verbatim 
recording of a conference may be made by any party. 

.04 The senior Service representative present at the conference ensures that the taxpayer has 
the opportunity to present views on all the issues in question. A Service representative explains 
the Service's tentative decision on the substantive issues and the reasons for that decision. If 
the taxpayer asks the Service to limit the retroactive effect of any letter ruling or limit the 
revocation or modification of a prior letter ruling, a Service representative will discuss the 
recommendation concerning this issue and the reasons for the recommendation. The Service 
representatives will not make a commitment regarding the conclusion that the Service will 
finally adopt. 

.05 The Service will offer the taxpayer an additional conference if, after the conference of 
right, an adverse holding is proposed, but on a new issue, or on the same issue but on different 
grounds from those discussed at the first conference. There is no right to another conference 
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when a proposed holding is reversed at a higher level with a result less favorable to the taxpayer. 
if the grounds or arguments on which the reversal is based were discussed at the conference of 
right. 

The limit on the number of conferences to which a taxpayer is entitled does not prevent 
the Service from offering additional conferences, induding conferences with an official higher 
than the group level. if the Service decides they are neede~d. Such conferences are not offered 
as a matter of course simply because the group has reached an adverse dccision. In general. 
conferenccs with higher level officials are offered only if the Service dctermines that the caSe 
presents significant issues of tax policy ortax administration and that the consideration of these 
issues would be enhanced by additional conferences with the taxpayer . 

. 06 The taxpayer should furnish to the Service any additional data. reasoning. precedents, 
etc .. that were proposed by the taxpayer and discussed at the conference but not previously or 
adequately presented in writing. The taxpayer must furnish the additional information within 
21 calendar days from the date of the conference. See section 11.04 of this revenue procedure 
for instructions on submission of additional information. If the additional information is not 
received within that time, a ruling will be issued on the hasis of the information on hand or. if 
appropriate. no ruling will be issued. 

Procedures for requesting an extension of the 2l-day period and notifying the taxpayer or 
the taxpayer's representative of the Service's approval or denial of the requested extension 
are the same as those stated in section 11.04 of this revenue procedure regarding suhmitting 
additional information . 

. 07 Sometimes it will be advantageous to both the Service and the taxpayer to hold a confer
ence before the taxpayer submits the letter ruling request to discuss substantive or procedural 
issues relating to a proposed transaction. These conferences arc held only if the identity of the 
taxpaycr is provided to the Service, only if the taxpayer actually intends to make a request, 
only if the request involves a matter on which a letter ruling is ordinarily issued, and only on 
at the discretion of the Service and as time permits. For example, a pre-suhmission confer
ence will not be held on an income tax issue if, at thc timc the pre-submission conference is 
requested, the identical issue is involved in the taxpayer's return for an earlier period and that 
issue is being examined. See section 6 of this revenue procedure. Generally, the taxpayer will 
be asked to provide before the pre-submission conference a statement of whcther the issue is 
an issue on which a letter ruling is ordinarily issued and a draft of the letter ruling request or 
other detailed written statement of the proposed transaction, issue, and legal analysis. If the 
taxpayer's representative will attend the pre-submission conference, a power of attorney form 
is required. A Form 2848, Power olAttorney and Declaratioll qlRepresentative, must be used 
to provide the representative's authorization. 

Any discussion of substantive issues at a pre-submission conference is advisory only, is not 
binding on thc Service, and cannot be relied upon as a basis for obtaining retroactive relief un
der the provisions of § 7805(b). A letter ruling request submitted following a pre-submission 
conference will not necessarily be assigned to the group that held the pre-submission confer
ence. 

.08 A taxpayer may request that their conference of right be held by telephone. This request 
may occur. for example, when a taxpayer wants a conference of right but believes that the issue 
involved does not warrant incurring thc cxpense of traveling to Washington, DC. If a taxpayer 
makes such a request, the group manager will decide if it is appropriate in the particular case 
to hold the conference of right by telephone. If the request is approved by the group manager, 
the taxpaycr will be advised when to call the Service representatives (not a toll-frec call). 

.0 I A taxpayer ordinarily may rely on a letter ruling received from the Service subject to 
the conditions and limitations described in this section. 



Will not apply to another taxpayer 

Will be used by the Director, EP 
or EO Examinations in examining 
the taxpayer's return 

May be revoked or modified if 
found to be in error 

Not generally revoked or modified 
retroactively 

.02 A taxpayer may not rely on a letter ruling issued to another taxpayer. See § 611O(k)(3). 

.03 When determining a taxpayer's liability. the Director, EP or EO Examinations must 
ascertain whether-

(l) the conclusions stated in the letter ruling are properly reflected in the return; 

(2) the representations upon which the letter ruling was based ret1ected an accurate state
ment of the material facts; 

(3) the transaction was carried out substantially as proposed; and 

(4) there has been any change in the law that applies to the period during which the trans
action or continuing series of transactions were consummated. 

If, when determining the liability, the Director, EP Examinations finds that a letter ruling 
should be revoked or modificd, unless a waiver is obtained from EP Technical, the findings 
and recommendations of the Director, EP Examinations will be forwarded to EP Technical for 
consideration before further action is taken by the Director, EP Examinations. Such a referral 
to EP Technical will be treated as a request for technical advice and the procedures of Rev. 
Proc. 2006-5 will be followed. Otherwise, the letter ruling is to be applied by the Director, EP 
Examinations in determining the taxpayer's liability. Appropriate coordination with EP Tech
nical will be undertaken if any field official having jurisdiction over a return or other matter 
proposes to reach a conclusion contrary to a letter ruling previously issued to the taxpayer. 

In exempt organizations cases, section 4.04 of Rev. Proc. 2006-5 provides that a request 
for a TAM is not mandatory. 

.04 Unless it was part of a closing agreement as described in section 3.03 of this revenue 
procedure, a letter ruling found to be in error or not in accord with the current views of the 
Service may be revoked or modified. If a letter ruling is revoked or modified, the revocation 
or modification applies to all years open under the statute of limitations unless the Service uses 
its discretionary authority under § 7805(b) to limit the retroactive effect of the revocation or 
modification. 

A lettcr ruling may be revoked or modified due to-

(1) a notice to the taxpayer to whom the letter ruling was issued; 

(2) the enactment of legislation or ratification of a tax treaty; 

(3) a decision of the United States Supreme Court; 

(4) the issuance of temporary or final regulations; or 

(5) the issuance of a revenue ruling, revenue procedure, notice, or other statement published 
in the Internal Revenue Bulletin. 

Consistent with these provisions, if a letter ruling relates to a continuing action or a series 
of actions, it ordinarily will be applied until anyone of the events described above occurs or 
until it is specifically withdrawn. 

Publication of a notice of proposed rulemaking will not affect the application of any letter 
ruling issued under this revenue procedure . 

. 05 Except in rare or unusual circumstances, the revocation or modification of a letter ruling 
will not be applied retroactively to the taxpayer for whom the letter ruling was issued or to a 
taxpayer whose tax liability was directly involved in the letter ruling provided that-

(I) there has been no misstatement or omission of material facts; 
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(2) the facts at the time of the transaction are not materially different from the facts on which 
thc letter ruling was based: 

(3) there has been no change in the applicable law: 

(4) the letter ruling was originally issued for a proposed transaction: and 

(5) the taxpayer directly involved in the letter ruling acted in good faith in relying on the let

ter ruling, and revoking or modifying the letter ruling retroactively would be to the taxpayer's 

detriment. For example, the tax liability of each employee covered by a ruling relating to a 

qualified plan of an employer is directly involved in such ruling. However. the tax liability of 

a member of an industry is not directly involved in a letter ruling issued to another member 

and. therefore. the holding in a revocation or modification of a letter ruling to one member 

of an industry may be retroactively applied to other members of the industry. By the same 

reasoning. a tax practitioner may not extend to one client the non-retroactive application of a 

revocation or modification of a letter ruling previously issued to another client. 

If a letter ruling is revoked or modified by letter with retroactive effect, the letter will. except 

in fraud cases. state the grounds on which the letter ruling is being revoked or modified and 

explain the reasons why it is being revoked or modified retroactively . 

. 06 A letter ruling issued on a particular transaction represents a holding of the Service on 

that transaction only. It will not apply to a similar transaction in the same year or any other year. 
And, except in unusual circumstances, the application of that letter ruling to the transaction will 
not be affected by the later issuance of regulations (either temporary or final), if conditions (I) 

through (5) in section 13.05 of this revenue procedure are met. 

However, if a letter ruling on a transaction is later found to be in error or no longer in accord 
with the position of the Service, it will not protect a similar transaction of the taxpayer in the 

samc ycar or latcr year. 

.07 If a letter ruling is issued covering a continuing action or scries of actions and the letter 
ruling is later found to be in error or no longer in accord with the position of the Service, 
the Commissioner, Tax Exempt and Government Entities Division, ordinarily will limit the 
retroactive effect of the revocation or modification to a date that is not earlier than that on 

which the letter ruling is revoked or modified. 

.08 A taxpayer is not protected against retroactive revocation or modification of a letter 

ruling involving a completed transaction other than those described in section 13.07 of this 
revenue procedure, because the taxpayer did not enter into the transaction relying on a letter 
ruling. 

.09 Under § 7805(b), the Service may prescribe any extent to which a revocation or modi
fication of a letter ruling or determination letter will be applied without retroactive effect. 

A taxpayer to whom a letter ruling or determination letter has been issued may request that 
the Commissioner, Tax Exempt and Government Entities Division, limit the retroactive effect 
of any revocation or modification of the letter ruling or determination letter. 

(1) Request for relief under § 780S(b) must be made in required format. 

A request to limit the retroactive effect of the revocation or modification of a letter ruling 
must be in the general form of, and meet the general requirements for, a letter ruling request. 
These reljuirements are given in section 9 of this revenue procedure. Specifically, the request 
must also-

(a) state that it is being made under § 7805(b); 

(b) state the relief sought: 



Request for conference 

SECTION 14. WHAT EFFECT 
WILL A DETERMINATION 
LETTER HAVE? 

Has same effect as a letter ruling 

Taxpayer may request that 
retroactive effect of revocation or 
modification be limited 

(c) explain the reasons and arguments in support of the relief requested (including a discus
sion of the five items listed in section 13.05 of this revenue procedure and any other factors as 
they relate to the taxpayer's particular situation); and 

(d) include any documents bearing on the request. A request that the Service limit the 
retroactive effect of a revocation or modification of a letter ruling may be made in the form 
of a separate request for a letter ruling when. for example. a revenue ruling has the effect of 
revoking or modifying a letter ruling previously issued to the taxpayer, or when the Service 
notifies the taxpayer of a change in position that will have the effect of revoking or modify
ing the letter fuling. However, when notice is given by the Director, EP or EO Examinations 
during an examination of the taxpayer's return or by the Appeals Area Director, Area 4. or the 
Appeals Area Director, LMSB, during consideration of the taxpayer's return before an appeals 
office. a request to limit retroactive effect must be made in the form of a request for technical 
advice as explained in section 19 of Rev. Proc. 2006-5. 

When germane to a pending letter ruling request, a request to limit the retroactive effect of 
a revocation or modification of a letter ruling may be made as part of the request for the letter 
ruling, either initially or at any time before the letter ruling is issued. When a letter ruling 
that concerns a continuing transaction is revoked or modified by, for example, a subsequent 
revenue ruling, a request to limit retroactive effect must be made before the examination of the 
return that contains the transaction that is the subject of the letter ruling request. 

Consideration of relief under * 7805(b) will be included as one of the taxpayer's steps in 
exhausting administrative remedies only if the taxpayer has requested such relief in the manner 
described in this revenue procedure. If the taxpayer does not complete the applicable steps, 
the taxpayer will not have exhausted the taxpayer's administrative remedies as required by 
§ 7428(b)(2) and § 7476(b)(3) and will, thus, be precluded from seeking a declaratory judg
ment under § 7428 or § 7476. Where the taxpayer has requested § 7805(b) relief. the taxpayer's 
administrative remedies will not be considered exhausted until the Service has had a reason
able time to act upon the request. 

(2) Taxpayer may request a conference on application of § 7805(b). 

A taxpayer who requests the application of § 7805(b) in a separate letter ruling request has 
the right to a conference in EP or EO Technical as explaincd in sections 12.0 I, 12.02, 12.03. 
12.04 and 12.05 of this revenue procedure. If the request is made initially as part of a pending 
letter ruling request or is made before the conference of right is held on the substantive issues, 
the § 7805(b) issue will be discussed at the taxpayer's one conference of right as explained 
in section 12.02 of this revenue procedure. If the request for the application of § 7805(b) 
relief is made as part of a pending letter ruling request after a conference has been held on 
the substantive issue and the Service determines that there is justification for having delayed 
the request, the taxpayer is entitled to one conference of right concerning the application of 
§ 7805(b), with the conference limited to discussion of this issue only. 

.0 I A determination letter issued by EP or EO Determinations has the same effect as a letter 
ruling issued to a taxpayer under section 13 of this revenue procedure. 

If the Director, EP or EO Examinations proposes to reach a conclusion contrary to that 
expressed in a determination letter, he or she need not refer the matter to EP or EO Technical. 
However, the Director, EP or EO Examinations must refer the matter to EP or EO Technical 
if the Director, EP or EO Examinations desires to have the revocation or modification of the 
determination letter limited under § 7805(b) . 

. 02 The Director, EP or EO Examinations does not have authority under § 7805(b) to limit 
the revocation or modification of the determination letter. Therefore. if the Director. EP or EO 
Examinations proposes to revoke or modify a determination letter. the taxpayer may reque~t 
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SECTION 15. UNDER WHAT 
CIRCUMSTANCES ARE 
MATTERS REFERRED 
BETWEEN DETERMINATIONS 
AND TECHNICAL'~ 

limitation of the retroactive effect of the revocation or modification by asking EP or EO De
terminations to seek technical advice from EP or EO Technical. See section 19 of Rev. Proc. 
2006-5. 

(1) Request for relief under § 7805(b) must be made in required format. 

A taxpayer's request to limit the retroactive effect of the revocation or modification of the 
determination letter must be in the form of, and meet the general requirements for, a technical 
advice request. See section 18.06 of Rev. Proc. 2006-5. The request must also-

(a) state that it is being made under § 7805(b); 

(b) state the relief sought; 

(c) explain the reasons and arguments in support of the relief sought (including a discussion 

of the five items listed in section 13.05 of this revenue procedure and any other factors as they 
relate to the taxpayer's particular situation); and 

(d) include any documents bearing on the request. 

(2) Taxpayer may request a conference on application of § 7805(b). 

When technical advice is requested regarding the application of § 7805(b), the taxpayer has 
the right to a conference in EP or EO Technical to thc same extent as does any taxpayer who 
is the subject of a technical advice request. See section 11 of Rev. Proc. 2006-5. 

(3) Taxpayer steps in exhausting administrative remedies. 

Consideration of relief under § 7805(b) will be included as one of the taxpayer's steps in 
exhausting administrative remedies only if the taxpayer has requested such relief in the manner 
described in this revenuc procedure. If the taxpayer does not complete the applicable steps, 
the taxpayer will not have exhausted the taxpayer's administrative remedies as required by 
§ 7428(b)(2) and § 7476(b)(3) and will, thus, be precluded from seeking a declaratory judg
ment under § 7428 or § 7476. Where the taxpayer has requested § 7805(b) relief, the taxpayer's 
administrative remedies will not be considered exhausted until the Service has had a reason
able time to act upon the request. 

Requests for determination letters .01 Requests for determination letters received by EP or EO Determinations that, under the 

No-rule areas 

Requests for letter rulings 
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provisions of this revenue procedure, may not be issued by EP or EO Determinations, will be 
forwarded to EP or EO Technical for reply. EP or EO Determinations will notify the taxpayer 
that the matter has been referred. 

EP or EO Determinations will also refer to EP or EO Technical any request for a determi
nation letter that in its judgment should have the attention of EP or EO Technical. 

.02 If the request involves an issue on which the Service will not issue a letter ruling or de
termination letter, the request will not be forwarded to EP or EO Technical. EP or EO Determi
nations will notify the taxpayer that the Service will not issue a letter ruling or a dctermination 
letter on the issue. See section 8 of this revenue procedure for a description of no-rule areas. 

.03 Requests for letter rulings received by EP or EO Technical that, under section 6 of this 
revenue procedure, may not be acted upon by EP or EO Technical will be forwarded to the 
Director, EP or EO Examinations. The taxpayer will be notified of this action. If the request 
is on an issue or in an area of the type discussed in section 8 of this revenue procedure, and 
the Service decides not to issue a letter ruling or an information letter, EP or EO Technical will 



SECTION 16. WHAT 
ARE THE GENERAL 
PROCEDURES APPLICABLE 
TO INFORMATION 
LETTERS ISSUED BY THE 
HEADQUARTERS OFFICE? 

Will be made available to the 
public 

Deletions made under the 
Freedom of Information Act 

Effect of information letters 

SECTION 17. WHAT IS THE 
EFFECT OF THIS REVENUE 
PROCEDURE ON OTHER 
DOCUMENTS? 

SECTION 18. EFFECTIVE 
DATE 

SECTION 19. PAPERWORK 
REDUCTION ACT 

notify the taxpayer and will then forward the request to the Director, EP or EO Examinations 
for association with the related return. 

.01 Information letters that are issued by the headquarters office to membcrs of the public 
will be made available to the public. These documents provide general statements of well
defined law without applying them to a specific sct of facts. See section 3.06 of this rcvcnue 
procedure. Information letters that are issued by the field, however, will not be made available 
to the public. 

The following documents also will not be available for public inspection as pan of this 
process: 

(l) lettcrs that merely transmit Scrvice publications or other publicly available materiaL 
without significant legal discussion; 

(2) responses to taxpayer or third party contacts that are inquiries with respect to a pending 
request for a letter ruling, technical advice memorandum, or Chief Counsel Advice (whose 
public inspection is subject to ~ 6110): and 

(3) rcsponses to taxpayer or third party communications with respect to any investigation, 
audit, litigation, or other enforcement action . 

. 02 Before any information Icttcr is made available to the public, the headquarters oUicc 
will delete any name, address, and other identifying information as appropriate under the Free
dom of Information Act CFOIA") (for example, FOIA personal privacy cxemption of 5 V.S.c. 
§ 552(b)(6) and tax details exempt pursuant to ~ 6103, as incorporated into FOIA by 5 V.S.c. 
§ 552(b)(3). Because information letters do not constitute written determinations (including 
Chief Coumel Advice) as defined in ~ 6110, these documents are not subject to public inspec
tion under ~ 6110 . 

. 03 Information letters are advisory only and have no binding effect on the Service. See 
section 3.06 of this revenue procedure. If the headquarters office issues an information letter 
in response to a request for a letter ruling that does not meet the requirements of this revenue 
procedure, the information letter is not a substitute for a letter ruling. 

Rev. Proc. 2005-4,2005-1 C.B. 128, is superseded. 

This revenue procedure is effective January 3, 2006. 

The collections of information contained in this revenue procedure have been reviewed and 
approved by the Office of Management and Budget in accordance with the Paperwork Reduc
tion Act (44 V.S.c. § 3507) under control number 1545-1520. 

An agency may not conduct or sponsor, and a person is not rcquired to respond to. a collec
tion of information unless the collection of information displays a valid OMB control number. 

The collections of information in this revenue procedure are in sections 7.07, l).02, 9.03. 
9.04,9.05.9.06,10.02,10.03,11.03.11.04(/)-(5),11.06, 1201, 12.06, 12.07, 13.0l)(1), 
14.02(\). and in Appendices B, C, D and E. This information i~ required to evaluate and 
process the request for a letter ruling or determination letter. In addition, this information 
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will be used to help the Service delete certain information from the text of the letter ruling or 
determination letter before it is made available for public inspection. as required by ~ 6110. 
The collection, of information are required to obtain a letter ruling or determination letter. 
The likely rcspondenh are businesses or other for-profit institutions. 

The estimated total annllal reporting and/or recordkeeping burden is 12.650 hours. 

The estimated annual burden per respondent/recordkeeper varies from 15 minutes to 16 
hours. depending on individual circumstances and the type of request involved. with an esti
mated C1\erage burden of 6.0 I hours. The estimated number of respondents and/or recordkeep
ers is 2.1 03. 

The estimated annual frequency of responses is one request per applicant. except that a 
taxpayer requesting a letter ruling may also request a presubmissiol1 conference. 

Books or records relating to a collection of information must be retained as long as their 
contents may become material in the administration of any internal revenue law. Generally. 
tax returns and tax return information are confidential, as required by * 6103. 

The principal author of this revenue procedure is Ingrid Grinde of the Employee Plans. 
Tax Exempt and Government Entities Division. For further information regarding how this 
revenue procedure applies to employee plans matters, contact the Employee Plans Customer 
Assistance Service at \-877-829-5500 (a toll-free call). Ms. Grinde's telephone number 
is (202) 283-9888 (not a toll-free call). For exempt organization matters. please contact 
Mr. Wayne Hardesty (202) 283-8976 (not a toll-free call). 
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Internal Rnenue Ser\lce 
Commissioner. TE/GE 
Attention: SE:T:EP:RA 
P.O. Box 27063 
McPherson Station 
Washington. DC 20()3~ 

Dcar Sir or Madam: 

APPENDIX A 

SAMPLE FORMAT FOR A LETTER RULING REQUEST 

(/nser( rhe date of request) 

(Inserl Ihe /llII/le or tile IlIff/m'er) (the "Taxpayer") requests a ruling on the proper treatment of (insert the subject matter of the 

lmcr ruling requcst) under ~ (insert the number) of the Internal Revenue Code. 

[/Ftilc talpll.'"rr is requesting expedited handling. the letter ruling request must contain a statement to that effect. This statement 
111111'1 explain the /lccdj()f' expeditious handling. See section 9.03(3).] 

A. STATEMENT OF FACTS 

I. Taxpayer Information 

[Provide the statements required by sections 9.02( I )(a), (b). and (c) of Rev. Proc. 2006-4, 2006-1 I.R.B. 132. (Hereafter. all 
references are to Rev. Proc. 2006--4 unless otherwise noted.) I 

For example. a taxpayer that maintains a qualified employee retirement plan and files an annual Form 5500 series of returns may 
include the following statement to satisfy sections 9.02( I ira). (b). and (c) 

The Taxpayer is a nJOslruClion company with principal offices located at 100 Whatever Drive. Wherever. Maryland 12345. and its 
telephone number is ( 123) 456-7890. The Taxpayer's federal employer identification number is 00-1234567. The Taxpayer uses 
the Form 5500 series of returns on a calendar year basis to report its qualified employee retirement plan and trust. 

2. Detailed Description of the Transaction. 

[The ruling request must contain a complete statement of the facts relating to the transaction that is the subject of the letter ruling 
request. This statement must include a dctailed description of the transaction, including material facts in any accompanying 
documents. and the business reasons for the transaction. See sections 9.02(l)(b). 9.02(l)(c). and 9.02(2).] 

R. RUUNG REQUESTED 

[The ruling request should contain a concise statement of the ruling requested by the taxpayer.] 

C. ST4.TEMENT OF LAW 

[The ruling request must contain a statement of the law in support of the taxpayer's views or conclusion, including any authorities 
helie\ed 10 he contrary to the position advanced in the ruling request. This statement must also identify any pending legislation 
that may affect the propmed transaction. Sec ~ections 9.02(6). 9.02(7). and 9.02(8).) 
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D. ANALYSIS 

[The ruling request must contain a discussion of the facts and an analysis of the law. See sections 9.02(3), 9.02(6). 9.02(7), 
and 9.02(8).J 

E. CONCLUSION 

[The ruling request should contain a statement of the taxpayer's conclusion on the ruling requested.] 

F PROCEDURAL MATTERS 

l. Rev. Proc. 2006--4 statements 

a. [The statement required by section 9.02(4).] 

b. [The statement required by section 9.02(5).] 

c. [The statement required by section 9.02(6) regarding whether the law in connection with the letter ruling request is 
uncertain and whether the issue is adequately addressed by relevant authorities.] 

d. [The statement required by section 9.02(7) when the taxpayer determines that there are no contrary authorities.J 

e. [If the taxpayer wants to have a conference on the issues involved in the letter ruling request, the ruling request should 
contain a statement to that effect. See section 9.03(5).] 

f. [If the taxpayer is requesting the letter ruling to be issued by fax, the ruling request should contain a statement to that 
effect. This statement must also contain a waiver of any disclosure violations resulting from the fax transmission. Sec 
section 9.03(4).] 

g. [If the taxpayer is requesting separate letter rulings on multiple issues, the letter ruling request should contain a statement to 
that effect. See section 9.03(1).] 

2. Administrative 

a. A Power of Attorney is enclosed. [See sections 9.02(12) and 9.03(2).] 

b. The deletions statement and checklist required by Rev. Proc. 2006--4 are enclosed. [See sections 9.02(9) and 9.02(17).J 

e. The required user fee is enclosed. [See section 9.02(14).] 

DECLARATION: [See section 9.02(13).] 

Very truly yours, 

(Insert the name of the taxpaver or the taxpayer's 
authorized representatit'e) 

By: 

Signature Date 

Typed or printed name 
of person signing request 

Under penalties of perjury, I declare that I have examined this request, including accompanying documents. and to the best of my 
knowledge and belief. the request contains all the relevant facts relating to the request and such facts are true, correct. and complete. 

(insert the name of the taxpayer) 

By: 

Signature 

Typed or printed name of 
person signing declaration 

Title Date 
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I:"olSTRUCTIONS 

APPENDIX B 

CHECKLIST 
IS YOUR RULING REQUEST COMPLETE? 

The Service will be able to respond more quickly to your letter ruling request if it is carefully prepared and complete. To ensure 

that your request is in order, use this checklist. Complete the four items of information requested before the checklist. Answer 

each question by circling "Yes," "No," or "N/A." When a question contains a place for a page number. insert the page number 

(or numbers) of the request that gives the information called for by a yes answer to a question. Sign and date the checklist 

(as taxpayer or authorized representative) and place it on top of your request. 

If you are an authorized representative submitting a request for a taxpayer, you must include a completed checklist with the 

request. or the request will either be returned to you or substantive consideration of it will be defen'ed until a completed checklist 
is submitted. If you are a taxpayer preparing your own request without professional assistance, an incomplete checklist 

will not be cause for returning your request or deferring substantive consideration of the request. However, you should 
still complete as much of the checklist as possible and submit it with your request. 

TAXPAYER'S NAME __________ _ 

TAXPAYER'S I.D. No. __________ _ 

ATTORNEYfP.O.A. __________ _ 

PRIMARY CODE SECTION _________ _ 

CIRCLE ONE 

Yes No N/A 

Yes No N/A 

Yes No N/A 
P:lgc __ 

Ycs No N/A 
Pagc __ 

Yes No 

Yes ;\0 
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ITEM 

I. Does your request involve an issue under the jurisdiction of the Commissioner, Tax Exempt 
and Government Entities Division? See section 5 of Rev. Proc. 2006-4, 2006-II.R.B. 132, for 
issues under the jurisdiction of other offices. (Hereafter, all references are to Rev. Proc. 2006-4 
unless otherwise noted.) 

2. If your request involves a matter on which letter rulings are not ordinarily issued, have you 
given compelling reasons to justify the issuance of a private letter ruling? Before preparing your 
request, you may want to call the office responsible for substantive interpretations of the principal 
Internal Revenue Code section on which you are seeking a letter ruling to discuss the likelihood 
of an exception. The appropriate office to call for this information may be obtained by calling 
(202) 283-9660 (Employee Plans matters), or (202) 283-2300 (Exempt Organizations matters) 
(not toll-free calls). 

3. If the request involves an employee plans qualification matter under § 401(a), § 409, or 
§ 4975(e)(7), have you demonstrated that the request satisfies the three criteria in section 6.03 
for a headquarters office ruling" 

4. If the request deals with a completed transaction, have you filed the return for the year in which 
the transaction was completed" See sections 6.0 I and 6.02. 

5 Are you requesting a letter ruling on a hypothetical situation or question? See section 8.03. 

6. Are you requesting a letter ruling on alternative plans of a proposed transaction? See section 
8.03. 

7. Are you requesting the letter ruling for only part of an integrated transaction? Sec section 8.04. 

8. Have you submitted another letter ruling request for the transaction covered by this request? 

9. Are you requesting the letter ruling for a business, trade, industrial association, or similar group 
concerning the application of tax law to its members? See section 6.07. 



Yes No 
Pages __ 

Yes No N/A 

Yes No 
Page __ 

Yes No 
Page __ 

Yes No 
Page __ 

Yes No 
Page __ 

Yes No 
Page __ 

Yes No 
Pages __ 

Yes No N/A 
Pages __ 

Yes No N/A 
Page __ 

Yes NoN/A 
Page __ 

Yes No 

Yes No N/A 
Page __ 

Yes No N/A 

Yes No N/A 
Page __ 

Yes No N/A 

Yes No N/A 

Yes No N/A 
Pages __ 

Yes No N/A 

Yes No N/A 
Page __ 

10. Have you included a complete statcmcnt of all the facts relevant to the transaction') See section 

9.02(1 ). 

II. Have you submitted with the request true copies of all wills. deeds. plan documcnts. and other 
documents relevant to the transaction. and labeled and attached them in al phabetical sequence? 
See section 9.02(2). 

12. Have you included. rather than merely by reference. all material facts from the documents in 
the request? Are they accompanied by an analysis of their bearing on the issues that specifies the 
document provisions that apply? See section 9.02(3). 

13. Have you included the required statement regarding whether the same issue in the letter ruling 
request is in an earlier return of the taxpayer or in a return for any year of a related taxpayer? See 
section 9.02(4). 

14. Have you included the required statement regarding whether the Service previously ruled on 
the same or similar issue for the taxpayer, a related taxpayer. or a predecesso() See section 9.02(5). 

15. Have you included the required statement regarding whether the taxpayer. a related taxpayer. 
a predecessor. or any representatives previously submitted the same or similar issue but withdrew 
it before the letter ruling was issued? See section 9.02(5). 

16. Have you included the required statement regarding whether the law in connection with the 
request is uncertain and whether the issue is adequately addressed by relevant authorities? See 
section 9.02(6). 

17. Have you included the required statement of relevant authorities in support of your views? 
See section 9.02(6) 

18. Does your request discuss the implications of any legislation. tax treaties. court decisions. 
regulations. notices. revenue rulings, or revenue procedures you determined to be contrary to thc 
position advanced? See section 9.02(7). which states that taxpayers are encouraged to inform the 
Service of such authorities. 

19. If you determined that there are no contrary authorities. have you included a statement to this 
effect in your request') See section 9.02(7). 

20. Have you included in your request a statement identifying any pending legislation that may 
affect the proposed transaction? See section 9.02(8). 

21. Is the request accompanied by the deletions statement required by ~ 611O? See section 9.02(9). 

22. Have you (or your authorized representati ve) signed and dated the request? See section 

9.02(10). 

23. If the request is signed by your representative, or if your representative will appear before 
the Service in connection with the request. is the request accompanied by a properly prepared and 
signed power of attorney with the signatory's name typed or printed? See section 9.02(12). 

24. Have you included. signed and dated. the penalties of peljury statement in the form required 

by section 9.02(13)? 

25. Have you included the correct user fee with the request and made your check or money order 
payable to the United States Treasury? See section 9.02(14) and Rev. Proc. 2006-8. page 245. 

this Bulletin. for the correct amount and additional information on user fees. 

26. Are you submitting your request in duplicate if necessary'! See section 9.02( 15). 

27. If you are requesting separate letter rulings on different issues involving one factual situation. 
have you included a statement to that effect in each request') See section 9.03( ll. 

28. If you do not want a copy of the letter ruling to be sent to any representative, does the power 

of attorney contain a statement to that effect? See section 9.03(2l. 

29. If you have more than one representative. have you designated whether the ~econd represen
tative listed on the power of attorney is to receive a copy of the letter ruling? See section 9.03( 2). 
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Ye~ No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes :--10 t;\,/A 
Page __ 

Yes No N/A 

Yes No N/A 
Page __ 

Yes No N/A 

Signature 

Typed or printed name of 
person signing checklist 
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30. If you want your letter ruling request to be processed ahead of the regular order or by a specific 
date, have you requested expedited handling in the form required by section 9.03(3) and stated a 
compelling need for such action in the reques[") 

31. If you are requesting that a copy of the letter ruling be issued by facsimile (fax) transmission. 
have you included a statement containing a waiver of any disclosure violations resulting from the 
fax transmission') See section Y.()](4). 

32. If you want to have a conference on the issues involved in the request. have you included a 
request for conference in the ruling request? See section 9.03(5). 

33. If your request is covered by any of the guideline revenue procedures or other special require
ments listed in section 10 of Rev. Proc. 2006-4, have you complied with all of the requirements 
of the applicable revenue procedure? 

34. If you are requesting relief under § 7805(b) (regarding retroactive effect), have you complied 
with all of the requirements in section l3.09? 

35. Have you addressed your request to the appropriate office listed in section 9.04') Improperly 
addressed requests may be delayed (sometimes for over a week) in reaching the appropriate office 
for initial processing. 

Title or authority Date 



APPENDIX C 

Additional Checklist for Roth IRA Recharacterization Ruling Requests 

In order to assist EP Technical in processing a ruling request involving a Roth IRA recharacterization, in addition to the items 
in Appendix B, please check the following list. 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

1. Did you include the name(s) of trustee and/or custodian of the traditional individual retirement 
account (IRA) (generally, a financial institution)? 

2. Is each IRA identification number present? 

3. If the ruling request involves Roth conversions both of a husband and wife, is the necessary 
information with respect to each IRA of each party present? 
Note: as long as husband and wife file a joint federal Form 1040, the Service can issue one ruling 
covering both parties. Furthermore, if ajoint federal income tax return has been filed for the year 
or years in question, the Service only requires one user fee even if both husband and wife had 
failed conversions. 

4. If there was one or more attempted conversions, are the applicable dates on which the attempted 
IRA conversion(s) occurred included? 

5. If the reason that a conversion failed is that the taxpayer or related taxpayers relied upon advice 
of a tax professional such as a CPA, an attorney, or an enrolled actuary, is the name and occupation 
of that adviser included? 

6. Is certification that the taxpayer or taxpayers timely filed the relevant federal tax retum(s) 
present? 

7. Is there a short statement of facts with respect to the conversion? For example, if the ruling 
request involves a conversion attempted in 1998, there should be a statement of the facts that in
cludes a representation of why the due date(s) found in Announcement 99-57 and Announcement 
99-104 were not met. 

8. If the taxpayer recharacterized hislher Roth IRA to a traditional IRA prior to submitting a 
request for § 9100 relief, are the date(s) of the recharacterization(s), name(s) of trustees and/or 
custodians, and the identification numbers of the traditional IRA(s) present? 

9. Does the request include the type of contribution (i.e., regular or conversion) and amount of the 
contribution being recharacterized? 
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APPENDIX D 

Additional Checklist for Government Pick-Up Plan Ruling Requests 

In order to assist EP Technical in processing a ruling request involving government pick-up plans. in addition to the items in 
Appendix B please check the following list. 

Yes No N/A I. Is the plan qualified under § 40l(a) of the Code? (Evidence of qualification or representation 
Page __ that the plan is qualified.) 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 
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2. Is the organization that established the plan a State or political subdivision thereof. or any 
agency or instrumentality of the foregoing? An example of this would be a representation that the 
organization that has established the plan is a political subdivision or municipality of the State. 

3. Is there specific information regarding who are the eligible participants? 

4. Are the contributions that are the subject of the ruling request mandatory employee contribu
tions" These contributions must be for a specified dollar amount or a specific percentage of the 
participant's compensation and the dollar amount or percentage of compensation cannot be sub
ject to change. 

S. Does the plan provide that the participants do not have the election to opt in and/or out of the 
plan? 

6. Are copies of the enacting legislation providing that the contributions although designated as 
employee contributions are being paid by the employer in lieu of contributions by the employee 
included? 

7. Are copies of the specific enabling authorization that provides the employee must not have the 
option of choosing to receive the contributed amounts directly instead of having them paid by the 
employer to the plan included? For example. a resolution, ordinance. plan provision. or collective 
bargaining agreement could specify this information. 



APPENDIX E 

Additional Checklist for Church Plan Ruling Requests 

In order to assist EP Technical in processing a church plan ruling request, in addition to the items in Appendix B, please check 
the following list. 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

Yes No N/A 
Pagc __ 

Yes No N/A 
Page __ 

Yes No N/A 
Page __ 

1. Is there specific information showing that the submission is on behalf of a plan established by 
a named church or convention or association of churches? The information must show how the 
sponsoring organization is controlled by, or associated with, the named church or convention or 
association of churches. For example, the sponsoring organization might be listed in the church's 
official directory of related organizations whose mission is to further the objectives of the church. 
In order to be considered associated with a church or convention or association of churches, the 
organization must share common religious bonds and convictions with that church or convention 
or association of churches. 

2. Is there specific information showing that the organization that has established the plan is a 
tax-exempt organization as described in § 501 of the Code? 

3. Is there representation that the plan for which the ruling is being requested is qualified under 
§ 401(a) of the Code or meets the requirements of § 403(b) of the Code? 

4. Does the ruling clearly state who are the eligible participants and the name of the employer of 
these eligible participants? 

5. Is there a representation that none of the eligible participants are or can be considered employed 
in connection with one or more unrelated trades or businesses within the meaning of § 513 of the 
Code? 

6. Is there a representation that all of the eligible participants are or will be employed by the 
named church or convention or association of churches, and will not include employees of for
profit entities? An example of an eligible employee includes a duly ordained, commissioned, or 
licensed minister of a church in the exercise of his or her ministry. 

7. Is there specific information showing an existing plan committee whose principal purpose or 
function is the administration or funding of the plan. This committee must be controlled by or 
associated with the named church or convention or association of churches? 

8. Is the composition of the committee stated? 
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.01 This revenue procedure explains when and how Employee Plans Technical or Exempt 
Organizations Technical issue technical advice memoranda (TAMs) and technical expedited 
advice memoranda (TEAMs) to an Employee Plans (EP) Examinations Area manager, an Ex-



SECTION 2. WHAT 
SIGNIFICANT CHANGES 
HAVE BEEN MADE TO 
REV. PROC. 2005-5? 

SECTION 3. WHAT IS THE 
DIFFERENCE BETWEEN 
TECHNICAL ADVICE AND 
TECHNICAL EXPEDITED 
ADVICE? 

empt Organizations (EO) Examinations Area manager. an Employee Plans (EP) Determina
tions manager. an Exempt Organizations (EO) Determinations manager. or an Appeals Area 
Director, Area 4. in the employee plans areas (including actuarial matters) and exempt orga
nizations areas. It also explains the rights a taxpayer has when an EP or EO Examinations 
Area manager, an EP or EO Determinations manager. or the Appeals Area Director. Area 4. 
requests a TAM or a TEAM regarding a tax matter. Similarly, this revenue procedure may be 
used by another Operating Division of the Service involved in an examination where EP Tech
nical does not have audit jurisdiction but has interpretive jurisdiction as enumerated in section 
6.02 of Rev. Proc. 2006-4, page 132 of this Bulletin . 

. 02 Although taxpayer participation during all stages of the process is prefelTed, it is not 
required in order to request technical advice. In the event that a taxpayer chooses not to par
ticipate in a request for a TEAM, the request usually will be treated as a request for a TAM. 

.01 This revenue procedure is a general update of Rev. Proc. 2005-5, 2005-1 I.R.B. 170, 
which contains the general procedures for technical advice requests for matters within the ju
risdiction of the Commissioner, Tax Exempt and Government Entities Division. 

.02 Numerous sections are revised to reflect the change in the Appeals Area that has juris
diction over TE/GE technical advice cases. 

"Technical advice" means advice or guidance in the form of a memorandum furnished by 
the Employee Plans Technical or Exempt Organizations Technical office. (hereinafter referred 
to as "EP or EO Technical"), upon the request of an EP or EO Examinations Area manager, an 
EP or EO Determinations manager or the Appeals Area Director, Area 4, submitted in accor
dance with the provisions of this revenue procedure in response to any technical or procedural 
question that develops during any proceeding on the interpretation and proper application of 
tax law, tax treaties, regulations. revenue rulings, notices or other precedents published by the 
headquarters office to a specific set of facts. (The references in this revenue procedure to the 
Appeals Area Director. Area 4. or an appeals office include, when appropriate, an Appeals Area 
Director, LMSB. a Deputy Appeals Area Director, LMSB. a Deputy Appeals Area Director, 
Area 4, an Appeals Team Manager and include in employee plans matters another Operating 
Division of the Servicc dcscribed in the last sentence of section 1.01 above.) Such proceed
ings include (I) the examination of a taxpayer's return, (2) consideration of a taxpayer's claim 
for refund or credit. (3) a taxpayer's request for a determination letter. (4) any other matter 
involving a specific taxpayer under the jurisdiction of EP or EO Examinations, EP or EO De
terminations, or an appeals office or (5) processing and considering nondocketed cases of a 
taxpayer in an appeals office. However, they do not include cases in which the issue in the 
case is in a docketed case for any year. 

"Technical expedited advice" means technical advice issued in an expedited manner (here
inafter refelTed to as a TEAM). Subject to an agreement among the taxpayer. the field office, 
and the headquarters office, any issue eligible for a TAM (other than those enumerated in sec
tion 4.04 of this procedure as mandatory technical advice cases) can be submitted for TEAM 
treatment. A TEAM has several characteristics that are different from a TAM, including the 
following: a mandatory pre-submission conference involving the taxpayer; in the event of a 
tentative adverse conclusion to the taxpayer or the field, a conference of right will be offered 
to the taxpayer and the field; and once the conference of right is held, no further conferences 
will be offered. The procedures associated with a TEAM help expedite certain aspects of the 
TAM process and climinate some of the requirements that may delay or frustrate the TAM 
process. For purposes of TAMs and TEAMs. the term "taxpayer" includes all persons subject 
to any provision of the Internal Revenuc Code (including tax-exempt entitics such as govern
mental units which issue municipal bonds within the meaning of § 103). and when appropriate, 
their representatives. However, the instructions and the provisions of this revcnue procedure 
do not apply to requests for TAMs or TEAMs involving any matter pertaining to tax-exempt 
bonds or to § 457 plans maintained by state or local governments or tax-exempt organizations 
or to mortgage credit certificates. Instead, in those instances the procedures under Rev. Proc. 
2006-2, page 89, this Bulletin must be followed. 

Sec. 3 
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SECTION 4. ON WHAT ISSUES 
MAY OR MUST TAMs AND 
TEAMs BE REQUESTED 
UNDER THIS PROCEDURE? 

Issues under the jurisdiction of 
the Commissioner, Tax Exempt 
and Government Entities Division 

Farmers' cooperatives 

Basis for requesting TAMs 
and TEAMs 

Areas of mandatory technical 
advice 
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TAMS and TEAMs help Service personnel resolve compkx issues and hdp establish and 
maintain consistent holdings throughout the Internal Revenue Sen·ice. An EP or EO Exami

nations. an EP or EO Determinations or an appeals office may raise an issue in any ta, period. 

even though technical advice or technical expedited advice r;lay have been requested and fur
nished for the same or similar issue for another tax period. 

Neither technical advice nor technical expedited advice includes oral or written legal advice 

furnished to the EP or EO Examinations or the EP or EO Determinations or the appeals office. 
other than advice furnished pursuant to this revenue procedure. In accordance with section 

12.01 of this revenue procedure. a taxpayer' s request for referral of an issue to the headquarters 

office for technical advice or technical expedited advice will not be denied merely because EP 
or EO Technical has already provided legal advice. other than advice furnished pursuant to 

this revenue procedure, to the EP or EO Examinations or the EP or EO Determinations or the 

appeals office on the matter. 

Although taxpayer participation during all stages of the process is preferred, generally. it is 

not required in order to request a TAM or a TEAM. In the event that a taxpayer chooses not to 
participate in a request for a TEAM, the request usually will be treated as a request for a TAM. 

.01 Generally, the instructions of this revenue procedure apply to requests for TAMs and 
TEAMs on any issue under the jurisdiction of the Commissioner, Tax Exempt and Government 

Entities Division. 

.02 If an EP or EO Examinations, an EP or EO Determinations, an appeals office or a 
taxpayer requests technical advice on a determination letter under § 521 of the Code, the 

procedures under this revenue procedure, Rev. Proc. 90-27, 1990-1 C.B. 514. as well as 
§ 601.201(n) of the Statement of Procedural Rules (26 CFR § 601.20I(n) (2005)), must be 

followed. 

.03 Requests for TAMs and TEAMs are encouraged on any technical or procedural ques
tions arising in connection with any case of the type described in section 3 at any stage of the 
proceedings in an EP or EO Examinations, an EP or EO Determinations or an appeals office 
case that cannot be resolved on the basis of law, regulations, or a clearly applicable revenue 
ruling or other published precedent. 

.04 Requests for § 7805(b) relief are mandatory TAMs with respect to a\l exempt organiza
tions and employee plans matters. 

Regarding exempt organizations matters. EO Examinations. EO Determinations and ap
peals offices are required to request a TAM on their exempt organization cases concerning 
qualification for exemption or foundation status for which there is no published precedent or 
for which there is reason to believe that non-uniformity exists. (Exemption application cases 
handled in EO Technical in accordance with Rev. Procs. 72-5, 80-27, or 90-27 are not cov
ered by this provision.) A request for a TAM is not required if the Director, EO Examinations 
proposes to revoke or modify (1) a letter ruling found to be in error or not in accord with the 
current views of the Service, or (2) a letter recognizing tax-exempt status issued by the Head
quarters office. 

Regarding employee plans matters, a request for a TAM is required in cases concerning 
(I) proposed adverse or proposed revocation letters on collectively-bargained plans, (2) plans 
for which the Service is proposing to issue a revocation letter hecause of certain fiduciary 
actions that violate the exc1usi ve benefit rule of § 401 (a) of the Code and are subject to Part 
4 of Subtitle B of Title I of the Employee Retirement Income Security Act of 1974. Pub. L. 
No. 93-406, 1974-3 C.B. I, 43, (3) amendments to defined contribution plans pursuant to 
Rev. Proc. 2004-15. 2004-1 C.B. 490. in connection with a waiver of the minimum funding 



Special procedures for certain 
conversions 

SECTION 5. ON WHAT ISSUES 
MUST TAMs AND TEAMs 
BE REQUESTED UNDER 
DIFFERENT PROCEDURES? 

Matters (other than farmers' 
cooperatives) under the 
jurisdiction of the Associate 
Chief Counsel (Corporate), 
the Associate Chief Counsel 
(Financial Institutions & 
Products), the Associate 
Chief Counsel (Income Tax & 
Accounting), the Associate 
Chief Counsel (International), 
the Associate Chief Counsel 
(Passthroughs & Special 
Industries), the Division 
CounseVAssociate Chief Counsel 
(TE/GE), and the Associate 
Chief Counsel (Procedure & 
Administration) 

Alcohol, tobacco, and firearms 
taxes 

Excise taxes 

SECTION 6. MAY TAM OR 
TEAM UNDER § 301.9100-1 
BE REQUESTED DURING 
THE COURSE OF AN 
EXAMINATION? 

A § 301.9100-1 request is a letter 
ruling request 

Statute of limitations 

standard and a request for a determination letter (see section 15 of Rev. Proc. 2006-6, page 
204, this Bulletin, and section 3.04 of Rev. Proc. 2004-15), or (4) any determination letter case 
or any examination case involving a plan amendment to convert an existing defined benefit 
formula to a cash balance type benefit formula that was not previously subject to a TAM on 
the conversion. 

.05 In the instance of section 4.04(4) above, the requirements of the first sentence of section 
10.01 below will be deemed met by the Service by the use of the following (or similar) state
ment: A TAM is requested on the effect on the plan's qualified status of the conversion of an 
existing defined benefit plan formula to a cash balance type benefit formula. 

.01 All procedures for obtaining TAMs and TEAMs on issues (other than farmers' coop
eratives) under the interpretive jurisdiction of the Associate Chief Counsel (Corporate), the 
Associate Chief Counsel (Financial Institutions & Products), the Associate Chief Counsel (In
come Tax & Accounting), the Associate Chief Counsel (International), the Associate Chief 
Counsel (Passthroughs & Special Industries), or the Division Counsell Associate Chief Counsel 
(TE/GE), and on certain issues under the jurisdiction of the Associate Chief Counsel (Procedure 
& Administration), including any matter pertaining to (l) tax-exempt bonds or mortgage credit 
certificates, (2) deferred compensation plans under § 457, (3) § 526 of the Code (shipowners' 
protection and indemnity associations), (4) § 528 (certain homeowners' associations), (5) In
dian tribal governments, (6) federal, state or local governments, and (7) issues involving the 
interpretation or application of the federal income tax laws and income tax treaties relating to 
international transactions are contained in Rev. Proc. 2006-2. 

.02 The procedures for obtaining a TAM or a TEAM specifically applicable to federal alco
hol, tobacco, and firearms taxes under subtitle E of the Code are currently under the jurisdiction 
of the Alcohol and Tobacco Tax and Trade Bureau within the Treasury Department. 

.03 A TAM or a TEAM regarding excise taxes (other than excise taxes imposed under Chap
ters 41, 42 and 43 of the Code), and employment taxes that employee plans and exempt orga
nizations are subject to, are set forth in Rev. Proc. 2006-2. 

.01 Except with regard to exemption application matters involving §§ 505(c) and 508, a 
request for an extension of time for making an election or other application for relief under 
§ 301.9100-1 of the Procedure and Administration Regulations is not a request for a TAM 
or a TEAM; instead, the request is submitted as a letter ruling request even if the request is 
submitted after the examination of the taxpayer's return has begun or after the issues in the 
return are being considered by an appeals office or a federal court. Therefore, a § 301.9100-1 
request should be submitted pursuant to Rev. Proc. 2006--4, page 132, this Bulletin (including 
the payment of the applicablc user fee listed in section 6 of Rev. Proc. 2006-8). 

.02 The running of any applicable period of limitations is not suspended for the period dur
ing which a § 301.l)100-l request has been filed. See § 301.9100-3(d)(2). If the period of 
limitations on an assessment under § 6501(a) for the taxable year in which an election should 

Sec. 6.02 
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Address to send a * 301.9100-1 
request 

If return is being examined or 
considered by an appeals office 
or a federal court, the taxpayer 
must notify EP or EO Technical 
who will notify the EP or EO 
Examinations Area manager, 
Appeals Area Director, Area 4, or 
government counsel 
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have been made, or any taxable year that would have been affected by the election had it been 
timely made, will expire before receipt of a * 301.9100-1 letter ruling, the Service ordinarily 
will not issue a * 301.9100-1 ruling, See * 301.91 00-3(c)(1 )(ii). Therefore, the taxpayer must 
secure a consent under * 6501(c)(4) to extend the period of limitations on assessment. Note 
that the filing of a protective claim for refund under * 6511 does not extend the period of lim
itations on asse~sment. If * 30 I ,9100-1 relief is granted, the Service may require the taxpayer 
to consent to an extension of the period of limitations for assessment. See * 30 I ,91 00-3(d)(2) . 

. 03 Requests made under * 301.9100-1, pursuant to Rev. Proc. 2006--4, together with the 
appropriate user fee, must be submitted to the Internal Revenue Service by the taxpayer and 
addressed as follows: 

Requests involving employee plans matters: 

Internal Revenue Service 
Commissioner. Tax Exempt and Government Entities 
Attn: SE:T:EP:RA 
P.O. Box 27063 
McPherson Station 
Washington, DC 2003t! 

Requests involving exempt organization matters: 

Internal Revenue Service 
Commissioner, Tax Exempt and Government Entities 
Attn: SE:T:EO:RA 
P.O. Box 27720 
McPherson Station 
Washington, DC 2003ti 

A * 301.9100-1 request may also be hand delivered between the hours of 8:30 a.m. and 4:00 
p.m. where a receipt will be given at the Courier's Desk. In each instance, the package should 
be marked RULING REQUEST SUBMISSION. See Rev. Proc. 2005-8 for the appropriate 
user fee. Deliver to: 

Courier's Desk 
Internal Revenue Service 
Attn: SE:T:EP:RA or SE:T:EO:RA 
I11I Constitution Avenue, NW - PE 
Washington, DC 20224 

.04 If the taxpayer's return for the taxable year in which an election should have been made 
or any taxable year that would have been affected by the election had it been timely made is 
heing examined by EP or EO Examinations or the issues in the return are being considered 
by an appeals office or a federal court, the taxpayer must notify EP or EO Technical. See, 
* 301.91 00-3(e)( 4 )(i) and section 6.04 of Rev. Proc. 2006--4. EP or EO Technical will notify 
the appropriate EP or EO Examinations Area manager or Appeals Area Director, Area 4, or 
government counsel considering the return that a request for § 301.9100-1 relief has been 
submitted. The EP or EO specialist, appeals officer or government counsel is not authorized 
to deny consideration of a request for § 301.9100-1 relief. The letter ruling will be mailed to 
the taxpayer and a copy will he sent to the appropriate EP or EO Examinations Area manager, 
or Appeals Area Director, Area 4, or government counsel. 



SECTION 7. WHO IS 
RESPONSIBLE FOR 
REQUESTING THE TAMs 
and TEAMs? 

EP or EO Examinations 
Area manager or EP or EO 
Determinations manager or 
Appeals Area Director, Area 4, 
determines whether to request 
the advice 

Taxpayer may ask that issue be 
referred for TAM or TEAM 

SECTION 8. WHEN SHOULD 
A TAM OR TEAM BE 
REQUESTED? 

.01 The EP or EO Examinations Area manager, the EP or EO Determinations manager or 
the Appeals Area Director, Area 4, determines whether to request a TAM or a TEAM on an 
issue. Each request must be submitted through proper channels and signed by a person who is 
authorized to sign for the EP or EO Examinations Area manager, the EP or EO Determinations 
manager or the Appeals Area Director, Area 4. The mandatory technical advice described in 
section 4.04(3) of this revenue procedure, for cases concerning amendments to defined con
tribution plans in connection with a waiver of the minimum funding standard and a request 
for a determination letter, is treated as if it had been a request for technical advice submitted 
by the EP Determinations manager. See section 15 of Rev. Proc. 2006-6 and section 3.04 of 
Rev. Proc. 2004-15 for the procedural rules applicable to this particular mandatory technical 
advice. 

.02 While a case is under the jurisdiction of EP or EO Examinations, EP or EO Determina
tions, or the Appeals Area Director, Area 4, a taxpayer may request that an issue be referred to 
the EP or EO Technical office for a TAM or a TEAM. 

Uniformity of position lacking .01 A TAM or a TEAM should be requested when there is a lack of uniformity regarding the 
disposition of an issue or when an issue is unusual or complex enough to warrant consideration 
by EP or EO TechnicaL 

When can a TAM or a TEAM be .02 The provisions of this revenue procedure apply only to a case under the jurisdiction of 
requested EP or EO Examinations, EP or EO Determinations or the Appeals Area Director, Area 4. A 

TAM or a TEAM may also be requested on issues considered in a prior appeals disposition, 
not based on mutual concessions for the same tax period of the same taxpayer, if the appeals 
office that had the case concurs in the request. 

At the earliest possible stage 

(1) EP or EO Examinations or EP or EO Determinations may not request a TAM or TEAM 
on an issue if an appeals office is currently considering an identical issue of the same taxpayer 
(orof a related taxpayer within the meaning of § 267 or an affiliated group of which the taxpayer 
is also a member within the meaning of § 1504). 

(2) A case remains under the jurisdiction of EP or EO Examinations or EP or EO Determi
nations even though an appeals office has the identical issue under consideration in the case of 
another taxpayer (not related within the meaning of § 267 or § 1504) in an entirely different 
transaction. With respect to the same taxpayer or the same transaction, when the issue is under 
the jurisdiction of an appeals office, and the applicability of more than one kind of federal tax 
is dependent upon the resolution of that issue, EP or EO Examinations or EP or EO Determi
nations may not request a TAM or TEAM on the applicability of any of the taxes involved. 

(3) EP or EO Examinations or EP or EO Determinations or an Appeals Area Director, Area 
4, also may not request a TAM or TEAM on an issue if the same issue of the same taxpayer (or 
of a related taxpayer within the meaning of § 267 or a member of an affiliated group of which 
the taxpayer is also a member within the meaning of § 1504) is in a docketed case for the same 
taxpayer (or for a related taxpayer or a member of an affiliated group of which the taxpayer is 
also a member) for any taxable year. 

(4) A TEAM cannot be requested on those areas of mandatory technical advice set forth in 
section 4.04 of this procedure . 

. 03 Once an issue is identified, all requests for a TAM or a TEAM should be made at the 
earliest possible stage in the proceeding. The fact that the issue is raised late in the examination. 

Sec. 8.03 
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SECTION 9. HOW ARE 
PRE-SUBMISSION 
CONFERENCES SCHEDULED? 

Pre-submission conference 
generally is permitted when a 
request for TAM or TEAM is 
likely and all parties agree to 
request the conference 

Purpose of pre-submission 
conference 

Request for pre-submission 
conference must be submitted 
in writing by the EP or EO 
Examinations or the EP or EO 
Determinations or the appeals 
office 

Group will contact the EP or 
EO Examinations or the EP 
or EO Determinations or the 
appeals office to arrange the 
pre-submission conference 
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determination or appeals process should not influence, however. EP or EO Examinations', EP 

or EO Determinations' or the Appeals Area Director, Area 4's decision to request a TAM or a 

TEAM. 

.0 I In an effort to promote expeditious processing of requests for a TAM or a TEAM. EP 

or EO Technical generally will discuss the issue(s) with the EP or EO Examinations or the EP 

or EO Determinations or the appeals office and the taxpayer prior to the time any request for 

technical advice is formally submitted to EP or EO Technical. In all cases, other than manda

tory TAMs which are described in section 4.04, a pre-submission conference is mandatory. 

Although taxpayer participation in the conference is not required for a TAM, it is required for 
a TEAM. A request for a pre-submission conference should be made, however, only after the 

EP or EO Examinations or the EP or EO Determinations or the appeals office determines that 

it will likely request a TAM or a TEAM. If the rcquest for a TAM or TEAM will involve more 

than one function, representatives from each function involved must participate in the pre-sub

mission conference . 

. 02 A pre-submission conference is intended to facilitate agreement between the parties as 

to the appropriate scope of the request for a TAM or a TEAM any collateral issues that either 

should or should not be included in the request for a TAM or a TEAM, and any other substantive 
or procedural considerations that will allow EP or EO Technical to provide the partics with a 

TAM or a TEAM as expeditiously as possible. 

A pre-submission conference is not intended to create an alternate procedure for determin

ing the merits of the substantive positions advocated by the EP or EO Examinations or thc 
EP or EO Determinations or the appeals office or by the taxpayer. Rather, the conference is 

intended only to facilitate thc overall process. 

During the pre-submission conference, the parties should determine whether the issue or 
issues is appropriate for a TEAM. Thc parties should discuss the framing of the issue(s), what 
background information and documents are required and when the request for a TAM or a 
TEAM will be submitted. Where more than one function will be involved in responding to a 
proposed TEAM, each must agree that the request is suitable for TEAM procedures and that 

thc neccssary coordination can be provided. 

If the different functions do not agree that the TEAM procedures are appropriate, then the 
request will he processed subject to the procedurcs in this rcvcnue procedure for a TAM. 

.03 A request for a pre-submission conference must be submitted in writing by the EP or 
EO Examinations or the EP or EO Determinations or the appeals office. The request should 
identify the office expected to have jurisdiction over the request for a TAM or a TEAM. The 
request should include a brief explanation of the primary issue so that an assignment to the 
appropriate group can be made. 

.04 Within 5 working days after it receives the request, the group assigned responsibility 
for conducting the pre-submission conference will contact the EP or EO Examinations or the 
EP or EO Determinations or the appeals office to arrange a mutually convenient time for the 
parties to meet (generally by telephone) in the EP or EO Technical office. The conference 
gcncrally should he held within 30 calendar days after the EP or EO Examinations or the EP or 
EO Determinations or the appeals office is contacted. The EP or EO Examinations or the EP or 
EO Determinations or the appeals office will be responsible for coordinating with the taxpayer 
as well as with any other Service personnel whose attendance the EP or EO Examinations or 
the EP or EO Determinations or the appeals office believes would be appropriate. 



Pre-submission conference 
generally held by telephone 

Certain information required 
to be submitted to EP or 
EO Technical prior to the 
pre-submission conference 

Manner of sUbmitting 
pre-submission materials 

Pre-submission conference may 
not be taped 

Discussion of substantive issues is 
not binding on the Service 

SECTION 10. WHAT MUST BE 
INCLUDED IN THE REQUEST 
FOR A TAM OR A TEAM? 

If a TEAM is requested, the group assigned responsibility for conducting the pre-submission 
conference will, within two working days of receiving the request, schedule the conference. 
The conference will be held within 15 calendar days of the assigned group's call to the field. 

.05 Generally, pre-submission conferences for TAMs and TEAMs are held by telephone 
with EP or EO Technical unless the parties specifically request that the conference be held in 
person. In no event will the request for an in person pre-submission conference on a TEAM 
be allowed to delay the conference beyond the IS-day period in section 9.f)4 of this revenue 
procedure. 

.06 At least to working days before the scheduled pre-submission conference, the EP or EO 
Examinations or the EP or EO Determinations or the appeals office and the taxpayer should 
submit to EP or EO Technical a statement of the pertinent facts (including any facts in disputc). 
a statement of the issues that the parties would like to discuss, and any legal analysis, author
ities, or background documents that the parties believe would facilitate EP or EO Technical's 
understanding of the issues to be discussed at the conference. The legal analysis provided for 
the pre-submission conference need not be as fully developed as the analysis that ultimately 
will accompany the request for a TAM or a TEAM, but it should allow EP or EO Technical to 
become reasonably informed regarding the subject matter of the conference prior to the meet
ing. The EP or EO Examinations or the EP or EO Determinations or the appeals office or 
the taxpayer should ensure that the EP or EO Technical office receives a copy of any required 
power of attorney, on Form 2848, Power of Attorney and Declaration of Representative. 

If the pre-submission conference pertains to a rcqucst for a TAM, the assigned group must 
receive the pre-submission materials at least 10 working days prior to the conference. 

If the pre-submission conference pertains to a request for a TEAM, the assigned group must 
receive the pre-submission materials no later than five calendar days before the conference. 
Failure to timely submit the materials will result in the case being processed as a TAM rather 
than a TEAM . 

. 07 Regardless whether the pre-submission conference pertains to a request for a TAM or a 
request for a TEAM, the pre-submission materials must be submitted electronically. In order 
to obtain the protection of taxpayer information offered by the Service's Intranet "firewall," 
the pre-submission materials must be electronically transmitted by the Service office assigned 
to the request. 

To the extent that supporting materials cannot be submitted electronically, such materials 
should be sent by fax or by exprcss mail or private deli very service to the tax law specialist or 
actuary in Headquarters assigned to the request. In such cases, the appropriate provisions of 
section 10.05 should be followed . 

. 08 Because pre-submission conference procedures are informal, no tape, stenographic, or 
other verbatim recording of a conference may be made by any party. 

.09 Any discussion of substantive issues at a pre-submission conference is advisory only, is 
not binding on the Service, and cannot be relied upon as a basis for obtaining retroactive relief 
under the provisions of § 7805(b). 

Statement of issues, facts, law, and .01 Whether initiated by the taxpayer or by an EP or EO Examinations or an EP or EO 
arguments Determinations or an appeals office, a request for a TAM or a TEAM must include the facts 

and the issues for which the TAM or the TEAM is requested, and a written statement that 
clearly sets forth the applicable law and the arguments in support of both the Service's and the 
taxpayer's positions on the issue or issues. 

Sec. 10.01 
2006-1 C.B. 183 



Taxpayer must submit statement 
if the taxpayer initiates request 
for a TAM or a TEAM 

Taxpayer is encouraged to submit 
statement if Service initiates 
request for a TAM or a TEAM 

Statement of authorities contrary 
to taxpayer's position 

General provisions of §§ 6104 
and 6110 

Application of § 6104 

Statement identifying information 
to be deleted from public 
inspection 

Sec. 10.01 
184 2006-1 C.B. 

( I) If the taxpayer initiates the request for a TAM or a TEAM. the taxpayer must submit to 
the EP or EO specialist or appeals office. at the time the taxpayer initiates the request. a written 
statement-

(a) stating the facts and the issues; 

(b) explaining the taxpayer's position; 

(c) discussing any relevant statutory provisions, tax treaties, court decisions. regulations. 
revenue rulings, revenue procedures. notices, or any other authority supporting the taxpayer's 

position: and 

(d) stating the reasons for requesting technical advice. 

If the EP or EO specialist or the appeals office determines that a TAM or TEAM will be 
requested, the taxpayer' s statement will be forwarded to EP or EO Technical with the request 
for the TAM or TEAM. 

(2) If the request for a TAM or A TEAM is initiated by an EP or EO Examinations office 
or by an EP or EO Determinations office or by an appeals office, thc taxpayer is encouraged 
to submit the written statement described in section lO.O 1 (l) of this revenue procedure. If the 
taxpayer's statement is received afterthe request forthe TAM or the TEAM has been forwarded 
to EP or EO Technical, the statement will be forwarded to EP or EO Technical for association 
with the TAM or the TEAM. 

(3) Whether the request for a TAM or a TEAM is initiated by the taxpayer or by an EP 
or EO Examinations office or by an EP or EO Determinations office or by an appeals office, 
the taxpayer is also encouraged to comment on any legislation, tax treaties, regulations, rev
enue rulings, revenue procedures, or court decisions contrary to the taxpayer's position. If the 
taxpayer determines that there are no contrary authorities, a statement to this effect would be 
helpful. If the taxpayer does not furnish either contrary authorities or a statement that none 
exists, the Service, in complex cases or those presenting difficult or novel issues, may request 
submission of contrary authorities or a statement that none exists . 

. 02 Generally, § 61 04(a)(I )(B) provides that an application filed with respect to: (I) the 
qualification of a pension, profit-sharing, or stock bonus plan under § 401(a) or § 403(a) or 
an individual retirement arrangement under § 408(a) or § 408(b) will be open to public in
spection pursuant to regulations as will (2) any application filed for an exemption from tax 
under § 501(a) of an organization forming part of a plan or account described above. Gen
erally, § 61lO(a) provides that except as provided otherwise, written determinations (defined 
in § 611 O(b)(l) as rulings, determination letters, technical advice memorandums and Chief 
Counsel advice) and any related background file document will be open to public inspection 
pursuant to regulations. 

.03 The requirements for submitting statements and other materials or proposed deletions 
in TAMs or TEAMs before public inspection is allowed do not apply to requests for any doc
uments to the extent § 6lO4 applies. 

.04 The text of a TAM or a TEAM subject to § 611O(a) may be open to public inspection. 
The Service deletes certain information from the text before it is made available for inspection. 
To help the Service make the deletions required by § 6110(c), the taxpayer must provide a 
statement indicating the deletions desired ("deletions statement"). If the taxpayer does not 
submit the deletions statement, the Service will follow the procedures in section 11.07 of this 
revenue procedure. 

A taxpayer who wants only names, addresses, and identifying numbers deleted should state 
this in the deletions statement. If the taxpayer wants more information deleted, the deletions 
statement must be accompanied by a copy of the TAM or the TEAM request and supporting 
documents on which the taxpayer should bracket the material to be deleted. The deletions 
statement must indicate the statutory basis. under § 611O( c) for each proposed deletion. 



Transmittal Form 5565, Request 
for Technical Advice - EP/EO 

Address to send requests from EP 
or EO Examinations or EP or EO 
Determinations offices or another 
Operating Division 

The taxpayer may submit additional deletions statements before the TAM or TEAM is is
sued. 

The deletions statement must not appear in the request for a TAM or a TEAM but, instead, 
must be made in a separate document. 

The deletions statement must be signed and dated by the taxpayer or the taxpayer's autho
rized representative. A stamped signature or a faxed signature is not permitted. 

The taxpayer should follow these same procedures to propose dcletions from any additional 
information submitted after the initial request for a TAM or a TEAM. An additional deletions 
statement, however, is not required with each submission of additional information if the tax
payer's initial deletions statement requests that only names, addresses, and identifying numbers 
are to be deletcd and the taxpayer wants the same information deleted from the additional in
formation. 

.05 The EP or EO Examinations or the EP or EO Determinations or the appeals office (in
cluding another Operating Division of the Service involved in an examination where EP Tech
nical does not have audit jurisdiction but has interpretive jurisdiction as enumerated in section 
6.02 of Rev. Proc. 2006-4) should use Form 5565, Request for Technical Advice - EPlEO, 
for transmitting a request for technical advice to EP or EO Technical. 

The appropriate office of the Service must submit electronically, the Form 5565 for a TAM 
or a TEAM request to David. WWelry@irs.gov for EP matters and Wayne.C.Hardesty@irs.gov 
for EO matters. To the extent feasible, the accompanying documents should be submitted to 
the same e-mail address (followed by a hard copy if requested by the assigned group). See 
section 9.07 for additional information. 

The applicable office should submit additional documents that are not available in electronic 
form by fax to 202-283-9654 for EP matters and 202-283-8858 for EO matters or by express 
mail or private delivery service to the address below. 

Whenever possible, all documents should contain the case number and name of the tax law 
specialist or actuary assigned to the pre-submission conference for the TAM or TEAM request. 
Documents that are being sent in hardcopy should be sent on the business day before the day 
that the request for a TAM or a TEAM is submitted via e-mail.soasnottodelaytheprocess.It 
is anticipated that most, if not all, such documents will be identified during the pre-submission 
conference. 

The field and the taxpayer are encouraged to provide electronic versions of a proposed TAM 
orTEAM containing the taxpayer's deletions and legends for EP Technical's or EO Technical's 
use. 

Employee Plans 

Internal Revenue Service 
Attn: SE:T:EP:RA 
1111 Constitution Ave., NW - PE 
Washington, DC 20224 

Exempt Organizations 

Internal Revenue Service 
Attn: SE:T:EO:RA 
1111 Constitution Ave., NW - PE 
Washington, DC 20224 

Sec. 10.05 
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Internal Revenue Service 

Director. Technical Services 

Attn: C:AP 
Franklin Court Building 
1099 14th Street. NW ~ 
Washington, DC 20005 

.06 Any authorized representative, as described in section 9.02 of Rev. Proc. 2006-4, 

whether or not enrolled to practice, must comply with Treasury Department Circular No, 230, 

as revised, and with the conference and practice requirements of the Statement of Procedural 

Rules (26 CFR part 60 I). A Form 2848, POlrer of A tto mey and Declaration of Represelltatil'e, 

must be used with regard to requests for a TAM or a TEAM under this revenue procedure. 

An original. a copy or a fax transmission of the power of attorney is acceptable so long as its 

authenticity is not reasonably disputed. 

.01 Regardless of whether the taxpayer or the Service initiates the request for a TAM or a 
TEAM. the EP or EO Examinations or the EP or EO Determinations or the appeals office: (I) 
will notify the taxpayer that the TAM or the TEAM is being requested; and (2) at or before the 
time the request is submitted to EP or EO Technical, will give to the taxpayer a copy of the 

arguments that are being provided to EP or EO Technical in support of its position. 

If the EP or EO specialist or appeals office initiates the request for a TAM or a TEAM, he 
or she will give to the taxpayer a copy of the statement of the pertinent facts and the issues 
proposed for submission to EP or EO Technical. 

This section 11.0 I does not apply to a TAM or a TEAM described in section 11.08 of this 
revenue procedure . 

. 02 The tax law specialist or actuary assigned to the case and reviewer should evaluate the 
issue(s) presented in any TEAM request to confirm that the issue(s) is appropriate for TEAM 
procedures. If the tax law specialist or actuary and the reviewer have reservations as to whether 
TEAM procedures should apply, the reviewer should discuss those reservations with both the 

field and the taxpayer and. if necessary. the group manager. If they agree that the TEAM 
procedures should not apply because the issue is too complex or cannot for practical reasons be 
resolved within 60 days. the group manager should prepare a memo to the Manager, Technical 
asking that the case be excluded from the TEAM procedures and be treated as a TAM. 

The office assigned the case will attempt to issue all TEAMs within 60 calendar days of 
receipt, provided that the field and the taxpayer submit all required information in a timely 
manner. The office will provide the field with the TEAM at the earliest possible date (whether 
the proposed TEAM is favorable or adverse, in whole or in part, to the taxpayer). The head
quarters office will not advise the taxpayer of a proposed or final conclusion until the office 
assigned the case has considered a request for reconsideration under section 17 of this revenue 
procedure, or if no reconsideration is requested after the 30-day period to request reconsidera
tion, whichever occurs later. 

.03 Whenever the assigned reviewer suspects that general guidance should be published 
regarding the issue presented, the reviewer will notify the Manager, Technical who in tum 
will notify the Manager, Technical Guidance and Quality Assurance. The Manager, Technical 
Guidance and Quality Assurance will then determine if the issue meets publication standards. 
In general, except where policy issues and concerns regarding proper administration of the tax 
laws require otherwise. the TAM or the TEAM will be issued in advance of published guidance. 

.04 When notifying the taxpayer that technical advice is being requested, the EP or EO 
specialist or appeals office will also tell the taxpayer about the right to a conference in EP 
or EO Technical if an adverse decision is indicated and will ask the taxpayer whether such a 
conference is desired. 



If the taxpayer disagrees with the 
Service's statement of facts 

If the Service disagrees with the 
taxpayer's statement of facts 

If the taxpayer has not submitted 
the required deletions statement 

.05 If the EP or EO specialist or appeals office initiates the request for a TAM or a TEAM. 
the taxpayer has 10 calendar days after receiving the statement of facts and specific issues to 
submit to that specialist or office a written statement specifying any disagreement on the facb 
and issues. A taxpayer who needs more than 10 calendar days must justify, in writing, the 
request for an extension of time. Thc extension is subject to the approval of thc EP or EO 
Examinations Area manager or the EP or EO Determinations manager or the Appeals Area 
Director, Area 4. This section 11.05 does not apply to a TAM or a TEAM described in section 
11.08. 

After receiving the taxpayer's statement of the areas of disagreement, every effort should 
be made to reach agreement on the facts and the specific points at issue before the matter is 
referred to EP or EO Technical. If an agreement cannot be reached, the EP or EO Examinations 
or the EP or EO Determinations or the appeals office will notify the taxpayer in writing. Within 
10 calendar days after receiving the written notice, the taxpayer may submit a statement of the 
taxpayer's understanding of the facts and the specific points at issue. A taxpaycr who needs 
more than 10 calendar days to prepare the statement of understanding must justify, in writing, 
the request for an extension of time. The extension is subject to the approval of the EP or EO 
Examinations Area manager or the EP or EO Determinations manager or the Appeals Area 
Director, Area 4. Both the statements of the taxpayer and the EP or EO Examinations or EP or 
EO Determinations or appeals office will be forwarded to EP or EO Technical with the request 
for a TAM or a TEAM. 

When EP or EO Examinations or EP or EO Determinations or the Appeals Area Director, 
Area 4, and the taxpayer cannot agree on the material facts and the request for a TAM or a 
TEAM does not involve the issue of whether a letter ruling or determination letter should be 
modified or revoked, EP or EO Technical, at its discretion, may refuse to provide technical 
advice. If EP or EO Technical chooses to issue the TAM or the TEAM, it will base its advice 
on the facts provided by the EP or EO Examinations or EP or EO Determinations or appeals 
office. 

If a request for a TAM or a TEAM involves the issue of whether a letter ruling or determi
nation letter should be modified or revoked, EP or EO Technical will issue the TAM or TEAM. 

.06 If the taxpayer initiates the action to request a TAM or A TEAM, and the taxpayer's 
statement of the facts and issues is not wholly acceptable to the EP or EO Examinations or the 
EP or EO Determinations or the appeals office, the Service will notify the taxpayer in writing 
of the areas of disagreement. The taxpayer has 10 calendar days after receiving the written 
notice to reply to it. A taxpayer who needs more than 10 calendar days must justify in writing 
the request for an extension of time. The extension is subject to the approval of the EP or EO 
Examinations Area manager, or the EP or EO Determinations manager or the Appeals Area 
Director, Area 4. 

If an agreement cannot be reached, both the statements of the taxpayer and the EP or EO 
Examinations or EP or EO Determinations or appeals office will be forwarded to EP or EO 
Technical with the request for a TAM or a TEAM. When the disagreement involves material 
facts essential to the preliminary assessment of the case, the EP or EO Examinations Area 
manager, EP or EO Determinations manager or the Appeals Area Director, Area 4, may refuse 
to refer a taxpayer initiated request for the TAM or the TEAM to EP or EO Technical. 

If EP or EO Examinations or EP or EO Determinations or the Appeals Area Director. Area 4, 
submits a case involving a disagreement of material facts, EP or EO Technical, at its discretion, 
may refuse to provide the TAM or the TEAM. If EP or EO Technical chooses to issue the TAM 
or the TEAM, it will base its advice on the facts provided by the EP or EO Examinations or 
the EP or EO Determinations or the appeals office . 

. 07 When the EP or EO Examinations or the EP or EO Determinations or the appeals office 
initiates the request for a TAM or a TEAM, the taxpayer has 10 calendar days after receiving 
the statement of facts and issues to be submitted to EP or EO Technical to provide the deletions 
statement required under § 6110 if public inspection is permitted pursuant to § 6110 (see section 
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10.05 of this revenue procedure). In such a case, if the taxpayer does not submit the deletions 
statement. the EP or EO Examination~ or the EP or EO Determinations or the appeals office. 
will tell the taxpayer that the statement is required. 

When the taxpayer initiates the request for a TAM or a TEAM and does not submit with the 
request a deletions statement as required by § 6110. the EP or EO Examinations or the EP or 
EO Determinations or the Appeals Area Director. Area 4. will ask the taxpayer to submit the 
statement. If the EP or EO Examinations or the EP or EO Determinations or the Appeals Area 
Director. Area 4. does not receive the deletions statement within 10 calendar days after asking 
the taxpayer for it. the EP or EO Examinations or the EP or EO Determinations or the Appeals 
Area Director. Area 4. may decline to submit the request for the TAM or the TEAM. 

However. if the EP or EO Examinations or the EP or EO Determinations or the Appeals 
Area Director, Area 4. decides to request a TAM or a TEAM, whether initiated by the EP or 
EO Examinations or the EP or EO Determinations or the appeals office or by the taxpayer. in a 
case in which the taxpayer has not submitted the deletions statement, EP or EO Technical will 
make those deletions that the Commissioner of Internal Revenue determines are required by 
§ 6110(c) . 

. 08 The provisions of this section (about referring issues upon the taxpayer's request. ob
taining the taxpayer's statement of the areas of disagreement. telling the taxpayer about the 
referral of issues. giving the taxpayer a copy of the arguments submitted, submitting proposed 
deletions, and granting conferences in EP or EO Technical) do not apply to a TAM or a TEAM 
described in § 611 0(g)(5)(A) that involves a matter that is the subject of or is otherwise closely 
rclated to a criminal or civil fraud investigation. or a jeopardy or termination assessment. 

In these cases. a copy of the TAM or the TEAM is given to the taxpayer after all proceedings 
in the investigations or assessments are complete, but before the Service mails the notice of 
intention to disclose the TAM or the TEAM under § 611 O(f)( 1). The taxpayer may then provide 
the statement of proposed deletions to EP or EO Technical. 

.01 If the EP or EO specialist's or the appeal's referral of an issue to EP or EO Technical for 
a TAM or a TEAM docs not warrant referral. the EP or EO specialist or the appeals office will 
tell the taxpayer. A taxpayer' s request for such a referral will not be denied merely because EP 
or EO Technical provided legal advice. other than advice furnished pursuant to this revenue 
procedure. to the EP or EO Examinations or EP or EO Determinations or appeals office on the 
matter. 

.02 The taxpayer may request review of the decision of the EP or EO specialist or the appeals 
office not to request a TAM or a TEAM in all instances. To do so, the taxpayer must submit 
to that specialist or office. within 10 calendar days after being told of the decision. a written 
statement of the facts. law, and arguments on the issue and the reasons why the taxpayer be
lieves the matter should be referred to EP or EO Technical for a TAM or a TEAM. A taxpayer 
who needs more than 10 calendar days must justify in writing the request for an extension of 
time. The extension is subject to the approval of the EP or EO Examinations Area manager or 
EP or EO Determinations manager or the appropriate appeals office. 

.03 The EP or EO specialist or the appeals office submits the taxpayer's statement through 
proper channels to the EP or EO Examinations Area manager or the EP or EO Determinations 
manager or the Appeals Area Director. Area 4. along with the EP or EO specialist's or the 
appeals office' s statement of why the issue should not be referred to EP or EO Technical. The 
manager or chief determines, on the hasis of tbe statements. whether a TAM or a TEAM will 
be requested. 



Manager or area director's 
decision may be reviewed but 
not appealed 

SECTION 13. HOW ARE 
REQUESTS FOR TAMs and 
TEAMs WITHDRAWN? 

Taxpayer notified 

If the manager or chief determines that a TAM or a TEAM is not warranted and proposes 
to deny the request, the taxpayer is told in writing about the determination. In the letter to the 
taxpayer, the manager or chief states the reasons for the proposed denial (except in unusual 
situations when doing so would be prejudicial to the best interests of the Government). The 
taxpayer has 10 calendar days after receiving the letter to notify the manager or chief of agree
ment or disagreement with the proposed denial. 

.04 The taxpayer may not appeal the decision of the EP or EO Examinations Area manager 
or the EP or EO Determinations manager or the Appeals Area Director, Area 4, not to request 
a TAM or a TEAM from EP or EO Tcchnical. Howcver, if the taxpayer does not agree with 
the proposed denial, all data on the issue for which the TAM or the TEAM has been sought. 
including the taxpaycr' s written request and statements, will be submitted to the Commissioner, 
Tax Exempt and Government Entities Division or the Director, Appeals, Technical Services as 
appropriate. 

The Commissioner, Tax Exempt and Government Entities Operating Division through the 
Director, Employee Plans, or the Director, Exempt Organizations or, if appropriate, the Chief, 
Appeals will review the proposed denial solely on the basis of the written record, and no confer
ence will be held with the taxpayer or the taxpayer's representative. The appropriate Director 
or Chief or his or her representative may consult with EP or EO Technical and the Office of 
Chief Counsel, if necessary, and will notify the EP or EO Examinations or the EP or EO Deter
minations or the appeals office within 45 calendar days of receiving all the data regarding the 
request for a TAM or a TEAM whether the proposed denial is approved or disapproved. The 
EP or EO Examinations or the EP or EO Determinations or appeals office will then notify the 
taxpayer. 

While the matter is being reviewed, the EP or EO Examinations office or the EP or EO 
Determinations office or the appeals office suspends action on the issue (except when the delay 
would prejudice the Government's interest). 

The provisions of this revenue procedure regarding review of the proposed denial of a re
quest for a TAM or a TEAM continue to be applicable in those situations in which the authority 
normally exercised by the EP or EO Examinations Area manager, the EP or EO Determinations 
manager, or the Appeals Area Director, Area 4, has been delegated to another official. 

.01 Once a request for a TAM or a TEAM has been sent to EP or EO Technical, only an EP 
or EO Examinations Area manager, an EP or EO Determinations manager or an Appeals Area 
Director, Area 4. may withdraw that request for the TAM or the TEAM. He or she may ask 
to withdraw a request at any time before the responding transmittal memorandum transmitting 
the TAM or the TEAM is signed. 

The EP or EO Examinations Area manager, the EP or EO Determinations manager or the 
Appeals Area Director, Area 4, as appropriate, must notify the taxpayer in writing of an intent 
to withdraw the request for the TAM or the TEAM except-

(I) when the period of limitations on assessment is about to expire and the taxpayer has 
declined to sign a consent to extend the period, or 

(2) when such notification would be prejudicial to the best interests of the Government. 

If the taxpayer does not agree that the request for a TAM or a TEAM should be withdrawn. 
the procedures in section 12 of this revenue procedure must be followed. 

EP or EO Technical may provide .02 When a request for a TAM or a TEAM is withdrawn, EP or EO Technical may send 
views its views to the EP or EO Examinations office or the EP or EO Determinations office or the 

Appeals Area Director. Area 4, when acknowledging the withdrawal request. In an appeals 

Sec. 13.02 
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case. acknowledgment of the withdrawal request should be sent to the appropriate appeals 
office. through the Director. Technical Services. C:AP. In appropriate cases. the subject matter 
may be published as a revenue ruling or as a revenue procedure. 

.0 I If. after the TAM or the TEAM is analyzed. it appears that a TAM or a TEAM adverse 
to the taxpayer will be given. and if a conference has been requested. the taxpayer will be 
informed. by telephone if possible. of the time and place of the conference. 

.02 The conference for a TAM must be held within 21 calendar days after the taxpayer is 

contacted. 

Within 20 calendar days of receipt of a TEAM request. the assigned group in EP Technical 
or 111 EO Technical will analyze the facts and offer the taxpayer a conference of right which 
will be scheduled within 10 calendar days of the date of the offer of the conference. 

If conferences are being arranged for more than one request for a TAM or a TEAM for 
the same taxpayer. they will be scheduled to cause the least inconvenience to the taxpayer. If 
considered appropriate, EP or EO Technical will notify the EP or EO specialist or the appeals 
office of the scheduled conference and will offer the EP or EO specialist or the appeals officer 
the opportunity to attend the conference. The Commissioner, Tax Exempt and Government 
Entities Division, the Chief. Appeals, the EP or EO Examinations Area manager, the EP or EO 
Determinations manager, or the Appeals Area Director, Area 4, may designate other Service 
representatives to participate in the conference in lieu of, or in addition to, the EP or EO spe
cialist or the appeals officer. 

.03 In the case of a TAM, an extension of the 21-day period will be granted only if the 
taxpayer justifies it in writing, and the group manager (or his or her delegate) of the office 
to which the case is assigned approves it. No extension will be granted without the approval 
of the group manager (or his or her delegate). The taxpayer (or an authorized representative 
must notify the EP Specialist or the EO Specialist or the appeals office of the request for an 
extension. Except in rare and unusual circumstances, EP or EO Technical will not agree to an 
extension of more than 10 working days beyond the end of the 21-day period. No extension of 
the ten day period for TEAMs is allowed. 

The taxpayer's request for an extension must be submitted before the end of the 21-day 
period. and should be submitted sufficiently before the end of this period to allow EP or EO 
Technical to consider, and either approve or deny, the request before the end of the 21-day 
period. If unusual circumstances ncar the end of the period make a timely written request 
impractical, the taxpayer (or an authorized representative) should orally inform the assigned 
tax law specialist or actuary before the end of the period about the problem and about the 
forthcoming written request for an extension. The written request for an extension must be 
submitted to EP or EO Technical promptly after the oral request. The taxpayer will be told 
promptly (and later in writing) of the approval or denial of the requested extension. 

.04 There is no right to appeal the denial of a request for an extension of a TAM. If EP or EO 
Technical is not advised of problems with meeting the 21 ~day period, or if the written request 
i, not sent promptly after EP or EO Technical is notified of problems with meeting the 21-day 
period, the TAM will be processed on the basis of the existing record. 

.OS A taxpayer is entitled by right to only one conference in EP or EO Technical except 
as provided in section 14.09 of this revenue procedure. This conference is normally held at 
the group level in EP Technical or EO Technical, whichever is appropriate. It is attended by 
a person who has authority to sign the transmittal memorandum discussed in section 16.13 on 
behalf of the group manager. 

When more than one group has taken an adverse position on an issue in the request, or 
when the position ultimately adopted by one group will affect another group's determination, 



Conference may not he taped 

Conference may he delayed to 
address a request for relief 
under § 780S(h) 

Service makes tentative 
recommendations 

Additional conferences may 
be offered 

a representative from each group with authority to sign for thc group manager will attend the 
conference. If more than one subject is discussed at the conference, the discussion constitutes 
the conference of right for each subjcct discussed. 

To have a thorough and informed discussion of the issues, the conference usually is held 
after the group has had an opportunity to study the case. However, the taxpayer may request 
that the conference of right be held earlier in the consideration of the case than the Service 
would ordinarily designate. 

The taxpayer has no right to appeal the action of a group to any other Service official. But 
see section 14.09 for situations in which the Service may offer additional conferences. 

.06 Because conference procedures are informal, no tape, stenographic, or other verbatim 
recording of a conference may be made by any party. 

.07 In the event of a tentative adverse determination, the taxpaycr may request in writing 
a delay of the conference so that the taxpayer can prepare and submit a brief requesting re
lief under § 7805(b) (discussed in section 19 of this revenue procedure). The group manager 
(or his or her delegate) of the office to which the case is assigned will determine whether to 
grant or deny the request for delaying the conference. If such request is granted, the Service 
will schedule a conference on the tentatively adverse position and the § 7805(b) relief request 
within 10 days of receiving the taxpayer' s ~ 7805(b) request. See section 19.06 of this revenue 
procedure for the conference procedures if the § 7805(b) request is made after the conference 
on the substantive issucs has been held. 

.08 The senior Service representative at the conference ensures that the taxpayer has full 
opportunity to present views on all the issues in question. The Service representatives explain 
the tentative decision on the substantive issues. 

If, in the instance of a TAM, the taxpayer requests relief under § 7805(b) (regarding limita
tion of retroacti ve effect), the Service representati ves wi II discuss the tentative recommendation 
concerning the request for relief and the reason for the tentative recommendation. Because a 
request for § 7805(b) relief is mandatory pursuant to section 4.04 of this revenue procedure, a 
TEAM cannot be requested. 

No commitment will be made as to the conclusion that the Service will finally adopt regard
ing any issue, including the outcome of the § 7805(b) request for rclief. 

.09 Tn the case of a TAM, the Service will offer the taxpayer an additional conference if, 
after the conference of right, an adverse holding is proposed on a new issue or on the same 
issue but on grounds different from those discussed at the first conference. In the case of a 
TEAM, once the conference of right is held, no further conferences will be offered unless the 
case is first excluded from the TEAM procedure and treated as a TAM as described in section 
3 of this revenue procedure, 

When a proposed holding is reversed at a higher level with a result less favorable to the 
taxpayer, the taxpayer has no right to another conference if the grounds or arguments on which 
the reversal is based were discussed at the conference of right. 

The limitation on the number of confcrences to which a taxpayer is entitled does not prc
vent EP or EO Technical from inviting a taxpayer to attend additional conferences, including 
conferences with an official higher than the group level, if EP or EO Technical personnel think 
they are necessary. Such conferences are not offered as a matter of course simply because the 
group has reached an adverse decision. In general, conferences with higher level officials are 
offered only if the Service determines that the case presents significant issues of tax policy or 
tax administration and that the consideration of these issues would be enhanced by additional 
conferences with the taxpayer. 

In accordance with section 14.02 of this revenue procedure, the EP or EO specialist or the 
appeals office may be offered the opportunity to participate in any additional taxpayer's con-
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ference. including a conference with an official hioher than the oroup level. Section 14.02 of '- c c 
this revenue procedure also provides that other Service representatives are allowed to partici-
pate in the conference. 

Additional information submitted . IO After the conference. the taxpayer must furnish to EP or EO Technical, whichever is 

after the conference applicable. any additional data. lines of reasoning. precedents. etc .. that the taxpayer proposed 

and discussed at the conference but did not previously or adequately present in writing. This 

additional information must be submitted by letter with a penalties of perjury statement in the 

form described in section 16.10 of this revenue procedure. 

Normally held by telephone 

SECTION 15. HOW IS STATUS 
OF REQUEST OBTAINED? 

Taxpayer or taxpayer's' 
representative may request status 
from EP or EO Examinations 
or EP or EO Determinations or 
a ppeals office 
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For TAMs and TEAMs the taxpayer must also send a copy of the additional information to 

the EP or EO Examinations otlice or the EP or EO Determinations office or the Appeals Area 

Director. Area 4. for comment. Any comments on additional information by Service personnel 

must be furnished promptly to the appropriate group in EP or EO Technical. If the EP or EO 

Examinations otfice or the EP or EO Determinations office or the Appeals Area Director, Area 

4. does not have any comments. he or she must notify the group representative promptly. 

If the additional information has a significant impact on the facts in the request for a TAM or 

a TEAM. EP or EO Technical will ask EP or EO Examinations or EP or EO Determinations or 

the Appeals Area Director. Area 4, for comments on the facts contained in the additional infor

mation submitted. The EP or EO Examinations office or the EP or EO Determinations office 
or the Appeals Area Director, Area 4. will give the additional information prompt attention. 

In the case of a TAM, if the additional information is not received from the taxpayer within 

21 calendar days. the TAM will be issued on the basis of the existing record. In the case of a 
TEAM. if the additional information is not received within 15 calendar days the TEAM will 
be issued based on the existing record. 

An extension of the 21-day period for TAMs may be granted only if the taxpayer justifies 
it in writing. and the group manager (or his or her delegate) of the office to which the case is 
assigned approves the extension. Such extension will not be routinely granted. The procedures 
for requesting an extension of the 21-day period and notifying the taxpayer of the Service's 
decision are the same as those in sections 14.03 and 14.04 of this revenue procedure. There is 
no extension of the 15-day period for TEAMs . 

. 11 The conference will be conducted by telephone, unless the taxpayer or the field requests 
that the conference be held in person. The taxpayer will be advised when to call the Service 
representatives (not a toll-free call). In no event will the conference be delayed to provide an 
in-person conference rather than a telephone conference. 

In accordance with section 14.02 of this revenue procedure, the EP or EO specialist or ap
peals office will be offered the opportunity to participate in the telephone conference. Section 
14.02 of this revenue procedure also provides that other Service representatives are allowed to 
participate in the conference. 

.01 The taxpayer or the taxpayer's representative may obtain information on the status of 
the request for a TAM or a TEAM by contacting the EP or EO Examinations office or the EP 
or EO Determinations office or the appeals office that requested the TAM or the TEAM. See 
section 16.08 of this revenue procedure concerning the time for discussing the tentati ve conclu
sion with the taxpayer's representative. See section 17.03 of this revenue procedure regarding 
discllssions of the contents of the TAM or the TEAM with the taxpayer or the taxpayer's rep
resentative. 



EP or EO Technical will give 
status updates to the EP or EO 
Examinations or EP or EO 
Determinations or Appeals Area 
Director, Area 4 

SECTION 16. HOW DOES EP 
OR EO TECHNICAL PREPARE 
THE TAM OR THE TEAM? 

Delegates authority to group 
managers 

Determines whether request has 
been properly made 

Contacts the EP or EO 
Examinations or EP or EO 
Determinations or appeals office 
to discuss issues 

Informs the EP or EO 
Examinations or EP or EO 
Determinations or appeals office 
if any matters in the request 
have been referred to another 
group or office 

.02 The group representative or manager to whom the TAM or thc TEAM request is as
signed will give status updatcs on the request once a month to the EP or EO Examination Area 
manager or the EP or EO Determinations manager or the Appeals Arca Director, Area 4. In 
addition, an EP or EO Examinations Area manager or an EP or EO Determinations manager 

or an Appeals Area Director, Area 4, may get currcnt information on the status of the request 
for a TAM or a TEAM by calling the person whose name and telephone number are shown on 
acknowledgment of receipt of the request for the TAM or the TEAM. 

See section 16.09 of this revenue procedure about discussing the final conclusions with the 
EP or EO Examinations office or the EP or EO Dcterminations office or the appeals office. 
Further, the EP or EO Examinations office or the EP or EO Determinations office or the Ap
peals Area Director. Area 4, will bc notified at the time the TAM or the TEAM is mailed. 

.01 The authority to issue a TAM or a TEAM on issues under the jurisdiction of the Commis
sioner, Tax Exempt and Government Entities Operating Division has largely been delegated to 
the managers of the Employee Plans Rulings & Agreements Technical and Actuarial groups, 
and the Technical Guidance and Quality Assurance group (collectively referred to as "EP Tech
nical"); and of the Excmpt Organizations Rulings & Agreements Technical groups and the 
Technical Guidance and Quality Assurance group (collectively referred to as "EO Technical") 

.02 A request for a TAM or a TEAM gcnerally is given priority and processed expeditiously. 
As soon as the request for a TAM or a TEAM is assigned, the technical employee analyzes the 
file to see whether it meets all of the requirements of sections 7, 8, and 10 of this revenue 
procedure. 

However, if the request does not comply with the requiremcnts of section 10.04 of this 
revenue procedure relating to the deletions statement, the Service will follow the procedure in 
the next to last paragraph of section 11.05 of this revenuc procedure . 

. 03 Upon receipt of a request for a TAM or a TEAM, a representative of the group assigned 
the TAM or the TEAM will telephone the EP or EO Examinations office or the EP or EO 
Determinations office or the appeals office to acknowledge receipt of the TAM or the TEAM 
and to establish a point of contact. Within 21 calendar days from the receipt of a TAM or within 
five calendar days for a TEAM, the tax law specialist or actuary should contact the EP or EO 
specialist or appeals office to discuss the procedural and substantive issues in the requcst that 
come within the group's jurisdiction . 

. 04 If the technical advice request concerns matters within the jurisdiction of more than onc 
group or office, a representati ve of the group that recei ved the original technical advice request 
generally informs the EP or EO Examinations office or EP or EO Determinations officc or the 
appeals office within 21 calendar days of receiving the request that-

(1) the matters within the jurisdiction of another group or office have been refcrrcd to the 
other group or office for consideration, and 

(2) a representative of the other group or office will contact the EP or EO Examinations 
office or the EP or EO Determinations office or the appeals office aboul the referral of the 
technical advice request within 21 calendar days after receiving it in accordance with section 
16.03 above. 

If the request for a TEAM invol ves more than one office, all of the offices involvcd should 
have had the opportunity to participate in the pre-submission conference. Within five calendar 
days of receipt. the office with the primary responsibility over the TEAM will confirm that all 
of the offices have received copies of the TEAM request and will advise the submitting office 
as to who is assigned the TEAM among the various offices. If, after receiving the TEAM 
request, the office with jurisdiction over the TEAM determines that coordination with another 
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Informs the EP or EO 
Examinations or EP or EO 
Determinations or appeals office if 
additional information is needed 

Informs the EP or EO 
Examinations or EP or EO 
Determinations or appeals office 
of the tentative conclusion 

If a tentative conclusion has not 
been reached, gives date estimated 
for tentative conclusion 

Advises the EP or EO 
Examinations or EP or EO 
Determinations or appeals office 
that preliminary conclusion 
not final 

Advises the EP or EO 
Examinations or EP or EO 
Determinations or appeals office 
of final conclusions 

If needed, requests additional 
inrofmation 

Request fOf additional 
information by fax 
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office i, required. the tax law specialist or actuary will also notify the submitting office of the 
ne" coordination within five calendar days of the receipt of the TEAM . 

. 05 The group representative will 111 form the EP or EO Examinations office or the EP or EO 
Determinations office or the appeals office that the case i, being returned if substantial addi
tional information is required to resolve an issue. Cases also should be returned for additional 
information when significant unresolved factual variances exist between the statement offacts 
submitted by the EP or EO Examinations office or the EP or EO Determinations office or the 
appeals office and the taxpayer. They should also be returned if major procedural problems 
cannot be resolved by telephone. The EP or EO Examinations office or the EP or EO Deter
minations office or the appeals officc should promptly notify the taxpayer of the decision to 
return the case for further factual development or other reasons. 

If only minor procedural deficiencies exist, the group will request the additional information 
in the most expeditious manner without returning the case . 

. 06 If all necessary information has been provided. the group representative informs the EP 
or EO Examinations office or the EP or EO Determinations office or the appeals office within 
2 I-calendar days after receiving the information for a TAM and within five calendar days after 
receiving the information for a TEAM of his or her tentative conclusion. 

.en If a tentative conclusion has not been reached because of the complexity of the issue. the 
group repre~entative informs the EP or EO Examinations office or the EP or EO Determinations 
office or the appeals office of the estimated date the tentative conclusion will be made. 

.08 Because the group representative' s tentative conclusion may change during the prepa
ration and review of the TAM or the TEAM, the tentative conclusion should not be considered 
final. Therefore. neither the group representative nor the EP or EO Examinations office or the 
EP or EO Determinations or the appeals office should advise the taxpayer or the taxpayer's 
representative of the tentative conclusion before the scheduling of the adverse conference or 
between the scheduling and the commencement of the adverse conference. 

.09 In all cases. the group representati ve should inform the EP or EO specialist or appeals 
office of EP or EO Technical's final conclusions. The EP or EO specialist or the appeals office 
should be offered the opportunity to discuss the issues and EP or EO Technical's final conclu
sions before the TAM or the TEAM is issued. 

.10 If, following the initial contact referenced in section 16.03 of this revenue procedure, 
it is determined, after discussion with the appropriate group manager or reviewer, that addi
tional information is needed, a group representative will obtain the additional information from 
the taxpayer. the EP or EO Examinations office or the EP or EO Determinations office or the 
Appeals Area Director. Area 4, in the most expeditious manner possible. Any additional in
formation requested from the taxpayer by EP or EO Technical must be submitted by letter, 
accompanied by a penalties of perjury statement. within 21 calendar days after the request for 
information is made. In the case of a TEAM. any additional information requested from the 
taxpayer by the Headquarter's office must be submitted by letter with a penalties of perjury 
statement within five calendar days after the request for information is made. 

(I) To facilitate prompt action on TAM and TEAM requests, the Service may request any 
additional information from the taxpayer by fax. 

A request to fax a copy of additional information to the taxpayer or the taxpayer's autho
rized representative must be made in writing. either as part of the original TAM or TEAM 
request or prior to the mailing of the reque~t for additional information. The request to fax ad
ditional information must contain the fax number of the taxpayer or the taxpayer's authorized 
representative to and from whom the document is to be faxed. 

Because of the unsecured nature of a fax transmission, the Service will take ceJ1ain precau
tions to protect confidential II1formation. for example, the Service will use a cover sheet that 
identifies the intended recipient of the fax and the number of pages transmitted, that does not 



Penalties of perjury statement 

Requests taxpayer to send 
additional information to the EP 
or EO Technical and a copy to the 
EP or EO Examinations or EP or 
EO Determinations or Appeals 
Area Director, Area 4 

Informs the taxpayer when 
requested deletions will not be 
made 

Prepares reply in two parts 

identify the taxpayer by name or tax identifying number and that contains a statement prohibit
ing unauthorized disclosure of the document if a recipient of the faxed document is not the 
intended recipient of the fax. Also. for example. the cover sheet should he faxed in an olller in 
which it will become the first page covering the faxed document. 

(2) Additional information submitted to EP or EO Technical must be accompanied hy the 
following declaration: "Under penalties of perjury, I declare that I han examined this 
information, including accompanying documents, and, to the best of my knowledge and 
belief, the information contains all the relevant facts relating to the request, for the in
formation and such facts are true, correct, and complete." This declaration must be signed 
and dated by the taxpayer, not the taxpayer's representative. A stamped signature or a faxed 
signature is not permitted. 

(3) A written request for an extension of time to submit additional information must be re
ceived by EP or EO Technical within the 21-day period for TAMs (5-day period for TEAMs), 
giving compelling facts and circumstances to justify the proposed extension. The group man
ager (or his or her delegate) of the office to which the case is assigned will determine whether 
to grant or deny the request for an extension. Except in rare and unusual circumstances. EP or 
EO Technical will not agree to an extension of more than IO working days beyond the end of 
the 21-day period in the case of a TAM or a 5-day period in the case of a TEAM. There is no 
right to appeal the denial of a request for an extension. 

(4) If EP or EO Technical does not receive the additional information within 21 calendar 
days, plus any extensions granted by the appropriate group manager (or his or her delegate). 
EP or EO Technical will process the TAM or the TEAM based on the existing record. 

.11 Whether or not requested by the Service, any additional information submitted by the 
taxpayer should be sent to the headquarters office. Generally. the taxpayer needs only to submit 
the original of the additional information to EP or EO Technical. However, in appropriate 
cases. EP or EO Technical may request additional copies of the information. 

Also, the taxpayer must send a copy to either the EP or EO Examinations office or the EP or 
EO Determinations office or the Appeals Area Director, Area 4, for comment. Any comments 
must be furnished promptly to the appropriate group in EP or EO Technical. If the EP or EO 
Examinations office or the EP or EO Determinations office or the Appeals Area Director, Area 
4, does not have any comments, he or she must notify the group representative promptly . 

. 12 Generally, before replying to the request for a TAM or a TEAM, EP or EO Technical 
informs the taxpayer orally or in writing of the material likely to appear in the TAM or the 
TEAM that the taxpayer proposed be deleted but that the Service has determined should not 
be deleted. 

If so informed, the taxpayer may submit within 10 calendar days any further information or 
other arguments supporting the taxpayer's proposed deletions. 

The Service will attempt to resolve all disagreements about proposed deletions before EP 
or EO Technical replies to the request for a TAM or a TEAM. However, the taxpayer does 
not have the right to a conference to resolve any disagreements about material to be deleted 
from the text of the TAM or the TEAM. These matters. however, may be considered at any 
conference otherwise scheduled for the request. 

.13 EP or EO Technical's replies to a TAM or a TEAM request is in two parts. Each part 
identifies the taxpayer by name, address. identification number, and year or years involved. 

The first part of the reply is a transmittal memorandum. In unusual cases. it is a way of 
giving the EP or EO Examinations office or the EP or EO Determinations office or the appeals 
office administrative or other information that under the nondisclosure statutes or for other 
reasons may not he discussed with the taxpayer. 

The second part is the TAM or the TEAM. which contains-
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Routes replies to appropriate 
office 
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( I ) a statement of the issues: 

(:;) a statement of the facts pertinent to the issues: 

(:I) a statement of the pertinent law. tax treaties. regulations. re\'enuc rulings. and other 
precedents published in the Internal Revenue Bulletin. and court decisions: 

(-+) a discussion of the rationale underlying the conclusions reached by EP or EO Technical: 

and 

(5) the conclusions of EP or EO Technical. 

The conclusions gi\'e direct answers. whenever possible. to the specific issues raised by the 
EP or EO Examinations office or the EP or EO Determinations office or the appeals otlice. 
However. EP or EO Technical is not bound by the precise statement of the issues as submitted 
by the taxpayer or by the EP or EO Examinations office or the EP or EO Determinations office 
or the appeals office and may reframe the issues to be answered in the TAM or the TEAM, 
The discussion in the TAM or the TEAM of the issues will be in sufficient detail so that the 
EP or EO Examinations or EP or EO Determinations or appeals officials will understand the 
reasoning underlying the conclusion. 

Accompanying a TAM or a TEAM subject to § 6110. is a notice under § 611O(t)(l) of 
intention to disclose the TAM or the TEAM (including a copy of the version proposed to be 
open to public inspection and notations of third party communications under § 6110(d)). 

.14 Replies to requests for TAMs and TEAMs from EO Examinations Area managers and 
EO Determinations managers are addressed to: 

Internal Revenue Service 
Attn: EO Mandatory Review 
MC 4920 DAL 
1100 Commerce Street 
Dallas. TX 75242 

The EO Mandatory Review Staff will ensure that copies are forwarded to the EO Examina
tions Area manager or the EO Determinations manager. 

Replies to requests for TAMs and TEAMs ( I) from EP Examinations Area managers and (2) 

TAMs from EP Determinations managers that were sent to Headquarters before November I. 
2000. as well as replies to all requests for TAMs and TEAMs from other Operating Divisions of 
the Service involved in an examination where EP Technical does not have audit jurisdiction but 
has interpretive jurisdiction as enumerated in section 6,02 of Rev. Proc. 2006-4. are addressed 
to: 

Internal Revenue Service 
Attn: EP Special Review - Room 1550 
SE:T:EP:E:PR:SR:Technical Advice Coordinator 
PO. Box. 13163 
Baltimore. MD 212m 

The EP Special Review Staff will ensure that copies arc forwarded to the applicable man
ager. 

Replie, to requests for TAMs or TEAMs from EP Determinations managers sent to Head
quarters after October 31. 2000. are addressed to: 

Internal Revenue Service 
Attn: EP Determinations Quality Assurance 
PO. Box. 2508 
Cmcinnati. OH 45201 



SECTION 17. HOW DOES AN 
EP OR EO EXAMINATIONS OR 
EP OR EO DETERMINATIONS 
OR AN APPEALS OFFICE USE 
THE TAMs AND TEAMs? 

Generally applies advice in 
processing the taxpayer's case 

Reconsideration 

Discussion with the taxpayer 

Gives copy to the taxpayer 

Replies to requests for TAMs and TEAMs from the Appeals Area Director, Area 4, are 
routed to the appropriate appeals office through Technical Services, CAP. 

.01 Thc EP or EO Examinations Area manager or the EP or EO Determinations manager 
or the Appeals Area Director, Area 4, must process the taxpayer's case on the basis of the 
conclusions in the TAM or the TEAM unless-

( I) the EP or EO Examinations Area manager or the EP or EO Determinations manager or 
the Appeals Area Director, Arca 4, decides that the conclusions reached by EP or EO Techni
cal in a TAM or a TEAM should be reconsidered (the reconsideration process may include a 
conference held with the EP or EO specialist or appeals office that requested the TAM or the 
TEAM and the tax law specialist or actuary who drafted the TAM or the TEAM), or 

(2) the Appeals Area Director, Area 4, in the case of a TAM or a TEAM unfavorable to the 
taxpayer, decides to settle the issue in the usual manner under existing authority. 

Subject to a request for reconsideration of the conclusions in a TAM or a TEAM, EP or EO 
Examinations or EP or EO Determinations must follow the conclusions in a TAM or a TEAM 
as to all issues and the Appeals Area Director, Area 4, must follow the conclusions in a TAM 
or a TEAM on issues of an organization'slplan's status or qualification. Thus, if the TAM 
or the TEAM received by EP or EO Examinations or EP or EO Determinations concerns an 
organization' sIp Ian 's status or qualification, the organizationlplan has no appeal to the appeals 
office on those specific issues. 

.02 The EP or EO Examinations office or the EP or EO Determinations office or the Appeals 
Area Director, Area 4, has 30 calendar days after receipt of a TAM or a TEAM to either for
mally request reconsideration or give the adopted TAM or TEAM to the taxpayer. Requests for 
TAM or TEAM reconsideration must describe with specificity the errors in the TAM or TEAM 
analysis and conclusions. Requests for reconsideration should not reargue points raised in the 
initial request, but should instead focus on points that the TAM or the TEAM overlooked or 
misconstrued in the arguments by the EP or EO Examinations office or the EP or EO Deter
minations office or the Appeals Area Director, Area 4, in support of their request. The Head
quarters office will consider the request for reconsideration of a TEAM and will, if possible, 
rule on that request within 30 calendar days of receipt. The Headquarters office may request 
further submissions from the field or the taxpayer, but the parties should make no additional 
submissions in the absence of such a request. 

If the field does not request reconsideration of a TAM or a TEAM, the TAM or TEAM will 
take effect when the field provides a copy of the adopted TAM or TEAM to the taxpayer, or at 
the end of the 30-day period following the issuance of the TAM or the TEAM to the field. If 
reconsideration is requested for a TEAM, the TEAM will take effect five calendar days after 
the TEAM is ruled on . 

. 03 EP or EO Technical will not discuss the contents of the TAM or the TEAM with the 
taxpayer or the taxpayer's representative until the taxpayer has been given a copy by the EP or 
EO Examinations office or the EP or EO Determinations office or the appeals otTicc . 

. 04 The EP or EO Examinations office or the EP or EO Determinations office or the Appeals 
Area Director, Area 4, only after adopting the TAM or the TEAM, gives the taxpayer (1) a copy 
of the TAM or the TEAM described in section 16.13, and (2) the notice under § 611 O(f)(l) of 
intention to disclose the TAM or the TEAM (including a copy of the vcrsion proposed to be 
open to public inspection and notations of third party communications under § 611 O(d)). 
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taxpayer 

SECTION 18. WHAT IS THE 
EFFECT OF A TAM OR A 
TEAM? 

Applies only to the taxpayer for 
whom a TAM or a TEAM was 
requested 

lJsually applies retroactively 

Generally applied retroactively 
to modify or revoke prior TAM 
or TEAM 

Applies to continuing action or 
series of actions until specificall~' 
withdrawn. modified, or revoked 

Applies to continuing action or 
series of actions until material 
facts change 

Does not apply retroactiwl~' 
under certain conditions 
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ThIS requirement docs not apply to a TAM or a TEAM imohing a criminal or civil fraud 
investigation. or a jeopardy or termination assessment. as described in section 11.08 of this 
l\~\enUe procedure. or documents to which * 6104 (document open to public inspection) applies 
a~ described in section 1O.0.l 

.05 After recei\ing the notice under * 6110(tI( I) of intention to disclose the TAM or the 
TEAM. the taxpayer may protest the disclosure of certain information in it. The taxpayer must 
submit a written statement within 20 calendar days identifying those deletions not made by the 
Sernce that the taxpayer believes should have been made. The taxpayer must also submit a 
copy of the version of the TAM or the TEAM proposed to be open to public inspection with 
brackets arollnd deletions proposed by the taxpayer that have not been made by EP or EO 
Technical. 

Generally. EP or EO Technical considers only the deletion of material that the taxpayer has 
proposed be deleted or other deletions as required under § 6110(e) before the EP or EO Tech
nical reply is sent to the EP or EO Examinations office or the EP or EO Determinations office 
or the Appeals Area Director. Area 4. Within 20 calendar days after it receives the taxpayer's 
response to the notice under ~ 611 O(f)( I). EP or EO Technical must mail the taxpayer its final 
administrative conclusion about the deletions to be made . 

. Oh If EP or EO Technical tells the EP or EO Examinations office or the EP or EO Deter
minations office or the Appeals Area Director. Area 4. that a copy of the TAM or the TEAM 
should not be given to the taxpayer and the taxpayer requests a copy. the EP or EO Examina
tions office or the EP or EO Determinations office or thc Appeals Area Director, Area 4. will 
tell the taxpayer that no copy will be given. 

.01 A taxpayer may not rely on a TAM or a TEAM issued by the Service for another tax
payer. 

.o:? Except when stated otherwise, a holding in a TAM is applied retroactively. unless the 
Commissioner. Tax Exempt and Government Entities Division exercises discretionary author
ity under ~ 7805(b) to limit the retroactive effect of the holding. Section 18.06 below lists the 
criteria necessary for granting ~ 7805(h) relief. and section 18 of this revenue procedure de
scribes the effect of * 7805(b) relief. Because § 7805(b) relief is mandatory technical advice, 
it cannot be the subject of a TEAM . 

. 03 A holding that modifies or revokes a holding in a prior TAM or TEAM is applied retroac
tively. with one exception. If the new holding is lcss favorable to the taxpayer than the earlier 
one. it generally is not applied to the period when the taxpayer relied on the prior holding in 
,ituations involving continuing transactions. 

.04 If a TAM or a TEAM relates to a continuing action or a series of actions. ordinarily 
it is applied until specifically withdrawn or until the conclusion is modified or revoked by 
enactment of legislation. ratification of a tax treaty, a decision of the United States Supreme 
Court. or the issuance of regulations (tcmporary or final). a revenue ruling, or other statement 
published in the Internal Revenue Bulletin. Publication of a notice of proposed rulemaking 
does not affect the application of a TAM or a TEAM. 

.05 A taxpayer is not protected against retroactive modification or revocation of a TAM or 
a TEAM involving a continuing action or a series of actions occurring after the material facts 
on which the TAM or the TEAM is based have changed. 

.Oh Generally. a TAM that modifies or revokes a letter ruling or another TAM or TEAM or a 
determination letter is not applied retroactively either to the taxpayer to whom or for whom the 
letter ruling or TAM or TEAM or determination letter was originally issued, or to a taxpayer 



SECTION 19. HOW MAY 
RETROACTIVE EFFECT BE 
LIMITED? 

Commissioner has discretionary 
authority under § 7805(b) 

Taxpayer may request 
Commissioner to exercise 
authority 

Form of request to limit 
retroactivity-before an 
examination 

Form of request to limit 
retroactivity-during course of an 
examination 

whose tax liability was directly involved in such letter ruling or TAM or TEAM or determina
tion letter if-

(1) there has been no misstatement or omission of material facts: 

(2) the facts at the time of the transaction are not matcrially different from the facts on which 
the letter ruling or TAM or TEAM or determination letter was based: 

(3) there has been no change in the applicable law: 

(4) in the case of a letter ruling, it was originally issued on a prospecti ve or proposed trans
action; and 

(5) the taxpayer directly involved in the letter ruling or TAM or TEAM or determination 
letter acted in good faith in relying on the letter ruling or TAM or TEAM or determination 
letter, and the retroactive modification or revocation would bc to thc taxpayer's detriment. For 
example, the tax liability of each employee covered by a letter ruling or TAM or TEAM or 
determination letter relating to a pension plan of an employer is directly involved in the letter 
ruling or TAM or TEAM or determination letter. However, the tax liability of members of an 
industry is not directly involved in a letter ruling or TAM or TEAM or determination letter 
issued to one of the members, and the holding in a modification or revocation of a letter ruling 
or TAM or TEAM or determination letter to one member of an industry may be retroactively 
applied to other members of the industry. By the same reasoning, a tax practitioner may not 
obtain the nonrctroactive application to one client of a modification or revocation of a letter 
ruling or TAM or determination letter previously issued to another client. 

When a letter ruling or determination letter to a taxpayer or a TAM or a TEAM involving 
a taxpayer is modified or revoked with retroactive effect, the notice to the taxpayer. except in 
fraud cases, sets forth the grounds on which the modification or revocation is bcing made and 
the reason why the modification or revocation is being applied retroactively. 

In order for a TAM that modifies or revokes a letter ruling or another TAM or TEAM or a 
determination letter not to be applied retroactively either to the taxpayer to whom or for whom 
the letter ruling, TAM or TEAM or determination letter was originally issued, or to a taxpayer 
whose tax liability was directly involved in such letter ruling. TAM or TEAM or determination 
letter, such taxpayer generally must request relief under ~ 7805(b) in the manner described in 
section 19 below. 

.01 Under § 7805(b) the Commissioner or the Commissioner's delegate has the discretion 
to prescribe the extent, if any, to which a TAM will be applied without retroactive effect. 

.02 A taxpayer who has received a TAM or a TEAM or for whom a TAM request is pending 
may request that the Commissioner. Tax Exempt and Government Entities Division, the Com
missioner of Internal Revenue's delegate, exercise the discretionary authority under ~ 7805(b) 
to limit the retroactive effect of any holding stated in the TAM. which may still be pending, or 
the TEAM, which must have been issued, or to limit the retroactive effect of any subsequent 
modification or revocation of a TAM or a TEAM through a TAM . 

. 03 When a TAM or a TEAM that concerns a continuing transaction is modified or revoked 
by. for example, a subsequent revenue ruling or final regulations, a request to limit thc retroac
tive effect of the modification or revocation of the TAM or the TEAM must be made in the 
form of a request for a letter ruling if submitted before examination of the return that contains 
the transaction that is the subject of the request for the letter ruling. See Rev. Proc. 2006-4 . 

. 04 When, during the course of an examination of a taxpayer's return by EP or EO Examina
tions or consideration by the Appeals Area Director. Area 4, a taxpayer is informed that EP or 
EO Examinations or the Appeals Area Director. Area 4. recommends that a TAM or a TEAM 

Sec. 19.04 
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be modified or revoked, a request to limit the retroactive application of the modification or 

revocation of the TAM or the TEAM must itself be made in the form of a request for a TAM. 

See sections 7. 8 and \0 of this revenue procedure and sections 19.07 and 19.08 below. 

The taxpayer must also submit a statement that the request is being made pursuant to 

~ 7805(b). This statement must also indicate the relief requested and give the reasons and 

arguments in support of the relief requested. It must also be accompanied by any documents 

bearing on the request. The explanation should discuss the five items listed in section 18.06 

of this revenue procedure as they relate to the taxpayer's situation. 

The taxpayer's request, including the statement that the request is being made pursuant to 

§ 7805(b), must be forwarded by EP or EO Examinations or the Appeals Area Director, Area 

4, to EP or EO Technical for consideration . 

. 05 A request to limit the retroactive effect of a holding in a TAM that does not modify or 

revoke a TAM may be made as part of that TAM request, either initially, or at any time before 
the TAM is issued by EP or EO Technical. In such a case, the taxpayer must also submit a 

statement in support of the application of § 7805(b), as described in section 19.04 above. 

.06 When a request for a TAM concerns only the application of § 7805(b), the taxpayer has 
the right to a conference in EP or EO Technical in accordance with the provisions of section 

14 of this revenue procedure. 

If the request for application of § 7805(b) is included in the request for a TAM on the sub
stantive issues or is made before the conference of right on the substantive issues, the § 7805(b) 

issues will be discussed at the taxpayer's one conference of right. 

If the request for the application of § 7805(b) is made as part of a pending TAM request 
after a conference has been held on the substantive issues, and the Service determines that 
there is justification for having delayed the request, then the taxpayer will have the right to 
one conference of right concerning the application of § 7805(b), with the conference limited 

to discussion of this issue . 

. 07 Where the applicant has requested EP Determinations to seek a TAM on the applica

bility of § 7805(b) relief to a qualification issue under § 40 I (a) pursuant to a determination 
letter request, the applicant's administrative remedies will not be considered exhausted until 
EP Technical has a reasonable time to act on the request for a TAM. (See section 20 of Rev. 
Proc. 2006-6.) 

.08 Where a TAM has been requested pursuant to an exempt organization's request for 
§ 7805(b) relief from the retroactive application of an adverse determination within the mean
ing of § 7428(a)(1), the exempt organization's administrative remedies will not be considered 
exhausted, within the meaning of § 7428(b)(2), until EO Technical has a reasonable time to act 
on the request for a TAM. 

Rev. Proc. 2005-5 is superseded. 

This revenue procedure is effective January 3, 2006. 

The collections of information contained in this revenue procedure have been reviewed and 
approved by the Office of Management and Budget in accordance with the Paperwork Reduc
tion Act (44 U.S.C. § 3507) under control number 1545-1520. 

An agency may not conduct or sponsor, and a person is not required to respond to, a collec
tion of information unless the collection of information displays a valid OMB control number. 



DRAFTING INFORMATION 

The collections of information in this revenue procedure are in sections 6,03, 9, I (),O I, IOJ)2, 
11.03,11.06, 1l.07, 12.02, 12.03, 13.01, 14.03, 14.10, 16,10, 16,12, 17,()). 19.(n, 19,04. and 

19.05. This information is required to evaluate and process the request for a TAM or a TEAM. 

In addition, this information will be used to hclp the Service delete certain information from 
the text of the TAM or the TEAM before it is made available for public inspection, as required 
by § 6110. The collections of information are required to obtain a TAM or a TEAM, The likely 

respondents are businesses or other for-profit institutions and not-for-profit institutions. 

The estimated total annual reporting and/or recordkeeping hurden is 1,950 hours, 

The estimated annual burden per respondent/recordkeeper varies from 4 hours to 60 hours, 
depending on individual circumstances. with an estimated average of 19.5 hours. The esti
mated number of respondents and/or recordkeepers is 100. 

The estimated annual frequency of responses is one request per applicant. 

Books or records relating to a collection of information must be retained as long as their 
contents may become material in the administration of any internal revenue law, Generally, 

tax returns and tax return information are confidential. as required by § 6103. 

The principal author of this revenue procedure is Michael Rubin of the Employee Plans, Tax 
Exempt and Government Entities Di vision. For further information regarding how this revenue 
procedure applies to employee plans matters, please contact thc Employee Plans Customer 
Assistance Service at 1-877-829-5500 (a toll-free number) or Mr. Rubin at (202) 283-9888 
(not a toll-free number). For exempt organizations matters, please contact Mr. Wayne Hardesty 
at (202) 283-8976 (not a toll-free number), 
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SECTION 1. WHAT IS THE 
PURPOSE OF THIS REVENUE 
PROCEDURE? 

Purpose of revenue procedure 

Organization of revenue 
procedure 

SECTION 2. WHAT CHANGES 
HAVE BEEN MADE TO THIS 
PROCEDURE? 

In general 

Other changes 

.01 This revenue procedure sets forth the procedures of the various offices of the Internal 
Revenue Service for issuing determination letters on the qualified status of pension, profit-shar

ing, stock bonus, annuity, and employee stock ownership plans (ESOPs) under §§ 401, 403(a), 
409 and 4975( e)(7) of the Internal Revenue Code of 1986, and the status for exemption of any 

related trusts or custodial accounts under § 501 (a). Also see Rev. Proc. 2005-66.2005-37 
I.R.B. 509, which contains a description of the determination letter program, including when 

to submit a request for a determination letter within the 5-year and 6-year staggcred rcmcdial 
amendment cycles, that apply to individually designed and pre-approved plans. 

.02 Part I of this revenue procedure contains instructions for requesting determination letters 

for various types of plans and transactions. Part II contains procedures for providing notice to 
interested parties and for interested parties to comment on determination letter requests. Part III 

contains procedures concerning the processing of determination letter requests and describes 
the effect of a determination letter. 

.01 This revenue procedure is a general update of Rev. Proc. 2005-6,2005-1 I.R.B. 200, 

which contains the Service's general procedures for employee plans determination letter re

quests. 

.02 In addition to minor revisions, such as updating references. the following changes have 

been made: 

(1) Section 2.03 is revised to reference the revenue procedures describing rules for sub

mitting "pre-approved" plans for opinion and advisory letters, individually designed plans for 

determination letters. and the new system on the remedial amendment cycles that apply to these 

plans. 

(2) Section 3,03 is revised to provide that the Service will begin to accept applications as 
of February 1, 2006 for determination letters for some individually designed plans that take 

into account the qualification requirements of the Code as amended by the Economic Growth 
and Tax Relief Reconciliation Act of 2001 (EGTRRA) and other items, and to reference the 

guidance that describes the new programs and submission periods. 
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(3) Section fl.OS is revised to specify that a determination letter application must include a 
copy of all signed and dated good faith EGTRRA amendments. 

(-+) Section 7.02 is re"ised to state that all determination letter applications must be submit
ted timely under the procedures in Rev. Proc. 2005-66. 

(5) Section 7 JJ3 is revised to clarify that a determination letter application must include 
any amendments that are adopted and/or proposed after the date of the determination letter 
application and before the Service issues the determination lettcr. It is also revised to specify 
that the Service will not consider amendments that predate a prior determination letter as part of 
the current application, unless such amendments are submitted under the current application. 
No reliance will be given for the period prior to the effective date of the new determination 
letter. 

(6) Section 7.04 is revised to refer to EGTRRA instead of GUST. 

(7) Section 7.05 is revised to refer to Rev. Proc. 2005-66 for a discussion of the five year 
remedial amendment cycle that applies in special circumstances, such as controlled groups and 
affiliated service groups. 

(8) Section 8 is revised to delete the subsections describing employer reliance on favorable 
opinion or advisory letters issued to M&P and volume submitter plans because these rules are 
now set forth in section 19 of Rev. Proc. 2005-16. 

(9) Section 9 is revised to delete the sections describing the volume submitter program and 
the procedures to submit requests for advisory letters because these rules are now set forth 
in Rev. Proc. 2005-16. Other subsections are revised to refer to Rev. Proc. 2005-16 and 
2005-66. Section 9.07 is added to describe the new rules, including when an adopting em
ployer of a pre-approved plan should submit a determination letter for reliance under EGTRRA, 
if necessary. 

(10) Section 10.05 is revised to specify that the rules under Rev. Proc. 2005-66 will apply 
to multiple employer plans, including the off-cycle filing rules. 

(11) Section 11.04 is revised to refer to EGTRRA instead of GUST. 

(12) Section 11.05 is revised to state that the Service expects to discontinue Form 6406 on 
a date to be announced by the Service in the future. 

(13) Section 21.04 is revised to clarify that all plans must be amended to comply with pub
lished guidance for subsequent years, in accordance with the rules set forth in Rev. Proc. 
2005-66. 

.03 Other guidance affecting this revenue procedure: 

Rev. Proc. 2005-16,2005-10 I.R.B. 674, describes the procedures for the "pre-approval" of 
plans under the master and prototype (M&P) program and the volume submitter (YS) program. 
Rev. Proc. 2005-66. 2005-37 I.R.B. 509, describes a new system of remedial amendment 
cycles that applies to pre-approved plans and individually designed plans, and the deadlines to 
submit applications for opinion, advisory and determination letters. The Service publishes a 
Cumulative List every year identifying changes affecting plan qualification requirements to be 
used by plans whose remedial amendment cycle begins in the month of February following the 
publication of the Cumulative List. The 2004 Cumulative List is contained in Notice 2004-84, 
2004-2 C.B. 1030, and the 2005 Cumulative List is contained in Notice 2005-101, 2005-52 
I.R.B. 1219. 



PART I. PROCEDURES FOR DETERMINATION LETTER REQUESTS 

SECTION 3. ON WHAT ISSUES 
MAY TAXPAYERS REQUEST 
WRITTEN GUIDANCE UNDER 
THIS PROCEDURE? 

Types of requests .01 Determination letters may be requested on completed and proposed transactions as set 
forth in the table below: 

REV. PROC. 
TYPE OF REQUEST FORMS SECTION 

1. Initial Qualification, etc. 

a. Individually-Designed Plans (including 5300, 7 
collectively bargained plans) Schedule Q (optional) 

b. ESOPs 5300, 5309 7 
Schedule Q (optional) 

c. Adoptions of Master & Prototype Plans 5307, 9 
Schedule Q (optional) 

d. Adoptions of Volume Submitter Plans 5307, 9 
Schedule Q (optional) 

e. Multiple Employer Plans 5300, 10 
Schedule Q (optional) 

f. Group Trusts Cover letter 13 

2. Minor Amendments 6406 II 

3. Termination 

a. In general 5310, 6088 12 
Schedule Q (optional) 

b. Multiemployer plan covered by PBGC 5300, 6088, 12 
Insurance Schedule Q (optional) 

Note: Form 5310--A, Notice of Plan Merger or Consolidation, SpinojJ; or Transfer of Plall Assets or Liabilities; Notice of 
Qualified Separate Lines of Business, generally must be filed not less than 30 days before the merger, consolidation or transfer of 
assets and liabilities. The filing of Form 531O-A will not result in the issuance of a determination letter. 

4. Special Procedures 

a. Affiliated Service Group Status (~ 414(m», 5300, 14 

Leased Employees (~414(n» Schedule Q (optional) 

b. Minimum Funding Waiver 5300, 15 
Schedule Q (optional) 

c. Section 401 (h) Determination Letters 5300, 16 
Schedule Q (optional) 

d. Section 420 Determination Letters 5300, Ifi 
Including Other Matters Under § 40l(a) Schedule Q (optional), Cover letter, 

Checklist 

e. Section 420 Determination Letters Cover letter, 16 

Excluding Other Matters Under § 401(a) Checklist 
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Areas in which determination 
letters will not be issued 

.02 Determination letters issued in accordance with this revenue procedure do not include 
determinations on the following issues within the jurisdiction of thL' Commissioner. TE/GE: 

(1 ) Issues involving ** 72. 79. 105. 125. 1 n. 129.402.403 (other than 403(a)). 404.409(1). 
409(m l. 412. 457. 511 through 515. and 4975 (other than 4975(e)( 7)). unkss these determina
tion letters are authorized under section 7 of Rev. Proc. 2006--4. pagL' 132. this Bulletin. 

(2) Plans or plan amendments for which automatic approval is grantL'd pursuant to section 
19.01 of Rev. Proc. 2005-16. 

0) Plan amendments described below (these amendments will. to the extent provided. be 
deemed not to alter the qualified status of a plan under § 40 I (a»). 

(a) An amendment solely to pcrmit a trust forming part of a plan to participate in a pooled 
fund arrangement described in Rev. Rul. 81-100. 1981-1 C.B. 326. as clarified and modified 
by Rev. Rul. 2004-67.2004-2 C.B. 28; 

(b) An amendment that merely adjusts the maximum limitations under § 415 to reflect 
annual cost-of-living increases under § 415(d). other than an amendment that adds an automatic 
cost-of-living adjustment provision to the plan: and 

(c) An amendment solely to include language pursuant to § 403(c)(2) of Title I of the Em
ployee Retirement Income Security Act of 1974 (ERISA) concerning the reversion of employer 
contributions made as a result of mistake of fact. 

(4) This section applies to determination letter requests with respect to plans that combine an 
ESOP (as defined in § 4975(e)(7) of the Code) with retiree medical benefit fealures described 
in § 401(h) (HSOPs). 

(a) In general. determination letters will not be issued with respect to plans that combine 
an ESOP with an HSOP with respect to: 

(i) whether the requirements of § 4975(e)(7) are satisfied; 

(ii) whether the requirements of § 401 (h) are satisfied; or 

(iii) whether the combination of an ESOP with an HSOP in a plan adversely affects its 
qualification under § 401(a). 

(b) A plan is considered to combine an ESOP with an HSOP if it contains ESOP provisions 
and § 401(h) provisions. 

(c) However. an arrangement will not be considered covered by section 3.02(4) of this 
revenue procedure if, under the provisions of the plan, the following conditions are satisfied: 

(i) No individual accounts are maintained in the § 401(h) account (except as required 
by § 401(h)(6)); 

(ii) No employer securities are held in the § 401(h) account; 

(iii) The § 401(h) account does not contain the proceeds (directly or otherwise) of an 
exempt loan as defined in § 54.4975-7(b)(1 )(iii) of the Pension Excise Tax Regulations; and 

(iv) The amount of actual contributions to provide § 401(h) benefits (when added to 
actual contributions for life insurance protection under the plan) does not exceed 25 percent of 
the sum of: (I) the amount of cash contributions actually allocated to participants' accounts 
in the plan and (2) the amollnt of cash contributions used to repay principal with respect to 
the exempt loan, both determined on an aggregate basis since the inception of the § 401(h) 
arrangement. 

EGTRRA .03 On February 1.2006, the Service will begin to accept applications for determination let-
ters for some individually designed plans (depending on their cycle) that take into account the 
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SECTION 4. ON WHAT ISSUES 
MUST WRITTEN GUIDANCE 
BE REQUESTED UNDER 
DIFFERENT PROCEDURES? 

TE/GE 

Chief Counsel's revenue 
procedure 

SECTION 5. WHAT IS THE 
GENERAL SCOPE OF A 
DETERMINATION LETTER? 

Scope of this section 

Scope of determination letters 

qualification requirements of the Code as amended by EGTRRA. and other items identified on 
the 2005 Cumulative List in Notice 2005-101. This opening of the determination letter pro
gram for the initial remedial amendment cycle (i.e .• EGTRRA remedial amendment period) is 
for individually designed plans that fall within Cycle A. and the submission period for Cycle 
A plans ends on January 31, 2007. The cycles commence in different years for different plans 
within a staggered five-year period. so not all individually designed plans will have the same 
cycle or submission period. Further. the submission periods for pre-approved defined contri
bution and defined benefit plans are different than those that apply to individually designed 
plans. See Rev. Proc. 2005-16 and Rev. Proc. 2005-66 for details. 

.01 Other procedures for obtaining rulings, determination letters, opinion letters, etc., on 
matters within the jurisdiction of the Commissioner. TE/GE are contained in the following 
revenue procedures: 

(1) Employee Plans Technical (EP Technical) letter rulings, information letters, etc.: See 
Rev. Proc. 2006-4, page 132, this Bulletin. 

(2) M&P and VS plans: See Notice 2001-42, 2001-2 C.B. 70, Notice 2001-57, 2001-2 
C.B. 279, Rev. Proc. 2001-55,2001-2 C.B. 552, Rev. Proc. 2002-29,2002-1 C.B. 1176 
(as modified by Rev. Proc. 2003-10, 2003-1 C.B. 259), Rev. Proc. 2002-73,2002-2 c.B. 
932, Rev. Proc. 2003-72,2003-2 C.B. 578, Rev. Proc. 2004-25,2004-1 C.B. 791, Notice 
2004-84,2004-2 C.B. 1030, Rev. Proc. 2005-16, and Rev. Proc. 2005-66. 

(3) Technical advice requests: See Rev. Proc. 2006-5, page 174, this Bulletin . 

. 02 For the procedures for obtaining letter rulings, determination letters, etc., on matters 
within the jurisdiction of the Division Counsel/Associate Chief Counsel (Tax Exempt and Gov
ernment Entities), or within the jurisdiction of other offices of Chief Counsel, see Rev. Proc. 
2006-1, page 1, this Bulletin. 

.01 This section delineates, generally, the scope of an employee plan determination letter. It 
identifies certain qualification requirements, relating to nondiscrimination, that are considered 
by the Service in its review of a plan only at the election of the applicant. This section also 
identifies certain qualification requirements that are not considered by the Service in its review 
of a plan and with respect to which determination letters do not provide reliance. This section 
applies to all determination letters other than letters issued in response to an application filed 
on Form 6406, Short Form Application for Determination for Minor Amendment of Employee 
Benefit Plan; letters relating to the qualified status of group trusts; and letters relating solely to 
the requirements of § 420, regarding the transfer of assets in a defined benefit plan to a health 
benefit account described in § 401(h). For additional information pertaining to the scope of 
reliance on a determination letter, see sections 8, 9 and 21 of this revenue procedure, and section 
19 of Rev. Proc. 2005-16 . 

. 02 In general, employee plans are reviewed by the Service for compliance with the form 
requirements (that is, those plan provisions that are required as a condition of qualification 
under § 401(a». In addition, as described below, certain nondiscrimination requirements are 
considered if the applicant specifically requests that they be considered. For terminating plans, 
the requirements are those that apply as of the date of termination. See Rev. Proc. 2005-66 
for further details on the scope of the Service's review of determination letter applications. 
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Nondiscrimination in amount 
requirement 

Minimum coverage and 
§ 401(a)(26) participation 
requirements 

Nondiscriminatory current 
availability requirement 

Other nondiscrimination 
requirements 

Reliance conditioned on retention 
of information 

EtTective availability requirement 

Other limits on scope of 
determination letter 

Publication 794 
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.03 Unless the applicant elects otherwise, a plan will not be reviewed for, and a detennina
tion letter may not be relied on with respect to. whether a plan satisfies one of the safe harbors 
or the general test for nondiscrimination in amount of contributions or benefits requirements 
under * 1.40I(a)(4)-!(b)(2) of the Income Tax Regulations . 

. 04 Unless the applicant elects otherwise. a plan will not be reviewed for, and a determina
tionletter may not be relied on with respect to, the minimum coverage requirements of § 41 O(b). 
If the applicant demonstrates that the plan satisfies the coverage requirements of § 4 lO(b), the 
determination letter may also be relied on with respect to the participation requirements of 

* 40l(a)(26) . 

. 05 If the applicant demonstrates that the plan satisfies the coverage requirements of 
* 4l0(b), the determination letter may also be relied on as to whether the plan satisfies 
the nondiscriminatory current availability requirements of § 1.401(a)(4)-4(b) with respect 
to those benefits, rights, and features that are currently available (within the meaning of 
§ 1.401 (a)(4)-4(b)(2)) to all employees in the plan's coverage group. The plan's coverage 
group consists of those employees who are treated as currently henefiting under the plan 
(within the meaning of * 1.4 lO(b)-3(a)) for purposes of demonstrating that the plan satisfies 
the minimum coverage requirements of § 410(b). Applications will not be reviewed for, 
and determination letters may not be relied on with respect to. whether the plan satisfies the 
requirements of § 1 AOI(a)(4)-4(b) with respect to any benefit, right, or feature other than 
the ones described above, except those that arc specified by the applicant and for which the 
applicant has provided information relevant to the determination . 

. 06 An applicant may also ask that the review of its plan consider certain other nondis
crimination requirements which are described in Schedule Q (Form 5300), such as whether a 
definition of compensation satisfies ~ 414(s). 

.07 A favorable determination letter may be relied on with respect to whether a plan satisfies 
a coverage or nondiscrimination requirement only if the application, demonstrations and other 
information submitted to the Service in support of a favorable determination is retained by the 
applicant. 

.08 In no event will any plan be reviewed to determine, and a determination letter may not 
be relied on with respect to. whether any benefit, right, or feature under the plan satisfies the 
effective availability requirement of § 1 AOI(a)(4)-4(c). 

.09 Determination letters may generally be relied on with respect to whether the timing of 
a plan amendment (or series of amendments) satisfies the nondiscrimination requirements of 
* 1.40 I (a)( 4)-5( a) of the regulations, unless the plan amendment is part of a pattern of amend
ments that significantly discriminates in favor of highly compensated employees. A favorable 
determination letter does not provide reliance for purposes of § 404 and § 412 with respect 
to whether an interest rate (or any other actuarial assumption) is reasonable. Furthermore, a 
favorable determination letter will not constitute a determination with respect to the use of 
the substantiation guidelines contained in Rev. Proc. 93-42, 1993-2 C.B. 540, e.g., a deter
mination letter will not consider whether data submitted with an application is substantiation 
quality. Lastly, a favorable determination letter will not constitute a determination with respect 
to whether any requirements of § 4l4(r), relating to whether an employer is operating quali
fied separate lines of business, are satisfied. However, if an employer is relying on § 414(r) 
to satisfy the minimum coverage or § 401(a)(26) participation requirements, and the applicant 
so requests. a determination letter will take into account whether the plan satisfies the nondis
criminatory classification test of § 410(b)(5}(B). In this case, if the requirements of § 41O(b) 
or * 401(a)(26) are to be applied on an employer-wide basis under the special rules for em
ployer-wide plans. a determination letter will take into account whether the requirements of 
the applicable special rule set forth in § 1.414(rJ-l(c)(2)(ii) or § IAI4(r)-I(c)(3)(ii) are met. 

.10 Publication 794, Fm'orable Determillation Letter, contains other information regarding 
the scope of a determination letter, including the requirement that all information submitted 



SECTION 6. WHAT IS THE 
GENERAL PROCEDURE 
FOR REQUESTING 
DETERMINATION LETTERS? 

Scope 

Qualified trusteed plans 

Qualified non trusteed annuity 
plans 

Complete information required 

Complete copy of plan and trust 
instrument required 

Section 9 of Rev. Proc. 2006-4 
applies 

Separate application for each 
single § 414(1) plan 

Coverage and nondiscrimination 
requirements 

with the application be retained as a condition of reliance. In addition, the specific terms of 
each letter may further define its scope and the extent to which it may be relied upon. 

.01 This section contains procedures that are generally applicable to all determination letter 
requests. Additional procedures fur specific requests are contained in sections 7 through 16. 

.02 A trust created or organized in the United States and forming part of a pension, profit
sharing, stock bonus or annuity plan of an employer for the exclusive benefit of its employees 
or their beneficiaries that meets the requirements of § 40 I is a qualified trust and is exempt 
from federal income tax under § 50 I (a) unless the exemption is denied under § 502, relating 
to feeder organizations, or § 503, relating to prohibited transactions, if, in the latter case, the 
plan is one described in § 503(a)( I )(8). 

.03 A nontrusteed annuity plan that meets the applicable requirements of § 401 and other 
additional requirements as provided under § 403(a) and § 404(a)(2), (relating to deductions of 
employer contributions for the purchase of retirement annuities), qualifies for the special tax 
treatment under § 404(a)(2), and the other sections of the Code, if the additional provisions of 
such other sections are also met. 

.04 An applicant requesting a determination letter must file the material required by this 
revenue procedure with the Employee Plans Determinations manager (EP Determinations) at 
the address in section 6.17. The filing of the application, when accompanied by all information 
and documents required by this revenue procedure, will generally serve to provide the Service 
with the information required to make the requested determination. However, in making the 
determination, the Service may require the submission of additional information. Information 
submitted to the Service in connection with an application for determination may be subject to 
public inspection to the extent provided by § 6 \04 . 

. 05 Except in the case of applications involving master and prototype plans filed on Form 
5307, minor amendments described in section 11, or determination letters for volume submitter 
plans under section 9.02(2)(d), a complete copy of the plan and trust instrument is required to 
be included with the determination letter application. The determination letter application must 
include a copy of the signed and dated timely good faith EGTRRA amendments and other plan 
amendments (even if these amendments are dated earlier than a previous determination letter 
issued with respect to the plan) to show that the conditions for eligibility for the EGTRRA 
remedial amendment period as set forth in Notice 2001-42 are satisfied. See sections 7.03 
and 7.04 for what must be included with applications involving plan amendments that are not 
minor amendments . 

. 06 Section 9 of Rev. Proc. 2006-4 is generally applicable to requests for determination 
letters under this revenue procedure. 

.07 A separate application is required for each single plan within the meaning of § 414(1). 
This requirement does not pertain to applications regarding the qualified status of group trusts. 

.08 An applicant may request that the plan be reviewed to determine that the ratio percent
age test of § 41 O(b)(1) is satisfied or that the plan satisfies one of the design-based safe harbors 
under § 401 (a)( 4) by completing the appropriate elective lines on Form 5300 or Form 5307. 
Schedule Q (Form 5300) may be filed with the application, other than an application filed on 
Form 6406. to request consideration of the general test under § 40 I (a)(4), the average benefit 
test of § 4 \O(b )(2), or any of the other requirements described on Schedule Q. The applicant 
must include with the application form the material and demonstrations called for in the in
structions to Form 5300 or Form 5307, and, if applicable, Schedule Q. 
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.09 If the plan has received a fanlrable determination letta in the past, the application must 
include a copy of the latest determination letter. if available. If the letter is not available, an 
explanation must be included with the application, and the employer must include a copy of 
the prior plan or adoption agreement. including the opinion or advisory letter. if applicable . 

. 10 The appropriate user fee, if applicable, must be paid according to the procedures of Rev. 
Proc. 2006-t\. page 2.tS, this Bulletin. Form 8717. User Fee/(n' EII/plowe Plan Determination 

Letter Request. must accompany each determination letter request. If the criteria for the user 
fee exemption are met in accordance with Noticc 2003-49, 2003-2 CH. 294. the certification 
on Form 8717 must be signed. Stamped signatures are not acceptable . 

. 11 Before filing an application, the applicant requesting a determination letter must satisfy 
the requirements of section 300 I (a) of ERISA, and § 7476(b )(2) of the Code and the regulations 
thcrcundcr. which provide that an applicant requesting a determination letter on the qualified 
status of certain retirement plans must notify interested parties of such application. The general 
rules of the Service with respect to notifying interested parties of requests for determination 
letters relating to the qualification of plans involving §§ 40 I and 403(a) are set out below in 
scctions 17 and 18 of this revenue procedure . 

. 12 If the application for determination involves an issue where contrary authorities exist, 
failure to disclose or distinguish such significant contrary authorities may result in requests for 
additional information, which will delay action on the application . 

. 13 The Service ordinarily does not make determinations regarding the existence of an em
ployer-employee relationship as part of its determination on the qualification of a plan, but 
relies on the applicant's representations or assumptions, stated or implicit, regarding the exis
tence of such a relationship. The Servicc will, however, make a determination regarding the 
existence of an employer-employee relationship when so requested by the applicant. In such 
cases, the application with respect to the qualification of the plan should be filed in accordance 
with the provisions of this revenue procedure, contain the information and documents in the 
instructions to the application, and be accompanied by a completed Form 55-X, Determination 
of Worker Statusfor Purposes of Federal Emplovment Taxes alld Income Tax Withholding, and 
any information and copies of documents the organization deems appropriate to establish its 
status. The Service may, in addition, require further information that it considers necessary to 
determine the employment status of the individuals involved or the qualification of the plan. 
After the employer-employee relation~hips have been determined, EP Determinations may is
sue a determination letter as to the qualification of the plan. 

.14 If an applicant requesting a determination letter does not comply with all the required 
provisions of this revenue procedure. EP Determinations, in its discretion, may return the ap
plication and point out to the applicant those provisions which have not been met. The failure 
to provide information required by an application, including any supplemental information re
quired by the instructions for the application, may result in the application being returned to 
the applicant as incomplete. Thc request may also be returned pursuant to Rev. Proc. 2006-8 
if the correct user fee is not attached. If such a request is returned to the applicant, the nO-day 
pcriod described in ~ 74 76(b )(3) will not begin to run until such time as the provisions of this 
section have been satisfied. 

.15 The Service may determine, based on the application form, the extent of review of the 
plan document. A failurc to disclose a material fact or misrepresentation of a material fact 
on the application may adversely affect the reliance that would otherwise be obtained through 
issuance by the Service of a favorable determination letter. Similarly, failure to accurately 
provide any of the information called for on any form required by this revenue procedure may 
result in no reliance. 

.16 Thc applicant is responsible for the accuracy of any factual representations and conclu
sions contained in the application. In some circumstances, applicants may not be able to use 
precise data in preparing demonstrations or schedules that may be required to be submitted 



Where to file requests 

Submission of related plans 

Submission of 30 or more 
applications by authorized 
representative 

Withdrawal of requests 

with the application. Therefore, the use of estimated data in these demonstrations and sched
ules is not prohibited. In addition, the data used may he for a prior plan year, provided the 
following conditions are satisfied: (I) the data is the most recent data available, (2) there is no 
misstatement or omission of material fact with respect to such prior year's data, (3) there has 
been no material change in the facts (including a change in the benefits provided under the plan 
and employee demographics) since such prior plan year, (4) the same data is used throughout 
the application, (5) the data is relevant to the operational effect of the plan provisions that are 
under review, and (6) the applicant clearly discloses that prior ycar's data is bcing submitted 
with the application. The use of estimated or prior year's data is not a misrepresentation of 
material fact. A determination letter that is based on estimated or prior year's data, howcvcr, 
may not be relied upon to the extent that such data does not satisfy the substantiation guide
lines in Rev. Proc. 93-42. Regardless of whether the data is actual or estimated, or whether 
it is for the current or a prior year, data that is presented in a determination letter application 
must reflect any changes in the law that are considered by the Service in its determination of 
the plan's qualified status. 

.17 Requests for determination letters are to be addressed to EP Determinations at the fol
lowing address: 

Internal Revenue Service 
P.O. Box 192 
Covington, KY 4lO12-0192 

Requests shipped by Express Mail or a delivery service should be sent to: 

Internal Revenue Service 
201 West Rivercenter Blvd. 
Attn: Extracting Stop 312 
Covington, KY 41011 

Determination letter applications will not be accepted via fax. 

.18 If applications for two or more plans of the same employer are submitted together, each 
application should include a cover letter that identifies the name of the employer and the plan 
numbers and employer identification numbers of all the related plans submitted together. 

.19 An authorized representative who will be submitting determination letter applications 
for 30 or more plans at one time should pre-notify the Service of the submissions so that the 
Service can endeavor to ensure that the applications will be reviewed in one area. The pre-no
tification should be e-mailed to lenniJer.L.Frederick@irs.gov and should include the following 
information: the firm name, the names of the authorized representative(s) submitting the plans, 
the name and phone number of the contact person, the approximate numher of submissions, 
and the expected date(s) of the submissions. Upon receipt of the e-mail, the representative will 
be contacted and assigned a number that must be entered in green ink at the upper left hand 
comer of the applications. For further discussion, sec the Spring/Summer 2002 edition of the 
Employee Plans Newsletter available at www.irs.gov/retirement. 

.20 The applicant's request for a determination letter may be withdrawn hy a written re
quest at any time prior to the issuance of a final adverse determination letter. If an appeal to 
a proposed adverse determination letter is filed, a request for a determination letter may be 
withdrawn at any time prior to the forwarding of the proposed adverse action to the Chief, 
appeals office. In the case of a withdrawal, the Service will not issue a determination of any 
type. A failure to issue a determination letter as a result of a withdrawal will not be consid
ered a failure of the Secretary or his delegate to make a determination within the meaning of 
§ 7476. However, the Service may consider the information submitted in connection with the 
withdrawn request in a subsequent examination. Generally, the user fee will not be refunded 
if the application is withdrawn. 
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Right to status conference .21 An applicant for a detennination letter has the right to a have a conference with the EP 

Detenninations Manager concerning the status of the application if the application has bcen 

pending at least 270 days. The status conference may be by phone or in person. as mutually 

agreed upon. During the conference. any issues relevant to the processing of the application 

may be addressed, but the conference will not involve substantive discussion of technical is

sues. No tape, stenographic, or other verbatim recording of a status conference may be made 

by any party. Subsequent status conferences may also be requested if at least 90 days have 

passed since the last preceding status conference. 

How to request status conference .22 A request for a status conference with the EP Detenninations Manager is to be made in 

SECTION 7. INITIAL 
QUALIFICATION, ETC. 

Scope 

Forms 
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writing and is to be sent to the specialist assigned to review the application or, if the applicant 

does not know who is reviewing the application, to the EP Determinations Managcr at the 

address in section 6.17. If, pursuant to section 15, the application for a determination letter 
has been submitted to Employee Plans Technical (EP Technical) together with a request for a 

waiver of minimum funding, the request for a status conference should be sent to the address 

in section 15.03. In this case, the right to a status conference will be with the EP Technical 

Manager or designee. 

.01 This section contains the procedures for requesting determination letters for individu

ally-designed defined contribution and defined benefit plans including employce stock owner

ship plans in the following circumstances: 

(I) Initial qualification. 

(2) Amendment (other than minor amendments described in section 11 below for which 

Fonn 6406 is appropriate). 

(3) Restatement of plan. 

(4) Qualification of a plan in the event of a partial termination. 

(5) Change in scope of detennination letter. This means that the applicant has previously 
received a favorable detennination letter for the plan and now wishes to modify the scope of the 
letter, for example, by requesting the Service to review the plan for certain nondiscrimination 
requirements that were not within the scope of the earlier letter. 

(6) Other circumstances (excluding plan termination) such as a change in the demographics 
of the employer or a change in the method of testing the plan that was used in a demonstration 
submitted in support of an earlier application. 

.02 A detennination letter request for the items listed in section 7.01 is made by filing the 
appropriate fonn according to the instructions to the fonn and any prevailing revenue pro
cedures, notices, and announcements. In addition, all detennination letter submissions must 
be submitted timely under the procedures set forth in Rev. Proc. 2005-66. The timing of 
the submission period for any particular individually designed plan within staggered remedial 
amendment cycles will depend on the plan's particular cycle. The first submission period for 
Cycle A individually designed plans will begin February 1,2006 and will end on January 31, 
2007. See Rev. Proc. 2005-66 for details. 

(I) Form 5300, Application for Detemlination for Employee Benefit Plan, must be filed to 
request a determination letter for individually designed plans, including collectively bargaincd 
plans. 

(2) Form 5309, Application for Determination of Employee Stock Ownership Plan, must be 
filed as an attachment with a Fonn 5300, in order to request a determination whether the plan 
is an ESOP under § 409 or § 4975(e)(7). 



Application must include copy of 
plan and amendments 

Restatements may be required 

Controlled groups, etc. 

(3) Schedule Q, (Form 5300), Elective Determillatio/1 Requests, may be filed as an attach
ment with Form 5300. 

.03 Because a plan amendment other than a minor amendment described in section II, 
may affect other portions of a plan so as to cause plan disqualification, a determination letter 
issued on such an amendment to a plan will express an opinion on the entire plan, as amended. 
Therefore, thc dctcrmination letter application must include a copy of the plan and trust instru
ment plus all plan amendments made to the date of the application. The application must also 
include a statement explaining how any amendments made since the last determination letter 
affect the plan or any other plan maintained by the employer. In addition, the applicant must 
send the Service any amendments that are adopted and/or proposed after the date of the deter
mination letter application and before the Service issues the determination letter. The applicant 
must submit a cover letter that references the date that the pending application was submitted, 
the identity of the employer and the plan, and any other helpful identifying information. The 
amendments must be attached to the letter. Send the cover letter and the attachments to: In
ternal Revenue Service, TE/GE Adjustments Unit, P.O. Box 2508, Room 4024, Cincinnati, 
Ohio 45201. Although all such amendments must be provided to the Service, it is possible that 
the determination letter may not providc reliance for all of these amendmcnts. See Rcv. Proc. 
2005-66 for the scope of the Service's review with respect to a particular determination letter 
application. 

The Service will not consider amendments that predate a prior determination letter as part 
of a current determination letter application, unless such amendments are submitted under the 
current application. Amendments that predate a prior determination letter are amendments that 
were adopted and/or proposed prior to the date a previous favorable determination letter was 
issued but that were not submitted as a part of that earlier determination letter application. If 
that amended language is part of the current application, that language may be considered in 
the current determination letter application, provided that Rev. Proc. 2005-66 is met regarding 
the scope of the Service's review. In any event, the new determination letter will not provide 
reliance for the period prior to the effective date of that new letter. 

.04 A restated plan is required to be submitted if four or more amendments (excluding 
amendments making only non-substantive changes) have been made since the last restated 
plan was submitted. In addition, the Service may require restatement of a plan or submission 
of a working copy of the plan in a rcstatcd format when considercd ncccssary. Whcrc a work
ing copy is submitted with executed amendments integrated into the working copy, all such 
amcndmcnts must also be separately submitted. For example, restatement may be required 
when there have been major changes in law. A restated plan or a working copy of the plan in a 
restated format must be submitted for a plan that has not previously received a detcrmination 
letter that takes into account all requirements of EGTRRA . 

. 05 For a controlled group of corporations as defined in ~ 414(b), trades or businesses un
der common control as defined in § 414(c), an affiliated service group within the meaning 
of § 414(m), and entities utilizing the services of leased employees within the meaning of 
§ 414(n), the coverage items on the application forms referred to in this revenue procedure 
must be complcted as though the controlled group, commonly controlled trades or businesses, 
affiliated service group, etc., constitutes a single entity. Leased employee~ within the mean
ing of § 414(n) must be included as employees of the recipient entity (except in the case of a 
safe-harbor plan described in § 414(n)(5». See sections 9 through II of Rev. Proc. 2005-66 
for a discussion of the five-year remedial amendment cycle that applies in certain spccial cir
cumstances, including the cycle that applies to plans maintained by multiple members of a 
controlled group and to plans maintained by employers that are members of an affiliated ser
vice group under section 414(m) of the Code. 
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SECTION 8. EMPLOYER 
RELIANCE ON M&P AND 
VOLUME SUBMITTER PLANS 

Scope 

Reliance equivalent to 
determination letter 

SECTION 9. DETERMINATION 
LETTER FILING 
PROCEDURES FOR M&P AND 
VOLUME SUBMITTER PLANS 

.01 The conditions under which, and the extent to which, adopting employers of M&P and 
volume submitter plans may rely on favorable opinion or advisory letters without having to 
request indi vidual determination letters are set forth in section 19 of Rev. Proc. 2005-16. Rev. 
Proc. 2005-16 describes the requirements that apply to M&P and volume submitter plans 
and the procedures for requesting opinion letters and advisory letters on M&P and volume 

submitter plans. Section 9 of this revenue procedure describes the procedures for requesting 
determination letters on M&P and volume submitter plans for adopting employers who need 
to obtain a determination letter in order to have reliance or who otherwise wish to obtain a 
determination letter, for example to expand the scope of reliance . 

. 02 If an employer can rely on a favorable opinion or advisory letter pursuant to section 19 
of Rev. Proc. 2005-16, the opinion or advisory letter shall be equivalent to a favorable de
termination letter. For example, the favorable opinion or advisory letter shall be treated as a 
favorable determination letter for purposes of section 21 of this revenue procedure, regarding 
the effect of a determination letter, and section 5.01(4) of Rev. Proc. 2003--44,2003-1 C.B. 
1051, regarding the definition of "favorable letter" for purposes of the Employee Plans Com
pliance Resolution System. 

Scope .0 I This section contains procedures for requesting determination letters for adopting em-
ployers of volume submitter plans and M&P plans. 

Determination letter for adoption .02 With respect to determination letters for adopting employers of volume submitter plans: 
of volume submitter plan 
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(1) A request for a determination letter for an employer's adoption of an approved volume 
submitter plan must be sent to the address provided in section 6.17. 

(2) The request for a determination letter must include the following: 

(a) Form 5307, Application for Detennination for Adopters of Master or Prototype or Vol
ume Submitter Plans (Schedule Q is optional); 

(b) Form 2848, Power of Attorney and Declaration of Representative, or other written au
thorization allowing the volume submitter practitioner to act as a representative of the employer 
with respect to the request for a determination letter; 

(c) A copy of the advisory letter for the practitioner's volume submitter specimen plan; 

(d) A copy of the plan and trust instrument or, if the employer has made no changes to the 
specimen plan and trust other than completing options permitted under the adoption agreement, 
a copy of the completed adoption agreement; 

(e) A written representation made by the volume submitter practitioner which: 

(i) states whether the plan and trust instrument are word-for-word identical to the ap
proved specimen plan; 

(ii) if the plan and trust are not word-for-word identical to the approved specimen plan, 
explains how the plan and trust instrument differ from the approved specimen plan, describing 
the location, nature and effect of each deviation from the language of the approved specimen 
plan; and 



Determination letter for adoption 
ofM&P plan 

Required information 

Amended plan is treated as an 
individually-designed plan 

Requests made prior to the 
issuance of opinion letter 

EGTRRA 

(iii) if the latest advisory letter for the approved specimen plan does not consider all the 
changes made by GUST, states that the plan satisfies all reljuirements of GUST, including those 
first effective in plan years beginning after December 31, 1998, and idcntifies those deviations 
from the language of the approved specimen plan that are intended to satisfy specific GUST 
requirements; 

(t) A copy of the plan's latest favorable determination letter, if applicable; and 

(g) Any other information or material that may be required by the Service. 

(3) Deviations from the language of the approved specimen plan will be evaluated based on 
the extent and complexities of the changes. If the changes are determined not to be compatible 
with the volume submitter program, the Service may require the applicant to file Form 5300 
and pay the higher user fee. 

(4) An employer will not be treated as having adopted a volume submitter plan if the em
ployer has signed or otherwise adopted the plan prior to the date on the volume submitter 
specimen plan's advisory letter. In this case, the determination letter application for the em
ployer's plan may not be filed on Form 5307 and will not be eligible for a reduced user fee. 
A determination letter application for a volume submitter plan must be based on the approved 
volume submitter specimen plan with any applicable modifications, 

(5) In addition, the practitioner will be able to file determination letter requests on behalf of 
employers adopting substantially similar plans who need a determination letter to have reliance 
or who otherwise desire a determination letter. 

.03 Form 5307 must be filed to request a determination letter for the adoption of an M&P 
plan by an adopting employer. Schedule Q may be filed as an attachment to Form 5307. 

.04 The determination letter request must include the following: 

(1) An adoption agreement showing which elections the employer is making with respect 
to the elective provisions contained in the plan; 

(2) A copy of the plan's most recent opinion letter; and 

(3) In the case of a determination letter request for an M&P plan that uses a separate trust 
or custodial account, a copy of the employer's trust or custodial account document. 

.05 Except to the extent provided in section 5.02 and 19.03 of Rev. Proc. 2005-16, an 
employer that amends any provision of an M&P plan or its adoption agreement (other than 
to choose among the options offered by the sponsor if the plan permits or contemplatcs such 
options), or an employer that chooses to discontinue participation in such a plan as amended 
by its sponsor and does not substitute another approved plan referred to in this section is con
sidered to have adopted an individually-designed plan. The requirement~ stated in this revenue 
procedure relating to the issuance of determination letters for individually-designed plans will 
then apply to such plan. Also see section 19.0 I of Rev. Proc. 2005-66 . 

. 06 An application submitted by an employer with respcct to an M&P plan will be treated as 
an application for an individually-designed plan if it is executed prior to the time the M&P plan 
is approved. Also see sections 5.11 and 19.03 of Rev. Proc. 2005-16 regarding the requirement 
that adopting employers sign new adoption agreements when M&P plans are restated . 

. 07 In accordance with Part IV of Rev. Proc. 2005-66, adopting employers of M&P plans 
and volume submitter plans have a six-year remedial amendment cycle. The Service's an
nounced deadline for an adopting employer to adopt the approved M&P or volume submitter 
plan will be the end of the plan's remedial amendment eyclc with respect to all disqualifying 
provisions for which the remedial amendment period would otherwise end during the cycle. 
An adopting employer of a M&P plan or a volume submitter plan who must obtain a determi
nation letter for reliance under EGTRRA or who desires a determination letter for additional 
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EMPLOYER PLANS 
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employer who files Form 5300 

Addition or emplo)'ers 

220 2006-1 C.B. 

reliance under EGTRRA must not submit such determination letter application until the Ser
vice's announced deadline for employers to adopt a pre-apprmed plan and. if nccessary. file a 
determination letter application. as described in Part IV of Rc\. Proc. 2005-66. Sec section 
17 of Rev. Proc. 2005-66 for the eligibility requirements that must be satisficd in order to be 
considered an adopting employer of a M&P plan or a volume submitter plan and thus eligible 
for the six-year remedial amendment cycle. 

.0 I This section contains procedures for applications filed with respect to plans described 
in * 413(c). A plan is not described in * 413(c) if all the employers maintaining the plan are 
members of the same controlled group or affiliated service group under ~ 414(b). (c) or (m). 

.02 A determination letter applicant for a multiple employer plan can request either (I) a 
letter for the plan in the name of the controlling member or (2) a letter for the plan and a letter 
for each employer maintaining the plan with respect to whom a separate Form 5300 is filed. 

(I) An applicant requesting a letter for the plan submits one Form 5300 application for the 
plan in the name of the controlling member, omitting the optional minimum coverage questions 
and Schedule Q and either including or omitting the design-based safe harbor questions. The 
user fee for a single employer plan will apply. An employer maintaining a multiple employer 
plan can rcly on a favorable determination letter issued for the plan without having to request its 
own determination letter except with respect to the requirements of ~~ 40 I (a)( 4), 40 I (a)(26), 
401(1),41 O(b) and 414(s), and, if the employer maintains or has ever maintained another plan, 
*~ 415 and 416. 

(2) An applicant requesting a letter for the plan and an employer must submit the filing 
required in (I) above as well as a separate Form 5300 application. completed through line 8, 
and, if applicable, a completed adoption agreement, for each employer requesting a separate 
letter. Each employer may elect to respond to the Form 5300 questions regarding minimum 
coverage and design-based safe harbors and to file Schedule Q to request a determination on the 
average benefit test, the general test or any other nondiscrimination requirement addressed by 
the Schedule Q. The user fee for the application will be determined under the user fee schedules 
for multiple employer plans in section 6.07 of Rev. Proc. 2006-8, treating the entire application 
as a general test or average benefit test application if any employer requests a determination 
on either of these tests. 

(3) Rules similar to the rules in section 19 of Rev. Proc. 2005-16 also apply in the case of 
an employer maintaining a multiple employer plan. See also Rev. Proc. 2005-66, induding 
section 10. 

.03 The complete application, including all Forms 5300 (and, if applicahle, adoption agree
ments) for employers maintaining the plan who request separate letters must be filed as one 
package submission with EP Determinations. The application is to be sent to the address in 
section 6.17. 

.04 The Service will mail a determination letter to each employer maintaining the plan for 
whom a separate Form 5300 has he en filed. 

.05 An employer may continue to rely on a favorable determination letter after another em
ployer commences participation in the plan, regardless of whether the first employer's reliance 
i, based on its own letter or the letter issued for the plan and regardless of whether an applica
tion for a determination letter for the new employer is filed. An application for a determination 
letter that takes into account the addition of such other employer should include a completed 
Form 5300 for the plan in the name of the controlling member on the Form 5300 filed pur
suant to section 10.02 above. and a supplemental Form 5300 and optional Schedule Q (and, if 
applicable, adoption agreement) for each new employer who desires a separate determination 
letter. The Service will send the determination letter only to the applicant and the new employ
ers. However. a new employer that joins a multiple employer plan after the existing multiple 



SECTION 11. MINOR 
AMENDMENT OF 
PREVIOUSLY APPROVED 
PLAN 

Scope 

Form 6406 

Additional information 

Minor amendment procedures 
may not be used for complex 
amendments or EG TRRA letter 

EP Determinations has discretion 
to determine whether use of' 
minor amendment procedures is 
appropriate 

SECTION 12. TERMINATION 
OR DISCONTINUANCE 
OF CONTRIBUTIONS; 
NOTICE OF MERGERS, 
CONSOLIDATIONS, ETC. 

Scope 

Forms 

employer plan was timely submitted in Cycle B (the applicable cycle as described in section 
10 of Rev. Proc. 2005-66), will be subject to the rules under Rev. Proc. 2005-66, including 
the off-cycle filing rules under section 14 of that revenue procedure. 

.0 I This section contains procedures for requesting determination letters on the effect of a 
minor plan amendment. 

.02 Form 6406, Short Form Application for Determination for Minor Amendment of Em
ployee Benefit Plan, may be filed to request a determination letter on a minor plan amendment. 
This form may be used for minor amendments of individually-designed plans (including vol
ume submitter plans, multiemployer plans and multiple employer plans) or permitted changes 
to adoption agreement elections in master or prototype plans, provided the changes constitute 
minor amendments. The Service may also designate other specific amendments that may be 
submitted using Form 6406. 

.03 All applications must be accompanied by a copy of the new amendments, a statement as 
to how the amendments affect or change the plan or any other plan maintained by the employer, 
and a copy of the latest determination letter. In the case of a master or prototype or volume 
submitter plan, a copy of the opinion or advisory letter should also be included. A copy of the 
plan or trust instrument should not be filed with the Form 6406. 

.04 Since determination letters issued on minor amendments express an opinion only as to 
whether the amendments, in and of themselves, affect the qualification of employee plans un
der § 40 I or 403 ( a), the minor amendment procedures cannot be used for complex amendments 
that may affect other portions of the plan so as to cause plan disqualification. Thus, the minor 
amendment procedures may not be used for an amendment to add a § 40 I (k) or an ESOP pro
vision to a plan, or to restate a plan. The minor amendment procedures also may not be used 
to obtain a determination letter on plan amendments involving plan mergers or consolidations, 
transfers of assets or liabilities, or plan terminations (including partial terminations). In ad
dition, the minor amendment procedures may not be used for an amendment that involves a 
significant change to plan benefits or coverage. The minor amendment procedures may not be 
used to obtain a EGTRRA determination letter. 

.05 EP Determinations has discretion to determine whether a plan amendment may be sub
mitted as a minor plan amendment and may request additional information, including the filing 
of a Form 5300 series application if it determines that the application and the attachments filed 
under the minor amendment procedures do not contain sufficient information, or that the Form 
6406 is inappropriate. In addition, it is expected that this Form will be discontinued at a date to 
be announced by the Service in the future, due to its decreased utility under the new programs 
for pre-approved and individually designed plans, as described in Rev. Proc. 2005-16 and 
Rev. Proc. 2005-66. 

.01 This section contains procedures for requesting determination letters involving plan ter
mination or discontinuance of contributions. This section also contains procedures regarding 
required notice of merger. consolidation, or transfer of assets or liabilities . 

. 02 Required Forms: 
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(I) Form 5310. Application for Determination/i}l" Terminating Plan. is filed by plans other 

than multiemployer plans covered by the insurance program of the Pension Benefit Guaranty 
Corporation (PBGC). 

(2) Form 5300. Applic{/(ion/iJr Determination o/Emplovee Benefit Plan. is filed in the case 
of a multiemployer plan covered by PBGC insurance. 

(3) Schedule Q. Eieclirc Determination Requests. may be filed as an attachment to Form 
531 () or Form 5300. 

(4) Form 6088. Distributable Benefitsfmm Employee Pensioll Benefit Plans. is also required 

of a sponsor or plan administrator of a defined benefit plan or an underfunded defined contri

bution plan who files only an application for a determination letter regarding plan termination. 

For collectively bargained plans. a Form 6088 is required only if the plan benefits employees 

who are not collectively bargaincd cmployees within the meaning of § 1.410(b)-6(d). A sep

arate Form 6088 is required for each employer employing such employees. 

(5) Form 531O-A, Notice of" Plan Merger or Consolidation, Spinoff, or Trallsfer of Plall 
Assets or Liabilities; Notice of Qualified Separate Lines of Business, if required. generally must 
be filed not later than 30 days before merger, consolidation or transfer of assets and liabilities. 

The filing of Form 531 O-A will not result in the issuance of a dctcrmination letter. 

.03 The application for a determination letter involving plan termination must also include 

any supplemental information or schedules required by the forms or form instructions. For ex
ample, the application must include copies of all records of actions taken to terminate the plan 

(such as a resolution of the board of directors) and a schedule providing certain information 
regarding employees who separated from vesting service with less than 100% vesting . 

. 04 An applicant requesting a detennination letter upon termination may not decline to elect 
that the plan be reviewed for the minimum covcrage requirements or the nondiscrimination in 

amount requirement, as otherwise permitted, unless the following conditions are satisfied: 

(I) With respect to the coverage requirements, in the year of termination the plan must use 
the average henefit test and the plan must have received a prior favorahle determination letter 

that considered whether the plan satisfied the requirements of the test; 

(2) With respect to the nondiscrimination in amount requirement, in the year of termination 
the plan must lise either a nondesign-based safe harbor or the general test for nondiscrimination 

in amount and thc plan must have received a prior favorable determination letter that consid
ered whether the plan satisfied the requirements of either a nondesign-based safe harbor or the 
general test: 

(3) The favorable detcnnination letter was issued during the immediately preceding three 
plan years: and 

(4) There has been no material change in the facts (including benefits provided under the 

plan and employee demographics) or law upon which the determination was based. 

If these conditions are ,atisfied, but the prior determination letter does not state that the av
erage benefit test. general test or nondesign-based safe harbor (as applicable) was considered, 
the applicant must include a copy of the prior submission in order to decline to have the test or 
,afe harbor considered in the review of the application for determination on plan termination. 

.05 In the case of plans subject to Title IV of ERISA, a favorahle determination letter issued 
in connection with a plan's termination is conditioned on approval that the termination is a valid 
termination under Title IV of ERISA. Notification by PBGC that a plan may not be terminated 

will be treated as a material change of fact. 

'()6 A plan that terminates after the effective date of a change in law, but prior to the date 
that amendments are otherwise required, must be amended to comply with the applicable pro
\'isions of law from the date on which such provisions become effective with respect to the 



SECTION 13. GROUP TRUSTS 
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Required information 

SECTION 14. AFFILIATED 
SERVICE GROUPS; LEASED 
EMPLOYEES 
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and § 414(n) 
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determination under § 414(m) 
or § 414(n) 
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Employer is responsible for 
determining status under 
§ 414(m) and § 414(n) 

Omission of material fact 

plan. Because such a terminated plan would no longer be in existence by the required amend
ment date and therefore could not bc amended on that date, such plan must be amended in 
connection with the plan termination to comply with those provisions of law that become ef
fective with respect to the plan on or before the date of plan termination. (Such amendments 
include any amendments made after the date of plan termination that were required in order to 
obtain a favorable determination letteL) In addition, annuity contracts distributed from such 
terminated plans also must meet all thc applicable provisions of any change in law. See also 
section 8 of Rev. Proc. 2005-66. 

.0 I This section provides special procedures for requesting a determination letter on the 
qualified status of a group trust undcr Rev. Rul. 81-100, as clarified and modified by Rev. Rul 
2004-67. 

.02 A request for a determination letter on the status of a group trust as described in Rev. Rul. 
81-100 is made by submitting a written request demonstrating how the group trust satisfies 
the five criteria listed in Rev. Rul. 81-100, together with the trust instrument and related 
documents. Rev. Rul. 2004-67 extends the ability to participate in group trusts to eligible 
governmental plans undcr § 457(b) and clarifies the ability of certain individual retirement 
accounts under § 408 to participate. The revenue ruling provides model language, one for 
group trusts that have received favorable determination lcttcrs and the othcr for trusts that have 
received letter rulings. 

.01 This section provides procedures for determination letter requests on affiliated service 
group status under § 414(m), and the effect of leased employees on a plan's qualified status. 

.02 In accordance with section 7.01, an employer that is subject to § 414(m) or (n) may 
request a determination letter under the following circumstances: (]) with respect to the initial 
qualification of its plan, (2) on a plan amendment, and (3) in certain circumstances, even though 
the plan has not been amended (for example, where there has been a change in membership in 
the affiliated service group or where the employer did not previously have reliance). 

.03 Generally. a determination letter will cover § 414(m) or § 414(n) only if the employer 
requests such determination, and submits with the determination letter application the infor
mation specified in section 14.09 or section 14.10 below . 

. 04 Form 5300 (with Schedule Q optional) is submitted for a request on affiliated service 
group status or leased employee status. Form 5307 cannot be used for this purpose . 

. 05 An employcr is rcsponsible for determining at any particular time whether it is a mcmber 
of an affiliated service group and, if so, whether its plan(s) continues to meet the requirements 
of § 401(a) after the effective date of § 414(m), including § 414(m)(5). An employer or plan 
administrator is also responsible for taking action relative to the employer's qualified plan if 
that employer becomes, or ceases to be, a member of an affiliated service group. An employer 
that is the recipient of services of leased employees within the meaning of § 414(n) is also 
responsible for determining at any particular time whether a leased employee is deemed to be 
an employee of the recipient for qualified plan purposes . 

. 06 Failure to properly indicate that there is or may be an affiliated service group and to pro
vide the information specified in section 14.09 of this revenue procedure, or failure to properly 
indicate that an employer is utilizing the services of leaseu employees and to provide the infor
mation specified in section 14.10, is an omission of a material fact. The failure of thc cmployer 
to follow the proceuures in this sectiun will result in the employer being unable to rely on any 
favorable determination letter concerning the effect of § 4l4(m) or § 414(n) on the qualified 
status of the plan. 
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.07 If thc Servicc considers whether the plan of an employcr satisfies the requirements of 
§ 4l4(m) or § 414(n). the determination letter issued to the employer will state that questions 
arising under § 414(m) or § 414(n) have been considered. amI that the plan satisfies qualifica
tion requirements relating to that section. Absent such a statement pertaining to § 414(m) or 
§ 414(n). a determination letter does not apply to any qualification issue arising by reason of 
such provisions . 

. 08 An employer that has adopted an M&P plan (including a standardized plan) and wants 
a dctermination as to the effect of § 414(m) or § 414(n) on the qualified status of its plan must 
attach the information required by section 14.09 or section 14.10 of this revenue procedure to 
Form 5300 and submit the information. Form 5300, and any other materials necessary to make 
a determination . 

. 09 A detennination letter issued with respect to a plan's qualification under § 401(a), 
403(a). or 4975(e)(7) will be a determination as to the effect of § 414(m) upon the plan's 
qualified status only if the application includes: 

(I) A description of the nature of the business of the employer, specifically whether it is a 
service organization or an organization whose principal business is the perfonnance of man
agement functions for anothcr organization, including the reasons therefor; 

(2) The identification of other members (or possible members) of the affiliated service 
group; 

(3) A description of the business of each member (or possible member) of the affiliated ser
vice group, describing the type of organization (corporation, partnership, etc.) and indicating 
whether the member is a service organization or an organization whose principal business is 
the performance of management functions for the other group member(s); 

(4) The ownership interests between the employer and the members (or possible members) 
of the affiliated service group (including ownership interests as described in § 414(m)(2)(B)(ii) 
or § 414(m)(6)(B»; 

(5) A description of services performed for the employer by the members (or possible mem
bers) of the affiliated service group, or vice versa (including the percentage of each member's 
(or possible member's) gross receipts and service receipts provided by such services, if avail
able. and data as to whether such services are a significant portion of the member's business) 
and whether, as of December 13, 1980, it was not unusual for the services to be perfonned by 
employees of organizations in that service field in the United States; 

(6) A description of how the employer and the members (or possible members) of the affil
iated service group associate in performing services for other parties; 

(7) In the case of a management organization under § 414(m)(5): 

(a) A description of the management functions, if any, perfonned by the employer for the 
member( s) (or possible member(s)) of the affiliated service group, or received by the employer 
from any other members (or possible members) of the group (including data explaining whether 
the management functions are perfonned on a regular and continuous basis) and whether or not 
it is unuwal for such management functions to be performed by employees of organizations in 
the employer's business field in the United States; 

(b) If management functions are perfonned by the employer for the member (or possible 
membersl ufthe affiliated service group, a description of what part of the employer's business 
constitutes the performance of management functions for the member (or possible member) of 
the group (including the percentage of gross receipts derived from management activities as 
compared to the gross receipts from other activities); 

(8) A brief description of any other plan(s) maintained by the members (or possible mem
bers) of the affiliated service group, if such other plan(s) is designated as a unit for qualification 
purposes with the plan for which a determination letter has been requested; 
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(9) A description of hm..,. the plan(s) satisfies the coverage requirements of ~ 41O(b) if the 
members (or possible members) of the affiliated service group are considered part of an affil
iated service group with the employer: 

(10) A copy of any ruling issued by the headquarters office on whether the employer is an 
affiliated service group; a copy of any prior determination letter that considered the effect of 
§ 4l4(m) on the qualified status of the employer's plan; and, if known, a copy of any such 
ruling or determination letter issued to any other member (or possible member) of the same 
affiliated service group, accompanied by a statement as to whether the facts upon which the 
ruling or determination letter was based have changed. 

.10 Unless the plan provides that all leased employees within the meaning of § 414(n)(2) 
are treated as common law employees for all purposes under the plan, a determination letter 
issued with respect to the plan's qualification under § 401(a), 403(a), or 4975(e)(7) will be a 
determination as to the effect of § 414(n) upon the plan's qualified status only if the application 
includes: 

(1) A description of the nature of the business of the recipient organization; 

(2) A copy of the relevant leasing agreement(s); 

(3) A description of the function of all leased employees within the trade or business of 
the recipient organization (including data as to whether all leased employees are performing 
services on a substantially full-time basis); 

(4) A description of facts and circumstances relevant to a determination of whether such 
leased employees' services are performed under primary direction or control by the recipient 
organization (including whether the leased employees are required to comply with instructions 
of the recipient about when. where, and how to perform the services, whether the services must 
be performed by particular persons, whether the leased employees arc subject to the supervi
sion of the recipient, and whether the leased employees must perform services in the order or 
sequence set by the recipient): and 

(5) If the recipient organization is relying on any qualified plan(s) maintained by the em
ployee leasing organization for purposes of qualification of the recipient organization's plan. 
a description of such planes) (including a description of the contributions or benefits provided 
for all leased employees which are attributable to services performed for the recipient organi
zation, plan eligibility. and vesting). 

.01 This section provides procedures with respect to defined contribution plans for request
ing a waiver of the minimum funding standard account and requesting a determination letter 
on any plan amendment required for the waiver. 

.02 The procedures in Rev. Proc. 2004-15,2004-1 C.B. 490, apply to the request for a 
wai ver of the minimum funding requirement. Section 2 of that revenue procedure contains the 
procedures for obtaining waivers of the minimum funding standards in the instance of defined 
benefit plans. In order to provide maximum flexibility in requesting a waiver for a defined 
contribution pension plan, section 3 of the revenue procedure contains three alternative meth
ods as described more fully in Rev. Proc. 2004-15 . 

. 03 The first two alternatives involve (1) a \'v'aiver ruling only. without submission of a plan 
amendment, and (2) a waiver ruling only, with submission of a plan amendment. Under these 
first two procedures. requests for waivers must be submitted to: 
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Employee Plans 
Internal Revenue Service 
Commissioner, TE/GE 
Attention: SE:T:EP:RA 
p, 0, Box 27063 
McPherson Station 
Washington, DC 20038 

In both cases, the applicant must satisfy the requirements of section 2 of Rev, Proc. 
2004-15. other than the parts applicable only to defined benefit plan~. 

If a plan amendment is not submitted or is not already part of a plan, the Service will supply 
an amendment which will, if adopted, satisfy section 3 of Rev. Rul. 78-223, 1978-1 c.B. 125. 
The waiver will be conditioned upon the plan being amended by adoption of that amendment. 
within a reasonable period of time, and will contain a caveat stating that the ruling is not a 
ruling as to the effect the plan provision may have on the qualified status of the plan, The 
applicant may request reconsideration within 60 days of the date of the letter if the amendment 
is inappropriate, by submitting a letter to the above address, 

If the request for the waiver is submitted along with a plan amendment, the plan provisions 
necessary to satisfy section 3 of Rev. Rul. 78-223 must be included. All waivers issued 
pursuant to this alternative will contain a caveat indicating that the ruling is not a ruling as to 
the effect any plan provision may have on the qualified status of the plan. 

Waiver and determination letter .04 The third alternative is a request for a waiver ruling and a determination letter request. 
request submitted to EP Technical Both requests must be submitted by the applicant to EP Technical where it will be treated as if 

it had been submitted as a request for technical advice from the Determinations Manager. The 
request must: 

Handling of the request 
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( I) satisfy all the procedural requirements of 3.03 of Rev. Proc. 2004-15; 

(2) include a completed Form 5300 and all necessary documents, plan amendments and 
information required by the Form 5300 and Rev. Proc. 2004-15 for approval; 

(3) indicate which Area Office has audit jurisdiction over the return; and 

(4) submit the user fee for both requests to EP Technical. 

In addition, the procedures for notice and comment by interested parties, contained in sections 
17, I Rand 19 of this revenue procedure, and the notice and comment procedures provided in 
section 2.02 of Rev. Proc, 2004-15 must be satisfied. Comments will be forwarded to the 
Determinations Office that is considering the determination letter request for the plan amend
ments. 

.05 The waiver request described in section 15,04 above will be handled by EP Technical 
as follows: 

(I) The waiver request and supporting documents will be forwarded to EP Te<.:hnical, 
SE:T:EP:RA:T, which will treat the request as a technical advice on the qualification issue 
with respect to the plan provisions necessary to satisfy section 3 of Rev, Rul. 78-223. 

(2) The appropriate Determinations Office will be notified of the request. In order not to 
delay the processing of the request, all materials relating to the determination letter request 
will be forwarded by EP Technical to the Determinations Manager for consideration while the 
technical advice request is completed. 

(3) EP Te<.:hnical will consider both issues, If a waiver is to be granted and if EP Technical 
helieves that qualification of the plan is not adversely affected by the plan amendment, the 
mandatory technical advice memorandum will be issued to the Determinations Manager. The 
Determinations Manager must decide within 10 working days from the date of the technical 



When waiver request should be 
submitted 

SECTION 16. SECTION 401(h) 
AND § 420 DETERMINATION 
LETTERS 

Scope 

Required information for § 401(h) 
determination 

Required information for § 420 
determination 

advice memorandum either to furnish the applicant with the technical advice memorandum 
and with a favorable advance determination letter, or to ask for reconsideration of the technical 

advice memorandum. This request must be in writing. An initial written notice of intent to 
make this request may be submitted within to working days of the date of the technical advice 
memorandum and followed by a written request within 30 working days from the date of such 
written notice. If the Detenninations Manager does not ask for reconsideration of the technical 
advice memorandum within 10 working days, EP Technical will issue the waiver ruling. This 
ruling will not contain the caveat described in section 3.02 of Rev. Proc. 2004-15. 

.06 In the case of a plan other than a multiemployer plan, all waiver requests must be submit
ted to the Service no later than the 15th day of the third month following the close of the plan 
year for which the waiver is requested. The Service may not extend this statutory deadline. A 
request for a waiver with respect to a multiemployer plan generally must be submitted no later 
than the close of the plan ycar following the plan year for which the waiver is requested. 

In seeking a waiver with respect to a plan year that has not yet ended, the applicant may have 

difficulty in furnishing sufficient current evidence in support of the request. For this rcason it 
is generally advisable that such advance request be submitted no earlier than 180 days prior to 
the end of the plan year for which the waiver is requested. 

.01 This section provides procedures for requesting determination letters (i) with respect 
to whether the requirements of § 401(h) are satisfied in a plan with retiree medical benefit 
features and (ii) on plan language that permits, pursuant to § 420, the transfer of assets in a 
defined benefit plan to a health benefit account described in § 401(h) . 

. 02 EP Determinations will issue a determination letter that considers whether the rcquire
ments of § 401(h) are satisfied in a plan with retiree medical benefit features only if the plan 
sponsor's application includes, in addition to the application forms and any other material re
quired by this revenue procedure, a cover letter that requests consideration of § 401(h). The 
cover letter must specifically state that consideration is being requested with regard to § 401 (h) 
in addition to other matters under § 401(a) and must specifically state the location of plan pro
visions that satisfy the requirements of § 401 (h). Part I of the checklist in the Appendix of this 
revenue procedure may be used to identify the location ofrelevant plan provisions. Form 6406 
may not be used to request a determination letter that considers § 401 (h) . 

. 03 EP Determinations will consider the qualified status of plan language designed to com
ply with § 420 only if the plan sponsor requests such consideration in a cover letter. The cover 
letter must specifically state (i) whether consideration is being requested only with regard to 
§ 420, or (ii) whether consideration is being requested with regard to § 420 in addition to other 
matters under § 40 I (a). (If consideration of other matters under § 40 I (a) is being requested, 
the application forms and other material required by this revenue procedure must also be sub
mitted. Form 6406 may not be used for this purpose.) The cover letter must specifically state 
the location of plan provisions that satisfy each of the following requirements. Parts I and II 
of the checklist in the Appendix of this revenue procedure may be used to identify the location 

of relevant plan provisions. 

(l) The plan must include a health benefits account as described in § 401 (h). 

(2) The plan must provide that transfers shall be limited to transfers of "excess assets" as 

defined in § 420(e)(2). 

(3) The plan must provide that only one transfer may be made in a taxable year. However. 
for purposes of determining whether the rule in the preceding sentence is met, a plan may 
provide that a transfer will not be taken into account if it is a transfer that: 
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(a) Is made after the close of the taxable year preceding the employer's first taxable year 
beginning after December .31. 1990, and before the earlier of (i) the due date (including exten
SiClllS) for the filing of the return of tax for such preceding year, or (ii) the date such return is 
filed: and 

\h) Does not exceed the expenditures of the employer for lJualified current retiree health 
liabilities for such preceding taxable year. 

(4) The plan must provide that the amount transferred shall not exceed the amount which is 
reasonably estimated to be the amount the employer will payout (whether directly or through 
reimbursement) of the health benefit account during the taxahle year of the transfer for "qual
ified current retiree health liabilities," as defined in § 420(eH I). 

(5) The plan must provide that no transfer will be made after December .31, 20I.3. 

(6) The plan must provide that any assets transfen'ed, and any income allocable to such 
assets. shall be used only to pay qualified current retiree health liabilities for the taxable year 
of transfer. 

(7) The plan must provide that any amounts transferred to a health benefits account (and 
income attributable to such amounts) which are not used to pay qualified current retiree health 
liabilities shall be transferred back to the defined benefit portion of the plan. 

(8) The plan must provide that the amounts paid out of a health benefits account will be 
treated as paid first out of transferred assets and income attributable to those assets. 

(9) The plan must provide that the accrued pension henefits for participants and beneficiaries 
must hecome nonforfcitable as if the plan had terminated immediately prior to the transfer 
(or in the case of a participant who separated during the I-year period ending on the date of 
transfer immediately before such separation). In the case of a transfer described in § 420(b)(4) 
that relates to a prior year. the plan must provide that the accrucd benefit of a participant who 
separated from service during the taxable year to which such transfer relates will be recomputed 
and treated as nonforfeitable immediately before such separation. 

( 10) The plan must provide that a transfer will he permittcd only if each group health 
plan or arrangement under which health benefits are provided contains provisions satisfying 
* 420(c)(3). The plan must define "applicable employer cost". "cost maintenance period", 
and '"benefit maintenance period", as applicable. consistent with § 420(c)(3), as amended. If 
applicahle. the provisions of the plan must also reflect the transition rule in § 535(e)(2) of 
the Tax Relief Extension Act of 1999 (TREA '99). The plan may provide that § 420(c)(3) is 
satisfied separately with respect to individuals eligible for benefits under Title XVIII of the 
Social Security Act at any time during the taxable year and with rcspect to individuals not so 
eligible. 

(II) The plan must provide that transferred assets cannot be used for key employees (as 
defined in § 416(i)(1 )). 

PART II. INTERESTED PARTY NOTICE AND COMMENT 

SECTlO~ 17. WHAT RIGHTS 
TO NOTICE AND COMMENT 
00 INTERESTED PARTIES 
HAVE"? 

Rights of interested parties 
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.0 I Persons who qualify as interested parties under § 1.7476-1 (b), have the following rights: 

( I) To receive notice. in accordance with section 18 below. that an application for an advance 
determination will be filed regarding the qualification of plans described in §§ 401, 403(a). 409 
and/or 4975(e)(7): 

(2) To submit written comments with respect to the qualification of such plans to the Service; 



Comments by interested parties 

Requests for DOL to submit 
comments 

(3) To request the Department of Labor to submit a comment to the Service on behalf of the 
interested parties; and 

(4) To submit written comments to the Service on matters with respect to which the Depart
ment of Labor was requested to comment but declined. 

.02 Comments submitted by interested parties must be received by EP Determinations by 
the 45th day after the day on which the application for determination is received by EP Deter
minations. (However, see sections 17.03 and 17.04 for filing deadlines where the Department 
of Labor has been requested to comment.) Such comments must be in writing, signed by the 
interested parties or by an authorized representative of such parties (as provided in section 
9.02( II) of Rev. Proe. 2006-4), addressed to EP Determinations at the address in section 6.17. 
and contain the following information: 

(l) The names of the interested parties making the comments; 

(2) The name and taxpayer identification number of the applicant for a determination; 

(3) The name of the plan, the plan identification number, and the name of the plan admin
istrator; 

(4) Whether the parties submitting the comment are: 

(a) Employees eligible to participate under the plan, 

(b) Employees with accrued benefits under the plan, or former employees with vested ben
efits under the plan, 

(c) Beneficiaries of deceased former employees who are eligible to receive or are currently 
receiving benefits under the plan, 

(d) Employees not eligible to participate under the plan. 

(5) The specific matters raised by the interested parties on the question of whether the plan 
meets the requirements for qualification involving §§ 401 and 403(a), and how such matters 
relate to the interests of the parties making the comment; and 

(6) The address of the interested party submitting the comment (or if a comment is sub
mitted jointly by more than one party, the name and address of a designated representative) to 
which all correspondence, including a notice of the Service's final determination with respect 
to qualification. should be sent. (The address designated for notice by the Service will also 
be used by the Department of Labor in communicating with the parties submitting a request 
for comment.) The designated representative may be one of the interested parties submitting 
the comment or an authorized representative. If two or more interested parties submit a single 
comment and one person is not designated in the comment as the representative for receipt of 
correspondence, a notice of determination mailed to any interested party who submitted the 
comment shall be notice to all the interested parties who submitted the comment for purposes 
of § 7476(b)(5) of the Code . 

. 03 A request to the Department of Labor to submit to EP Determinations a comment pur
suant to section 3001(b)(2) of ERISA must be made in accordance with the following proce

dures. 

(I) The request must be received by the Department of Labor by the 25th day after the day 
the application for determination is received hy EP Determinations. However, if the parties 
requesting the Department to submit a comment wish to preserve the right to comment to EP 
Determinations in the event the Department declines to comment, the request must be received 
by the Department by the 15th day after the day the application for determination is received 
by EP Determinations. 
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Right to comment if DOL declines 
to comment 

Confidentiality of comments 

Availability of comments 

When comments are deemed 
made 
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(2) The request to the Department of Labor to submit a comment to EP Determinations 
must: 

(a) Be in writing: 

(h) Be signed as provided in section 17.02 above: 

(c) Contain the names of the interested parties requesting the Department to comment and 

the address of the interested party or designated representative to whom all correspondence 

with respect to the request should be sent. See also section 17.02(6) above: 

(d) Contain the information prescribed in section 17.02(2). (3). (4). (5) and (6) above: 

(e) Indicate that the application was or will be submitted to EP Determinations at the ad
dress in section 6.17: 

(0 Contain a statement of the specific matters upon which the Department's comment is 
sought. as well as how such matters relate to the interested parties making the request and 

(g) Be addressed as follows: 

Deputy Assistant Secretary 

Employee Benefits Security Administration 

U.S. Dcpartment of Labor 
200 Constitution Avenue. NW, 

Washington. DC 20210 
Attention: 3001 Comment Request 

.04 If a request dcscribed in 17.03 is made and the Department of Labor notifies the inter
ested parties making the request that it declines to comment on a matter concerning qualifi
cation of the plan which was raised in the request, the parties submitting the request may still 

submit a comment to EP Determinations on such mattcr. The comment must be received by 
the later of the 45th day after the day the application for determination is received by EP Deter
minations or the 15th day after the day on which notification is given by the Department that it 
declines to submit a comment on such matter. (See section 17.07 for the date of notification.) 

In no event may the comment be received later than thc 60th day after the day the application 
for determination was received. Such a comment must comply with the requirements of sec
tion 17.02 and include a statement that the comment is being submitted on matters raised in a 
request to the Department upon which the Department declined to comment. 

.05 For rules regarding the confidentiality of contents of written comments submitted by 
interested parties to the Service pursuant to section 17.02 or 17.04, see § 601.201(0)(5) of the 
Statement of Procedural Rules. 

.06 For rules regarding the availability to the applicant of copies of all comments on the 
application submitted pursuant to section 17.0 I (l). (2). (3) and (4) of this revenue procedure, 

see * 601.201(0)(5) of the Statement of Procedural Rules. 

.07 An application for an advance determination, a (;Omment to EP Determinations, or a 
requcst to the Department of Labor shall he deemed made when it is received by EP Determi
nations. or the Department. Notification by the Department that it declines to comment shall 
be deemed given when it is received by the interested party or designated representative. The 
notice described in section 18.01 below shall be deemed given when it is posted or sent to 
the person in the manner described in § 1.7476-2. In the case of an application, comment, 
request. notification. or notice that is sent by mail or a private delivery service that has been 
designated under § 7502(0, the date as of which it shall be deemed received will be determined 
under * 7502. However. if such an application, comment, request, notification, or notice is not 
received within a reasonable period from the date determined under § 7502. the immediately 

preceding sentence shall not apply. 



SECTION 18. WHAT ARE 
THE GENERAL RULES FOR 
NOTICE TO INTERESTED 
PARTIES? 

Notice to interested parties 

Time when notice must be given 

Content of notice 

.01 Notice that an application for an advance determination regarding the qualification of a 
plan that is described in §§ 401, 403(a), 409 and 4975(e)(7) and that is subject to § 410 is to be 
made must be given to all interested parties in the manner prescribed in § 1.7476-2(c) and in 
accordance with the requirements of this section. A notice to interested parties is deemed to be 
provided in a manner that satisfies § 1.7476-2(c) if the notice is delivered using an electronic 
medium under a system that satisfies the requirements of § 1 A02(fJ-l Q&A-5. 

.02 Notice must be given not less than 10 days nor more than 24 days prior to the day the 
application for a determination is made. If, however, an application is returned to the applicant 
for failure to adequately satisfy the notification requirements with respect to a particular group 
or class of interested parties, the applicant need not cause notice to be given to those groups or 
classes of interested parties with respect to which the notice requirement was already satisfied 
merely because, as a result of the resubmission of the application, the time limitations of this 
subsection would not be met. 

.03 The notice referred to in section 18.01 shall contain the following information: 

(I) A brief description identifying the class or classes of interested parties to whom the 
notice is addressed (e.g., all present employees of the employer, all present employees eligible 
to participate); 

(2) The name of the plan, the plan identification number, and the name of the plan admin
istrator; 

(3) The name and taxpayer identification number of the applicant for a determination; 

(4) That an application for a determination as to the qualified status of the plan is to be made 
to the Service at the address in section 6.17, and stating whether the application relates to an 
initial qualification, a plan amendment, termination, or a partial termination; 

(5) A description of the class of employees eligible to participate under the plan; 

(6) Whether or not the Service has issued a previous determination as to the qualified status 
of the plan; 

(7) A statement that any person to whom the notice is addressed is entitled to submit, or 
request the Department of Labor to submit, to EP Determinations. a comment on the question of 
whether the plan meets the requirements of § 40 I or 403(a); that two or more such persons may 
join in a single comment or request; and that if such persons request the Department of Labor to 
submit a comment and the Department of Labor declines to do so with respect to one or more 
matters raised in the request, the persons may still submit a comment to EP Determinations 
with respect to the matters on which the Department declines to comment. The Pension Benefit 
Guaranty Corporation (PBGC) may also submit comments. In every instance where there is 
either a final adverse termination or a distress termination, the Service formally notifies the 
PBGC for comments; 

(8) The specific dates by which a comment to EP Determinations or a request to the De
partment of Labor must be received in order to preserve the right of comment (see section 17 
above); 

(9) The number of interested parties needed in order for the Department of Lahor to com
ment; and 

(10) Except to the extent that the additional informational material required to he made 
available by sections 18.05 through 18.09 are included in the notice, a description of a reason
able procedure whereby such additional informational material will be available to interested 
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pal1ies (see section 18.04). (Examples of notices setting forth the abo\"t~ information. in a case 
in which the additional information required by secti~ns 18.05 through 18.09 will be made 
available at places accessible to the interested parties. are set forth in the Exhibit attached to 
this revenue procedure.) 

.04 The procedure referred to in section 18.03(10). wherebv the additional informational 
material required by sections 18.05 through 18.09 will (to the -extent not included in the no
tice) be made available to interested pal1ies, may consist of making such material available for 
inspection and copying by interested parties at a place or places reasonably accessible to such 
parties. or supplying such material by using a method of delivery or a combination thereof that 
is reasonably calculated to ensure that all interested parties will have access to the materials. 
provided such procedure is immediately available to all interested parties. is designed to sup
ply them with such additional informational material in time for them to pursue their rights 
within the time period prescribed, and is available until the earlier of: I) the filing of a plead
ing commencing a declaratory judgment action under § 7476 with respect to the qualification 
of the plan: or 2) the 92nd day after the day the notice of final determination is mailed to the 
applicant. Reasonable charges to interested parties for copying and/or mailing such additional 
informational material are permissible . 

. 05 Unless provided in the notice, or unless section 18.06 applies. there shall be made avail
able to interested parties under a procedure described in section 18.04: 

(l) An updated copy of the plan and the related trust agreement (if any); and 

(2) The application for determination. 

.06 If there would be less than 26 participants in the plan, as described in the application 
(including, as participants. former employees with vested benefits under the plan, beneficiaries 
of deceased former employees currently receiving benefits under the plan, and employees who 
would be eligible to participate upon making mandatory cmployee contributions, if any), then 
in lieu of making the materials described in section 18.05 available to interested parties who are 
not participants (as described above), there may be made available to such interested parties a 
document containing the following information: 

(1) A description of the plan's requirements respecting eligihility for participation and ben
efits and the plan's benefit formula; 

(2) A description of the provisions providing for nonforfeitable benefits; 

(3) A description of the circumstances which may result in ineligibility, or denial or loss of 
benefits; 

(4) A description of the source of financing of the plan and the identity of any organization 
through which benefits are provided; 

(5) A description of any optional forms of benefits described in § 411(d)(6) which have been 
reduced or eliminated by plan amendment: and 

(6) Any coverage schedule or other demonstration submitted with the application to show 
that the plan meets the requirements of §§ 401(a)(4) and 41O(b). 

However, once an interested party or designated representative receives a notice affinal deter
mination, the applicant must, upon request, make available to such interested party (whether or 
not the plan has less than 26 participants) an updated copy of the plan and related trust agree
ment (if any) and the application for determination. 

.07 Information of the type described in § 6104(a)(1)(0) should not be included in the appli
cation, plan, or related trust agreement submitted to the Service. Accordingly, such information 
should not be included in any of the material required by section) 8.05 or ) 8.06 to be available 
to interested parties. 



Availability of additional 
information to interested parties 

Availability of notice to interested 
parties 

.08 Unless provided in the notice. there shall be made available to interested parties under 
a procedure described in section 18.04. any additional document dealing with the application 
which is submitted by or for the applicant to the Service. or furnished by the Service to the ap
plicant: provided. however. if there would he less than 26 participants in the plan as describ~d 
in the application (including. as participants. former employees with vested bcnefits under the 
plan. beneficiaries of deceased former employees currently receiving benefits under the plan. 
and employees who would be eligible to participate upon making mandatory employee con
tributions, if any). such additional documents need not be made available to interested parties 
who are not participants (as described above) until they. or their designated representative. re
ceive a notice of final determination. The applicant may also withhold from such inspection 
and copying information described in § 6104(a)(l)(C) and (0) which may be contained in such 
additional documents. 

.09 Unless provided in the notice. there shall be made available to all interested parties under 
a procedure described in section 18.04 the material described in sections 17.02 through 17.07 
above. 

PART III. PROCESSING DETERMINATION LETTER REQUESTS 

SECTION 19. HOW DOES 
THE SERVICE HANDLE 
DETERMINATION LETTER 
REQUESTS? 

Oral advice 

Conferences 

Determination letter based solely 
on administrative record 

.0 I Oral advice. 

(I) The Service does not issue determination letters on oral requests. However. personnel 
in EP Determinations ordinarily will discuss with taxpayers or their rcpresentatives inquiries 
regarding: substantive tax issues: whether the Service will issue a determination letter on par
ticular issues: and questions rclating to procedural matters about submitting determination let
ter requests. Any discussion of substantive issues will be at the discretion of the Service on a 
time available basis, will not be binding on the Service. and cannot be relied upon as a basis 
of obtaining retroactive relief under the provisions of § 7805(b). A taxpayer may seek oral 
technical assistance from a taxpayer service representative when preparing a return or report. 
under established procedures. Oral advice is advisory only, and the Service is not bound to 
recognize it in the examination of the taxpayer's return. 

(2) The advice or assistance furnished, whether requested by personal appearance, tele
phone, or correspondence will be limited to general procedures, or will direct the inquirer to 
source material. such as pertinent Code provisions. regulations. revenue procedures, and rev
enue rulings that may aid the inquirer in resolving the question or problem . 

. 02 EP Determinations may grant a conference upon written request from a taxpayer or his 
representative, provided the request shows that a substantive plan, amendment, etc., has been 
developed for submission to the Service. but that special problems or issues are involved, and 
EP Determinations concludes that a conference would be warranted in the interest of facilitat
ing review and determination when the plan, etc., is formally submitted. See section 6.21 and 
6.22 regarding the right to a status conference on applications pending for at least 270 days. 

.03 Administrative Record: 

(1) In the case of a request for a determination letter, the determination of EP Determinations 
or the appeals office on the qualification or non-qualification of the retirement plan shall be 
hased solely upon the facts contained in the administrative record. The administrati ve record 
shall consist of the following: 

(a) The request for determination, the retirement plan and any related trust instrumenh. 
and any written modifications or amendments made by the applicant during the proceedings 
within the Service; 
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(b) All other documents submitted to the Ser\'ice by. or on behalf of. the applicant with 
respect to the request for determination: . 

(c\ All written correspondence between the Service and the applicant with respect to the 
request for determination and any other documents issued to the applicant from the Service: 

(d) All written comments submitted to the Service pursuant to sections 17.01(2), (3), and 
(4 \ abo\'e, and all correspondence relating to comments submitted between the Service and per
sons (including PBGC and the Department of Labor) submitting comments pursuant to sections 
1701(2). (3). and (4) above; and 

(e) In any case in which the Service makes an investigation regarding the facts as repre
sented or alleged by the applicant in the request for determination or in comments submitted 
pursuant to sections 17.01(2). (3), and (4) above, a copy of the official report of such investi
gation. 

(2) The administrative record shall be closed upon the earlier of the following events: 

(a) The date of mailing of a notice of final determination by the Service with respect to the 
application for determination; or 

(b) The filing of a petition with the United States Tax Court seeking a declaratory judgment 
with respect to the retirement plan. 

(3) Any oral representation or modification of the facts as represented or alleged in the ap
plication for determination or in a comment filed by an interested party, which is not reduced to 
writing shall not become a part of the administrative record and shall not be taken into account 
in the determination of the qualified status of the retirement plan by EP Determinations or the 
appeals office. 

.04 In the case of final determination. the notice of final determination: 

( 1) Shall be the letter issued by EP Determinations or the appeals office which states that 
the applicant's plan satisfies the qualification requirements of the Code. The favorable deter
mination letter will be sent by certified or registered mail where either an interested party. the 
Department of Labor, or the PBGC has commented on the application for determination. 

(2) Shall be the letter issued, by certified or registered mail, by EP Determinations or the 
appeals office subsequent to a letter of proposed determination. stating that the applicant's plan 
fails to satisfy the qualification requirements of the Code. 

.05 EP Determinations or the appeals office will send the notice of final determination to the 
applicant. to the interested parties who have previously submitted comments on the application 
to the Service (or to the persons designated by them to receive such notice). to the Department 
of Labor in the case of a comment submitted by the Department, and to PBGC if it has filed a 
comment. 

.01 For purposes of § 7476(b)(3), a petitioner shall be deemed to have exhausted the admin
istrative remedies available within the Service upon the completion of the steps described in 
sections 20.02. 20.m, 20.04, or 20.05 subject, however. to sections 20.06 and 20.07. If appli
cants, interested parties, or the PBGC do not complete the applicable steps described below, 
they will not have exhausted their respective available administrative remedies as required by 
~ 74 76(b )(3) and wilL thus, be precluded from seeking declaratory judgment under ~ 7476 ex
cept to the extent that section 20.05 or 20.08 applies . 

. 02 In the case of an applicant, with respect to any matter relating to the qualification of a 
plan. the steps referred to in section 20.01 are: 



Applicant's request for § 7805(b) 
relief 

Interested parties 

Deemed exhaustion of 
administrative remedies 

Service must act on appeal 

Service must act on § 7805(b) 
request 

(1) Filing a completed application with EP Determinations pursuant to this revenue proce
dure: 

(2) Complying with the requirements pertaining to notice to interested parties as set forth in 
this revenue procedure and ~ 1.7476-2 of the regulations: and, 

(3) Appealing to the appropriate appeals office pursuant to paragraph 601.201(0)(6) of the 
Statement of Procedural Rules, in the event a notice of proposed adverse determination is is
sued by EP Determinations. 

.03 Consideration of relief under § 7805(b) will be included as one of the applicant's steps 
in exhausting administrative rcmedies only if the applicant requests EP Determinations to seek 
technical advice from EP Technical on the applicability of such relief. The applicant's request 
must be made in writing according to the procedures for requesting technical advice (see sec
tion 19 of Rev. Proc. 2006-5). 

.04 In the case of an interested party or the PBGC, the steps referred to in section 20.01 arc, 
with respect to any matter relating to the qualification of the plan, submitting to EP Determina
tions a comment raising such matter in accordance with scction 17.01(2) above, or requesting 
the Department of Labor to submit to EP Determinations a comment with respect to such mat
ter in accordance with section 17.0 I (3) and, if the Department of Labor declines to comment, 
submitting the comment in accordance with section 17.01(4) above, so that it may be consid
ered by the Service through the administrative proccss. 

.05 An applicant, an interested party, or the PBGC shall in no event be deemed to have 
exhausted administrative remedies prior to the earlier of: 

(l) The completion of those steps applicable to cach as sct forth in sections 20.0 I, 20.02, 
20.03 or 20.04, which constitute their administrative remedies: or, 

(2) The expiration of the 270-day period described in § 7476(b)(3), which period shall be 
extended in a case where there has not been a completion of all the steps referred to in section 
20.02 and the Service has proceeded with due diligence in processing the application for de
termination . 

. 06 The step described in section 20.02(3) will not be considered completed until the Service 
has had a reasonable time to act upon the appeal. 

.07 Where the applicant has requested EP Determinations to seek technical advice on the 
applicability of § 7805(b) relief, the applicant's administrative remedies will not be considered 
exhausted until EP Technical has had a reasonable time to act upon the request for technical 
advice. 

Effect of technical advice request .08 The step described in section 20.02(3) will not be available or necessary with respect to 

SECTION 21. WHAT EFFECT 
WILL AN EMPLOYEE PLAN 
DETERMINATION LETTER 
HAVE? 

Scope of reliance on 
determination letter 

any issue on which technical advice has been obtained from EP Technical. 

.01 A determination letter issued pursuant to this revenue procedure contains only the opin
ion of the Service as to the qualification of the particular plan involving the provisions of §§ 401 
and 403(a) and the status of a related trust, if any, under § 50 I (a). Such a determination let
ter is based on the facts and demonstrations presented to the Service in connection with the 
application for the determination letter and may not be relied upon after a change in material 
fact or the effective date of a change in law, except as provided. The Service may determine, 
based on the application form, the extent of review of the plan document. Failure to disclose 
a material fact or misrepresentation of a material fact may adversely affect the reliance that 
would otherwise be obtained through the issuance by the Service of a favorable determination 
letter. Similarly, failure to accurately provide any of the information called for on any form 
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Effect of determination letter on 
minor plan amendment 

Sections 13 and 14 of Re\,. Proc. 
2006-4 applicable 

Effect of subsequent publication 
of revenue ruling, etc. 

Determination letter does not 
apply to taxability issues 

SECTION 22. EFFECT 
ON OTHER REVENUE 
PROCEDURES 

SECTION 23. EFFECTIVE 
DATE 

SECTION 24. PAPERWORK 
REDUCTION ACT 
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required by this revenue procedure may result in no reliance. Applicants are advised to retain 

copies of all demonstrations and supporting data submitted with their applications. Failure to 
do so may limit the scope of reliance . 

. 02 Determination letters issued on minor amendments to plans and trusts under this revenue 

procedure will merely exprcss an opinion whether the amendment. in and of itself. affects the 

existing status of the plan's qualification and the exempt status of the related trust. In no event 

should such a determination letter be construed as an opinion on the qualification of the plan 

as a whole and the exempt status of the related trust as a whole . 

. 03 Except as otherwise provided in this section, determination letters referred to in sections 
21.01 and 21.02 are governed, generally, by the provisions of sections 13 and 14 of Rev. Proc. 
2006-4 . 

. 04 The prior qualification of a plan as adopted by an employer will not be considered to be 

adversely affected by the publication of a revenue ruling, a revenue procedure, or an adminis

trative pronouncement within the meaning of § l.6661-3(b )(2) of the regulations where: 

(1) The plan was the subject of a favorable determination letter and the request for that lettcr 

contained no misstatement or omission of material facts; 

(2) The facts subsequently developed are not materially different from the facts on which 
the determination letter was based; 

(3) There has been no change in the applicable law; and 

(4) The employer that established the plan acted in good faith in reliance on the determina
tion letter. 

However, all such plans must be amended to comply with the published guidance for subse
quent years, in accordance with the rules set forth in Rev. Proc. 2005-66. See, in particular, 
Part II of that revenue procedure . 

. 05 While a favorable determination letter may serve as a basis for determining deductions 
for employer contributions thereunder, it is not to be taken as an indication that contributions 
are necessarily deductible as made. This latter determination can be made only upon an ex
amination of the employer's tax return, in accordance with the limitations, and subject to the 
conditions of, § 404. 

Rev. Proc. 2005-6 is superseded. 

This revenue procedure is effective January 3, 2006. 

The collections of information contained in this revenue procedure have been reviewed and 
approved by the Office of Management and Budget in accordance with the Paperwork Reduc
tion Act (44 U.S.c. 3507) under control number 1545-1520. 

An agency may not conduct or sponsor, and a person is not required to respond to, a collec
tion of information unless the collection of information displays a valid OMB control number. 

The collections of information in this revenue procedure are in sections 6.16, 6.18, 6.19, 
6.20,7.04, 13, 14, 15, 16, 19.02, and 21.04. This information is required to determine plan 
qualification. This information will be used to determine whether a plan is entitled to favor
able tax treatment. The collections of information are mandatory. The likely respondents are 

businesses or other for-profit institutions. 

The estimated total annual reporting and/or recordkeeping burden is 163.186 hours. 



DRAFTING INFORMATION 

The estimated annual burden per respondentlrecordkeepcr varies from I hour to 40 hours, 
depending on individual circumstances, with an estimated average of 2.02 hours. The esti
mated number of respondents and/or recordkeepers is 80,763. 

The estimated annual frequency of responses (used for reporting requirements only) is once 
every three years. 

Books or records relating to a collection of information must be retained as long as their 
contents may become material in the administration of any internal revenue law. Generally tax 
returns and tax return information are confidential, as required by 26 U.S.c. 6103. 

The principal author of this revenue procedure is Ingrid Grinde of the Employee Plans, 
Tax Exempt and Government Entities Division. For further information regarding this rev
enue procedure, please contact the Employee Plans' taxpayer assistance telephone service at 
1-877-829-5500 (a toJ1-free number), between the hours of 8:00 a.m. and 6:30 p.m. Eastern 
Time, Monday through Friday. Ms. Grinde may be reached at 1-202-283-9888 (not a toll-free 
number). 

2006-1 C.B. 237 



EXHIBIT: SAMPLE NOTICE 
TO INTERESTED PARTIES 

The Exhibit set forth below, may be used to satisfy the requirements of section 18 of this 
revenue procedure. 

EXHIBIT: SAMPLE NOTICE TO INTERESTED PARTIES 

l. Notice To: _________________ [describe class or classes of interested parties] 

An application is to be made to the Internal Revenue Service for an advance determination on the qualification of the following 
employee pension benefit plan: 

2. 

(name of plan) 

3. 

(plan number) 

4. 

(name and address of applicant) 

s. 
(applicant EIN) 

6. 

(name and address of plan administrator) 

7. The application will be filed on for an advance determination as to whether the plan meets 
thc qualification requirements of § 401 or 403(a) of the Internal Revenue Code of 1986, with respect to the plan's 
----_____________ [initial qualification, amendment, termination, or partial termination]. 

The application will be filed with: 

EP Determinations 
Internal Revenue Service 
P.O. Box 192 
Covington. KY 41012-0192 

8. The employees eligible to participate under the plan are: 

9. The Internal Revenue Service ___________ [has/has not] previously issued a determination letter with 
respect to the qualification of this plan. 

RIGHTS OF INTERESTED PARTIES 

10. You have the right to submit to EP Determinations, at the above address, either individually or jointly with other interested 
parties. your comments as to whether this plan meets the qualification requirements of the Internal Revenue Code. 

You may instead. individually or jointly with other interested parties, request the Department of Labor to submit, on your 
behalf, comments to EP Determinations regarding qualification of the plan. If the Department declines to comment on all 
or some of the matters you raise, you may, individually, or jointly if your request was made to the Department jointly, 
submit your comments on these matters directly to EP Determinations. 
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REQUESTS FOR COMMENTS BY THE DEPARTMENT OF LABOR 

11. The Department of Labor may not comment on behalf of interested parties unless requested to do so by the lesser of 10 
employees or 10 percent of the employees who qualify as interested parties. The number of persons needed for the 
Department to comment with respect to this plan is . If you request the Department to 
comment. your request must be in writing and must specify the matters upon which comments are requested. and must 
also include: 

(1) the information contained in items 2 through 5 of this Notice; and 

(2) the number of persons needed for the Department to comment. 

A request to the Department to comment should be addressed as follows: 

Deputy Assistant Secretary 
Employee Benefits Security Administration 
ATTN: 3001 Comment Request 
U.S. Department of Labor 
200 Constitution Avenue. NW 
Washington. DC 20210 

COMMENTS TO THE INTERNAL REVENUE SERVICE 

12. Comments submitted by you to EP Determinations must be in writing and received by it by __________ _ 
However, if there are matters that you request the Department of Labor to comment upon on your behalf, and the Department 
declines, you may submit comments on these matters to EP Determinations to be received by it within 15 days from the 
time the Department notifies you that it will not comment on a particular matter, or by __________ _ 
whichever is later. but not after . A request to the Department to comment on your behalf 
must be received by it by if you wish to preserve your right to comment on a matter upon 
which the Department declines to comment. or by if you wish to waive that right. 

ADDITIONAL INFORMATION 

13. Detailed instructions regarding the requirements for notification of interested parties may be found in sections 17 and 18 of 
Rev. Proc. 2006-6. Additional information concerning this application (including, where applicable, an updated copy of 
the plan and related trust; the application for determination; any additional documents dealing with the application that 
have submitted to the Service; and copies of section 17 of Rev. Proc. 2006-6 are available at __________ _ 
during the hours of for inspection and copying. (There is a nominal charge for copying 
andlor mailing.) 

2006-1 C.B. 239 



APPENDIX 

Checklist As part of a § 401(h) or § 420 detennination letter request described in section 16 of this revenue procedure the 

following checklist may be completed and attached to the detennination letter request. If the request relates to § 40 I (h) 

but not to § 420, complete Part I only. If the request relates to § 420, complete Parts I and II 

PART I 

I. Does the Plan contain a medical benefits account within the meaning of 

§ 40 I (h) of the Code? If the medical benefits account is a new provision, 

items "a" through "h" should be completed. 

a. Does the medical benefits account specify the medical benefits 

that will be available and contain provisions for determining the 

amount that will be paid? 

b. 

c. 

d. 

e. 

f. 

g. 

h. 

PART II 

Does the medical benefits account specify who will benefit? 

Does the medical benefits account indicate that such benefits, 

when added to any life insurance protection in the Plan, will be 

subordinate to retirement benefits? (This requirement will not 

be satisfied unless the amount of actual contributions to provide 

§ 401(h) benefits (when added to actual contributions for life 

insurance protection under the Plan) does not exceed 25 percent of 

the total actual contributions to the Plan (other than contributions 

to fund past service credits), detennined on an aggregate basis 

since the inception of the § 401(h) arrangement.) 

Does the medical benefits account maintain separate accounts with 
respect to contributions to key employees (as defined in § 416(i)( I) 

of the Code) to fund such benefits? 

Does the medical benefits account state that amounts contributed 

must be reasonable and ascertainable? 

Does the medical benefits account provide for the impossibility 

of divcrsion prior to satisfaction of liabilities (other than item "7" 
below)? 

Does the medical benefits account provide for reversion upon sat
isfaction of al\ liabilities (other than item "7" below)? 

Does the medical benefits account provide that forfeitures must be 

applied as soon as possible to reduce employer contributions to 
fund the medical benefits? 

Does the Plan limit transfers to "Excess Assets" a, defined in § 420(e)(2) 
of the Codc? 
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CIRCLE SECTION 

Yes No 

Yes No 

Yes No 

Yes No 

Yes No 

Yes No 

Yes No 

Yes No 

Yes No 

Yes No 



3. Does the Plan provide that only one transfer may be made in a taxable Yes :'-J'o 
year (except \'lith regard to transfers relating to prior years pursuant to 
§ 420(b)( 4) of the Code)? 

4. Does the Plan provide that the amount transfelTed shall not exceed the Yes No 
amount reasonably estimated to be paid for qualified current retiree health 
liabilities? 

5. Does the Plan provide that no transfer will be made after December 31. Yes No 
2013'1 

6. Does the Plan provide that transferred assets and income attributable to such Yes No 
assets shall be used only to pay qualified current retiree health liabilities for 
the taxable year of transfer? 

7. Does the Plan provide that any amounts transferred (plus income) that are Yes No 
not used to pay qualified current retiree health liabilities shall be transferred 
back to the defined benefit portion of the Plan? 

8. Does the Plan provide that amounts paid out of a health benefits account Yes No 
will be treated as paid first out of transferred assets and income attributable 
to those assets? 

9. Does the Plan provide that participants' accrued benefits become nonfor- Yes No 
feitable on a termination basis (i) immediately prior to transfer, or (ii) in 
the case of a participant who separated within I year before the transfer, 
immediately before such separation? 

10. In the case of transfers described in § 420(b)( 4) of the Code relating to Yes No 
1990, does the Plan provide that benefits will be recomputed and become 
nonforfeitable for participants who separated from service in such prior 
year as described in § 420(c)(2)? 

11. Does the Plan provide that transfers will be permitted only if each group Yes No 
health plan or arrangement contains provisions satisfying § 420(c)(3) of the 
Code, as amended? 

12. Does the Plan define "applicable employer cost", "cost maintenance Yes No 
period" and" benefit maintenance period", as needed, consistently with 
§ 420(c)(3) of the Code, as amended? 

13. Do the Plan's provisions reflect the transition rule in section 535(c)(2) of Yes No 
TREA '99, if applicable? 

14. Does the Plan provide that transferred assets cannot be used for key em- Yes No 
ployees? 
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Rev. Proc. 2006-7 

SECTION 1. PURPOSE AND NATURE 

OF CHANGES 

.0 1 Thi~ revenue proccdure updates 
Rn. Proc. 2005-7. 2005-1 C.B. 240. 
by providing a current list of those areas 
of the Internal Revenue Code under the 
jurisdiction of the Associate Chief Coun
sel (International) relating to matters on 
which the Internal Revenue Scrvice will 
not issue letter rulings or determination 
letters. 

.02 Changes 
(1) Section 4.0 l( 6) dealing with the in

come of foreign governments and interna
tional organizations has been clarified to 
provide that the areas under section 892 
of the Code to which the IRS will not or
dinarily issue letter rulings applies to any 
underlying issue related to the determina
tion of whether income derived by a for
eign government or international organiza
tion from sources within the United States 
is excluded from gross income and exempt 
from taxation. 

(2) Section 4.01(7) dealing with the 
compensation of employees of foreign 
governments and international organiza
tions has been clarified to provide that the 
areas under section R93 of the Code to 
which the IRS will not ordinarily issue let
ter rulings applies to any underlying issue 
related to the determination of whether 
wages, fees, or salary of an employee of 
a foreign government or international or
ganization is excluded from gross income 
and exempt from taxation. 

SECTION 2. BACKGROUND AND 
SCOPE OF APPLICATION 

.0 I Background 
In the interest of sound tax administra

tion, the Service answers inquiries from in
dividuals and organizations rcgarding their 
status for tax purposes and the tax effects 
of their acts or transactions before the fil
ing of returns or reports that are required 
by the Internal Revenue Code. There arc. 
howner. areas where the Service will not 
issue letter rulings or determination let
ters. either because the issues are inher
ently factual or for other reasons. These 

242 2006-1 C.B. 

arcas are set forth in sections 3 and 4 of 
this revenue procedure. 

Section 3 lists areas in which letter rul
ings and determination letters will not be 
issued under any circumstances. 

Section 4 lists areas in which they will 
not ordinarily be issued; in these areas, 
uniquc and compelling reasons may jus
tify issuing a letter ruling or determination 
letter. A taxpayer who plans to request a 
letter ruling or determination letter in an 
area described in Section 4 should con
tact (by telephone or in writing) the Office 
of Associate Chief Counsel (International) 
(hereinafter "the Office") prior to making 
such request and discuss with the Office 
the unique and compelling reasons that the 
taxpayer believes justify issuing such letter 
ruling or determination letter. While not 
required, a written submission is encour
aged since it will enable Office personnel 
to arrive more quickly at an understand
ing of the unique facts of each case. A 
taxpayer who contacts the Office by tele
phone may be requested to provide a writ
ten submission. The Service may provide 
a general information letter in response to 
inquiries in areas on either list. 

These lists are not all-inclusive. Fu
ture revenue procedures may add or delete 
items. The Service may also decline to 
rule on an individual case for reasons pe
culiar to that case, and such decision will 
not be announced in the Internal Revenue 
Bulletin. 

.02 Scope of Application 
This revenue procedure does not pre

clude the submission of requests for tech
nical advice to the Office from other of
fices of the Service. 

SECTION 3. AREAS IN WHICH 
RULING OR DETERMINATION 
LETTERS WILL NOT BE ISSUED 

.0 I Specific Questions and Problems 
(I) Section 861.- Income from 

Sources Within the United States.-A 
method for determining the source of a 
pension payment to a nonresident alien in
dividual from a trust under a defined ben
efit plan that is qualified under ~ 401(a) 
if the proposed method is inconsistent 
with §§ 4.0 1.4.02, and 4.03 of Rev. Proc. 
2004-37,2004-1 c.B. 1099. 

(2) Section 862.- Income from 
Sources Without the United States. 
A method for determining the source 

of a pension payment to a 11l11lI'csident 
alien indi\idual from a tru~t under a de
fincd henefit plan that is qualified under 
§ 40 I (a) if the proposed method is il.lcon
sistcnt with §§ ... LOt. 4.112. and ... l.(U 01 Rev. 
Proc. 2004-37.2004-1 C.B. IOl)l). 

(3) Section X71(g).- Special Rules for 
Original Issue Discount. - Whether a 
dcbt instrument having original Issue dis
count within the meaning of § 12n is 
not an original issue discount obligation 
within the meaning of § 871(g)(I)(B)(i) 
when the instrument is payablc I R3 days or 
less from the date of original issue (without 
regard to the period held by the taxpayer). 

(4) Section 894.- Income Affected by 
Treaty.- Whether a person that is a res
ident of a foreign country and derives in
come from the United States is entitled to 
benefits under the United States income 
tax treaty with that foreign country pur
suant to the limitation on benefits article. 
However. the Service may rule regarding 
the legal interpretation of a particular pro
vision within the relevant limitation on 
benefits article. 

(5) Section 954.- Foreign Base Com
pany Income.- The effective rate of tax 
that a foreign country will impose on in
come. 

(6) Section 1503(d).- Dual Consoli
dated Loss.- Whether the conditions un
der the regulations for excepting a net op
erating loss of a dual resident corporation 
from the definition of a dual consolidated 
loss, or for rebutting the presumption that 
an event constitutes a triggering event for 
purposes of § 1.I503-2(g)(2)(iii)(B), arc 
satisfied. 

(7) Section 770 I (b ).-Definition 
of Resident Alien and Nonresident 
Alien.-Whether an alien individual is 
a nonresident of the United States. in
cluding whether the individual has met 
the requirements of the substantial pres
ence test or exceptions to the substantial 
presence test. However, the Service may 
rule regarding the legal intcrpretation of 
a particular provision of * 7701 (b) or the 
regulations thereunder. 

.02 General Areas. 
(1) The prospective application of the 

estate tax to the property or the estate of 
a living person, except that rulings may 
be issued on any international issues in a 
ruling request accepted pUNlant to * 5.06 
of Rev. Proc. 2006-1. 



(2) Whether reasonable cause exists un
der Subtitle F (Procedure and Administra
tion) of the Code. 

(3) Whether a proposed transaction 
would subject a taxpayer to criminal 
penalties. 

(4) Any area where the ruling request 
does not comply with the requirements of 
Rev. Proc. 2006-1. 

(5) Any area where the same issue is the 
subject of the taxpayer's pending request 
for competent authority assistance under a 
United States tax treaty. 

(6) A "comfort" ruling will not be is
sued with respect to an issue that is clearly 
and adequately addressed by statute, reg
ulations. decisions of a court, tax treaties, 
revenue rulings, or revenue procedures ab
sent extraordinary circumstances (e.g., a 
request for a ruling required by a govern
mental regulatory authority in order to ef
fectuate the transaction.) 

(7) Any frivolous issue, as that term is 
defined in§ 6.10 of Rev. Proc. 2006-1. 

SECTION 4. AREAS IN WHICH 
RULING OR DETERMINATION 
LETTERS WILL NOT ORDINARILY 
BE ISSUED 

.01 Specific Questions and Problems 
(1) Section 367(a).- Transfers of Prop

erty from the United States.- Whether 
an oil or gas working interest is trans
ferred from the United States for use in 
the active conduct of a trade or business 
for purposes of § 367(a)(3): and whether 
any other property is so transferred, where 
the determination requires extensive fac
tual inquiry. 

(2) Section 367(b).- Other Trans
fers.- Whether a foreign corporation is 
considered a corporation for purposes of 
any nonrecognition provision listed in 
§ 367(b), and related issues, unles~ the 
ruling request presents a significant legal 
issue or subchapter C rulings are requested 
in the context of reorganizations or liqui
dations involving foreign corporations. 

(3) Section 864.- Definitions and 
Special Rules.- Whether a taxpayer is 
engaged in a trade or business within 
the United States, and whether income 
is effectively connected with the con
duct of a tradc or business within the 
United States; whether an instrument is 
a security as defined in § 1.864-2(c)(2); 
whether a taxpayer effects transactions in 

the United States in stocks or secuntles 
under § 1.864-2(c)(2); whether an instru
ment or item is a commodity as defined 
in § 1.864-2(d)(3); and for purposes of 
§ 1.864-2(d)(1) and (2), whether a com
modity is of a kind customarily dealt in on 
an organized commodity exchange, and 
whether a transaction is of a kind custom
arily consummated at such place. 

(4) Section 871.- Tax on Nonresident 
Alien Individuals.- Whether the income 
earned on contracts that do not qualify as 
annuities or life insurance contracts be
cause of the limitations imposed by § 72(s) 
and § 7702(a) is portfolio interest as de
fined in § 871(h). 

(5) Section 881.- Tax on Income of 
Foreign Corporations Not Connected with 
United States Business.- Whether the 
income earned on contracts that do not 
qualify as annuities or life insurance con
tract~ because of the limitations imposed 
by § 72(s) and § 7702(a) is portfolio inter
est as defined in § 881(c). 

(6) Section 892.- Income of Foreign 
Governments and of International Organ i
zations.- Whether income derived by for
eign governments and international orga
nizations from sources within the United 
States is excluded from gross income and 
exempt from taxation and any underlying 
issue related to that determination. 

(7) Section 893.- Compensation of 
Employees of Foreign Governments and 
International Organizations.- Whether 
wages, fees, or salary of an employee of a 
foreign government or of an international 
organization recei ved as compensation for 
official services to such government or in
ternational organization is excluded from 
gross income and exempt from taxation 
and any underlying issue related to that 
determ i nation. 

(8) Section 894. - Income Affected by 
Treaty. - Whether the income received 
by an individual in respect of services ren
dered to a foreign government or a politi
cal subdivision or a local authority thereof 
is exempt from federal income tax or with
holding under any of the United States in
come tax treaties which contain provisions 
applicable to such individuals. 

(9) Section 894.- Income Affected by 
Treaty.- Whether a taxpayer has a perma
nent establishment in the United States for 
purposes of any United States income tax 
treaty and whether income is attributable 

to a permanent establishment in the United 
States. 

(10) Section S94.- Income Affected 
by Treaty.- Whether certain persons will 
be considered liable to tax under the laws 
of a foreign country for purposes of deter
mining if such persons are residents within 
the meaning of any United States income 
tax treaty. But see Rev. Rul. 2000-59, 
2000-2 C.B. 593. 

( 11) Section 894.- Income Affected 
by Trcaty.-Whether the income received 
by a nonresident alien student or trainee 
for services performed for a university 
or other educational institution is exempt 
from federal income tax or withholding 
under any of the United States income tax 
treaties which contain provisions applica
ble to such nonresident alien students or 
trainees. 

(12) Section 894.- Income Affected 
by Treaty.-Whether the income received 
by a nonresident alien performing research 
or teaching as personal services for a uni
versity, hospital or other research institu
tion is exempt from federal income tax or 
withholding under any of the United States 
income tax treaties which contain provi
sions applicable to such nonresident alien 
teachers or researchers. 

(13) Section 894.- Income Affected 
by Treaty.- Whether a foreign recipient 
of payments made by a United States per
son is ineligible to receive the benefits of 
a United States tax treaty under the prin
ciples of Rev. Rul. 89-110, 1989-2 C.B. 
275. 

(14) Section 894.- Income Affected 
by Treaty.- Whether a recipient of pay
ments is or has been a resident of a coun
try for purposes of any United States tax 
treaty. Pursuant to § 1.884-5(f), however, 
the Service may rule whether a corporation 
representing that it is a resident of a coun
try is a qualified resident thereof for pur
poses of § 884. 

(15) Section 894.- Income Affected 
by Treaty.- Whether an entity is treated as 
fiscally transparent by a foreign jurisdic
tion for purposes of § 894(c) and the regu
lations thereunder. 

( 16) Section 901.- Taxes of Foreign 
Countries and of Possessions of United 
States.- Whether a foreign levy meets 
the requirements of a creditable tax under 
§ 901. 

(17) Section 901.- Taxes of Foreign 
Countries and of Possessions of United 
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States.- Whether a person claiming a 
credit has established. based on all of 
the relevant facts and circumstances. the 
amount (if any) paid by a dual capacity 
taxpayer under a qualifying: levy that is not 
paid in exchange for a specific economic 
benefit. See ~ 1.901-2A(c)(2). 

(18) Section 903.- Credit for Taxes in 
Lieu of Income. Etc., Taxes.- Whether a 
foreign levy meets the requirements of a 
creditable tax under ~ 903. 

(19) Sections 927(a)(Repealed), 
936(h)(5), 943(a), 954(d), 993(c).- Man
ufactured Product.- Whether a product is 
manufactured or produced for purposes of 
* 927(a), ~ 936(h)(5). * 943(a), ~ 954(d), 
and § 993(c). 

(20) Section 936.- Puerto Rico and 
Possession Tax Credit.- What constitutes 
a substantial line of business. 

(21) Section 956.- Investment of 
Earnings in United States Property.
Whether a pledge of the stock of a con
trolled foreign corporation is an indirect 
pledge of the assets of that corporation. 
See § 1.956-2(c)(2). 

(22) Section 985.- Functional Cur
rency.- Whether a currency is the func
tional currency of a qualified business 
unit. 

(23) Section 989(a).- Qualified Busi
ness Unit.-Whethcr a unit of the tax
payer's trade or business is a qualified 
husiness unit. 

(24) Section 1058.- Transfers of Se
curities under Certain Agreements.
Whether the amount of any payment de
scribed in § I 058(b )(2) or the amount of 
any other payment made in connection 
with a transfer of securities described in 
§ 1058 is from sources within or with
out the United States; the character of 
such amounts; and whether the amounts 
constitute a particular kind of income for 
purposes of any United States income tax 
treaty. 

(25) Section 1503(d).-Dual 
Consolidated Loss.-Whether an 
event presumptively constitutes 
a triggering event for purposes of 
§ 1.1503-2(g)(2)(iii)(A)(I}-(7), apart 
from possible rcbuttal of the presump
tion under § 1.I503-2(g)(2)(iii)(B). See 
§ 3.01(6), Rev. Proc. 2006-7. 

(26) Section 2501.- Imposition of 
Tax.- Whether a partnership interest 
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is intangible property for purposes of 
§ 2501(a)(2) (dealing with transfers of 
intangible property by a nonresident not a 
citizen of the United States). 

(27) Section 7701.- Definitions.
Whether an estate or trust is a foreign 
estate or trust for federal income tax pur
poses. 

(28) Section 7701.- Definitions.
Whether an intermediate entity is a conduit 
entity under ~ 1.881-3(a)(4); whether a 
transaction is a financing transaction under 
§ 1.881-3(a)(ii); whether the participation 
of an intermediate entity in a financing 
arrangement is pursuant to a tax avoidance 
plan under § 1.881-3(b); whether an inter
mediate entity performs significant financ
ing activities under § 1.881-3(b)(3)(ii); 
whether an unrelated intermediate entity 
would not have participated in a financing 
arrangement on substantially the same 
terrns under § 1.881-3(c). 

.02 General Areas 
(I) Whether a taxpayer has a business 

purpose for a transaction or arrangement. 
(2) Whether a taxpayer uses a correct 

North American Industry Classification 
System (NAICS) code or Standard Indus
trial Classification (SIC) code. 

(3) Any transaction or series of trans
actions that is designed to achieve a differ
ent tax consequence or classification under 
U.S. tax law (including tax treaties) and 
the tax law of a foreign country, where the 
results of that different tax consequence 
or classification are inconsistent with the 
purposes of U.S. tax law (including tax 
treaties ). 

(4)(a) Situations where a taxpayer or a 
related party is domiciled or organized in a 
foreign jurisdiction with which the United 
States does not have an effective mecha
nism for obtaining tax information with re
spect to civil tax examinations and crim
inal tax investigations, which would pre
clude the Service from obtaining informa
tion located in such jurisdiction that is rel
evant to the analysis or examination of the 
tax issues involved in the ruling request. 

(b) The provisions of subsection 
4.02( 4)( a) above shall not apply if the 
taxpayer or affected related party (i) con
sents to the disclosure of all relevant 
information requested by the Service in 
processing the ruling request or in the 
course of an examination to verify the 

accuracy of the representations made and 
to otherwise analyze or examine the tax 
issues imol\'ed in the ruling request. and 
(ii) waives all claims to protection of bank 
or commercial secrecy laws in the foreign 
jurisdiction with respect to the information 
requested by the Service. In the event the 
taxpayer's or related party's consent to 
disclose relevant information or to waive 
protection of bank or commercial secrecy 
is determined by the Service to be inef
fective or of no force and effect. then the 
Service may retroactively rescind any rul
ing rendered in reliance on such consent. 

(5) The federal tax consequences of 
proposed federal. state, local, municipal, 
or foreign legislation. 

(6)(a) Situations involving the interpre
tation of foreign law or foreign documents. 
The interpretation of a foreign law or for
eign document means making a judgment 
about the import or effect of the foreign 
law or document that goes beyond its plain 
meanmg. 

(b) The Service, at its discretion, may 
consider rulings that involve the interpre
tation of foreign laws or foreign docu
ments. In these cases, the Service may re
quest information in addition to that listed 
in §§ 7.01(2)(b) and (c) of Rev. Proc. 
2006-1, including a discussion of the im
plications of any authority believed to in
terpret the foreign law or foreign docu
ment, such as pending legislation, treaties, 
court decisions, notices or administrative 
decisions. 

SECTION 5. EFFECT ON OTHER 
REVENUE PROCEDURE 

Rev. Proc. 2005-7 is superseded. 

SECTION 6. EFFECTIVE DATE 

This revenue procedure is effective Jan
uary 3, 2006. 

SECTION 7. DRAFTING 
INFORMATION 

This revenue procedure was compiled 
by Gerard Traficanti of the Office of As
sociate Chief Counsel (International). For 
further information about this revenue pro
cedure, please contact Mr. Traficanti at 
(202) 622-3619 (not a toll-free number). 
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SECTION 1. PURPOSE 

This revenue procedure provides guid

ance for complying with the user fee 

program of the Internal Revenue Servicc 

as it pcrtains to requests for letter rulings. 

determination letters. etc .. on matters un

der the jurisdiction of the Commissioner. 

Tax Exempt and Government Entities Di

vision: and requests for administrative 

scrutiny detenninations under Rev. Proc. 

93-41, 1993-2 C.B. 536. 

SECTION 2. CHANGES 

.0 I 111 general. This revenue procedure 

is a general update of Rev. Proc. 2005-11. 

2005-1 I.R.B. 243 ( including revisions to 

section 7 and the Appendix to reflect rev

enue procedures published by Employee 

Plans during 2005. 

.02 The dollar amounts for various user 
fees have been increased to more accu

rately reflect actual costs to the Service. To 

assist taxpayers and practitioners. the ef
fective date of these user fee increases is 

delayed until February I, 2006 or July I. 
2006. and the data reflecting user fees have 

been adjusted to reflect different effective 
dates. 

SECTION 3. BACKGROUND 

.0 I Legislation authori-;:ing user fees. 
Section 7528 was added to the Code by 
section 202 of the Temporary Assistance 

for Needy Families Block Grant Program. 

Pub. L. No. 108-89. and was extended 
to September 30.2014, by section 690 of 

the American Jobs Creation Act of 2004. 

Pub. L. No. 108-357. Section 7528 of the 
Code directs the Secretary of the Treasury 
or delegate (the "Secretary") to establish a 

program requiring the payment of user fees 

for requests to the Service for letter rul
ings. opinion letters. determination letters. 

and similar requests. The fees charged un
der the program (I) are to vary according 

to categories or subcategories established 

by the Secretary: (2) are to be determined 
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after taking into account the average time 

for. and difficulty of. complying with re

quests in each category and subcategory: 

and (3) are payable in advance. Section 

7528(b )(3) directs the Secretary to provide 

for exemptions and reduced fecs under the 

program as the Secretary determines to be 

appropriate, but the average fee applicable 

to each category may not be less than the 

amount specified in § 7528 . 

. 02 Related revenue procedures. Thc 

various revenue procedures that require 

payment of a user fee, or an administra

tive scrutiny determination user fee are 

described in the appendix to this revenue 

procedure. 

SECTION 4. SCOPE 

.01 Requests to which user fees apply. 
In general, lIser fees apply to all requests 

for letter rulings. opinion letters, determi

nation letters. and advisory letters submit

ted by or on behalf of taxpayers, sponsor
ing organizations or other entities as de

scribed in this revenue procedure. Fur

ther, administrative scrutiny detennination 

user fees, described in Rev. Proc. 93-41, 

are collected through the lIser fee program 

described in this revenue procedure. Re

quests to which a user fee or an administra
tive scrutiny determination user fee is ap

plicable must be accompanied by the ap

propriate fee as determined from the fee 
schedule set forth in section 6 of this rev

enue procedure. The fee may be refunded 

in limited circumstances as set forth in sec
tion 10. 

.02 Requests and uther actions that do 
not require the payment of a user fee. 

Actions which do not require the pay
ment of a user fee include the following: 

( I) Requests for information letters as 

defined in Rev. Proc. 2006-4, page 132, 

this Bulletin. 
(2) Elections pertaining to automatic 

extensions of time under § 301.9100-1 of 
the Procedure and Administration regula

tions. 

(3) Use of forms which are not to be 

filed with the Service. For example. no 

user fee is required in connection with 

the use of Form 5305, Traditional Indi
I'idual Retirement Trust Accoullt. or Form 

5305-A. Traditional Individual Retire

ment Custodial Account. in order to adopt 

an individual retirement account under 
§ 408(a). 

(4) In general, plan amendments 

whercby sponsors amend their plans by 

adopting, word-for-word, the model lan

guage contained in a revenue procedure 

which states that the amendment should 

not be submitted to the Service and that 

the Service will not issuc new opinion, 

advisory, ruling or determination letters 

for plans that are amended solely to add 

the model language. 

(5) Change in accounting period or ac

counting method pennitted by a published 

revenue procedure that permits an auto

matic change without prior approval of the 

Commissioner. 

(6) Compliance and Correction Fees. 
Compliance fees and compliance cor

rection fees under the Employee Plans 

Compliance Resolution System are not 

described in this procedure because they 

are compliance fees or compliance cor

rection fccs and not user fees. For further 

guidance, please see Rev. Proc. 2003-44, 

2003-1 C.B. 1051. 

.03 Exemptions from the user fee re
quirements. The following exemptions ap

ply to the user fee requirements. These are 
the only exemptions that apply: 

(I) Departments, agencies. or instru
mentalities of the United States that cer
tify that they are seeking a letter ruling. 

determination letter. opinion letter or simi
lar letter on behalf of a program or activity 
funded by federal appropriations. The fact 
that a user fee is not charged has no bear
ing on whcther an applicant is treated as 
an agency or instrumentality of the United 
States for purposes of any provision of the 
Code except for § 7528. 



(2) Requests as to whether a worker 
is an employee for federal employment 
taxes and federal income tax withhold
ing purposes (chapters 21, 22, 23, and 24 
of subtitle C of the Code) submitted on 
Form SS-8, Determination of Worker Sta
tus for Purposes of Federal Employment 

SECTION 5. DEFINITIONS 

Taxes and Income Tax Withholding, or its 
equivalent. Such a request may be submit
ted in connection with an application for a 
determination on the qualification of a plan 
when it is necessary to determine whether 
an employer-employee relationship exists. 
See section 6.14 of Rev. Proc. 2006-6, 

page 204, this Bulletin. In that case, al
though no user fee applies to the request 
submitted on Form SS-8, the applicable 
user fee must be paid in connection with 
the application for determination on the 
plan's qualification. 

The following terms used in this revenue procedure are defined in the pertinent revenue procedures referred to below, which are 
described in the appendix: 

Administrative scrutiny determination 

Adoption agreement 

Advisory letter 

Basic plan document 

Determination letter 

Dual-purpose IRA 

Group exemption letter 

Information letter 

Letter ruling 

Mass submitter 

Mass submitter plan 

Master plan 

Minor modification 

Opinion letter 

Prototype plan 

Roth IRA 

SIMPLE IRA 

SIMPLE IRA Plan 

Plan Sponsor 

Sponsoring organization 

Staggered Remedial Amendment Period 

Volume submitter lead specimen plan 

Volume submitter plan 

Volume submitter specimen plan 

Word-for-word identical adoption 

Rev. Proc. 93-41 

Rev. Proc. 2005-16 

Rev. Procs. 2005-16, 2006-6 

Rev. Proc. 2005-16 

Rev. Procs. 90-27, 2006-4 

Rev. Proc. 98-59 

Rev. Proc. 80-27 

Rev. Proc. 2006-4 

Rev. Proc. 2006-4 

Rev. Proc. 87-50, Rev. Proc. 2005-16 

Rev. Proc. 2005-16 

Rev. Proc. 2005-16 

Rev. Procs. 87-50,2005-16 

Rev. Procs. 2005-16,2006-4 

Rev. Proc. 2005-16 

Rev. Proc. 98-59 

Rev. Proc. 97-29 

Rev. Proc. 97-29 

Rev. Proc. 2005-16 

Rev. Proc~. 87-50, Rev. Proc. 2005-16 

Rev. Proc. 2005-66 

Rev. Proc. 2005-16 

Rev. Proc. 2005-16 

Rev. Proc. 2005-16 

Rev. Procs. 87-50,2005-16 
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SECTION 6. FEE SCHEDULE 

The amount of the user fee payable with respect to each category or subcategory of submission is as set forth in the following 
schedule. 

CATEGORY 

EMPLOYEE PLANS USER FEES 

.01 Letter ruling requests. 

(I) Computation of exclusion for annuitant under § 72 

(2) Change in plan year (Form 5308) 

(3) Certain waivers of 60-day rollover period 

(a) Rollover less than $50,000 

(b) Rollover equal to or greater than $50,000 and less than 
$100,000 

(c) Rollover equal to or greater than $100,000 

Note: No user fee is required if the requested change is permitted to be made 
pursuant to the procedure for automatic approval set forth in Rev. Proc. 
87-27, 1987-1 c.B. 769. In such a case, Form 5308 should not be submitted 
to the Service. 

(4) Change in funding method 

(5) Letter ruling under Rev. Proc. 90-49, 1990-2 C.B. 620 

(6) Approval to become a nonbank trustee (see § 1 A08-2(e) of the 
Income Tax Regulations) 

(7) Letter ruling involving the determination of the account limit under 
§ 419A(c) 

(8) Waiver of minimum funding standard or excise tax (§ 412(d), 4971(b) 
or 4971 (f): 

(a) Waiver of $1,000,000 or more 

(b) Waiver of less than $1,000,000 

(9) Individually designed simplified employee pension (SEP) 

(10) All other letter rulings 

Reduced fees, or augmented fee, applicable to all other letter rulings 
(which will not be available after 1/3112006): 

User fees for requests 
postmarked before 
2/112006 

$95 

$145 

$95 

not applicable 

not applicable 

not applicable 

$560 

$340 

$3,665 

$2,570 

$5,415 

$2,290 

$2,570 

$2,570 

(a) Letter ruling requests by or on behalf of eligible $625 
retirement plans (within the meaning of § 402(c)(8)(B» with 
assets of less than $250,000 
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User fee for requests 
postmarked on or 
after 2/112006 

$380 

$380 

not available 

$500 

$1,500 

$3,000 

$2,800 

$2,800 

$14,500 

$14,500 

$13,000 

$6,100 

$9,000 

$9,000 

not available 



(b) Letter ruling requests from U.S. citizens and resident 
alien individuals, domestic trusts, and domestic estates 
whose "total income" as reported on their federal income tax 
return (as amended) filed for a full (12 months) taxable year 
ending before the date the request is filed, plus any interest 
income not subject to tax under § 103 (interest on state and 
local bonds) for that period, is less than $250,000 

Note: The reduced fee applies to a married individual if the comhined gross 
income of the applicant and the applicant" s spouse is less than $250,000. The 
gross incomes of the applicant and the applicant's spouse are not combined, 
however, if the applicant is legally separated from his or her spouse and the 
spouses do not file a joint income tax return with each other. In the case of 
a letter ruling request from a domestic estate or trust that, at the time the 
request is filed, has not filed an income tax return for a full taxable year, the 
reduced fee will be applicable if the decedent's or (in the case of an individual 
grantor) the grantor's total income as reported on the last return filed for a full 
taxable year ending before the date of death or the date of the transfer, taking 
into account any additions required to be made to total income described in 
this subparagraph, is less than $250,000. 

(c) Letter ruling requests from organizations exempt from 
income tax under "Subchapter F-Exempt Organizations" 
with gross receipts of less than $250,000 

Note: An organization exempt from income tax under Subchapter F must 
certify in its request for a letter ruling that its gross receipts for the last full 
taxable year before the request was filed were less than $250,000. 

$625 

$625 

(d) In situations in which a taxpayer requests substantially $210 
identical letter rulings for multiple entities with a common 
member or sponsor, or for multiple members of a common 
entity, each additional letter ruling request after the $2,570 
fee or the $625 reduced fee, as applicable, has been paid for 
the first letter ruling request. 

(e) In situations in which a taxpayer requests a single letter $210 
ruling involving substantially identical issues of fact and law 
with respect to multiple members of a common entity, for 
each additional entity after the $2,570 fee or $625 reduced 
fee, as applicable, has been paid for the first entity . 

. 02 Requests for certain administrative exemptions. 

Requests for administrativc cxemptions for participant-directed transactions $2,570 
that are in compliance with the regulations under § 404( c) of the Employee 
Retirement Income Security Act of 1974 (ERISA) hut may result in prohibited 
transactions under § 4975 

.03 Administrative scrutiny determinations with respect to separate lines 
of business. 

(l) For the first separate line of husiness for which a determination is $4,915 
requested 

(2) For each additional separate line of business for which a determination $1,580 
is requested 

.04 Opinion letters 011 prototype individual retirement accollnts and/or 
annuities, simpl(fied employee pensions, SIMPLE IRAs. SIMPLE IRA Plans. 
and Roth IRAs. 

not available 

not available 

not available 

not available 

$2,570 

$4,915 

$1,580 
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(I) Mass submission of a prototype IRA, SEP, SIMPLE IRA, SIMPLE $1 JOO 
IRA Plan, or Roth IRA, per plan document, new or amended 

(2) Sponsoring organization's non mass suhmission of prototype IRA, $480 
SEP, SIMPLE IRA, SIMPLE IRA Plan, or Roth IRA, per plan document 

(3) Sponsoring organization's word-for-word identical adoption of mass $125 
submitter's prototype IRA, SEP, SIMPLE IRA, SIMPLE IRA Plan, or 

Roth IRA, per plan document or an amendment thereof 

Note: If a mass submitter submits, in any 12-month period ending January 31, 
more than 300 applications un behalf of word-for-word adopters of prototype 
IRAs with respect to a particular plan document. only the first 300 such 
applications will be subject to the fee: no fee will apply to those in excess of 
the first 300 such applications submitted within the 12-month period. 

(4) Sponsoring organization's word-for-word identical adoption of 
mass submitter's prototype dual-purpose IRA, per plan document or an 
amendment thereof 

Note: If a mass submitter submits, in any 12-month period ending January 31, 
more than 300 applications on behalf of word-for-word adopters of prototype 
dual-purpose IRAs with respect to a particular plan document, only the first 
300 such applications will be subject to the fee; no fee will apply to those in 
excess of the first 300 such applications submitted within the 12-month period, 

$125 

(5) Sponsoring organization's minor modification of mass submitter's $335 
prototype IRA, SEP, SIMPLE IRA, SIMPLE IRA Plan, or Roth IRA, per 
plan document 

(6) Sponsoring organization', minor modification of mass submitter's 
prototype dual-purpose IRA, per plan document 

(7) Opinion letters on dual-purpose (combined traditional and Roth) 
IRAs: 

(a) Mass submission of a prototype dual-purpose IRA, per 
plan document. new or amended 

(b) Sponsoring organization's nonmass submission of 
prototype dual-purpose IRA, per plan document 

.05 Opinion letters Oil ma~ter alld prolotype plalls. 

(I) Mass submitter M & P plan, per basic plan document. new or 
amended, with one adoption agreement 

(2) Nonmass submission (new or amended) by M & P sponsor, per 
adoption agreement 

(3) Mass submitter M & P plan, per each additional adoption agreement 

(4) Sponsor's minor modification of M & P mass submitter's plan 
document, per adoption agreement 

(5) M & P mass submitter's request for an advisory letter with respect 
to the addition of optional provisions following issuance of a favorable 
opinion letter (see scction 12.cl31 (c) of Rev. Proc. 2005-16), per basic 
plan document (regardless of the number of adoption agreements) 
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$675 

$2,570 

$990 

User fee for applications 
postmarked before 
711/2006 

$3,665 

$2,195 

$480 

$280 

$595 

$3,000 

$3,000 

$200 

$200 

$750 

$750 

$4,500 

$4,500 

User fee for 
applications 
postmarked on or 
after 71112006 

$9,000 

$9,000 

$650 

$650 

$650 



(6) M & P mass submitter's addition of new adoption agreements after 
the basic plan document and associated adoption agreements have been 
approved, per adoption agreement 

Note 1: Mass submitters that arc sponsors in their own right are liable for 
this fee. 

Note 2: If a mass submitter submits, in any 12-month period ending January 
31, more than 300 applications on behalf of word-for-word adopters with 
respect to a particular adoption agreement, only the first 300 such applications 
will be subject to the fee; no fee will apply to those in excess of the first 300 
such applications submitted within the l2-month period. 

$480 

(7) Sponsor's word-for-word identical adoption of M & P mass $125 
submitter's basic plan document (or an amendment thereof), per adoption 
agreement 

(8) Assumption of sponsorship of an approved M & P plan, without any $280 
amendment to the plan document, by a new entity, as evidenced by a 
change of employer identification number 

(9) Mass submitter or sponsor per trust document in excess of 10 not applicable 

.06 Advisory letters on volume submitter plans. 

(l) Volume submitter specimen plans $1,500 

(2) Volume Submitter lead specimen plan $3,000 

(3) Volume submitter spccimen plan that is word-for-word identical to a $100 
lead specimen plan 

.07 Determination letters 

(1) If the plan is intended to satisfy a design-based or nondesign-based 
safe harbor, or if the applicant is not electing to receive a determination 
with respect to any of the general tests, and the applicant is not electing to 
receive a determination with respect to the average benefit test: 

(a) Form 5300 (Application for Determination for Employee $700 
Benefit Plan) 

(b) Form 5310 (Application for Determinution Jor $225 
Terminating Plan) 

(c) Form 5307 (Application for Determination for Adopters $125 
of Master of Prototype or Volume Submitter Plans) 

(d) Form 6406 (Short Form Application for Determination $125 
for Minor Amendment of Employee Benefit Plan) 

(e) Multiple employer plans (Form 5300): 

(i) 2 to 10 Forms 5300 $700 

(ii) 11 to 99 Forms 5300 $1,400 

(iii) 100 to 499 Forms 5300 $2,800 

(iv) Over 499 Forms 5300 $5,600 

$650 

$200 

$200 

$650 

$9,000 

$9,000 

$200 

$1,000 

$1,000 

$300 

$300 

$1,500 

$1,500 

$10,000 

$10,000 
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Note: In the case of a multiple employer plan that is adopted by other 
employers after the initial submission, the fee would be the same as in 
paragraph (I) above. If only one employer adopts the plan in any subsequent 
year. the fee would be S700 on January I, 2006, and $1,000 on or after July 

I. 2006. 

(f) Multiple employer plans (Form 5310): 

(i) 2 to 10 employers 

(ii) II to 99 employers 

(iii) 100 to 499 employers 

(iv) Over 499 employers 

(2) If the applicant is electing to receive a determination with respect to 
the average benefit test and/or any of the general tests: 

$225 

$450 

$900 

$1,800 

(a) Form 5300 (Application for Determination for Employee $1,250 
Benefit Plan) 

(b) Form 5310 (Application for Determination for $375 
TennillalillR Plan) 

(c) Form 5307 (Application for Determination for Adopters $1,000 
of Master or Prototype or Volume Submitter Plans) 

(d) Multiple employer plans (Form 5300): 

(i) 2 to 10 Forms 5300 $1,250 

(ii) II to 99 Forms 5300 $2,000 

(iii) 100 to 499 Forms 5300 $3,500 

(iv) Over 499 Forms 5300 $6,500 

Note: In the case of a multiple employer plan that is adopted by other 
employers after the initial submission, the fee would be the same as in 
paragraph (2) above. If only one employer adopts the plan in any subsequent 
year, the fee would be $1,250 on or before June 30, 2006, and $1,800 on 
or after July I, 2006. 

( e) Multiple employer plans (Form 5310): 

(i) 2 to 10 employers 

(iii II to 99 employers 

(iii) 100 to 499 employers 

(i v) Over 499 employers 

(3) Group trusts contemplated by Rev. Rul. 81-100, 1981-1 C.B. 326, 
and Rev. Rul. 2004-67, 2004-2 C.B. 28. 

EXEMPT ORGANIZATIONS USER FEES 

.()iI Letter rulings. 

$375 

$600 

$1,000 

$2,000 

$750 

User fee in effect for 
requests postmarked 
before 2/1/2006 

( I ) Applications with respect to change in accounting period (Form 1128) $155 

Note: No user fee is charged if the procedure described in Rev. Proc. 85-58, 
1985-2 C.S. NO. is used hy timely filing the appropriate information return, 
or if the procedure described in Rev. Proc. 76-10, 1976-1 C.B. 548, for 
()J'gani7Jtion, with group exemptions is followed. 
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$1,500 

$1,500 

$10,000 

$10,000 

$1,800 

$1,800 

$1,000 

$2,300 

$2,300 

$15,000 

$15,000 

$2,300 

$2,300 

$15,000 

$15,000 

$750 

User fee in effect for 
requests postmarked 
on or after 2/l/2006 

$350 



(2) Applications with respect to change in accounting method (Form 
3115) 

Note: No user fee is charged if the method described in Rev. Proc. 2002-9, 
2002-1 C.B. 327, is used. Taxpayers complying timely with Rev. Proc. 
2002-9 will be deemed to have obtained the consent of the Commissioner of 
Internal Revenue to change their method of accounting. 

$155 

(3) Request for approval of a qualified subsidiary related to a § 501(c)(25) $620 
organization. 

(4) All other letter rulings 

Reduced fees applicable to all other letter rulings thru 1/3112006: 

(a) Organizations with gross receipts less than $250,000 

Note: An exempt organization seeking a reduced fee (which will not be 
available after 1/31/2006) must certify in the letter ruling request that its 
gross receipts for the last taxable year before the request is filed were less 
than $250,000. 

(b) Letter ruling requests from U.S. citizens and resident 
alien individuals, domestic trusts, and domestic estates 
whose "total income" as reported on their federal income tax 
return (as amended) filed for a full (12 months) taxable year 
ending before the date the request is filed, plus any interest 
income not subject to tax under § 103 (interest on state and 
local bonds) for that period, is less than $250,000 

Note: The reduced fee applies to a married individual if the combined gross 
income of the applicant and the applicant's spouse is less than $250,000. The 
gross incomes of thc applicant and the applicant's spouse arc not combined, 
however, if the applicant is legally separated from his or her spouse and the 
spouses do not file ajoint income tax return with each other. In the case of 
a letter ruling request from a domestic estate or trust that, at the time the 
request is filed, has not filed an income tax return for a full taxable year, the 
reduced fee will be applicable if the decedent's or (in the case of an individual 
grantor) the grantor's total income as reported on the last return filed for a full 
taxable year ending before the date of death or the date of the transfer, taking 
into account any additions required to be made to total income described in 
this subparagraph. is less than $250,000. 

$2,570 

$625 

$625 

(c) Letter ruling requests in which a taxpayer requests $210 
substantially identical letter rulings for multiple entities with 
a common member or activity, or multiple members of a 
common entity, each additional letter ruling request after the 
$2,570 fee or the $625 reduced fee, as applicable, has been 
paid for the first letter ruling request 

.09 Determination letters and requests for group exemption letters User fee in effect for 
applications postmarked 
before 7/112006 

$275 

$900 

$8,700 

not available 

not available 

not available 

User fee in effect 
for applications 
postmarked on or 
after 7/112006 
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( II Initial application for exemption under ~ 50 I or § 521 from $150 
organizations (other than pension. profit-sharing. and stock bonus plans 
de~criheu in ~ -10 II that have hau annual gross receipts averaging not 
more than $10.000 uuring the preceuing four years. or new organizations 
that anticipate grm.~ receiph averaging not more than $10.000 during 
their rir~t fum year, 

Note: Organi/ation~ seeking thi, reuuceu fee must sign a certification with 
their application that the receipts are or will be not more than the indicated 
amounh. 

(21 Initial application fl)r exempt status from organizations otherwisc $500 
lbcrihed in paragraph ( I) of this section 6.09 whose actual or anticipated 
gross receipts exceed the $10.000 average annually 

l\ote: If an organizatioll that i, already recognized as exempt under ~ 501(c) 
seeks reclassification unuer another subparagraph of § 501 (c), a new user 
ke \\i II he chargeu whether or not a new application is required. An 
aLldit jonal fee applies to organizations that seek recognition of exemption 
unLler ~ 50l(c)(-I) (unless requestcd at the time of the § 501(c)(3) application) 
for a period for whieh they do not qualify for exemption under § 501(c)(3) 
because their application was filed late and they do not qualify for relief 
under ~ 301.9100-1. 

(3) Group exemption letters 

Note: An additional fee under ( 1) or (2) ahove is required when a central 
organizatioll submits an initial application for exemption with its request 
for a group exemption letter. 

(-I) Canadian registered charities 

In accordance with the income tax treaty hetween the United States and 
Canaua, Canadian registered charities are automatically recognized as exempt 
under ~ 50 I( c)(3) without filing an application for exemption. For details, 
see Notice 99-47, 1999-2 C.B. 391. Therefore. no user fee is required when 
a Canadian registered charity submits all or part of a Form 1023 or other 
written request to be listed in Publication 78, or for a determination on its 
private founuatioll status . 

. 10 SUIIII/WI'\" or Exempt Orgalli;:.atioll fees 

$500 

none 

$300 

$750 

$900 

none 

This tahle summarizes the various types of exempt organization issues, indicates the office of jurisdiction for each type, and 
lists the applicable user fee. Reduced fees may be applicable in certain instances. 

ISSUE 

Accounting method change., 

.~l·l'tllll1ting penod changes 

Qualified suhsidiaries of ~ SO\(c)(25) organizations 

Section 507 terminations - advance ruling under 
~ 507(hl( I) or (2) 

Scctilll151-llh)(3) Neighhorhood Land Use Rule 

Scction -I9-1J(c)(7) c\tcnsions of disposal perinu 
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TECHNICAL OFFICE USER FEE 

User fee in effect User fee in effect 
for requests for requests 
postmarked before postmarked on 
2/1/2006 or after 2/1/2006 

$155 $275 

$155 $350 

$620 $900 

$2,570 $8,700 

None None 

$2,570 $8,700 



ISSUE 

Application for recognition of exemption 

Reduced fee described in section 6.09(1) 

Advance ruling period inquiries 

DETERMINATIONS OFFICE 

Confirmation of exemption (to replace lost exempt 
status letter, and to reflect name and address 
changes) 

Reclassification of private foundation status 

Regulations § 30 1.9100 relief in connection with 
applications for recognition of exemption 

Section 507 terminations - notice under § 507(b)( 1) 
or (2) 

Section 4940(d) exempt operating foundation status 

Section 4942(g)(2) set asides - advance approval 

Section 4945 advance approval of organization's 
grant making procedures 

Section 4945(f) advance approval of voter 
registration activities 

Section 6033 annual information return filing 
requirements 

Unusual grants to certain organizations under 
§§ 170(b)(l)(A)(vi) and 509(a)(2) 

SECTION 7. MAILING ADDRESS 
FOR REQUESTING LETTER 
RULINGS, DETERMINATION 
LETTERS, ETC. 

Internal Revenue Service 
Attention: EP Opinion Letter 
P.O. Box 27063 
McPherson Station 
Washington, DC 20038 

.01 Matters handled by EP or EO Tech
nical. Requests should be mailed to the ap
propriate address set forth in this section 
7.01. 

(3) Employee plans administrative 
scrutiny determinatiolls under Rev. Proc. 
93-41: 

(1) Employee plans letter rulings under 
Rev. Procs. 79-62, 87-50, 90-49, 94-42, 
2000-41,2004-15.2004-44 or 2006-4: 

Internal Revenue Service 
Attention: EP Letter Rulings 
P.O. Box 27063 
McPherson Station 
Washington, DC 20038 

(2) Employee plans opinion letters Ull
der Rev. Procs. 87-50, 97-29, and 98-59: 

Internal Revenue Service 
Attention: Administrative Scrutiny 
P.O. Box 27063 
McPherson Station 
Washington, DC 20038 

(4) Exempt organizations letter rulillRs: 

Internal Revenue Service 
Attention: EO Letter Rulings 
P.O. Box 27720 
McPherson Station 
Washington, DC 20038 

USER FEE 

User fee for 
applications 
postmarked before 
7/1/2006 

User fee for 
applications 
postmarked on 
or after 7/112006 

$500 

$150 

$750 

$300 

None 

None 

None 

None 

None 

None 

None 

None 

None 

None 

None 

Note: Hand delivered requests must be 
marked RULING REQUEST SUBMIS
SION. The delivery should be made: 

To the following address between the 
hours of 8:30 a.m. and 4:00 p.m.; where 
a receipt will be given: 

Courier's Desk 
Internal Revenue Service 
Attention: SE:T:EP [or SE:T:EO] 
1111 Constitution Avenue, NW - PE 
Washington, DC 20224 

.02 Matters handled by EP or EO 
Determinations. The following types of 
requests and applications are handled by 
the EP or EO Determinations Office and 
should be sent to the Internal Revenue 
Service Center in Covington, Kentucky. 
at the address shown below: requests for 
determination letters. opinion \etters, and 
volume submitter advisory letters on the 
qualified status or form of employee plans 
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under ~~ 4(JL 403(al. or 409. and the 
exempt ,tatus of any related trust under 
~ 50 l: applications for recognition of tax 
exemption on Form 1023. Form 1024 and 
Form I 02~: and other applications for 
recllgnition of qualification or exemption. 

The addn:" is: 

Internal Ren:nue Service 
P.O. Box 192 
Cmington. KY 41012-0192 

Applications shipped by Express Mail 
or a delivery service should be sent to: 

Internal Revenue Service 
2() I West Rivercenter Bhd. 
Attn: Extracting Stop 312 
Covington. KY 41011 

SECTION 8. REQUESTS 
INVOLVING Ml;LTIPLE OFFICES, 
FEE CATEGORIES, ISSUES, 
TRANSACTIONS. OR ENTITIES 

.0 I Requests il1l'Oll'illg several offices. 
If a request dealing with only one transac
tion ilwolves more than one of the offices 
within Headquarters (for example. one 
Issue IS under the jurisdiction of the As
sociate Chief Counsel (Income Tax & 
Accounting) and another issue is under 
the Jurisdiction of thc Commissioncr, Tax 
Exempt and Government Entities Divi
sion). only one fee applies, namely the 
highest fee that otherwise would apply 
to each of the offices involvcd. Sce Rev. 
Proc. 2006-1. this Bulletin, for the user 
fees applicable to issues under the juris
diction of the Associate Chief Counsel 
(Corporate). the Associate Chief Counsel 
(Financial Institutions & Products), the 
Assoclatc Chief Counsel (Income Tax & 
Accounting). the Associate Chief Coun
sel (Passthroughs & Special Industries). 
the Associate Chief Counsel (Procedure 
and Administration). thc Associate Chief 
CDunsel (International) or the Division 
Counsell Associate Chief Counsel (Tax 
E'(empt and Governmcnt Entities). 

,()2 Requcst.1 il1m/\'illg seI'cralfcc cate
gories, If a reque,t dealing with only one 
transaction involves more than one fee cat
egory. only one fee applies. namely the 
hi!!hest ke that otherwise would apply to 
each of the categories involved. 

.OJ RCI/lIe,111 im'o{I'ing ,I('\'eral iSS1/l's. If 
a requl'\! dealing Il'ith only one transaction 
ill\oill'\ 'cleral issue\. or a request for a 
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change in accounting method dealing with 
only one item or sub-method of aceountino 

~ 

involves several issues, or a request for a 
change in accounting period dealing with 
only one item involves several issues. the 
request is treated as one request. There
fore. only one fee applies. namely the fee 
that applies to the particular category or 
subcategory involved. The addition of a 
new issue relating to the same transaction 
will not result in an additional fee. unless 
the issue places the transaction in a higher 
fee category. 

.04 Requests illvoll'inf? sel'eral un
related transactions. If a request in
volves several unrelated transactions, 
or a request for a change in accounting 
method involves several unrelated items 
or sub-methods of accounting, or a request 
for a change in accounting period involves 
several unrelated items, each transaction 
or item is treated as a separate request. 
As a result, a separate fee will apply for 
each unrelated transaction or item. An 
additional fee will apply if the request is 
changed by the addition of an unrelated 
transaction or item not contained in the 
initial submission. 

. 05 Requests for separate letter rulings 
for several entities. Each entity involved 
in a transaction (for example, an exempt 
hospital reorganization) that desires a sep
arate letter ruling in its own name must pay 
a separate fcc rcgardlcss of whcthcr the 
transaction or transactions may be viewed 
as related. In certain situations, however, a 
reduced fee may be charged. See sections 
6.0 I (10) and 6.08(4) of this revenue pro
cedure. 

SECTION 9. PAYMENT OF FEE 

.Ol Method of payment. Each request 
to the Service for a letter ruling, detenni
nation letter, opinion letter, etc., must be 
accompanied by a check or money order, 
payable to the United States Treasury, in 
the appropriate amount. Taxpayers should 
not send cash. 

.02 Transmittal fonns. Fonn 8717, 
User Fee for Employee Plan Detennina
tioll Letter Request, and Form 8718, User 
Fee fin Erempt Organi;:.ation Determi
nation Letter Request, are intended to be 
used as attachments to certain determi
nation letter, opinion letter and advisory 
letter applications. Space is reserved for 
the attachment of the applicable user fee 

check or money order. No ,imilar form 
has been designed to be used III connection 
with re4uests~for letter rulIngs or adminis

trative scrutiny determinations. 
.03 Efjl'ct of I IIII1IJil\'1II ('II 1 or !,a."lIIent of 

incorrect (//1101IIIt. It will he the general 
practice of the Service that: 

( I) The respective offices within the 
Service that are responsible for issuing let
ter rulings, determination letters, etc., will 
exercise discretion in deciding whether to 
immediately return submissions that are 
not accompanied by a properly completed 
eheck or money order or that are accom
panied by a check or money order for less 
than the correct amount. In those instances 
where the submission is not immediately 
returned, the requester will be contacted 
and given a reasonable amount of time to 
submit the proper fee. If the proper fee is 
not received within a reasonable amount of 
time, the entire submission will then be re
turned. However, the respective offices of 
the Service, in their discretion, may defer 
substantive consideration of a submission 
until proper payment has been received. 

(2) An application for a detennination 
letter will not be returned merely because 
Fonn 8717 or Fonn 8718 was not attached . 

(3) The return of a submission to the 
requester may adversely affect substantive 
rights if the submission is not perfected 
and resubmitted to the Service within 30 
days of the date of the cover letter return
ing the submission. Examples of this are: 
(a) where an application for a detennina
tion letter is submitted prior to the expi
ration of the remedial amendment period 
under § 401 (b) and is returned because no 
user fee was attached, the submission will 
be timely if it is resubmitted by the expi
ration of the remedial amendment period 
or, if later, within 30 days after the appli
cation was returned; and (b) where an ap
plication for exemption under § 501(c)(3) 
is submitted before expiration of the pe
riod provided by § 1.508-1(a)(2) and is re
turned because no user fee was attached, 
the submission will be timely if it is re
submitted before expiration of the period 
provided by § 1.508-1(a)(2) or within 30 
days, whichever is later. 

(4) If a check or money order is for 
more than the correct amount, the submis
sion will be accepted and the amount of the 
excess payment will be returned to the re
quester. 



SECTION 10. REFUNDS 

.01 General rule. In general, the fee 
will not be refunded unless the Service de
clines to rule on all issues for which a rul
ing is requested. In the case of a request for 
a letter ruling, if the case has been closed 
by the Service because essential informa
tion has not been submitted timely, the re
quest may be reopened and treated as a 
new request, but the taxpayer must pay an
other user fee before the case can be re
opened. See section 11.04(5) of Rev. Proc. 
2006--4, page 132, this Bulletin. 

.02 Examples. 
(I) The following are examples of situa

tions in which the fee will not be refunded: 

(a) The request for a letter ruling, de
termination letter, etc., is withdrawn at any 
time subscquent to its receipt by the Ser
vice, unless the only reason for withdrawal 
is that the Service has advised the requester 
that a higher user fee than was sent with 
the request is applicable and the requester 
is unwilling to pay the higher fee. For ex
ample, no fee will be refunded where the 
taxpayer has been advised that a proposed 
adverse ruling is contemplated and subse
quently withdraws its submission. 

(b) The request is procedurally defi
cient, although accompanied by the proper 
fee and is not timely perfected by the re
quester. When there is a failure to timely 
perfect the request, the case will be consid
ered closed and the failure to perfect will 
be treated as a withdrawal for purposes of 
this revenue procedure. 

(c) A letter ruling, determination let
ter, etc., is revoked in whole or in part at 
the initiative of the Service. The fee paid 
at the time the original letter ruling, deter
mination letter, etc., was requested will not 
be refunded. 

(d) The request contains several issues 
and the Service rules on some, but not all, 
of the issues. The highest fee applicable to 
the issues on which the Service rules will 
not be refunded. 

(e) The taxpayer asserts that a letter 
ruling the taxpayer received covering a 

single issue is enoneous or not responsive 
(other than an issue on which the Service 
has declined to rule) and requests recon
sideration. The Service, upon reconsider
ation, does not agree that the letter ruling 
is enoneous or is not responsive. The fee 
accompanying the request for reconsidera
tion will not be refunded. 

(f) The situation is the same as de
scribed in subparagraph (e) of this section 
I 0.02( I) except that the letter ruling cov
ered several unrelated transactions. The 
Service, upon reconsideration, does not 
agree with the taxpayer that the letter rul
ing is erroneous or is not responsive for all 
of the transactions, but does agree that it 
is erroneous as to one transaction. The fee 
accompanying the request for reconsidera
tion will not be refunded except to the ex
tent applicable to the transaction for which 
the Service agrees the letter ruling was in 
error. 

(g) The request is for a supplemental 
letter ruling, determination letter, etc., con
cerning a change in facts (whether signifi
cant or not) relating to the transaction ruled 
on. 

(h) The request is for reconsideration 
of an adverse or partially adverse letter rul
ing or a final adverse determination letter, 
and the taxpayer submits arguments and 
authorities not submitted before the origi
nalletter ruling or determination letter was 
issued. 

(2) The following are examples of situ
ations in which the fee will be refunded: 

(a) In a situation to which section 
10.02(1 )(h) of this revenue procedure 
does not apply, the taxpayer asserts that 
a letter ruling the taxpayer received cov
ering a single issue is elToneous or is not 
responsive (other than an issue on which 
the Service declined to rule) and requests 
reconsideration. The Service agrees, upon 
reconsideration, that the letter ruling is 
erroneous or is not responsive. The fee 
accompanying the taxpayer's request for 
reconsideration will be refunded. 

(b) In a situation to which section 
10.02(1 )(h) of this revenue procedure 

doe~ not apply, the requester requests a 
supplemental letter ruling, detennination 
letter, etc .. to correct a mistake that the 
Service agrees it made in the original let
ter ruling. determination letter. etc., such 
as a mistake in the statement of facts or 
in the citation of a Code section. Once 
the Service agrees that it made a mistake, 
the fee accompanying the request for the 
supplemental letter ruling, determination 
\etter, etc., will be refunded 

(c) The taxpayer requests and is 
granted relief under * 7805(b) in con
nection with the revocation in whole or 
in part, of a previously issued letter rul
ing, determination letter, etc. The fee 
accompanying the request for relief will 
be refunded. 

(d) In a situation to which section 
10.02(1)( d) of this revenue procedure 
applied, the taxpayer requests reconsider
ation of the Service's decision not to rule 
on an issue. Once the Service agrees to 
rule on the issue, the fee accompanying 
the request for reconsideration will be re
funded. 

SECTION 11. REQUEST FOR 
RECONSIDERATION OF USER FEE 

A taxpayer that believes the user fee 
charged by the Service for its request for 
a letter ruling, determination letter, etc., 
is either not applicable or incorrect and 
wishes to receive a refund of all or part of 
the amount paid (see section 10 ofthis rev
enue procedure) may request reconsidera
tion and, if desired, the opportunity for an 
oral discussion by sending a letter to the 
Internal Revenue Service at the applica
ble Post Office Box or other address given 
in section 7. Both the incoming enve
lope and the letter requesting such recon
sideration should be prominently marked 
"USER FEE RECONSIDERATION RE
QUEST." No user fee is required for these 
requests. The request should be marked 
for the attention of: 
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If the /lwrrer illm/I'cs primarily: Mark jill' the attentioll or 
Employee plan, letter ruling requests and all other employee Employee Plans Technical 
plans matters handled hy EP Technical 

Exempt organizations letter ruling requests Exempt Organizations Technical 

Employee plans determ1l1ation letter requests and opinion letter Manager, EP Determinations Quality Assurance 
and advisory letter requests pursuant to Rev. Proc. 2005-16 

Exempt organi/ations determination letter reque,ts Manager, EO Determinations Quality Assurance 

SECTION 12. EFFECT ON OTHER 
DOCUMENTS 

.01 Rev. Proc. 20()5-X, 2()()S-1 I.R.B. 
2-U, is superseded. 

SECTION 13. EFFECTIVE DATE 

Except for sections 6.0S, 6.06, 6.07, 
6.()l), and part of the summary in section 
6.10, this revenue procedure is effective 
fm reque,ts pmtmarked or, if not mailed, 
received on or after February 1,2006. Sec
tions 6.05, 6.06, 6.07, 6,()l), and part of the 
summary in section 6.10 of this revenue 
procedure are etlective for applications 
postmarked or, if not mailed, received on 
or alter J ul y I, 2006. 

SECTION 14. PAPERWORK 
REDUCTION ACT 

The collections of information con
tained in this revenue procedure have 
hccn reviewed and approved by the Otlice 
nf Management and Budgct in accor
dance with the Paperwork Reduction Act 
(44 US.c. 35(7) under control number 
IS'+)-IS20. 

An agency may not conduct or sponsor. 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMR control number. 

The collections of information in 
this revenue procedure are in sections 
Cl.O\( 10). 6.0X(4I(a) and 6.09. This infor
mation is required to substantiate that a 
taxrayer or an exemrt organization seek
ing to pay a redlll'Cd user fee with respect 
tn a request for a letter ruling is entitled to 
pay the redul'ed fee; to identify the user fee 
category and corre,ponding fee required 
tll I>l' pelld \\ ith respect to determination 
iettl'r requcqs; to request reeomideration 
of the USC! fee charged hy the Service and. 
III cllllnecti\lI1 with such a request. to indi
c,lte \\ hether all oral discussion is desired. 
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This information will be used to enable the 
Service to determine whether the taxpayer 
or exempt organization is entitled to pay 
a reduced user fee, to ascertain whether 
reconsideration of the user fee is being 
requested and, if it is being requested, 
whether an oral discussion is requested. 
The collections of information are vol
untary, to obtain a benefit. The likely 
respondents are individuals, businesses 
or other for-profit institutions, nonprofit 
institutions, and small businesses or orga
nizations. 

The estimated total annual reporting 
and/or recordkeeping burden is 300 hours. 

The estimated annual burden per reO. 
spondentlrecordkeeper varies from one 
hour to ten hours, depending on individual 
circumstances, with an estimated average 
of three hours. The estimated number of 
respondents and/or recordkeepers is 90 
(requests for reduced fees) and 10 (re
quests for reconsideration of fee). 

The estimated annual frequency of reO. 
. . 

sponses IS on occasion. 
Books or records relating to a collection 

of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally tax returns and tax return 
information are confidential, as required 
by 26 U.s.c. 6103, 

DRAFTING INFORMATION 

The principal author of this revenue 
procedure is Michael Rubin of the Em
ployee Plans, Tax Exempt and Govern
ment Entities Division. For further infor
mation regarding employee plans matters 
in this revenue procedure, please contact 
the Employee Plans' taxpayer assistance 
telephone service 1-877-829-5500 (a 
toll-free number) between the hours of 
X:OU a.m. and 6:30 p.m., Eastern time, 
Monday through Friday. Mr. Rubin 
may be reached at (202) 283-9888 

(not a toll-free number). For exempt 
organization matters, please contact 
Mr. Wayne Hardesty at (202) 283-8976 
(not a toll-free number). 

APPENDIX 

Following is a list of revenue procedures 
requiring payment of a user fee or an ad
ministrative scrutiny determination user 
fee. 

A. Procedures applicable to both 

Employee Plans and Exempt 
Organizations 

Rev, Proc 2006-4, this Bulletin, pro
vides procedures for issuing letter rulings, 
information letters, etc., on matters relat
ing to malters under the jurisdiction of the 
Commissioner, Tax Exempt and Govern
ment Entities Division, 

B. Procedures applicable to Employee 
Plalls matters other thall actuarial matters 

Rev. Proe, 75-26, 1975-1 C.B, 722, 
sets forth the general procedures of the 
Internal Revenue Service for the process
ing of applications for exemption under 
§ 4975(c)(2) of the Code. 

Rev. Proc. 87-S0, 1987-2 C.B. 647, 
as modified by Rev. Proc. 91-44, Rev. 
Proc. 92-38, and Rev. Proc. 2002-10, 
2002 -I C. B. 40 I, sets forth the proce
dures of the Service relating to the issuance 
of rulings and opinion letters with respect 
to the establi~hment of individual retire
ment accounts and annuities (IRAs) un
der * 408, the entitlement to exemption of 
related trusts or custodial accounts under 
§ 408(e), and the acceptability of the form 
of prototype simplified employee pension 
(SEP) agreements under §§ 408(k) and 
415. 

Rev. Proc. 92-24, 1992-1 C.B. 739, 
provides procedures for rcqueqing deter
mination letters on the effect on a plan's 



qualified status under § 40 l(a) of the Code 
of plan language that permits, pursuant to 
§ 420, the transfer of assets in a defined 
benefit plan to a health benefits account 
described in § 401 (h), 

Rev. Proc. 92-38, 1992-1 C.B. 859, 
provides notice that individual retirement 
arrangement trusts, custodial account 
agreements, and annuity contracts must be 
amended to provide for the required dis
tribution rules in § 408(a)(6) or (b)(3). In 
addition, Rev. Proc. 92-38 modifies the 
guidance in Rev. Proc. 87-50 with regard 
to opinion letters issued to sponsoring 
organizations, including mass submitters 
and sponsors of prototype IRAs. 

Rev. Proc. 93-41, 1993-2 C.B. 536, 
sets forth the procedures of the Service re
lating to the issuance of an administrative 
scrutiny determination as to whether a sep
arate line of business satisfies the require
ment of administrative scrutiny within the 
meaning of § 1.414(r)-6. 

Rev. Proc. 97-29. 1997-1 C.B. 698, 
describes model amendments for SIMPLE 
IRAs; guidance to drafters of prototype 
SIMPLE IRAs on obtaining opinion let
ters: permissive amendments to sponsors 
of nonSIMPLE IRAs; the opening of a pro
totype program for SIMPLE IRA Plans; 
and transitional relief for users of SIMPLE 
IRAs and SIMPLE IRA Plans that have not 
been approved by the Service. 

Rev. Proc. 98-59, 1998-2 C.B. 727, 
provides guidance on obtaining opinion 
letters to drafters of prototype Roth IRAs, 
and provides transitional relief for users of 
Roth IRAs that have not been approved by 
the Internal Revenue Service. 

Rev. Proc. 2003-16,2003-1 C.B. 359, 
sets forth guidelines for the implementa
tion of the provision for a waiver of the 
60-day rollover period described in section 
644 of EGTRRA. 

Rev. Proc. 2005-16, 2005-10 I.R.B. 
674, revises and combines the Service's 
master and prototype (M&P) and vol
ume submitter program into a unified 

program for the pre-approval of pension, 
profit-sharing and annuity plans. 

Rev. Proc. 2005-66, 2005-37 I.R.B. 
509, describes the Service's procedure for 
issuing determination letters pursuant to 
§ 401(a) of the Code under a staggered 
remedial amendment system. 

Rev. Proc. 2006-6, this Bulletin, pro
vides procedures for issuing determination 
letters on the qualified status of employee 
plans under §§ 401(a), 403(a), 409, and 
4975(e)(7). 

C. Procedures applicable to Employee 
Plans actuarial matters 

Rev. Proc. 79-62, 1979-2 C.B. 576, 
outlines the procedure by which a plan 
sponsor or administrator may request a 
determination that a plan amendment is 
reasonable and provides for only de min
imis increases in plan liabilities in accor
dance with § 412(t)(2)(A) of the Code and 
§ 304(b)(2)(A) of ERISA. 

Rev. Proc. 90-49. 1990-2 C.B. 620, 
modifies and replaces Rev. Proc. 89-35. 
1989-1 C.B. 917. in order to extend the ef
fective date to contributions made for plan 
years beginning after December 31, 1989, 
to change the deadline for requesting rul
ings under the revenue procedure, to re
vise the information requirements for a rul
ing request made under the revenue pro
cedure, to furnish a worksheet for actu
arial computations, and to provide a spe
cial rule under which certain de minimis 
nondeductible employer contributions to a 
qualified defined benefit plan may be re
turned to the taxpayer without a formal rul
ing or disallowance from the Service. 

Rev. Proc. 94-42, 1994-1 C.B. 717, 
sets forth a procedure for obtaining ap
proval of an amendment to a qualified plan 
that, under § 412(c)(8), reduces the ac
crued benefits of plan participants. 

Rev. Proc. 2000-41. 2000-2 C.B. 371. 
sets forth the procedure by which a plan 
administrator or plan sponsor may obtain 

approval of the Secretary of the Treasury 
for a change in funding methou a~ pro

vided by * 412( e )(5) of the Code and sec
tion 302(c)(5) of ERISA. 

Rev. Proc. 2004-15, 2004-1 C.B. 
490, sets forth procedures for requesting 
waivers of the minimum funding standard 
described in § 412(d) and the issuance of 
such waivers by the office of the Director. 
Employee Plans, Tax Exempt and Govern
ment Entities Division. 

Rev. Proc. 2004-44.2004-2 C.B. 134, 
outlines the procedure by which a plan ad
ministrator or plan sponsor may request 
and obtain approval for an extension of 
an amortization period in accordance with 
§ 412(e) of the Code and section 304(a) of 
ERISA. 

D. Procedures applicable to Exempt 
Organi;::ations matters onlv 

Rev. Proc. 80-27, 1980-1 C.B. 677, 
as modified by Rev. Proc. 96-40, 1996-2 
C. B. 30 I , provides procedures under 
which recognition of exemption from feu
eral income tax under * 501 (c) may bc 
obtained on a group basis for subordinate 
organizations affiliated with and under the 
general supervision or control of a cen
tral organization. This procedure relieves 
each of the subordinates covered by a 
group exemption letter from filing its own 
application for recognition of exemption. 

Rev. Proc. 90-27, 1990-1 C.B. 514, 
sets forth revised procedures with regard to 

applications for recognition of exemption 
from federal income tax under §§ 501 anu 
521. 
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Part IV. Items of General Interest 
Cumulative List of 
Announcements Relating 
to Section 7428(c) Validation 
of Certain Contributions 
Made During Pendency 
of Declaratory Judgment 
Proceedings from January 1, 
2005 through December 31, 
2005 

Announcement 2006-1 

The following is a cumulative li,ting of 
names of organizations that are presently 
challenging, undcr scction 7428 of the In
ternal Revenue Code, the revocation of 
their status as organizations entitled to re
cein~ deductible contributions in declara
tory Judgment suits in the Tax Court, the 

United States District Court for the District 
of Columbia, or the United States Court of 
Federal Claims. The purpose of this an
nounccmcnt is to inform potential donors 
to these organizations of the protection un
der 7428(c) for certain contributions made 
during the litigation period, 

Protection under section 7428(c) of the 
Code begins on the date that the notice 
of revocation is published in the [nternal 
Revenue Bulletin and ends on the date 
on which a court first determines that an 
organization is not descIibed in section 
170(c)(2), as more particularly set forth in 
section 7428(c)(l). In the case of indi
vidual contributors, the maximum amount 
of contributions protected during this pe
riod is limited to S 1 ,000.00, with a hus
band and wife being treated as one contrib
utor. This protection is not cxtcndcd to any 

individual who was responsible, in whole 
or in part. for the acts or l)l11issions of the 
organization that were the basis for the 
revocation. This protection also applies 
(but without limitation as to amount) to or
ganizations described in section l70(c)(2) 
which are exempt from tax under section 
501 (a). If the organization ultimately pre
vails in its declaratory judgment suit. de
ductibility of contributions would be sub
ject to the normal Ii mitations sct forth un
der section 170. 

I. The organizations listed below con
tinue to be involved in pending declara
tory judgment suits under scction 7428 
of the Code, challenging revocation of 
their status as eligible donees under sec
tion 170(c)(2). Protection under section 
7428(c) begins on the date indicated. 

Michael and Laura Gallop Family Foundation 
(June 28, 2004) 

Agoura Hills, CA 

South Community Association 
(September L 2003) 

Middletown, OH 

[I. The organization listed below has timely filed a declaratory judgment suit under section 7428 of the Code during 2005. Protec
tion under section 7428(c) begins on the date indicated. 

Rameses School of San Antonio, Tcxas 
(January 24, 2005) 

San Antonio, TX 

Ill. The organization listed below is no longer described in section 170(c)(2) and is not recognized as exempt under section 50 1(c)(3) 
of the Code. 

South Park Remedial Association Dayton,OH 

[V. The organization listed below continues to be described in section 170(c)(2) and is recognized as exempt under section 501(c)(3) 
of the Code. 

Clinica Materna lnfantil 30-30, Inc. Hollywood, FL 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 42.-Low-lncome 
Housing Credit 

The adjusted applicable federal short-term, mid

term. and long-term rates are set forth for the month 

of January 2006. See Rev. Rul. 2006-4. page 264. 

Section 168.-Accelerated 
Cost Recovery System 

Transition relief provided to partnerships and other 

pass-thru entities that are treated as holding tax-ex

empt use property because of the application of sec

tion l68(h)(6)' is extended. See Notice 2006-2, page 

278. 

Section 280G.-Golden 
Parachute Payments 

Federal short-term, mid-term, and long-term rates 

are set forth for the month of January 2006. See Rev. 

Rul. 2006-4, page 264. 

Section 351.-Transfer 
to Corporation Controlled 
by Transferor 
26 CFR 1.35 1-1: Transfer to Corporarion COil/roiled 
by Trallsferor 

Section 351. The conclusion in Rev. 
Rul. 74-503 that a transferor's basis in 
transferee stock received in exchange for 
transferor stock is determined under sec
tion 362(a) of the Code is incorrect. The 
other conclusions in the ruling are under 
study. Rev. Rul. 74-503 revoked. 

Rev. Rul. 2006-2 

In Rev. Rul. 74-503, 1974-2 C.B. 117, 
corporation X transferred shares of its trea
sury stock to corporation Y in exchange for 
newly issued shares of Y stock. In the ex
change, X obtained 80 percent of the only 
outstanding class of Y stock. Rev. Rul. 
74-503 concludes that the basis of the X 
treasury stock received by Y is zero and 
the basis of the newly issued Y stock re
ceived by X is zero. 

Rev. Rul. 74-503 states that X's ba
sis in the Y stock received in the exchange 
is determined under § 362(a) of the Inter
nal Revenue Code. This conclusion is in
correct. Accordingly, Rev. Rul. 74-503, 

1974-2 C.B.117, is revoked, effective De
cember 20,2005. The other conclusions in 
the ruling, including the conclusions that 
X's basis in the Y stock received in the 
exchange and y's basis in the X stock re
ceived in the exchange are zero, are under 
study. 

Under the authority of § 7805(b), the 
Service will not challenge a position taken 
prior to December 20, 2005, with respect 
to a transaction occurring prior to such 
date, by a taxpayer that reasonably relied 
on the conclusions in Rev. Rul. 74-503. 
See § 601.601(d)(2)(v) of the Statement of 
Procedural Rules. 

EFFECT ON OTHER DOCUMENTS 

Rev. Rul. 74-503, 1974-2 C.B. 117, is 
revoked. 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is Mary Goode of the Office of 
Associate Chief Counsel (Corporate). For 
further information regarding this rev
enue ruling, contact Ms. Goode at (202) 
622-7930 (not a toll-free call). 

Section 382.-Limitation 
on Net Operating Loss 
Carryforwards and Certain 
Built-In Losses Following 
Ownership Change 

The adjusted applicable federal long-term rate is 

set forth for the month of January 2006. See Rev. 

Rul. 2006-4. page 264. 

Section 412.-Minimum 
Funding Standards 

The adjusted applIcable federal short-term. mid

term. and long-term rates are set forth for the month 

of January 2006. See Rev. Rul. 2006-4. page 264. 

Section 467.-Certain 
Payments for the Use of 
Property or Services 

The adjusted applicable federal short-term. mid

term. and long-term rates are sct forth for the month 

of January 2006. See Rev. Rul. 2006--t page 26-1. 

Section 468.-Special 
Rules for Mining and Solid 
Waste Reclamation and 
Closing Costs 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of January 2006. Sec Re\,. Rul. 2006--1. page 26-1. 

Section 482.-Allocation 
of Income and Deductions 
Among Taxpayers 

Federal short-term. mid-term. and long-term rates 

are set forth for the month of January 2()()6. See Re\'. 

Rul. 2006-4. page 264. 

Section 483.-lnterest on 
Certain Deferred Payments 

The adjusted applicabie federal shllrt-tellll. mid

term. and long-term rates are set forth for the month 

of January 2006. See Rev. Rul. 2006--1. page 26-1. 

Section 642.-Special 
Rules for Credits and 
Deductions 

Federal short-term. mid-term. and long-term rates 

are set forth for the month of January 2006. See Rev. 

Rul. 2006-4, page 264. 

Section 807.-Rules for 
Certain Reserves 

The adjusted applicable federal short-tenll. mid

term. and long-term rates are set forth for the month 

of January 2006. See Rev. Rul. 2()06-4. page 26-1. 

Section 846.-Discounted 
Unpaid Losses Defined 

The adjusted applicable federal short-tenll. mid

term. and long-term rates arc set forth for the l1lonth 

of January 2006. See Rev. Rul. 2006--1. page 26-1. 

Section 851.-Definition of 
Regulated Investment 
Company 
26 CFR 1.851-2. Lill1ilUlill/l.\. 

(Ai\() Scdiolls 7704. 78115: 3111.78115-1.1 

Regulated investment company 
(RIC). A RIC's income from a deriva
tive contract ",ith re'pect to a ClltlllllOdity 
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index is not qualifying income for pur
poses of section 85!(b)(2) of the COlle if 
the income from the contract is not de
rived with respect to the RIC's business of 
investing in stocks, securities, or cUlTen
cies. Such a contract is not a security for 
purposes of section 85I(h)(2). 

Rev. Rul. 2006-1 

ISSUE 

If a corporation enters into a deriva
tive contract that provides for a total-return 
exposure on a commodity index, does in
come from the derivative contract satisfy 
the test described in section 8SI(b)(2) of 
the Internal Revenue Code'J 

FACTS 

R is a management company registered 
under the Investment Company Act of 
1940 (the "'40 Act"), IS U.S,c, section 
80a-1 I'r seq .. as amended, and has elected 
under section 8S1 (b)( I) of the Code to be 
a regulated investment company (RIC) 
taxable under subchapter M, part I, of the 
Code. R invests substantially all of the 
funds it receives from shareholders in debt 
instruments. R also enters into contracts 
("Derivatives") with various counterpar
tics pursuant to Master Agreements under 
which it will pay an amount equal to the 
3-month U.S. Treasury bill rate plus a 
spread and pursuant to which it will re
ceive (or pay) an amount based on the 
total return gain (or loss) on a commodity 
index. The aggregate amount of the index 
on which the return on the Derivatives is 
based is approximately equal to the ag
gregate amount R has invested in its debt 
instruments. The payment obligation on 
each Derivative is settled monthly by the 
receipt (in the event of a gain) or payment 
(1l1 the event of a loss) of cash, in the net 
amount due under the contract. and each 
monthly measuring period constitutes a 
separate derivative contract under the 
Master Agreements. 

LAW 

ScctillI18SI(b)(2) of the Code provides 
that a corporation shall not be considered 
a RIC for any taxable year unless it meets 
an income test (the "qualifying income re
quirement"). Under this test. at least 90 
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percent of its gross income must be derived 
from certain enumerated sources. 

In addition, section 851 (b)(3) of the 
Code pnwides that a corporation shall not 
be considered a RIC for any taxable year 
unless it meets an asset test (the "asset 
test"). Under this test, at least 50 percent 
of its total assets must be represented by 
cash, cash items, Government securities, 
securities of other RICs, and "other secu
rities." The "other securities" are generally 
limited with respect to anyone issuer to an 
amount not greater than 5 percent of the 
value of the RIC's total assets and to not 
more than 10 percent of the outstanding 
voting securities of the issuer. 

Prior to the enactment of the Tax Re
form Act of 1986 (the" 1986 Act"), section 
851 (b )(2) identified qualifying income as 
"dividends, interest, payments with re
spect to securities loans (as defined in 
section 512(a)(5», and gains from the sale 
or other disposition of stock or securities." 
Section 851 did not contain its own defi
nition of the term "securities," but section 
851(c)(5) provided that, for purposes of 
the asset test, "all other terms shall have 
the same meaning as when used" in the 
'40 Act. 

The 1986 Act expanded the definition 
of RIC qualifying income in a number of 
ways: by adding a cross-reference to the 
definition of "securities" in the '40 Act: 
by adding gains from the sale or other 
disposition of foreign currencies; and by 
adding an "other income" provision. As so 
amended, section 8S1 (b )(2) defines quali
fying income, in relevant part, as-

dividends, interest, payments with re
spect to securities loans (as defined in 
section 512(a)(5», and gains from the 
sale or other disposition of stock or se
curities (as defined in [the '40 Act]) or 
foreign currencies, or other income (in
cluding but not limited to gains from 
options, futures or forward contracts) 
derived with respect to lthe RIC's] busi
ness of investing in such stock, securi
ties, or cUlTencies .... 

Section 851 (b) further provides that, for 
this purpose, "the Secretary may by regu
lation exclude from qualifying income for
eign currency gains which are not directly 
related to the company's principal busi
ness of investing in stock or securities (or 
options and futures with respect to stock or 
securities)." 

The' 40 Act defines "security" as-

any note, stock. treasury stock, secu
rity future, bond, debenture, evidence 
of indebtedness, certificate of interest 
or participation in any profit-sharing 
agreement. collateral-trust certi ficate, 
preorganization certificate or subscrip
tion, transferable share, investment 
contract, voting-trust certificate, cer
tificate of deposit for a security. frac
tional undivided interest in oil, gas. 
or other mineral rights, any put. call. 
straddle, option. or privilege on any 
security (including a certificate of de
posit) or on any group or index of se
curities (including any interest therein 
or based on the value thereat), or any 
put. call, straddle. option, or privilege 
entered into on a national securities ex
change relating to foreign cUlTency, or, 
in general, any interest or instrument 
commonly known as a "security", or 
any certificate of interest or participa
tion in, temporary or interim certificate 
for, receipt for, guarantee of. or warrant 
or right to subscribe to or purchase, any 
of the foregoing, 

15 U.S.c. § 80a-2(a)(36) (2000). 

ANALYSIS 

I. Definition of "securities." 

The Derivatives that R enters into are 
not stock, debt instruments, or cUlTency (or 
options, futures, or forward contracts with 
respect to stock, debt instruments, or cur
rency). Nevertheless, R's income from the 
Derivatives may be "other income" if the 
Derivatives are "securities" for purposes 
of section H51 (b )(2). This determination 
depends on the effect of the 1986 Act 
amendments to section 851 (b )(2), which 
added the cross-reference to the definition 
of securities in the' 40 Act. 

There is no conclusive authority, how
ever, as to whether derivative contracts on 
commodities are included in the '40 Act's 
definition of "securities." Accordingly, 
consideration of Congressional intent in 
enacting that cross-reference is helpful in 
determining whether commodity deriva
tive contracts are securities for purposes of 
section 851 (b)(2). Evidence of that intent 
may be found in the background to amend
ments to section 85 I (b )(2) in the 1986 Act. 
The amendments were added as a Senate 
floor amendment to the bill that eventu
ally became the 1986 Act. The House 



and Senate committee reports, therefore, 
do not discuss these provisions, and the 
relevant discussion of the cross-reference 
in the report of the Conference Committee 
is extremely brief. See H.R. Rep. No. 
99--426 (1985) (not discussed); S. Rep. 
No. 99-313 (1986) (not discussed); 2 
H.R. Conf. Rep. No. 99-841, at 11-243 
(1986) ('The Senate amendment clarifies 
the definition of 'securities' by reference 
to the definition of securities in the Invest
ment Company Act of 1940.") Thus the 
best evidence of Congressional intent is 
found in the floor statement when the pro
vision was added to the Senate bill and in 
other floor statements and Administration 
comments concerning related legislation. 

The legislative antecedents to the 1986 
Act amendments included H.R. 3397, 
which was introduced on September 
20, 1985, by Representatives Flippo, 
Kennelly, and McGrath, and S. 2155, 
which was introduced on March 7, 1986, 
by Senator Armstrong. These bills pro
posed the "other income" provision and 
the cross-reference to the definition of se
curity in the '40 Act. The former change 
was to codify a series of letter rulings, and 
the latter was to reflect then-current Trea
sury Regulations. See 131 Congo Rec. 
24,570 (1985) (section-by section analysis 
of H.R. 3397). 

With respect to the definition of quali
fying income, Senator Armstrong's floor 
amendment to the bill that became the 
1986 Act was identical to S. 2155. In 
introducing S. 2155, Senator Armstrong 
explained that his bill incorporated "mi
nor changes" to H.R. 3397 "to comply 
with recommendations of the Treasury 
Department, which has given its support 
for the Bill." 132 Congo Rec. 4045 (1986) 
(remarks of Senator Armstrong). Sena
tor Armstrong concluded his remarks by 
inserting into the Congressional Record 
the letter from the Treasury Department 
that had recommended changes to H.R 
3397. See id. at 4046,4047--48 (inserting 
a letter from Acting Assistant Secretary of 
the Treasury (Tax Policy) 1. Roger Mentz, 
dated February 5, 1986). 

Mr. Mentz's letter explained the funda
mental policy scrved by the qualifying in
come requirement: 

[IJt is essential that two limits on 
the activities of RICs be retained. 
First, income qualifying under sec
tion 851 (b )(2) should be limited to 

income from property held for invcst
ment, as opposed to property held for 
sale to customers in the ordinary course 
of business. Second, income qualify
ing under section 851(b)(2) should be 
limited to income from stocks and se
curities, as opposed to other property. 
. . . For examp\c, under that second 
limit, we would generally not treat as 
qualifying income gains from trading 
in commodities, even if the purpose of 
that trading is to hedge a related stock 
investment. 

Jd. at 4048. 
The letter pointed out that the Service 

had "often gone beyond the literal terms 
of the statute in order to give a reason
able interpretation to [then-current) sec
tion 851(b)(2)," for example by granting 
letter rulings that certain investment prod
ucts were securities, gains on the sale or 
disposition of which resulted in qualify
ing income. (The products cxplicitly men
tioned were options on securities, futures 
contracts on securities, stock index futures, 
options on stock indices, and options on 
stock index futures.) The letter noted that. 
despite this flexibility, each RIC could be 
certain of the treatment of various income 
items only by obtaining its own letter rul
ing. See id. at 4047--48. Thus, one justi
fication for the amendments in H.R. 3397 
appeared to be providing the needed cer
tainty. 

With respect to foreign currency gains, 
the Treasury letter stated: 

We believe that investments in for
eign-currency denominated securities 
are the type of passive investments that 
should be permissible for RICs. More
over, foreign currency investments that 
are made to hedge investments in for
eign-currency denominated securities 
also appear to be an appropriate[] part 
of the passive investment activity of 
RICs. Accordingly, we believe that 
foreign currency gains from invest
ments in foreign-currency denominated 
securities and from hedging activities 
with respect to such securities should 
be treated as qualifying income under 
section 851 (b )(2). 

Jd. at 4048. 
The Treasury Department. however, 

was not prepared at that time to propose 
statutory rules that would distinguish 
between currency gains relating to in
vestments in stocks or securities denom-

inated in a foreign currency and other 
currency gains that Treasury belie\t~d 

should not be qualifying income under 
section 851( b)( 2). The lettcr. thcreforc, 
suggested that foreign currency gains be 
added to the list of qualifying income but 
that Treasury be provided with "regula
tory authority to exclude from qualifying 
income any foreign currency gains that are 
not derived with respect to investment in a 
foreign-currency denominated security or 
from hedging activity with respect to such 
a security." Jd. 

When Senator Armstrong offered the 
relevant provision as an amendment on the 
Senate tloor, he asserted that it "enjoys the 
support of the Treasury Department" and 
that its purpose was "to permit the mutual 
fund industry to make better usc of income 
from stock options, futures contracts and 
options on stock ind[ic jes, options and fu
tures o[n) foreign currencies, and foreign 
currency transactions." 132 Congo Rcc. 
14,991-92 (1986). 

This discussion demonstrates that the 
amendments to section 851 (b )(2) made by 
the 1986 Act had a very speci fie purpose, 
which was to provide certainty by expand
ing the statutory description of qualifying 
income to include income that the Service, 
in specific cases, had already treated ad
ministratively as qualifying income. This 
included income from derivative contracts 
on stocks and securities (as the term "secu
rity" is generally understood in the U.S. tax 
law), such as futures and options on stock 
indices, which create an economic expo
sure to stock or securities even though the 
property underlying the derivative may be 
a collection of stocks and securities, rather 
than a specific stock or security. 

The new rule regarding gains from for
eign currencies (and options, futures or 
forward contracts on foreign currencies) 
was distinct from both the "other income" 
provision and the cross-reference to thc 
definition of "security" in the '40 Act. 
Thus a separate provision both established 
the general rule that foreign currency gain 
is qualifying income and created specific 
regulatory authority to exclude any for
eign currency gains that are not "directly 
related" to a RICs "principal business of 
investing in stock or securities (or options 
and futures with respect to stock or secu
rities)." The reason was that these gains 
were income from property other than 
stock or securities. 
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The foregoing indicates that Congress 
did not intend for the cross-reference to 
the '40 Act to incorporate into section 
851 (b )(2) an expansive construction of the 
term "securities." Particularly important 
was the specific inclusion in the 1986 
amendment of foreign-currency-related 
gains. If the '40 Act were read expan
sively, there would be no need for special 
mention of these gains. because they 
would be included in the provision for 
"other income ... dcrivcd with respect 
to [the RIC's] business of investing in 
securities." Moreover, the authority given 
to Treasury to exclude from qualifying 
income "foreign currency gains which 
are not directly related to the company's 
principal business of investing in stock 
or securities" indicates that the reason for 
the special treatment for foreign currency 
was to facilitate a RIC's principal activity. 
namely investing in qualifying stock or 
securities. when the stock or securities are 
denominated in a foreign currency. 

A construction of the term "securities" 
that excludes derivative contracts provid
ing for a total return exposure to a com
modity index is consistent with Congress' 
intent in amending section 851(b)(2) in 
1986. Accordingly. because the underly
ing property is a commodity (or commod
ity index), the Derivatives that Renters 
into are not securities for purposes of sec
tion 851 (b )(2). 

2. Applicatioll of the "other illcome" 
prOl·isioll. 

R invests substantially all of the funds 
it receives from shareholders in debt in
struments. which are securities for pur
poses of section 851 (h )(2). Even though 
R's Derivatives are not themselves securi
ties for purposes of section 851 (b )(2), in
come from the Derivatives counts toward 
the 90-percent test if it is "other income 
(including but not limited to gains from 
options. futures, or forward contracts) de
rived with respect to [R's] business of in
vesting in" stock, securities. or currencies. 

R. however. does not enter into the 
Derivatives in connection with a business 
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of investing in stock, securities, or curren
cies. Nor does R enter into the Derivatives 
in order to reduce or hedge the level of risk 
in a busincss of investing in stock, securi
ties. or currencies. R's business is to create 
investment exposure to changes in COf/l

moditl' prices, and the Derivatives are the 
primary vehicle for doing so. R owns the 
debt instruments to facilitate its business 
of providing this commodity-derivative 
exposure. Because R's Derivatives are 
not themselves securities and because R 
does not enter into those contracts with 
respect to a business of investing in stock, 
securities, or currencies, income from the 
Derivatives is not qualifying income for 
purposes of section 851 (b )(2). 

HOLDING 

A derivative contract with respect to a 
commodity index is not a security for pur
poses of section 851 (b )(2). Under the facts 
above, R's income from such a contract 
is not qualifying income for purposes of 
section 851 (b )(2) because the income from 
the contract is not derived with respect to 
R's business of investing in stocks, securi
ties or currencies. 

PROSPECTIVE APPLICATION 

Under the authority of section 
7805(b )(8), the holding of this revenue 
ruling will not be applied adversely with 
respect to amounts of income that a tax
payer recognizes on or before June 30, 
2006. 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is Dale S. Collinson of the Office 
of the Associate Chief Counsel (Finan
cial Institutions & Products). For further 
information regarding this revenue rul
ing, contact him at (202) 622-3900 or 
Susan Thompson Baker at (202) 622-3930 
(not toll-free calls). 

Section 1274.-Determi
nation of Issue Price in the 
Case of Certain Debt Instru
ments Issued for Property 
(Also Secriolls .J~, ~8(}(;, 38~, .J I], .J67 . .J68. 482, 
.J113. 6.J2, 1107. 846, 1288, 7.'':0, 7872 ) 

Federal rates; adjusted federal rates; 
adjusted federal long-term rate and the 
long-term exempt rate. For purposes of 
sections 382, 642. 1274, 1288, and other 
sections of the Code, tables set forth the 
rates for January 2006. 

Rev. Rul. 2006-4 

This revenue ruling provides various 
prescribed rates for federal income tax 
purposes for January 2006 (the current 
month). Table 1 contains the short-term, 
mid-term, and long-term applicable fed
eral rates (AFR) for the current month 
for purposes of section 1274(d) of the 
Internal Revenue Code. Table 2 contains 
the short-term, mid-term, and long-tenn 
adjusted applicable federal rates (adjusted 
AFR) for the current month for purposes 
of section 1288(b). Table 3 sets forth the 
adjusted federal long-term rate and the 
long-term tax-exempt rate described in 
section 382(f). Table 4 contains the ap
propriate percentages for determining the 
low-income housing credit described in 
section 42(b )(2) for buildings placed in 
service during the current month. Table 5 
contains the federal rate for determining 
the present value of an annuity, an interest 
for life or for a term of years, or a remain
der or a reversionary interest for purposes 
of section 7520. Finally, Table 6 contains 
the deemed rate of return for transfers 
made during calendar year 2006 to pooled 
income funds described in § 642(c)(5) 
that have been in existence for less than 
3 taxable years immediately preceding 
the taxable year in which the transfer was 
made. 



Short-term 

AFR 
110% AFR 
120% AFR 
130% AFR 

Mid-term 

AFR 
110% AFR 
120% AFR 
130% AFR 
150% AFR 
175% AFR 

Long-term 

AFR 
110% AFR 
120% AFR 
130% AFR 

Short-term adjusted 
AFR 

Annual 

4.38% 
4.82% 
5.27% 
5.71% 

4.48% 
4.93% 
5.39% 
5.84% 
6.76% 
7.90% 

4.73% 
5.22% 
5.70% 
6.17% 

Mid-term adjusted AFR 

Long-term adjusted 
AFR 

REV. RUL. 2006-4 TABLE I 

Applicable Federal Rates (AFR) for January 2006 

Annual 

3.17% 

3.56% 

4.36% 

Period for Compounding 

Semiannual Quarterly 

4.33% 4.31% 
4.76% 4.73% 
5.20% 5.17% 
5.63% 5.59% 

4.43% 4.41% 
4.87% 4.84% 
5.32% 5.29% 
5.76% 5.72% 
6.65% 6.60% 
7.75% 7.68% 

4.68% 4.65% 
5.15% 5.12% 
5.62% 5.58% 
6.08% 6.03% 

REV. RUL. 2006-4 TABLE 2 

Adjusted AFR for January 2006 

Period for Compounding 

Semiannual Quarterly 

3.14% 3.15% 

3.53% 

4.31% 

REV. RUL. 2006-4 TABLE 3 

3.51% 

4.29% 

Rates Under Section 382 for January 2006 

Adjusted federal long-term rate for the current month 

Long-term tax-exempt rate for ownership changes during the current month (the highest of the adjusted 
federal long-term rates for the current month and the prior two months.) 

REV. RUL. 2006-4 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for January 2006 

Appropriate percentage for the 70% present value low-income housing credit 

Appropriate percentage for the 30% present value low-income housing credit 

Monthlr 

4.290/, 
4.71% 
5.14% 
5.57% 

4.39% 
4.82% 
5.26% 
5.69% 
6.56% 
7.63% 

4.64% 
5.10% 
5.56% 
6.00% 

Monthl\' 

3.13% 

3.50% 

4.27% 

4.36% 

4.40% 

8.07% 

3.46% 
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REV. RUL. 2006-4 TABLE 5 

Rate Under Section 7520 for January 2006 

Applicable federal rate for determining the present value of an annuity, an interest for life or a tefm of years, 
or a remainder or reversionary interest :; .·Vk 

REV. RUL. 2006-4 TABLE 6 

Deemed Rate for Transfers to New Pooled Income Funds During 2006 

Dccmed rate of return for transfers during 2006 to pooled income funds that have been in existence for 

less than 3 taxable years 3.8% 

Section 1288.-Treatment 
of Original Issue Discount 
on Tax-Exempt Obligations 

Th, auju,ted applicable federal ,horHcrm. mid

term. and long-term rates are set fonh for the month 

of Januarv ~()()6. See Rev. Rul. 20lJ6-4. page 264. 

Section 1297.-Passive 
Foreign Investment 
Company 
]6 eFR 1.1 ]97-3T Deemed sale "rdeemed di"idclld 
dec/ioll hy (/ US. pcrson Ihal is a shareholder of" a 
s('('lioll 121)7(e) PFIC (Ieml'oran'). 

T.D.9232 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Guidance on Passive Foreign 
Investment Company (PFIC) 
Purging Elections 

AGENCY: Internal Revenue Service 
(IRS), Treasury, 

ACTION: Temporary regulation, 

SUMMARY: This document contains 
temporary regulations that provide certain 
elections for taxpayers that continue to 
be subject to the PFIC excess distribution 
regime of section 1291 even though the 
foreign corporation in which they own 
stock is no longer treated as a PFIC under 
section 1297(a) or (e). The regulations 
arc necessary to provide guidance about 
purging the PFIC taint for such foreign 
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corporations. The regulations will affect 

U.S. persons that hold stock in a PFIC. 

The text of these temporary regulations 

also serves as the text of the proposed 

regulations set forth in the notice of pro
posed rulemaking (REG-I 33446-03 ) on 

this subject in this issue of thc Bulletin. 

DATES: Effective Date: These regulations 
are effective December 8, 2005. 

Applicahilitv Date: For dates of 
applicability, see §§1.l29l-9T(k), 
1.1297-3T(f), and 1.1298-3T(f). 

FOR FURTHER INFORMATION 
CONTACT: Ethan Atticks at (202) 
622-3840 (not a toll-free number), 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

These temporary regulations are being 
issued without prior notice and public pro
cedure pursuant to the Administrative Pro
cedure Act (5 U.S.c. 553). For this reason, 

the collection of information contained in 
these regulations has been reviewed and, 
pending receipt and evaluation of public 
comments, approved by the Office of Man
agement and Budget under control number 
1545-1965, Responses to this collection 

of information are required to obtain a tax 
benefit. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMB control number. 

For further information concerning this 
collection of information, and where to 
submit comments on the collection of in
formation and the accuracy of the esti
mated burden. and suggestions for reduc
ing this burden, please refer to the pream-

ble of the cross-referencing notice of pro

posed rulemaking published in this issue of 
the Bulletin. 

Books or records relating to a collection 
of information must be retained as long 

as their contents may become material in 

the administration of any internal revenue 
law, Generally, tax returns and tax return 

information are confidential, as required 
by 26 U.S.c. 6103. 

Background 

This document contains amendments 
to regulations under sections l29I(d)(2), 
1297(e) and l298(b)(I), The temporary 
regulations provide rules for a shareholder 

of a foreign corporation to make a deemed 
sale or a deemed dividend election under 
section 1298(b)(I) when section 1297(e) 
applies to a portion of the holding period. 

The temporary regulations also provide 
rules for such shareholders, or sharehold
ers of foreign corporations that no longer 
meet the income or asset tests of section 
1297(a), to make late deemed sale or 
deemed dividend elections, 

Section l297(e), added by the Taxpayer 
Relief Act of 1997 (Public Law 105-34, 
III Stat. 708), provides that a foreign cor
poration generally is not treated as a PFIC 
with respect to a shareholder during the 
qualified portion of the shareholder's hold
ing period in the stock of the foreign cor
poration. The "'qualified portion" is the 
portion of the shareholder's holding pe
riod which is after December 31, 1997, 
and during which the shareholder is aU,S, 
shareholder (as defined in section 95I(b)) 
and the foreign corporation is a controlled 
foreign corporation. If the qualified por
tion of the U.S. shareholder's holding pe
riod in the stock of the foreign corporation 
is less than the shareholder's entire hold-



ing period, then, notwithstanding section 
1297(e), section 1298(b)(l) will apply to 
treat the foreign corporation as a PFIC with 
respect to the shareholder if at any time 
during the shareholder's holding period of 
the stock, the corporation was a PFIC that 
was not a QEF, and the shareholder has not 
made an election under section 1298(b)( 1 ) 
to purge the PFIC taint under rules similar 
to the rules of section 1291(d)(2). 

Section 1298(b)( I) provides that if 
a shareholder owns stock in a foreign 
corporation that, at any time during the 
shareholder's holding period with respect 
to such stock, was a PFIC that was not a 
QEF, the stock will retain its character as 
PFIC stock, even if the corporation later 
ceases to qualify as a PFIC under section 
1297(a), unless the shareholder elects to 
purge the PFIC taint under rules similar to 
the rules of section 1291 (d)(2). 

On March 2, 1988, the IRS and Trea
sury Department published temporary 
regulations (T.D. 8178, 1988-1 CB. 313 
[53 FR 6770]), and proposed regulations 
that cross-referenced the temporary regu
lations (INTL 941-86, 1988-1 CB. 916 
[53 FR 6781 J), concerning the election 
under section 1298(b)(1) (then section 
1297(b)(l) (1988 temporary regulations). 
The 1988 temporary regulations permit
ted a shareholder of a former PFIC, as 
defined in §1.l291-9(j)(2)(iv), to purge 
the PFIC taint by making a deemed sale 
election. On January 2, 1998, the IRS and 
Treasury Department published tempo
rary regulations (T.D. 8750, 1998-1 CB. 
562 [63 FR 6]) and proposed regulations 
that cross-referenced the temporary reg
ulations (REG-l 15795-97, 1998-1 CB. 
591 [63 FR 39-01]) that amended the 
1988 temporary regulations. The 1998 
temporary regulations provided that a 
shareholder of a former PFIC that was a 
controlled foreign corporation (as defined 
in section 957(a» (CFC) during its last tax
able year as a PFIC under section 1297(a), 
may apply the rules of the deemed divi
dend election under section 1291(d)(2)(B) 
and §1.l291-9 to its section 1298(b)(l) 
election. The 1998 temporary regulations 
expired on January 2, 200 I, pursuant to 
section 7805(e)(2). 

Explanation of Provisions 

The regulations contained in this doc
ument provide guidance on making a 

deemed sale or a deemed di vidend elec
tion for a shareholder of a section 1297(e) 
PFIC Section 1.129l-9T(j)(2)(v) defines 
a section 1297(e) PFIC as a foreign cor
poration that qualifies as a PFIC under 
section l297(a) on the first day of the 
qualified portion of the shareholder's 
holding period under section 1297(e). and 
is also treated as a PFIC with respect to the 
shareholder under section 1298(b)( I) be
cause at any time during the shareholder's 
holding period of the stock, other than the 
qualified portion, the foreign corporation 
was a PFIC that was not a QEF. 

The deemed sale and deemed divi
dend election rules contained herein gen
erally conform to the deemed sale and 
deemed dividend election provisions un
der §§1.l291-9 and -10, which apply to 
shareholders making a purging election 
in conjunction with a QEF election. The 
deemed sale and deemed dividend election 
rules contained in these regulations. which 
apply to shareholders of section 1297(e) 
PFICs, however, differ from those con
tained in §§ 1.1291-9 and -10 in several 
minor respects. 

First, under the deemed dividend or 
deemed sale election rules contained in 
§ § 1.1291-9 and -10, the deemed di vidend 
or the gain recognized on the deemed 
sale, is taxed as an excess distribution 
received by the shareholder on the qual
ification date, defined as the first day of 
the PFIC's first taxable year as a QEF. 
See §1.l291-9T(e). Under these regula
tions, for purposes of a deemed dividend 
or deemed sale election made by a share
holder of a section 1297(e) PFIC, the 
deemed dividend, or the gain recognized 
on the deemed sale. is taxed as an excess 
distribution received on the CFC qualifi
cation date. The "CFC qualification date" 
is defined in § I. I 297-3T(d) as the first 
day on which the qualified portion of the 
shareholder's holding period in the Sec
tion 1297(e) PFIC begins, as determined 
under section 1297(e)(3). 

Second, under §1.l291-9(a)(2), the 
term "post-1986 earnings and profits" is 
defined as certain undistributed earnings 
and profits as of the day before the qual
ification date. These regulations contain 
a similar rule. Section 1.1297-3T(c) pro
vides, in generaL that "post-1986 earnings 
and profits" means certain undistributed 
earnings as of the day before the CFC 
qualification date. Unlike the qualifica-

tion date under *1.1291-9, which is the 
first day of the taxahle year. the CFC 
qualification date may be a day after 
the first day of the taxable year. Thus, 
§1.I297-3T(c)(3)(i)(B) also contains a 
special rule for determining post-1986 
earnings and profits when the CFC qual
ification date is a day after the first day 
of the taxable year. In such instances, the 
undistributed earnings and profits will be 
determined at the close of the taxable year 
that includes the CFC qualification date. 

Finally, taxpayers have commented 
that, if a foreign corporation is a PFIC 
under the "once a PFIC, always a PFIC" 
rule of section 1298(b)( I) but the corpo
ration has ceased to qualify as a PFIC 
under section 1297(a) or is a corporation 
to which section 1297(e) applies, and if 
the shareholder fails to make a timely 
purging election, the shareholder has no 
way to remove the PFIC taint. To address 
this situation. the IRS and Treasury De
partment also have included late election 
relief provisions in the regulations. These 
provisions, contained in §§1.l297-3T(e) 
and 1.1298-3T( e), allow shareholders of a 
section 1297(c) PFIC or a former PFIC to 
make a late deemed dividend or deemed 
sale election with the consent of the Com
missioner. provided certain requirements 
are met. Under this provision, the share
holder applies the rules of §§1.l297-3T 
and 1.1298-3T as if its purging election 
were timely made. If the taxable year for 
which the purging election is made (i.e., 

the taxable year that includes the CFC 
qualification date or the termination date) 
is a closed taxable year, the taxpayer must 
enter into a closing agreement to agree to 
eliminate any prejudice to the interests of 
the U.S. government as a consequence of 
the taxpayer's inability to file an amended 
return. 

Special Analyses 

It has heen determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. For applicability of the 
Regulatory Flexibility Act (5 U.s.C chap
ter 6), please refer to the Special Analyses 
section of the preamble of the cross-refer
ence notice of proposed rulemaking pub
lished in this issue of the Bulletin. Pur
suant to section 7805(0 of the Code, this 
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regulation \\ill be ,ubmitted to the Chief 
Coumel for AdnKacy of the Small Busi~ 
ne" Administration for comment on its 
impact on small business. 

Drafting Information 

The principal author of these regula
tiom is Ethan Atticks. Office of Associate 
Chief Counsel (International). However. 
other personnel from the IRS and Treasury 
Department participated in their develop
ment. 

* * * * * 

Amendments to the Regulations 

Accordingly, 26 CFR parts 1 and 602 
are amended as follows: 

PART I~INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read in part as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. New ~ 1.1291-9T is added to 

read as follows: 

.~1.1291-9r Deemed di\'idelld electioll 
( telllporary). 

(a) through (i)(2)(iv) [Reserved]. 
For further guidance. see ~1.l291-9(a) 

through (j)(2)(iv). 
(j)(2)(v) Section 1297(e) PFlC. A for

eign corporation is a section 1297(e) PFIC 
with respect to a shareholder (as defined in 
*1.l291-9(j)(3)) if~ 

(A) The foreign corporation qualifies as 
a PFIC under section 1297(a) on the first 
day on which the qualified portion of the 
shareholder's holding period in the foreign 
corporation begins. a, determined under 
section 1297(e)(2): and 

(B) The stock of the foreign corporation 
held by the shareholder is treated as stock 
of a PFIC. pursuant to section 12911(h)( I). 
because, at any time during the share
holder's holding period of the stock. other 
than the qualified portion. the corporation 
was a PFIC that was not a QEF. 

(3) [Reserved]. For I'urther guidance. 
see * 1.1291-9(j)(3). 

(k) Efj'ecti\'e date. (I) The rules of this 
section are applicable as of December ll, 
2005. 
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(2) The applicability of this section will 
expire on or before December 5,2008. 

Par. 3. Section I. I 297-0T is added to 
read as follows: 

.~ j. j 297 -or Tohle orcontents (tem/w/w,·). 

This section contains a listing of the 
headings for § 1.1297-3T. 

~1.1297-3r Deemed sale or deemed 
di\'idelld eiccrioll bv {/ U.S. perSOIl that is 
(/ shareholder ora section 1297(e) PFlC 
(temporal\' ). 

(a) In general. 
(b) Application of deemed sale election 

rules. 
(I) Eligibility to make the deemed sale 

election. 
(2) Effect of the deemed sale election. 
(3) Time for making the deemed sale 

election. 
(4) Manner of making the deemed sale 

election. 
(5) Adjustments to basis. 
(6) Treatment of holding period. 
(c) Application of deemed dividend 

election rules. 
(I) Eligibility to make the deemed div

idend election. 
(2) Effect of the deemed dividend elcc

tion. 
(3) Post-1986 earnings and profits de

fined. 
(4) Time for making the deemed divi

dend election. 
(5) Manner of making the deemed div-

idend election. 
(6) Adjustments to basis. 
(7) Treatment of holding period. 
(8) Coordination with section 959(e). 
(d) CFC qualification date. 
(e) Late elections requiring special con

sent. 
( I ) In general. 
(2) Prejudice to the interests of the U.S. 

government. 
CIl Procedural requirements. 
(4) Time and manner of making late 

election. 
(n Effective date. 
Par. 4. Section 1.1297-3T is revised to 

read as follows: 

~1.1297-3T Deemed sale or deemed 
di\'l'dend election by a U.S. person that is 

II s/w"e!wldcr of (/ seoioll 12lJ7r t' J PFIC 

r tCIIIJ'Onl IT J. 

la) III gl'lI I' 1"111. A shareholder (as de
fined in * l.129 l-lJU)( 3)l of a foreign cor
poration that is a section 1297(e) PFIC (as 

defined in §1.1291-9TU)(21(v») with re
spect to such shareholder. shall be treated 
for tax purposes as holding stock in a 
PFIC and therefore continues to be sub
ject to taxation under section 1291 unless 
the shareholder makes a purging elec
tion under section 1298( b)( 1). A purging 
election under section 1298(b)(1) is made 
under rules similar to the rules of section 
1291(d)(2). Section 1291(d)(2) allows a 
shareholder to purge the continuing PFIC 
taint by either making a deemed sale elec
tion or a deemed dividend election. 

(b) Application of deemed sale electiO/1 
rules~( I) Eligibility to make the deemed 
sale electioll. A shareholder of a foreign 
corporation that is a section 1297(e) PFIC 
with respect to such shareholder may 
make a deemed sale election under section 
1298(b)( I) by applying the rules of this 
paragraph (b). 

(2) Effect of the deemed sale election. A 
shareholder making the deemed sale elec
tion with respect to a section 1297(e) PFIC 
shall be treated as having sold all of its 
stock in the section 1297(e) PFIC for its 
fair market value on the CFC qualification 
date, as defined in paragraph (d) of this 
section. A deemed sale under this section 
is treated as a disposition subject to tax
ation under section 1291. Thus, the gain 
from the deemed sale is taxed as an excess 
distribution received on the CFC qualifica
tion date. In the case of an election made 
by an indirect shareholder, the amount of 
gain to be rccognized and taxed as an ex
cess distribution is the amount of gain that 
the direct owner of the stock of the PFIC 
would have realized on an actual sale or 
disposition of the stock of the PFIC indi
rectly owned by the shareholder. Any loss 
realized on the deemed sale is not recog
nized. After the deemed sale election, the 
shareholder's stock with respect to which 
the election \vas made under this paragraph 
(b) shall not be treated as stock in a PFIC 
and the shareholder shall not be subject to 
taxation under section 1291 with respect to 
such stock unless the qualified portion of 
the shareholder's holding period end~, as 
determined under section 1297(c)(2), and 



the foreign corporation thereafter qualifies 
as a PFIC under section 1297(a). 

(3) Time for making the deemed sale 
election. Except as provided in paragraph 
(e) of this section, a shareholder shall 
make the deemed sale election under this 
paragraph (b) and section 1298(b)( I) in 
the shareholder's original or amended re
turn for the taxable year that includes the 
CFC qualification date (election year). If 
the deemed sale election is made in an 
amended return, the return must be filed 
by a date that is within three years of the 
due date, as extended under section 6081, 
of the original return for the election year. 

(4) Manner of making the deemed sale 
election. A shareholder makes the deemed 
sale election under this paragraph (b) by 
filing Form 8621 {"Return by a Share
holder of (/ Passive Foreign Investment 
Company or Qual(fied Electing Fund") 
with the return of the shareholder for the 
election year, reporting the gain as an 
excess distribution pursuant to section 
1291 (a) as if such sale occurred under 
section 1291(d)(2), and paying the tax and 
interest due on the excess distribution. A 
shareholder that makes the deemed sale 
election after the due date of the return 
(determined without regard to extensions) 
for the election year must pay additional 
interest, pursuant to section 660 I, on the 
amount of underpayment of tax for that 
year. An electing shareholder that realizes 
a loss shall report the loss on Form 8621, 
but shall not recognize the loss. 

(5) Adjustments to basis. A shareholder 
that makes the deemed sale election in
creases its adjusted basis of the PFIC 
stock owned directly by the amount of 
gain recognized on the deemed sale. If the 
shareholder makes the deemed sale elec
tion with respect to a PFIC of which it is 
an indirect shareholder, the shareholder's 
adjusted basis of the stock or other prop
erty owned directly by the shareholder, 
through which ownership of the PFIC is 
attributed to the shareholder, is increased 
by the amount of gain recognized by 
the shareholder. In addition, solely for 
purposes of determining the subsequent 
treatment under the Code and regulations 
of a shareholder of the stock of the PFIC, 
the adjusted basis of the direct owner of 
the stock of the PFIC is increased by the 
amount of gain recognized on the deemed 
sale. A shareholder shall not adjust the ba
sis of any stock with respect to which the 

shareholder realized a loss on the deemed 
sale, which loss is not recognized under 
paragraph (b)(2) of this section. 

(6) Treatment of holding period. If a 
shareholder of a foreign corporation has 
made a deemed sale election, then, for pur
poses of applying sections 1291 through 
1298 to such shareholder after the deemed 
sale, the shareholder's holding period in 
the stock of the foreign corporation be
gins on the CFC qualification date, with
out regard to whether the shareholder rec
ognized gain on the deemed sale. For other 
purposes of the Code and regulations, this 
holding period rule does not apply. 

(c) Application of deemed dividend 
election rules-(1) Eligibility to make the 
deemed dividend election. A shareholder 
of a foreign corporation that is a section 
1297 (e) PFIC with respect to such share
holder may make the deemed dividend 
election under the rules of this paragraph 
(c). A deemed dividend election may be 
made by a shareholder whose pro rata 
share of the post -1986 earnings and profits 
of the PFIC attributable to the PFIC stock 
held on the CFC qualification date is zero. 

(2) Effect of the deemed dividend elec
tion. A shareholder making the deemed 
dividend election with respect to a section 
I 297(e) PFTC shall include in income as a 
di vidend its pro rata share of the post -1986 
earnings and profits of the PFIC attribut
able to all of the stock it held, directly or 
indirectly on the CFC qualification date, 
as defined in paragraph (d) of this sec
tion. The deemed dividend is taxed un
der section 1291 as an excess distribution 
received on the CFC qualification date. 
The excess distribution determined under 
this paragraph (c) is allocated under sec
tion 1291 (a)(1 )(A) only to each day of the 
shareholder'S holding period of the stock 
during which the foreign corporation qual
ified as a PFIC. For purposes of the pre
ceding sentence, the shareholder's holding 
period of the PFIC stock ends on the day 
before the CFC qualification date. After 
the deemed dividend election, the share
holder's stock with respect to which the 
election was made under this paragraph (c) 
shall not be treated as stock in a PFIC and 
the shareholder shall not be subject to tax
ation under section 1291 with respect to 
such stock unless the qualified portion of 
the shareholder'S holding period ends, as 
determined under section 1297(e)(2), and 

the foreign corporation thereafter qualifies 
as a PFIC under section 1297(a). 

(3) Post-1986 eomings and profits 
defil1ed-(i) In general-CAl General 
rule. For purposes of this section, the 
term post-1986 earnings and profits means 
the post-1986 undistributed earnings, 
within the meaning of section 902(c)(l) 
(determined without regard to section 
902(c)(3)), as of the day before the CFC 
qualification date, that were accumulated 
and not distributed in taxable years of the 
PFIC beginning after 1986 and during 
which it was a PFIC, without regard to 
whether the earnings related to a period 
during which the PFIC was a CFC. 

(8) ,Special rule. If the CFC qualifi
cation date is a day that is after the first 
day of thc taxable year, the term post-1986 
earnings and profits means the post-1986 
undistributed earnings, within the mean
ing of section 902( c)(l) (determined with
out regard to section 902(c)(3)). as of the 
close of the taxable year that includes the 
CFC qualification date. For purposes of 
this computation, only earnings and profits 
accumulated in taxable years during which 
the foreign corporation was a PFIC shall 
be taken into account. but without regard 
to whether the earnings related to a period 
during which the PFIC was a CFC. 

(ii) Pro rata share of post-1986 earn
ings and profits attributable to share
holder's stock-CAl In general. A share
holder's pro rata share of the post-1986 
earnings and profits of the PFIC attribut
able to the stock held by the shareholder on 
the CFC qualification date is the amount 
of post -1986 earnings and profits of the 
PFIC accumulated during any portion of 
the shareholder's holding period ending 
at the close of the day before the CFC 
qualification date and attributable, under 
the principles of section 1248 and the reg
u�ations under that section, to the PFIC 
stock held on the CFC qualification date. 

(8) Reduction for previously taxed 
amounts. A shareholder's pro rata share 
of the post-1986 earnings and profits of 
the PFIC docs not include any amount 
that the shareholder demonstrates to the 
satisfaction of the Commissioner (in the 
manner provided in paragraph (c)(S)(ii) 
of this section) was, pursuant to another 
provision of the law, previously included 
in the income of the shareholder, or of 
another C.S. person if the shareholder's 
holding period of the PFIC stock includes 
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the period during which the stock was held 
by that other U.S. person. 

(4) Time jill" making the deemed dil"i

dend election. Except as pnwidcd in para
graph (e) of this section. the shareholder 
shall make the deemcd dividend elec
tion under this paragraph (c) and section 
1~98(b)( I) in the shareholdcr's original 
or amended return for the taxable year 
that includes the CFC qualification datc 
(election yearl. If the decmed dividend 
election is made in an amended return. the 
return must be filed by a date that is within 
thrce years of the due date. as extended 
under section 6081. of the original return 
for the election year. 

(5) MUllller of makillg the deemed dil'

ide lid electioll-(i) III gelleral. A share
holder makes the deemed dividend elec
tion by filing Form 8621 and thc attach
ment to Form 8621 described in paragraph 
(c)(5)(ii) of this section with the return of 
the shareholder for the election year. re
porting the deemed dividend as an excess 
distribution pursuant to section 1291 (a)( 1). 
and paying the tax and interest due on the 
excess distribution. A shareholder that 
makes the deemed dividend election af
ter the due date of the return (determined 
without regard to extensions) for the elec
tion year must pay additional interest, pur
suant to section 660 I. on the amount of un
derpayment of tax for that year. 

(ii) Attachment to Form 8621. The 
shareholder must attach a schedule to 
Form X62l that demonstrates the calcu
lation of the shareholder's pro rata share 
of the post-1986 earnings and profits of 
the PFIC that is treated as distributed to 
the shareholder on the CFC qualification 
date. pursuant to this paragraph (c). If the 
shareholder is claiming an exclusion from 
its pro rata share of the post-1986 earn
ings and profits for an amount previously 
included in its income or the income of 
another U.S. person. the shareholder must 
include the following information: 

(A) The name. address and taxpayer 
identification number of each U.S. per
son that previously included an amount in 
income. the amount previously included 
in income by each such U.S. person. the 
provision of law. pursuant to which the 
amount was previously included in in
come. and the taxable year or years of 
inclusion of each amount. 

\ B) A description of the transaction pur
suant to which the ,hareholder acquired. 
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directly or indirectly. the stock of the PFIC 
from another U.S. person, and the provi
sion of law pursuant to which the share
holder's holding period includes the period 
the other U.S. person held the CFC stock. 

(6) AdjUSTments to basis. A shareholder 
that makes the deemed dividend election 
increases its adjusted hasis of the stock 
of the PFIC owned directly by the share
holder by the amount of the deemed divi
dend. If the shareholder makes the deemed 
dividend election with respect to a PFIC 
of which it is an indirect shareholder. the 
shareholder's adjusted basis of the stock or 
other property owned directly by the share
holder, through which ownership of the 
PFIC is attributed to the shareholder, is in
creased by the amount of the deemed div
idend. In addition, solely for purposes of 
determining the subsequent treatment un
der the Code and regulations of a share
holder of the stock of the PFIC, the ad
justed basis of the direct owner of the stock 
of the PHC is increased by the amount of 
the deemed dividend. 

(7) Treatmellt of holding period. If the 
shareholder of a foreign corporation has 
made a deemed dividend election, then, 
for purposes of applying sections 1291 
through 1298 to such shareholder after 
the deemed dividend, the shareholder's 
holding period of the stock of the foreign 
corporation begins on the CFC qualifica
tion date. For other purposes of the Code 
and regulations. this holding period rule 
does not apply. 

(8) Coordination with section 959( e J. 
For purposes of section 959(1."), the en
tire deemed dividend is treated as having 
been included in gross income under sec
tion 1248(a). 

(d) CFC qualification date. For pur
poses of this section, the CFC qualification 
date is the first day on which the qualified 
portion of the shareholder's holding period 
in the section 1297(e) PFIC begins, as de
termined under section 1297(e). 

(e) Late elections requiring special con
sent-( I) In general. This section pre
scribes the exclusive rules under which a 
shareholder of a section 1297(1.") PFIC may 
make a section 1298(b)(1) election after 
the time prescrihed in paragraph (b)(2) or 
(c)(4) of this section for making a deemed 
sale or a deemed dividend election has 
elapsed (late purging election). Therefore, 
a shareholder may not seek such relief un
der any other provisions of the law, in-

eluding ~JOI.l) IOO-J of this chapter. A 
sharch:)lder may request the consent of the 
Commissioner to make a late deemed sale 
or deemed di\'idend election for the tax
able year of the shareholder that includes 
the CFC qualification date provided the 
shareholder satisfies the requirements set 
forth in this paragraph (e). The Commis
sioner may, in his discrction, grant relief 
under this paragraph (e) only if-

(i) In a case where the shareholder is re
questing consent under this paragraph (e) 
after June JO, 2006, the shareholder re
quests such consent before a representa
tive of the Internal Revenue Service raises 
upon audit the PFIC status of the foreign 
corporation for any taxable year of the 
shareholder; 

(ii) The shareholder has agreed in a 
closing agreement with the Commissioner, 
described in paragraph (e)(3) of this sec
tion, to eliminate any prejudice to the inter
ests of the U.S. government, as determined 
under paragraph (1.")(2) of this section, as a 
consequence of the shareholder's inability 
to file amended returns for its taxable year 
in which the CFC qualification date falls, 
or an earlier closed taxable year in which 
the shareholder has taken a position that is 
inconsistent with the treatment of the for
eign corporation as a PFIC; and 

(iii) The shareholder satisfies the proce
dural requirements set forth in paragraph 
(e )(3) of this section. 

(2) Prejudice to the interests a/the U.S. 
government. The interests of the U.S. gov
ernment are prejudiced if granting relief 
would result in the shareholder having a 
lower tax liability (other than by a de min
imis amount), taking into account applica
ble interest charges, for the taxable year 
that includes the CFC qualification date 
(or a prior taxable year in which the tax
payer took a position on a return that was 
inconsistent with the treatment of the for
eign corporation as a PFIC) than the share
holder would have had if the shareholder 
had properly made the section 1298(b)(l) 
election in the time prescribed in para
graph (b )(2) or (c )(3) of this section (or had 
not taken a position in a return for an ear
lier year that was inconsistent with the sta
tus of the foreign corporation as a PFIC). 
The time value of money is taken into ac
count for purposes of this computation. 

(3) Procedural requirements-(i) In 

general. The amount due with respect to 
a late purging election is determined in 



the same manner as if the purging elec
tIOn had been timely filed. However, the 
shareholder is also liable for interest on 
the ~m~unt due, determined for the period 
begmnmg on the due date (without exten
sions) for the taxpayer's income tax return 
for the year in which the CFC qualification 
date falls and ending on the date the late 
purging election is filed with the IRS. 

(ii) Filing instructions. A late purging 
electIOn IS made by filing a completed 
Form 8621-A, "Return by a Shareholder 
Making Certain Late Elections to End 
Treatment as a Passive Foreign Investment 
Company." 

(4) Time and manner of making late 
election-(i) Time for making a late purg
ing election. A shareholder may make a 
I~te p~rging election in the manner pro
vIded m paragraph (e)( 4 )(ii) of this section 
at any time. The date the election is filed 
with the IRS will determine the amount of 
interest due under paragraph (e )(3) of this 
section. 

(ii) Manner of making a late purging 

~lection'.A shareholder makes a late purg
mg electIOn by completing Form 8621-A 
in the manner required by that form and 
this section and filing that form with the 
Internal Revenue Service, DP 8621-A 
Ogden, UT 8420 I. ' 

(t) Effective date. (1) Thc rules of this 
section are applicable as of December 8 
2005. ' 

(2) The applicability of this section will 
expire on or before December 5, 2008. 

Par. 5. Section 1.1298-0T is added to 
read as follows: 

§ 1.1298-0T Table of contents (temporary). 

This section contains a listing of the 
paragraph headings for § 1.1298-3T. 

§I.I298-3T Deemed sale or deemed 
dividend election by a Us. person that 
is a shareholder of a former PFlC 
(temporary). 

(a) through (d) [Reserved]. For further 
guidance, see § 1.1298-0, the entries for 
§ 1.1298-3T(a) through (d). 

(e) Late purging elections requiring 
special consent. 

(1) In general. 
(2) Prejudice to the interests of the U.S. 

government. 
(3) Procedural requirement. 

(4) Time and manner of making late 

election. 
Par. 6. Section 1.1298-3T is added to 

read as follows: 

§l.I298-3T [Jet'll/I'd sale or deemed 
dividend election by a US. persoll that 
is a shareholder of a former PFlC 
(temporary). 

(a) through (d) [Reserved]. For further 
guidance, see §1.l298-3(a) through (d). 

(e? Late purging elections requiring 
specwl cOl1sellt-(l) In f?,eneral. This sec
tion prescribes the exclusive rules under 
which a shareholder of a former PFIC may 
make a seclion 1298(b)(1) election after 
the time prescribed in paragraph (b )(2) or 
(c)( 4) of this section for making a deemed 
sale or a deemed dividend election has 
elapsed (late purging election). Therefore 
a shareholder may not seek such relie;
under any other provisions of the law 
including §301.9100-3 of this chapter. A 
shareholder may request the consent of 
the Commissioner to make a late purging 
election for the taxable year of the share
holder that includes the termination date 
provided the shareholder satisfies the re
quirements set forth in this paragraph (e). 
The Commissioner may, in his discretion, 
grant relief under this paragraph (e) only 
if-

(i) In a case where the shareholder is re
questing consent under this paragraph (e) 
after June 30, 2006, the shareholder re
qucsts such consent before a representa
tive of the Internal Revenue Service raises 
upon audit the PFIC status of the foreign 
corporation for any taxable year of the 
shareholder; . 

(ii) The shareholder has agreed in a 
closing agreement with the Commissioner, 
described in paragraph (e)(3) of this se(:
tion, to eliminate any prejudice to the inter
ests of the U.S. government, as determined 
under paragraph (e)(2) of this section, as 
a consequence of the shareholder's inabil
ity to file amended returns for its taxable 
year in which the termination date falls. or 
an earlier closed taxable year in which the 
shareholder has taken a position that is in
consistent with the treatment of the foreign 
corporation as a PFIC; and 

(iii) The shareholder satisfies the proce
dural requirements set forth in paragraph 
(e)(3) of this section. 

(2) Prejudic(, 10 Ihe interests oflhe US. 
gOl'erlllllellf. The interests of the U.S. gov
ernment are prejudiced if granting relief 
would result in the shareholder havin o a 
1.00~er tax liability (other than by a de 1I~1l-
11lI1.\' amount), taking into account applica
ble i~terest charges, for the taxable year 
that 1l1cludes the termination dale (or a 
prior taxable year in \vhich the taxpayer 
look a position on a return that was in
c~nsistent with the treatment of the for
eIgn corporation as a PFIC) than the share
holder would have had if the shareholder 
had properly made the section 1298(b)( I) 

election in the timc prescribed in para
graph (b )(2) or (c )(3) of this section (or had 
not taken a position in a return for an ear
lier year that was inconsistent with the sta
tus of the foreign corporation as a PFIC). 
The time value of money is taken into ac
count for purposes of this computation. 

(3) Procedural requirement-(i) In 
general. The amount due with respect to 
a late purging election is determined in 
the same manner as if the purging elec
tIon had been timely filed. However, the 
shareholder is also liable for interest on 
the am~unt due, determined for the period 
beg1l1111ng on the due date (without exten
sions) for the taxpaycr's income tax return 
for the year in which the CFC qualification 
date falls and ending on the date the late 
purging election is filed with the IRS. 

(ii.) Fi~ing instructions. A late purging 
electIon IS made by filing a completed 
Form 8621-A, "Retum by a Shareholder 
Making Certain Late Elections to End 
Treatment as a Passive Foreign Investment 
Company." 

(4) Time and manner of makinf?, late 
elecri()Il~(i) Time for making a late purg
Ing electlO/1. A shareholder may make a 
late purging election in the manner pro
vided in paragraph (c)( 4 )(ii) of this section 
at any time. The date the election is filed 
with the IRS will determine the amount of 
interest due under paragraph (e)(3) of this 
section. 

(ii) Manner of making a late purging 
el('cliol!. A shareholder makes a late purg
lI1g electIOn by completing Form 8621-A 
in the manner required by that form and 
this section and filing that form with the 
Internal Revenue Service, DP 8621-A 
Ogden, UT 84201. ' 

(f) Effective date. (1) The rules of this 
section are applicable as of December 8 
2005. ' 
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(2) The applicability of this section will 

expire on or before December 5.2008. 

CFR part or section where 

identified and described 

* * * * * 
1.1297-3T 

* * * * * 

Mark E. Matthews, 

Deputy Commissioner for 
Sen-ices alld Enforcement. 

Approved November 21. 2005. 

Eric Solomon, 
Actin/( Deputy AssisflIllf Secretary 

of the Treasury. 

(Filed by the Office of the Federal RegIster on December 1. 
2()05. R:45 a.lll .. and publi,heJ in the issue of the Federal 
RegISter tor December 8.2005.10 F.R. 12Y08) 

Section 1298.-Special 
Rules 
26 CFR 1.1298-3: Deemed sale or deemed dividmd 

electioll br a U.S. perSO/l that is (I shareholder of II 
limnPI' PFIC 

T.D.9231 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Guidance on Passive Foreign 
Investment Company (PFIC) 
Purging Elections 

AGENCY: Internal Revenue Service 
(IRS L Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains final 
regulation~ that provide specific elections 

that give relief to certain United States 
persons that continue to be subject to the 
PFIC excess distribution regime of section 
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PART 602-0MB CONTROL 

NUMBERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 7. The authority citation of part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805 

1291 even though the foreign corporation 

in which they hold stock no longer satis

fies the definition of a PFIC under section 
1297(a). The final regulations affect U.S. 
persons owning stock in a PFIC. 

DATES: Effective Date: These regulations 
are effective December 8,2005. 

Applicability Date: For dates of appli
cability, see § 1.1 298-3(f). 

FOR FURTHER INFORMATION 
CONTACT: Ethan Atticks at (202) 
622-3840 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

Thc collection of information contained 
in these final regulations has been previ
ously reviewed and approved by the Of

fice of Management and Budget in accor
dance with the Paperwork Reduction Act 
(44 U.S.c. 3507) under control number 
1545-1028, which was later incorporated 
into control number 1545-1507. 

The collection of information in these 
final regulations is in § 1.1298-3(c)(5). 

This information is required to cnable the 
IRS to verify that a taxpayer is reporting 
the correct amount of income. gain or loss 
from that taxpayer's interest in the foreign 
corporation. 

An agency may not conduct or sponsor, 
and a person is not required to respond to, a 
collection of information unless it displays 
a valid control number assigned by the Of

fice of Management and Budget. 
Books or records relating to a collection 

of information must be retained as long 
as their contents may become material in 

Par. 8. In ~602.IO l. paragraph (b) is 

amended bv revising an entry in the table - ~ 

for "1.l297 - 3T' as follows: 

.~602.JOJ OMB COl1tmlllllllliJers 

* * * * * 
(b) * * * 

Current OMB 
control No. 

1545-1965 

the administration of any internal revenue 

law. Generally, tax returns and tax return 

information are confidential. as required 
by 26 U.S.C. 6103. 

Background 

This document contains final regula

tions under section 1298(b)(1). Section 
1298(b)(1) was originally enacted as sec

tion 1297 by the Tax Reform Act of 1986 
(Public Law 99-514, 100 Stat. 2085) and 

was redesignated as section 1298 by the 
Taxpayer Relief Act of 1997 (Public Law 
105-34, III Stat. 788). 

Section 1298(b)(1) provides that if 

a shareholder owns stock in a foreign 
corporation that, at any time during the 
shareholder's holding period with respect 
to such stock, was a PFIC that was not a 
qualified electing fund (QEF), the stock 

will retain its character as PFIC stock, 
even if the corporation later ceases to 
qualify as a PFIC under section 1297(a), 

unless the shareholder elects to purge the 
PFIC taint under rules similar to the rules 
of section 1291(d)(2). 

On March 2. 1988, the IRS and Trea
sury Department published temporary 
regulations (T.D. 8178. 1988-1 C.B. 313 
[53 FR 6770)). and proposed regulations 
that cross-referenced the temporary regu
lations (INTL 941-86. 1988-1 C.B. 916 
[53 FR 6781 D. concerning the election 
under section 1298(b)(I) (then section 
1297(b)(!» (1988 temporary regulations). 
The 1988 temporary regulations permit
ted a shareholder of a former PFIC, as 
defined in §1.l291-9(j)(2)(iv), to purge 
the PFIC taint by making a deemed sale 
election. On January 2, 1998, the IRS and 



Treasury Department published tempo
rary regulations (TO. 8750, 1998-1 C.B. 
562 [63 FR 61) and proposed regulations 
that cross-referenced the temporary reg
ulations (REG-1l5795-97, 1998-1 C.B. 
591 [63 FR 39-01]) that amended the 
1988 temporary regulations. The 1998 
temporary regulations provided that a 
shareholder of a former PFIC that was a 
controlled foreign corporation (as defined 
in section 957(a» during its last taxable 
year as a PFIC under section 1297(a), 
may apply the rules of the deemed divi
dend election under section 1291(d)(2)(B) 
and §1.l291-9 to its section 1298(b)(1) 
election. The 1998 temporary regulations 
expired on January 2, 2001, pursuant to 
section 7805(e)(2). 

One written comment was received 
regarding the deemed sale election in 
response to the notice of proposed rule
making published by cross-reference to 
the 1988 regulations. No public hearing 
was requested or held on the notice of 
proposed rulemaking. After considera
tion of the comment, the 1988 temporary 
regulations, as modified by the 1998 tem
porary regulations that permit a deemed 
dividend election in certain circumstances, 
are adopted as final regulations with the 
changes discussed below. 

Summary of Comments and 
Explanation of Revisions 

A. Time and Manner of Making the 
Deemed Sale Election 

One comment was received on the 
1988 temporary regulations regarding the 
deemed sale election under § 1.1 297-3T. 
The comment recommended that the reg
ulations permit a shareholder to make a 
deemed sale election without having to 
file an amended return in instances where 
an election could be filed by the due date 
of the shareholder's original return for 
the last taxable year during which the for
eign corporation continued to qualify as 
a PFIC under section 1297(a). This sug
gestion was adopted with respect to both 
the deemed sale and deemed dividend 
elections, and the regulations have been 
revised accordingly. 

B. Additional Revisions 

Additional revisions were made to the 
final regulations to reflect the redesigna-

tion of certain Code sections pursuant to 
the Taxpayer Relief Act of 1997 (Public 
Law 105-34, 111 Stat. 788). Similar revi
sions were made to the definition of former 
PFIC contained in §1.l291-9(j)(2)(iv). In 
addition, the deemed dividend election 
provisions were added and the deemed 
sale election provisions were revised to 
conform generally the elections under sec
tion 1298(b)(1) to the deemed dividend 
and deemed sale election provisions con
tained in §§1.l291-9 and -lO (purging 
elections in connection with election to 
treat PFIC as a QEF). 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It has also been determined 
that section 553(b) of the Administrative 
Procedure Act (5 u.s.c. chapter 5) does 
not apply to these regulations, and, be
cause the regulations do not impose a col
lection of information on small entities, the 
Regulatory Flexibility Act (5 U.S.c. chap
ter 6) does not apply. Pursuant to section 
7805(f) of the Code, the notice of proposed 
rulemaking preceding this regulation was 
submitted to the Chief Counsel for Advo
cacy of the Small Business Administration 
for comment on its impact on small busi
ness. 

Drafting Information 

The principal author of this regula
tion is Ethan Atticks, Office of Associate 
Chief Counsel (International). However, 
other personnel from the IRS and Treasury 
Department participated in their develop
ment. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR parts 1 and 602 
are amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part 1 continues to read in part as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.1291-9 is amended as 

follows: 

1. Paragraph (i)(I) is removed. 
2. The paragraph heading of paragraph 

(i)(2) is removed. 
3. The text of paragraph (i)(2) is redes-

ignated as paragraph (i). 
4. Paragraph (j)(2)(iv) is revised. 
5. Paragraph (j)(2)(v) is added. 
The revision and addition reads as fol

lows: 

.~ 1.1291-9 Deemed dil'idend election. 

* * * * * 
(j) * * * 
(2) * * * 
(iv) Fortner PFiC. A foreign corpora

tion is a former PFIC with respect to a 
shareholder if the corporation satisfies nei
ther the income test of section 1297(a)(I) 
nor the asset test of section 1297(a)(2), 
but its stock. hcld by that shareholder, is 
treated as stock of a PFIC, pursuant to sec
tion 1298(b)(I). because the corporation 
was a PFIC that was not a QEF at some 
time during the shareholder's holding pe
riod of the stock. 

(v) Sectioll 1297(e) PFiC. [Re-
served). For further guidance, see 
§ l.I291-9T(j)(2)( v). 

* * * * * 
Par. 3. Section l.I297-0 is revised to 

read as follows: 

.~1.1297-0 Table of cOlltents. 

This section contains a listing of the 
paragraph headings for §l.I297-3. 

§ 1.1297-3 Deemed sale or deemed 
dividend election by a u.s. persoll that is 
a shareholder of a section 1297( e) PFiC. 

[Reserved1. For further guidance, see 
the entries in § 1.1297-3T 

Par. 4. Section 1.1297-3 is added to 
read as follows: 

.~1.1297-3 Deemed sale or deemed 
dividend election by a U.S. person that is 
a shareholder of a section 1297( e) PFiC. 

[Reserved). For further guidance, see 
§ l.I297 - 3T 

Par. 5. Sections l.I298-0 and 
1.1298-3 are added to read as follows: 

§ 1.1298-0 Table of contents. 

This section contains a listing of the 
paragraph headings for § 1.1298-3. 
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§ 1.1298-3 Deemed sale or deemed 

dividend election by a U.S. persall that is 

a shareholder of aformer PFIC. 

(a) In general. 

(b) Application of deemed sale election 

rules. 

(I) Eligibility to make the deemed sale 

election. 
(2) Effect of deemed sale election. 

(3) Time for making the deemed sale 

election. 
(4) Manner of making the deemed sale 

election. 
(5) Adjustments to basis. 

(6) Treatment of holding period. 
(c) Application of deemed dividend 

election rules. 

(I) Eligibility to make the deemed div
idend election. 

(2) Effect of the deemed dividend elec

tion. 
(3) Post-1986 earnings and profits de

fined. 
(4) Time for making the deemed divi

dend election. 

(5) Manner of making the deemed div-
idend election. 

(6) Adjustments to basis. 

(7) Treatment of holding period. 
(8) Coordination with section 959(e). 
(d) Termination date. 

(e) Late purging elections requiring 
special consent. [Reserved]. For further 
guidance, see § I. I 298-0T. 

(n EtIective date. 

~ 1.1298-3 Deemed sale or deemed 
dil'idend election by a U.S. person that is 
a shareholder of a former PFIC. 

(a) In general. A shareholder (as de
fined in § 1.1291-9(j )(3)) of a foreign cor
poration that is a former PFIC, (as de
fined in §1.l291-9(j)(2)(iv)) with respect 
to such shareholder, shall be treated for tax 
purposes as holding stock in a PFIC and 
therefore continues to be subject to taxa
tion under section 1291 unless the share
holder makes a purging election under sec
tion 1298(b)( I). A purging election un
der section 1298(b)( 1 ) is made under rules 
similar to the rules of section 1291(d)(2). 
Section 1291 (d)(2) allows a shareholder to 
purge the continuing PFIC taint by making 
either a deemed sale election or a deemed 
dividend election. 
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(b) Applicatioll of deemed sale elec
tioll rules-( I) Eligibility to make the 

deemed sale electioll. A shareholder of a 

foreign corporation that is a former PFIC 

with respect to such shareholder may 

make a deemed sale election under section 

1298(b)( I) by applying the rules of this 
paragraph (b). 

(2) Effect of deemed sale electioll. A 
shareholder making the deemed sale elec

tion with respect to a former PFIC shall be 

treated as having sold all its stock in the 

fonner PFIC for its fair market value on the 

termination date, as defined in paragraph 

(d) of this section. A deemed sale is treated 

as a disposition subject to taxation under 

section 1291. Thus, gain from the deemed 
sale is taxed under section 1291 as an ex

cess distribution received on the termina

tion date. In the case of an election made 
by an indirect shareholder, the amount of 

gain to be recognized and taxed as an ex
cess distribution is the amount of gain that 
the direct owner of the stock of the PFIC 

would have realized on an actual sale or 

disposition of the stock of the PFIC indi
rectly owned by the shareholder. Any loss 
realized on the deemed sale is not recog
nized. After the deemed sale election, the 
shareholder's stock with respect to which 
the election was made under this paragraph 
(b) shall not be treated as stock in a PFTC 
and the shareholder shall not be subject to 
taxation under section 1291 with respect to 
such stock unless the foreign corporation 
thereafter qualifies as a PFIC under section 
1297(a). 

(3) Time for making the deemed sale 
election. Except as provided in paragraph 
(e) of this section. the shareholder shall 
make the deemed sale election under this 
paragraph (b) and section l298(b)( I) in the 
shareholder's original or amended return 
for the taxable year that includes the termi
nation date (election year). If the deemed 
sale election is made in an amended return, 

the return must be filed by a date that is 
within three years of the due date, as ex
tcnded under section 6081. of the original 
return for the election year. 

(4) Mallner of making the deemed sale 
election. A shareholder makes the deemed 
sale election under this paragraph (b) by 
filing Form 8621 ("Return bv a Share
holder of a Passive Foreign Investment 
Company or Qualified Electing Fund") 
with the return of the shareholder for the 
election year, reporti ng the gain as an 

excess distrihution pursuant to section 

1291 ( a) as if such deemed sale occurred 

under section l2LJI(d)(21. and paying the 

tax and intcrest due 011 the excess distribu

tion. A shareholder that makes the deemed 

sale election afwr the due date of the return 

(determined without regard to extensions) 

for the election year must pay additional 

interest. pursuant to section 660 I, on the 

amount of underpayment of tax for that 
year. An electing shareholder that realizes 

a loss shall report the loss on Form 862 L 
but shall not recognize the loss. 

(5) Adjustmellts to basis. A shareholder 
that makes the deemed sale election in

creases its adjusted basis of the PFIC 
stock owned directly by the amount of 

gain recognized on the deemed sale. If the 

shareholder makes the deemed sale elec

tion with respect to a PFIC of which it is 
an indirect shareholder, the shareholder's 

adjusted basis of the stock or other prop
erty owned directly by the shareholder, 

through which ownership of the PFIC is 

attributed to the shareholder, is increased 
by the amount of gain recognized by 
the shareholder. In addition, solely for 
purposes of determining the subsequent 

treatment under the Code and regulations 
of a shareholder of the stock of the PFIC, 
the adjusted basis of the direct owner of 
the stock of the PFIC is increased by the 
amount of gain recognized on the deemed 
sale. A shareholder shall not adjust the ba
sis of any stock with respect to which the 
shareholder realized a loss on the deemed 
sale, but which loss is not recognized un
der paragraph (b)(2) of this section. 

(6) Treatmenf (~f holding period. If a 
shareholder of a foreign corporation has 
made a deemed sale election, then, for pur
poses of applying sections 1291 through 
1298 to such shareholder after the deemed 
sale, the shareholder's holding period in 
the stock of the foreign corporation begins 
on the day following the termination, with
out regard to whether the shareholder rec
ognized gain on the deemed sale. For other 
purposes of the Code and regulations, this 
holding period rule does not apply. 

(c) Application of deemed dividend 
electio/l rules-( 1) Eligibilitv to make the 
deemed dil'idend eiecrion. A shareholder 
of a foreign corporation that is a former 
PFIC with respect to such ,hareholder may 
make the deemed dividend election under 
the rules of this paragraph (c) provided 
the foreign corporation was a controlled 



foreign corporation (as defined in section 
957(a) (CFC» during its last taxable year 
as a PFIC. A shareholder may make the 
deemed dividend election without regard 
to whether the shareholder is a United 
States shareholder within the meaning of 
section 951(b). A deemed dividend elec
tion may be made by a shareholder whose 
pro rata share of the post-1986 earnings 
and profits of the PFIC attributable to the 
PFIC stock held on the termination date is 
zero. 

(2) Effect of" the deemed dividend elec
tion. A shareholder making the deemed 
dividend election with respect to a former 
PFIC shall include in income as a dividend 
its pro rata share of the post-1986 earn
ings and profits of the PFIC attributable 
to all of the stock it held, directly or indi
rectly on the termination date, as defined in 
paragraph (d) of this section. The deemed 
di vidend is taxed under section 1291 as an 
excess distribution received on the termi
nation date. The excess distribution de
termined under this paragraph (c) is al
located under section 1291(a)(l)(A) only 
to each day of the shareholder's holding 
period of the stock during which the for
eign corporation qualified as a PFIC. For 
purposes of the preceding sentence, the 
shareholder's holding period of the PFIC 
stock ends on the termination date. After 
the deemed dividend election, the share
holder's stock with respect to which the 
election was made under this paragraph (c) 
shall not be treated as stock in a PFIC and 
the shareholder shall not be suhject to tax
ation under section 1291 wi th respect to 
such stock unless the foreign corporation 
thereafter qualifies as a PFIC under section 
1297(a). 

(3) Posf-1986 earnings and profits de
fined-(i) III general. For purposes of this 
section, the term post-1986 earnings and 
profits means the post-1986 undistributed 
earnings, within the meaning of section 
902(c)(l) (determined without regard to 
section 902(e)(3»), as of the close of the 
taxable year that includes the termination 
date. For purposes of this computation, 
only earnings and profits accumulated in 
taxable years during which the foreign cor
poration was a PFIC shall be taken into ac
count, without regard to whether the earn
ings relate to a period during which the 
PFIC was a CFC. 

(ii) Pro rata share ofpost-J986 earn
il/gs and pl"{~fits attributable to share-

holder's stock-rAJ In general. A share
holder's pro rata share of the post-1986 
earnings and profits of the PFIC attribut
able to the stock held by the shareholder 
on the termination date is the amount of 
post-1986 earnings and profits of the PFIC 
accumulated during any portion of the 
shareholder's holding period ending at the 
close of the termination date and attribut
able, under the principles of section 1248 
and the regulations under that section, to 
the PFIC stock held on the termination 
date. 

(B) Reduction for previously taxed 
amounts. A shareholder's pro rata share 
of the post-19R6 earnings and profits of 
the PFIC does not include any amount 
that the shareholder demonstrates to the 
satisfaction of the Commissioner (in the 
manner provided in paragraph (c)(5)(ii) 
of this section) was, pursuant to another 
provision of the law, previously included 
in the income of the shareholder, or of 
another U.S. person if the shareholder's 
holding period of the PFIC stock includes 
the period during which the stock was held 
by that other U.S. person. 

(4) Time for making the deemed div
idend election. Except as provided in 
paragraph (e) of this section, the share
holder shall make the deemed dividend 
election under this paragraph (e) and 
section 1298(b)(l) in the shareholder's 
original or amended return for the taxable 
year that includes the termination date 
(election year). If the deemed dividend 
election is made in an amended return, the 
return must be filed by a date that is within 
three years of the due date, as extended 
under section 6081, of the original return 
for the election year. 

(5) Manner of" making the deemed div
idend electioll-(i) In general. A share
holder makes the deemed dividend elec
tion by filing Form 8621 and the attach
ment to Form 8621 described in paragraph 
(c)(S)(ii) of this section with the return of 
the shareholder for the election year, re
porting the deemed dividend as an excess 
distribution pursuant to section 1291 (a)( 1 ), 
and paying the tax and interest due on the 
excess distribution. A shareholder that 
makes the deemed dividend election af
ter the due date of the return (determined 
without regard to extensions) for the elec
tion year must pay additional interest. pur
suant to section 660 I , on the amount of un
derpayment of tax for that year. 

Oi) Attachment to Form 8621. The 
shareholder must attach a schedule to 
Form 8621 that demonstrates the calcu
lation of the shareholder's pro rata share 
of the post-1986 earnings and profits of 
the PFIC that is treated as distributed to 
the shareholder on the termination date 
pursuant to this paragraph (c). If the 
shareholder is claiming an exclusion from 
its pro rata share of the post-1986 earn
ings and profits for an amount previously 
included in its income or the income of 
another U.S. person, the shareholder must 
include the following information: 

(A) The name, address, and taxpayer 
identification number of each U.S. person 
that previously included an amount in in
come, the amount previously included in 
income by each such U.S. person, the pro
vision of law pursuant to which the amount 
was previously included in income, and the 
taxable year or years of inclusion of each 
amount. 

(B) A description of the transaction pur
suant to which the shareholder acquired, 
directly or indirectly, the stock of the PFIC 
from another U.S. person, and the provi
sion of law pursuant to which the share
holder's holding period includes the period 
the other U.S. person held the CFC stock. 

(6) Adjustments to basis. A shareholder 
that makes the deemed dividend election 
increases its adjusted basis of the stock 
of the PFIC owned directly by the share
holder by the amount of the deemed divi
dend. If the shareholder makes the deemed 
dividend election with respect to a PFIC 
of which it is an indirect shareholder, the 
shareholder's adjusted basis of the stock or 
other property owned directly by the share
holder, through which ownership of the 
PFIC is attributed to the shareholder, is in
creased by the amount of the deemed div
idend. In addition, solely for purposes of 
determining the subsequent treatment un
der the Code and regulations of a share
holder of the stock of the PFIC, the ad
justed basis of the direct owner of the stock 
of the PFIC is increased by the amount of 
the deemed dividend. 

(7) Treatment of holding period. If the 
shareholder of a foreign corporation has 
made a deemed dividend election, then, 
for purposes of applying sections 1291 
through 1298 to such shareholder after 
the deemed dividend, the shareholder's 
holding period of the stock of the foreign 
corporation begins on the day following 
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the termination date. For other purpose, 
of the Code and regulations. this holding 
period rule does not apply. 

(g) Coordinmioll H'ith sectioll Y5Y( e). 

For purposes of section ':ol5':ol( e I. the en
tire deemed dividend is treated as having 
been included in gross income under sec
tion 124g(a). 

(d) Terll/illl/liO/l date. For purposes of 
this section. the termination dale 1S the last 
day of the last taxable year of the foreign 
corporation during which it lJualified as a 
PFIC under section 1297(a). 

CFR part or section where 
identified and described 

* * *" * * 
1.1298-3 

* * * * * 

Mark E. Matthews. 
Deputy Commissioller j()r 
Sen'ices and EI/forcement, 

Approved November 21. 2005. 

Eric Solomon. 
Acting Deputv Assistant Secretan' 

of the Treasu rv. 

I Filed hy the Oftice uf the Federal Regi,ter on Decemher 7. 

"OO'i. X:4'i a.m .. and publ"hed in the i\\ue of the Federal 
Reg"ter for Deccmber~, 2(XJ5. 70 F.R. 721)141 

Section 7520.-Valuation 
Tables 

The adjusted applicable federal short-term. mid

term. and long-term rates are set fo.1h for the month 

Df January 2006. See Rev. Rul. 2006-4. page 264 

Section 7701.-Definitions 
:'.6 eFR 301. 770J-2: Business fnririn; definirions 

Japanese Yugen Kaisha (YK) and 
Tokurei Yugen Kaisha (TYK). A Yugen 
Kaisha. a Japanese business entity. which 
will become a Tokurei Yugen Kaisha un
der recently enacted Japanese legislation, 
will contmue to be eligible to elect its U.S. 
entity classification under the check the 
box regulations. 
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(c) LlIfe purging e/eclions requiril/g 
special conscllI. [Reserved]. For further 
guidance. see §1.l298-3T(e). 

(f) Etfeclil'e date, This section applies 
for taxable years of shareholders begin
ning on or after December 8. 2005. How
ever. taxpayers may apply the rules of this 
section to a taxable year beginning prior to 
December 8. 2005. provided the statute of 
limitations on the assessment of tax has not 
expired. 

Rev. Rul. 2006-3 

ISSUE 

Will a Japanese Yugen Kaisha business 
entity ("YK") that becomes a Japanese 
Tokurei Yugen Kaisha business entity 
CTYK") pursuant to the Kaisha Ho, Law 
No. 86 of 2005 (Company Law) and 
the Seibi Ho. Law No, 87 of 2005 (the 
Law Concerning the Coordination. Etc .. 
of Associated Laws in Connection with 
the Enforcement of the Companies Law) 
(Coordination Law). as promulgated on 
July 26. 2005. remain an eligible entity 
for purposes of § 301.7701-1 through 3 of 
the Procedure and Administration Regula
tions? 

FACTS 

On July 26, 2005, the Japanese Diet re
organized Japanese corporate law through 
the promulgation of the Company Law and 
the Coordination Law, which were passed 
on June 29. 2005. Pursuant to the Coordi
nation Law, the YK will be abolished as a 
Japanese corporate entity, All YKs in ex
istence as of the effecti ve date of the Co
ordination Law will continue as TYKs. a 
special type of Kabushiki Kaisha business 
entity ("KK") under the Company Law. 
The effective date of these laws will be de
termined by a Cabinet enforcement ord.er; 
however. the provisions will be effectIve 

PART 602-0MB CONTROL 
NUMBERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 6. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.s.c. 7805. 
Par. 7. In *602.101. paragraph (b) is 

amended by adding an entry in numerical 
order to the table: 

§6021()/ OMB COl/tro/numbers 

* * * * * 
(b) * * * 

Cun'ent OMB 
control No. 

1545-1507 

no later than January 26, 2007. After the 
effective date of the new laws, no new YKs 
or TYKs may be formed. 

LAW AND ANALYSIS 

Section 301.7701-2(a) defines the term 
"business entity" as any entity recognized 
for federal tax purposes (including an 
entity with a single owner that may be 
disregarded as an entity separate from 
its owner under § 30 I. 770\ -3) that is 
not properly classified as a trust under 
§ 301.7701-4 or otherwise subject to spe
cial treatment under the Code. A business 
entity with two or more members is clas
sified for federal tax purposes as either a 
corporation or a partnership. A business 
entity with only one owner is classified 
as a corporation or is disregarded. How
ever, § 301.7701-2(b)(8) provides that 
certain foreign business entities are al
ways classified as corporations for federal 
tax purposes (per se corporations). Un
der § 301.7701-2(h)(8), a KK is a per se 
corporation. Further. a YK is an eligible 
entity. for which an entity classification 
election can be made under § 301.7701-3. 

Based on the Company Law and Co
ordination Law promulgated on July 26, 
2005, TYKs are not per se corporations de
scribed in § 301.7701-2(b)(8) and will be 
classified in the same manner as YKs were 
prior to the effective date of the new Japan
ese corporate law. Therefore, a YK that be-



comes a TYK will remain an eligible entity 
for purposes of § 301.7701-1 through 3. 

HOLDING 

A Japanese YK that becomes a Japan
ese TYK, pursuant to the Company Law 
and the Coordination Law, as promulgated 
on July 26, 2005. will remain an eligi
ble entity for purposes of § 30 I .770 I-I 
through 3. 

DRAFTING INFORMATION 

The principal author of this revenue rul
ing is Ronald M. Gootzeit of the Office of 
Associate Chief Counsel (International). 
For further information regarding this rev
enue ruling, contact Ronald M. Gootzeit at 
(202) 622-3860 (not a toll-free call). 

Section 7872.-Treatment 
of Loans With Below-Market 
Interest Rates 

The adjusted applicable federal short-term. mid

term, and long-term rates are set forth for the monlh 

of January 2006. See Rev. Rul. 2006-4, page 264. 
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Part III. Administrative, Procedural, and Miscellaneous 
Extension of Transition Relief 
for Certain Partnerships 
and Other Pass-Thru Entities 
Under Section 470 

Notice 2006-2 

PURPOSE 

This notice extends by one year 
the transition relief provided in Notice 
20()5-29, 2()()5-13 I.R.B. 796, under 

* -l70 of the Internal Revenue Code to 
partnerships and other pass-thru entities 
that are treated as holding tax-exempt lise 
property as a result of the application of 

* 16X(h)(6). 

BACKGROUND 

Section g4g of the American Jobs Cre
ation Act of 2004, Pub. L No. 108-357, 
II g StaL 1418, 1602, enacted on Oc
tober 22, 2004, added ~ 470, which im
posed new limitations on the deductibility 
of losses relating to tax-exempt use prop
erty. Under * 470(c)(2), "tax-exempt use 
property" has the meaning provided un
der * 168(h) (with certain modifications). 
Under * 16g(h)(6), if any property that is 
not otherwise '·tax-exempt use property" 
under * 16X(h) is owned hy a partnership 

that has both a tax-exempt entity and a per
son who is not a tax-exempt entity as part
ners, and any allocation to the tax-exempt 
entity of partnership items is not a qual
ified allocation, an amount equal to the 
tax-exempt entity's proportionate share of 
the property generally is treated as tax-ex
empt use property. Section 168(h)( 6 )(E) 
provides that rules similar to those applica
ble to partnerships in determining whether 
property is tax-exempt use property apply 
to other pass-thru entities. Section 470 
generally applies to leases entered into af
ter March 12, 2004. 

Notice 2005-29 provides transition re
lief to partnerships and other pass-thru en
tities that are treated by § 470 as hold
ing tax-exempt use property as a result of 
the application of § 168(h)(6). Specifi
cally. Notice 2005-29 provides that in the 
case of partnerships and pass-thru entities 
described in § 168(h)(6)(E), for taxable 
years that begin before January I, 2005. 
the Internal Revenue Service will not ap
ply * 470 to disallow losses associated 
with property that is treated as tax-exempt 
use property solely as a result of the appli
cation of * 168(h)(6). 

The Treasury Department and the Ser
vice understand that Congress is consider
ing possible legislation that would affect 

the application of * -l70 to certain trans
actions involving partnerships and other 

pass-thru entities. 

EXTENSION OF TRANSITION RELIEF 

In the case of partnerships and pass-thru 
entities described in ~ 168(h)(6)(E), for 
taxable years that begin before January L 
2006, the Service will not apply * 470 
to disallow losses associated with prop
erty that is treated as tax-exempt use prop
erty solely as a result of the application of 
* 168(h)(6). Abusive transactions involv
ing partnerships and other pass-Ihru enti
ties remain subject to challenge by the Ser
vice under other provisions of the tax law. 

EFFECT ON OTHER DOCUMENTS 

Notice 2005-29 is modified and super
seded. 

DRAFfING INFORMATION 

For further information regarding this 
notice, contact John Aramhuru of the 
Office of the Associate Chief Counsel 
(Income Tax & Accounting) at (202) 
622-4960 (not a toll-free call). 

Section 482.-Allocation of Income and Deductions Among Taxpayers 

Rev. Proc. 2006-9 
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SECTION I: PURPOSE 

.0] This revenue procedure explains the 
manner in which taxpayers may request an 
advance pricing agreement ("APA") from 
the APA Program within the Office of the 
Associate Chief Counsel (International), 
the manner in which such a request will 
be processed by the APA Program, and the 
effect and administration of APAs. This 
revenue procedure updates and supersedes 
Revenue Procedure 2004-40,2004-2 C.B. 
50. 

SECTION 2: PRINCIPLES OF THE 
APA PROGRAM 

.0] The APA Program provides a volun
tary process whereby the Internal Revenue 
Service ("Service") and taxpayers may re
solve transfer pricing issues under § 482 
of the Internal Revenue Code ("Code"), 
the Income Tax Regulations ("the regu
lations") thereunder, and relevant income 
tax treaties to which the United States is 
a party in a principled and cooperative 
manner on a prospective basis. The AP/\ 
process increases the efficiency of tax ad
ministration by encouraging taxpayers to 
come forward and present to the Service 
all the facts relevant to a proper trans
fer pricing analysis and to work tuwards 
a mutual agreement in a spirit of open
ness and cooperation. The prospective na
ture of APAs lessens the burden of compli
ance by giving taxpayers greater certainty 
regarding their transfer pricing methods, 
and promotes the principled resolution of 
these issues by allowing for their discus
sion and resolution in advance before the 
consequences of such resolution are fully 
known to taxpayers and the Service. 

. 02 The APA Program's central goal is 
the prompt, proper, and fair resolution of 
APA requests and renewals consistent with 
the principles of sound tax administration. 

. 03 The APA Program reserves the right 
not to accept an APA request or to terrni
nate consideration of an APA request if 
the request or the continued development 
of the case is contrary to the principles of 
sound tax administration. 

.04 An APA is an agreement between 
a taxpayer and the Service in which the 
parties set forth, in advance of controlled 
transactiuns, the best transfer pricing 
method ("'TPM") within the meaning of 
§ 482 of the Code and the regulations. 
The agreement specifies the controlled 
transactiuns or transfers ("covered trans
actions"), TPM, APA term. operational 
and compliance provisions, appropriate 
adjustments, critical assumptions regard
ing future events, required APA records, 
and annual reporting responsibilities. 

(I) APAs are intended to supplement 
traditional administrative, judicial, and 
treaty mechanisms for resolving transfer 
pricing issues. 

(2) Taxpayers formally initiate the 
process for APAs. Thereafter, APAs re
quire discussions among the taxpayer, one 
or more associated enterprises, and one 
or more tax administrations, including the 
Service. 

(3) Ordinarily, an APA is reached only 
un the proposed covered transactions. In 
some cases, however, the APA Program 
may require that the scope of the proposed 
covered transactions be expanded or con
tracted, or may determine that the TPM 
proposed by the taxpayer is not appropri
ate for some subset of the proposed cov
ered transactions. 

.05 The taxpayer's participation in the 
APA process is entirely voluntary. In some 
cases, the Service may approach a taxpayer 
to discuss the advantages of an APA . 

.06 The APA Program is under the 
immediate supervision of a Director (the 
"APA Director") within the Office of the 

Associate Chief Counsel (International) . 
The APA Director reports to the Asso
ciate Chief Counsel (International) who 
exercises general oversight over the APA 
Program. The APA Director, directly or 
by delegation, may take any action - nut 
contrary to statute, regulation, or treaty -
necessary to carry out the provisions of 
this revenue procedure. The APA Director 
may modify the provisions contained in 
this revenue procedure (for example, time 
limits or content of an APA request) if 
that modification would be consistent with 
sound tax administration. 

.07 Under the APA request procedure, 
the taxpayer proposes a TPM and provides 
data intended to show that the TPM consti
tutes the appropriate application of the best 
method rule under the § 482 regulations. 
The Service, through an APA Team, eval
uates the APA request hy analyzing all rel
evant data and information submitted with 
the initial request and at any time there
after. 

.08 Taxpayers may request a hilateral, 
multilateral, or, if appropriate, a unilateral 
APA. A bilateral or multilateral APA in
volves a request for an APA between the 
taxpayer and the Service, accompanied by 
a request for a mutual agreement between 
relevant competent authorities. A unilat
eral APA involves only an agreement be
tween the taxpayer and the Service. Where 
possible, in the interest of sound tax ad
ministration and to ensure that no potential 
for double taxation results from an APA, 
an APA should be concluded on a bilateral 
or multilateral basis between the compe
tent authorities through the mutual agree
ment procedure of the relevant income tax 
treaty or treaties. 

.09 The APA Policy Board establishes 
policy on matters of substantial genuine 
importance pertaining to the APA Pro
gram. It consists of the Associate Chief 
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Counsel (International). the APA Direc
tor, the Director. International (Large and 
Mid-Size Business (LMSB) Operating 
Division), Treasury's International Tax 
Counsel, and other senior officials. 

.10 In a bilateral or multilateral case. the 
APA Program prepares a recommended 
negotiating position for the U.S. Compe
tent Authority. The negotiating position 
serves as a basis for discussions with the 
relevant foreign competent authority or au
thorities under the mutual agreement ar
ticle of the applicahle income tax treaty 
or trcaties. Prior to finalizing its recom
mendation. the APA Program. through the 
Team Leader (see section 6.03). conveys 
the substance of the APA Team's position 
to the taxpayer to provide an opportunity 
for the taxpayer to comment. The Team 
Leader, in coordination with other mem
bers of the APA Team. considers the mer
its of the taxpayer's timely received com
ments in finalizing the recommended posi
tion. 

./1 If the U.S. Competent Authority and 
the relevant foreign competent authority or 
authorities reach a mutual agreement, the 
taxpayer and the Service may execute one 
or more APAs consistent with that mutual 
agreement. 

.12 In appropriate cases. the TPM may 
be applied to tax years prior to those cov
ered by the APA ("rollback" of the TPM, 
sec section 8). The Service's policy is to 
use rollbacks whenever feasible based on 
the consistency of the facts. law, and avail
ablc records for the prior years. This pol
icy does not apply to unilateral APA re
ljuests in which a rollback would decrease 
taxable income on a return filed for a tax
able year not covered by the APA (sec 
§ 1.482-1(a)(3)). 

./3 Filing an APA reljuest does not sus
pend any examination or other enforce
ment proceedings. The APA Program will 
coordinate its activities with those of other 
Service proceedings to avoid duplicative 
information requests to the taxpayer, en
hance the efficiency of Service operations. 
and reduce overall taxpayer compliance 
burdens. 

SECTION 3: PREFlUNG 
CONFERENCES 

.0 I General Principles 
A taxpayer may request a prefiling con

ference ("PFC') with the APA Prooram c 
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to discuss informally the suitability of an 
APA. 

.02 Discussion Topics 

The taxpayer may use a PFC to clar
ify what infornlation. documentation, and 
analyses are likely to be necessary for 
the Scrvice to consider an APA rcquest. 
Among the areas of discussion arc the 
covered transactions, the potentially appli
cable TPMs, the probability of agreement 
among the competent authorities, and the 
APA Program's schedule and method for 
coordinating and evaluating the request. 
To provide for the efficient use of tax
payer resources, PFCs are recommended 
in order to ensure that the APA request is 
appropriate and focuses on relevant issues. 

.03 Scheduling 
A taxpayer or its representative may 

contact the APA Program Office in Wash
ington, D.C. or California to schedule a 
PFC. The taxpayer or its representative 
should propose three alternative dates, and 
should generally allow two weeks before 
the first proposed date. The telephone and 
facsimile numbers are: 

Washington, DC 

Voice: (202) 435-5220 

Facsimile: (202) 435-5238 

California 

Voice: (949) 360-3486 

Facsimile: (949) 360-3446 

.04 PFC May be Named or Anonymous 
The taxpayer may request a PFC either 

on an identified or anonymous basis. 

.05 Participation 
If a taxpayer identifies itself, represen

tati ves of the Service Operating Division 
with responsibility for the taxpayer's re
turn normally will participate in the PFC. 
Representatives from Appeals and the Di
vision Counsel field offices may also at
tend. In the case of a PFC regarding a bilat
eral APA request, a Competent Authority 
analyst may attend. If a taxpayer initially 
requests a PFC on an anonymous basis but 
prior to the meeting chooses to identify it
self, the meeting may be rescheduled to 

permit necessary Sen ice personnel to at
tend. When requesting a PFC Oil an iden
tified basis. the taxpayer must inform the 
APA Program whether transactions simi· 
lar or rclated to those to he cO\eI'ed hy the 
proposed APA arc currently under consid
eration by a Service Operating Division, an 
Appeals Office. a Division Coullsel, or an 
Associate Chief Counsel. 

.06 Prefilillg Submissiol1 
A taxpayer must send a brief prefil

ing submission to the re\evant APA Pro
gram Office in Washington, D.C. or Cal
ifornia that lists the persons attending the 
PFC for the taxpayer (first names only or 
job titles are sufficient if the PFC will be 
on an anonymous basis) and that outlines 
and describes the issues to be discussed. 
This brief submission should be provided 
at least one week in advance of the PFC. 
If the document is twenty pages or less, it 
may be sent by facsimile; but if it exceeds 
twenty pages, eight copies (or if anony
mous, only three copies) and one original 
should be delivered. 

SECTION 4: CONTENT OF APA 
REQUESTS 

.01 Introduction 
A complete APA request is essential to 

a timely and efficient APA process. In 
the APA Program's experience, a com
plete APA request may save many months 
of case processing time and hundreds of 
hours of labor. as it allows the APA Team 
to narrow its focus immediately to the core 
issue or issues and avoids delays caused by 
thc necd to supplement the original APA 
request. The goal of completing a uni
lateral APA or a recommended negotiat
ing position within 12 months (see section 
6.01) is predicated in large part on the as
sumption that the taxpayer has submitted a 
complete APA request. 

A complete APA request should pro
vide the information specified below and 
all other information reasonably necessary 
to permit the APA Program to evaluate 
fully the taxpayer's proposed TPM. The 
level of detail required will depend on the 
particular facts and circumstances of each 
case and should be guverned by relevancy 
and materiality considerations (keeping 
in mind that the request should provide 
enough information to allow the reader 
to concur that a matter is not relevant or 



material). The detailed information sup
porting the APA request should be tailored 
to the specific facts relating to the tax
payer, the proposed covered transactions. 
and relevant legal authority. It should 
also take into account discussions with the 
APA Program in any PFC. 

An APA request will normally be con
sidered not "substantially complete" for 
purposes of sections 4.07, 4.12, 6.01, and 
6.03 unless the request contains the infor
mation required below (as may be modi
fied by agreement of the parties). 

.02 General Principles 

(l) For purposes of requesting an 
APA, each taxpayer that is a member of a 
consolidated group (as defined in Treasury 
Regulations § 1.1502-1) must comply 
with the provisions of § 1.1502-77. 

(2) All materials submitted with the 
APA request become part of the APA Pro
gram's case file and will not be returned. 
Therefore, taxpayers should not submit 
original documents. 

(3) The taxpayer must submit copics 
of any documents relating to the proposed 
TPM. All materials submitted must he 
properly labeled, indexed, and referenced 
in the request. Any previously submitted 
documents that the taxpayer wishes to 
associate with the request must be refer
enced. 

(4) If the records or docu ments to be 
submitted are too voluminous for transmit
tal with the request. the taxpayer must de
scribe the contents of such items in the 
request and confirm that the items will 
promptly be made available upon request. 

(5) All documents submitted in a for
eign language must be accompanied by an 
accurate English translation. 

(6) All documents in the APA request 
that are available in electronic format 
should be submitted, on either a CD-ROM 
or diskette, along with the paper submis
sion. Suitable formats include Microsoft 
Word, Excel, PowerPoint, and Adobe 
Portable Document Format. Other for
mats may be arranged on a case-by-case 
basis. 

.03 Factual, Legal. and Analytical items 

for All Proposed APAs 
Unless otherwise agreed, each APA re

quest must include an appropriate discus
sion of the items set forth below. 

(I) A comprehensive table of contents. 

(2) The names, addresses, telephone 
and facsimile numbers, taxpayer iden
tification numbers (if applicable), and 
both the Standard Industrial Classification 
(SIC) and the North American Industry 
Classification System (NAICS) codes re
ported on the most recently filed federal 
tax returns (if applicable) of (a) the orga
nizations, trades. and businesses engaging 
in the proposed covered transactions, and 
(b) the controlling taxpayer of the partie),. 
if the controlling taxpayer is not itself 
engaging in the proposed covered transac
tions. 

(3) The controlling taxpayer's indus
try (for example, Heavy Manufacturing 
and Transportation) within LMSB; or if the 
taxpayer files its tax returns with the Small 
Business/Self-Employed (SB/SE) Operat
ing Division. a statement to that effect. 

(4) A properly completed Form 2848 
(Power of Attorney and Declaration of 
Represellfative) for any person authorized 
to represent the taxpayer in connection 
with the request, disregarding if appro
priate the line 3 instruction limiting the 
authorization to three future tax periods. If 
the taxpayer or the taxpayer's authorized 
representative retains any other person 
(for example, a law firm, accounting firm, 
or economic consulting firm) to assist the 
taxpayer in pursuing the APA request, 
the taxpayer must also provide a separate 
written authorization for disclosures to 
the person and such person's employees 
during the APA Program's consideration 
of the request, according to the instruc
tions in § 301.6l03(c)-IT (see also T.D. 
9011, 2002-2 C.B. 356, 31 c.F.R. Part 
10 (July 26. 2002». Such written au
thorization may be made by completing 
Form 8821 (Tax information Authoriza
tion), disregarding, if appropriate, the line 
3 instruction limiting the authorization to 
three future tax periods. 

(5) A description of the general his
tory of business operations, worldwide 
organizational structure, ownership, capi
talization, financial arrangements, princi
pal businesses, the place or places where 
such businesses are conducted. and ma
jor transaction flows of the parties to the 
proposed covered transactions. The de
scription must also identify any branches 
or entities disregarded for tax purposes 
(see § 301.7701-3) that are involved in 
the proposed covered transactions. 

(6) A description and analysis of the 
transactions covered by the APA request, 
as well as the estimated dollar value of 
each proposed covered transaction for 
each year of the proposed term of the 
APA. The discussion must also describe 
how the proposed covered transactions 
relate to other controlled transactions that 
the taxpayer does not propose to cover. 

(7) A statement addressing the extent 
to which the tested party has transactions 
involving commission sales and ordinary 
distribution sales (i.e" buying and re
selling). If the APA requcst involves both 
kinds of transactions. the taxpayer must 
propose a TPM and analyze the extent 
to which it is appropriate under the facts 
and circumstances to (a) test both kinds 
of transactions on an aggregated basis; (b) 
test the two kinds of transactions sepa
rately; or (c) exclude one of the two kinds 
of transactions from the APA. 

(8) For each party to the proposed cov
ered transactions. a detailed analysis of: 

(a) the functions and economic 
activities perfonned: 

and 

(b) the assets employed; 
(c) the economic costs incurred; 
(d) the risks assumed; 
(e) relevant contractual terms; 
(f) relevant economic conditions; 

(g) relevant non-recognition 
transactions. 

(9) Copies of the principal written 
agreement(s), if any, setting fOlih the con
tractual terms for the covered transactions 
(within the meaning of § 1.482-I(d)(3)(ii), 
including without limitation the form of 
consideration charged or paid); and an 
explanation of any significant discrepancy 
between the applicable written agree
mentes) and the economic substance of the 
covered transactions (including payment 
form) to date and as proposed for the APA. 

(10) Representative financial and tax 
data of the parties to the proposed covered 
transactions for the last three taxable years 
(or more years if relevant to the proposed 
TPM), together with other pertinent data 
and documents in support of the TPM. 
This item may include (but need not be 
limited to) data from the following: 

(a) Form 5471 (information Re
turn of u.s. Pa,lorls With Respect To Cer
tain Foreign Corporatiolls); 

(b) Form 5472 (illformation Re

turn oro 25'7" Foreign-Owned U.S. COI])O-
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rotioll or ([ Foreigll Corportlfioll Engllged 

ill ({ US. Trude or Bllsiness): 

(c) income tax returns: 
(d) financial statements: 
(e) annual reports to stockholders: 
(0 other pertinent U.S. and for-

eign government filings (for example. cus
toms reports or SEC filings): 

(g) existing pricing. distribution. 
or licensing agreements: 

(h) marketing and financial stud-
les: 

(i) documentation prepared in 
consideration of ~ 6662(e): and 

(j) company-wide accounting 
procedures. budgets. projections. business 
plans. and worldwide product line or busi
ness segment profitability reports. 

( II ) The functional cun'ency of the par
ties to the proposed covered transactions 
and their respective foreign currency ex
change risks. 

(12 )The taxable year of each party to 
the proposed covered transactions. 

(13) A description of significant finan
cial accounting methods employed by the 
parties that have a bearing on any proposed 
TPM. 

( 14) An explanation of any relevant fi
nancial and tax accounting differences be
tween the U.S. and the foreign countries. 

(IS) A discussion of any relevant statu
tory provisions, tax treaties. court deci
sions, regulations, revenue rulings. or rev
enue procedures that relate to the appro
priateness of the proposed TPM for the re
quested APA. For cases in which the tax
payer requests a rollback. the discussion 
should state whether the period of limita
tions for the rollback years has expired in 
the U.S. or in foreign countries. and if not. 
when the periods of limitations do expire. 

(16) (a) A statement describing all 
previous and current issues at the exam
ination. Appeals. judicial. or competent 
authority levels that relate to the proposed 
TPM. including an explanation of the tax
payer's and the government's positions 
and any resolution of the issues. 

(b) If the taxpayer is requesting a 
rollback that involves any issues relevant 
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to the proposed covered transactions that 
are unresolved and still under consider
ation by Appeals. the taxpayer must in
clude with its APA request a waiver of its 
right to be present during communications 
between the Appeals Office and the APA 
Team members (as described in section 
6(4). See Rev. Proc. 2000-43, 2000-2 
C.B. 404. The following language satis
fics this requirement: 

Waiver of Ex Parte Communication: 
[Name of taxpayer(s)] agrees to the 
participation of the Appeals Office in 
the consideration of this APA request, 
and hereby waives its right to be present 
during. or participate in, communica
tions related to the APA request or the 
proposed covered transactions between 
the Appeals Office and the APA Team 
members. 
(17) A statement describing any APAs 

with, or rulings by, foreign tax authori
ties relating to the proposed covered trans
actions (or any pending requests for such 
APAs or rulings) and, if requested, copies 
of such APAs or rulings. 

(18) An economic analysis or study of 
the general industry pricing practices and 
economic functions performed within the 
markets and geographical areas covered by 
the APA request. 

(19) A list of the taxpayer's competitors 
and a discussion of any uncontrolled trans
actions. lines of business or types of busi
nesses comparable or similar to those ad
dressed in the request. 

(20) An explanation of the proposed 
TPMs, including any method used to con
vert results from one payment form to an
other (e.g., to convert from a lump sum to a 
contingent payment such as a sales-based 
royalty), and an analysis of why each pro
posed TPM is the best method within the 
meaning of ~ 1.482-1 (c l. 

(21) A detailed presentation of the re
search efforts and criteria used to identify 
and select possible independent compara
bles. This presentation should include a 
list of potential comparables and an ex
planation of why each was either accepted 
or rejected. The taxpayer may request an 

APA even though no comparable unc~n
trolled prices. transactions, or compames 
can be identified. In such cases, a tax
payer must demonstrate that the proposed 
TPM otherwise satisfies the requirements 
of § 482 and this revenue procedure. 

(22) Detailed financial data (and li
censes or other agreements. if applicable) 
on the selected independent compara
bles in print and electronic formats. For 
example. if thc proposed TPM uses the 
comparable uncontrolled price (CUP) 
method, the comparable pricing informa
tion should be included; if the TPM uses 
the comparable uncontrolled transaction 
(CUT) method, the comparable license 
agreements should be included; and if the 
TPM uses the comparable profits method 
(CPM), the annual and multiple year pe
riod results using the selected profit level 
indicator should be included. If pertinent, 
the taxpayer should demonstrate consid
eration of alternative measurements of 
profitability and return on investment (for 
example, gross profit margin or markup, 
ratio of gross income to total operating 
expenses, net operating profit margin, or 
return on assets). 

(23) A detailed explanation of any ad
justments to the selected com parables, 
such as: accounting for product line seg
regations; differences in accounting prac
tices; differences relating to functions, 
assets employed, risks assumed, and costs 
incurred; volume or scale differences; and 
differing economic and market conditions. 

(24) An illustration of the application of 
each proposed TPM by applying the TPM, 
in a consistent format, to the prior three 
taxable years' financial and tax data of the 
parties to the covered transactions. If his
torical data cannot be used to illustrate a 
TPM (for example, when the TPM applies 
to a new product or business), the request 
should include an illustration based on pro
jected or hypothetical data, as well as a de
scription of the source of the data. If cover
age of three taxable years is inappropriate 
for any reason, the taxpayer should provide 
data for an appropriate period and explain 
why the period was chosen. 



.04 Specific Items for a Cost Sharing 
Arrangement 

In addition to the items in section 4.03, 
an APA request related to a cost sharing 
arrangement CCSA") must include: 

(I) A copy of (a) the documents form
ing or revising the CSA, (b) the docu
ments relevant to the making available of 
any pre-existing intangible property to the 
CSA), including the documents relevant 
to the acquisition or licensing of any pre
existing intangible property that is made 
available to the CSA, for purposes of re
search in the intangible development area, 
and (c) a statement that the CSA conforms 
to the requirements of § 1.482-7(b). 

(2) A specific description of intangi
ble development costs for all participants 
under the CSA. Such description should 
include a description of the costs included 
and excluded (for example, costs of tech
nology acquired from third parties; the 
treatment of stock-based compensation 
under the CSA; non-product specific de
velopment costs; costs associated with 
abandoned projects; costs associated with 
specific stages of product development; 
relevant labor, material, and overhead 
costs; and support and administrative 
costs); a description of any services per
formed for participants that will be in
cluded in intangible development costs 
(for example, contract research) and how 
those services would be taken into ac
count; and, for a representative period, a 
breakdown of total costs incurred, and the 
costs borne by each participant, according 
to the CSA. 

(3) The basis (as described in 
§ 1.482-7(f)(3 )(ii» used to measure an
ticipated benefits, the projections used to 
estimate benefits, and why such basis and 
projections yield the most reliable estimate 
of reasonably anticipated benefits. 

(4) The method used to calculate each 
participant's share of intangible develop
ment costs; the reason why that method 
can reasonably be expected to reflect that 
participant's share of anticipated benefits; 
and a statement of the circumstances under 
which the participants' shares of intangible 
development costs will be adjusted to ac
count for changes in economic conditions, 
business operations and practices. and the 
ongoing development of intangibles under 
the CSA. 

(5) The accounting method used to de
termine the costs and benefits of the intan-

gible development (including the method 
used to translate foreign currencies). 

(6) Each participant's sales, cost of 
sales, operating expenses, research and 
development costs, and operating profit 
(historical for the five most recently com
pleted taxable years and projected for two 
taxable years) for the product area covered 
by the CSA. 

(7) A description of any amounts to be 
received from non-participants for the use 
of covered intangibles (for example, as a 
royalty pursuant to a license agreement) 
and how the participants would take into 
account such amounts. 

(8) Representative internal manu
als, directives, guidelines, and similar 
documents prepared for purposcs of im
plementing or operating the CSA (for 
example, research and development com
mittee meeting minutes, market studies. 
cconomic impact analyses. capital ex
penditure budgets, engineering studies, re
ports and studies of trends and profitability 
in the industry, and financial analyses for 
financing and cash flow purposes). 

(9) A description of any prior research 
undertaken in the intangible development 
area; the identification of any pre-existing 
intangible property made available to the 
CSA; the amount of any buy-in or buy-out 
payment (as defined in § 1.482-7(g)(2»; 
a complete economic analysis to support 
the payment; the form of the payment, 
the method used to determine the amount 
of the payment (that is. the method used 
to value the pre-existing intangible prop
erty and to calculate any royalty, lump 
sum, or installment payments, including. 
if applicable, any conversion hetween 
different payment forms); and an expla
nation of any discrepancy between the 
proposed payment form and the payment 
form established in the documents listed in 
paragraph (1) above (see section 4.03(9»; 
and an analysis demonstrating that the 
method used constitutes the best method 
under § 1.482-1(c). 

(10) The treatment of cost sharing 
and buy-in or buy-out payments for U.S. 
income tax purposes (for example, the 
source and character of those payments). 

( II ) Evidence of the participants' com
pliance with the reporting requirements 
under § 1.482-7(j) of the cost sharing reg
ulations. 

(12) For taxpayers requesting an APA 
that covers a CSA but does not cover the 

related buy-in transaction, or an APA that 
covers a huy-in transaction but does not 
cover the related CSA, the reasons why an 
APA limited in this manner is con~istent 
with the principles of the APA process. as 
set forth in this revenue procedure. The 
APA Program will evaluate the requests to 
ensure their consistency with the princi
ples of this revenue procedure and sound 
tax administration. If an APA request is 
limited to covering only buy-in payments. 
the APA must include a representation by 
the taxpayer, as a term and condition of 
the APA, that the CSA to which the buy-in 
payments relate meets the § 482 regulatory 
requirements for CSAs. 

.05 Critical Assumptions 
The taxpayer should propose and de

scribe any relevant critical assumptions. A 
critical assumption is any fact the contin
ued existence of which is material to the 
taxpayer's proposed TPM, whether related 
to the taxpayer, a third party. an indus
try, or business and economic conditions. 
Critical assumptions might include, for ex
ample, a particular mode of conducting 
business operations, a particular corporate 
or business structure, a range of expected 
business volume. or the relative value of 
foreign currencies. 

.06 Contents of Annual Report 
Section 11.01 provides that the taxpayer 

must file an annual report for each taxable 
year covered by the APA. The taxpayer 
should propose in the request a list of items 
to be included in each report. Considera
tion should be given to all items listed in 
Appendix C to the APA Program's current 
Model APA. 

.07 Term and First Year of APA 
(I) The taxpayer must propose a term 

for the APA appropriate to the industry, 
products, and transactions involved. Al
though the appropriate APA term is deter
mined on a case-by-case basis. a request 
for an APA should propose an APA term of 
at least five years unless the taxpayer states 
a compelling reason for a shorter term. 
Additionally, the APA Program strives to 
have at least three prospective years re
maining in the term upon the execution of 
an APA (in the case of a unilateral APA) 
or completion of the APA Program's rec
ommended negotiating position for Com
petent Authority (in the case of a bilat-
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eral or multilateral APA), except In un
L1~ual circllrmtance~. Accorclingly, taxpay
er', \hould anticipate that the APA Program 
Illay require tlH:ir agreement to extend the 
prupo,ed tL'rm uf an ,-,\ PA if nece~sary to 

elNlre ~uch pro~pecti\ity. 
(.21 Tlw taxpayer must fi Ie its APA re

LJue~t \\Ithin the time pre~cribed by stanile 
(ll1duding otension,) for filing its Federal 
Illcome tax return for the first propo,ed 
,\PA )'l'ar. If the taxpayer recei\"(~s an ex
ten,llll1 to file It, Fecleral income tax re
turn. it mu~t file its APA request no later 
thall the actual filing clate of the return. An 
APA request will be cllnsiderecl filecl on the 
date the required user fee is paid (within 
the meaning of ~ 75()21a1L provided that a 
\ubstantially complete APA request is filed 
\\ ith the APA Program within 120 days of 
the return due date (induding extensions) 
for the first proposed APA year. Because 
of the need to begin the processing of the 
APA request in a manner that ensures ap
propriate prospectivity, the APA Director 
\\ III consider extending the 120-day period 
pursuant to section 2.06 only in unusual 
eirculmtances, If the APA Program's eval
uation of <In APA request is delayed due to 
a lack of responsiveness or timeliness by 
the taxpayer subsequent to the filing of its 
n:qlle,t, the APA Director may deem the 
taxpayer'~ APA request to have been filed 
for purposes of this paragraph on a date 
~ubsequent to its actual filing. 

.os Rcqucst fill" COlllpetcnt Authority 
('( )/1.\ ide /"{/ tio/l 

( I) The taxpayer must state whether 
any of the partie, to the proposed cov
ered transactions are residents of or con
duct acti\ities in a treaty partner country 
or U.S. posse"ion. and whether the tax
payn proposes an agreement alllong com
petent authorities (see section 7 for guide
lliles I. I-m purpmes of this revenue pro
c'edure, "competent authority" includcs the 
DireL"lor. Internatinnal (LMSB) and desig
natl'd foreign competent authorities under 
inc'llmc tax treaties to which the U.S. is a 
p'lrt~, and also includes the Director. Inter
ll'ltl(lnal II.MS13) ading: as the U.S. Com
PClL'llt\Ulhority WIth respect to a posses
,illil lax agenL'Y de,eribed in Rev. Proc. 
:\l)_:\, 19:\9-1 C. B 77:\. as well as a des
Igllatl'd p\l~Se~Silln tax official within the 
Illl'.1I1111g (lilh'lt re\ellue prol'edure. 

1 = I It lhe AP.-'\ reque~l is unilateral and 
Ill\(ll\c" transac'llllll, \\ith an entity III a 
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treaty jurisdiction. the taxpayer must pro
\'ide an explanation of why the request is 
not bi lateral. See sections 1.08 and 7.06. 

(3) I f the taxpayer requests a bilateral 
Of multilateral APA, the taxpayer's request 
must include the information described in 
section 4.05(a) and (b) and, in a separate 
document, section 4.05(n), of Rev. Proc. 
2002-52, 2002-2 C.B. 242 (or its suc
cessor), or similar information pursuant 
to a request for relief under Rev. Proc. 
gl)-g. The following wording satisfics sec
tion 4.05(n) of Rev. Proc, 2002-52: 

[Name of taxpayer(s)] consents to 
the disclosure to the competent author
ity of [name of foreign country] and 
the competent authority's staff of any 
or all of the items of information set 
forth or enclosed in the [bilateral/multilat
eral) APA request for the taxable year(s) 
_________ [and accompany-

ing rollback request for relief from eco
nomic double taxation of income for the 
taxable years ), 
and any further submissions, within the 
limits contained in the [name of treaty]. 

.09 Peljurv Statement 
(I) The taxpayer must include in any 

APA request and supplemental submission 
a declaration in the following form: 

Under penalties of perjury, I declare that 
I have examined this [APA request] [sup
plemental submission relating to this APA 
request] including accompanying docu
ments, and, to the hest of my knowledge 
and belief. the [APA request] [supplemen
tal submission] contains all the relevant 
faeh relating to the [APA request] [sup
plemental submission], and such facts are 
true, correct, and complete. 

(2) The declaration must be signed by 
the person or persons on whose hehalf the 
request i~ being made and not by the tax
payer'\ repre\entative. The person signing 
for a corporate taxpayer must he an autho
rized officer of the taxpayer who has per
sonal knowledge of the facts, whose duties 
are not limited to obtaining letter rulings or 
determination letters from the Service, or 
negotiating APAs, and who is authorized 
to sign the taxpayer's income tax return 
pur~uant to § 6062. The person signing 
for any non-corporate taxpayer must be an 
individual who has personal knowledge of 
the facb, and who is authorized to sign in 

accordance with ~~ 6061 or 6063, as appli

cable. 

.10 Signatllres 
The taxpayer or the taxpayer's autho

rized representative must sign the APA re
quest. If an authorized representative is to 
sign, the taxpayer and represcntative must 
satisfy the relevant instructions on signa
tures in Rev. Proc. 2005-1,2005-1 I.R.S. 
I (or its successor). 

.11 Moilil1g. Dc/il'eries. Copies. lind 
Office Locatiol1 

(I) User fees (accompanied by an 
identifying cover letter that includes a jus
tification of the fee amount) must be sent 
to: 

Internal Revenue Service 
Attn: CC:PA:LPD:DRU 
PO. Box 7604 
Ben Franklin Station 
Washington, D,C. 20044 

The fee payment may also be hand deliv
ered to the drop box at the 12th Street en
trance of 1111 Constitution Avenue, N,w, 
Washington, DC. 

(2) All other communications must be 
mailed or delivered as follows to (unless 
arranged otherwise, for example, mailing 
to the California office): 

Office of Associate Chief Counsel 
(International) 

Advance Pricing Agreement Program 
Attn: CC:INTLAPA; MA2-266 
1111 Constitution Avenue, N.w 
Washington, D.C 20224 

(3) The taxpayer must provide the 
original and eight copies of its APA re
quest and any supplemental materials 
submitted while the request is pending. 

(4) The APA Program is located at: 

799 9th Street, N.W. 
Washington, D.C 20001 

.12 U~'er Fees. 
( I) A separate user fee is required for 

each APA request. For this purpose. an 
APA request means a substantially com
plete and timely-filed APA submission, 
as required by section 4, and includes all 
such APA submissions filed by the tax
payer within any single sixty-day period. 
The taxpayer, for purposes of the preced
ing sentence, includes all members of a 



controlled group as defincd in Treasury 
Regulations ~ 1.482-1 (i)(6 J. 

(2) User fees shall be made payable to 
the United States Treasury. 

(3 J Except as provided in paragraphs 
(4), (5). and (7), the user fee for an APA 
request is 550,000 

(4) Except as provided in paragraph 
(5), the user fee for an APA renewal re
quest is $35,000. For this purpose, an APA 
request will be considered an APA renewal 
request if its subject matter is substantially 
the same as in a previous APA request by 
the taxpayer. 

(5) The lIser fee for a small business 
APA request is $22,500. For this purpose, 
an APA request will be considered a small 
business APA request if the taxpayer has 
gross income of less than $200 million or 
the aggregate value of the covered trans
actions does not exceed 0) $50 million an
nually, and (ii) $10 million annually with 
respect to covered transactions involving 
intangible property. 

(6) For purposes of paragraph 5, the 
gross income of a taxpayer includes the 
gross income of all organizations, trades, 
or businesses owned or controlled directly 
or indirectly by the same interests control
ling the taxpayer. Gross income must be 
computed for the last full (12-month) tax
able year ending before the date the tax
payer filed the APA request. If the infor
mation on the taxpayer's gross income for 
the last full taxable year is not available, 
the taxpayer must use its projected gross 
im:ome for the first twelve months of the 
APA term. 

(7) The user fee to amend an APA re
quest or to amend a completed APA is 
$10,000. For this purpose, a request to 

amend will be deemed to occur if a tax
payer requests changes to an APA request 
or to a completed APA that requires sub
stantial additional work by the APA Team. 
Generally. no user fee will be imposed if 
substantial changes are requested by the 
Service or by a foreign competent author
ity. 

(8) The APA Director may require a 
corrected user fee after submission of an 
APA request if the request does not meet 
the criteria for the user fee amount initially 
paid by the taxpayer. The taxpayer may 
either pay the corrected fee and continue 
the APA process or withdraw the request. 

SECTION 5: TAXPAYER DISCLOSURE 
OBLIGATIONS 

.01 Any information submitted by a tax
payer in connection with its APA request 
must be true, correct, and accurate (see 
section 4.09). If the APA Program deter
mines that it needs additional information 
to analyze the APA request, the APA Pro
gram may require the taxpayer to provide 
such information. 

.02 A taxpayer has an obligation to up
date on a timely basis all material facts and 
information that it submits in connection 
with its APA request. In addition, while an 
APA request is pending and after an APA is 
executed, a taxpayer is under a continuing 
duty to timely supplement its disclosures 
if the taxpayer discovers that information 
that it provided in connection with an APA 
request was false, incorrect, or incomplete 
in some material respect. If a taxpayer dis
covers such an error or omission after the 
APA is executed, the taxpayer must dis
close the error or omission in its next-filed 
annual report (see section 11.01(1). 

.03 While the APA request is pending, 
the taxpayer should be prepared to update 
the financial data for the selected compara
bles as new or revised data become avail
able. 

.04 If a taxable year is completed while 
the APA request is pending, the taxpayer 
should be prepared to update its APA sub
mission following the close of the taxable 
year by demonstrating the application of 
the proposed TPM to the taxpayer's actual 
financial results for that year. 

.05 Failure by a taxpayer to provide all 
materials required by this revenue proce
dure in its APA request (see section 4), or 
requested by the APA Program while the 
request is pending. can cause significant 
delays in case processing and may result 
in rejection of the APA under section 6.10. 

SECTION 6: PROCESSING OF APA 
REQUESTS 

.0 I General 
The processing of an APA request 

follows one of two paths, depending on 
whether the request is for a bilateral or 
multilateral APA, or for a unilateral APA. 
The scheduling of due diligence. analysis, 
discussion, agreement, and drafting is de
signed to complete the recommended U.S. 

negotiating position <bilateral or multilat
eral APA request), or a unilateral APA, 
within 12 months from the date the full 
request was filed. The filing of a full APA 
request includes not only the payment 
of a user fee, but also the receipt by the 
APA Program of the materials specified 
in sections 4.02 through 4.10. Significant 
analysis of the APA request will not begin 
until a substantially complete request has 
been filed. 

.02 Initial COllfact 
After receiving an APA request, a rep

resentative of the APA Program will con
tact the taxpayer or its representative to 
discuss any preliminary questions the APA 
Program may have, or to ask for any addi
tional information or documents necessary 
in order to initiate processing of the re
quest. The taxpayer must supply the addi
tional information and documents, accom
panied by the perjury statement described 
in section 4.09, by the date specified by the 
APA Program, as extended for good cause. 

.03 Designation of Tean! Leader 
Upon the receipt of a substantially com

plete APA request, the APA Director will 
designate a Team Leader to oversee the 
APA Team's activities in processing the re
quest. If a prefiling conference was held 
with the taxpayer, the Team Leader gen
erally will be designated from among the 
APA Program staff attending the prefiling 
conference. 

.04 Formation of APA Tcalll 
The Team Leader will organize the APA 

Team, which normally consists of the fol
lowing personnel: the Team Leader, an 
APA Program economist and/or a Service 
Operating Division economist, an LMSB 
international examiner, a Division Coun
sel attorney, and, in bilateral or multilateral 
cases, a competent authority analyst. In 
appropriate cases, an LMSB international 
technical advisor, the international exam
iner's manager, and other Service Oper
ating Division personnel familiar with the 
taxpayer may serve on the APA Team. If 
the APA or a rollback of the APA affects 
taxable years in Appeals, the appropriate 
Appeals Officer will be invited to partic
ipate. The APA Team Leader will assure 
that copies of the APA request are dis
tributed to all Team members for review. 
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.05 FUllcrioll o(APA TculII 

The function of the APA Team is the 
following: (I) for a hi lateral or multilat
eral APA. to develop. in consultation with 
the taxpayer and c()n~istent with sound tax 
administration. a compdent authority ne
gotiating position that it can recommend 
for approvaL and (~) for a unilateral APA. 
to make hest ctlorh. consistent with sound 
tax administration. to develop an APA that 
the APA Program can recommend for ap
prmal hy the Associate Chief Counsel (In
ternational). The Sen icc Operating Di
\ isioll field office respollsible for the tax
payer's lIlcome tax return wi II be provided 
an opportunity to review and comment on 
the recommended U.S. competent author
ity negotiating position in the case of a hi
lateral or multilateral APA. and the pro
posed APA in the case of a unilateral APA. 

. On Dut DiligCllcc ({IU! Anulysis 
The APA Team will evaluate the tax

payer" s APA request by discussing it with 
the taxpayer. verifying the data supplied, 
and requesting additional supporting data 
if necessary. The evaluation of the re
quest will not constitute an examination 
or inspection of the taxpayer's books and 
records under ~ 7605(b) or other provi
sions of the Code. 

'()7 Schedule/iii' DisclIssioll and Drajt-

( I) The APA Team will strive to ar
I'ange an initial meeting with the taxpayer 
to take place within 45 days from the as
signment of an APA Team Leader (and fol
lowing receipt of the substantially com
plete APA request). The {'unction of the 
initial meeting is to review the taxpayer's 
facts. to discuss and clarify issues. and to 
reach agreement on the scope and nature 
of the APA Team's due diligence. 

(2) In connection with the initial meet
ing. the APA Team and the taxpayer will 
agree on a Case Plan to which both Service 
and taxpayer personnel will be expected 
tll adher~. The Case Plan will be signed 
hy both an APA manager and an autho
riled official of the taxpayer (see section 
-I()'l( ~)). Th~ Case Plan may identify 
hsues raised hy the APA Team's initial 
rl'\ ie\\ of the APA request. Firm dates 
Shllldd he agreed upon for resolving all 
tluhtanLiing issues. and case milestones 
shllldd be l·ited. Case milestones include: 
lal 'oubmis'oi()n of any necessary addi-
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tional information by the taxpayer: (h) any 
planned site visits or interviews: (c) evalu
ation of the information hy the Service: (d) 
meeting dates: and (e) presentation of the 
competent authority negotiating position 
or recommended agreement to the APA 
Director. To minimize delays caused by 
the need to coordinate different parties' 
schedules on short notice, the time and 
place of future meetings rcquired for any 
steps in the case should be agreed upon at 
the initial meeting and established in the 
Case Plan. 

(3) The time scheduled for completion 
of the case milestones will depend to some 
extent on the scope and complexity of the 
particular case. In the case of bilateral or 
multilateral requests, the Service will seek 
to work with the competent authority of 
the treaty partner or partners, or the U.S. 
possession involved to minimize the time 
needed for competent authority resolution . 

(4) Failures by either the taxpayer or 
the APA Team to meet case milestones will 
be addressed promptly. The APA Direc
tor will assist in remedying any difficul
ties to ensure a course of action to meet 
case milestones. Substantial or persistent 
failure by the taxpayer to comply with the 
Case Plan may be treated by the APA Pro
gram as a withdrawal of the APA request. 
In this event, if the taxpayer wishes to con
tinue to pursue the APA, the taxpayer must 
re-file the request and pay a new user fee. 

(5) In some circumstances, develop
ment of the case will suggest to both the 
APA Team and the taxpayer that they ad
just some milestone dates. To preserve 
flexibility, the APA Team and the taxpayer 
may amend the Case Plan by written mu
tual agreement, consistent with the need to 

complete thc easc expeditiously. 
(6) If a case is not completed by the 

dale specified in the operative Case Plan, 
the APA Team Leader and the taxpayer 
must submit to the APA Director a joint 
status report (or separate status reports in 
the event of disagreement) explaining the 
substantive or procedural matters causing 
the delay and specifying how the parties 
propose to resolve the outstanding issues 
and complete the case within a reasonable 
time. If the case is not completed by the 
new target date, APA Program manage
ment will hold a status conference. The 
purpose of the status conference is to reach 
agreement on how the case will be re
,(lIved. The Associate Chief Counsel (In-

ternational) may participate in this or sub
sequent conferences if the case is not re
solved satisfactorily in a timely manner. 

.08 ExeCIiTion 
Signature of an APA by the APA Direc

tor and the taxpayer will constitute agree
ment to the APA. For purposes of execut
ing the APA, each taxpayer that is a mem
ber of a consolidated group (as defined in 
§ 1.1502-1) must comply with the provi
sions of § 1.1502-77. The person sign
ing the APA request on behalf of the tax
payer must satisfy the requirements of sec
tion 4.09(2). 

.09 Withdrawing the Request 
The taxpayer may withdraw the request 

at any time before the execution of the 
APA. The user fee generally will not be re
funded if the taxpayer withdraws its APA 
request after the due diligence process has 
been initiated. 

.10 Rejecting the Request 
The APA Program may decline either to 

accept any APA request or to execute any 
APA after a request has been accepted. If 
the APA Program declines to execute an 
APA after the due diligence process has 
been initiated, the Service normally will 
retain the user fee, although the fee may 
be returned ifthe APA Program determines 
that such action would be appropriate un
der the circumstances. If the APA Program 
proposes to reject an APA request, the tax
payer will be granted one conference of 
right with the APA Director. Other con
ferences may be granted at the APA Direc
tor's discretion. 

SECTION 7: COMPETENT 
AUTHORITY CONSIDERATION 

.01 When any of the parties to a re
quest are entitled to obtain assistance un
der the mutual agreement provision of a 
tax treaty between a foreign country and 
the United States, or under Rev. Proc. 
g')-g, the competent authorities may en
ter into agreements concerning the APA. 
Requests similar to APA requests that are 
initiated through treaty partners or posses
sion tax agencies and submitted to the U.S. 
competent authority will be processed un
der this revenue procedure and Rev. Proc. 
2002-52. as appropriate. In order to pro
vide timely clarification of factual issues, 
minimize the potential for miscommunica-



tion, and assist in development of a multi
ple party agreement on a timely basis, the 
Service will generally initiate coordination 
among the taxpayer, the Service, and the 
competent authorities of treaty partners at 
the earliest possible stage of consideration 
of an APA request, including, where pos
sible, the prefiling stage. In this manner, 
the U.S. and foreign competent authori
ties can develop a joint understanding of 
the case, which should facilitate negotia
tion and resolution of competent author
ity issues. The taxpayer should remain 
available throughout consideration of the 
request to assist the Service in reaching 
agreement with the foreign competent au
thority. Final agreement to the negotiated 
APA will be sought among the taxpayer, 
the Service, and the foreign competent au
thority. As a general matter, the taxpayer 
should submit APA requests and related 
correspondence simultaneously to the Ser
vice and to forcign competent authorities 
involved in the requests. 

.02 The purpose of a compctcnt author
ity agreement is to avoid double taxation 
or taxation not in accordance with the rel
evant income tax treaty or treaties. If such 
an agreement is not acceptable to the tax
payer, the taxpayer may withdraw the APA 
request (see section 6.09). If the competent 
authorities are unable to reach an agree
ment, the taxpayer may withdraw its re
quest or, at its discretion, the Service may 
negotiate and enter into a unilateral APA 
with the taxpayer (see section 7.06). 

.03 The taxpayer must cooperate with 
the Service and the U.S. competent author
ity, pursuant to the standards set forth in 
Rev. Proc. 2002-52 and any other appli
cable revenue procedures. 

.04 Taxpayers have an affirmative obli
gation to identify relevant concerns that 
may impact competent authority negotia
tion of an APA request. For example, it 
may be necessary for the Service to re
quest sensitive confidential data (includ
ing material that may constitute a trade se
cret), which if disclosed, could harm the 
taxpayer's competitive position. If the 
taxpayer identifies such sensitive informa
tion. the Service will work with the tax
payer in developing a mechanism to per
mit consideration or verification by the 
treaty partner or partncrs of the informa
tion while still preserving its confidential
ity. 

.05 When the competent authorities en
ter into an agreement covering an APA, 
the Service will, to the extent appropri
ate, agrcc to a mutual exchange of in
formation with the foreign competent au
thority concerning any subsequent modifi
cations, cancellation, revocation. requests 
to renew, evaluation of annual reports. or 
examination of the taxpayer's compliance 
with the terms and conditions of the APA. 
Bilateral APAs may provide for simulta
neous filing of the annual report with the 
Service and with the foreign tax adminis
tration. 

.06 To minimize taxpayer and gov
ernmental uncertainty and administrative 
cost, bilateral or multilateral APAs are 
generally preferable to unilateral APAs 
when competent authority proccdures are 
available with respect to the foreign coun
try or countries invol ved. In appropriate 
circumstances, however, the Service may 
execute an APA with a taxpayer without 
reaching a competent authority agree
ment. The taxpayer must show sufficient 
justification for a unilateral APA. In some 
circumstances, procedures agreed upon 
with particular foreign competent authori
ties, or the requirements of proper relations 
with treaty partners, may preclude unilat
eral APAs. 

.07 Section 7.05 of Rev. Proc. 2002-52 
provides in part that. if a taxpayer reaches 
a settlement on an issue pursuant to a 
written agreement, the U.S. competent 
authority will endeavor only to obtain a 
correlati ve adjustment from a treaty coun
try and will not undertake any actions that 
would otherwise change such agreement. 
The restrictions imposed under section 
7.05 of Rev. Proc. 2002-52 with respect 
to the discretion of the U.S. competent au
thority to negotiate correlative relief will 
not apply to a unilateral APA. However. a 
unilateral APA may hinder the ability of 
the U.S. competent authority to reach a 
mutual agreement that will provide relief 
from douhle taxation, particularly when a 
contemporaneous bilateral or multilateral 
APA request would have been both ef
fective and practical (within the meaning 
of § 1.901-2(e)(5)(i) to obtain consistent 
treatment of the APA matters in a treaty 
country. If there i~ a settlement with re
spect to taxable years prior to the first 
year subject to a unilateral APA based on 
rollback of the APA's TPM (as discussed 

procedure). section 7.05 of Rev. Proc. 
2002-52 will apply to the rollback years 
in the regular manner. 

SECTION 8: ROLLBACK OF TPM 

.OJ Application of the TPM to tax years 
prior to those covered by the APA ("roll
back" of the TPM) may be an effective 
means of enhancing voluntary compliance 
and of using available resources to address 
unresolved transfer pricing issues. The 
taxpayer may request that the Service con
sider a rollback (a "rollback request") in 
connection with a particular APA request. 
Under regularly applicable procedures, the 
Service may determine that the same or a 
similar TPM as that agreed to in an APA 
should be applied to prior years even in the 
absence of a rollback request. When ap
plying the TPM to prior years, adjustments 
may be made to ret1ect differences in facts, 
economic conditions, and applicable legal 
rules. Those adjustments may be made re
gardless of whether the taxpayer or the Ser
vice initiated the rollback request. 

.02 The taxpayer may make a rollback 
request in its APA request or at any time 
prior to the execution of the APA. The 
principles set forth in section 2.12 gen
erally will govern the Service'~ consid
eration of the request. The balance of 
prospectivity and retroactivity of the total 
number of years covered by the proposed 
overall agreement, and the status of any 
on-going examination, will also be given 
consideration in the Service's decision to 

entertain a rollback request. Rollbacks re
quested after submission of the APA re
quest must be in writing and addressed to 
the APA Director. 

.03 If a rollback request is submitted 
in connection with a bilateral or multi
lateral APA, the rollback request will be 
deemed to constitute an application for ac
celerated competent authority considera
tion as described in section 7.06 of Rev. 
Proc. 2002-52 (or its successor). The 
Office of Associate Chief Counsel (Inter
national), the Service Operating Division 
field office involved, and the U.S. Compe
tent Authority will coordinate considera
tion of the request. The taxpayer's request 
must include all information required for 
accelerated competent authority consider
ation under Rev. Proc. 2002-52 (or its 
successor). subject to the rules set forth 

in sections 2.12 and 8 of this revenue therein. The taxpayer's request can pertain 
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tu any year~ prior to the first year to be cov
ered under the requested APA. As neces
~ary to reach a competent authority agree
ment the Service may require that the roll
back be applied to one or more specified 
years if accelerated competent authority is 
to be granted. In exercising its discretion 
over the conduct of accelerated competent 
authority c()n~ideration, the U.S. Compe
tent Authority will seek to implement the 
policy concerning APA rollbacks stated in 
section 2.12. 

.0-1 Rollback requests submitted in con
nection with a bilateral or multilateral APA 
and involving a taxable year under the ju
ri~diction of Appeals will be deemed to 
constitute an application for simultaneous 
Appeals and competent authority consid
eration. That application is described in 
section (\ of Rev. Proc. 2002-52 and is 
subject to the rules of that section. The 
Office of Associate Chief Counsel (Inter
national). Appeal~. and the U.S. Compe
tent Authority will coordinate considera
tion of the request. In exercising its discre
tion in a simultaneous Competent Author
ity-Appeals proceeding, the U.S. Compe
tent Authority will seek to implement the 
policy concerning APA rollbacks stated in 
section 2.12. Taxpayers are encouraged 
to request accelerated competent author
ity consideration under section 8.03 above, 
in conjunction with an application for the 
simultaneous Appeals and competent au
thority process. 

.()5 Subject to the policy stated in sec
tion 2.12, the Service official with juris
diction over thc taxable year subject to the 
rollback has discretion as to whether the 
rollback is applied. That official may be ei
ther the Servicc Operating Division execu
tive responsible for the taxpayer's income 
tax return, the National Chief of Appeals, 
the LIS Competent Authority (for mat
ters subject to competcnt authority negoti
atiom,). or the Division Counsel (for mat
ters pending litigation). Except to the ex
tent inconsistent with this revenue proce
dure. APA rollbacks will be implemented 
lI\ing regularly applicable procedures for 
resolving tax issues. Such procedure~ in
clude but are not limited to closing agree
Illenh and other settlement documents and 
h)J'Jlb ~7() and ~7()AD. 
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SECTION 9: SMALL BUSINESS 
TAXPAYER APAs 

. OJ Special Provisions Al'ailable to 
Small Business Taxpayers 

At the request of a small business tax
payer ('"SBr), the APA Program may 
apply any or all of the provisions in this 
section. A SBT is any U.S. taxpayer with 
total gross income of $200 million or less, 
as determined under section 4.12(6), In 
addition, SBT procedures will be available 
for APAs that cover small transactions 
described in section 4.12(5). Although 
transactions involving valuable intangible 
property or CSAs would not ordinarily 
be appropriate for these SBT procedures 
(because of the complexity of valuing 
such intangibles), the APA Program will 
consider employing special procedures for 
such transactions on a case-by-case basis. 

.02 PFC Pmcedures 
(1) As set forth in the general rules 

above, a taxpayer contemplating an APA 
may request a PFC with the APA Program 
(see section 3). If a PFC is requested, the 
APA Program provides informal advice to 
the taxpayer regarding the taxpayer's pro
posal, but ordinarily does not begin sig
nificant due diligence until the taxpayer 
formally files an APA request and pays 
the appropriate user fee (see section 6.01). 
In the case of an SBT. however, the APA 
Program will commence its due diligence 
analysis earlier in the process to accelerate 
the conclusion of the APA negotiations, 

(2) The APA Program and a SBT may 
hold a PFC to determine as early as possi
ble the best method for the SBT' s proposed 
covered transactions. The APA Program 
will need a detailed description of the un
derlying facts and the proposed TPM for 
the SBTs proposed covered transactions 
at least 60 days prior to the scheduled con
ference. The SBT may provide thc infor
mation it maintains under ~ 6662(e) to sat
isfy this requirement. Prior to its prefil
ing submission, the SBT must consult with 
the APA Program to determine the infor
mation required to evaluate the SBT's cov
ered transactions. 

(3) An APA Team will evaluate the 
APA prefiling information to determine 
items of concern and the additional docu
mentation needed to evaluate the request. 
The SBT will be advised of the APA 

Team's initial conclusions before the PFC 
so that it can address these items before or 

at the conference . 
(4) At the PFC the SBT and APA 

Program will agree on a schedule with the 
objective of finalizing the recommended 
negotiating position for a bilateral APA, 
or concluding a unilateral APA, within 
six months of the date the SBT files its 
APA request. The APA Program expects 
that performing this analysis earlier in the 
process should result in a reduced number 
of post-filing meetings and supplemental 
information requests. 

.03 Items Requiredfor an SBT APA Re
quest 

Before an SBT submits an APA request, 
the APA Program and the SBT may agree 
to reduce or eliminate specific items that 
would otherwise be required by section 4. 

.04 Locale and Number of Meetings for 
SBT APA Requests 

The APA Program will endeavor to 
hold meetings with the SBT at a location 
convenient to the SBT. To minimize the 
number of meetings, teleconferences will 
be employed whenever feasible. 

.05 Assistance in Economic Analysis 
At the SBT's request, the APA Pro

gram will assist the SBT in the selection 
and evaluation of comparables, as well as 
the computation of any appropriate adjust
ments to com parables . 

.06 APA 
For unilateral APA requests, a SBT 

should submit a proposed draft APA in 
a form substantially similar to the APA 
Program's current Model APA (see An
nouncement 2005-27, 2005-16 I.R.B. 
918, 950). The electronic component of 
the APA request should include a "redline" 
version showing the differences between 
the Model APA and the SBT's proposed 
draft APA (see section 4,02(6». 

.07 APA Program's Consideration of 
Other Alternative Procedures 

The APA Program may consider other 
procedures suggested by the SBT to re
duce the SBT's administrative and finan
cial burden, consistent with the objectives 
of the APA Program and the requirements 
of S 4~2. 



SECTION 10: LEGAL EFFECT OF THE 
APA 

.01 An APA is a binding agreement be
tween the taxpayer and the Service. See 
sections 2.0 I - 2.04. 

.02 If the taxpayer complies with the 
terms and conditions of the APA, the Ser
vice will not contest the application of thc 
TPM to the subject matter of the APA ex
cept as provided in this revenue procedure. 
The taxpayer remains otherwise subject to 
U.S. income tax laws and applicable in
come tax conventions. 

.03 An APA will have no legal cffect 
except with respect to the taxpayer, taxable 
years, and transactions to which the APA 
specifically relates. 

.04 Unless provided otherwise by writ
ten agreement or regulations, the Service 
and the taxpayer may not introduce the 
APA or non-factual oral and written rep
resentations made in conjunction with the 
APA request as evidence in any judicial or 
administrative proceeding regarding any 
tax year, transaction, or person not cov
ered by the APA. This paragraph does not 
preclude the Service and the taxpayer from 
agreeing to roll back the APA TPM, or the 
Service's use of any non-factual material 
otherwise discoverable or obtained other 
than in the APA process mcrely because 
the parties considered the same or similar 
material in the APA process. 

.05 Unless provided otherwise by writ
ten agreement or regulations, the Service 
and the taxpayer may not introduce a 
proposed, cancelled, or revoked APA, or 
any non-factual oral or written represen
tations or submissions made during the 
APA process, as an admission by the other 
party, in any judicial or administrative 
proceeding regarding any taxable year of 
the requested APA term. This paragraph 
does not preclude the Service's use of any 
non-factual material otherwise discover
able or obtained other than in the APA 
process merely because the APA Program 
and the taxpayer considcred thc same or 
similar material in the APA process. 

SECTION 11: ADMINISTERING THE 
APA 

.0 I Anllual Reports 
(1) For each taxable year covered by 

the APA, the taxpayer must file a timely 
and complete annual report describing its 

actual operations for the year and demon
strating compliance with the APA's terms 
and conditions. The report must include all 
items required by the APA. describe any 
pending or contemplated requests to re
new, modify or cancel the APA. and report 
any adjustments made pursuant to section 
11.02. In addition, the annual report must 
identify any matcrial information submit
ted while the APA request was pending 
that the taxpayer discovers during the tax
able year was false, incorrect, or incom
plete. See section 5.02. 

(2) The taxpayer must file an original 
and four copics of the annual report by 
the later of (a) 90 days after the time pre
scribed by statute (including extensions) 
for filing its federal income tax return for 
the year covered by the report, or (b) 90 
days after the effective date of the APA. 
The Service and the taxpayer may agree 
to alternative filing dates. The taxpayer 
should file the original annual report and 
copies with the APA Director in Washing
ton, D.C., as indicated in section 4.11. For 
bilateral or multilateral APAs. the Scrvicc 
may require the taxpayer to file ~imultane
ously a copy of the annual rcport with the 
treaty partner or partners. 

(3) Thc Service Operating Division or 
the APA Program Office will contact the 
taxpayer regarding an annual report if it is 
necessary to clarify or complete the infor
mation submitted in the annual report. The 
taxpayer must supply the additional infor
mation by the date specified. 

(4) Any contact between the Service 
Operating Division, or the APA Program 
Office, and the taxpayer to clarify or com
plete the information in an annual report is 
not an examination or the commencement 
of an examination of the taxpayer for pur
poses of § 7605(b) or any other Code pro
vIsIon. 

(5) If a filed annual report contains in
complete or incorrect information, or re
ports an incorrect application of the TPM, 
the taxpayer must amend it within 45 days 
after becoming aware of the need to amend 
the report. The time may be extended for 
good cause. 

(6) An annual report must contain the 
following declaration: 

Under penalties of perjury, I declare 
that I have examined this annual report 
including accompanying documents. 
and, to the best of my knowledge and 
belief, this annual report contains all 

the relevant facts relating to the annual 
reporting requirements pursuant to the 
APA, and such facts are true. corrcct. 
and complete. 

[If applicable: An adjustment to 
conform taxable income and other rele
vant items to reflect the results reported 
herein has been reported to the appro
priate responsible Service Operating 
Division personnel. [ 

[If applicable: An amended income 
tax return to conform taxable income 
and other relevant items to rellect the 
results reported herein [has beenJ [will 
be 1 filed with the appropriate Internal 
Revenue Service Center. [ 
(7) The taxpayer must sign the dec

laration in compliance with sections 4.09 
(Perjury Statement) and 4.10 (Signatures). 

(8) Failure to file a timely, complete. 
or accurate annual report may be grounds 
for canceling or revoking thc APA under 
sections 11.06. 

.02 APA Primary Adjustments, Sec
ondarv Adjustments. and Revenue Proce
dure Treatment 

(I) APA Primary Adjustmcnts. The 
APA provides the TPM for determin
ing the proper amount of the taxpayer's 
gross or net income, deductions, credits. 
or allowances with respect to the APA's 
covered transactions. In general, the tax
payer's actual covered transactions during 
an APA year, as reported in its books and 
records. should comply with the TPM 
and be clearly reflected on the taxpayer's 
timcly-filed original return for the year. 
Under some TPMs, however, the taxpayer 
may have to wait until the close of the tax
able year to determine whether the inter
company prices it actually paid or received 
complied with the TPM (for example. a 
comparable profits method providing for 
a particular operating margin range). If 
the taxpayer's actual covered transactions 
do not comply with the TPM. the taxpayer 
must nonetheless report its taxable income 
in an amount consistent with the TPM (an 
"'APA primary adjustment") on either a 
timely-filed original return or an amcnded 
return. The generally applicable Code 
rules. including additions to tax. penalties 
and interest, apply with respect to an APA 
primary adjustment. When the taxpayer 
makes an APA primary adjustment, an ap
propriate correlative adjustmcnt will also 
bc made with respcct to thc related forcign 
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entity affected by the APA primary adjust
ment. See ~ 1...J.X2-1ig)(2). To the extent 
the APA cover~ years for which federal 
income tax rcturn, were filed prior to. or 
no later than 60 day~ after. the effective 
date of the APA. the taxpayer must file. 
unle" otherwise agreed to in the APA. 
an amended return or returns that retlect 
any required primary adjustmelll and pay 
any tax due becall!;e of such adjustments. 
within 12() days of entering into the APA. 
The generally applIcahle Code rules will 
apply with respect to the primary adjust
ment with respect to the APA years for 
which federal income tax returns were 
filed befme the APA was executed. ex
cept: (a) the computation of any required 
estimated tax installments for the taxable 
year will not take into account the primary 
adJustment and related secondary adjust
ments (sec ,ection II J)2(2)): and (b) the 
taxpayer will not be subject to the failure 
to pay penalties under ~~ 6651 and 6655, 
or the failure to make timely deposit of 
taxes penalty under * 6656. by reason of 
the primary adjustment and related sec
ondary adjustments. 

(2) Secondary Adjustments. Absent 
an election of the APA revenue procedure 
treatment described in section 11.02( 3), 
an APA primary adjustment requires a 
secondary adjustment to conform the 
tax payer' s accounts. The secondary ad
justment may result in additional tax 
consequences. See * 1...l82-1(g)(3). 

(3) APA Revenue Procedure Treat
ment. If a taxpayer makes an APA primary 
adjustment. the taxpayer and its related 
foreign entity may elect APA revenue pro
cedure treatment and avoid the possible 
adverse tax consequences of a secondary 
adjustment that would otherwise follow 
the !\PA primary adjustment. under APA 
ren:nue procedure treatment, consistent 
with the principles of Rev. Prot.:. 99-32, 
lYl)l)- 2 C.B. 296. the taxpayer will be per
mitted to establish an account receivable 
from. or payable to. its related foreign 
cntlty III the amount of the APA primary 
adjustmcnt as of the last day of the t,nable 
~ car til 1\ hich thc APA primary adjustment 
applies. The account will not hear interest 
and must be paid within l)() days of the 
later llf lal the date for timely filing: (with 
l'\tellsJOns I or the federal income tax re
turn tor till' taxahle ycar to which the APA 
J1rIJll,lr~ ,ldjustmcl1t applies. or (b) the 
. \ P.-'\,·:' dlcctJ IC Jate _ The account must 
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be paid within the 90 day period to receive 
reven ue procedure treatment. Payment 
must be in the form of money, a written 
debt obligation payable at a fixed date and 
hearing lnterest at an ann's length rate as 
provided in * 1.482-2(a)(2). or through an 
accounting entry offsetting such account 
against an existing bonafide debt between 
the US taxpayer and the related foreign 
entity_ The taxpayer must document the 
payment or offset of the account, and dis
close it in the APA annual report for the 
year of the payment. 

(4) The Service will give effect to an 
APA primary adjustment, secondary ad
justment, and payment under APA revenue 
procedure treatment, if applicable. for all 
U.S. income tax purposes. The tax treat
ment of any such adjustment or payment 
depends on the facts and circumstances of 
the adjustment or payment. For example, 
if a taxpayer's APA primary adjustment in
volves the reporting of an additional roy
alty expense for a transaction with a re
lated foreign entity, the Service will deem 
a payment in the nature of a royalty in the 
amount of the APA primary adjustment to 
have been made by the taxpayer to the re
lated foreign entity. This deemed payment 
may be subject to U.S. withholding tax, 
and interest would accrue on the tax re
quired to be withheld from the due date 
of the taxpayer's federal income tax return 
without regard to extensions. Similarly, a 
taxpayer's APA revenue procedure treat
ment may involve the recharacterization of 
a dividend paid by its foreign subsidiary 
as a payment of an account receivable es
tablished in connection with an APA pri
mary adjustment. Any foreign tax with
held from the payment may be treated as a 
l1oncompulsory payment ineligible for the 
foreign tax credit. unless the taxpayer ex
hausts all effective and practical remedies, 
including invocation of competent author
ity procedures, to obtain consistent treat
ment that would eliminate the foreign tax 
liability. See ~ 1.901-2(e)(5). 

(5) If the Service proposes a tax ad
Justment or the taxpayer files an amended 
return that does not require an APA pri
mary adjustment. generally applicable 
Code rules will apply. 

(6) If the taxpayer requests a bilateral 
or multilateral APA. the U.S. Competent 
Authority will discuss the principles of this 
section with the appropriate foreign com
petent authority to seek substantially iden-

tical treatment of the taxpayer's related 

foreign cntity. 

.03 LW/Ilillillioll 

( I) With respect to thc application of 
~ 4X2 to the cO\cred transactions, the Ser
vice will limit thc examination of a tax
payer's income tax return for a tax year 
covered by an APA to the requirements de
scribed in the next paragraph and will not 
reconsider the TPM. 

(2) For the year under cxamination, the 
Service may require the taxpayer to estab
lish: (a) compliance with the APA's terms 
and conditions; (b) validity and accuracy 
of the annual report's material representa
tions; (c) correctness of the supporting data 
and computations used to apply the TPM; 
(d) satisfaction of the critical assumptions; 
and (e) consistent application of the TPM. 

(3) The Service Operating Division 
must inform the APA Director if the tax
payer has not satisfied any requirement 
in the prior paragraph. After consulting 
with the appropriate Service Operating 
Division personnel, the Associate Chief 
Counsel (International) may decide to ap
ply the terms of the APA, or revise (see 
section 11.05), cancel. or revoke (see sec
tion 11.06) the APA. 

(4) The Service Operating Division 
may audit and propose adjustments to 
the taxpayer's operating results as deter
mined under the TPM without affecting 
the APA's validity or applicability. The 
taxpayer may agree with the proposed 
adjustments in the same manner as any 
other adjustment, and the Service Oper
ating Division will assess any resulting 
additional tax or refund any resulting 
overpayment of tax. If the taxpayer does 
not agree with the proposed adjustment, 
the taxpayer may contest it through the 
normal administrative and judicial proce
dures. The taxpayer must include the audit 
adjustments as finally determined for the 
purpose of applying the TPM and, as nec
essary, make any APA primary, secondary 
and correlative adjustments under section 
11_02. APA revenue procedure treatment 
under section 11.02(3) is unavailable for 
audit adjustments_ 

.04 Record Retentio/1 
(I) The taxpayer must maintain books 

and records sufficient to enable the Service 
Operating Division to examine whether 
the taxpayer has complied with the APA . 



The taxpayer's compliance with this para
graph fulfills the record-keeping require

ments of ~~ 6038A and 6038C as applied 
to the covered transactions. 

(2) Upon examination, the Service Op
erating Division may submit a written re

quest to the taxpayer requiring the sub
mission of requested information or the 

translation of specific documents within 
30 days, as extended for good cause. The 
fact that a foreign jurisdiction may impose 
a penalty upon the taxpayer or other person 
for disclosing the material will not consti
tute reasonable cause for noncompliance 
with the Service Operating Division's re
quest. 

.05 Raising the APA 
(I) An APA may be revised by agree

ment of the parties, consistent with the 
principles set forth herein and the inter
ests of sound tax administration. The As
sociate Chief Counsel (International) may 
agree to revise an APA in lieu of canceling 
or revoking it. If the parties agree to revise 
the APA, the revised APA will indicate its 

effective date. 
(2) If the parties agree to revise a bilat

eral or multilateral APA, the Team Leader 
will submit the revised APA to the U.S. 
Competent Authority to obtain the consent 
of the foreign competent authority. If the 
foreign competent authority refuses to ac
cept the revised APA. or if the competent 
authorities cannot agree on a revised APA 
acceptable to all parties, the APA Director 
and the taxpayer may agree to: (a) apply 
the existing APA, if appropriate; (b) apply 
the revised APA or agree to further revi
sions; or (c) request the Associate Chief 

Counsel (International) to cancel the APA 
as of an agreed date. If the APA Director 
and the taxpayer cannot agree on how to 
proceed, the Associate Chief Counsel (In
ternational) will cancel the APA pursuant 
to section 11.06. 

,06 Rel'oking or Canceling the APA 
(I) The Associate Chief Counsel (In

ternational) may revoke an APA due 
to fraud or malfeasance (as defined in 

* 7121), or disregard (as defined in 
§ 6662(b)(l) and (c» by the taxpayer 
in connection with the APA, including, 
but not limited to. fraud. malfeasance. 
or disregard involving (a) material facts 
in the request or subsequent submissions 
(including an annual report) or (b) lack 

of good faith compliance \vith the APA s 
terms and conditions. 

(2) The Associate Chief Counsel (In
ternational) may cancel an APA due to the 
taxpayer's misrepresentation, mistake as 
to a material fact. failure to state a material 
fact. failure to file a timely annual report, 

or lack of good faith compliance with the 
terms and conditions of the APA. 

(3) Unless the parties agree to revise 
the APA. the Associate Chief Counsel 
(International) will cancel an APA in the 
event of a failure of a critical assumption. 
or a material change in governing case 
law, statute, regulation, or a treaty (as de
scribed in section 11.07). 

(4) For purposes of this section 
11.06( I) and (2) the Associate Chief 
Counsel (International) will consider facts 
as material if. for example. knowledge of 
the facts could reasonably have resulted 
in an APA with significantly different 
terms and conditions. In regard to annual 
reports, the Associate Chief Counsel (In
ternational) will consider facts as material 
if. for example, knowledge of the facts 
would have resulted in (a) a materially 
different allocation of income. deductions, 
or credits than reported in the annual re
port, or (b) the fai I ure to meet a critical 

assumption. 
(5) The Associate Chief Counsel (In

ternational) may waive cancellation if the 
taxpayer can satisfactorily show good faith 
and reasonable cause and agrees to make 
any adjustment proposed to correct for the 
misrepresentation, mistake as to a material 
fact. failure to state a material fact, or non

compliance. 
(6) If the Associate Chief Counsel (In

ternational) revokes an APA, the revoca
tion relates back to the first day of the 
APA's first taxable year. The Service may: 
(a) determine deficiencies in income taxes 
and additions thereto: (b) deny relief under 
Rev. Proc. 99-32, 1999-2 C.B. 296; (C) 

allow the taxpayer relief under Rev. Proc. 
99-32, but determine the interest on any 
account receivable established under Rev. 
Proc. 99-32, section 4.01, without mutual 
agreement or correlative relief: (eI) revoke 
the APA as an "egregious case" under Rev. 
Rul. 80-231, 1980-2 C. B. 219. so as to 

deny the taxpayer a foreign tax credit: and 
(e) not make available the unilateral relief 
provisions of Rev. Proc. 2002-52 (see 
section 12.07). The Service will seek to 
coordinate any action concerning revoca-

tion of a bilateral or multilateral APA with 
the foreign competent authority. 

(7) If the Associak ChiefColllN:1 (in
ternational) cancels an i\PA. the cancella
tion normally relates back to the beginning 

of the year in which the critical assump
tion failed. or the beginning of the year to 

which the misrepresentation. mistake as to 
a material fact. failure to state a material 
fact. or noncompliance relates. I f. how
ever. the cancellation results from a change 
in case law, statute. regulation, or treaty. 
the cancellation normally relates back to 
the beginning of the year that contains the 
effective date of the change in case law, 
statute. regulation, or treaty. 

(8) As of the effecti ve date of the can
cellation, the APA has no further force 
and effect with respect to the Service and 
the taxpayer for U.S. income tax purposes. 
The Service will seek to coordinate any ac
tion concerning the cancellation of a bilat
eral or multilateral APA with the foreign 
competent authority. 

J)7 Chonge in C({se LUll, Statute. Reg
ulation, or Treot\' 

If applicahle U.S. case law. statutes. 
regulations. or treaties change the federal 
income tax treatment of any matter cov
ered by the APA, the new case law, statute. 
regulation, or treaty provision supersecles 
inconsistent terms and conditions of the 
APA. 

SECTION 12: RENEWING THE APA 

.OJ A taxpayer may request renewal of 
an APA using the procedures for initial 
APA requests. To expedite the preparation 
and evaluation of an i\PA renewal request. 
however, taxpayers are encouraged to re
quest a prefiling conference to discuss with 
the APA Program the suitability of stream
lined submission requirements. Taxpayers 
are encouraged to file the renewal request 
nine months before the expiration of the 
APA term. 

.02 The APA Program will endeavor to 

expedite the processing of a renewal APA. 
Expedited processing will be most likely 

where the taxpayer demonstrates that the 
following conditions exist: (a) ~ubstan

tially the same law and policy applied to 
the existing APA: (b) no suhstantial dif
fercnccs exist betwcen the taxpayer's pro

posed TP:vJ and the TPM under the exist
ing APA: (c Ino material changes occurred 
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in the taxpayer' s fact~ or circumstances 
since the parties entcred into the existing 
APA: and (d) for a bilateral APA. a roll
back or closed year considerations did not 
intluence the TPM in the existing APA. 

.03 If the conditiom in the prim para
graph exi,t. thc APA Team begins ih e\al
uatioll of the reIlc\\ al APA by considering 
the continuing applicahility of the existing 
APA. w,ing updated comparables as appro
priate. The APA Team will focus on allY 
changed facts and circumstances. While 
the APA Team will endeanJr to streamline 
the renewal process. certain cases may re
quire additional analysis. That is. experi
ence and insight gained from applying the 
TPM III actual data (l'or example. APA an
nual reports) may provide insight that in
dIcates the need to modify the TPM. The 
APA Program will use its best efforts to 
advise the taxpayer at a prefiling confer
cnce whether a streamlined APA renewal 
process will he achievahle. 

SECTION 13: DISCLOSURE 

.01 An APA. any background informa
tion related to the APA. and the taxpayer's 
APA request for that APA. are return infor
mation and are confidential. See ** 6103. 
6105.894. and 7852(d). 

.02 An APA. any background informa
tion related to the APA. and the taxpayer's 
APA request, are not '"written determina
tions." and they are not open to public in
"pection See * 6110. 

.03 The Secretary must prepare an 
annual report for public disclosure. See 
* 521 (b) of the Ticket to Work and Work 
Incentives Improvement Act of 1999, 
Pub. L. 106-170. 113 Stat. 1860. 1925. 
That report includes specifically desig
nated information conccrning all APAs. 
but in a forl11 that does not identify tax
payers or their trade secrets or proprietary 
or confidcntial business or financial infor
mation. 

.()~ An APA. any annual reports. and 

information under income tax treaties or 
tax information exchange agreements in 
accordance with the terms of such treaties 
and agreements (including terms regarding 
re!e\ancy. confidentiality and the protec
tion of trade secrets). In cases where the 
exchange of information would be discre
tionary. information may be exchanged to 
the extent consistent with sound tax ad
ministration and the practices of the rele
vant foreign competent authority. includ
ing where relevant the existence and appli
cation by the foreign competent authority 
of rules similar to those described in sec
tions 10.04 and 10.05. 

SECTION 14: EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 2004-40, 2004-2 C.B. 50. 
is superseded. 

SECTION 15: EFFECTIVE DATE 

This revenue procedure will apply to 
all APA requests, including requests for 
renewal, recei ved on or after February I, 
2006. By agreement. this revenue proce
dure may apply to any APA resulting from 
an APA request pending: on such date. 

SECTION 16: PAPERWORK 
REDUCTION ACT 

The collections of information con
tained in this revenue procedure have 
been reviewed and approved by the Office 
of Management and Budget in accor
dance with the Paperwork Reduction Act 
(44 U.s.c. 3507) under control number 
1545-1503. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to. a collection of information unless the 
collection of information displays a valid 
control number. 

The collections of information are in 
sections 3.06. 4, 5. 8.03, 11.0 I. 11.02(1). 

any factual Information containcd in the 11.04. 11.05 and 12.01. This information 
background files j, subject to exchange of is required to provide the Service sufficient 
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information to evaluate and process the 
APA request or request for renewal of an 
existing APA. or to determine whether the 
taxpay~r is in complianL'e with the terms 
and conditions of an APA. This informa
tion will be used to evaluate the proposed 
TPM. and the taxpayer's compliance with 
the terms and conditions of any APA to 
which it is a party. The collections of infor
mation are required to obtain an APA. The 
likely respondents are business or other 
for-profit institutions. 

The estimated total annual reporting 
and/or recordkeeping burden is 8200 
hours. 

The estimated average burden for an 
APA prefiling conference is 10 hours: the 
estimated average burden for an APA re
quest is 50 hours: and the estimated aver
age burden for preparation of an annual re
port by a party to an APA is 15 hours. The 
estimated number of respondents and/or 
recordkeepers is 230. 

The estimated annual frequency of re
sponses is one request or report per year 
per applicant or party to an APA, except 
that a taxpayer requesting an APA may 
also request a prefiling conference. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally tax returns and tax return 
information are confidential, as required 
by § 6103. 

DRAFTING INFORMATION 

The principal authors of this docu
ment are various members of the Ad
vance Pricing Agreement Program of 
the Office of Associate Chief Counsel 
(International). For further informa
tion regarding this revenue procedure, 
please contact Mr. Craig A. Sharon or 
Mr. Craig R. Gilbert at (202) 435-5220 
(not a toll-free number). 
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SECTION 1. PURPOSE 

This revenue procedure describes the 
application procedures for becoming an 
acceptance agent and the requisite agree
ment that an acceptance agent must exe
cute with the IRS. Persons may wish to 
become an acceptance agent for purposes 
of facilitating the issuance of (I) IRS in
dividual taxpayer identification numbers 
(ITINs) to alien individuals who are in
eligible to obtain social security numbers 
(SSNs), or (2) employer identification 
numbers (EINs) to other foreign persons 
who need an EIN for Federal tax purposes. 
This revenue procedure supersedes Rev. 
Proc. 96-52, 1996-2 C.B. 372. 

The four major changes to the revenue 
procedure for becoming an acceptance 
agent are as follows: 

.01 Acceptance agent applicants may 
be required to submit to suitability checks, 
as explained in section 6 of this revenue 
procedure. 

.02 An acceptance agent agreement en
tered into after the publication of this rev
enue procedure will expire on December 
31 of the fourth full calendar year after the 
year in which the agreement goes into ef
fect, as explained in section 7.02(8)(a) of 

this revenue procedure. Accordingly, ac
ceptance agents will have to periodically 
reapply to retain their acceptance agent 
status. 

.03 Existing acceptance agent agree
ments in effect on the date of publication 
of this revenue procedure will expire 
on December 31, 2006, as explained in 
section 8 of this revenue procedure. Ac
ceptance agents subject to those expiring 
agreements must reapply to retain their 
acceptance agent status. 

.04 Acceptance agents may request to 
be included on a public list of acceptance 
agents published periodically by the IRS, 
as explained in section 4.02(3)(b)(vii) of 
this revenue procedure. 

SECTION 2. BACKGROUND 

.01 Section 301.6109-1(d)(3) of the 
Procedure and Administration Regula
tions provides general procedures for an 
alien individual to obtain an ITIN that 
require the submission of an application 
form (Form W-7), together with docu
mentation considered as evidence of the 
alien indi vidual's identity and alien status. 
Section 301.6109-1(d)(2) of the regu
lations provides general procedures for 

obtaining an EIN that require the submis
sion of an application form (Form SS-4) 
together with any supplementary state
ment as may be required. The regulations 
require that an applicant for an ITIN or an 
EIN furnish the information required by 
the form. the accompanying instructions, 
and any applicable regulations. An appli
cant for an ITIN or an EIN may submit the 
application form directly to the IRS or, as 
provided in §301.6109-I(d)(3)(iv), may 
apply with the assistance of an acceptance 
agent. 

.02 In Rev. Proc. 96-52, the IRS pro
vided guidance regarding the qualification 
requirements for acceptance agents and 
the execution of an agreement between an 
acceptance agent and the IRS. Acceptance 
agents facilitate and expedite the issuance 
ofITINs and EINs by verifying the foreign 
status and identity of the applicants. Since 
the program' s inception, hundreds of ac
ceptance agents have successfully assisted 
individuals who are ineligible to obtain 
SSNs to obtain ITINs. The IRS is pleased 
with the success of the acceptance agenl 
program and values the contributions 
made by acceptance agents. This revenue 
procedure modifies screening require
ments to ensure that acceptance agent, 
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are adequately qualified to ,ern: ITIN and 
EIN applicanh. Acceptdnce agent appli
canh no\\" may he reqlllred to undergo 
a suitahility checK. which include., a re
vic\\" of their tax filing hi,tories [(l ensure 
compliance with their tax ohligations alld. 
in some cases, a credit hi,tmy and FBI 
hackground cheL·k. The ne\\ procedures 
also call for the acceptlnce agent agree
mcnt tn expire at the end of the fourth full 
calendar year. These new requirements 
are intended to ensure that ITIN and EIN 
applicants continue to receive assistance 
from nedihle and responsible acceptance 
agcnts. 

SECTION 3. DEFINITlOl\S 

For purposes of this revenue procedure, 
the terms listed below are defined as fol
lows. 

.0 I An (I("Uptlll/('(' agent is a person 
(i.e .. an individual or an entity) who, pur
suant to a written agreement with the IRS, 
is authorized to assist alien indi viduals and 
other foreign persons in ohtaining ITINs or 
EIN s from the IRS. See section 4.0 I of this 
revenue procedure for the role of an accep
tance agent. A person acting in its capacity 
as an acceptance agent does not act as an 
agent of the IRS and is not authorized to 
hold itself out as an agent of the IRS. 

.02 A certilrillg (lcceptance agent is a 
pcrson (i.e., an individual or an cntity) 
who. pursuant to a written agreement with 
the IRS. is authorized to assist alien indi
viduals and other foreign persons in ob
taining ITiNs from the IRS and who also 
assumes a greater responsibility than an 
acceptance agent in facilitating the appli
cation process for ohtaining ITiNs. The 
certifying acceptance agent process does 
not apply to obtaining EINs. See section 
).() I of this revenue proccdurc for the role 
of a certifying acceptance agent. A person 
acting in ih capacity as a certifying accep
tance ageIlt does not act as an agent of the 
IRS and is not authorized to hold itself out 
as an agent of the IRS. 

.03 An ({liell ill(/i"idllid i, an individual 
who i~ not a citizen or a national of the 
llnitl'd Stall'S Ill.S.). 

.O..J. A tilrcigll pl'/"\O/l is a nunresident 
alien individual. a foreign corporation. a 
foreign panncr,hip, a foreign trust. a for
l'ign e,(ate. or any othl'r person that i, 110t 
a ll.S. pcr,on. 
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.m Alic/I Itutus refers to an individual's 
status as a nOll-U.S. citizen or non-U.S. 
national. 

.06 Identin' refers to the fact of be
ing the same individual as is represented, 
claimed, or described. 

.07 TIN (taxpayer identifying number) 
refers to hoth ITINs and EINs. 

.O~ Forlll W-7refers to IRS Form W-7. 
Application jilr IRS !ndi"idual Taxpayer 
Idenrificarioll NUlllher, including the Span
ish-language version, IRS Form W-7(SP). 

.()l) Forlll SS--4 refers to IRS Form 
SS--l. ApplicatiON fill' Elllployer Idfllrifi
culion Nlllllher. 

SECTION 4. ACCEPTANCE AGENT 

.01 Role of" acceptance agent. The role 
of an acceptance agent is to facilitate the 
application process for the issuance of 
TINs to alien individuals and other foreign 
persons who need TINs for Federal tax 
purposes. An acceptance agent facilitates 
the ITIN application process by forward
ing the completed Form W-7 (together 
with the required documentary evidence) 
to the IRS at the address listed in the Form 
W -7 instructions. An acceptance agent 
facilitates thc EIN application process 
by submitting to the IRS a Form SS-4 
(together with any supplementary state
ment if required) by following one of the 
procedures described in the Form SS-4 
instructions. 

.02 Applicatioll process for accep({[lIce 
agent. 

( I) Eligible perSONS. Persons eligi-
ble to become acceptance agents include 
a financial institution defined in section 
26)(h)(5) of the Internal Rcvcnuc Code 
(Code) or ~1.165-12(c)(\)(iv) of the reg
ulations, a college or university that is 
an educational organization defined in 
~1.)OI(c)(3)-I(d)(3)(i), a federal agency 
defined in section M02(g) of the Code, 
persons that provide assistance to taxpay
ers in the preparation of their tax returns, 
and any other person or categories of per
sons that may be authorized by regulations 
or IRS procedures. An eligible person 
Illay be a U.S. person or a foreign person. 

(2) Pre-applicllfion conl"erence. Prior 
to submitting a formal application, a per
.'on interested in becoming an acceptance 
agent may. but is not required to, request a 
telephone or in-person conference with the 
IRS to explore informally the benefits and 

hurdens associated with the role of an ac
ceptance agent. Requests for pre-applica
tion conferences should he directed to the 
Commissioner of the Wage and Investment 
Division at HO..J.) 33~~~963 (not a toll-free 

number). 
(3) Written application. 
(a) Where to lIppl.\". A person may apply 

to become an acceptance agent by submit· 
ting a written request to: 

Internal Revenue Service 
Mail Stop 983 
Andover, MA 0550 I 

(b) COllfem 01" application. The ap
plication shall indicate that the person 
is requesting permission to execute an 
agreement with the IRS pursuant to 
~301.6109-I(d)(3)(iv) of the regulations, 
and in accordance with this revenue pro· 
cedure. The application shall include the 
following information: 

(i) The applicant" s complete legal 
name, street address. city, state, country, 
zip code. EIN. and SSN or ITIN if an indi
vidual. and Electronic Filing Identification 
Number (EFIN), if available. All accep
tance agents must have EINs. Therefore, 
if the applicant does not have an EIN, the 
applicant must obtain an EIN by follow
ing one of the procedures described in the 
Form SS-4 instructions; 

(ii) A description of the type of per· 
sones) the applicant expects to hclp obtain 
a TIN (e.g., visiting professors, nonresi· 
dent gaming winners. etc.) and the approx
imate number of persons the applicant ex· 
pects to help during each calendar year; 

(iii) A description of the applicant, 
including the professional status of the 
applicant (e.g., financial institution, edu
cational organization, federal agency, tax 
preparer, attorney, certified public accoun
tant (CPA), etc.), the organizational status 
of the applicant (e.g., corporation, partner
ship, sole proprietorship, etc.) and if the 
applicant is an entity, the state, including 
the District of Columbia (or if outside the 
United States, the country) under whose 
laws the entity is created or organized; 

(iv) A list of the offices or branches, if 
any, intended to be covered by the agree
ment and their locations. including mailing 
addresses: 

(v) A description of the business re
lationship the applicant has with the per-



sons whom it expects to assist in obtaining 
TINs; 

(vi) The name, telephone number, fax 
number, and e-mail address of an individ
ual the IRS can contact regarding the ap
plication; and 

(vii) If the applicant assists with the 
preparation of tax returns. the applicant 
may request to be included on a public 
list of acceptance agents published period
ically by the IRS. 

(c) Standard application form. Appli
cation should be made on Form 13551 (re
vised), Application to Participate in the 
IRS Acceptance Agent Program. 

(4) IRS review of application. 
(a) Request for additional information. 

Upon review of the application, the IRS 
may request additional information. 

(b) Determination and notification of 
status. The IRS will determine whether 
the applicant qualifies to become an ac
ceptance agent and will notify the appli
cant in writing of this determination upon 
completion of a suitability check as de
scribed in section 6 of this revenue proce
dure. If the applicant is approved as an ac
ceptance agent, the IRS will provide writ
ten instructions to the applicant regarding 
the procedures for entering into the accep
tance agent agreement with the IRS. 

SECTION 5. CERTIFYING 
ACCEPTANCE AGENT 

.01 Role of a certifying acceptance 
agent. A certifying acceptance agent is a 
person that is authorized under an agree
ment with the IRS to submit a Form W-7 
to the IRS on behalf of an ITIN applicant 
without furnishing supporting documen
tary evidence. Instead, when a certifying 
acceptance agent submits a Form W-7 to 
the IRS, it certifies to the IRS that it has 
reviewed the appropriate documentation 
evidencing the ITIN applicant's identity 
and alien status, and that it is maintaining 
a record of such documentation. In addi
tion, the certifying acceptance agent must 
certify that, to the best of its knowledge 
and belief, the documcntation is authen
tic, complete, and accurate. As part of 
the certification, the certifying acceptance 
agent must describe the documentation 
upon which it is relying. The certification 
is not binding on the IRS. and, in appro
priate cases, the IRS may request to see 

appropriate documentation before issuing 
an ITIN. 

.02 Application process FJr certifl'il!g 
acceptance agent. 

(l) Written application. IRS permis
sion to act as a certifying acceptance agent 
is conditioned upon the acceptance agent's 
agreeing to verify documentation support
ing the identity and alien status of an ITIN 
applicant, maintain certain records, and 
submit certain information to the IRS upon 
request. As a result, in addition to the in
formation required to be submitted with 
an application to become an acceptance 
agent as outlined in section 4.02(3) of this 
revenue procedure, an applicant also must 
state that it is applying for certifying ac
ceptance agent status. 

(2) Pre-application cO/~ference. Prior 
to submitting a formal application. a per
son interested in hecoming a certifying 
acceptance agent may, but is not required 
to. request a telephone or in-person con
ference with the IRS. Such a conference 
provides an opportunity to address such 
matters as the scope of the agreement, 
corresponding obligations for the ap
plicant that arise under the agreement, 
and the nature of documentation. record 
maintcnancc, and verification procedures 
that arise under the agreement. Requests 
for pre-application conferences should 
be directed to the Commissioner of the 
Wage and Investment Division at (404) 
338-8963 (not a toll-free number). 

.03 Agreement. The terms of a cer
tifying acceptance agent agreement may 
vary from case to case depending upon 
such factors as local laws and practices, 
know-your-customer procedures, supervi
sory controls, and the types of internal con
trols and recordkeeping procedures in ef
fect in the normal course of the business 
of the certifying acceptance agent. Gener
ally, the certifying acceptance agent agree
ment will contain the terms and conditions 
necessary to insure proper administration 
of the process, described in section 7.02 
of this revenue procedure, by which the 
IRS issues ITINs to alien individuals. The 
following terms for certifying acceptance 
agents are in addition to those outlined in 
section 7 of this revenue procedure for all 
acceptance agents. 

(I) Procedures for collecting. rel'iew
ing, and maintainillg a record of required 
documentation for assignment of all IT/N. 

A certifying acceptance agent agreement 
will describc the procedures by which the 
certifying acceptance agent will verify the 
identity and alien statll~ of ITIN applicants 
and submit a certification to the IRS. To 
the extent possible, procedures already in 
place to identify persons for local regu
latory purposes or as part of the certify
ing acceptance agent's normal course of 
business will be used to support the repre
sentations made by thc applicant regarding 
these matters. To the extent applicable, a 
certifying acceptance agent may use docu
mentation evidencing citizenship. nation
ality, residency. or immigration status to 
support its determination of the alien sta
tus of ITIN applicants. The reliability of 
any documentation should be evaluated by 
the certifying acceptance agent on the ba
sis of the type of information stated on the 
document, the source of the docllment. and 
the ease with which the document could be 
counterfeited. If the IRS determines that 
these requirements or practices are not suf
ficient, it may require that additional pro
cedures and documentation be established. 

The certifying acceptance agent will 
agree to maintain a record of the documen
tation obtained and reviewed pursuant to 

the obligations set forth in the agreement. 
All documentation submitted with respect 
to an ITIN applicant shall be maintained 
for a rea~onable period, as prescribed in 
the agreement. 

(2) Procedures for IRS compliance 
checks of certifications. A certifying ac
ceptance agent must also agree to furnish 
supporting documentary evidence to the 
IRS upon request in such manner as the 
IRS and the certifying acccptance agent 
will establish. In order to conduct pe
riodic compliance checks. the IRS may 
rely on sampling techniques and/or ver
ification hy random selection with ITIN 
recipients to assure reliability of the cer
tifying acceptance agent's certifications 
while limiting the disruption and burden 
to the acceptance agent. The certifying 
acceptance agent agreement will spec
ify the manner in which IRS compliance 
checks will take place (i.e., either on site 
or through conespondence). Where the 
certifying acceptance agent resides out
side of the United States, in appropriate 
cases. assistance may he obtained fmm 
the tax authorities of the country where 
the acceptance agent resides. 
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SECTION 6. SUITABILITY CHECK 

In generaL applicants for apprO\'al as an 
acceptance agent or certifying acceptance 
agent must pass a suitability background 
check before being admitted into the ac
ceptance agent program. 

. 01 Suita/Jilit\' Backgrollnd Check. 
(I) In general. Acceptance agent and 

certifying acceptance agent applicants will 
be subject to an IRS review of the appli
cant's tax. filing history to determine if the 
applicant is in full compliance with filing 
and payment responsibilities under the In
ternal Revenue Code and its regulations. 

(2) Additional reqllirements. 
(a) The acceptance agent or certifying 

acceptance agent applicant or the appli
cant" s representative who has the author
ity to sign the acceptance agent or certify
ing acceptance agent agreement, if appli
cable. will be subject to the following re
quirements: 

(i) A credit history check; and 
(ii) An FBI background check. 
(b) Any individual who is authorized to 

practice before the IRS under Circular 230 
and provides evidence of current profes
sional status will not be subject to the re
quirements under section 6.0 I (2)(a)(i) or 
(ii) for purposes of becoming an accep
tance agent or certifying acceptance agent. 

.02 Exceptiol1s. 
(I) Financial institutions, as defined 

in section 26S(b )(S) of the code or 
§1.l6S-12(c)(l)(iv) of the Income Tax. 
Regulations. colleges and universities that 
qualify as educational organizations under 
~ I.S0 I (c )(3 )-1 (d)(3 lei). and casinos will 
not be subject to the requirements under 
section 6.0 I of this revenue procedure, but 
the IRS may consider the tax filing history 
of the entity in evaluating an application 
from such entity: 

(2) Applicants who have passed the 
suitability check for Electronic Return 
Originator (ERO) status and who remain 
in good standing with the IRS will not be 
subject to the requirements under section 
6.lll of this reYenue procedure; and 

(3) Federal agencies, as defined in sec
tioll 6402(g) of the Code. willllot be sub
Ject to the requirements under section 6.01 
of this reYenue procedure. 
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SECTION 7. ACCEPTANCE AGENT 
AGREEMENT 

.0 I II! general. An acceptance agent 
agreement described 111 §301.6109-
l(d)(3)(iv)(A) of the regulations is an 
agreement between the IRS and a person 
authorized to act as an acceptance agent 
on behalf of an alien individual or other 
foreign person with respect to their need 
to obtain TINs from the IRS. The Com
missioner of the Wage and Investment 
Division or his/her designee will sign the 
agreement on behalf of the IRS. If the 
acceptance agent is a person other than an 
individual, the agreement must be signed 
by an authorized representative of the ac
ceptance agent. 

.02 Terms and procedures. The terms of 
an acceptance agent agreement may vary 
depending upon such factors as the pro
fessional status of the applicant (e.g .. fi
nancial institution, educational organiza
tion, U.S. federal agency, tax prepareI', at
torney, CPA, etc.), the organizational sta
tus of the applicant (e.g., corporation, part
nership, sole proprietorship, etc.), and the 
place of residence or organization of the 
applicant (i.e., inside or outside the United 
States). The acceptance agent agreement 
will generally contain the following terms 
and conditions to ensure proper adminis
tration of the process by which the IRS is
sues TINs to alien individuals and other 
foreign persons. 

(1) Proceduresfor providing TIN appli
cation forms. An acceptance agent shall 
agree to maintain a supply of Forms W-7 
for obtaining ITINs, and of Forms SS-4 
for obtaining EINs. The acceptance agent 
may use a substitute form that is approved 
by the IRS. For example, if the acceptance 
agent is a financial institution, the Form 
W-7 or Form SS-4 may be incorporated 
as part of an account opening package. See 
Rev. Proc. 2004-62,2004-2 C.B. 730, for 
the procedures governing the use of substi
tute forms. 

(2) Procedures for assisting in comple
[ion of TIN application forms. An ac
ceptance agent shall agree to assist in the 
preparation of the TIN application form. 
For example, the acceptance agent should 
confirm that every item included on the 
application form has been completed and 
should assist the TIN applicant in under
standing the information required by the 
application form. The acceptance agent 

should cont,l(t the IRS for .hSlstance re
garding any qucstions ahllut the forms. ap
plication proccss. the requirement to haw 
TINs. t'tc .. that it cannot reasonably an
swer. Qucstion.' rL'garding such matters 
should be direL'll'd to the C1ll1111lissioner of 
the Wage am! Ill\Cstmcnt Division at (404) 
338-8963 (nol a toll-frce number) . 

(3) Procedurcs fiJI' IRS COIlIlIIUllicatio/l 
with acceptllllcc lIgenT. The ITIN appli
cant's signalurt' on the Form W -7 autho
rizes the acceptancc agent to communi
cate with the IRS regarding only the ITIN 
applicant's application. The acceptance 
agent may act as an agent for the ITIN ap
plicant with regard to any additional com
munication with the IRS that is necessary 
for completion of the application form. 
However, an EIN applicant must complete 
and execute Form 2848, Power of Attorney 
and Declaration of Representative, to au
thorize an acceptance agent to communi
cate with the IRS on the applicant's behalf 
in connection with a completed Form SS-4 
application. 

(4) Procedures for submitting TIN ap
plication forms. An acceptance agent shall 
agree to submit promptly the TIN appli
cation forms or approved substitute forms 
(together with the required documentation 
for ITINs or the supplementary statement, 
if required, for EINs) to the IRS at the mail
ing address specified in the agrcement. 

(S) Procedures for col/ecting alld re
viewing required doclIl1lelllalion for as
signment of an ITIN. A Form W-7 must 
be accompanied by documentary evidence 
of the ITIN applicant's alien status and 
identity. The types of acceptable docu
mentary evidence may vary depending 
upon such factors as the ITIN applicant's 
country of citizenship or nationality, the 
ITIN applicant's residency at the time of 
the application (i.e .• inside or outside the 
United States), etc. The acceptance agent 
must review the ITIN applicant's docu
mentation in order to determine whether 
the documentation is of a type which the 
IRS regards as reliable evidence of alien 
status and identity. Examples of accept
able documentary evidence are provided 
in the Form W-7 in~tructions. Generally, 
ITIN applicants must submit the required 
documentation during a personal interview 
with the acceptance agent. The agreement 
generally will require that original (or 
certified copies of the original) documen
tation be submitted to the IRS with Form 



W-7. All valid original documents will be 
returned to the acceptance agent. Copics 
of original documents, if allowed to be 
submitted under the acceptance agent 
agreement, will not be returned to the ac
ceptance agent. 

(6) Procedures for assisting taxpavcrs 
with not(ficatioll procedures ill thl:' 1:'\'1:'111 o( 
a change of alien status. When an accep
tance agent knows that an individual as
signed an ITIN has become eligible to ob
tain (or has, in fact, obtained) a SSN, such 
acceptance agent shall agree to inform the 
individual of the obligation to (1 ) apply for 
aSSN, (2) stop using the previously-as
signed ITIN upon receipt of the new SSN, 
and (3) notify the IRS of this change in 
alien status. The acceptance agent's duty 
with respect to this matter shall apply only 
to situations in which the acceptance agent 
has a continuing husiness relationship with 
the individual. An alien individual may 
become eligible to obtain a SSN if, for ex
ample, such individual has become aU,S, 
citizen or a permanent U.S. resident (i,I:'., 

"green card" holder), or is lawfully permit
ted to work in the United States. 

(7) Procedures for IRS \'crif/cation (If 
compliance with acceptance agent agree

ment. The acceptance agent agreement 
will specify the procedures by which the 
IRS will verify the acccptance agent's 
compliance with the agreement. In par
ticular, the procedures must enable the 
IRS to verify that the acceptance agent 
has adequate procedures in effect to as
sist applicants properly. The procedures 
also must enable the IRS to verify that 
the acceptance agent is complying with 
any record retention requirements relat
ing to the issuance of TINs, Verification 
of compliance with the acceptance agent 
agreement does not constitute an exam
ination of the books and records of the 
acceptance agent. 

(8) Procedures regarding expiration 
and termination of acceptance agent 
agreement. 

(a) Expiration. An acceptance agent 
agreement shall be in effect on the date 
the agreement is signed by an authorized 
representative of the IRS and shall expire 
on December 31 of the fourth full calendar 
year after the year in which the agreement 
became effective. Acceptance agents sub
ject to expiring agreements who wish to re
tain their acceptance agent status must en
ter into new acceptance agent agreements 

pursuant to the procedures set forth in this 
rcvenue procedure. In order to avoid a 
lapse in acceptance agent status, a new ap
plication should be filed with the IRS at 
least six months prior to the expiration of 
an acceptance agent agreement. 

(b) Termillatioll. In general, either the 
acceptance agent or the IRS may terminate 
the agreement after delivery of a notice of 
termination to the other party. The deci
sion to terminate an agreement is solely 
within the discretion of the party giving 
such notice. However, the IRS gener
ally will not terminate an agreement un
less the acceptance agent knowingly fails 
to comply with procedures required by the 
agreement or to perform any duty or obli
gation required in the agreement (includ
ing failing to exercise due diligence under 
the agreement) and such failure constitutes 
material non-compliance. In addition, the 
IRS may terminate an agreement if the ac
ceptance agent has misrepresented mate
rial information provided on its acceptance 
agent application or on a TIN application. 
Further, the IRS may terminate an agree
ment if the acceptance agent accepts a TIN 
application with knowledge that material 
information on the form is false. The ac
ceptance agcnt may rcquest that the IRS 
reinstate the acceptance agent agreement 
by submitting, within 30 days of termina
tion, a written explanation to the ITIN Pro
gram Office, 401 West Peachtree Street, 
Atlanta, GA 30308, of how the acceptance 
agent proposes to correct the violation and, 
if appropriate, of how it proposes to mod
ify its procedures to ensure that such a vio
lation will not occur in the future. The IRS 
shall accept or reject the request, or make a 
counterproposal, within 30 days of receipt 
of the request. This decision is not subject 
to appeal, 

SECTION 8. EXPIRATION OF 
EXISTING ACCEPTANCE AGENT 
AGREEMENTS 

Acceptance agent agreements and cer
tifying acceptance agent agreements that 
are in effect on the date of the publication 
of this revenue procedure will expire on 
December 31, 2006. Acceptance agents 
and certifying acccptancc agcnts subject 
to expiring agreements who wish to re
tain their acceptance agent status must cn
ter into new acceptance agent agreements 
pursuant to thc procedures set forth in this 

revenue procedurc. To avoid a lap~e In ac
ceptance agent status, a ne\\' application 
should be fibl with the IRS by June~O. 
2006. 

SECTION 9, EFFECTIVE DATE 

This revenue procedure is effecti \'t: on 
the date of publication. 

SECTION 10, EFFECT ON OTHER 
DOCUMENTS 

Rev. RuL 96-52 is superseded. 

SECTION II. PAPERWORK 
REDUCTIO~ ACT 

The collection of information con
tained in this revenue procedure has heen 
reviewed and approved by the Office 
of Management and Budgct in accor
dance with the Paperwork Reduction Act 
(44 U.S.c. 3507) under control number 
1545-1499. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
control numher. 

The collection of information con
tained in this revenue procedure is in 
section 4.02(3), section 5 .02( I), and sec
tion 7.02(6). This information is required 
to assist the IRS in issuing TINs to certain 
alien individuals and foreign persons. In 
addition, this information will be used 
to enable the IRS to determine whether 
persons qualify as acceptance agents. The 
collection of information is required to 
obtain an acceptance agent agrecmcnt. 
The likely respondents are state or local 
governments, business or other for-profit 
institutions, federal agencies, and non
profit institutions. 

The estimated total annual report
ing/recordkeeping burden is 24.960 hours. 

The estimated average annual burden 
per respondent/recordkeeper i~ 3 hours. 12 
minutes. The estimated numher of respon
dents/recordkeepers is R.OOO. 

The estimated annual frequency of re-
. . 

sponses IS on occasion. 
Boob or records relating to a collection 

of information must be retained as long 
as their contents lllay hecome material in 
the admi nistration of any internal re\ enuc 
law. Generally. tax return,., and tet'( return 

2006-1 C.B. 297 



information are confidential. as required 
by 26U.s.C. 61(1:1. 

SECTION 12. DRAFTING 
INFORMATION 

The principal author of thi~ revenue 
procedure is Ethan A. Atticks of the Of
fice of Ass(k'iate Chief Counsel (Interna
tional). For further information regarding 
thi, revenue procedure. contact the Com
mi"ioner of the Wage and Investment 
Di,·ision at (-lO-l) 3JS-S963 (not a toll-free 
call \. 
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Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations, 
Notice of Proposed 
Rulemaking, and Notice 
of Public Hearing 

Guidance on Passive Foreign 
Investment Company (PFIC) 
Purging Elections 

REG-133446-03 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions, notice of proposed rulemaking, and 
notice of public hearing. 

SUMMARY: In this issue of the Bulletin, 
the IRS is issuing temporary regulations 
(T.D. 9232) that provide certain elections 
for taxpayers, who in limited circum
stances, continue to be subject to the 
excess distribution regime of section 1291 
even though thc foreign corporation in 
which they own stock is no longer treated 
as a PFIC under section 1297(e). The 
regulations are necessary to provide guid
ance about purging the PFIC taint for such 
foreign corporations. The regulations will 
affect U.S. persons that hold stock in a 
PFIC. The text of those temporary reg
ulations also serves as the text of these 
proposed regulations. This document also 
provides notice of a public hearing on 
these proposed regulations. 

DATES: Written or electronic comments 
must be received by March 8, 2006. Out
lines of topics to be discussed at the pub
lic hearing scheduled for March 22, 2006, 
at 10 a.m. must be received by March I, 
2006. 

ADDRESSES: Send submissions to 
CC:PA:LPD:PR (REG-133446-03), room 
5203, Internal Revenue Building, POB 
7604, Ben Franklin Station, Washing
ton, DC 20044. Submissions may be 
hand delivered between the hours of 

8 a.m. and 4 p.m. to CC:PA:LPD:PR 
(REG-133446-03), Courier's Desk, In
ternal Revenue Building, 1111 Consti
tution Avenue, NW, Washington. DC, 
electronically via the IRS Internet site 
at www.irs.gol'lregs or via the Federal 
Rulemaking Portal at http://www.regll!a
lions.gm' (IRS REG-I 33446-03 ). The 
public hearing will be held in the Audi
torium, Internal Revenue Building, 1111 
Constitution Avenue, NW, Washington, 
DC. 

FOR FURTHER INFORMATION 
CONTACT: Concerning the regulations, 
Ethan Atticks at (202) 622-3840, con
cerning submissions and the hearing, 
LaNita Van Dyke (202) 622-7180 (not 
toll-free numbers). 

SlJPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collections of information con
tained in this notice of proposed rulemak
ing have been submitted to the Office of 
Management and Budget for review in 
accordance with the Paperwork Reduc
tion Act of 1995 (44 lJ.S.C. 3507(d)). 
Comments on the collections of infor
mation should be sent to the Office of 
Management and Budget, Attn: Desk Of
ficer for the Department of the Treasury, 
Office of Information and Regulatory 
Affairs, Washington. DC 20503, with 
copies to the Internal Revenue Service, 
Attn: IRS Reports Clearance Officer, 
SE:W:CAR:MP:T:T:SP, Washington. DC 
20224. Comments on the cullections of 
information should be received by Febru
ary 6, 2006. Comments are specifically 
requested concerning: 

Whether the proposed collections of in
formation are necessary for the proper per
formance of the functions of the IRS, in
cluding whether the information will have 
practical utility: 

The accuracy of the estimated burden 
associated with the proposed collection of 
information (see below): 

How the quality, utility, and clarity of 
the information to be collected may be en

hanced: 
How the burden of complying with the 

proposed collection of information may be 

minimized, including through the appli
cation of automated collection techniques 
or other forms of information technology: 
and 

Estimates of capital or start-up costs 
and costs of operation. maintenance, and 
purchase of services to provide informa
tion. 

The collection of information 
in these proposed regulations is in 
*1.l297-3(c)(5)(ii). This information 
is required to enable the IRS to verify that 
a taxpayer is reporting the correct amount 
of income, gain or loss from that tax
payer's interest in the foreign corporation. 
The collections of information are manda
tory. The respondents are shareholders of 
PFICs. 

Estimated total annual reporting bur
den: 250 hours. 

The estimated annual hurden per re
spondent is 1 hour. 

Estimated number of respondents: 250. 
The estimated annual frequency of re

sponses: one time. 
An agency may not conduct or sponsor, 

and a person is not required to respond to, a 
collection of information unless it displays 
a valid control number assigned by the Of
fice of Management and Budget. 

Rooks or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidential, as required 
by 26lJ.S.C. 6103. 

Background 

Temporary regulations in this issue of 
the Bulletin provide certain elections for 
taxpayers that continue to be subject to 
the excess distribution regime of section 
1291 even though the foreign corpora
tion in which they own stock is no longer 
treated as a PFIC under section 1297(e) or 
section 129R(b)( I). The text of the tempo
rary regulations also serves as the text of 
these proposed regulations. The preamble 
to the temporary regulations explains the 
temporary regulations and these proposed 
regulations. 
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Special Analyses 

It ha~ becn dctermined that thi~ notice 
of proposed rulcmaking is not a significant 
regulatory action as defined in Executi\e 
Order 12X06. Therefore. a regulatory as
sessment is not required. It has also been 
determined that section 553(b) of the Ad
ministratin' Procedure Act (5 U.s.c. chap
ter 5) docs not apply to thL'se rL'gulati()I1s. 
and. becausL' the regulations do not im
pose a collection of information on small 
entities. the Regulatory Flexibility Act (5 
usc. chapter 6) docs not apply. Pursuant 
to section 7X()5(tj of the Code. this notice 
of proposed rulcmaking will be submitted 
to the Chief Counsel for Advocacy of the 
Small Business Administration for com
ment on its impact on ~mall business. 

Comments and Public Hearing 

Before these prop()sed regulations are 
adopted as final regulations. consideration 
will be given to any written (a signed origi
nal and eight (8) copies) or electronic com
ments that are submitted timely to the IRS. 
Thc IRS and Treasury Department request 
comments on the clarity of the proposed 
rules and how they can be made easier to 
understand. All comments will be avail
able for public inspection and copying. 

A public hearing is scheduled for March 
22.2006. beginning at 10 a.m. in the Au
ditorium. Internal Revenue Building. IIII 
Constitution Avenue. NW. Washington. 
DC. Due to building security procedures. 
visitors must enter at the Constitution Av
enue entrance. In addition. all visitors 
must presellt photo identificatioll to enter 
the building. Because of access restric
tions. visitors will not be admitted beyond 
the cntrance more than 30 minutes before 
the hearing starts. For information ahout 
having your name placed on the building 
acccss list to attend the hearing. see the 
"FOR FURTHER INFORMATIO\,/ CON
T,\CT" portion of this preamble. 

The rub of 20 CFR 601.601(a)(3) ap
ply to this hearing. Persons who wish to 
present oral comments must submit writ
ten comments and an outline of the topics 
tn be di~cussed and the time to be devoted 
tn each topic (a 'lgned original and eight 
(~\ copies) by March I. 20()6. A period of 
I () minutes \\ill be allotted to each person 
felr making commenh. An agenda show
ing the scheduling of the speakers will be 
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prepared after the deadline for reviewinG 
outlines has passed. Copies of the agend: 
will be available free of charge at the hear
mg. 

Drafting Information 

The principal author of this regula
tion is Ethan Atticks. Office of Associate 
Chid Counsel (International). However. 
other personnel from the IRS and Treasury 
Department participated in their develop
ment. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly. 26 CFR part I is proposed 
to be amended as follows: 

PART I-I~COME TAXES 

Paragraph 1. The authority citation for 
part I continucs to read in part as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. In §1.l291-9, paragraph 

U)(2)(v) is revised to read as follows: 

.~ 1.1291-9 Deemed dil'ide/ld electioll. 

* * * * * 
(j) * * * 
(2) * * * 
(v) rThe text of the proposed amend

ment to § 1.1291-9(j)( 2)( v) is the same as 
the text for § I.l291-9TU)(2)(v) published 
elsewhere in this issue of the Bulletin.] 

* * * * * 
Par. 3. Section 1.1297-0 is revised to 

read as follows: 

~1.1297-0 Table O(COlltCiltS. 

rThe text of proposed § 1.1297-0 is the 
same as the text of § 1.1 297-0T published 
elsewhere in this issuc of the Bulletin.] 

Par. 4. Section 1.1297-3 is added to 
read as follows: 

.~ 1.1297-3 Deeilled sale or dccmed 
dil'idelld clcctioll b" {{ U.S. persoll that is 
({ .Ilwreholder of ({ sectioll 1297( c) PFIC. 

IThc tcxt of proposed § 1.1297-3 is the 
same as the text of * 1.1297-3T published 
else\\ here in this issue of the Bulletin.] 

Par. 5. Section 1.1298-0 is revised to 
read as follows: 

§1.12<J8-0 Tah/I' O(('OlltclI(.I. 

l The te,t of proposed ~ 1.1291\-0 is the 
same as the text of § 1.129X-OT published 
elsewhere in this issue of the Bulletinl. 

Par. 6. In ~1l2l)X-3. paragraphs (e) 
and (11 arc revised to read as follows: 

§ 1.1298-3 Dcclllcd sole or deell/ed 
dil'idelld clcctioll /J\" (/ U. S. persoll thor is 
a share/wider of a Filmer PFlC 

* * * * * 
(el [The text of the proposed revision 

to ~ 1.I298-3(e) is the same as the text of 
~ 1.1298-3T(e) published elsewhere in this 
issue of the Bulletinl. 

(f) [The text of the proposed revision 
to * I. I 2lJH-3(f) is the same as the text of 
* 1.1298-3T(tj published elsewhere in this 
issue of the Bulletinl. 

Mark E. Matthews. 
Deput\" COJl1missioner fin 
Sen'ices and Ellforcclllclit. 

I Filed bv the Offi,'e of the FederJl Re~l'tcr on Deecmher 7. 
2005. 8:~5 am .. Jnd pUbli'hcd ill tht' i,,"e of Ihe Feder"l 
Rcgi,ter for December X. 200S. 70 F.R. 724521 

Low-Income Housing Credit 
Information for Housing Credit 
Agencies and Building Owners 

Announcement 2006-2 

This announcement is to advise hous
ing credit agencies and building owners of 
changes reflected in the December 2005 
revision of Form 8609. Low-Incomc Hous
ing Crcdit Allocation and Certification. 
and to inform claimers of the low-income 
housing credit of new Form 860lJ-A. An
/llial Statcment fl)r Low-Income Hot/sing 
Credit. 

Form 8609-Housing Credit Agencies 

Generally, the December 2005 revision 
of Form 8609 is to be used for allocations 
made in 200S or later. In the case of carry
over allocations. the December 2005 revi
sion of Form 8609 is to be used for build
ings placed in service in 2005 or later. In 
the case of buildings financed with tax-ex
empt bonds. the December 200S revision 
of Form 86(Jl) is to be u~ed for bonds is
sued or buildings placed in service in 2005 



or later. However, if for 2005 the hous
ing credit agency used the November 2003 
revision of Form 8609, the housing credit 
agency does not have to issue an amended 
Form 8609. 

Form 8609-Building Owners 

With the December 2005 revision, 
Form 8609 is no longer attached to the 
building owner's tax return for each year 
of the 15-year compliance pcriod. Instead, 
the building owner will make a one-time 
submission of the appropriate revision of 
Form 8609 to the Low-Income Housing 
Credit Unit at the IRS Philadelphia cam-

pus. This one-time submission must take 
place by the due date (including exten
sions) of the first tax return with which 
the building owner is filing Form 8609-A. 
This one-time submission must be made 
even if the building owner has filed Form 
8609 with a prior tax return. 

The procedures are explained in detail 
on the December 2005 revision of Form 
8609. Follow the submission instructions 
set forth in the December 2005 revision 
that correspond with the revision date 
found on the Form 8609 that the housing 
credit agency sent to you. The December 
2005 revision of Form 8609 (including 
instructions) can be found at www.irs.gov. 

Although a housing credit agency may 
have used the Novemher 2003 revision of 
Form 8609 for 2005. the building owner 
still must follow the submission proce
dures detailed in the instructions on the 
December 2005 revision. 

Form 8609-A 

For tax years beginning after 2004, 
Form 8609-A replaces Schedule A (Form 
8609), Annual Statement. Please see Form 
8609-A for detailed instructions on com
pleting and filing the form. 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 1.-Tax Imposed 

A nOlll'L' prl.)\ Ilk.., guiJanl'L' fllr PlT:-.dlh rL'quirl'Li 

to lIlak ... leturlb Jnu prO\iue ,tatellIent, unLier ,cctil1ll 

f>()-l~ rL'~aldin~ di,tnnulion, II Ith I':'peeltn ,"curiri.:, 

l"lI.:d [I) a foreign corporation. alll! for Inelll iuua!> 

rcccil in)! 'lieh 'latL'lllent\ Sec' Notice ~()()fl-'. page 

.I()fl 

Section 42.-Low-lncome 
Housing Credit 

Low-income housing credit: satis
factory bond: "bond factor" amounts 
for the period January through March 
2006. This ruling provides the monthly 
hond factor amounts to he used by taxpay
ers who dispose of qualified low-income 
buildings or interests therein during the 
period January through March 2006. 

Rev. Rul. 2006-5 

In Rev. Rul. 90-60, 1990-2 C.B. 
3, the Internal Revenue Service provided 
guidance to taxpayers concerning the gen
eral methodology used by the Treasury 
Department in computing the bond factor 
amounts used in calculating the amount of 
bond considered satisfactory by the Secre
tary under ~ 42(j)(6) of the Internal Rev
enue Code. It further announced that the 
Secretary would publish in the Internal 
Revenue Bulletin a table of bond factor 
amounts for dispositions occurring during 
each calendar month. 

Rev. Proc. 99-11. 1999-1 C.B. 275. 
established a collateral program as an al
ternative to providing a surety bond for 
taxpayers to avoid or defer recapture of 
the low-income housing tax credits under 

Table 1 
Rev. Rul. 2006-5 

~ 42(j)(6). UlH.kr this program, taxpayers 
may establish a Treasury Direct Account 
and pledge certain Ul1lted States Treasury 
securities to the Internal Revenue Service 
as security. 

This revenue ruling provides in Table 
I the bond factor amounts for calculat
ing the amount of bond considered satis
factory under ~ 42(j)(6) or the amollnt of 
United States Treasury securities to pledge 
in a Treasury Direct Account under Rev. 
Proc. 99-11 for dispositions of qualified 
low-income buildings or interests thcrein 
during the period January through March 
2006. 

Monlhly Bond Factor Amounts for Dispositions Expressed 
As a Percentage of Total Credits 

Calendar Year Building Placed in Service 
or, if Section 42(f)( I) Election Was Made, 

the Succeeding Calendar Year 

Month of 1992 1993 1994 1995 1996 1997 199X 1999 2000 2001 2002 
Disposition 

Jan '06 16,49 30.74 43.01 53.65 62.94 64.28 65.95 67.76 69.76 72.19 74.98 
Feb '06 16,49 30.74 43.01 53.65 62.94 64.14 65.81 67.62 69.61 72.03 74.80 
:vIar '06 16,49 30.74 43.01 53.65 62.94 64.00 65.67 67.47 69.46 71.89 74.63 

Table 1 (cont'd) 
Rev. Rul 2006-5 

Monthly Bond Factor Amounts for Dispositions Expressed 
As a Percentage of Total Credits 

Calendar Year Building Placed in Service 
or. if Section 42(f)( I) Election Was Made, 

the Succeeding Calendar Year 

Month of 20m 2004 2005 2006 
DIsposition 

Jan '06 7ROI R 1.02 83.60 83.98 
Feb '00 77111 RO.n 83.28 83.98 
Mar '00 77.61 RO.53 HOO 83.98 
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For a list of bond factor amounts ap
plicable to dispositions occuning during 
other calendar years, see: Rev. Rul. 98-3, 
1998-1 C.B. 248; Rev. Rul. 2001-2. 
2001-1 C.B. 255; Rev. Rul. 2001-53, 
2001-2 C.B. 488; Rev. Rul. 2002-72. 
2002-2 C.B. 759; Rev. Rul. 2003-117, 
2003-2 C.B. lOS!; Rev. Rul. 2004-100. 
2004-2 C.B. 718; and Rev. Rul. 2005-67. 
2005-43 I.R.B. 771. 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is David McDonnell of the Office 
of Associate Chief Counsel (Passthroughs 
and Special Industries). For further in
formation regarding this revenue ruling. 
contact Mr. McDonnell at (202) 622-3040 
(not a toll-free call). 

Section I62.-Trade or 
Business Expenses 

The Service provides the procedures under which 

certain taxpayers may obtain automatic consent for 

a taxable year ending on or after December J I. 

Section 408A.-Roth IRAs 

26 CFR 1."/OSA-'+T COIII'erling ({/Hill/III I 10 Rolh 

IRA". 

Safe harbors lor rerortin,!! thc fair market value 

of the conversion of an annuity held in an Individ· 

ual Retirement Account or an Individual Retirement 

Annuity to a Roth IRA are set forth. See Rev. Pmc. 

2006·J'l. pagc 115. 

Section 446.-General Rule 
for Methods of Accounting 

26 CFR 1 . ././6-1: General I'/Ile )tIl' II/elhods of ac

, o/lllting. 

Can a taxpayer utilize thc advance con,ent prol'C

dures of Rev. Proc. 97-27 to request the consent of 

the Commissioner to change its method of accountmg 

to comply with section 1.263A-1 Tor 1.2n3A-2T of 

the regulations') See Rev. Pmc. 2006-11. page 309. 

26 CFR I . .././o-/.· Cener,,1 rule jill' II/cthods ot ac· 

coullting. 

The Service provides the procedures under which 

certain taxpayers may obtain automatic consent for 

a taxable year ending on or after December 31. 
2005. and for certain earlier taxable years. to change 2005. and for certain earlier taxable years. to chang~ 
to a method of accounting provided in sections 

1.263(a)-4, 1.263(a)-5. or 1167(a)-3(b) of the reg

ulations. See Rev. Proc. 2006-12. page 310. 

Section 263.-Capital 
Expenditures 

26 CFR 1.26J(a)-4: Amoulllspaid 10 acqllire orae

ate inlwlxibles. 

26 CFR 1.263(a)-5: /I.lllo/lnts pllid or incurred IO.!{I

eililale an acquisition o(a Irade or husiness. a change 

in the capilal structure o(a husiness <,lIIin', and cer

tain other transactio/ls. 

The Service provides the procedures under which 

certain taxpayers may obtain automatic consent for 

a taxable year ending on or after December 31. 

2005, and for certain earlier taxable years. to change 

to a method of accounting provided in sections 

1.263(a)-4. 1.2n3(a)-5. or 1.167(a)-1(h) of the reg

ulations. See Rev. Pmc. 200n-12. page 310. 

Section 408.-lndividual 
Retirement Accounts 

Safe harbors for reporting the fair market value 

of the conversion of an annuity held in an Individ

ual Retirement Account or an Individual Retirement 

Annuity to a Roth IRA are set forth. See Rev. Proc. 

2006-13, page 315. 

to a method of accounting provided in sectioll" 

1.263(a)-4. 1.263(a)-5. or 1.167(a)-3(b) of the reg

ulatiom. See Rev. Pruc. 2()()6-12. page 31 () 

Section 461.-General 
Rule for Taxable Year 
of Deduction 

The Service provides the procedures under which 

certain taxpayers may obtain automatic consent for 

a taxable year end1l1g on or after December 31. 

200S. and for certain earlier taxahle years. to change 

to a method of accounting provided in seetlons 

1.263(a)-4. 1.263(a)-5. or 1.167(a)-3(h) of the reg

ulations. See Rev. Pmc. 200n-12. page 310. 

Section 481.-Adjustments 
Required by Changes in 
Method of Accounting 

26 CFR I . ./P,j-I: Ai/ill.llIl1CIIIS ill g~neml. 

The Service proyide, the prnccdure, under whlch 

certain taxpayer, may obtain autolllatic coment fill' 

a taxable year ending on or after December 31. 

~OOS. and for certain earlier taxable years. to change 

to a method of account1l1g proYided in sections 

1.263(a)-4. 1.263(a)-5. or 1167(a)-3(b) of the reg

ulations. See Rev. Pmc. 200n-12. page 31 (). 

Section 3I21.-Definitions 
:>'6 CFR 31.3/:>.1(11)1')-/' P"rl/lel/II 01/ (/('('lIlIl1l (1/ 

,Ii, AI/ess or (/ccid(,l1t di.l(li>ililr. lI/u1i(',,1 or hOlpilii/

i::Oliof/ C.\I'OlS(,\", or deatlt. 

T.D.9233 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 31 and 32 

Sickness or Accident Disability 
Payments 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains fi
nal regulations providing guidance regard
ing the treatment of payments made on ac
count of sickness or accident disability un
der a workers' compensation law for pur
poses of the Federal Insurance Contribu
tions Act (FICA). 

DATES: Effcctil'C Date: These regulations 
are effective December 15.2005. 

Applicability Date: These regulations 
apply to payments on account of sickness 
or accident disability payments made on or 
after December 15, 2005. 

FOR FURTHER INFORMATION 
CONTACT: David Ford (202) 622-6040 
(not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains amendments to 
26 CFR parts 31 and 32 under section 
3121 (a)(2) of the Internal Revenue Code 
(Code). This section excepts from wages 
for FICA purposes payments made on ac
count of sickness or accident disability that 
are received under a "workmen's compen
sation law," hereinafter referred to as a 
workers' compensation law. 

Proposed regulations (REG-1603IS-
03. 2005-14 I.R.B. 833) under section 
3121( a)(2) were published in the Fed
eral Register (70 FR 12164) on March 
11. 2005. No written comments respond
ing to the notice of proposed rulemaking 
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were received and a public hearing was 
not requested or held. Accordingly. thc 
proposed regulations are adoptcd as final 
regulations. In addition. thi, document 
contains amendments to *32.1 of the Tem
porary Employment Tax Regulations to 
provide guidance that the definition ot 
",orkers' compensation law in the final 
regulations under *3UI2I(a)(2)-\ ap
plies for payments on account of sickness 
or accident disability made on or after 
December 15. 2005. 

Explanation of Provisions 

Section 3121(a)(2)(A) of the Code ex
cepts from "wages" for FIC A tax purposes 
payments to an employee or any of his 
dependents on account of sickness or ac
cident disabIlity only if the payments are 
received under a workers' compensation 
law. 

Section 3121(a)(4) provides that wages 
does not include any payment on account 
of sickness or accident disability made by 
an employer to or on behalf of an em
ployee after the expiration of 6 calendar 
months following the last c<Jlendar month 
in which the employee worked for the em
ployer. Thus, unless made under a work
ers' compensation law. payments reccived 
on account of sickness or accident disabil
ity are wages subject to FICA during the 
first 6 months the employee is out of work. 

Thesc final regulations amcnd 
*31.3121(a)(2)-\ to provide that pay
ments made under a statute in the nature 
of a workers' compensation act wi II he 
treated as having been made under a 
workers' compensation law and, there
fore excluded from wages for FICA pur
poses. For income tax purposes. section 
I 04(a)( I) excludes from gross income cer
tain amounts received under "workmen' s 
compensation acts." Section 1.1 ()4-1 (b) of 
the Income Tax Regulations. provides that 
amounts received under section 104(a)( I) 
include amounts received by an employee 
under a statute in the nature of a workers' 
L'ompensation act. Thus. the final reg
ulations align the interpretation of what 
constitutes payments received under a 
\\orkers' compensation law for FIC A pur
poses with ~ l104-l(b) of the Income tax 
regulations. 

The preamhle to the proposed regula
tions specified that ~32.1 of the Tem
porary Employment Tax Regulations 

304 2006-1 C.B. 

would he amended. if needed. It is 
necessary to remove the reference to 
*3UI2I(a)(2)-\(al(2) in the first phrase 
of *_~2.I(a) and insert a reference to 
*31.3121(a)(2)-I(d)(3) 111 *32.I(a)(l) 
to spel-ify that the definition of work
ers' compensation law applicable to pay
ments on account of sickness or acci
dent disability made on or after Decem
ber 15. 2005. is now in final regulation 
*3l.3121(a)(2)-I(d)(3). No other amend
ments are made to §32.l. 

The preamble to the proposed rcg
ulations also specified guidance would 
be provided related to Federal Unem
ployment Tax Act (FUTA) to the extent 
necessary. The IRS has concluded that 
no additional guidance is necessary for 
FUTA since these payments are made 
to employees of states and local gov
ernments and FUTA does not apply to 
services performed by state or local gov
ernment employees. 

Special Analyses 

It has been determined that these regu
lations are not a significant regulatory ac
tion as defined in Executive Order 12866. 
Therefore. a regulatory assessment is not 
required. It has also been determined that 
section 553(b) of the Administrative Pro
cedure Act (5 U.S.C. chapter 5) does not 
apply to these regulations. In addition. be
cause no collection of information is im
posed on small entities. the provisions of 
the Regulatory Flexibility Act (5 U.S.c. 
chapter 6) do not apply, and, thercfore. a 
Regulatory Flexibility Analysis is not re
quired. Pursuant to section 7805(f) of the 
Code. these regulations have been submit
ted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on the impact on small business. 

Drafting Information 

The principal author of these regula
tions IS David Ford of the Office of Di
vision Counsell Associate Chief Counsel 
(Tax Exempt/Government Entities). How
ever, other personnel from the IRS and 
Treasury Department participated in their 
development. 

Adoption of Amendments to the 

Regulations 

Accordingly_ 26 CFR parts 31 and 32 
are amended as follows: 

PART 31 - EMPLOYMENT TAXES 
AND COLLECTION OF INCOME TAX 
AT THE SOURCE 

Paragraph I. The authority section for 
part 31 continues to read. in part, as fol
lows: 

Authority 26 U.S.c. 7805 * * * 
Par. ') Section 31.3121(a)(2)-1 IS 

amended by: 
I. Revising the section heading. 
2. Removing paragraph (a)( I). 
3. Redesignating paragraphs (a)(2) 

through (a)(4) as (a)(l) through (a)(3), 
respectively. 

4. Revising newly redesignated para-
graph (a)(I). 

5. Redesignating paragraph (d) as (f). 
6. Adding new paragraphs (d) and (e) 
The revisions and additions are as fol-

lows: 

.1:}31.3121(a)(2)-1 Parments OIJ account of 
sickness or arridenf disability, medical or 

hospitali:.afion expenses. or death. 

(a) * * * 
( I) Sickness or accident disability of an 

employee or any of his dependents, only 
if payment is received under a workers' 
compensation law; 

* * * * * 
(d) Workers' compellsation law. (1) 

For purposes of paragraph (a)( 1) of this 
section. a payment made under a work
ers' compensation law includes a payment 
made pursuant to a statute in the nature of 
a workers' compensation act. 

(2) For purposes of paragraph (a)(I) of 
this section. a payment made under a work
ers' compensation law does not include a 
payment made pursuant to a State tempo
rary disability insurance law. 

(3) If an employee receives a payment 
on account of sickness or accident disabil
ity that is not made under a workers' com
pensation law or a statute in the nature of 
a workers' compen,ation act, the payment 
is not excluded from wages as defined by 
section 312Ua)(2)(A) even if the payment 
must be repaid if the employee receives a 
workers' compensation award or an award 
under a ,tat ute in the nature of a workers' 



compensation act with respect to the same 
period of absence from work. 

(4) If an employee receives a payment 
on account of non-occupational injury 
sickness or accident disability such pay
ment is not excluded from wages, as 
defined by section 3121(a)(2)(A). 

(e) Examples. The following examples 
illustrate the principles of paragraph (d) of 
this section: 

Example I. A local government employee is in

jured while performing work-related activities. The 

employee is not covered by the State workers' com

pensation law. but is covered by a local government 

ordinance that requires the local government to pay 

the employee's full salary when the employee is out 

of work as a result of an injury incurred while per

forming services for the local government. The ordi

nance does not limit or otherwise affect the local gov

ernment's liability to the employee for the work-re

lated injury. The local ordinance is not a workers' 

compensatiun law. but it is in the nature of a workers' 

compensation act. Therefore. the salary the employee 

receives while out of work as a result of the work-re

lated injury is excluded from wages under section 

3121(a)(2)(A). 

Example 2. The facts are the same as in Exam
ple I except that the local ordinance requires the em

ployer to continue to pay the employee's full salary 

while the employee is unable to work due to an injury 

whether or not the injury is work-related. Thus. the 

local ordinance does not limit benefits to instances 

of work-related disability. A benefit paid under an 

ordinance that does not limit benefits to instances of 

work-related injuries is not a statute in the nature of a 

workers' compensation act. Therefore, the salary the 

injured empluyee receives from the employer while 

out of work is wages subject to FICA even though 

the employee's injury is work-related. 

Example 3. The facts are the same as in EAample 
1 except that the local ordinance includes a rebuttable 

presumption that certain injuries. including any heart 

attack incurred by a firefighter or other law enforce

ment personnel is work-related. The presumption in 

the ordinance does not eliminate the requirement that 

the injury be work-related in order to entitle the in

jured worker to full salary. Therefore. the ordinance 

is a statute in the nature of a workers' compensation 

act. and the salary the injured employee receives pur

suant to the urdinance is excluded from wages under 

section 3121(a)(2)(A) 

PART 32 - TEMPORARY 
EMPLOYMENT TAX REGULATIONS 
UNDER THE ACT OF DECEMBER 29. 
19RI (PUB. L. 97-123) 

Par. 3. The authority section for part 32 
continues to reaci, in part, as follows: 

Authority 26 U.S.c. 7805 '" * * 
Par. 4. Section 32.1 is amended by: 
I. Revising paragraph (a) introductory 

text. 
2. Revising paragraph (a)( 1). 
The revisions and additions are as fol

lows: 

*= * * * * 
(a) General rule. The amount of any 

payment on or after January 1, 1982. made 
to, or on behalf of. an employee or any 
of his dependents on account of sick
ness or accident disability is not excluded 
from the term wages as defined in section 
3121 (a)(2)(A) unless such payment is-

(1) Received under a workmen's 
compensation law (as defined ln 
§31.3 121(a)(2)-I(d)(3) of this chapter 
for payments made on or after December 
15,2005), or 

* * * * * 

Mark E. Matthews, 
Deputy Commissioner for 
Sen'ices and En/i)l'cement. 

Approved December L 2005. 

Eric Solomon, 
Acting Deputv Assistant Secretory 

of the Treasury (Tax Policy). 

(Filed by the Office of the Federal Reg"tcr on December 14. 
cOOS. 8:.+5 a.m , and publi,hed 10 the i"ut' of the Fetter"1 
Reg"ter for December 15.2005. 70 FR. 7-l19S) 

Section 6042.-Returns 
Regarding Payments of 
Dividends and Corporate 
Earnings and Profits 

A notice provides guidance for persons required 

t<l make returns and provide statements under section 

(\0.+2 regarding distributions with respect to secunties 

issued by a foreign corporation. and for ttldi,iduals 

receiving such ,tatemcnh, See Nutlee 2()(](\-3. page 

JOb. 

Section 6721.-Failure to 
File Correct Information 
Returns 

A notice provides guicbnee for persom relJuired 

to make return, and pmvide statement, under section 

60.+2 regarding distributions with respect to securities 

issued by a foreign corporation. and for indi viduals 

receiving such statements. See Notice 2006-3, page 

-'0(\. 

Section 6722.-Failure 
to Furnish Correct Payee 
Statements 

A notice provides guidance for persons requtred 

to make returns and provide statements under section 

6042 regarding distrihutions with respect tll securities 

i"ued by a foreign corpuratilln. and for individuals 

receiving such statemenb. See Notice 2006-3. page 

30(\. 

Section 6724.-Waiver; 
Definitions and Special 
Rules 

A nottce provides guidance for persons required 

to make returns and provide statements under section 

6042 regarding distributions with respect to securities 

issued by a foreign corporation. and for individuals 

receiving such statements. See I\otice 2006-3. page 

306. 
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Part III. Administrative, Procedural, and Miscellaneous 
Information Reporting and 
Other Guidance Regarding 
Distributions With Respect to 
Securities Issued by Foreign 
Corporations 

Notice 2006-3 

SECTION 1. OVERVIEW 

The lobs ami Growth Tax Relief Rec
onciliation Act of 2003 (P.L. I08-n. 117 
Stat. 752) (the "2003 Act") was enacted 
on May 28. 2003. Subject to certain lim
itations. the 2003 Act generally provides 
that a dividend paid to an individual share
holder from either a domestic corporation 
or a "qualified foreign corporation" is sub
ject to tax at the reduced rates applicable 
to certain capital gains. A qualified for
eign corporation includes certain foreign 
corporations that are eligible for benefits 
of a comprehensive income tax treaty with 
the United States which the Secretary de
termines is satisfactory for purposes of this 
provision and which includes an exchange 
of information program. In addition, a 
foreign corporation not otherwise treated 
as a qualified foreign corporation is so 
treated with respect to any dividend it pays 
if the stock with respect to which it pays 
such dividend is readily tradable on an es
tablishcd sccuritics market in thc United 
States. The 2003 Act excluded from the 
definition of qualified foreign corporation 
any foreign corporation which for the tax
able year of the corporation in which the 
dividend was paid, or the preceding tax
able year. was a foreign personal hold
ing company (as defined in section 552). 
a foreign investment company (as defined 
in section 1 246(b)). or a passive foreign 
in vestment company (as defined in sec
tion 1297). Effective for taxable years of 
foreign corporations beginning after De
cember 31. 2004. the American Jobs Cre
ation Act (P.L.108-357) (the "AJCA") re
pealed the rules applicable to foreign per
sonal holding companies and foreign in
\'estment companies from the Code. The 
AJC A made uJIlforming amendments to 
section l(h)( 11 )(C)(iii) 

This notice provides guidance for per
sons required to make returns and provide 
statements under section 6042 of the In-
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ternal Rn'enue Code with respect to se
curities issued by a foreign corporation. 
and for indi\iduals receiving such state
ments. This notice provides generally that 
the simplified procedures regarding infor
mation reporting of distributions with re
spect to securities issued by foreign corpo
rations and other rules contained in Notice 
2003-79 and Notice 2004-71 for tax years 
2003 and 2004. respectively. are extended 
to apply for 2005 and future years. 

SECTION 2. NOTICE 2003-79 and 
NOTICE 2004-71 

In November of 2003. the Treasury 
Department and the IRS issued Notice 
2003-79, 2003-2 C.B. 1206. which pro
vided guidance for persons required to 
make returns and provide statements un
der section 6042 of the Internal Revenue 
Code (e.g., Form 1099-DIV) regarding 
distributions made in 2003 with respect to 
securities issued by a foreign corporation, 
and for individuals receiving such state
ments. Notice 2003-79 identified a series 
of separate determinations that must be 
made in order to determine whether a dis
tribution with respect to a security issued 
by a foreign corporation is eligible for the 
reduced rates of tax under the 2003 Act. 
Notice 2003-79 provided simplified pro
cedures to be used for 20m information 
reporting of a distribution with respect 
to such a security. Notice 2003-79 also 
provided guidance regarding the deter
mination as to whether a security (or an 
American depositary receipt in respect 
of such security) issued by a foreign cor
poration other than ordinary or common 
stock (such as preferred stock) is consid
ered readily tradable on an established 
securities market in the United States for 
purposes of the 2003 Act. 

In November of 2004. Treasury and 
the IRS issued Notice 2004-71. 2004-2 
C.B. 793. which provided guidance for 
persons required to make returns and pro
vide statements under section 6042 of the 
Internal Revenue Code regarding distribu
tions madc in 2004 with respect to securi
ties issued by a foreign corporation. and for 
individuals receiving such statements. No
tice 2004-71 gencrally provided that the 
simplified procedures and other rules con
tained in Notice 2003-79 were extended 

to apply for 2004 inf,1\'l1lation r('porting of 
distributions with re~pcL'l til securities is
slIed by foreign cllrpor;ltiolb. 

SECTION 3. GUIDANCE FOR 2005 
AND FUTURE YEARS 

.n 1 Generall y. 

While the Treasury Department and the 
IRS continue to acknowledge that more 
detailed information reporting guidance 
may be necessary. and such procedures 
continue to be under study. Treasury and 
the IRS have concluded that it is appro
priate to extend the simplified procedures 
that were provided in Notice 2003-79 and 
Notice 2004-71 with respect to tax years 
2003 and 2004. to 2005 and future years 
with appropriate modifications to take into 
account the changes enacted by the AJCA. 

Section 3.02 of this notice summarizes 
guidance for 2005 and future years infor
mation reporting of a distribution with re
spect to a security issued by a foreign cor
poration. Section 3.03 provides guidance 
for 2005 and future years for recipients of 
Form 1099-D IV. 

.02 Persons Requircd to Filc Form 
1099-DIY. 

The rules for 2003 information report
ing of a distribution with respect to a secu
rity issued by a foreign corporation that are 
described in detail in sections 3.01 through 
3.07 of Notice 2003-79 will continue to 
apply for 2005. Those rules are outlined 
in the following summary. However, in or
der to account for the amendments enacted 
by the AJCA. for 2006 and future years the 
foreign investment company exclusion test 
shall be applied without regard to whether 
the foreign corporation is or was a foreign 
personal holding company or a foreign in
vestment company. 

A person rcquired to make a return un
der section 6042 shall report a distribution 
with respect to such a security in Box I b of 
Form I099-D/V as a qualified dividend if: 

I. either the security with respect to 
which the distribution is made is a 
common or an ordinary share. or a 
public SEC filing contains a state
ment that the sccurity will bc. should 
be. or more likely than not will be 



treated as equity rather than debt for 
U.S. federal income tax purposes; and 

Thc IRS will cxcrcisc its authority un
der section 6724(a) of the Code to waive 

Notice. Commenfs@irscoullsel.freas.gol'. 

Please include "Notice 2006-3" in the 
penalties under sections 6721 and 6722 subject line of any electronic communica-

2. either: 

a. the security is considered "readily 
tradable on an established securi
ties market in the United States"; 1 

b. the foreign corporation IS or
ganized in a possession of the 
United States; or 

c. the forcign corporation is orga
nized in a country whose income 
tax trcaty with thc Unitcd States 
is comprehensive, is satisfactory 
to the Secretary for purposes of 
section l(h)(ll), and includes 
an exchange of information pro
gram,2 and if the relevant treaty 
contains a limitation on benefits 
provision, the corporation's com
mon or ordinary stock is listed 
on an exchange covered by that 
limitation on benefits provision's 
public trading test, unless the per
son required to file an informa
tion rcturn knows or has reason to 
know that the corporation is not 
eligible for benefits under that 
treat y; and 

3. the person required to file form 1099-
DIV does not know or have reason to 
know that the foreign corporation is or 
expects to be, in the taxable year of the 
corporation in which the dividend was 
paid, or was, in the preceding taxable 
year, a foreign personal holding com
pany (as defined in section 552), a for
eign investment company (as defined 
in section 1246(b», or a passi ve for
eign investment company (as defined 
in section 1297);3 and 

4. the person required to make a return 
under section 6042 detennines that the 
owner of the distribution has satisfied 
the holding period requirement of sec
tion I(h)(ll) or it is impractical for 
such person to make such determina
tion. 

with respect to reporting of payments if 
persons required to file Form 1099-DIV 
make a good faith effort to report pay
ments consistent with the rules summa
rized above and described in detail in sec
tions 3.01 through 3.06 of Notice 2003-79. 
A pcrson required to make a return un
der section 6042 may report a distribution 
in Box I b as a qualified dividend even if 
the distribution does not satisfy these sim
plified information reporting procedures, 
subject to the applicable penalty provi
sions, as described in detail in section 3.07 
of Notice 2003-79. 

.03 Recipients of Form 1099-DIY. 

For taxable years beginning in 2005 and 
future tax years, a recipient of Form 1099-
DIV may treat amounts reported in Box I b 
as qualified dividends, unless and to the 
extent the recipient knows or has reason to 
know that such amounts are not qualified 
dividends, as described in detail in section 
3.08 of Notice 2003-79. 

SECTION 4. EFFECTIVE DATE 

This notice is effective for taxable years 
beginning on or after January 1, 2005. 

SECTION 5. COMMENTS 

Treasury and the IRS continue to in
vite interested persons to comment on 
the information reporting procedures con
tained in this notice and the certification 
procedures outlined in Section 5 of No
tice 2003-79. Written comments may 
be submitted to CC:PA:LPD:PR (Notice 
2006-3), room 5207, Internal Revenue 
Service, P.O. Box 7604, Ben Franklin 
Station, Washington, DC 20044. Sub
missions may be hand delivered Mon
day through Friday between the hours of 
8 am and 5 pm to: CC:PA:LPD:PR (Notice 
2006-3), Courier's desk, Internal Revenue 
Service, 1111 Constitution Avenue, NW, 
Washington, DC 20224. Alternatively, 
taxpayers may submit comments electron
ically via the following e-mail address: 

tions. 

SECTION 6. PAPERWORK 
REDUCTION ACT 

The information collection referenced 
in this notice has been previously reviewed 
and approved by the Office of Manage
ment and Budget as part of the promulga
tion of Form 1099-DIY. See OMB Control 
Number 1545-0110. This notice merely 
provides additional guidance regarding the 
proper filing of such returns and furnishing 
of such statements. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMB control number. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally tax returns and tax return 
information are confidential, as required 
by 26 U.s.C. § 6103. 

SECTION 7. CONTACT 
INFORMATION 

The principal author of this notice is 
Karen A. Rennie of the Office of Associate 
Chief Counsel (International). For further 
information regarding this notice, contact 
David Lundy at (202) 622-3880 (not a toll
free call). 

Interim Guidance With 
Respect to the Application of 
Section 409A to Outstanding 
Stock Rights 

Notice 2006-4 

1. Background 

Section 409A was added to the Internal 
Revenue Code as part of the American 
Jobs Creation Act of 2004, Pub. Law 

I Notice 2003-71. 2003-2 C.B. 922. and ,eclion 3.02 of Notice 2004-71, 2004-2 CB. 793. provide guidance regarding when a security is conSidered readIly tradable on an e,tabl,shcd 
,ecurities market in the IJniled SlaleS for purp",e, uf sec lion Ilh)(lI). 

~ Notice 2003-69. 2003-2 CB. R51. contain, a list uf qualifying treatIes for this purpose . 

. 1 Notice 2004-70. 2004-2 CB. 724. proVIdes guidance regarding the extent to which distributions. inclUSIons. and other amounts receIved by. or mcluded in the Income of. individual 
shareholders a~ ordmary income from foreign corporations subject to certain anti-deferral regime~ may be treated a~ qualified dividend income for purpo~e:-. of ... cction lth)( 11). 
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No. 108-357. 118 Stat. 1..J.18. Section 
409A generally provides that all amounts 
deferred under a nonljualified deferred 
compen,ation plan fur all taxable years 
are currently includible in gross income to 
the extent not subject to a substantial risk 
of forfeiture and not previow,ly included 
in gross income. unless certain require
ments are met. The IRS issued Notice 
200S- L 2005-2 I.R. B. 27-L on December 
2{). 2004 (published ,t:-, modified on Jan
uary 6. 200S) and issued proposed regula
tions (REG-IS8080-04. 200S-.f3 I.R.B. 
7R6) under section 409A on September 29. 
2005 (70 Fed. Reg. 57930 (Oct. 4. 2{)05)) 
The proposed regulations are proposed to 
be effecti ve on January I. 2007, and do 
not limit the application of the guidance 
provided in Notice 2005-\. 

II. Stock Options and Stock Appreciation 
Rights Granted before January 1. 2005 

A. Application of the Reasonable 
Valuation Standard 

Commentators expressed concern with 
respect to the application of section 409A 
to stock options and stock appreciation 
rights (collectively. stock rights) issued 
before January I. 20{)5. Specifically. com
mentators expressed concern that although 
the issuer of a stock right intended to es
tablish an exercise price not less than the 
fair market valuc of the stock at the time of 
grant, the issuer of the stock right may not 
be able to demonstrate that the exercise 
price of the stock right was determined 
using a reasonable valuation method in 
accordance with the requirements set 
forth in Notice 2005-1. Q&A-.f(d) or 
* 1.409A-Hb)(S)(i)(B) of the proposed 
regulations. Commentators noted further 
that at the time such stock rights were 
granted. section 409A had not been en
acteu and thus no guidance with respect to 
thc application of section 409A to stock 
right'- was a\·ailablc. 

B. Application of the Good Faith 
Standards of ~ lA22-2(e)(2) 

Section I A22-2(eH I) generally 
pro\ldes that except as pro\'ideu by 
~ 1.422-21 e)( 2). the optIon price of an 
illcenti\e stock option must not be less 
than the Llir market \all1l: of the stock 
subjel't to the option at the time the option 
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is granted. Section 1.422-2(e)(2) gener
ally provides that if a share of stock is 
transferred to an individual pursuant to the 
exercise of an option which fails to qual
ify as an incentive stock option merely 
because there was a failure of an attempt. 
made in good faith. to meet the option 
price requirements of * 1.422-2(e)(l), 
those option price requirements are con
sidered to have been met. Whether there 
was a good-faith attempt to set the option 
price at not less than the fair market value 
of the stock subject to the option at the 
time the option was granted depends on 
the relevant facts and circumstances. 

Until further guidance is issued. with 
respect to a stock right issued before 
January I, 2005, for purposes of deter
mining whether the stock option results 
in a deferral of compensation pursuant 
to Notice 2005-1, Q&A-4(d)(ii), or 
the stock appreciation right results in 
a deferral of compensation pursuant to 
§ 1.40lJA-I(h)(S)(i)(B) of the proposed 
regulations, principles similar to those set 
forth in § 1.422-2(e)(2) will be applied. 
Accordingly. where there was a good-faith 
attempt to set the exercise price of a stock 
right granted before January 1, 200S, at a 
price not less than the fair market value 
of the stock subject to the stock right at 
the time the stock right was granted, then 
such exercise price will be treated as being 
not less than the fair market value of the 
stock at the time of grant for purposes of 
determining whether the stock right is ex
cluded from the requirements applicable 
to deferred compensation under section 
409A. 

III. Stock Rights Issued on or after January 
L 2005 and Continued Application of 
Notice 2005-1, Q&A-.f(d)(ii) 

With respect to stock options granted 
on or after January), 2005 and before the 
effective date of final regulations, Notice 
200S-1. Q&A-4(d)(ii) remains applicable 
guidance. Taxpayers may also rely on 
* 1.409A-l(b)(5)(i)(B) of the proposed 
regulations during this period. With re
spect to stock appreciation rights issueu 
on or after January L 2005 and beforc thc 
effective date of final regulations, taxpay
ers may rely on S lA09A-l(b)(5)(i)(B) 
of the proposed regulations. In applying 
the provisions of the proposed regulations 
relating to stock appreciation rights, and 

specifically * I A09A-l (b)(S ),i )(Bl( 1) and 
(2), taxpayers may apply the rule set forth 
in Notice 2005-1. Q&A-.f(d)(ii) that, for 
purposes of determining the fair market 
value of the stock at the date of grant, 
any reasonable valuation method may be 
used. Accordingly. where a taxpayer can 
demonstrate that the exercise price of a 
stoc k right. granted on or aftcr January I, 
2005, and before the effective date offinal 
regulations. is intended to be not less than 
the fair market value of the stock at the 
date of grant and that the value of such 
stock was determined using a reasonable 
valuation method, then that valuation will 
meet the requirements of Notice 2005-1, 
Q&A-4(d)(ii) regardless of whether that 
determination satisfies the valuation re
quirements in § lA09A-l(b)(5)(i)(B) of 
the proposed regulations. 

IV. Request for Additional Comments 
regarding Application of Final 
Regulations to Outstanding Stock 
Rights 

Final regulations may establish more 
detailed standards for valuation in the con
text of stock rights than those provided 
in this notice and Notice 2005-1. The 
Treasury Department and the IRS continue 
to request comments with respect to the 
proposed regulations, and specifically how 
the standards proposed with respect to the 
determination of the fair market value of 
stock subject to stock rights may be im
proved both to meet commentators' re
quests for more certainty with respect to 
the valuation requirement. and the legisla
tive intent that only stock rights with exer
cise prices that may not be lower than the 
fair market value of the underlying stock 
on the date of grant be excluded from cov
erage under section 409A. See H.R. Conf. 
Rep. No. 108-755. at 735 (2004). 

In addition, commentators have ex
pressed concerns relating to the definition 
of service recipient stock for purposes 
of the exclusions from coverage under 
section 409A for certain stock rights, and 
the treatment of modifications. extensions 
and renewals of otherwise excluded stock 
rights. The Treasury Department and the 
IRS are considering comments on these 
issues. and invite further comments with 
respect to the rules proposed under the 
proposed regulations, as well as any ad
ditional transitional relief that may be 



appropriate In conjunction with the im

plementation of the final regulations. For 
information regarding the submission of 

comments, see the "Comments and PublIc 
Hearing" section of the preamble to the 
proposed regulations. 

Y. Drafting Information 

The principal author of this guidance is 
Stephen Tackney of the Office of Division 
Counsel/Associate Chief Counsel (Tax Ex
empt and Government Entities). However, 
other personnel from the Treasury Depart
ment and the IRS participated in its devel

opment. For further information regard
ing this notice, contact Stephen Tackney at 
(202) 927-9639 (not a tolUree call). 
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(temporary). 

(Also Part I. H 446(£'); l.203A-2T. 1.446-1.) 

Rev. Proc. 2006-11 

SECTION I. PURPOSE 

This revenue procedure provides pro
cedures by which a taxpayer changing 
its method of accounting to comply with 
§ I .263A-1 Tor 1.263A-2T of the Income 
Tax Regulations as set forth in TD. 9217, 
2005-37 I.R.B. 498 (70 FR 44467) for 

its first taxable year ending on or after 
August 2, 2005, may request the consent 
of the Commissioner utili7.ing either the 
advance consent procedures of Rev. Proc. 
97-27, 1997-1 c.B. 680 (as modified and 
amplified by Rev. Proc. 2002-19, 2002-1 
C.B. 696, and amplified and clarified by 
Rev. Proc. 2002-54, 2002-2 C.B. 432) 
or the automatic consent procedures of 
Rev. Proc. 2002-9,2002-1 C.B. 327 (as 
modified and clarified by Announcement 
2002-17,2002-1 C.B. 561, modified and 
amplified by Rev. Proc. 2002-19, 2002-1 
C.B. 696, and amplified, clarified and 
modified by Rev. Proc. 2002-54,2002-2 
C.B.432). 

SECTION 2. BACKGROUND 

.01 Under ** 446(e) and 1.446-l(c), a 
taxpayer generally must secure the con
sent of the Commissioncr before chang

ing a method of accounting for federal in
come tax purposes. To obtain the Com
missioner's consent to a change in method, 

* 1.446-I(e)(3)(i) generally requires a tax
payer to file Form 3115, Application fin' 
Change in Account illg Method, during the 

taxable year in which the taxpayer desires 
to make the proposed change. Section 
1.446-I(e)(3)(ii) authorizes the Commis

sioner to prescribe administrative proce
dures that provide the terms and condi
tions necessary for a taxpayer to obtain 
consent to change a method of account

ing. The terms and conditions the Com
missioner may prescribe include whether 

the change is to be made with a * 481( a) 
adjustment, and if so, the * 481(a) adjust
ment period, or on a cut-off basis. 

.02 Section 481(c) and ** 1.446-
i(e)(3)(ii) and 1.481-4 provide that the 

adjustment required by * 481 (a) may be 
taken into account in determining taxahle 
income in the manner and subject to the 
conditions agreed to by the Commissioner 
and the taxpayer. 

.03 This revenue procedure applies only 
for a taxpayer's first taxable year ending 
on or after August 2, 2005, for a change 
in method of accounting to comply with 

* 1.263A-1T or 1.263A-2T A change in 
method of accounting under this revenue 

procedure requires a * 481(a) adjustment, 
and the § 481 (a) adjustment period is two 
taxable years for a net posi ti ve adj ustment. 
It is expected that this two-year adjustment 
period for a net positive * 481 (a) adjust
ment will apply to changes in methods of 
accounting made in future years to COIIl

ply with the rules in ~§ 1.263A-IT and 
1.263A-2T, and the successor final regu

lations. 
.04 Rev. Proc. 97-27 provides the 

general procedures under ** 446(e) and 
1.446-1 (e) for obtaining the consent of the 
Commissioner to change a method of ac
counting for federal income tax purposes. 
Except as specifically provided in section 
4.02 of Rev. Proc. 97-27 or other pub
lished guidance, Rev. Proc. 97-27 applies 
to all taxpayers requesting the Commis
sioner's consent to change a method of ac

counting for federal income tax purposes. 
See Rev. Proc. 97-27, sections 1.01 and 

4.01. 
.05 Section 4.02( I) of Rev. Proc. 97-27 

provides that Rev. Proc. 97-27 does not 
apply if the change in method of account

ing is required to be made pursuant to a 
published automatic change procedure. 

.06 Rev. Proc. 2002-9 provides pro

cedures under * * 446( e) and I .446-1 (e) 

for ohtaining the automatic consent of the 
Commissioner to change certain methods 
of accounting for federal income tax pur

poses. Specifically, Rev. Proc. 2002-9 
applies to a taxpayer requesting the Com
missioner' ~ consent to change to a method 
of accounting described in the APPEN
DIX of such revenue procedure. Rev. 
Proc. 2002-·9 is the exclusive procedure 
for a taxpayer within its scope to obtain 
the Commissioner's consent. See Rev. 
Proc. 2002-9, sections 1 and 4.01. 

.07 TD. 9217 contains final and tempo
rary regulations relating to the capitaliza

tion of costs under the simplified service 

cost method provided by * 1.263A-I(h) 
and the simplified production method pro

vided by * 1.263A-2(b). Specifically, 
the regulations under * 1.263A-1 T and 
* 1.263A-2T clarify what property quali
fies as self-constructed assets produced on 
a routine and repetitive basis for purposes 
of the simplified service cost method or 
the simplified production method, respec
tively. 

.08 Section 1.263A-I T(k)( I) provides 
that a change in a taxpayer's treatment 
of mixed service costs to comply with 

* 1.263A-1T is a change in method of 
accounting to which the provisions of 

** 446 and 481 and the regulations there
under apply. Section 1.263A-I T(k)( 1) 
further provides that for a taxpayer's first 
taxable year ending on or after August 
2, 2005. the taxpayer is granted the con
sent of the Commissioner to change its 
method of accounting to comply with 

* 1.263A-1 T, provided the taxpayer fol
lows the administrative procedures issued 
under * 1.446-I(ej(3)(ii), as modified 
by * 1.263A-IT(k)(2) through (4), for 
obtaining the Commissioner's automatic 
consent to a change in accounting method. 

'()9 Section 1.263A-2T(e)( I) provides 
that a change in a taxpayer's treatment of 

additional * 263A costs to comply with 
* 1.263A-2T is a change in method of 
accounting to which the provisions of 

** 446 and 481 and the regulations there
under apply. Section 1.263A-2T(e)( I ) 
further provides that for a taxpayer's first 

taxable year ending on or after August 
2, 2005, the taxpayer is granted the con
sent of the Commissioner to change its 
method of accounting to comply with 

* 1.263A-2T, provided the taxpayer fol
lows the administrative procedures issued 

under * 1446-l(e)(3)fii). as modified 
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by § 1.263A-2T(e)('2) through (4). tor 
obtaining the Commissioner', automatic 
consent to a change in accounting method, 

,I () Pursuant to the foregoing provi
sions. a taxpayer changing its method of 
accounting to comply with ~ 1.263A-1 T 
or 1.263A-'2T as set forth in T.D. 9217 
for its fiN taxahle year ending on or after 
August 2. 2()()5. i, required to use the au
tDlnatic consent procedures of Rev, Proc. 
20()'2-9 (as modified hy ~ 1.263A-lTik) 
or I 263A-'2T(e). whichever is applicahle) 
to obtain the consent of the Commissioner 
to change its method of accounting. Some 
taxpayers contemplat1llg such accounting 
mcthod changes are uncertain whether 
their proposed methods of accounting will 
comply with the regulations under ~ 263A. 
and have requested that the Internal Rev
enue Service allow for advance review of 
their requestcd accounting methods. 

.1 I The Service has determined that 
it is in the best interest of sound tax ad
ministration to allow taxpayers changing 
their methods of accounting to comply 
with * l.263A-I T or l.263A-2T for 
their first taxable years ending on or after 
August 2, 2005. to utilize either the ad
vance consent procedures of Rev. Proc. 
97-27 or the automatic consent procedures 
of Rev, Proe. 2002-9. Therefore, whcn 
** l.263A-IT and 1.263A-2T are issued 
as final regulations, the final regulations 
will allow taxpayers to use the advance 
conscnt proccdures for thcir first taxable 
year ending on or after August 2, 2005, 
This revenue procedure is being issued in 
advance of the final rcgulations and the 
rules provided herein are consistent with 
the rules that will be provided in the final 
regulations. 

SECTION 3, SCOPE 

This revenue procedure applies to any 
taxpayer seeking to change its method of 
accounting for mixcd service costs to com
ply with * 1.263A-1T for its first taxable 
year ending on or after August 2, 2005, 
and to any taxpayer seeking to change 
its method of accounting for additional 
~ 263A costs to comply with ~ 1,263A-2T 
for its first taxable year ending on or after 
August 2. 2005, 
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SECTION 4. APPLICATION 

.0 I The provisions of section 4.02(1) 
of Rev. Proc, 97-27 and section 4.01 
of Rev. Proe, 2002-L) that preclude a 
taxpayer from rcqucsting the Commis
sioner's advance consent to change a 
method of accounting that is required to 
he made pursuant to a published auto
matic change procedure shall not apply 
to changes in method of accounting to 
comply with ~ 1.263A-1T or 1.263A-2T 
for a taxpayer's first taxable year ending 
on or after August 2,2005, Accordingly, a 
taxpayer within the scope of this revenue 
procedure may utilize either the advance 
consent procedures of Rev. Proc, 97-27 or 
the automatic consent procedures of Rev, 
Proc, 2002-9 to obtain the consent of the 
Commissioner to make such changes, 

.02 The following provisions shall 
apply to a taxpayer within the scope of 
this revenue procedure that requests the 
consent of the Commissioner under Rev, 
Proc. 97-27 to change its method of ac
counting to comply with * 1.263A-1T or 
1.263A-2T for its first taxable year ending 
on or after August 2, 2005: 

( I) Notwithstanding the provisions of 
~ 1,446-1(e)(3)(i) and section 5.0I(l)(a) 
of Rev. Proc. 97-27, a taxpayer may 
submit a Form 3115 on or before January 
31, 20U6. or the date that is 30 days after 
the end of the taxpayer's taxable year for 
which the change is requested. whichever 
is later: 

(2) The provisions of section 4.02 of 
Rev, Proe. 97-27 that otherwise would 
prevent certain taxpayers under examina
tion. hefore appeals or hefore a federal 
court from requesting the Commissioner's 
advance consent to change a method of ac
counting shall not apply; 

(3) A taxpayer that changcs its mcthod 
of accounting for mixed service costs to 
comply with * 1.263A-1 T will not receive 
audit protcction under section 9 of Rev. 
Proc. 97-27 if its method of accounting 
for mixed service costs is an issue under 
consideration (as defined in section 3.08 of 
Rev. Proc. 97-27) at the time the Form 
3115 is fi led with the National Office; 

(4) A taxpayer that changes its method 
of accounting for additional § 263A costs 
to comply with § 1.263A-2T will not re
ceive audit protection under section 9 of 
Rev. Proc, 97-27 if its method of account
ing for additional § 263A costs is an issue 

under consideration (as defined in section 
3.08 of Rev. Proc. 97-'27) at the time the 
Form 3115 is filed with the National Of
fice; and 

(5) The change in method of account
ing requires a * 4X I (a) adjustment. The 
* 4X I (a) adjustment period is two taxable 
years for a net pmitive adjustment. 

SECTION S. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 97-27 and Rev. Proc. 
2002-9 are modified. 

SECTION 6. DRAFTING 
INFORMATION 

The principal author of this revenue 
procedure is Grant D, Anderson of the 
Office of Associate Chief Counsel (In
come Tax & Accounting). For further 
infonnation regarding this revenue pro
cedure, contact Scott Rabinowitz at (202) 
622-4970 (not a toll-free call). 

26 CFR 601.204: Challges ill aecof/lltillg periods 
alld hI methods o/acC()Ul1tilig. 
(Also Part 1, ~§ 162, 263, 446. 46}, 481: 
1. 167(a)-3(b), 1.263(a)-4. 1.263(a)-5. 1.446-1. 
1.481-1.) 

Rev. Proc. 2006-12 

SECTION I. PURPOSE 

This revenue procedure provides the 
exclusive administrative procedures un
der which a taxpayer described in section 
3 of this revenue procedure may obtain 
automatic consent for a taxable year end
ing on or after December 31, 2005, and 
for any earlier taxable year that is after 
the taxpayer's second taxable year end
ing on or after December 31, 2003, to 
change to a method of accounting pro
vided in §§ 1,263(a)-4, 1.263(a)-5, or 
1.167(a)-3(b) of the Income Tax Regula
tions (the "'final rcgulations"). 

SECTION 2. BACKGROUND 

.01 On January 5, 2004, the Internal 
Revenue Service and Treasury Department 
published final regulations in the Federal 
Register (TD, 9107, 2004-1 CB. 447 
[69 FR 436]). Section 1.263(a)-4 pre
scribes the extent to which taxpayers must 



capitalize amounts paid or incurred to 
acquire or create (or to facilitate the acqui
sition or creation of) intangibles. Section 
1.263(a)-5 prescribes the extent to which 
taxpayers must capitalize amounts paid or 
incurred to facilitate an acquisition of a 
trade or business, a change in the capital 
structure of a business entity, and certain 
other transactions. Section 1.167(a)-3(b) 
provides a safe harbor useful life for 
certain intangible assets. The final regula
tions under §§ 1.263(a)-4 and 1.263(a)-5 
are effecti ve for amounts paid or incurred 
on or after December 31, 2003. The final 
regulations under § 1.167(a)-3(b) are ef
fective for intangible assets created on or 
after December 31,2003. 

.02 Sections 1.263(a)-4(p) and 
1.263(a)-5(n) provide that a taxpayer 
seeking to change to a method of ac
counting provided in the final regula
tions must secure the consent of the 
Commissioner in accordance with the 
requirements of § 1.446-1(e). In addi
tion, §§ 1.263(a)-4(p) and 1.263(a)-5(n) 
provide that, for the taxpayer's first tax
able year ending on or after December 
31, 2003, the taxpayer is granted the con
sent of the Commissioner to change to a 
method of accounting provided in the final 
regulations, provided the taxpayer follows 
the administrative procedures issued un
der § 1.446-I(e)(3)(ii) for obtaining the 
Commissioner's automatic consent to a 
change in accounting method (for further 
guidance, for example, see Rev. Proc. 
2002-9, 2002-1 C.B. 327, as modified 
and clarified by Announcement 2002-17, 
2002-1 C.B. 561, modified and amplified 
by Rev. Proc. 2002-19, 2002-1 C.B. 
696, and amplified, clarified, and modi
fied by Rev. Proc. 2002-54, 2002-2 C.B. 
432). The final regulations further provide 
that any applicable § 481 (a) adjustment 
for a change to a method of accounting 
provided in the final regulations for a 
taxpayer's first taxable year ending on or 
after December 31,2003, is detennined by 
taking into account only amounts paid or 
incurred in taxable years ending on or after 
January 24, 2002. The preamble to the fi
nal regulations states that the Service may 
issue additional guidance for utilizing the 
automatic consent procedures to change 
to a method of accounting provided in the 
regulations. 

.03 Section 1.446-1 (e)(3)(ii) authorizes 

trative procedures setting forth the limita
tions, terms, and conditions deemed neces
sary to permit a taxpayer to obtain consent 
to change a method of accounting. 

.04 Rev. Proc. 2002-9 provides pro
cedures by which a taxpayer may obtain 
automatic consent to change to a method 
of accounting described in the Appendix of 
Rev. Proc. 2002-9. 

.05 Rev. Rul. 90-38, 1990-1 C.B. 
57, provides that. if a taxpayer uses an er
roneous method of accounting for two or 
more consecutive taxable years, the tax
payer has adopted a method of accounting. 
The ruling further provides that a taxpayer 
may not, without the Commissioner's con
sent, retroactively change from an erro
neous to a pennissible method of account
ing by filing an amended return. 

.06 Rev. Proc. 2004-23, 2004-1 C.B. 
785, and Rev. Proc. 2005-9, 2005-2 
I.R.B. 303, as modified by Rev. Proc. 
2005-17,2005-13 I.R.B. 797, provide the 
exclusive administrative procedures under 
which a taxpayer may obtain automatic 
consent for the taxpayer's first and second 
taxable years, respectively. ending on or 
after December 31, 2003, to change to a 
method of accounting provided in the fi
nal regulations and, if desired, to change 
to a method of utilizing the 3'/2 month 
rule authorized by § 1.461-4(d)(6)(ii) or 
the recurring item exception authorized by 
§ 1.461-5 in conjunction with a change to a 
method of accounting provided in the final 
regulations. Rev. Proc. 2004-23 and Rev. 
Proc. 2005-9 provide, as a term and condi
tion of obtaining the Commissioner's con
sent, that any applicable § 481(a) adjust
ment take into account only amounts paid 
or incurred in taxable years ending on or 
after January 24, 2002. 

.07 This revenue procedure constitutes 
the exclusivc guidance for utilizing the au
tomatic consent procedures to change to a 
method of accounting provided in the final 
regulations for taxable years subsequent to 
those covered by Rev. Proc. 2004-23 and 
Rev. Proc. 2005-9 - specifically, a tax
able year ending on or after December 31, 
2005, and any earlier taxable year that is 
after the taxpayer's second taxable year 
ending on or after December 31,2003. As 
in Rev. Proc. 2004-23 and Rev. Proc. 
2005-9, a term and condition of obtain
ing the Commissioner's consent is that any 
applicable § 481 (a) adjustment take into 

the Commissioner to prescribe adminis- account only amounts paid or incurred in 

taxable years ending on or after January 
24, 2002. For any change in method of 
accounting to which this revenue proce
dure applies, a taxpaycr may not file an 
application for a change in method of ac
counting under Rev. Proc. 97-27.1997-1 
C.B. 680, as modified and amplified by 
Rev. Proc. 2002-19. 2002-1 C.B. 696, 
as amplified and clarified by Rev. Proc. 
2002-54, 2002-2 C.B. 432. See section 
4.02( I) of Rev. Proc. 97-27. 

SECTION 3. SCOPE 

This revenue procedure applies to a tax
payer that seeks, for a taxable year end
ing on or after December 31,2005, and for 
any earlier taxable year that is after the tax
paycr's second taxable year ending on or 
after December 31, 2003, to change to a 
method of accounting provided in the final 
regulations. 

SECTION 4. APPLICATION 

.0 I In general. A taxpayer within the 
scope of this revenue procedure and Rev. 
Proc. 2002-9, as modified by this revenue 
procedure, is, in accordance with section 
6.01 of Rev. Proc. 2002-9, granted the 
consent of the Commissioner to change to 
a method of accounting provided in the 
final regulations provided the taxpayer 
follows the automatic change in method 
of accounting provisions in Rev. Proc. 
2002-9, with the following modifications: 

( I) The taxpayer must preparc and file 
Form 3115, Application for Change in Ac
counting Method, in accordance with sec
tion 4.02 of this revenue procedure; 

(2) The taxpayer must compute any ap
plicable § 481(a) adjustment and take such 
adjustment into account in accordance 
with section 5 of this revenue procedure: 
and 

(3) A taxpayer described in section 
4.03(2) of this revenue procedure must 
file one or more amended federal income 
tax returns (amended returns) in accor
dance with section 4.03(3), (4), or (5), as 
applicable, and section 4.03(6), if applica
ble, of this revenue procedure. 

.02 Form 3115. In preparing the Form 
3115 referred to in section 4.0 I of this rev
enue procedure, a taxpayer must comply 
with the following procedures: 
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(1) The taxpayer may use one Form 

3115 for all changes in method of account

ing made pursuant to the final regulations: 

(2) The taxpayer is required to complete 

only the following information on Form 

3115: 
(a) The identification section of Page 1 

(above Part 1); 

(b) The signature section at the bottom 

of Page 1; 
(c) Part L Line l(a). The designated au

tomatic accounting mcthod change num
ber for changes in method of accounting 
made pursuant to this revenue procedure is 
No. "78"; 

(d) Part II. all lines except lines 11, 13, 

14. IS. and 17 (for purposes of completing 
line 12. see section 5.02(2) of this revenue 
procedure if the taxpayer is making more 
than one change in method of accounting); 

(e) Part IV, in accordance with section 
5 of this revenue procedure; and 

(f) Schedule E, if applicable; 
(3) In addition to the other informa

tion rcquired on line 12 of Form 3115, the 
taxpayer must include the citation to the 
paragraph of the final regulations that pro
vides for the proposed method of account
ing for each itcm (e.g., § 1.263(a)-4(d)(6) 
or ~ 1.263(a)-4(f): 

(4) In addition to the other informa
tion rcquired on Schedule E of Form 
3115 (if applicable), thc taxpayer must 
include a statement as to whether the 
useful life is the safe harbor useful life 
prescribed by § 1.167(a)-3(b)(l) or 
§ 1.167(a)-3(b)(1)(iv) and. if the useful 
life is the safe harbor useful life prescribed 
by § 1.167(a)-3(b)(\), a statement ex
plaining why the intangible asset does not 
have a useful life the length of which can 
be estimated with reasonable accuracy; 
and 

(5) A taxpayer that must file one or 
morc amended returns as provided in sec
tion 4.03 of this rcvenue proccdure to be 
eligible to use the automatic consent pro
cedures of this revenue procedure must at
tach to the Form 3115 a written statement 
signed under penalties of perjury confirm
ing that the taxpayer has filed the amended 
returns pursuant to section 4.03 of this rev
enue procedure. 

.03 UllillltllOri;:.ed change ill a preced-
111,1;\'('(/1". 

(II A taxpayer may change a mcthod 
of accllunting Dnly with the consent of the 
Commissioner. ~ 1"+46-I(e)(2). A tax-
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payer that changes a method of account
ing without the consent of the Commis

sioner has made an unauthorized change 
in method of accounting. If a taxpayer 

makes an unauthorized change in method 
of accounting, the Service may adjust the 
taxpayer's taxable income during the ex
amination of the taxpayer's income tax 
return for the taxable year the unautho

rized change was made and for all affected 
subsequent taxable years. In the notice 
of proposed rulemaking that preceded 
the publication of the final regulations 
(REG-125638-01, 2003-1 C.B. 373 [67 
FR 77701]), the Service and Treasury De
partment advised taxpayers not to seek 

to change a method of accounting in re
liance on rules contained in the notice of 
proposed rulemaking until the rules were 
published as final regulations. The Service 

and Treasury Department are aware that 
some taxpayers have made an unautho
rized change in method of accounting for 
an item the treatment of which is provided 
for in the final regulations. The Service 

and Treasury Department have determined 
that it is not appropriate for taxpayers that 
have made an unauthorized change in 
method of accounting for an item the 
treatment of which is provided for in the 
final regulations to obtain automatic con
sent under this revenue procedure without 
correcting such unauthorized change. 
Therefore, a taxpayer that made an unau
thorized change in method of accounting 
for an item the treatment of which is pro
vided for in the final regulations is eligible 
to use the automatic consent procedures 
provided in this revenue procedure only if 
the taxpayer amends prior federal income 
tax returns to correct the unauthorized 
change in method of accounting. How
ever, as a matter of administrative grace, 
the Service and Treasury Department have 
limited the application of this section 4.03 
to celtain taxpayers described in section 
4.03(2) of this revenue procedure. 

(2) This section 4.03 applies to a tax
payer that-

(a) in a taxable year for which the due 
date of the federal income tax return (in
cluding extensions, regardless of whether 
such extension is automatic and whether or 
not actually requested) is after January 24, 
2002 -

(i) made any unauthorized change in 
method of accounting for an item the treat-

ment of which is provided for in the final 

regulations: or 
(ii) impermissibly changed the treat

ment of an item that is provided for in 
the final reoulations for the taxable year 

b 

preceding the taxable year for which the 
taxpayer is requesting to change to a 
method of accounting provided in the final 
regulations under this revenue procedure 
and used such treatment on only one fed
eral income tax return; or 

(b) made an unauthorized change in 
method of accounting to a method of ac
counting that is provided in the final regu
lations in a taxable year for which the due 
date of the federal income tax return (in
cluding extensions, regardless of whether 

such extension is automatic and whether 
or not actually requested) is on or before 
January 24, 2002, if the taxpayer wishes 
to use the automatic consent procedures 
to obtain the Commissioner's consent to 
change to the same method of accounting 
to which the taxpayer previously made the 
unauthorized change. 

(3) A taxpayer described in section 
4.03(2)(a)(i) of this revenue procedure 
is eligible to use the automatic consent 
procedures to obtain the Commissioner's 
consent to change to a method of account
ing provided in the final regulations only 
if the taxpayer changes back to its prior 
method of accounting (i.e., the method 
of accounting used for an item prior to 
making the unauthorized change for the 
item) for each item referred to in section 
4.03(2)(a)(i) of this revenue procedure by 
amending its federal income tax returns 
for all of the preceding taxable years in 
which the unauthorized method (or meth
ods) was used. See section 4.03(6) of this 
revenue procedure if the period of limita
tions has expired for the taxable year in 
which the taxpayer made the unauthorized 
change in method of accounting or for any 
subsequent taxable year. 

(4) A taxpayer described in section 
4.03(2)(a)(ii) of this revenue procedure 
is eligible to use the automatic consent 
procedures to obtain the Commissioner's 
consent to change to a method of account
ing provided in the final regulations only 
if the taxpayer amends its federal income 
tax return for the preceding taxable year 
in which the unauthorized treatment was 
used to change the treatment of each item 
referred to in section 4.03(2)(a)(ii) of this 
revenue procedure to a treatment consis-



tent with the taxpayer's historic method of 
accounting (i.e" the method of accounting 
used for an item prior to changing the 
treatment of the item). 

(5) A taxpayer described in section 
4.03(2)(b) of this revenue procedure is 
eligible to use the automatic consent pro
cedures to obtain the Commissioner's 
consent to change to the same method 
of accuunting provided in the final regu
lations to which the taxpayer previously 
made the unauthorized change only if the 
taxpayer changes back to its prior method 
of accounting for the item (i.e., the method 
of accounting used for the item prior to 
making the unauthorized change for the 
item) by amending its federal income tax 
returns for all of the preceding taxable 
years in which the unauthorized method 
was used. See section 4.03(6) of this 
revenue procedure if the period of limita
tions has expired for the taxable year in 
which the taxpayer made the unauthorized 
change in method of accounting or for any 
subsequent taxable year. 

(6) For purposes of section 4.03(3) or 
(5) of this revenue procedure, if the period 
of limitations has expired for the taxable 
year in which a taxpayer made the unau
thorized change in method of accounting 
or for any subsequent taxable year, the tax
payer is eligible to use the automatic con
sent procedures to change to a method of 
accounting provided in the final regula
tions only if the taxpayer changes back to 
the prior method of accounting for the ear
liest taxable year for which the statute of 
limitation has not expired and that does 
not precede a taxable year for which the 
statute of limitations has expired (retroac
tive year of change) by amending its fed
eral income tax returns [or the retroactive 
year of change and all subscquent taxable 
years in which the unauthorized method 
(or methods) was used. The taxpayer must 
take the entire amuunt of the § 481(a) ad
justmcnt attributable to the change back 
to the prior method of accounting into ac
count in the retroactive year of change. 
The taxpayer must identify that § 481 (a) 
adjustment on its federal income tax return 
for the retroactive year of change as result
ing from a retroactive change in method of 
accounting under section 4.03(6) of Rev. 
Proc. 2006-12. 

Example. X, a calendar year taxpayer, made an 

unauthorized change to a method of accounting pro

vided in the final regulations in 2001. X continued to 

use its new method in all subsequent taxable years. 

In february 2009, X decides to properly change to 

that method under this revenue procedure for 2I)m:. 

At that time, the statute of limitations has expired tor 

X's 2001. 2002, and 20().:I federal income t:lX returns. 

However, the statute of limitations on X's 21)03 tax 

federal income tax return has not expired. Because 

::W05 is the earliest taxable year that does not precede 

a taxable year for which the sta!Llte of limitations has 

expired, pursuant to section .:1.03(6) of this revenue 

procedure, 2005 is the retroactive year of change. X 

must file amended federal income tax returns for tax

able years 2005. 2006 and 2007 to change back to the 

method of accounting X used before its unauthorized 

change in method of accounting in 2001. Further, X 

must take the entire amount of the section 4R I (3) ad

justment attribuw.ble to the change in method of ac

counting hack to X's prior mcthod into account in 

2005. 

(7) A taxpayer filing une or more 
amended returns pursuant to section 4.03 
of this revenue procedure must file the 
amended returns on or before the date 
the taxpayer files a Form 3115 under this 
revenue procedure (including the copy of 
Form 3115 filed with the national office). 
For this purpose, a taxpayer under exami
nation will be considered to have filed an 
amended return by providing the amended 
return to the examining agent. 

(8) In accordance with § 1.446-
l(e)(3)(ii) and Rev. Rut. 90-38. con
sent is hereby granted for a taxpayer 
changing to a method of accounting pro
vided in the final regulations under this 
revenue procedure that is described in 
section 4.03(2)(a)(i) or (b) of this revenue 
procedure to file the amended returns re
ferred to in section 4.03(3) or (5). and 
section 4.03(6) of this revenue procedure, 
as applicable, to retroactively change its 
method of accounting. This consent is 
granted for the taxable year for which the 
taxpayer made the unauthorized change 
or, if applicable, the retroactive year of 
change pursuant to section 4.03(6) of this 
revenue procedure. and for all subsequent 
taxable years affected by thc unauthorized 
change. 

.04 Prior change. For purposes of 
this revenue procedure, the 5-year prior 
change scope limitation contained in sec
tion 4.02(6) of Rev. Proc. 2002-9 is 
modified. In applying the 5-year prior 
change scope limitation contained in sec
tion 402(6) of Rev. Proc. 2002-9, the 
taxpayer does not take into account a 
change in method of accounting provided 
in the final regulations requested or made 
for a taxable year ending on or before De
cember 31, 2005. For example. a taxpayer 

that applied for a change in method of 
accounting provided in the final regula
tions for its taxable year ended December 
31. 2002, and withdrew its request or had 
its request denied is not prohibited under 
section 4.02(6) of Rev. Proc. 2002-9 from 
obtaining automatic consent to change to a 
method of accounting provided in the final 
regulations under this revenue procedure 
for its taxable year ended December 31. 
2005. 

SECTION 5. COMPUTATION OF 
SECTION 481(a) ADJUSTMENT 

.01 In general. A taxpayer chang
ing to a method of accounting provided 
in the final regulations under this rev
enue procedure is required to take into 
account any applicable § 481 (a) adjust
ment as provided in §§ 1.263(a)--4(p)(3) 
and 1.263(a)-5(n)(3). The ~ 481(a) ad
justment is computed as of the first day 
of the taxpayer's taxable year of change 
and, as provided in the final regulations. 
takes into account only amounts paid or 
incurred in taxable years ending on or 
after January 24, 2002. Thus, the ~ 481(a) 
adjustment is computed by taking into 
account only amounts paid or incurred 
in the period beginning with the first day 
of the taxable year that includes January 
24, 2002, and ending with the last day 
of the last taxable year prior to the year 
of change. The amount of the § 481(a) 
adjustment must include (i) as a reduction 
of taxable income. any amounts paid or 
incurred in the period beginning with the 
first day of the taxable year that includes 
January 24, 2002, and ending with the last 
day of the taxable year prior to the tax
able year of change, that were capitalized 
under the taxpayer's present method of 
accounting and are currently deductible 
under the taxpayer's proposed method 
of accounting, reduced by the amount of 
such capitalized costs recovered through 
amortization or depreciation under the 
taxpayer's present method of accounting, 
(ii) as an increase to taxable income, any 
amounts paid or incurred in the period 
beginning with the first day of the taxable 
year that includes January 24, 2002. and 
ending with the last day of the taxable 
year prior to the taxable year of change, 
that were currently deducted under the 
taxpayer's present method of accounting 
and arc capitalIzed under the taxpayer's 
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proposed method of accounting. reduced 
by the amount of capitalized costs that 
would have been recovered through amor
tization or depreciation if the taxpayer's 
proposed method of accounting had been 
applied in taxable years cnding on or after 
January 24. 2()()2. and (iii) as an increase 
or a reduction to taxable 1I1come. as ap
propriate. any other adjustments required 
as a result of the change in method of 
accounting. If under its present method 
of accounting a taxpayer capitali.red costs 
incurred prior to the first taxable year that 
includes January 24. 2002. the taxpayer 
must continue to treat amortization or de
preciation deductions attributable to those 
Cllsts in accordance with the tax payer' s 
present method of accounting. Thus. for 
examplc, a taxpaycr that filcs its federal 
income tax return on a calendar year ba
sis continues to amorti.re or depreciate 
in 2005 an intangible created in 200 I. 
cvcn though thc taxpaycr has changcd to 
a method of accounting provided in the 
final regulations under which the entire 
cost of the intangible would be currently 
deductible if incurrcd in 2005. For taxpay
ers who correct an unauthorized change in 
a preceding year under section 4.03 of this 
revenue procedure, the taxpayer's present 
method of accounting is the method uscd 
by the taxpayer prior to making the unau
thorized change. 

.02 Reportil1K the sectioI148J(a) adjust
lIlellt Oil Form 3 J J 5. 

(I) Nettil1g. For purposes of determin
ing the adjustment period under section 
2.05(2) of Rev. Proc. 2002-9, thc * 481 (a) 
adjustment is determined separately for 
each change in method of accounting be
ing made under this revenuc procedure. 
Thus, a positive adjustment attributable to 
a change in one method llIay not be netted 
against a negative adjustment attributable 
to a change in another method. However, 
in determining the adjustment attribut
able to a change in method. a taxpayer 
must net positive * 481(a) adjustments 
and negative * 481 (a) adjustments result
ing from that change in method (e.g .. if a 
taxpayer changes to a method of applying 
the 12-month rule to prepaid amounts. 
the taxpayer must net the re~ulting nega
ti\e ~ -l8 \(a) adjustment with thc positive 
* 481 (a) auj LIstment that re,ults from 
incluuing those amounts in inventory pur
suant to the taxpayer's existing * 2fi3A 
methou of accollnting for inventory). 
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(2) Itcmi:ed listinR 011 Form 31 J 5. The 
taxpayer must include on Form 3115, Part 
IV. line 25, the total § 481 (a) adjustment 
for all changes in methods of accountin o 

being maoe. If the taxpayer is makin; 
more than one change in method of ac~ 
counting under the final regulations, the 
taxpayer must include on an attachment to 
Form 3115-

(a) the information required by Part 
IV. line 25 for each change in method of 
accounting (including the amount of the 
* -lX I (a) adjustment for each change in 
method of accounting); 

(b) the information required by Part II, 
line 12 of Form 3115 that is associated with 
each change; and 

(c) the citation to the paragraph of the 
final regulations that provides for each 
proposed method of accounting (e.g., 

* 1.263(a)-4(d)(6) or § 1.263(a)-4(f)). 
.03 
Example: Y. a calendar year taxpayer that uses an 

accrual method of accounting. i, a service provider 
not required to maintain inventories. Y wishes to 
change to a method of accounting provided in the 
final regulations for taxable year 2005. Y incurred 
and capitalized $1 OOx in taxable year 200 I. $200x in 
taxable year 2002. $250x in taxable year 2003, and 
$300x in taxable year 2004. In addition. Y incurred 
$.BOx in taxable year 200S. The $100x, $200x. 
$250x. and $30(lx capitalized and depreciated by 
Y in 200 I. 2002. l003. and 2004 all relate to the 
same method of accounting and would be currently 
deductible undcr the final regulations if the amounts 
had been incurred on or after December 31. 2003. 
Y claimed a depreciation deduction of $ I Ox in each 
of the taxahle years 2001. 2002. 2003. and 2004 
with respect to the $ IO()X incurred and capitalized in 
2001. a depreciation deduction of $20x in each of the 
taxable year, 2002, 20m, and 2004 with respect to 
the $200x incurred and L'apItalized IJ1 2002, a depre
ciation deduction of $25x in each of the taxable years 
20m and 2004 with respect to the $250x incurred 
and capitalized in 2003. and a depreciation deduction 
of $30x in taxable year 2004 with respect to the 
$300x incurred and capitalized in 2004. For taxable 
year 2005. Y may apply for an automatic change 
in method of accounting with respect to the method 
under which the amounts had heen capitalized. Y's 
seclion "81(al adjustment i, a decrease in income of 
$6 I Ox ($I"Ox relating to amounts capitalized in 2002 
($2()()x . $60 ($20 for each of 2002.2003, and 20(4» 
+ $200x relating to amounts capitalized in 2003 
($250x . $50x (525 tor each of 2003 and 2(04)1 + 

270x relatmg to amounts capitalized in 2004 ($300x 
. $3Ilx)). Y must continue to usc its present method 
of accounting for the amount capitalized in 200t. Y 
u,es its new method of accounting for the amount 
incurred in 20()S. 

SECTION 6. HOW THIS REVENUE 
PROCEDURE DIFFERS FROM REV 

PROC. 2005-\1 

.01 Rev. Proc. 2()05-lJ applies to a tax
payer's second taxable year ending on or 
after December 31, 2003. This revenue 
procedure applies to a taxable year ending 
on or after December 31, 2005, and any 
earlier taxable year that is after the tax
payer's sccond taxable year ending on or 
after December 31, 2003. 

.02 Rev. Proc. 2005-9 grants tax
payers the Commissioner's consent to 
change to a method of accounting uti
lizing the 31/2 month rule authorized by 
§ 1.461-4(d)(6)(ii) or to utilize the re
curring item exception authorized by 
§ 1.461-5 for the item for which the tax
payer is simultaneously changing to a 
method of accounting provided in the fi
nal regulations. This revenue procedure 
provides consent only for a change to a 
method of accounting provided in the final 
regulations. This revenue procedure does 
not provide consent for a change in method 
utilizing the 3112 month rule or the recur
ring item exception in conjunction with a 
change to a method provided by the final 
regulations. Thus, for a change in method 
of accounting utilizing the 3112 month rule 
or the recurring item exception in conjunc
tion with a change to a method provided 
by the final regulations, a taxpayer must 
file two separate applications for a change 
in method of accounting - an application 
for a change in method of accounting un
der this revenue procedure to change to the 
method of accounting provided in the final 
regulations, and a separate application for 
a change in method of accounting under 
Rev. Proc. 97-27 for a change in method 
of accounting utilizing the 3112 month rule 
or the recurring item exception. 

.03 Rev. Proc. 2005-9, as modi
fied by Rev. Proc. 2005-17, waives the 
5-year prior change scope limitation con
tained in section 4.02(6) of Rev. Proc. 
2002-9. This revenue procedure modi
fies the waiver of the 5-year prior change 
scope limitation to restrict such waiver to 
prior requests for, or changes in, methods 
of accounting provided in the final reg
ulations for a taxable year ending on or 
before December 31. 2005. See section 
4.04 of this revenue procedure . 

. 04 Unlike Rev. Proc. 2005-9, this 
revenue procedure provides procedures to 



change back to the taxpayer's method of 
accounting used for an item prior to mak
ing an unauthorized change when the pe
riod of limitations has expired for one or 
more affected taxable years, See section 
4.03(6) of this revenue procedure. 

.05. This revenue procedure eliminates 
the requirement to submit the copy of 
Form 3115 to a special address. Taxpay
ers must submit the copy of Form 3115 
to the address for taxpayers filing under 
automatic change request procedures. See 
the current Instructions for Form 3115 for 
the address. 

SECTION 7. EFFECT ON OTHER 
DOCUMENTS 

.01 Rev. Proc. 2002-9 is modified 
and amplified to include these automatic 
changes in method of accounting to meth
ods provided in the final regulations in sec
tion 3 of the APPENDIX. 

.02 Rev. Proc. 2004-23 and Rev. Proc. 
2005-9 are superseded for taxable years 
ending on or after December 31, 2005, and 
for any earlier taxable year that is after the 
taxpayer's second taxable year ending on 
or after December 31, 2003. 

.03 Rev. Proc. 97-27 is modified and 
amplified to state that, for changes to meth
ods of accounting provided in the final reg
ulations, any applicable § 481 (a) adjust
ment takes into account only amounts paid 
or incurred in taxable years ending on or 
aftcr January 24, 2002. 

SECTION 8. EFFECTIVE DATE 

This revenue procedure is effective for 
a taxable year ending on or after Decem
ber 31, 2005, and for any carlier taxable 
year that is after the taxpayer's second tax
able year ending on or after December 31, 
2003. 

SECTION 9. DRAFTING 
INFORMATION 

The principal author of this revenue 
procedure is Grace Matuszeski of the As
sociate Chief Counsel (Income Tax and 
Accounting). For further information 
regarding this revenue procedure, call 
Ms. Matuszeski at (202) 622-7900 (not a 
toll-free call). 

26 CFR 601.201: RulillRS lIlIil dCl<'rl/lil/(/li{)IIICl/ers. 
(Also Pari I. §~ 408 (/wI4U8A;.9 140M-H) 

Rev. Proc. 2006-13 

SECTION 1. PURPOSE 

This revenue procedure provides safe 
harbor methods that are permitted to be 
used in determining the fair market value 
of an annuity contract [or purposes of de
termining the amount includible in gross 
income as a result of the conversion of a 
traditional IRA to a Roth IRA, as described 
in Q&A-14 of § 1.408A-4T of the tempo
rary regulations. The safe harbor method 
provided in Section 3 of this revenue pro
cedure is available to determine the fair 
market value of an annuity contract that 
has not yet been annuitized with respect 
to any Roth IRA conversion described in 
A-14 of § I A08A-4T until further guid
ance is issued. The simplified safe harbor 
method provided in Section 4 of this rev
enue procedure is available where such a 
conversion occurs before January I, 2006. 

SECTION 2. BACKGROUND 

Under § 408(d) of the Code and A-7 of 
§ I A08A-4 of the regulations, any amount 
that is converted from a traditional IRA to 
a Roth IRA is includible in gross income as 
a distribution for the taxahle year in which 
the amount is distributed or transferred 
from the traditional IRA. In the case of a 
conversion involving property, the conver
sion amount generally is the fair market 
value of the property on the date of distri
bution or the date the property i~ treated as 
distributed from the traditional IRA. Under 
A-I of § 1 A08A-7 , any amount converted 
from a traditional IRA to a Roth IRA is 
treated as a distribution fur which a Form 
1099-R must be filed by the trustee main
taining the traditional IRA. 

Temporary regulations under § 408A 
regarding the valuation of annuity con
tracts upon conversion of a traditional 
IRA were published in the Federal Reg
ister on August 22, 2005 (T.D. 9220. 
2005-39 I.R.B. 596 [70 FR 48868]). Sec
tion I A08A-4T, A-14 of the temporary 
regulations states that, when a traditional 
individual retirement annuity is converted 
to a Roth IRA, the amount that is treated as 
distributed is the fair market value of the 

annuity contract on the date the annui ty 
contract is converted. Similarly. when a 
traditional individual retirement account 
holds an annuity contract as an account 
assct and the account is converted to a 
Roth IRA, the amount that is treated as 
distributed with respect to the annuity con
tract is the fair market value of the annuity 
contract on the date the annuity contract i~ 
distributed or treated as distributed from 
the traditional IRA. 

A-14 of § I A08A-4T does not apply to 
a conversion of a traditional IRA where the 
conversion is accomplished by the com
plete surrender of an annuity contract for 
its cash value and the reinvestment of the 
cash proceeds in a Roth IRA, but only if 
the surrender extinguishes all benefits and 
other characteristics of the contract. A-14 
of § 1 A08A-4T docs not apply in that cir
cumstance because the contract is not be
ing converted. Instead, the cash from the 
surrendered contract is reinvested in the 
Roth IRA. 

A-14 of § 1.408A-4T also provides 
rules for determining the fair market value 
of an annuity contract in the case of a con
version. These rules vary depending on 
certain factors, including whether the con
version occurs soon after the contract was 
sold, whether there has been a material 
change in market conditions, and whether 
future premiums are to be paid. A-14 of 
§ IA08A-4T applies to any conversion 
where an annuity contract is distributed 
or treated as distributed from a traditional 
IRA on or after August 19.2005. As indi
cated in the preamble to the temporary reg
ulations, no implication is intended con
cerning whether or not a rule adopted in 
the regulations is applicable law for earlier 
can versions. 

The temporary regulations also provide 
authority for the Commissioner to issue 
additional guidance regarding the fair mar
ket value of an annuity contract. includ
ing formulas to be u~ed in determining fair 
market value. The Service and Treasury 
requested and received comments regard
ing this anticipated guidance. Commenta
tors indicated that a more specific method
ology for valuing the annuity contracts is 
needed and noted that they arc currently 
implementing the method under A-12 of 
§ 1.40 I (a)(9 )-6 of the regulations for valu
ing annuity contracts that have not yet been 
annuitized. 
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Lmler A-12 of ~ IAOI(a)(9)-6, an 
employee\ entire intere~t under an an
nuity cuntract thaI ha~ not yet been an
nuiti/cd (Ilhich i~ w,ed to determine the 
l'mployec', relllllred mit1lmum distribu
tiun) \, the ,um of the following: (I) the 
clullar amount credited to the employee 
or hcndiciary under the contract l which 
may not he reduced III retlect any sUlTen
lin charge, under the contract) and (2) 
thc actuarial pre,ent value of any addi
tional henefits (such a, SUf\'\\'or benefits 
111 cxcess of the account balance. any guar
anteed minimum bcncfit~. and any charges 
lhat arc expected to be refunded, rebated 
Dr ot hemi,e reycp;cd at a later date) that 
1\\11 be prO\idcd under the contract. 

For this purpose. the actuarial present 
\alue of any additional benefits is to be 
determined w,ing reasonable actuarial 
a,sumptions. including reasonable as
,umptions as to future distributions, and 
without regard to an individual's health. 
Ho\\clcr. paragraph (c)( I) of A-12 of 
~ I . .f() I (a)( l) )-6 provides that the actuarial 
present value of the additional benefits 
lIlay be disregarded if: (I) the sum of the 
dollar amount credited to the employee 
or beneficiary under the contract and the 
actuarial present value of the additional 
benefits i, no Illore than 120 percent of the 
dollar amount credited to the employee 
or beneficiary under the contract and (2) 
the additional benefits satisfy certain other 
relluirement.'>. Also. paragraph (c)(2) of 
/\-12 of ~ 1.4() I( a)(l) )-6 providcs that the 
actuarial value of the right to receive a 
final payment upon death that does not ex
l't~ed the c"cess of the premiums paid less 
the amount of prior distributions may also 
be di,rcgarded if it is the only additional 
benefIt under the contract. Because some 
benefits may be disregarded, the method-
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ology of A-12 of ~ I AO I (a)(9)-6 does not 
always reflect the full value of all of the 
benefits under the contract. 

SECTION 3. SAFE HARBOR 
METHOD FOR ROTH IRA 
CONVERSIONS 

The Service amI Treasury recognize 
that it may be difficult to determine the 
fair market value of an annuity contract 
under the temporary regulations. More
over, the Service and Treasury believe it 
is appropriate to permit the use of a mod
ified version of the methodology applied 
under A-12 of § 1.401(a)(9)-6 as a safe 
harbor method to be used in determining 
the fair market value of such an annuity 
contract. Accordingly, this revenue proce
dure provides that. until further guidance 
is issued. for purposes of determining the 
amount includible in gross income as a 
result of the conversion of a traditional 
IRA to a Roth IRA as described in A-14 
of § I A08A-4T, the fair market value of 
an annuity contract that has not yct bcen 
annuitized is permitted to be detennined 
using the methodology provided in A-12 
of ~ 1.401(a)(9)-6 with the following 
modifications: 

(1) All front-end loads and other non
recurring charges assessed in the twelve 
months immediately preceding the conver
sion must be added to the account value. 

(2) Future distributions are not to be 
assumed in the determination of the actu
arial present value of additional benefits. 

(3) The exclusions provided under 
paragraphs (c)(l) and (c)(2) of A-12 of 
~ 1.40I(a)(9)-6 are not to be taken into 
account. 

SECTION ~. SIMPLIFIED SAFE 
HARBOR METHOD FOR PRE-2006 
ROTH IRA CONVERSIONS 

The Service and Treasury recognize 
that Forms 1099-R must soon be issued 
for Roth IRA conversions OCCUlTing in 
2005. Accordingly. this section 4 provides 
that. in the case of a Roth IRA conver
sion where an annuity contract that has 
not yet been annuitized is distributed or 
treated as distributed before January I, 
2006, for purposes of determining the 
amount includible in gross income as a 
result of the conversion of a traditional 
IRA to a Roth IRA as descrihed in A-14 
of § 1.408A-4T, the fair market value of 
the contract is permitted to be determined 
using the methodology provided in A-12 
of § I AOI (a)(9)-6 except that all front-end 
loads and other non-reeulTing charges as
sessed in the twelve months immediately 
preceding the conversion must be added 
to the account value. 

DRAFTING INFORMATION 

The principal authors of this rev
enue procedure are Larry Isaacs and 
Robert Walsh of the Employee Plans, 
Tax Exempt and Government Entities Di
vision. For further information regarding 
this revenue procedure, please contact the 
Service's taxpayer assistance telephone 
service between the hours of S:30 a.m. 
and 4:30 p.m. Eastern time, Monday 
through Friday, by calling 800-829-1040 
(a toll-free number). Me Isaacs and 
Me Walsh may be reached at (202) 
283-9888 (not a toll-free number). 



Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking 

Guidance Necessary to 
Facilitate Electronic Tax 
Administration-Updating of 
Section 7216 Regulations 

REG-137243-02 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking. 

SUMMARY: This document contains pro
posed regulations to update the rules re
garding the disclosure and use of tax re
turn information by tax return preparers. 
The proposed regulations announce new 
and additional rules for taxpayers to con
sent electronically to the disclosure or use 
of their tax return information by tax re
turn preparers. The proposed rules provide 
guidelines for tax return pre parers using 
or disclosing information obtained in the 
process of preparing income tax returns. 

DATES: Written or electronically gcner
ated comments must be received by March 
8,2006. 

Outlines of topics to be discussed at 
the public hearing scheduled for April 4, 
2006, in the Auditorium of the Internal 
Revenue Building at 1111 Constitution Av
enue, NW, Washington, DC 20224, must 
be received by March 14, 2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-I 37243-02), room 
5203, Internal Revenue Service, PO Box 
7604, Ben Franklin Station, Washing
ton, DC 20044. Submissions may be 
hand-delivered Monday through Friday 
between the hours of 8 a.m. and 4 p.m. 
to CC:PA:LPD:PR (REG-137243-02), 
Courier's Desk, Internal Revenue Service, 
1111 Constitution Avenue, NW, Washing
ton, DC, or sent electronically, via the IRS 
Internet site at http://www.irs.gov/regs 
or via the Federal eRulemaking Portal 
at http://www.regulations.gov (IRS and 
REG-l 37243-02). The public hearing 
will be held in the IRS Auditorium, Inter-

nal Revenue Building, 1111 Constitution 
Avenue, NW, Washington, DC. 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed reg
ulations, Dillon Taylor, at (202) 622-4940: 
concerning submissions of comments, 
LaNita Van Dyke of the Publications and 
Regulations Branch at (202) 622-7180 
(not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains proposed 
amendments to the Regulations on Pro
cedure and Administration (26 CFR Part 
301) under section 7216 of the Internal 
Revenue Code (Code). Section 7216 
imposes criminal penalties on tax return 
pre parers who make unauthorized disclo
sures or uses of information furnished to 
them in connection with the preparation of 
an income tax return. In addition, tax re
turn preparers are subject to civil penalties 
under section 6713 for disclosure or use of 
this information unless an exception under 
the rules of section 7216(b) applies to the 
disclosure or use. 

Section 7216 was enacted by section 
316 of the Revenue Act of 1971, Public 
Law 92-178 (85 Stat. 529, 1971). In 
1988, Congress modified the section by 
limiting the criminal sanction to knowing 
or reckless unauthorized disclosures. Pub
lic Law 100-647, (102 Stat. 3749, 1988). 
At the same time, Congress enacted the 
civil penalty that is now found in section 
6713. Public Law 100-647, §6242(a) (102 
Stat. 3759,1988). In 1989, Congress fur
ther modified section 7216, directing the 
Treasury Department to issue regulations 
permitting disclosures of tax return infor
mation for quality or peer reviews. Pub
lic Law 101-239, 7739(a) (102 Stat. 3759, 
1989). 

The Treasury Department and the IRS 
proposed regulations under section 7216 
on December 20, 1972 (37 FR 28070). 
Final regulations were issued on March 
29,1974 (T.D. 7310,1974-1 c.B. 348 [39 
FR 11537]). These regulations are divided 
into three parts: section 301.7216-1 for 
general provisions and definitions: section 

301.7216-2 for disclosures and uses that 
do not require formal taxpayer consent: 
and section 301.7216-3 for disclosures 
and uses that require formal taxpayer con
sent. Since the regulations were adopted 
in 1974, the Treasury Department and the 
IRS have amended §301.7216-2 on occa
sion, but §§301.7216-1 and 301.7216--3 
have remained unchanged. 

The current regulations were written in 
a paper filing era. They do not address cur
rent common industry practices, such as 
electronic preparation or filing of tax re
turns. The regulations are silent on tax
payers' consent to the disclosure or use of 
tax return information in an electronic en
vironment. The proposed regulations ad
dress these issues. 

The proposed regulations also contain 
other modifications to reflect the princi
ple that taxpayers may provide knowing, 
informed, and voluntary consent to a tax 
return preparer's use of tax return infor
mation for purposes other than tax return 
preparation. While the ability of a tax re
turn preparer to solicit consent from a tax
payer remains limited under certain cir
cumstances, such as when the taxpaycr has 
already rejected a substantially similar re
quest for conscnt. these regulations allow 
a tax return preparer to solicit a taxpayer's 
consent to use tax return information under 
certain circumstances that the existing reg
ulations currently prohibit. For example. 
these proposed regulations allow tax return 
preparers to obtain consents to use tax re
turn information for solicitation of services 
or facilities furnished by any person rather 
than limiting solicitations to the services or 
facilities offered by the tax return preparer 
or mem ber of the tax return preparer' s "af
filiated group." 

Concurrently, with publication of these 
proposed regulations, the IRS is publish
ing a notice (Notice 2005-93, 20OS-52 
I.R.B. 1204) containing a proposed rev
enue procedure that would provide guid
ance to tax return preparers on the format 
and content of consents to disclose and 
consents to use tax return information un
der §301.7216-3. The proposed revenue 
procedure would also provide specific 
guidancc for electronic signatures when a 
taxpayer executes an electronic consent to 
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the disclosure or usc of the taxpayer's tax 
return information. 

Explanation of Provisions 

I. .~3(}J.72Jn-J Pellultrjll/" Disc/owr/' or 

UII' (1/ Till Nl'lllrl/ IlIt(II"II/(/(ioll. 

The regulations re\ise and clarify sev
eral definiti()n, and clarify the scope of the 
ruks. For example. section 7216. rather 
than section 770I(a)(36l (defining income 
tax return preparer) or the privacy pro
\ i,iuns of Title V of the Gramm- Leach
BlIley Act. PuhlIc Law 106-102 (113 Stat. 
133X. GLBA). governs the disclosure and 
usc of tax return information by tax return 
preparcrs. The GLBA governs the use and 
disclosure of customer information by fi
nancial institutions. Any requirements of 
the GLBA that may be applicable to tax 
return pre parers do not supersede. alter. or 
affect the requirements of section 7216 and 
R~01.7216-1 through 301.7216-3. Simi
larly. the requirements of section 7216 and 
~~3()1.7216-1 through 301.7216-3 do not 
nullify any requirements or restrictions of 
the GLBA. which are in addition to the re
quirements or restrictions of section 7216 
and ~~3()1.7216-1 through 301.7216-3. 

A. Tur retllm preparer 

The definition of tax rflllnl prep(/rer is 
revised to distinguish it from the definition 
of income tax return preparer in section 
770 I (a)( 36): tax return preparers subject 
to section 7216 include a broader group 
of persons than income tax return prepar
crs defined in section 7701(a)(36). Some 
persons who are excluded from the def
inition of an income tax return pre parer 
under section 770 I (a )(36). for example. 
per,ons providing secretarial services. are 
tax return preparers under :-.ection 7216. as 
defined hy *301.7216-l(h)(2). Some of 
thc cxamples and exclusions have been re
\'i,ed to address common scenarios. 

B. Ta.\ 1'1'1111'11 il/till'Jllillioll 

The revised definition of tax retllrn il/

til/miltiol/ clarifies that the term encol11-
pa"es a hroader range of IIlfllrmation than 
\\ hat taxpayer, literally furnish to a tax re
turn pre parer. The taxpayer'" entitlement 
to a refund and the amount of the refund 
~lr..: hoth tax return information. Similarly. 
Information the IRS furni:-.he:-. a tax return 
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preparer with respect to the processing of 
a return. including the acknowledgn;ent 
of acceptance of an electronically-filed re
turn. is tax return information. even though 
the taxpayer does not communicate that in
formation to the tax return preparer. 

C. Use lIl/{l disclosure 

The proposed regulations add a defini
tion of the term "use" to clarify applica
tion of that term in the context of electronic 
preparation and filing. The proposed reg
ulations add a definition of "disclosure" to 
clarify that the term should be broadly con
strued. The proposed regulations provide 
that to the extent that a taxpayer' s use of a 
hyperlink results in the transmission of tax 
return information, that transmission of tax 
return information is a disclosure. 

2. ~3()J.72J6-2 Permissible Disclosures 

or Uses Without Consent of the Taxpayer. 

Proposed §301.7216-2 provides ex
ceptions to the general rule of section 
72 16(a) that imposes criminal penalties 
on tax return preparers who make unau
thorized disclosures or uses of tax return 
information. A tax return preparer may 
disclose or use tax return information 
as §301.7216-2 permits without obtain
ing consent from a taxpayer. A number 
of subsections dealing with disclosures 
or uses without consent are proposed in 
substantially their current form. Some 
subsections are renumbered to achieve 
a more logical ordering, and some sub
sections havc been proposed with minor 
changes to the current language to refine 
the rules or promote clarity. Some sub
sections addressing disclosures between 
tax return preparers have been changed to 
retlect new rules. 

A. PropG.\ed chunges to specifically 

lICCOUl/t for technological, legal. and 
OTher del'eiopme/lls 

(I) Proposed §301.7216-2(b) provides 
that disclosures to the IRS that will facil
itate electronic tax administration are au
thorized without the taxpayer's prior writ
ten consent. Disclosures that will facili
tate electronic tax administration include 
IRS requests for tax return information to 
investigate compliance with electronic fil
ino rules or to evaluate the effectiveness of c . 

electronic filing programs. 

(2) Proposed *301.7216-2(d) expands 
current *30 1.7216-2(h). which authorizes 
disclosures to tax return preparers who 
process tax return information. The pro
posed regulations prmide that disclosures 
between tax return prcparers are autho
rized when the disclosures (i) assist in the 
preparation of a return: (ii) as long as the 
services provided by the recipient of the 
disclosure are not substantive determi
nations or advice affecting a taxpayer's 
reported tax liability: and (iii) as long as 
the disclosure is to a tax return preparer 
located in the United States. The pro
posed regulations clarify that disclosures 
to other tax return preparers for substan
tive determinations or advice require the 
taxpayer's prior written consent. The pro
posed regulations also provide that tax 
return preparers' disclosures to other tax 
return preparers located outside of the 
United States require the taxpayer's prior 
written consent. The written consent for 
disclosure of tax return infonnation out
side of the United States is needed because 
it is difficult for the Secretary to pursue a 
criminal action under section 7216 against 
a tax return preparer located outside of the 
United States or to collect a civil penalty 
assessed under section 6713 from a tax 
return preparer located outside the United 
States. Proposed §301.7216-2(d) also 
provides that a tax return pre parer may 
disclose tax return information to contrac
tors performing certain auxiliary services 
in connection with tax return prepara
tion. For the disclosure to fall within this 
exception, the tax return preparer must 
present the individuals receiving the dis
closure with a written notice informing 
them that section 7216 applies to them and 
describes the requirements and penalties 
of section 7216. Contractors to whom 
disclosures are made pursuant to this pro
vision are tax return preparers pursuant to 
§3OJ .7216-1 (b)(2)(i)(D). 

(3) Proposed §301.7216-2(f) amends 
current §301.7216-2(c), regarding disclo
sures pursuant to an order of a court or an 
administrati ve order. demand, summons 
or subpoena issued by a Federal or State 
agency, by also authorizing disclosures 
made pursuant to a subpoena issued by 
the United States Congress. In addition, 
the IRS is aware that most state accoun
tancy boards work in conjunction with the 
American Institute of Certified Public Ac
countants' (AICPA) Professional Ethics 



Executive Committee, and state and local 
bar associations to investigate potential 
ethical violations by certified public ac
countants who are members of the AICPA. 
The proposed amendment authorizes dis
closures to the AICPA made pursuant to 
an ethics violation investigation of the tax 
return preparer. The proposed amendment 
authorizes disclosures made pursuant to a 
formal demand from the Public Company 
Accounting Oversight Board. 

(4) Proposed §301.7216-2(g), govern
ing disclosures for use in Treasury investi
gations or court proceedings, amends cur
rent §30 1.72 I 6-2(d), which limits disclo
sures to IRS investigations and court pro
ceedings. This change is necessary be
cause a function within the Treasury De
partment, but outside of the IRS, may han
dle some investigations that will require a 
disclosure of tax return information. Dis
closures are also authorized to officers of a 
court in court proceedings in which a tax
payer-client of a return preparer is a party. 
The proposed regulations clarify that the 
tax return pre parer need not be a party to 
a court proceeding for a disclosure to be 
authorized under this section. 

(5) Proposed §30 I. 7216-2(k) expands 
the current provision in §30 I. 7216-2(k) 
governing the preparation or audit of State 
or local tax returns to allow the usc of tax 
return information to assist in the prepara
tion of any tax return of the taxpayer under 
the law of a country other than the United 
States. Disclosures are also expanded to 
allow for the preparation of tax returns un
der the law of another country to the same 
extent that disclosures are allowed for the 
preparation and filing of a Federal tax re
turn. 

(6) Proposed § 30 I .7216-2( 0) addresses 
the use of tax return information to prepare 
statistical compilations and the use of the 
statistical compilations themselves. Rev. 
Rul. 79-114, 1979-1 C.B. 441, holds that 
the current regulations prohibit a tax return 
preparer's use of tax return information 
to prepare anonymous statistical compila
tions unless the affected taxpayers indi
vidually consent. Section 301.7216-2(0) 
will obsolete Rev. Rul. 79-114. Sec
tion 301.7216-2(0) will permit the use of 
tax return information to prepare anony
mous statistical compilations for limited 
purposes related to management or support 
of the tax return preparer's business. The 
tax return information will remain pro-

tected from any other use and disclosure 
outside the limited purposes of this pro
posed section. 

B. Other changes to exisring prol'isiollS 

(l) Proposed §301.7216-2(h) amends 
current §301.7216-2(e), which authorizes 
attorneys and accountants to disclose tax 
return information to third parties in the 
normal course of rendering legal or ac
counting services if the taxpayer expressly 
or impliedly consents to the disclosure. 
The proposed regulations remove the re
quirement that thc taxpayer's express or 
implied consent is necessary before these 
types of disclosures can be made because 
implied consent would exist in virtually 
every situation when an attorney or ac
countant is required to disclose tax rcturn 
information to a third party in the normal 
course of providing \egal or accounting 
services to a taxpayer. The proposed reg
ulations provide that these disclosurcs are 
authorized unless the taxpayer directs oth
erwisc. 

(2) Proposed §301.7216-2(i) amends 
current §301.72 16-2(f), which provides 
that corporate fiduciaries are authorized 
to disclose tax rcturn information to a 
taxpayer's attorney, accountant, or invest
ment advisor only with the taxpayer's 
express or implied consent. As with 
disclosures made by attorneys and ac
countants, a taxpayer will generally give 
implied consent to disclosures hy corpo
rate fiduciaries to a taxpayer's attorney, 
accountant, or investment advisor. The 
proposed regulations remove the express 
or implied consent requirement. and pro
vide instead that disclosures are authorized 
unless the taxpayer directs otherwise. 

(3) Proposed §301.7216-2(c) amends 
current §301.7216-2(i). regarding disclo
sures by an officer, employee, or member 
of a tax return preparer to another officer, 
employee, or membcr of the same tax re
turn preparer to perform services that assist 
in the preparation of. or assist in provid
ing auxiliary services in connection with 
the preparation of, the tax return of a tax
payer. The proposed regulations provide 
that these disclosures or uses are autho
rized without the taxpayer's written con
sent only if the officer, employee, or mem
ber to whom the information is disclosed 
is located within the United States. The 
written consent for disclosure of tax return 

information outside of the United States is 
needed because it i, difficult for the Secre
tary to pursue a criminal action under sec
tion 7216 against a tax return preparer lo
cated outside of the United States or to col
lect a civil penalty assessed under section 
6713 from a tax return preparer located 
outside the United States. Therefore, a tax
payer's written consent is required before 
a tax return preparer can disclose a tax
payer's tax return information to another 
tax return pre parer located outside of the 
United States. 

(4) Proposed §301.7216-2(q) amends 
current §301.7216-2(n), regarding disclo
sures to report the commission of a crime, 
by clarifying that penalties for disclosure 
shall not apply to disclosures necessary to 
report a crime, nor to any disclosures nec
essary for the investigation and prosecu
tion of the crime. 

3. Proposed (f301.72/6-3: Disclosures 
and Uses Authori;:.ed hy Taxpayer 
COil sent. 

Significant revisions are proposed un
der §301.7216-3 to address a number 
of issues concerning the application of 
these rules in the context of electronic 
return preparation and filing. The Trea
sury Department and the IRS propose 
these amendments to protect taxpayers' 
tax return information, and to ensure that 
taxpayers arc fully informed when provid
ing consent to disclose or use tax return 
information. 

A. Restrictiolls regarding the offering of 
certaill services 

The current regulations restrict use of 
tax return information for the solicitation 
of services or facilities in matters not re
lated to the IRS to those "currently of
fered" by the tax return pre parer or mem
bers of the tax return preparer's "affili
ated group," within the meaning of sec
tion 1504. Because taxpayers must con
sent to any use or disclosure connected 
with the solicitation, taxpayer privacy in
terests are adequately protected regardless 
of whether a service is currently offered or 
whether a husines~ offering a service to the 
taxpayer is a member of a tax return pre
parer's affiliated group. The currently-of
fered and affiliated-group rules restrict the 
ability of taxpayers to control and direct 
the use of their own tax return information 
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as they see fit. The proposed regulations 
adopt an approach that ensures taxpayers 
are provided with a meaningful opportu
nity to consent to the use and disclosure 
of their tax return information. Accord
ingly. the propmed rules revoke the affil
iated-group and currently-offered restric
tions. 

The current regulations do not place 
limih on tax return preparers' ability to ob
tain consents to use tax return information 
to solicit business in matters related to the 
IRS. The proposed regulatIons remove the 
distinction between matters related to the 
IRS and matters not related to the IRS, and 
thereby make uniform the requirements re
garding consents to use tax return informa
tion to solicit business. 

B. Forlll of' COIlselll 

The proposed regulations provide that 
the IRS may provide guidance, by rev
enue procedure, on the form and content 
of a taxpayer's consent. The proposed 
regulations also allow a taxpayer to use 
a single document to consent to multi
ple uses of their tax return information, 
or use a single document to consent to 
multiple disclosures of their tax return in
formation, provided certain requirements 
are mel. Although the proposed regula
tions permit a single document to authorize 
multiple uses or multiple disclosures. the 
taxpayer must affirm separately each use 
or disdosure within the single document. 
In addition. hecause the Treasury Depart
ment and the IRS believe taxpayers should 
be alerted to the significant difference be
tween consenting to disclosures to third 
parties and consenting to uses of tax re
turn information by their tax return prepar
ers. the proposed regulations provide that 
a single document cannot authorize both 
uses and disdosures: rather, one document 
ll1u.\t au thorife uses and another separate 
document must authorize disclosurcs. 

Proposed Effective Date 

These regulations are proposed to apply 
on the Jate that is 30 days after the final 
regulatiun, are published in the Federal 
Register. 

Special Anal~'ses 

It ha, ken determined that this notice 
of pmpo,ed rulemaking is not a signifi-
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cant regulatory action as defined in Exec
utive Order 12866. Therefore, a regula
tory assessment is not required. It also has 
been determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.C 
chapter:)) docs not apply to these regu
lations. and, because these regulations do 
not impose a collection of information on 
small entities, the Regulatory Flexibility 
Act (5 U.S.C chapter 6) does not apply. 
Pursuant to section 7805(0, this notice of 
proposed rulemaking will be submitted to 
the Chief Counsel for Advocacy of the 
Small Business Administration for com
ment on their impact. 

Comments and Public Hearing 

Before these regulations are adopted 
as final regulations, consideration will be 
given to any written comments and elec
tronic comments that are submitted timely 
to the IRS. The Treasury Department and 
the IRS specifically request comments 
on the following: whether it is necessary 
to have an exception to section 7216 for 
disclosures made to contractors as pro
vided in proposed §301.7216-2(d)(2), 
and, if so, how should the regulations 
protect the information from being used 
or disclosed by the contractors: and what 
should constitute an electronic signature 
on electronic consents. In addition. the 
IRS and Treasury Department specifically 
request comments on the clarity of the 
proposed regulations and how they can be 
made easier to understand. All comments 
will be available for public inspection and 
copying. 

The public hearing is scheduled for 
April 4, 2006, at 10 a.m., and will be 
held in the Auditorium, Internal Revenue 
Building, IIII Constitution Avenue, NW, 
Washington, DC. Due to building secu
rity procedures, visitors must enter at thc 
Constitution Avenue entrance. All visitors 
must present photo identification to enter 
the building. Visitors will not bc admitted 
beyond the immediate entrance area more 
than 30 minutes before the hearing starts. 
For information about having your name 
placed on the building access list to attend 
the hearing, see the "FOR FURTHER IN
FORMATION CONTACT" section of this 
preamble. 

The rules of 26 CFR 60l.601(a)(3) ap
ply to the hearing. Persons who wish to 
present oral comments at the hearing must 

submit written or electronic comments by 
March 8, 2006, and ,ubmit an outline of 
the topics to be disclIssed and the time 
to be devoted to each topic by March 14, 
2006. A period of 10 minutes will be al
located to each person for making com
ments. An agenda showing the scheduling 
of the speakers will be prcpared after the 
deadline for receiving outlines has passed. 
Copies of the agenda will be available free 
of charge at the hearing. 

Drafting Information 

The principal authors of the regulations 
are Brinton T. Warren, Bridget E. TombuL 
and Dillon Taylor of the Office of the 
Associatc Chief Counsel (Procedure and 
Administration), Administrative Provi
sions and Judicial Practice Division. 

* * * * * 

Proposed Amendment to the 
Regulations 

Accordingly, 26 CFR part 301 IS pro
posed to be amended as follows: 

PART 301- PROCEDURE AND 
ADMINISTRATION 

Paragraph I. The authority citation for 
part 30 I continues to read, in part, as fol
lows: 

Authority: 26 U.S.C 7805 * * * 
Par. 2. Section 301. 7216-0 is added to 

read as follows: 

§30 1.72 1 6-0 Table of contents. 

This section lists captions contained in 
§§301.7216-1 through 301.7216-3. 

§301. 7216-1 Penalty for disclosure or use 
of tax return information. 

(a) In general. 
(b) Definitions. 
(c) Gramm-Leach-Bliley Act. 
(d) Effective date. 

§301.7216-2 Permis.lible disclosures or 
uses without consent of the taxpayer. 

(a) Disclosure pursuant to other provi
sions of Internal Revenue Code. 

(b) Disclosure to facilitate electronic 
tax administration. 

(c) Disclosures or uses for preparation 
of a taxpayer's return. 



(d) Disclosures to other tax return pre
parers. 

(e) Disclosure or use of information in 
the case of related taxpayers. 

(f) Disclosure pursuant to an order of 
a court, or an administrative order, a de
mand, summons or subpoena which is 
issued in the performance of its duties by a 
Federal or State agency, the United States 
Congress, a professional ethics board, or 
the Public Company Accounting Over
sight Board. 

(g) Disclosure for use in Treasury in
vestigations or court proceedings. 

(h) Certain disclosures by attorneys and 
accountants. 

(i) Corporate fiduciaries. 
U) Disclosure to taxpayer's fiduciary. 
(k) Disclosure or use of information in 

preparation or audit of State or local tax 
returns or assisting a taxpayer with foreign 
country tax obligations. 

(I) Payment of tax preparation services. 
(m) Retention of records. 
(n) Lists for solicitation of tax return 

business. 
(0) Producing statistical information 

in connection with tax return preparation 
business. 

(p) Disclosure or use of information for 
quality or peer reviews. 

(q) Disclosure to report the commission 
of a crime. 

(r) Disclosure of tax return information 
due to a tax return preparer's incapacity or 

death. 
(s) Effective date. 

.§301.7216-3 Disclosure or use permitted 
only with the taxpayer's cOl/senf. 

(a) In general. 
(b) Timing requirements and limita

tions. 

(c) Special rules. 
(d) Permissible disclosures to third par

ties at the request of the taxpayer. 
(e) Effecti ve date. 
Par. 3. Section 301.7216-\ is revised 

to read as follows: 

.§301.7216-J Penalty/or disclosure or lise 
of tax return ill/ormatiol1. 

(a) 111 general. Section 72\6(a) pre

scribes a criminal penalty for tax return 
preparers who knowingly or recklessly 
disclose or use tax return information for a 

purpose other than preparing a tax return. 

A violation of section 7216 is a misc.le
meanor, with a maximum penalty of up 
to one year imprisonment or a fine of not 
more than $1,000, or both, together with 
the costs of prosecution. Section 7216(b) 

establishes exceptions to the general rule 
in section 7216(a) prohibiting disclosure 
and use. Section 7216(b) also authorizes 

the Secretary to promulgate regulations 
prescribing additional permitted disclo
sures and uses. Section 6 713(a) prescribes 
a related civil penalty for disclosures and 

uses that constitute a violation of section 
7216. The penalty for violating section 
6713 is $250 for each disclosure and use, 
not to exceed a total of $1 0,000 for a calen
dar year. Section 6713(b) provides that the 
exceptions in section 7216( b) also apply 
to section 6713. Under section 7216(b J. 
the provisions of section 7216( a) wi II not 
apply to any disclosure or use permitted 
under regulations prescribed by the Secre
tary. 

(b) Definitions. For purposes of sec
tion 7216 and §§301.7216-1 through 

301.7216-3: 
(l) Tux return. The term tax return 

means any return (or amended return) of 
income tax imposed by chapter I of the In
ternal Revenue Code. 

(2) Tux retum preparer-(i) III general. 

The term tax return preparer means: 
CA) Any person who is engaged in 

the business of preparing or assisting in 
preparing tax returns; 

(B) Any person who is engaged in the 
business of providing auxiliary services in 
connection with the preparation of tax re
turns, including a person who develops 
software that is used to prepare or file a 
tax return and any Authorized IRS e~file 

Provider; 
(C) Any person who is otherwise com

pensated for preparing, or assisting in 

preparing, a tax return for any other per

son: or 
(D) Any individual who, as part of their 

duties of employment with any person de
scribed in paragraph (b)(2)(i)(A), (B), or 
(C) of this section performs services that 

assist in the preparation of, or assist in 
providing auxiliary services in connection 

with the preparation of. a tax return. 
(ii) Business or preparing returns. 

A person is engaged in the busine;,s of 
preparing tax returns as described in para
graph (b)(2)(i)(A) of this section if. in the 

course of the person's business, the person 

holds himself out to tax return preparers 
or taxpayer~ as a person who prepares tax 

returns or assists in preparing tax returns. 
whether or not tax return preparation is 
the person's sole business activity and 
whether or not the person charges a fee for 
tax return preparation services. 

(iii) PrOl'idillg (luxi/i{lrr sC/Tices. A 

person is engaged in the business of pro
viding auxiliary services in connection 
with the preparation of tax returns as de
scribed in paragraph (b)(2)(i)(B) of this 
section if, in the course of the person's 

business, the person holds himself out to 
tax return pre parers or to taxpayers as a 
person who performs auxiliary services, 
whether or not providing the auxiliary ser
vices is the person's sole business activity 
and \vhether or not the person charges a 
fee for the auxiliary services. Likewise, a 
person is engaged in the business of pro
viding auxiliary services if, in the course 
of the person's business, the person re
eei ves a taxpayer's tax return information 
from another tax return preparer pursuant 
to the provisions of §30 I. 72 I 6-2(d)(2) 

(iv) Otherwise compmsated. A tax 
return preparer deserihed in paragraph 
(b)(2)(i)(C) of this section includes any 
person who-

(A) Is compensated for preparing a tax 
return for another person, but not in the 
course of a business; or 

(B) Is compensated for helping, on a ca
sual basis, a relative. friend, or other ac
quaintance to prepare their tax return. 

(v) Exclusiolls. A person is not a tax 
return pre parer merely because he leases 
office space to a tax return preparer, fur
nishes credit to a taxpayer whose tax return 
is prepared by a tax return preparer, fur
ni~hes information to a tax return preparer 
at the taxpayer's request. furnishes access 
(free or otherwise) to a separate person's 

tax return preparation website through a 
hyperlink on his own website, or otherwise 
performs some service that only inciden
tally relates to the preparation of tax re

turns. 
(vi) Applicatioll o(secrio/l 770l(o)(36). 

If a perSall is an income tax return pre
parer for purposes of section 770 I (a)( 36 J, 
the person is subject to the provisions of 
section 7216 and is a tax return prepareI' 

for purposes of **301.7216-1 through 
30 I. n 16-3. The fact that a person 1 s not 
an income tax return preparer for purposes 
of section 77()]( a I( 36), however. is not 
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determinative of whether the person is a 
tax return preparer for purpo~es of see
ti()n 72161<1) and ~~3()1.7216-1 through 

301.7216-3. 
(\ ii) EI"(///1/)/('\. The application of 

~3()1.7216-\(b)(2) may he illustrated hy 
the fllll(l\1 ing example,: 

1."dllll'le / H,ln, H is;1 tax return prepare!" within 

thl' ll1l'anlll~ ,,1 I'dr.l~raph I h II ~ II i)( A Inl thiS sectlun. 
dllli ,In\uthllrJfCci IRS (·lile Prm idcr. B empl[»)"s one 

Inelll lLiu;d. G.tn ",lllit thc nCCe",lr) tax return infor-
111;ltiun lur thl' prcparati[)n ul;1 tax return: another in
lhl lciua!. R. t[) prepare the rcturn on the hasis <ll the in

lurmlltlun that IS lurnishcci: a secretary, S. who types 

thc IIlfurmation on the returns intn a eLHllputer: anci 
all aciministr.ltllc a"istant. T. wh" uses a C(lmputer 
lu tile eicL'lnlllil' ICI'sions uf the tax returns. Under 
IheS(' l·irc·unlStanl·Cs. onl} R is an inCll1l1C tax return 
I'rep.lrer fllr purpuscs ut sectlun 7701(aI(3bl. hut all 
lour cmpl,,\Cc's arc tax return preparers for purposes 
,Ii ,cclllIn 7216. as prm Ilkd in pdragraph (hi of this 

,,('dlUll. 

/c'.\(IIIII'''' ~ T.I\ rdurn preparer P contrach with 
licp;lrtlllcnt stule n tu rent space in 0\ stnre. 0 
adlcrtlscs that ta.\payers who lISC p's snvices IlldY 
dlar)!C thc elht nf hal ing their tdX ~eturn prepared 
leI Ihl'lr char)!c al'count \Iith D. Under these cireum
stanl·"S. n IS nut a t;l\ leturn pre parer hecaw,e it pro
liLies 'pdce. credit, and servlccs llnly incidentally re-
1,llcd III the prcparation of tax rdurns. 

(3) TiI.1" rellIm illtimllulioll-(i) III gell

nul. The term {([X refilm ill/iml1alioll 

mean~ any information. including, but not 
limited to, a taxpayer's name, address, or 
identifying number, which is furnished in 
any form or manner for, or in connection 
with, the preparation of a tax return of 
the taxpayer. This information includes 
information that the taxpayer furnishes 
to a tax return pre parer and information 
furnished the tax return preparer by a third 
party. Tax return information also includes 
intormation the tax return preparer derives 
or generates from tax return information 
in connection with the preparation of a 
taxpayer', return. 

(f\) Tax return information can be pro
lided directly by the taxpayer or by an
other persoll. Likewise, tax return infor
matIon includes mformation received bv 
the tax return preparer from the IRS i~ 
l'onneclillil with the pnKe';;,ing of such re
turn. including an acknowledgment of ae
l'eplance or notice of rejection of an elec
tronically filed return. 

(B) Tax return information includes sla
ti,til'all'nmpilatinns of tax return informa
tioll. elen in a form thar cannot be asso
Ciated \1 ith, nr nthemi,e identify, directly 
or Indtrectl:-, a particular taxpayer. Se~ 
~ .~() I. 7 ~ 16-~1 0) for limited w,e of tax re-
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turn information to make statistical com
pilations without taxpayer consent and to 
use the statistical compilations for limited 
purposes. 

(0 Tax return information does not in
clude information identical to any tax re
turn information that has been furnished 
to a tax return preparer if the identical in
formation was obtained otherwise than in 
connection with the preparation of a tax 
return. Information maintained in a form 
that is associated with the tax return prepa
ration, however, becomes tax return infor
mation, regardless of how the information 
was initially obtained. 

(D) Information is considered "in con
nection with tax return preparation," and 
therefore tax return information, if the tax
payer would not have furnished the infor
mation to the tax return preparer but for his 
intention to engage, or his engagement of, 
the tax return preparer to prepare his tax 
return. 

(ii) Examples. The application of this 
paragraph (b)(3) may be illustrated by the 
following examples: 

F-xliIllple I. Taxpayer A purchases computer soft
ware designed to assist with the preparation and fil
ing of her income tax return. When A loads the soft
ware onto her computer. It prompts her to register her 
purchase of the software. As part of the registration 
proccss, the software provider states that it will pro
vide registrants with any updates to the software. In 
this situation, the software provider is a tax return pre
parer under paragraph I b)(2)(i )(B) of this section and 
the information that A provides to register her pur
chase is tax return lIliormation because she is provid
ing it in connection with the preparation of a tax re
turn. 

E.rampl!' 2. Corporation A is a brokerage fIrm 
that maintains a wehsite through which its clients may 
acee." their accounts, trade stocks, and generally con
duct a variety of financial activities. Through its web
site. A otTers its clients free access to its own tax 
preparation solhvare. Taxpayer B is a client of A and 
has furnished A his name, addre". and other informa
tion when registering for use of A's website to use A's 
hrokerage services. In addition, A has a record of B's 
hrokerage account activity. including sales of stock, 
dividend, paid. and IRA contributions made. E uses 
A's tax preparation software to prepare his tax return. 
The Sllftware populates some fields on E's return on 
the hasi, of information A already maintains in its 
datahases. A is a tax return pre parer within the mean
ing "I' paragraph (h 1(2 )(i)( B) of this section because it 
hJS prepared and provided software for use in prepar
Ing tax returns The information in A's databases that 
the software accesses to populate B's return, i.e .. the 
registration infonnation and hrokerage account activ
ity. IS not tax return information because A did not re
ceive that information in connection with the prepa
ration of a tax return. Once A uses the information 
to populate the return, however. the infonnation as
sociated with the return becomes tax return infonna-

tlon. If A retains the infnrmatilln in a form in which A 
can identify that the informatilln \I \I, uSl'cI in C01l11ec· 
tion with Ihe preparation of a return. thc inftlrmation 
in that form is tas rdurn informalilln. If. howewr, 

A retains the inf,'rmalion In ;1 datahase in which A 
cannot identify whcther thl' information 1\ as lIsed in 
eonneellon \\'1Ih thc prcparation of a rcturn. then thai 

information IS not lax return infclJ'lnation. 

(4) Use-(i) III gel/I'ml. Use of tax 
return information includes any circum
stance in which a tax return preparer refers 
to, or relies upon, tax return information as 
the basis to take or permit an action. 

(ii) Example. The application of this 
paragraph (h)( 4) may be illustrated by the 
following example: 

Exumplc. Pre parer G is a tax return pre parer as 
defined hy paragraph (h)(21(i)(A) of this section. If 
G determines. upon preparing a return. that a refund 

is due to the taxpayer, G will ask whether the tax· 
payer desires a refund anticipation loan, i.e .. a loan 
that the taxpayer repays from the taxpayer's refund 
proceeds. G docs not ask about refund anticipatIOn 
loans in cases in which the taxpayer is not clue a re
fund. G is using tax return information when it asks 
whether a taxpayer is interested in ohtaining a refund 
anticipation loan because G is basing the inquiry on 
the taxpayer's helllg entitled to a refund. 

(5) Disclosure, The term di,lcioslire 

means the act of making tax return infor
mation known to any person in any manner 
whatever. To the extent that a taxpayer's 
use of a hyperlink results in the transmis
sion of tax return information, such trans
mission of tax return information is a dis
closure by the tax return preparer subject 
to penalty under section 7216 if not autho
rized by regulation. 

(6) Hyper/ink. For purposes of section 
7216, a hyperlink is the device used to 
transfer an individual using tax preparation 
software from a tax return preparer's web
page to a webpage operated by another per
son without the individual having to sepa
rately enter the web address of the destina
tion page. 

(7) Request for collsent. A request for 
consent includes any effort by a tax return 
preparer to obtain the taxpayer's consent to 
use or disclose the taxpayer's tax return in
formation. The act of supplying a taxpayer 
with a paper or electronic form that meets 
the requirements of a revenue procedure 
published pursuant to §301.7216-3(a) is 
a request for a consent. When a tax re
turn pre parer requests a taxpayer's con
sent, any associated ctlorts of the tax re
turn preparer, including, but not limited to, 
verbal or written explanations of the form. 
are part of the request for consent. 



(c) Gramm-Leach-Bliley Act. Any 
applicable requirements of the Gramm
Leach-Bliley Act, Public Law 106-102 
(113 Stat. 1338), do not supersede, alter, 
or affect the requirements of section 721 (j 
and §§301.72l6-1 through 301.7216-3. 
Similarly, the requirements of section 7216 
and §§301.7216-1 through 301.7216-3 do 
not nullify any requirements or restrictions 
of the Gramm-Leach-Bliley Act, which are 
in addition to the requirements or restric
tions of section 7216 and §§301.7216-l 
through 301.7216-3. 

(d) Effective date. This section applies 
on the date that is 30 days after the final 
regulations are publishcd in the Federal 
Register. 

Par. 4. Section 301.7216-2 is revised 
to read as follows: 

§301.7216-2 Pennissible disclosures or 
uses without consent of the taxpayer. 

(a) Disclosure pursuant to other 
provisions of Internal Revenue Code. 
The provisions of section 7216(a) and 
§301.7216-1 shall not apply to any dis
closure of tax return information if the 
disclosure is made pursuant to any other 
provision of the Internal Revenue Code 
or the regulations thereunder. Thus, for 
example, these provisions will not apply 
to-

(1) A disclosure under section 7269 to 
an officer or employee of the IRS of infor
mation concerning the estate of a decedent; 
or 

(2) A disclosure under section 7602 
(through formal or informal procedures) 
to an officer or employee of the IRS of 
books, papers, records, or othcr tax return 
information that may be relevant to any 
person's income tax Iiabi Ii ty. 

(b) Disclosures to facilitate electronic 
tax administratioll. Tax return preparers 
may disclose to the IRS any tax return 
information the IRS requests to assist in 
the administration of electronic filing pro
grams. The information can include tax 
return information requested in the course 
of investigating Authorized IRS e-file 
Providers for compliance with electronic 
filing rules or tax return information that 
the IRS determines would assist in evalu
ating the effectiveness of electronic filing 
programs. 

(c) Disclosures or lIsesfor preparation 
ofa taxpayer's return-(l) Tax return pre-

parers located within the same finn in the 
United States. If a taxpayer furnishes tax 
return information to a tax return preparer 
located within the United States, including 
any territory or possession of the United 
States, an officer, employee, or member of 
a tax return preparer may use the tax re
turn information, or disclose the tax return 
information to another officer, employee, 
or member of thc same tax return pre parer, 
for the purpose of performing services that 
assist in the preparation of, or assist in 
providing auxiliary services in connection 
with the preparation of, the taxpayer's tax 
return. If an officer, employee, or member 
to whom the tax return information is to be 
disclosed is located outside of the United 
States or any territory or possession of the 
United States, the taxpayer's consent un
der §301.7216-3 prior to any disclosure is 
required. 

(2) Furnishing lax return information 
to tax return preparers located olltside the 
Ulliled States. If a taxpayer initially fur
nishes tax return information to a tax re
turn pre parer located outside of the United 
Statcs or any territory or possession of 
the United States, an officer, employee, 
or member of a tax return preparer may 
use tax return information, or disclose any 
tax return information to another otlicer. 
employee, or member of the same tax re
turn pre parer, for the purpose of perform
ing services that assist in the preparation 
of, or assist in providing auxiliary scrvices 
in connection with the preparation of, the 
tax return of a taxpayer by or for whom the 
information was furnished without the tax
payer's consent under §301.7216-3. 

(3) Examples. The following examples 
illustrate this paragraph (c): 

Exumple 1. T is a client of Firm. which is a tax 

return preparer. E. an employee at Firm's State A 

office. receives tax return infonnation from T for use 

in preparing T's income tax return. E discloses the tax 

return information to P. an employee in Firm' s State B 

office; P uses the tax return information to process T's 

income tax return. Firm is not required to receive T's 

consent under ~301.7216-3 pnor to E's disclosure of 

T's tax return information to P. because the tax return 

information is disclosed to an employee employed by 

the same tax return preparer located within the Cnited 

States. 
Example 2. Same facts as Example 1 except T's 

tax return information is disclosed to FE who is lo

cated in Firm' s Country F office. FE uses the tax 

return information to process T's income tax return. 

After processi ng. FE returns the processed tax return 

information to E in Firm's State A office. Because 

FE is outside of the United States. Firm is required 

l(l obtain T', consent under ~3111.7;' 10-.1 prillr to E', 

disclosure of T', tax return information to fE. 

EWlllp/l' 3 T Firm', client. i, tcmporaril) I,)· 

cateJ In Country F. She initially furni'hes her Ll\ re

turn inforrllatioll til employee FE in Firm', Counlry F 

office I'm the puqlll,e of ha \i ng Fi nil prep'lre her II S. 

income tax return. FE makes the suh,tanti\e determi

nations concerning T', tax liabilllY and fOr\\,lrJs T's 

tax return information to FP. an employ.:e in Finn·, 

Country P office. for the purpo,e of proccssing T', 

tax return information. FP processes the relurn infor· 

mation and forwards it to Partner at Firm', Stale A 

otTice in the United States for rc\'iew and Jeli\'cry to 

T. Because T initially furnished the tax return infor

mation to a tax return preparer outslJe of the linited 

States. T's prior consent for use or disclosure unJer 

*301.7216-., was not required. An officer. employee. 

or member of Firm in the United State, may use T's 

tax return information or Jisclose the tax return in

formation to another officer. employee. or member of 

Firm without T's prior consent unJer *JO 1.7216-3 as 

long as any use or disclosure of T's tax relurn infor

mation is withm the United States. Finn is required to 

receive T's consent under *-,01.7210-3 prim 10 any 

subsequent disclosure of T's tax return information 

to a tax return pre parer locateJ outside of the United 

States. 

(d) Disclosures to other TaX retllm 
preparers-( 1) Prcparer-to-prcparer dis
closures. Except as limited in paragraph 
(d)(2) of this section, an officer, em
ployee, or member of a tax return pre parer 
may disclose tax return information of a 
taxpayer to another tax return pre parer 
located in the United States (including 
any territory or possession of the United 
States) for the purpose of preparing. or 
assisting in preparing a tax return, or ob
taining or providing auxiliary services in 
connection with the preparation of any tax 
return so long as the services provided arc 
not substantive determinations or advice 
affecting a taxpayer's reported tax liabil
ity. The authorized disclosures permitted 
under this subparagraph include one tax 
return preparer disclosing tax return in
formation to another tax return preparer 
for the purpose of having the second tax 
return preparer transfcr that information 
to, and compute the tax liability on, a tax 
return of the taxpayer by means of elec
tronic, mechanical, or other form of tax 
return processing service. The authori7ed 
disclosures permitted under this subpara
graph also include disclosures by a tax 
return preparer to an Authorized IRS e~tile 
Provider for the purpose of electronically 
filing the return with the IRS. Authorized 
disclosures also include disclosures hy 
a tax return preparer to a second tax re
turn preparer for the purpose of making 
information concernlI1g the return a\'ail-
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able to the taxpayer. Thi, \\ ould include. 
for example, \\ hether the return h,\> ken 

accepted or rejected by the IRS, or the 
,tatu, of the taxpayer', refund. Except as 
prO\ided in paragraph IC) of thi, section. 
a tax return preparer may not discillse tax 
return information to ,1I1other tax return 
pn:p,m:r for the purpose of the second 
tax return prepareI' prmiding substanti\'e 
detl'rl11inations \\ Ithout first reeei\'ing the 
taxpayer's consent in accordance with the 
rules under ~3()1.7216-3. 

(2) Di.lciosl/ res 10 COlli runon. A tax re
turn preparl'r may disclme tax return infor
mation to a person under contract with the 
tax return pre parer in connection with the 
programming, maintenance. repair. test
ing, or prol'urement of eyuipment or soft
"are used for purposes of tax return prepa
ration only to the extent necessary for the 
person to provide the contracted services. 
and only i I' the tax return preparer ensures 
that all il1lhiduals who are to receive dis
closures of tax return information receive 
a written notice that informs them of the 
,Ipplicability of sections 6713 and 7216 to 
them and dcscribes the reyuirements and 
penalties of sections 6713 and 7216, Con
tractors receiving tax return information 
pursuant to thi, subsection are tax return 
preparers under section 7216 because they 
arc performing auxiliary services in con
nection with tax return preparation. See 
~)O 1.7216-1 (b)( 2)(i)(B) and (f)) 

()) £.\"(/I11I)/e.\. The following examples 
illustrate this paragraph (d): 

£.\(//111'/(' i. E, an employee al Ftrln's Slale A of
lICe. receIve' la\ relurn informalion from T tor Finn', 
uo.,c in preparing T'" inl'U!llC la\ return. E makL~ ~lIh
,Ianll\e Je\cnnimlion, ~nd forll arlb Ihe la\ relurn 

1Il1nrmatloll to P. an cmployee at Pron.~:-.~or: PItKC\

,m i, IO('lted in State B. P pla(e' Ihe la\ return In
InrtllcltlOll 011 the inuHllC' Ll\ return and rllrni~lw .... the 

lini,hed produL'IIO F. E i, not required to re(ei\e r, 
prior (,011\(,111 ullLIer *JOI.7:"16-_' hcfnrc di"c1o\ing 
T'" lcl\ l"l'tLlII1 Illrurmalillll to P. hCL'~\ll'(' PnK'('\\Or", 

"L'n iL'C\ ;Irc Il()l \lIh\t~llltl\ (' dck'rminatH)]1-. and the 

lax relurll inf"rtll,llllltl rem,uned in Ihe Llniled State, 

.II Prnt:c""nr' .... Stall.' B officl' during. the entire cnur"t' 
Ill' till' la\ l"l'!Urn pr('p~lr,ltlnll pnK'C':-',. 

r \(/l1I/ 1 /('~. hrlll .. 1 t~l\ return pre-pan:r. ofkT\ in

l.:lHlll' u \ rl'tum plI .. 'paLltIOI1 .... c]"\ 1(('\, rlrm'., l'mHral't 

\\ nh 11'- ,\l)!t\\ ,1(\,' prli\ IlkI'. Cnlltral"\OL rl'l)uirc\ Firm 

III p('rhllh(.dl~ r,\1ldnllll~ "l'klll·('rt.llll L!\ra:.cr,," t~l\ 

I'l'IUril illfdrmallun "nkl) fllr thl' pllIp\hl' PI' ic,,(ing: 
Ih,' 1','11,101111\ "I the ",1111 <ll'e ,,,Id III Flftll. Linder 
lh ,1~rl'l'Il1L'111 \\ ltll C\)lltral'!lll. firm dl"L!\)\l'\ U\ rl'

{lIrI1 11l!"\lrll1a[IlHl It) C\lIlII,lduI'\ L'IllPIU)l'r..'. C. \\hu 

"l'r\ Ill" hrlll·" ullltr.l({ \\ it!l\lLll prn\ ldlng C\)lllral'

\\1[' \~I C \\ Itll ,\ \\ [1([l'l1 1l11til'L~ Ih.!t dL'''lTibl'\ tilL' r('

ljLlIll'll1l'llt" \l( .JIll! pl'n~llrll'" Lllllk'r ""l'l'ti(ll1"" 7:!.lb and 
(1 ~! ~ (. lhL''''' tilL' U\ return llllorlll.llll)n .... nll'l\ llH 
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lJUalll\ a"Ur;lllL'e pUI1'0,c.\. Firm" disc\",ure of la\ 

relLlnl inlortlLlIillnlo C "as an impermi"ibk ui,c\o

,urc, hecau'e FIrm failed 10 ensure Ihat C recci\ cd 

a \\ nllen Illllie,' Ihal cie'Lrihc, the requirement, and 

pcnaltle' "f 'eLlilln, 7~ III <lnLl 671 ~~, 

rld'"i,le 3. E. an employee of Firm in State A 

In Ihe l'nilcLi State" recei\'cs 101\ relurn Intormalion 

lrom I lor usc III prep,lring: r, income tux relurn. 

-\t'ICI' L elllLr, T\ tax rcturn infonnalioll Into Firms' 

l·IIIIlPllil'r. lh,11 infortll.llilll1 I' ,Imed 1111 a compuler 

'en ,'1' thai i, ph> <icall> Illealcd in Slale A. Firm 

c(\ntraL'h lIilh Contr'lL'ioL located in Counlry E 10 

prepare Ih (Ilents' tax returns. FE, an emplovee of 

Conlraelor, U'C' a computer in Counlry F and in

I'uh ,I 1"1""ord to \iew r, income la\ information 

,Iml'd on the l'Dmpuler ,erwr III Slale A to prepare 

r, t'l\ return. A computer program permils FE to 

\ inl r, lax relurn information, bul prohibih FE 

fr()1ll downloadrng or printing out T's tax return 

informalion from Ihe cOlllpuler ,en·er. Because Firm 

i, dl,c\o,ing T\ lax relurn informallon oUl\lde of the 

United Slale" Firtll i, required to oblain 1's con,ent 

under ~3()1.7:16-3 prior to Ihe disclosure In FE. 

(e) Disclosllre or lI.\e of il1tr!rlnGfioll ill 

fhe ('([.Ie ofre/ated faxparers, (I) In prcpar
ing a tax return of a second taxpayer. a 
tax return preparer may use. and may dis
close to the second taxpayer. in the form 
in which it appears on the return. any tax 
return information that the tax return pre
parer obtained from a first taxpayer if-

(i) The second taxpayer is related to the 
first taxpayer within the meaning of para
graph (e)(2) of this section; 

(ii) The first taxpayer's tax interest in 
thc information is not adverse to the sec
ond taxpayer's tax interest in the informa
tion: and 

(iii) The first taxpayer has not expressly 
prohibitcd the disclosure or use, 

(2) For purposes of paragraph (e)( I )( i) 
of this section. a taxpayer is related to an
other taxpayer if they have anyone of the 
following relationships: husband and wifc. 
child and parent. grandchild and grandpar
enL partner and partnership, trust or es
tate and beneficiary. trust or estate and 
fiduciary. corporation and shareholder. or 
member, of a controlled group of corpora
tions as defincd in scction 156), 

()) See 001.7216-3 for disclosure or 
usc of tax return information of the tax
payer in preparing the tax return of a sec
ond taxpayer when the requirements of this 
paragraph arc not satisfied, 

(f) Disclli.\/(}'e pursuant to [Ill order of 
(/ courl, or ill I at/lI1inistratil'e ordn; de

Ii 1(1 lid, SlIII11110llS or s/(bpoena which is is

sued ill the pertimllunce of its duties bv a 

Fedeml or Stote agency the United Slates 
Congress, II professional ethics board, or 

the PuNic COI/I/l{I/1\, Accoullting Ol'l'/'sighr 
Boarel. Th~ provisions of s~ction 7216(a) 
and ~)() I. 7 216-1 will not apply to any dis
closure of tax return information if the dis
closure is made pursuant to anyone of the 
following doculllt:nts: 

( I) The order of any court of record. 
FederaL State. or local 

(2) A subpoena issued by a grand jury. 
Federal or State. 

(3) A subpoena issued by the Unitcd 
States Congress. 

(4) An administrative order. demand. 
summons or subpoena that is issued in the 
performance of its duties by-

(i) Any Federal agency as defined in 
5 U,S,c. 551 (I) and 5 U ,S,(, 552(f). or 

(ii) A State agency. body. or commis
sion charged under the laws of the State or 
a political subdivision of the State with the 
licensing. registration. or regulation of tax 
return preparers, 

(5) A written request from a profes
sional ethics board investigating the ethi
cal conduct of the tax return preparer, 

(6) A formal demand from the Public 
Company Accounting Oversight Board to 
registered public accounting firms in con
nection with an inspection under section 
104 of the Sarbanes-Oxley Act of 2002 
(Act). 15 USc. 7214. or an investigation 
under section 105 of the Act. 

(g) Disclosure for lise in Treasury il1-

l'estigatiol1s or court proceedings. A tax 
return preparer may disclosc tax return in
formation-

( I) To his attorney. or to an employee of 
the Treasury Department, for use in con
ncction with any investigation of the tax 
return preparer (including investigations 
relating to the tax return pre parer in its ca
pacity as a practitioncr) conducted by the 
IRS or the Treasury Department; or 

(2) To his attorney, or to any officer of a 
court, for use in conncction with proceed
ings involving the tax return preparer (in
cluding proceedings involving the tax re
turn preparer in its capacity as a practi
tioner). or the return prcparer' s client, be
fore the court or before any grand jury that 
may be convened by the courL 

(h) Certain disclosures bv attomeys and 
([CCOlll1lallts, The provisions of section 
7216(a) and *301.7216-1 shall not apply 
to any disclosure of tax return information 
permitted by this paragraph (h), 

(I) (i) A tax return preparer who is law
fully engaged in the practice of law or ac-



countancy and prepares a tax return for a 
taxpayer may use the taxpayer's tax re
turn information, or disclose the informa
tion to another officer, employee or mem
ber of the tax return preparer' s law or ac
counting firm, consistent with applicahle 
legal and ethical responsibilities, who may 
use the tax rcturn information for the pur
pose of providing other legal or account
ing services to the taxpayer. As an ex
ample, a lawyer who prepares a tax return 
for a taxpayer may use the tax return in
formation of the taxpayer for, or in con
nection with, rendering legal services, in
cluding estate planning or administration, 
or preparation of trial briefs or trust instru
ments, for thc taxpayer or the estate of thc 
taxpayer. In addition, the lawyer who pre
pared the tax return may disclose the tax 
return information to another officer, em
ployee or mcmber of the same firm for the 
purpose of providing other legal services 
to the taxpayer. As another example, an 
accountant who prepares a tax return for a 
taxpayer may use the tax return informa
tion, or disclose it to another officer, em
ployee or member of the firm, for use in 
connection with the preparation of books 
and records, working papers, or account
ing statements or reports for the taxpayer. 
In the norn1al course of rendering the legal 
or accounting services to the taxpayer, the 
attorney or accountant may make the tax 
return information available to third par
ties, including stockholders, management, 
suppliers, or lenders, consistent with thc 
applicable legal and ethical responsibili
ties, unless the taxpayer directs otherwise. 
For rules regarding disclosing outside of 
the United States, see §30I.7216-2(c) and 
(d). 

(ii) A tax return preparer's law or ac
counting firm does not include any related 
or affiliated firms. For example, if law 
firm A is affiliated with law firm B, offi
cers, employees and members of law firm 
A must receive a taxpayer's consent un
der §301.7216-3 before disclosing the tax
payer's tax return information to an offi
cer, employee or member of law firm B. 

(2) A tax return preparer who is law
fully engaged in the practice of law or ac
countancy and prepares a tax rcturn for a 
taxpayer may, consistent with the applica
ble legal and ethical responsibilities, take 
the tax return information into account, 
and may act upon it, in the course of per
forming legal or accounting services for 

a client other than the taxpayer, or dis
close the information to another officer, 
employee or member of the tax return pre
parer's law or accounting firm to enable 
that other officer, employee or member to 
take the information into account, and act 
upon it, in the course of performing legal or 
accounting services for a client other than 
the taxpayer. This is permissible when the 
information is, or may be, relevant to the 
subject matter of the legal or accounting 
services for the other client, and consid
eration of the information by those per
forming the services is necessary for the 
proper performance of the services. In no 
event, however, may the tax return infor
mation be disclosed to a person who is 
not an officer, employee or member of the 
law or accounting firm, unless the disclo
sure is exempt from the application of sec
tion 72lo(a) and *301.7216-1 by reason 
of another provision of §§301.7216-2 or 
301.7216-3. 

(3) The application of this paragraph 
may be illustrated by the following exam
ples: 

Example 1. A, a member of an accounting firm. 

renders an opinion on a financial statement of M Cor

poration that IS part of a registration statement filed 

with the Securities and Exchange Commission. After 

the registration statement is tiled, but before its effec

tive date, B, a member of the same accounting firm, 

prepares an income tax return for N Corporation. In 

the course of preparing N' s income tax return. B dis

covers that N does business with M and concludes 

that the information given by N should be consid

ered by A to determine whether the financial state

ment opined on by A contains an untrue statement of 

material fact or omits a material fact required to keep 

the statement from being misleading. B discloses to 

A the tax return information of N for this purpose. A 

determines that there is an omission of material fact 

and that an amended statement should be filed. A so 

advises M and the Securities and Exchange Commis· 

sion. A explains that the omission was revealed as a 

result of confidential information that came to A's at

tention after the statement was filed, but A does not 

disclose the identity of the taxpayer or the tax return 

information itself. Section 7216(a) and *301. 7216-1 

do not apply to B's disclosure of N's tax return in

formation to A and A\ use of the informatIon in ad

vising M and the Securities and Exchange Commis

sion of the necessity for filing an amended statement. 

Section nI6(a) and §30I.nI6-1 would apply to a 

disclosure of N's tax return information to M or to 

the Securities and Exchange Commission unless the 

disclosure is exempt from the application of scction 

7216(a) and 001.7216-1 by reason of another pro

vision of either this section or 001.7216-3. 

Exa/l1ple 2. A. a member of an accounting firm. 

is conducting an audit of M Corporation. and B. a 

member of the same accounting finn. prepares an In

come tax return for D. an offIcer of M. In the course 

of preparing the return, B obtains Information frolll 

D indicating that D. pursuant to an arrangement \\ ith 

a supplier doing busines., with M. ha, been recei, in£ 

from the ,upplier a percentage of the a1110uni> that th~ 
,upplier Invoice, to M. B (bel",e, thi, Information 

to A who. acting upon it. searches in the cour,e of 

the audit for indication, of a ~icknacJ.. ,chcme. A, 

a result. A discovers information from audIt sources 

that independently indicate the exi,tcIKe of a J..lck

back scheme. Without revealing the tax return infor

mation A has received from B . .A brIngs to the at· 

tention of officers of M the audit Information indio 

eating the existence of the kickhack scheme. Section 

7216(a) and ~301.7216-1 do not apply to B's disclo

sure of [)', tux return information to A. A's use of D', 

information in the cour,e of the audIt. and A's dis

closure to M of the audit information indicating the 

existence of the kickback scheme. Section 72161 a) 

and ~301.7216-1 would apply to a disclosure to M. 

or to any other person not an employee or member 

of the accounting fIrm. of D's tax return information 

furnished to B. 

(i) Corpomtej7dllciaries. A trust COlll

pany, trust department of a bank, or other 
corporate fiduciary that prepares a tax re
turn for a taxpayer for whom it renders 
fiduciary, investment, or other custodial or 
management services may, unless the tax
payer directs otherwise-

(I) Disclose or use the taxpayer's tax 
return information in the ordinary course 
of rendering sueh services to or for the 
taxpayer: or 

(2) Make the information available to 
the taxpayer's attorney, accountant, or in
vestment advisor. 

(j) Disclosure to taxpayer's .j7duci((lY. 
If, after furnishing tax rcturn informa
tion to a tax return preparer, the taxpayer 
dies or becomes incompetent, insolvent, 
or bankrupt, or the taxpayer's assets are 
placed in conservatorship or rcceivership, 
the tax return preparer may disclose the in
formation to the duly appointed fiduciary 
of the taxpayer or his estate, or to the duly 
authorized agent of the fiduciary. 

(k) Disclosure or lise of inforll/ation in 
preparation or audit of State Of lout! tox 
rerums or assisting a taxl'uver H'ifhf(Jreign 
coulltry fax obligatiolls. Thc provisions of 
paragraphs (c) and (d) of this section shall 
apply to the disclosure hy any tax return 
preparer of any tax return information in 
the preparation of, or in connection with 
the preparation of, any tax return of the 
taxpayer under the law of any State or po
litical subdivision thereof, of the District 
of Columbia, of any territory or po~sessi()n 
of the United States, or of a country otha 
than the United States. The provisions of 
section 7216(a) and 001.7216-1 shall not 
apply to the use by any tax return preparer 
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of any tax return infnrmatilln in the prepa
ration of. or in connection with the prepa
ration of. any tax return of the taxpayer un
der the law of any State or political subdi
vision thereof. 0" the District of Columbia, 
of any territory or pos,ession of the United 
States, or of a country other than the United 
States. The prm'i,ions of section 7~ I b(a) 
and ~:lO 1.7~ \6-1 shall not apply to the dis
closure or use by any tax return prepareI' 
of any tax return information in the audit 
of. or in connectioll with the audit of, any 
tax return of the taxpayer under the law of 
any State or political subdivision thereof. 
of the District of Columbia, of any terri
tory or possession of the United States. 

(I) Penlllcnl .tilr lux prepuration scr
\'iees. A tax return preparer may use and 
disclose, without the taxpayer's written 
consent, tax return information that the 
taxpayer provides to the tax return pre
parer to pay for tax preparation services 
to the extent necessary to process the 
payment. For example, if the taxpayer 
gives Ihe lax relurn preparer a credit card 
to pay for tax preparation services, the 
tax return preparer may disclose the tax
payer's name, credit card number, credit 
card expiration date, and amount due for 
tax preparation services to the credit card 
company, as necessary, to process the pay
ment. Any tax return information that is 
not relevant to the payment may not be 
used or disclosed by the tax return pre
parer without the taxpayer's prior written 
consent, unless otherwise permitted under 
another provision of this section. 

(m) Rctention of rccords. A tax return 
preparer may retain tax return information 
of a taxpayer, including copies of tax re
turns, in paper or elcctronic format. pre
pared on the basis of the tax return infor
mation. and may use the information in 
connection with the preparation of other 
lax returns of thc taxpayer or in connec
tion with an examination by the Internal 
Re\'enue Service of any tax return or sub
sequent tax litigation relating to the tax re
turn. The prm'isions of paragraph (n) of 
this section regarding the transfer of a tax
payer list also apply to the transfer of any 
rl'cords and related papers to which this 
paragraph applil's. 

(n) LiSls ,till' solieilol/oll o( Icl.\' rellll'll 
hl/.lil/c.I.I. A ta.\ return preparer may com
pile and maintain a separate list contain
ing solely the names. addresses. e-mail ad
dresses, and phone numbers of ta.\payers 
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whose tax rcturns the tax return preparer 
has prepared or processed. This list may 
be used by the compiler solely to contact 
the taxpayers on the list for the purpose of 
offering tax information or additional tax 
return preparation services to such taxpay
ers. The compiler of the list may not trans
fer the taxpayer list, or any part thereof. to 
any other person unless the transfer takes 
place in conjunction with the sale or other 
disposition of the compiler's tax return 
preparation business. A person who ac
quires a taxpayer list, or a part thereof. in 
conjunction with a sale or other disposition 
of a tax return preparation business is sub
ject to the provisions of this paragraph with 
respect to the list. The term list, as uscd 
in this paragraph, includes any record or 
system whereby the names and addresses 
of taxpayers are retained. The provisions 
of this paragraph also apply to the transfer 
of any records and related papers to which 
this paragraph (n) applies. 

(0) Producillg statistical illformatioll 
ill connection with tax retum prepara
tion husiness. A tax return preparer may 
use, for the limited purpose specified in 
this paragraph, tax return information to 
produce a statistical compilation of data 
described in §301.7216-I(b)(:l)(i)(B). The 
purpose and use of the statistical compi
lation must relate directly to the internal 
management or support of the tax return 
preparer's tax return preparation business. 
The tax return preparer may not disclose 
or use the tax return information in con
nection with, or support of. businesses 
other than tax return preparation. The 
compiler of the statistical compilation 
may not transfer the compilation, or any 
part thereof, to any other person unless the 
transfer takes place upon the sale or other 
disposition of the tax return preparation 
business of the compiler. A person who 
acquires a compilation, or a part thereof, 
in conjunction with a sale or other disposi
tion of a tax rdurn preparation business is 
subject to the provisions of this paragraph 
with respect to the compilation as if the 
acquiring person had compiled it. 

(p) Discloslire or lise of injiml1(ltiol1jCi/' 
CjlwlifY or pcer rCl'ic\I's. The provisions of 
section 7216(a) and S301.7216-1 shall not 
apply to any disclosure for thc purpose of 
a quality or peer review to the extent nec
essary to accomplish the review. A qual
ity or peer re\ iew is a rcview that is un
dertaken to evaluate, monitor. and improve 

the quality and accuracy of a tax return pre
parer's tax preparation, accounting, or au
diting sen' ices. A qual1ty or peer review 
may be conducted only by attorneys. cer
tified public accountants, enrolled agents, 
and enrolled actuaries who are eligible to 
practice before the Internal Revenue Ser
vice. See Department of the Treasury Cir
cular ~30, 31 CFR part 10. Disclosure of 
tax return information is also authorized 
to persons who provide administrative or 
support services to an individual who is 
conducting a quality or peer review under 
this paragraph (p), but only to the extent 
necessary for the reviewer to conduct the 
review. Tax return information gathered in 
conducting a review may be used only for 
purposes of a review. No tax return infor
mation identifying a taxpayer may be dis
closed in any evaluative reports or recom
mendations that may be accessihle to any 
person other than the reviewer or the tax 
return pre parer being reviewed, The tax 
return preparer being reviewed will main
tain a record of the review including the in
formation reviewed and the identity of the 
persons conducting the review. After com
pletion of the review, no documents con
taining information that may identify any 
taxpayer by name or identification number 
may be retained by a reviewer or by the re
viewer's administrative or support person
nel. Any person (including administrative 
and support personnel) recciving tax return 
information in connection with a quality or 
peer review is a tax return preparer for pur
poses of sections 7216(a) and 6713(a). 

(q) Disclosure to report the commis· 
sion of a crime. The provisions of section 
7216(a) and §301.7216-1 shall not apply 
to the disclosure of any tax return infor
mation to the proper Federal, State, or lo
cal official in order, and to the extent nec
essary, to inform the official of activities 
that may constitute, or may have consti
tuted, a violation of any criminal law or to 
assist the official in investigating or pros
ecuting a violation of criminal law. A dis
closure made in the bonafide but mistaken 
belief that the activities constituted a vio
lation of criminal law is not subject to sec
tion 7216(a) and §301.7216-1. 

(r) Disclosure of tax return infonnation 
dlle to a tax return preparer's incapacity or 

death. In the event of incapacity or death 
of a tax return preparer, disclosure of tax 
return information may be made for the 
purpose of assisting the tax return preparer 



or his legal representative (or the represen
tati ve of a deceased tax return preparer' s 
estate) in operating the husiness. Any per
son receiving tax return information un
der the provisions of this paragraph (rl is 
a tax return preparer for purposes of see
tions 7216(a) and 6713(a). 

(s) Effective date. This section applies 
on the date that is 30 days after the final 
regulations are published in the Federal 
Register. 

Par. 5. Section 30l.7216-3 is revised 
to read as follows: 

.9301.7216-3 Disclosure or use permitted 
only with the taxpayer '.I' cOllsent. 

(a) In general-(l) Taxpayer COIl

sent. Unless section 7216 or §30 1.7216-2 
specifically authorizes the disclosure or 
use of tax return information, a tax re
turn preparer may not disclose or use a 
taxpayer's tax return information prior to 
obtaining a consent from the taxpayer, as 
described in this section. The consent must 
be knowing and voluntary. As an example, 
a tax return preparer may not condition 
its provision of preparation services upon 
the taxpayer's consenting to a use of the 
taxpayer's tax return information. Except 
as provided in paragraph (a)(2) of this 
section, conditioning the provision of ser
vices on the taxpayer's furnishing consent 
will make the conscnt involuntary, and the 
consent will not satisfy the requirements 
of this section. 

(2) Taxpaver consellt to a tax return pre

pareI' furnishing tax retum illformation to 

another tax retum prepareI'. A tax re
turn preparer may condition its provision 
of preparation services upon a taxpayer's 
consenting to disclosure of the taxpayer's 
tax return information to another tax re
turn preparer for the purpose of perform
ing services that assist in the preparation 
of, or provide auxiliary services in connec
tion with the preparation of. the tax return 
of the taxpayer. 

(3) Guidance describing the form and 
contents of taxpayer cOllsents. The Com
missioner may issue guidance, by revenue 
proeedure, describing the form and content 
of taxpayer consents authorized under this 
section. 

(b) Timing requirements and limita

tions-(l) No retroactive consent. A 
taxpayer must provide written consent be-

fore a tax return prepareI' discloses or uses 
the taxpayer's tax return information. 

(2) Time limitatiolls 011 requestillg COII

sent. A tax return preparer may not request 
a taxpayer's consent to use or disclose tax 
return information after the tax return pre
parer provides a completed tax return to 
the taxpayer for signature. 

(3) No reqllestsfc)r consent after (III U/I

surcessful request. With regard to tax re
turn information for each income tax re
turn that a tax return preparer prepares, if a 
taxpayer declines a request for consent to 
the use or disclosure of tax return informa
tion, the tax return preparer may not make 
another request to obtain consent for a pur
pose substantially similar to that of the re
jected request. 

(4) Duration of COil sent. No consent to 
the use or disclosure of tax return informa
tion may be effective for a period longer 
than one year from the date the taxpayer 
signed the consent. 

(c) Special rules-(l) Multiple disc/i)
sures within Cl single cOl1sel1tfonll or 111111-

tiple uses within a single consent fol'll/. 
A taxpayer may consent to multiple uses 
within the same written document, or mul
tiple disclosures within the same written 
document. A single written document, 
however, cannot authorize both uses and 
disclosures; rather one written document 
must authorize the uses and another sepa
rate written document must authorize the 
disclosures. Furthermore, a consent that 
authorizes multiple uses or multiple dis
closures must specifically and separately 
identify each use or disclosure. 

(2) Disclosure of emire refilm. A con
sent may authorize the disclosure of all in
formation contained within a return. A 
consent authorizing the disclosure of an 
entire return must set forth an explanation 
of the reasons why a consent authorizing a 
more limited disclosure of tax return infor
mation is unsatisfactory for the purpose of 
the consent. 

(3) COPy of COilSellt IIlIlSt be p/"(}I'ided 

to taxpayer. The tax return prepareI' must 
provide a copy of the executed consent to 
the taxpayer at the time of execution. The 
requirements of this paragraph may also be 
satisfied by giving the taxpayer the oppor
tunity, at the time of executing the consent, 
to print the completed consent or save it in 
electronic form. 

(d) Perllli.l'sibir disclosl/res to third p({r

ties at the request of' the taxp({ver. A 

tax return preparer may disclose tax re
turn information to third parties as the tax
payer directs so long as the taxpayer pro
vides a consent to disclose tax ret Uri! in
formation that satisfies the requirements 
of this paragraph and as prescribed by the 
Commissioner by revenue procedure. (See 
~601.60](d)(2) of this chapter.) 

(e) EfFectil'e dare. This section applies 
on the date that is 30 days after the final 
regulations are published in the Federal 
Register. 

Mark E. Matthews, 
Deputy COIllII/is.lion/'/' jiJI" 
Sen'ices ([lid Enfim·elllcnt. 

(Filed by the Office of the Feueral Rl'gi .... ter on Dl'lL'lllhcr 7. 
2005. X:-l5 a.tn .. and puhll,hed in the 1 ....... lIl' of tht' F,~dl'raJ 

R(')p ..... tcr tor IJcccmtx'r X. 20{)5. 7() r.R. 72 l »)4) 

Deletions From Cumulative 
List of Organizations 
Contributions to Which 
are Deductible Under Section 
170 of the Code 

Announcement 2006-3 

The names of organizations that no 
longer qualify as organizations de~cribed 
in section 170(c)(2) of the Internal Rev
enue Code of 1986 are listed below. 

Generally, the Service will not disallow 
deductions for contributions made to a 
listed organization on or before thc date 
of announcement in the Internal Revenue 
Bulletin that an organization no longer 
qualifies. However, the Service is not 
precluded from disallowing a deduction 
for any contributions made after an or
ganization ceases to qualify under section 
170(cj(2) if the organization has not timely 
filed a suit for declaratory judgment under 
section 7428 and if the contributor (I) had 
knowledge of the revocation of the ruling 
or determination letter. (2) was aware that 
such revocation was imminent, or (3) wa~ 

in part responsible for or was aware of the 
acti vities or omissions of the organization 
that brought about this revocation. 

If on the other hand a suit for declara
tory judgment has been timely filed, con
tributions from indi\'iduals and organiza
tions described in section 170( c)(:2) that 
are otherwise allowable will continue to 
be deductible. Protection under ~ecti()n 
7428(c) would hegin on January 17. 2()()(). 
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and would end on the date the court first 
determines that the organization is not de
scribed in section 170(c)(2) as more partic
ularly set forth in section 7428(c)( I). For 
individual contributors, the maximum de
duction protected is $1.000. with a hus
band and wife treated as one contributor. 
This benefit is not extended to any indi
vidual. in whole or in part, for the acts or 
omissions of the organization that were the 
basis for revocation. 

American Institute of Marine Studies, Inc. 
Lauderdale by the Sea, FL 

Hampton Roads Community Foundation 
Mechanicsville, VA 

Employer Comparable 
Contributions to Health 
Savings Accounts Under 
Section 4980G; Hearing 

Announcement 2006-4 

AGENCY: Internal Revenue Service 
(IRS), Treasury 

ACTION: Notice of public hearing on pro
posed rulemaking. 

SUMMARY: This document contains 
a notice of public hearing on proposed 
regulations (REG-138647-04, 2005-41 
LR.B. 697) providing guidance on em
ployer comparable contributions to Health 
Savings Accounts (HSAs) under section 
.f980G. 
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DATES: Thc public hearing is being held 
on February 23. 2006, at 10 a.m. The 
IRS must receive outlines of the topics to 
be discussed at the hearing by February 2, 
2006. 

ADDRESSES: The public hearing is be
ing held in the IRS Auditorium, Internal 
Revenue Service Building, IIII Con
stitution Avenue, NW, Washington, DC. 
Send submissions to: CC:PA:LPD:PR 
(REG-I 38647-04), Room 5203, Inter
nal Revenue Service, POB 7604, Ben 
Franklin Station, Washington, DC 20044. 
Submissions may be hand delivered be
tween the hours of 8 a.m. and 4 p.m. 
to CC:PA:LPD:PR (REG-I 38647-04), 
Courier's Desk, Internal Revenue Service, 
IIII Constitution Avenue, NW, Wash
ington, DC. Alternatively, taxpayers may 
submit electronic outlines of oral com
ments directly to the IRS Internet site 
http://www.irs.gov/regs. 

FOR FURTHER INFORMATION: Con
cerning submission of comments, the hear
ing, and/or to be placed on the building ac
cess to attend the hearing, Kelly Banks at 
(202) 622-7180 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 
The subject of the public hearing is 
the notice of proposed rulemaking 
(REG-l 38647-04) that was published 
in the Federal Register on August 26, 
2005 (70 FR 50233). 

The rules of 26 CFR 601.601(a)(3) ap
ply to the hearing. 

A period of 10 minutes is allotted to 
each person for presenting oral comments. 
The IRS will prepare an agenda contain
ing the schedule of speakers. Copies of 
the agenda will be made avai lable, free of 
charge, at the hearing. 

Because of access restrictions, the IRS 
will not admit visitors beyond the imme
diate entrance area more than 30 minutes 
before the hearing starts. For informa
tion about having your name placed on 
the building access list to attend the hear
ing, see the "FOR FURTHER INFORMA
TION CONTACT" section of this docu
ment. 

Guy R. Traynor, 
Acting Chief, Publications alld 

Regulations Branch, 

Associate Chief Counsel 
(Procedure alld Administration). 

(Filed by the Office of the Federal Register on December 21. 
2005. 8:45 a.m .. and published in the issue of the Federal 
Register for December 22. 2005. 70 F.K 75998) 



Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 141.-Private 
Activity Bond; Qualified 
Bond 
26 CFR I.Nl-l3. Re/lllilling i.IS/WI. 

T.D.9234 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Obligations of States and 
Political Subdivisions 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains fi
nal regulations on the definition of pri

vate acti vity bond applicable to tax-ex
empt bonds issued by State and local gov

ernments. These regulations affect issuers 
of tax-exempt bonds and provide needed 

guidance for applying the private activity 
bond restrictions to refunding issues. 

DATES: Ef{ectil1e Date: These regulations 

are effective February 17,2006. 

Applicahilitv Date: For dates of appli
cability, see §1.I41-I5U) of these regula
tions. 

FOR FURTHER INFORMATION 
CONTACT: Johanna Som de Cerff, (202) 

622-3Y80 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

This document amends the Income Tax 

Regulations (26 CFR part I) under section 
141 of the Internal Revenue Code (Code) 

by providing rules on the application of the 

private activity bond tests to refunding is
sues. This document also amends the In

come Tax Regulations under sections 145, 

149 and 150 by providing rules on certain 

related matters. 
On May 14, 2003, the IRS published in 

the Federal Register a notice of proposed 
rulemaking (REG-I 13007-99. 2003-1 

C.B. 1004 [68 FR 258451) (the proposed 

regulations) relating to the matters ad

dressed in this Treasury decision. A 

public hearing on the proposed regula

tions was scheduled for September 9. 

2003. However. the public hearing was 

cancelled because no requests to speak 
were recei ved. Written comments on the 

proposed regulations were received. After 
consideration of all the written comments, 

the proposed regulations are adopted as 

revised by this Treasury decision (the final 

regulations). The revisions arc discussed 
below. 

Explanation of Provisions 

A. Introdllctioll 

In general, under section 103, gross in
come does not include the interest on any 

State or local bond. However. this ex

clusion does not apply to private activity 
bonds (other than certain qualified bonds). 
Section 141(a) defines a private activity 

bond as any bond issued as part of an is
sue that meets either (I) the private busi

ness use test in section 141 (b)( I) and the 

private security or payment test in section 
141 (b )(2) (the private husiness tests) or (2) 

the private loan financing test in section 
141 (c) (the private business tests and the 

pri vate loan financing test are referred to 
collectively as the "private activity hond 
tests"). 

The private business use test is met if 

more than 10 percent of the proceeds of an 

issue are to be used for any private busi
ness use. Section 141(b)(6) defines private 

business use as use directly or indirectly in 

a trade or business that is carried on by any 

person other than a governmental unit. 

The private security or payment test is 

met if the payment of the principal of. or 
the interest on, more than 10 percent of 

the proceeds of an issue is directly or in

directly ( I) secured by an interest in prop

erty used or to be used for a private busi

ness use. (2) secured by an interest in pay

ments in respect of such property. or (3) to 
be derived from payments. whether or not 

to the issuer, in respect of property, or bor

rowed money, used or to be used for a pri

vate business use. 

The private loan financing test I, ,ati,

fied if more than the lesser lit $5 lllillion 

or 5 percent of the procecds of an Issue arc 
to be used to make or finance loan, to per

sons other than governmental Llnih. 

On January 16, 1997, final regulations 
(T.O. 8712, 1997-1 C.B. 15) relating to 

the definition of private activity bonds 

and related rules under sections 103. 1.+1. 
142. 144, 145, 147. 14H, and 150 were 

published in the Federal Register (62 FR 

2275) (the 19Y7 regulations). Under the 
1997 regulations. the am()unt of pri "ale 

business use of property financed by an 

issue is equal to the average percentage of 
private business use of that property dur

ing a defined measurement period. The 

measurement period begins on the later 
of the issue date of the issue or the date 

that the property is placed in service and 
ends on the earlier of the last date of the 

reasonably expected economic life of the 
property or the latest maturity date or any 

bond of the issue financing the property 
(determined without regard to any optional 
redemption dates). In general, under the 

1997 regulations, the amount or pri vate 
security or private payments is determined 

by comparing the present value of the 
private security or private paymenh to 
the present value of the debt service to be 

paid over the term of the issue. using the 
bond yield as the discount rate. The 1997 

regulations reserve *1.141-13 for rules 
regarding the application of the private 

business tests and the private loan financ
ing test to refunding issues. 

B. ApplicCllioll of Pri\'(/fC Acfil'it\, BOlld 

Tests to Refill/ding IsslICS 

I. /11 gCl/cml 

The proposed regu\ati()n~ provide that, 

in general. a refunding issue and a prior 

issue are rested separately under ~ection 

141. Thus. the determination of whethel 

a refunding issue consists of private ,lC
tivity bonds generally docs not depend on 

whether the prior issue con,ish ~)r pri\Clte 
activity bonds. 

Commentators supported thi" separatc 
testing principle. The final regulation, re

tain thi, approach. 

2006-1 C.B. 329 



2. AI/ocu/io/l o(proccci/s 

The proposed regulations prO\ide that. 
in applying the pri\ate business tests and 
the pri\ale loan financing test to a refund
ing issue. the pmceed, of the refunding IS

sue are allocated to the same purpose in
\e,tments (lI1dudlI1g any pri\'ate loan un
der section 1-1-I(c)) and expenditures as the 
proceeds of the prior issue. 

Comment, \\ ere not received on thi, al-
10GlIion prmi,ion. The final regulations 
retain this rule. 

.'. M('(/I/(/'('III(,II/ o(pril'll/c hllSillcss IISC 

The proposed regulations generally 
prO\ide that the amount of private busi
ness use of a refunding issue is determined 
based on the separate measurement period 
for the refunding issue under *1.l41-3(g) 
(for example. without regard to any private 
business use that oecuned before the issue 
date of the refunding issue). Thus. for in
stance. if an issuer refunds a taxable bond 
or an exempt facility bond. any private 
business use of the refinanced facilities 
before the issue date of the refunding is
sue is disregarded in applying the privatc 
busines:, use test to the refunding issue. 

In the case of a refunding issue that re
funds a prior issue of governmental bonds. 
however. the amount of private business 
use is generally determined based on a 
combined measurement period. For pur
poses of the proposed regulations. a gov
ernmental bond is any bond that. when is
sued. purported to be either a governmen
tal hond. as defined in ~ 1150-1 (b 1. or a 
qual ified 50 I (c)( J ) bond. as defined in sec
tion 1-1-5(a). The combined measurement 
period i, the period that begins on the fin .. t 
day of the measurement period (as defined 
in ~ 1.1-1-1-3(g)) for the prior issue (or the 
fiht i"ue ()f gm'crnmcntal bond, in the 
l'a,e of a :,eries of refundings of govern
mental bomb) and ends on the last day of 
thl' Illca,urement periud for the refunding 
1"UC. 

,.'\, an alternati\'e to the combined mea
'llIclllcnl pcriud approach. the proposed 
regulatinn, pl'rlnit i,sllers to mcasure pri
\ atc bu,ine" w,c hased on the separate 
IIlC~NlrCIl1Cllt pcril1d of the refunding is
,uc. but (lilly if the prim i,sue of gowrn
IllCllt~t1 bond, does not meet thc pri\atc 
blhIIlC', u,c test dUring a ,hortened mea
,urCll1l'llt pc'riod. The ,hortened measure-
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ment period begins on the first day of the 
measurement period of the prior issue (or 
the first issue of gO\ernmental bonds in the 
case of a series of refundings of go\'ern
mental bonds) and ends on the issue date of 
the refunding issue. Whether a prior issue 
meets the private business use test during 
the shortened measurement period is deter
mined based on the actual use of proceeds. 
without regard to the reasonable expecta
tions test oq1l41-~(d). 

Commentators suggested that the pro
posed regulations be modified with respect 
to governmental bonds: (I) to delete the 
shortened measurement period concept: 
(2) to provide. ahsent any e\'idence to the 
contrary. and subject to general anti-abuse 
rules. a presumption that an issuer did not 
exceed the ten percent private business use 
limit: and (3) to specify that the amount 
of private business use of the refunding 
issue is the amount of private business use 
during either the separate measurement 
period for the refunding issue or the com
bined measurement period. 

These commentators suggested that a 
separate measurement period approach 
would not allow an issuer to increase 
the amount of private business use without 
jeopardizing the tax exemption of the prior 
issue. and thus an issuer generally should 
he pennitted to measure private business 
use of a refunding issue using a separate 
measurement period. Nevertheless. these 
commentators suggested that the regula
tions include a general anti-abuse rule. 
They noted. for example. that a separate 
measurement period approach could per
mit an issuer to have an additional ten 
percent of private business use in con
nection with a refunding issue after the 
period of limitations for the prior bonds 
has run. These commentators suggested 
that. in such a situation. it would be fair 
to consider the refunding issue to be an 
abuse if the issuer is deliberately trying to 
exploit the private business use limit. 

The final regulations retain the basic ap
proach of the proposed regulations to mea
suring private business use. The final reg
ulations do not adopt the suggestions to 
delete the shortened measurement period 
concept and to provide that private busi
ness use may be measured during either a 
separate or combined measurement period. 
These suggestions are not adopted because 
they could result in more private husiness 
use than otherwise would be permitted af-

ter the expiration of the period of limita

tions for the prior issut'. 
The final regulations do not adopt the 

suggestion to create a presumption that 
the private husineo;, usc limit was not ex
ceeded with respect to prior honds. It is 
not clear such a presumption is warranted 

in all case". 
The final regulations also do not adopt 

the suggestion to add an anti-abuse rule. 
The IRS and Treasury Department have 
concluded that the bright-line rule in 
the proposed regulations for determining 
when issuers must apply a combined mea
surement period and when issuers may 
apply either a combined measurement pe
riod or a separate measurement period is 
an appropriate methodology for measur
ing the private business use of a refunding 
issue and provides more administrative 
certainty than would be provided by an 
anti-abuse rule. 

Commentators expressed concern re
garding an issuer's ability to establish the 
amount of private business use during a 
combined measurement period if the pe
riod begins a significant amount of time 
before the refunding bonds are issued. 
They noted that. in some cases. the re
funded bonds may have heen issued as 
many as twenty years or more before the 
refunding bonds are issued. These com
mentators stated that document retention 
policies vary by issuer and retaining or 
locating the necessary information over 
such long periods of time may be difficult. 

The final regulations apply prospec
tively and only to refunding bonds that 
are subject to the 1997 regulations. In 
general, under §1.I41-15. the 1997 reg
ulations apply to refunding bonds only 
if. among other requirements. (I) the re
funded bonds were originally issued on 
or after May 16. 1997. (2) the weighted 
average maturity of the refunding bonds is 
longer than the weighted average maturity 
of the refunded bonds, or (3) the issuer 
chooses to apply the 1997 regulations to 
the refunding bonds. Thus. the final reg
ulations will not apply to any refunding 
of bonds originally issued before May 
16, 1997, unless the issuer extends the 
weighted average maturity of the prior 
bonds or otherwise chooses to have the 
1997 regulations apply to the refunding 
bonds (or an earlier issue of bonds). 

In addition. to address commentators' 
concerns. the final regulations provide 



transitional relief for refundings of bonds 
originally issued before May 16,1997 (the 
effective date of the 1997 regulations). 
Specifically, the final regulations provide 
that, if the prior issue (or, in the case 
of a series of refundings of governmen
tal bonds, the first issue of governmental 
bonds in the series) was issued before May 
16,1997, then the issuer, at its option, may 
treat the combined measurement period 
as beginning on the date (the transition 
date) that is the earlier of (l) December 
19,2005, or (2) the first date on which the 
prior issue (or an earlier issue in the case 
of a series of refundings of governmental 
bonds) became subject to the 1997 regula
tions. This transitional relief, which was 
not contained in the proposed regulations, 
has been added to the final regulations in 
response to concerns expressed by com
mentators regarding an issuer's ability 
to establish the amount of private busi
ness use during a combined measurement 
period if the period begins a significant 
amount of time before the refunding bonds 
are issued. 

Some commentators requested guid
ance on how the private business tests 
apply to the shortened and combined mea
surement periods for refundings of bonds 
originally issued before the effective date 
of the Tax Reform Act of 1986, 100 Stat. 
2085 (the 1986 Act), if the refunding does 
not qualify for transitional relief under the 
1986 Act or prior law. Specifically, com
mentators requested guidance on whether 
(1) the ten-percent private business use 
limitation under the 1986 Act or (2) the 
applicable private business use limitation 
under prior law (for example, the 25-per
cent limitation under the Internal Revenue 
Code of 1954) applies in the case of a 
non-transitioned refunding of a bond is
sued under law in effect prior to the 1986 
Act. The final regulations clarify in an ex
ample that the 1986 Act limitations apply 
to the shortened and combined measure
ment periods. The issuer, however, may 
treat these periods as beginning on the 
transition date described above. 

4. Measurement of private security and 
private payments 

Under the proposed regulations, if the 
amount of private business use is deter
mined based on the separate measurement 
period for the refunding issue, then the 

amount of private security and private 
payments allocable to the refunding issue 
is determined under §1.l41-4 by treating 
the refunding issue as a separate issue. On 
the other hand, if the amount of private 
business use is determined based on a 
combined measurement period, then the 
amount of private security and private pay
ments allocable to the refunding issuc is 
determined under § 1.141-4 by treating the 
refunding issue and all earlier issues taken 
into account in determining the combined 
measurement period as a combined issue. 
The proposed regulations contain specific 
rules for determining the present value of 
the debt service on, and the private secu
rity and private payments allocable to, a 
combined issue. 

Commentators requested clarification 
regarding how the private sccurity or pay
ment test applies under the combined issue 
mcthodology in the case of a refunding 
of only a portion of the original principal 
amount of a prior issue. The final regula
tions clarify that, in these circumstances, 
( I) the refunded portion of the prior issue 
is treated as a separate issue and (2) any 
private security or privatc paymcnts with 
respect to the prior issue are allocated rat
ably between the combined issue and the 
unrefunded portion of the prior issue in a 
consistent manner based on relative debt 
service. 

The proposed regulations also permit 
an issuer to use the yield on a prior issue 
of governmental bonds to determine the 
present value of private security or private 
payments under arrangements that were 
not entered into in contemplation of the re
funding issue. For this purpose, any ar
rangement that was entered into more than 
one year before the issue date of the re
funding issue will be treated as not entered 
into in contemplation of the refunding is
sue. 

Comments were not received on this 
special rule for arrangements not entered 
into in contemplation of the refunding is
sue. The final regulations retain this pro
vIsion. 

5. Multipurpose issue allocations 

Section 1.148-9(h) permits an issuer to 
use a reasonable, consistently applied allo
cation method to treat the portion of a mul
tipurpose issue allocable to a separate pur
pose as a separate issue for certain of the 

arbitrage provisions of section 148. Sec
tion 1.141-13(d) of the proposed regula
tions allows an issuer to apply § 1.148-9(h) 
to a multipurpose issue for certain pur
poses under section 141. An allocation 
will not be reasonable for this purpose if it 
achicves more favorable results under sec
tion 141 than could be achieved with ac
tual separate issues. In addition, alloca
tions under the proposed regulations and 
§) .148-9(h) must be consistent for pur
poses of sections 141 and 148. The pro
posed regulations do not permit allocations 
for purposes of section 14l(c)(l) (relating 
to the private loan financing test) or sec
tion 141 (d)(l) (relating to ccrtain restric
tions on acquiring nongovernmental out
put property). 

Commentators supported the mUltipur
pose allocation provisions in the proposed 
regulations. The final regulations retain 
those provisions. Commentators also re
quested clarification that an allocation 
under §1.l41-13(d) may be made at any 
time. The final regulations provide that 
an allocation under §1.l41-13(d) may be 
made at any time, but once made may not 
be changed. The final regulations also pro
vide that the issue to be allocated and each 
of the separate issues under the allocation 
must consist of one or more tax-exempt 
bonds. Thus, an allocation of a multi
purpose issue into two or more separate 
issues is not permitted under § 1.141-13(d) 
if, at the time of the allocation, the issue to 
be allocated or any of the separate issues 
under the allocation consists of taxable 
private activity bonds. 

6. Application of reasonable expectations 
test to certain refunding bonds 

Section 1.141-2(d) provides that an is
sue consists of private activity bonds if the 
issucr (1) reasonably expects, as of the is
sue date, that the issue will meet either 
the private business tests or the private 
loan financing test, or (2) takes a deliberate 
action, subsequent to the issue date, that 
causes the conditions of either the private 
business tests or the private loan financing 
test to be satisfied. Section 1.141-2(d)(3) 
provides, in general, that a deliberate ac
tion is any action taken by the issuer that is 
within its control. 

The proposed regulations providc that 
an action that \vould otherwise cause a re
funding issue to satisfy the private busi-
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ness tests or the pri\'ate loan financing test 
is not taken into account under the reason
able expectations test of * I, 141-2( d) if ( I ) 
the action is not a deliberate action within 
the meaning of ~ 1.141-2(d)(3 \, and (2) the 
weighted awrage maturity of the refund
ing honds is not greater than the remain-
1l1g weighted average maturity of the prior 
bonds. 

Commentators suggested that the lim
itation on the weighted a\'erage maturity 
of the refunding bonds to the remaining 
weighted average maturity of the prior 
bonds could penalize issuers for issuing 
,h0l1cr-term obligations initially. or pro
\'ide an incentive to issue longer-term 
obligations 1l1itially. These commentators 
reque"ted that the weighted average matu
rity of the refunding bonds be limited only 
to 120 percent of the weighted average 
reasonably expected economic life of the 
property financed by the prior honds. The 
final regulations amend this provision to 
provide that the weighted average matu
rity of the refunding bonds may not exceed 
the weighted average reasonahly expected 
economic life of the property financed by 
the prior bonds. 

Commentators also requested that an 
example illustrating this provision be 
added to the regulations, The final regula
tions add such an example. 

7. Refill/dinKs ()/ certain gelleral 

o/Jligmioll bOllds 

Section I, 141-2(d)(5) provides that the 
determination of whether bonds of an is
sue are pri vate acti vity bonds may be based 
s!llely on the issuer's reasonahle expec
tations as of the issue date (and not on 
II'hether there are any subsequent deliber
ate actions) if. among other requirements. 
the issue is an issue of general obligation 
bonds of a general purpose governmental 
unit that finances at least 25 separate pur
poses. 

Commentators ,uggested that a refund
ing issue should not consist of private ac
ti\'ity bonds if the prior issue meets the re
quirements of *1.141-2(d)(5). The final 
regulations adopt this comment. 

C. Trl'<llIIl£'1Il or /.I .I 1/1111 ('£' Costs Fillill/eed 

hI Prior /111/(' (}f QI/uli/in! 50/( c)1 3) 

BO/lds 

Linder the 1997 regulations. the use of 
proceeds of an issue of qualified 501(c}(3) 
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bonds to pay issuance costs of the issue is 
treated as a private business use, The pro
posed regulations provide that, solely for 
purposes of applying the private business 
use test to a refunding issue. the use of pro
ceeds of the prior issue (or any earlier issue 
in a series of refundings) to pay issuance 
costs of the prior issue (or the earlier issue) 
is treated as a government use, 

Comments were not received on this 
pn)\'lslOn. Thc final regulations retain this 
rule. 

D. Limitation Oil Ad\'{/Il('(' Rcfimdings oj' 
Primt£' Actil'itv BOllds 

Under section 149(d)(2). interest on a 
bond is not excluded from gross income 
if any portion of the issue of which the 
hond is a part is issued to advance refund 
a private activity bond (other than a quali
fied 50 I (c)( 3) bond). The proposed regu
lations provide that, for purposes of sec
tion l49(d){2). the term private activity 
bond includcs a qualified bond described 
in section 141 (e ) (other than a qualified 
50 I (c )(3) bond), regardless of whether the 
refunding issue consists of private activity 
bonds under the proposed regulations. The 
proposed regulations also provide that. for 
purposes of section 149(d)(2). the term pri
vate activity bond docs not include a tax
able bond, Section l.ISO-l(b) defines TaX

IIble bOlld as any obligation the interest on 
which is not excludable from gross income 
under section 103. 

Commentators recommended that the 
regulations be modified to permit a tax-ex
cmpt private activity bond to be advance 
refunded by a governmental bond if the 
nongovernmental entity's paI1icipation in 
thc financing has been terminated and the 
only beneficiary of the financing is the 
governmental unit. Based on the plain lan
guage of section 14(}(d)(2) and the policies 
underlying that Code provision. the final 
regulations do not adopt this comment. 

Effective Date 

The final regulations apply to honds 
that are (I) sold on or after February 17. 
2006. and (2) subject to the 1997 regula
tions. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula-

tory action as defined in E"ecuti\e Order 
12866. Therefore. a regulatory assessment 
is not required, It has also been determined 
that section 553( b) of the Administrative 
Procedure Act (5 USC chapter 5) does 
not apply to these regulations. and because 
the regulations do not impose a collection 
of information on small entities. the Regu
latory Flexibility Act (5 USC. chapter 6) 
does not apply. 

Drafting Information 

The principal authors of these regu
lations are Johanna Som de Certf and 
Laura W. Lcderman. Office of Chief 
Counsel (Tax-Exempt and Government 
Entities). Internal Revenue Service and 
Stephen 1. Watson. Office of Tax Legisla
tive Counsel, Departmcnt of the Treasury. 
However, othcr personnel from the IRS 
and Treasury Department participated in 
their development. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part I is amended 
as follows: 

PART I~INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read, in part. as follows: 

Authority: 26 U.s.c. 7805 * * * 
Par. 2. Section 1.141-0 is amended 

by adding entries to the table in numerical 
order for ~~ 1.141-13 and 1.141-15UJ to 
read as follows: 

§1.141-O Table afcontents 

* * * * * 

§1.141-J3 Rej'ullding issues. 

(a) In general. 
(b) Application of private business use 

test and private loan financing test. 
(I) Allocation of proceeds, 
(2) Determination of amount of private 

business lise. 
(c) Application of private security or 

payment test. 
(l) Scparate issue treatment. 
(2) Combined issue treatment. 
(3) Special rule for arrangements not 

entered into in contemplation of the re
funding issue. 



(d) MUltipurpose issue allocations. 
(1) In generaL 
(2) Exceptions. 
(e) Application of reasonable expecta

tions test to certain refunding bonds. 
(f) Special rule for refundings of certain 

general obligation bonds. 
(g) Examples. 

* * * * * 

§J.l41-15 Effective dates. 

* * * * * 
Ul Effective dates for certain regula

tions relating to refundings. 

* * * * * 
Par. 3. In §1.l41-1, paragraph (b) is 

amended by revising the definition of gov
ernmental bond to read as follows: 

§l.I4I-I Definitions and rules of general 
application. 

* * * * * 
(b) * * * 
Governmental bond has the same mean

ing as in § 1.150-1 (b), except that, for pur
poses of § 1.141-13, governmcntal bond is 
defined in §U41-13(b)(2)(iv). 

* * * * * 
Par. 4. Section 1.141-13 is added to 

read as follows: 

§1.141-I3 Refunding issues 

(a) In general. Except as provided in 
this section, a refunding issue and a prior 
issue are tested separately under section 
141. Thus, the determination of whether 
a refunding issue consists of private ac
tivity bonds generally does not depend on 
whether the prior issue consists of private 
activity bonds. 

(b) Application of private business use 
test and private loan financing test-( 1) 

Allocation of proceeds. In applying the 
private business use test and the private 
loan financing test to a refunding issue, the 
proceeds of the refunding issue are allo
cated to the same expenditures and pur
pose investments as the proceeds of the 
prior issue. 

(2) Determination of amount of private 
business use-(i) In general. Except as 
provided in paragraph (b )(2)(ii) of this sec
tion, the amount of private business use 
of a refunding issue is determined under 

§1.141-3(g), based on the measurement 
period for that issue (for example, without 
regard to any private business use that oc
curred prior to the issue date of the refund
ing issue). 

(ii) Refundings of governmental bonds. 
In applying the private business use test to 
a refunding issue that refunds a prior issue 
of governmental bonds, the amount of pri
vate business use of the refunding issue is 
the amount of private business use-

(A) During the combined measurement 
period; or 

(B) At the option of the issuer, during 
the period described in paragraph (b)(2)(i) 
of this section, but only if, without re
gard to the reasonable expectations test of 
§1.l41-2(d), the prior issue does not sat
isfy the private business use test, based on 
a measurement period that begins on the 
first day of the combined measurement pe
riod and ends on the issue date of the re
funding issue. 

(iii) Combined measurement pe
riod-(A) In general. Except as pro
vided in paragraph (b)(2)(iii)(B) of this 
section, the combined measurement pe
riod is the period that begins on the first 
day of the measurement period (as de
fined in §1.141-3(g» for the prior issue 
(or, in the case of a series of refundings of 
governmental bonds, the first issue of gov
ernmental bonds in the series) and ends on 
the last day of the measurement period for 
the refunding issue. 

(B) Transition rule for refundings of 
bonds originally issued before May 16, 
1997. If the prior issue (or, in the case 
of a series of refundings of governmen
tal bonds, the first issue of governmen
tal bonds in the series) was issued before 
May 16, 1997, then the issuer, at its op
tion, may treat the combined measurement 
period as beginning on the date (the tran
sition date) that is the earlier of Decem
ber 19, 2005, or the first date on which 
the prior issue (or an earlier issue in the 
case of a series of refundings of govern
mental bonds) became subject to the 1997 
regulations (as defined in § 1.141-15(b». 
If the issuer treats the combined measure
ment period as beginning on the transi
tion date in accordance with this paragraph 
(b)(2)(iii)(B). then paragraph (c)(2) of this 
section shall be applied by treating the 
transition date as the issue date of the earli
est issue, by treating the bonds as reissued 
on the transition date at an issue price equal 

to the value of the bonds (as determined 
under § 1.148-4( e») on that date, and by 
disregarding any pri vate security or private 
payments hefore the transition date. 

(iv) Governmental bond. For purposes 
of this section, the term gOI'ernmemal 
bond means any bond that, when issued, 
purported to be a governmental bond, 
as defined in §1.l50-l(b), or a quali
fied 501(c)(3) bond, as defined in section 
145(a). 

(v) Special rule for refundillgs a/' qual
ified 501(c)(3) bonds with governmental 
bonds. For purposes of applying this para
graph (b)(2) to a refunding issue that re
funds a qualified 501(c)(3) bond, any use 
of the property refinanced by the refunding 
issue before the issue date of the refunding 
issue by a 501(c)(3) organization with re
spect to its activities that do not constitute 
an unrelated trade or business under sec
tion 513(a) is treated as government use. 

(c) Application of private security or 
payment test-( 1) Separate issue treat
ment. If the amount of private business 
use of a refunding issue is determined 
based on the measurement period for 
that issue in accordance with paragraph 
(b)(2)(i) or (b)(2)(ii)(B) of this section, 
then the amount of private security and 
private payments allocable to the refund
ing issue is determined under § 1.141-4 by 
treating the refunding issue as a separate 
Issue. 

(2) Combined issue treatment. If the 
amount of private business use of a refund
ing issue is determined based on the com
bined measurement period for that issue 
in accordance with paragraph (b )(2)(ii)(A) 
of this section, then the amount of pri
vate security and private payments alloca
ble to the refunding issue is determined un
der § 1.141-4 by treating the refunding is
sue and all earlier issues taken into account 
in determining the combined measurement 
period as a combined issue. For this pur
pose, the present value of the private se
curity and private payments is compared 
to the present value of the debt service on 
the combined issue (other than debt service 
paid with proceeds of any refunding bond). 
Present values are computed as of the is
sue date of the earliest issue taken into ac
count in determining the combined mea
surement period (the earliest issue). Ex
cept as provided in paragraph (c)(3) of this 
section, present values are determined by 
using the yield on the combined issue as 
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the discount rate. The yield on the com
bined issue is determined by taking into ac
count payments on the refunding i~sue and 
all earlier issues taken into account in de
termining the combined measurement pe
riod (other than payments made with pro
ceeds of any refunding bond), and based 
on the issue price of the earliest issue. In 
the case of a refunding of only a portion of 
the original principal amount of a prior is
sue. the refunded portion of the prior issue 
is treated as a separate issue and any pri
vate security or private payments with re
spect to the prior issue are allocated ratably 
between the combined issue and the unre
funded portion of the prior issue in a con
sistent manner hased on relative debt ser
vice. Sec paragraph (b)(2)(iii)(B) of this 
section for special rules relating to certain 
refundings of governmental bonds origi
nally issued before May 16, 1997. 

C\) Special rule for arrangemellts not 
entered into in contemplatioll ol the re
lunding issue. In applying the private se
curity or payment test to a refunding issue 
that refunds a prior issue of governmental 
bonds, the issuer may use the yield on the 
prior issue to determine the present value 
of private security and private payments 
under arrangements that were not entered 
into in contemplation of the refunding is
sue. For this purpose, any arrangement 
that was entered into more than 1 year be
fore the issue date of the refunding issue 
is treated as not entered into in contempla
tion of the refundlllg issue. 

(d) Multil'Ulpose issue allocatiolls-( I) 

In general. For purposes of section 14\. 
unless the context clearly requires other
wise, * 1.148-9(h) applies to allocations 
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of multipurpose issues (as defined in 
* 1.148-l(b\), including allocations in
vohing the refunding purposes of the 
Issue. An allocation under this paragraph 
(d) may be made at any time, but once 
made may not be changed. An allocation 
is not reasonable under this paragraph (d) 
if it achieves more favorable results under 
section 141 than could be achieved with 
actual separate issues. The issue to be 
allocated and each of the separate issues 
under the allocation must consist of one or 
more tax-exempt bonds. Allocations made 
under this paragraph (d) and § 1. 148-9(h) 
must be consistent for purposes of section 
141 and section 148. 

(2) Exceptions. This paragraph (d) 
does not apply for purposes of sections 
141 (c)(1) and 141 (d)( 1 ). 

(e) Application ol reasonable expecta
tions test to certain refunding bonds. An 
action that would otherwise cause a re
funding issue to satisfy the private busi
ness tests or the private loan financing test 
is not taken into account under the reason
able expectations tesl of § 1.141-2(d) if-

(I) The action is not a deliberate action 
within the meaning of § 1.141-2(d)(3): and 

(2) The weighted average maturity of 
the refunding bonds is not greater than 
the weighted average reasonably expected 
economic life of the property financed by 
the prior bonds. 

(f) Special rule for refllndings ol certain 
geneml ohligatioll honds. Notwithstand
ing any other provision of this section, a 
refunding issue does not consist of private 
activity bonds if-

(I) The prior issue meets the require
ments of *1.l41-2(d)(5) (relating to cer-

D~te Debt Service 

111101 $9.996,470 
IIl/O~ 9.996,470 
IIl/03 9.996,470 
11110,,( 9.996,470 
111/05 9.996,470 
111/06 9.996,470 
IlIlm 9.996.470 
IIlIOR 9.996.470 
111109 9.996.4 70 
111/10 9.996.470 
IIlIlI 9.996,470 
111112 9.996,470 

111m 9.996.470 

1/111,,( 9.996.470 

111m 9,996,470 

111116 9.996,470 

tain general ohligation bond programs that 
finance a large number of separate pur
poses): or 

(2) The refunded pOl1ion of the prior 
issue is part of a series of refundings of 
all or a portion of an issue that meets the 
requirements of ~ 1.141-2(d)(5). 

(g) Examples. The following examples 
illustrate the application of this section: 

Example I. Mel/sllring 1'1'1\"(//(' hlls11le.lS lIse. 

In 2002. Authority A i"'Lt's t~x-exemrt bonds 
that mature in 2032 to acquire an office building. 
The measurement period for the 2002 bonds under 
~1.I.j.I-3(g) is 30 year,;. At the time A acquires the 
building. it enters into a 10-year lease wilh a non· 
governmental person undcr which Ihe nongmcm· 
mental person will use 5 percent of the building in 
its trade or business during each year of the lease 
term. In :20()7, A issues bonds to refund the 2002 
bonds. The 2007 bonds mature on the same date 
as the 2002 bonds and have a measurement period 
of 25 years under § 1.141-3(g). Under paragraph 
(b)(2)(ii)(A) of this section. the amount of private 
business use of the proceeds of the 2007 bonds is 
1.67 percent. which equals Ihe amount of private 
business use during the comhined measurement 
period (5 percent of 113rd of the 30-year combined 
measurement period). In addItion, the 2002 bonds do 
not satisfy the private business use test, based on a 
measurement period beginning on the first day of thc 
measurement period for the 2002 bonds and ending 
on the issue date of the 2007 bonds. hecause only 5 
percent of the proceeds of the 2002 bonds are med 
for a private business use during that period. Thus. 
under paragraph (b)(2)(ii)(B) of this section, A may 
trcat the amount of private business use of the 2007 
bonds as I percent (5 percent of 1/51h of the 25-year 
measurement period for the 2007 bonds). The 2007 
honds do not salisfy the private business use test. 

EX{lmple 2. Combined issue vield computation. 
(i) On January 1. 2000. County B issues 20-year 
bonds to finance the acquisition of a municipal au· 
dltorium. The 2000 bonds have a yield of 7.7500 
percent. compounded annually, and an issue price 
and par amount of $100 million. The debt service 
payments on the 2000 bonds are as follows: 



(ii)OnJanuary I, 2005, B issues IS-year bonds to 
refund all of the outstanding 2000 bonds maturing af
ter January 1,2005 (in the aggregate principal amount 

(iii) In accordance with §Ll41-15(h), B chooses 
to apply § 1.141-13 (together with the other provi
sions set forth in §Ll41-15(h». to the 2005 bonds. 

Date Debt Service 

1/1117 9,990A70 

I/I/IS 9,996A70 

1/1/19 9,996A70 

111120 9,996,470 

$199,929,400 

of $86,500,000), The 2005 bonds have a yield of 
6,0000 percent compounded annually, and an issue 

Date Debt Service 

1/1/06 $9,215,167 
1/1/07 9,215,167 

111108 9,215,167 

111/09 9,215,167 

1/1/10 9.215,167 

III/II 9.215,167 
1/1/12 9,215,167 

111/13 9,215,167 

1/ 1/14 9,215,167 

1/\/15 9.215,167 

11\/16 9,215,167 

1/1/17 9,215,167 

1/1/18 9,215,167 

111/19 9,215,167 

111120 9,215,167 

S138,227,51I 

2005 bonds, the 2005 bonds and the refunded portion 
of the 2000 bonds are treated as a combined issue 
under paragraph (c)(2) of this section. The yield on 

For purposes of determining the amount of private the combined issue is determined in accordance with 
security and private payments with respect to the §§Ll48-4, Ll41-4(b)(2)(iii) and 1.141-13(c)(2). 

Previolls Debt 
Service on 
Refunded 
POl1ion of Refunding 

Date Prior Issue Debt Service 

11lI00 

11110 I $6,689,793 

111102 6,689,793 

\/1103 6.689,793 

1/\/04 6,689,793 

111105 6,689,793 

111106 $9.215,167 

111107 9,215,167 

1/1/08 9,215,167 

11\/09 9,215,167 

11\/10 4,215,167 

111111 9.215,167 

111112 9.215,167 

\/\/13 9.215,167 

\/1114 9,215,167 

111115 9,215,167 

111116 9,215,167 

\/1117 9215,167 

111118 9,215,167 

\/1/19 9215,167 

price and par amount of $S9,500,00n. The debl ser
vice payments on the 2005 bonds are as follows: 

Under this methodology, the yield on the combined 
issue is 7.1062 percent per year compounded annu
ally, illustrated as follows: 

Total Debt Present Value 
Service on 11lI00 

($86,500,000.00) 

$6,689.793 6,245,945,33 

6,689,793 5,831,54562 

6,689.793 5,444,64009 

6,689,793 5,083,404.58 

6,689,793 4,746,135.95 

9.215.167 6,104,023.84 

9.215,167 5,699,040.20 

9.215.167 5,320,92fl.00 

9.215,167 4,967,898.55 

9,215,167 4,638,243.40 

9,215,167 4,330,556.57 

9,215,167 4,043,237.15 

9,215,167 3,774.980.51 

9,215,167 3,524.521.90 

9,215,167 3,290,680.46 

9,215,167 3,072353.70 

9,215,167 2,868.512.2(, 

4,215,1 (,7 2,678.195.09 

9,215,[67 2,500,504.89 
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PrC\ ious Deht 
Service on 

Refunded 
Pol1ion of 

Date Prim bsue 

IIII~O 

$33.448,965 

EWlllple 3. Delennilf(lTio/l or I' ri I'llll' pay/llflll.\ 

aI/om"'" 10 cOlllhine" isslIl'. The facts are the same 
as in EXi/lllple 2. In addition, on January L 200 I. B 
enters Into a contract with a nongovernmental person 
for the use of the auditorium. The contract result> in 
a pri' ate payment in the amount of $500.000 on each 

Refunding Total Debt PIl'scnt Yalue 
Debt Service Service lHl 111100 

9,~15,167 9,215.167 : .. "-+'603.90 

S; 138.227.511 $17L676.476 0.00 

January I heginning on January 1,2001. and ending 
on January I. 20~0. Under paragraph (c)(2) of this 
section. the amount of the private payments allocable 
to the combined issue is determined by treating the re
funded portion of the 2000 bonds (S86.500,000 prin
cipal amount) as a separate issue, and by allocating 

the total private payments ratably between the com
bined issue and the unrefunded portion of the 2000 
bonds ($ 13.500,000 principal amount) based on rela
tive debt service, as follows: 

Debt Service on Percentage of Private 

Pnvate U nrefunded Portion of Debt Service on Payments Allocable to Amount of Pri vate Payments 

Date Payments 

111/0 I $500,DDO 

111/02 SOO.OOD 
111/03 SDO,()OO 

I/IIO-l 500,000 

111105 500.000 
11If()6 500,000 

111/07 50D.OOD 
1I110S 50D,DOO 
111/0') 500,000 

111/10 5DO,000 

111111 500,000 

111112 SOO,OOO 
111/1.1 500,000 

II I II-l 500,000 

111115 500,000 
III/If! 500.000 
111/17 500,000 

111118 500,000 
111119 500,000 

111120 50(),()O() 

$IO,(JOO,OOO 

EWI/II'I1' 4. Refilluiillg laxahle bOllds alld quali

fied hOllds. (i) In 1999, City C issues taxable bonds to 
fmance the construction of a facility for the furnishmg 
of water. The nonds are secured by revenues from the 
laclilty. The facility is managed pursuant to a man
agement contract with J nongovernmental person that 
gives rise to private businc" use. In 2007. C temli
nates the management contract and takes O\'er the np
cratlon of the facility. In 200<). C issues bonds to re
fund the I <)<)<) bonds. On the issue dale of the 200<) 
bonds. C reasonanly expects thai lhe facility will not 
he usnl for a private husines< use during the term of 
lilt 20()l) bonds. In addition. dunng the term of the 
20()<) honds. the fac'ility is not used for a private busi
ne" use. Under paragraph In}(2}(li of this section, 
tile 200l) bonds do l1<1t satisfy the pri,ate business 
lise test nee'ause the amount of private business usc 
I s based em the mea surement pcriod for those bonds 
and therefore does nelt take into aCC'ount any pri vate 
nusllle" use that llccurreJ pursuant to the Illanage
tn~nt contract. 

(II) The facts are the sallle as in paragraph (i) of 
thiS frulllpl" 4. except that the IlJlJlJ bonds are issued 
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Pnor Issue Combined Issue 

$3.306,677 $6,689,793 

3.106,677 6.689,793 

3,306,677 6,689.793 

3,J06,677 6,6g9,793 

3,306.677 6.689.793 

9.215.167 

9,215.167 

9,215,167 

,),215.167 

9,215.167 

9,215.167 

9,215.167 

9.215.167 

9,215.167 

9,215,167 

9,215.167 

9}15.167 

9,215,167 

9,215.167 

9,215.167 

$16533.385 $171,676.476 

as exempt faCility bonds under section 142(a)(4). The 
2009 bonds do not satisfy the private business usc 
test. 

EX(lml'le 5. MII/I;I'IIl])()Se ;ssue. In 2001. State 
o Issues bonds to finance the constlUction of two of
fice buildings, Building I and Building 2. 0 expends 
an equal amount of the proceeds on each building. 
D enters into arrangements that result in 8 percent of 
Building I and 12 percent of Building 2 being used 
for a private business use during the measurement pe
riod under *1.I41-3(g). These arrangements result 
111 a total of 10 percent of the proceeds of the 2001 
nonds beIng used for a pnyate business use. In 2006, 
o purports to allocate, under paragraph (d) of this sec
tion, an equal amount of the outstanding 2001 bonds 
to Building I and Building 2. 0 also enters into an
other private business use arrangement with respect 
to Building I that results in an additional 2 percent 
land a total of 10 percent) of Building I being used 
fDr a pri\ ate business u" during the measurement pe
riod. An allocation is not reasonable under paragraph 
(d) of thiS section if it achieves more favorable re
sults under section l-ll than could be achieved with 

Combined Issue Allocable to Combined Issue 

66.92% $334,608 

66.92 334.608 

66.92 334.608 

66.92 334.608 

66.92 334,608 

100.00 500,000 

100.00 500,000 

100.00 500.00D 

100.00 500,000 

100.00 500,000 

10000 500,000 

100.00 500,000 

100.00 500,000 

100.00 500,000 

100.00 SOO,OOO 

10000 500,000 

100.00 500,000 

100.00 500,000 

100.00 SOO,OOO 

100.00 500,000 

$9,173,039 

actual separate issues. D's allocation is unreasonable 
hecause, if permitted, it would result in more than to 

percent of the proceeds of the 200 I bonds being used 
for a pri vate business use. 

Example 6. Non-deliberale ac(;ol1. In 1998, City 
E issues bonds to finance the purchase of land and 
construction of a building (the prior bonds). On the 
issue date of the prior bonds, E reasonably expects 
that it will be the sole user of the financed property 
for the entire term of the bonds. In 2003, the federal 
government acquires the financed property in a con
demnation action. In 2006, E issues bonds to refund 
the prior bonds (the refunding bonds). The weighted 
average maturity of thc refunding bonds is not greater 
than the reasonably expected economic life of the fi
nanced propCI1Y. In general, under § 1.141-2(d) and 
this section, reasonable expectations must be sepa
rately tested on the is>ue date of a refunding issue. 
Under paragraph (e) of this section, however, the con
demnation action is not taken into account in apply
ing the reasonable expectations test to the refunding 
bonds because the condemnation action is not a de
liberate action within the meaning of ~ 1.141-2(d)(3) 



and the weighted average maturity of the refunding 

bonds is not greater than the weighted average rea

sonably expected economic life of the property fi

nanced by the prior bonds. Thus. the condemnation 

action does not cause the refunding bonds to be pri

vate activity bonds. 

Example 7. NOIl-tl'llllsitioned reJillldill/i ofbollds 

S/Ibject to 1954 Code. In 1985. County F issues bonds 

to finance a court house. The 1985 bonds are sub

ject to the provisions of the Internal Revenue Code 

of 1954. In 2006. F issues bonds to refund all of the 

outstanding 1985 bonds. The weighted average ma

turity of the 2006 bonds is longer than the remaining 

weighted average maturity of the 1985 bonds. In ad

dition. the 2006 bonds do not satisfy any transitional 

rule for refundings in the Tax Reform Act of 19R6. 

100 Stat. 2085 (1986). Section 141 and this section 

apply to determine whether the 200n bonds are pri

vate activity bonds including whether. for purposes 

of §1.l41-13(b)(2)(ii)(B). the 1985 bonds satisfy the 

private business use test based on a measurement pe

riod that begins on the first day of the combined mea

surement period for the 2006 bonds and ends on the 

issue date of the 2006 bonds. 

Par. S. Section l.l41-1S is amended 
by revising paragraphs (bHl), (c), (d) and 
(h) and adding paragraph (j) to read as fol

lows: 

§I.I41-15 Effective dates. 

* * * * * 
(b) Effective dates-(l) In general. Ex

cept as otherwise provided in this section. 
§§ 1.141-0 through 1.141-6(a), 1.141-9 
through 1.141-12, 1.141-14, 1.145-1 
through l.l4S-2(c), and the definition of 
bond documents contained in § 1. IS0-1 (b) 
(the 1997 regulations) apply to bonds is
sued on or after May 16. 1997, that are 
subject to section 1301 of the Tax Reform 
Act of 1986 (100 Stat. 2602). 

* * * * * 
(c) Refunding bonds. Except as oth

erwise provided in this section, the 1997 
regulations (defined in paragraph (b)( I) of 
this section) do not apply to any bonds is

sued on or after May 16, 1997, to refund a 
bond to which those regulations do not ap
ply unless-

( I) The refunding bonds are subjed to 
section 1301 of the Tax Reform Act of 
1986 (100 Stat. 2602); and 

(2)(i) The weighted average maturity of 
the refunding bonds is longer than-

(A) The weighted average maturity of 
the refunded bonds; or 

(B) In the case of a short-term obliga
tion that the issuer reasonably expects to 
refund with a long-term financing (such as 
a bond anticipation note), 120 percent of 

thc wcightcd avcrage reasonably cxpccted 
economic life of the facilities financed: or 

(ii) A principal purpose for the issuance 
of the refunding bonds is to make one or 
more new conduit loans. 

(d) Pennissil'c application (Jt rcgllla

ti(Jlls, Except as provided in paragraph (e) 

of this section. the 1997 regulations (de
fined in paragraph (b)( I) of this section) 

may be applied in wholc, but not in part, 
to actions taken before February 23, 1998. 
with rcspect to-

( I) Bonds that are outstanding on May 
16,1997, and subject to section 141; or 

(2) Refunding bonds issued on or after 
May 16, 1997. that are subject to 141. 

* * * * * 
(h) Permissive retroactive application. 

Exccpt as provided in paragraphs (d), (e) 
or (i) of this section. §§1.141-1 through 
1.I41-6(a). 1.141-7 through 1.141-14. 
1.I4S-1 through 1.145-2, 1.149(d)-I(g), 
1.150-1 (a)(3), the defi nition of bond doc
uments contained in ~ 1.ISO-1 (b) and 
§U50-1(c)(3)(ii) may be applied by is
suers in whole, but not in part, to-

(I) Outstanding bonds that are sold be

fore February 17, 2006. and subject to sec
tion 141; or 

(2) Refunding bonds that are sold on 
or after February 17, 2006. and subject to 

section 141. 

* * * * * 
(j) Effectil'e dates FIf' certllin regu

latiolls relating to refundings. Except 
as otherwise provided in this section, 
§§1.141-13. 1.145-2(d), 1.149(d)-I(g), 
l.lSO-I(a)(3) and 1.1S0-1(c)(3)(ii) apply 

to bonds that are sold on or after February 
17. 2006. and that are subject to the 1997 
regulations (defined in paragraph (b)(I) of 
this section). 

Par. 6. Section 1.145-0 is amended by 
adding an entry to the table in numerical 
order for § 1.14S-2(d) to rcad as follows: 

.~1.145-0 Table ofcollfellfs. 

* * * * * 

§1.145-2 Application of pril'ate actil'ity 

bond regulatiolls 

* * * * * 
(d) Issuance costs financed by prior is

sue. 

Par. 7. In ~1.1,.j.'i-2. paragraph (d) is 

added to read as follows: 

.~1.145-2 Application of"primte ([ctil'it\, 

homl reglilarions 

* * * " * 
(d) !ISI/(I//ce costs financed by prior is

Sill'. Solely for purposes of applying the 
private business lise test to a refunding is
sue under § 1.141-13. the use of proceeds 
of the prior issue (or any earlier i~sue in a 
series of refundings) to pay issuance costs 
of the plior is"ue (or the earlier issue) is 
treated as a government use. 

Par. 8. Section 1.149(d)-1 is amended 
by revising paragraph (g) and adding para
graph (h) to read as follows: 

§1. 1 49( d)-I Limitatiolls 011 adl'{{llce 

refillldillgs 

* * * * * 
(g) Limitation Oil (/dl'al/ce refzllldillfiS 

of" pril'ate activity hOllds. Under section 
149(d)(2) and this section. interest on a 
bond is not cxcluded from gross income if 
any portion of the issue of which the bond 
is a part is issued to advance refund a pri
vate activity bond (other than a qualified 
501(c)(3) bond). Forthis purpose. the term 
private activity bond-

(I) Includes a qualified bond described 
in section 141(e) (other than a qualified 
50 I (c )(3) bond). regardless of whether the 
refunding issue consists of private activity 
bonds under § 1.141-13: and 

(2) Does not include a taxable bond, 
(h) Effectil'e dClfes-( I) III gl'l/eral. Ex

cept as provided in this paragraph (h), this 
section applies to bonds issued after June 
30, 1993. to which §§1.148-1 through 
1.14R-Il apply. including conduit loans 
that are treated as issued after June 30, 
1993. under paragraph (b)(4) of this sec

tion. In addition, this section applies to 
any issue to which the election described 
in § 1.148-11(b)( I) is made. 

(2) Special etfectil'e dmeforparagraph 

(b)(3). Paragraph (b)(3) of this section ap

plies to any advance refunding issue issued 
after May 28, 1991. 

(3) Speci(/I effectil'e date for paraRraph 

(()(3). Paragraph (nn) of this section ap

plies to bonds sold on or after July 8, 1997. 
and to any issue to which the election de
scribed in § 1.148-11 (b)(1) is made. See 
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§ 1.148-11 A(i) for rules relating to certain 
bonds sold before July 8. 1997. 

(4) Special effectil'e daTe for paragraph 
(g). See § 1.141-15 for the applicability 
date of paragraph (g) of this section. 

Par. 9. Section 1.150-1 is amended by 
revi,ing paragraphs (a)(3) and (c)(3)(ii) to 

read as follows: 

.~1.150-1 Definitions. 

(a) * * * 
(3) Exceptions to general effectil'e date. 

See § 1.141-15 for the applicability date 
of the definition of bond documents con
tained in paragraph (b) of this section and 
the effective date of paragraph (c)(3 )(ii) of 
this section. 

* * * * * 
(e) * * * 
(3) * * * 
(ii) Exceptions. This paragraph (e)(3) 

does not apply for purposes of sections 
141, 144(a). 148. 149(d) and 149(g). 

* * * * * 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

Approved November 23. 2005. 

Erie Solomon, 
Actillg Deputy Assistant 

Secretary of'the Treasury. 

(Flied by the Office of the Fede,"1 Regi,ter on December 16. 
2005. ~45 a.m .. and published in the issue of the Federal 
Regi'lef for December 19. 2005. 70 F.R. 75(28) 

Section 446.-General Rule 
for Methods of Accounting 
26 CFR /.440-/: Gene/"lll rille for merhods of ac

COllnt;ng. 

May heavy equipment dealers approximate the 
cost of their heavy equipment parts inventory us
Ing a replacement cost mclhod" Is so. can heavy 
equipment dealers obtain the aulomatic consent of 
the Cortlmi"ioner to change to the replacement cost 
method of accounting" See Rev. Proc. 2006-1·t, 
page -'50. 
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Section 471.-General 
Rule for Inventories 
26 CFR 1.471-3: 11Il'e/l/ories ar COSI. 

May hea\"y equipment dealers approximate the 

cost of their heavy equipment parts inventory using 

a replacement cost method of accounting" Sec Rev. 

Proc. 200tl-14. page 350. 

Section 481.-Adjustments 
Required by Changes in 
Method of Accounting 
26 CFR 1.481-1: AdjusIlIlelllS i/I gellem/. 

Can heavy equipment dealers obtain the automatic 

consent of the Commissioner to change to a replace

ment cost method to approximate the cost of their 

heavy equipment parts inventory" If so. is the change 
made with a § 4Rl(a) adjustment" See Rev. Proc. 

2006-14. page 350. 

Section 6050S.-Returns 
Relating to Hi~her 
Education Tuition and 
Related Expenses 
26 CFR 1.60505-3: IllforlllaIirm rpp()rting plr pa\'

ments of inleresl on qualified education loans, 

A notice provides tnformation to payees/filers who 

receive payments of interest on qualified education 
loans who are unahle to comply with the reporting 
requirements for loan origination fees and capitalized 

interest under section 6050S of the Code and the reg
ulations for calendar year 2005 returns. See Notice 

2006-5. page 34R. 

Section 6724.-Waiver; 
Definitions and Special 
Rules 
26 CFR 301.6724-1: Reasonable cause. 

A notice explains that a payeelfiler who is unable 
to comply with the reporting requirements for loan 
origination fees and capitalized interest may request 
that the Service waive. upon a showing of reasonable 

cause under section 6724 and the regulations. any 
penalty that might otherwise be imposed under sec
tions 6721 or 6722 for failure to report these amounts. 
See Notice 2006-S. page 348. 

Section 7701.-Definitions 
2() CFR .lUI. ~~(!1-2 HIJ\ill<'l.1 ["If II/C.': ddilllllclliS. 

T.D.9235 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 301 

Classification of Certain 
Foreign Entities 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations and temporary 
regulations. 

SUMMARY: This document contains final 
and temporary regulations relating to cer
tain business entities included on the list 
of foreign business entities that are always 
classified as corporations for Federal tax 
purposes. 

DATES: Effectil'e Date: These regulations 
are effective on December 16,2005. 

Applicabifitv D({/c: For the dates of 
applicability of these regulations, see 
§30 1.770 1-2(e)( 4). 

FOR FURTHER INFORMATION 
CONTACT: Ronald M. Gootzeit. (202) 
622-3860 (not a toll-free numher). 

SUPPLEMENTARY INFORMATION: 

Background 

On April 14, 2005, the IRS and Trea
sury Department published in the Federal 
Register temporary regulations (T.O. 
9197,2005-18 I.R.B. 985 [70 FR 19697]) 
and a notice of proposed rulemaking 
(REG-14K52 1-04, 2005-18 I.R.B. 995 
[70 FR 19722] under section 7701 of 
the Internal Revenue Code (Code). The 
regulations added certain foreign busi
ness entities to the list of entities in 
*301.7701-2(b)(8) (the per se corpora
tion list) in response to the adoption by 
the Council of the European Union of 
a Council Regulation (2157/2001 2001 
OJ. (L 294) permitting a new husiness 
entity, the European public limited li
ability company (Societas Fumpaea or 



SE). Specifically, the temporary and pro
posed regulations added the SE, Estonian 
Aktsiaselts, Latvian Akciju Sabiedriba, 
Lithuanian Akcine Bendroves, Slovenian 
Delniska Druzba, and Liechtenstein 
Aktiengesellschaft to the per se list of 
corporations. For further background, see 
T.D. 9197, 2005-18 I.R.B. 985 [70 FR 
19697] and Notice 2004-68, 2004-2 C.B. 
706. 

Explanation of Provisions 

No substantive comments were re
ceived regarding the temporary and pro
posed regulations. Accordingly, these 
regulations finalizc thc proposed regula
tions without modification and revise the 
temporary regulations to cross rcfercnce 
to the new provisions. 

Special Analysis 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executi ve Order 
12866. Therefore, a regulatory assessment 
is not required. It has also bcen dctermined 
that section 553(b) of the Administrative 
and Procedure Act (5 U.S.c. chapter 5) 
does not apply to these regulations, and, 
because these regulations do not imposc a 
collection of information on small entities, 
the Regulatory Flexibility Act (5 U.S.c. 
chapter 6) does not apply. Pursuant to sec
tion 7805(f) of the Code, the Notice of Pro
posed Rulemaking preceding the final reg
ulations was submitted to the Chief Coun
sel for Advocacy of the Small Business 
Administration for comment on their im
pact on small business. 

Drafting Information 

The principal author of these regula
tions is Ronald M. Gootzeit of the Of-

fice of Associate Chief Counsel (Interna
tional). However, other personnel from the 
IRS and Treasury Department participated 
in their development. 

* * * * * 

Amendments to the Regulations 

Accordingly, 26 CFR part 30 I IS 

amended as follows: 

PART 301 - PROCEDURE AND 
ADMINISTRATION 

Paragraph I. The authority citation for 
part 30 I continues to read, in part, as fol
lows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 301.7701-2 is amended 

by: 
I. Adding six entries in alphabetical 

order to paragraph (b)(8)(i). 
2. Removing paragraph (b)(8)(vi). 
3. Adding paragraphs (e)(3) and (4). 
The additions read as follows: 

.§30 l. 7701-2 Business entities; 
definitions. 

* * * * * 
(b) * * * 
(8) * * * 
(i) * * * 
Estonia, Aktsiaselts 
European Economic AreaJEuropean 

Union, Societas Europaea 

* * * * * 
Latvia, Akciju Sabiedriba 

* * * * * 
Liechtenstein, Aktiengesellschaft 
Lithuania, Akcine Bendroves 

* * * * * 
Slovenia, Delniska Druzba. 

* * * * * 

(e) * * * 
(3) [Reserved]. For further guidance, 

see §30 I. 770 1-2T(f). 
(4) The reference to the Estonian, 

Latvian, Liechtenstein, Lithuanian, and 
Slovenian entities in paragraph (b)(8)(i) of 
this section applies to such entities formed 
on or after October 7, 2004, and to any 
such entity formed before such date from 
the date any person or persons, who were 
not owners of the entity as of October 7, 
2004, own in the aggregate a 50 percent or 
greater interest in the entity. The reference 
to the European Economic AreaJEuropean 
Union entity in paragraph (b )(8)(i) of this 
section applies to such entities formed on 
or after October 8, 2004. 

Par. 3. Section 30 l. 770 1-2T is 
amended by: 

l. Removing paragraph (b)(8)(vi). 
2. Revising paragraph (e)(3). 
The revision reads as follows: 

§301.7701-2T Business entities; 
definitions (temporary). 

* * * * * 
(e) * * * 
(3) [Reserved]. For further guidance, 

see §301.7701-2(e)(4). 

* * * * * 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

Approved December 8, 2005. 

Eric Solomon, 
Acting Deputy Assistant 

Secretary of the Treasury. 

(Filed by the Office of the Federal Register on December 15. 
2005. 8:45 a.m .. and published in the issue of the Federal 
Register for December 16. 2005. 70 F.R. 746Sg) 
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Part II. Treaties and Tax Legislation 
Subpart A.-Tax Conventions and Other Related Items 

Japan Investment 
Bank Memorandum of 
Understanding 

Announcement 2006-6 

The following is a copy of the Mem
orandum of Understanding ("MOU") 
entered into on December 27. 200S. by 
the Competent Authorities of the United 
States and Japan. regarding the term "in
vestment bank" in the U.S.-Japan income 
tax treaty. 

The text of the MOU is as follows: 

MEMORANDUM OF 
UNDERSTANDING 

The Competent Authorities of the 
United States and Japan agree to the 
following Guidelines ("Guidelines") con
cerning the meaning of the term "inve~t
ment bank" under Article 11(3)(c)(i) of 
the Convention Between the Government 
of the United States of America and the 
Government of Japan for the Avoidance 
of Double Taxation and the Prcvention of 
Fiscal Evasion with Respect to Taxes on 
Income (the "Treaty'·). These Guidelines 
are entered into under paragraph l of Ar
ticle 25 (Mutual Agreement Procedure). 

In order to provide certainty to tax
payers. the Competent Authorities of the 
United States and Japan have confirmed 
that: 

A. As used in Article J 1(3)(c)(i) of the 
Treaty. the term "investment bank" 
means any person regularly engaged 
in one or more of thc following activ
ities ("investment bank activities") if 
6WIc or more of it., grm,s income for 
each of the three taxable years preced
ing the taxable year the interest pay
ment is made (or ifit has been in exis
tence for les,; than three taxahle years. 
for each busi ness year of its existence) 
arise, flllIl1 such activities: 

I. Underwriting i,sucs of stock. 
debt instrumenh or othcr secu
ritie, under hest efforts or firm 
commitment agrecmcnts for cus
t(lIllCrs. 
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Providing merger and acquisi
tion advisory services. fiduciary 
services. trust services. custo
dial services. clearing services. 
agency paying services. collec
tion agency services. investment 
or correspondent banking ser
vices, financial or investment 
advisory services. or investment 
management services, including 
fund management service. 

3. Originating, structuring, purchas
ing, selling. discounting, or ne
gotiating on a regular basis notes, 
drafts, checks. bills of exchange, 
acceptances, mortgages, indus
trial loans or other evidences of 
indebtedness for customers in
cluding structured, project. and 
lease financing and factoring ev
idences of indebtedness for un
related parties; brokerage activi
ties; purchasing or selling stock. 
debt instruments, commodities. 
interest rate, or currency, com
modities or economic futures 
or other securities or derivative 
financial products (including no
tional principal contracts) from 
or to customers; holding stock, 
debt instruments and other se
curities as inventory for sale to 
customers; an'anging futures, 
forwards, options, foreign ex
change transactions, or notional 
principal contracts for, or enter
ing into such transactions with 
customers; borrowing or lend
ing stocks or securities for cus
tomers. or engaging in securities 
repurchase or reverse repurchase 
transactions with customers; pro
viding margin or any other fi
nancing for a customer secured 
by securities or money market in
struments. including repurchase 
agreements; providing financing 
in connection with financial ser
vices activities; and engaging in 
hedging activities with respect 
to the activities described in this 
paragraph 3. 

4. Repackaging financial assets. in
cluding mortgages. into securi
ties: purchasing and/or holding 
such financial assets in contem
plation of repackaging them; or 
servicing activities with respect 
to such financial assets (including 
the accrual of interest incidental 
to such activities). 

B. Look-through rules: 

1. Except to the extent provided in 
paragraph 3 of this Section B, 
for purposes of applying the 60% 
gross income test of section A, 
if an entity (tested entity) owns 
or controls (directly or indirectly) 
SO% or more of another entity and 
the tested entity is affiliated with 
a registered securities dealer that 
is resident in either the United 
States or Japan, the tested entity 
shall be treated as engaging in the 
same activities as the other entity 
and as directly earning its propor
tionate share of the gross income 
of the other entity with respect to 
those activities. A tested entity is 
affiliated with a registered securi
ties dealer if 

a. the tested entity either owns 
or controls (directly or indi
rectly) 80% or more of a reg
istered securities dealer, 

b. the tested entity is owned or 
controlled (directly or indi
rectly) 80% or more by a reg
istered securities dealer, or 

c. the tested entity. and a reg
istered securities dealer, are 
both commonly owned or 
controlled (directly or indi
recti y) 80% or more by an is
suer of publicly traded debt 
or equity securities. 

2. For purposes of paragraphs B.l 
and C.l.a, all gross income of 
a bank shall be treated as gross 
income arising from investment 
bank activities and the tested en
tity (for purpose~ of paragraph 



B.l) and owner (for purposes of 
paragraph Cl.a) shall be treated 
as directly earning its proportion
ate share of such gross income. 

3. The look-through rules of Sec
tion B.l do not apply to determine 
the gross income of a tested en
tity that otherwise meets the gross 
income test under Section A. A 
tested entity that meets the gross 
income test under Section A or 
this Section B must also meet the 
group-wide tests under Section C 

C. Group-wide tests. 

1. Gross income tests. For pur
poses of these Guidelines, no en
tity will be considered an "invest
ment bank" unless 

a. such entity and its affiliates, 
considered as a single entity, 
would qualify under Section 
A (60-percent test), and 

b. The gross income with re
spect to the activities de
scribed in paragraphs A.l, 
A.2 and AA, above, of such 
entity and its affiliates (other 
than banks), considered as 
single entity, is equal to or 
greater than 10% (ten-per
cent) of all gross income 
of such entity and its af
filiates (other than banks) 
other than the gross income 
with respect to activities de
scribed in paragraphs A.3, 
above (lO-percent test). 

2. Activities tests. For purposes of 
this Guidelines, no entity will be 

considered an "investment bank" 
unless 

a. Such entity or an affiliate 
is engaged in activities de
scribed in paragraph A.I 
above, 

b. Such entity or an affiliate 
is engaged in activities de
scribed in paragraph A.2 
above, 

c. Such entity or an affiliate is 
a member of one or more 
recognized stock exchanges 
within the meaning of Ar
ticle 22(5)(b)(i) or (ii), or 
such entity or an affiliate is a 
market maker in one or more 
Over-the-Counter COTC") 
markets located in either the 
United States or Japan. 

3. For purposes of paragraphs Cl 
and C2 above, two entities are 
affiliates if: 

a. One of the two entities owns 
(directly or indirectly) 80% 
or more of the other entity, or 

b. Both entities are commonly 
owned (directly or indi
rectly) 80% or more by an
other entity. 

D. Publicly traded requirement 

A tested entity must either (a) be an is
suer of publicly traded debt or equity 
securities, or (b) have at least 80 per
cent of its equity owned directly or in
directly by an issuer of publicly traded 
debt or equity secUlities. 

E. Confirmation of Benefits: 

I. The Competent Authority of a 
Contracting State shall make a 
primary test (which shall consist 
of a determination by such Com
petent Authority that self-certifi
cation has been properly submit
ted according to any applicablc 
domestic procedures) of whether 
an entity which is a resident of the 
Contracting State and applies for 
the treaty benefit under Article 
11(3)(c)(i) meets the conditions 
provided in these Guidelines, and 
shall notify the Competent Au
thority of the other Contracting 
State, as promptly as practicable 
after the self-certification, of the 
name of each entity that has so 
certified. 

2. The list of the notified entities 
shall be announced to the public 
and renewed on an as-needed ba
SIS. 

3. If an entity which is a resident of a 
Contracting State ceases to meet 
the conditions in these Guidelines 
due to a material change in the 
facts and circumstances, or if it 
has been found to no longer meet 
the conditions in these Guidelines 
by the secondary assessment by 
the Competent Authority of the 
other Contracting State, such en
tity shall lose the entitlement to 
the treaty benefit under Article 
ll(3)(c)(i) retroactively to the 
first day the entity does not meet 
the conditions of these Guide
lines. 
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Robert H. Green 
Director. International (LMSB) 
Internal Revenue Service 
U. S. Competent Authority 
December 27, 2005 
Date 

Canadian Memorandum of 
Understanding on Mutual 
Agreement Procedure 

Announcement 2006-7 

The following is a copy of the Mem
orandum of Understanding CMOU") 
entered into on December 8. 2005. by 
the Competent Authorities of the United 
States and Canada. providing guidelines 
and procedures to resolve factual dis
agreements under the Mutual Agreement 
Procedure of the U.S.-Canada income tax 
treaty. 

The text of the MOU is as follows: 

MEMORANDUM OF 
UNDERSTANDING BETWEEN 
THE COMPETENT AUTHORITIES 
OF CANADA AND THE UNITED 
STATES REGARDING FACTUAL 
DISAGREEMENTS UNDER 
THE MUTUAL AGREEMENT 
PROCEDURE 

The Competent Authorities of Canada 
and the United States agree to the fol
lowing principles, guidelines and proce
dures to resolve disagreements in respect 
of the underlying facts and circumstances 
in cases that are referred to them under the 
mutual agreement procedure ("MAP") ar
tide of the Canada - United States Income 
TI./\ COIH'cntioll (1980). as amended from 
time to time (the "Convention"'). 

Section I. Definitions 

In this Memorandum of Understanding 
("MOU"'): 

"Appeals organization(sj" means either 
the Appeals Branch of the Canada Rev
enue Agency (CRA) or Appeals of the In
ternal Revenue Service (IRS). or both; 
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Deputy Commissioner. International 
National Tax Agency 
Japanese Competent Authority 
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"CA or CAs" means either the Cana
dian or the U.S. Competent Authority, or 
both; 

"Assistant Commissioner of Appeals" 
means the Assistant Commissioner. Ap
peals Branch, CRA or hislher authorized 
representati ve; 

"Chief of Appeals" means the Chief of 
Appeals, IRS or hislher authorized repre
sentative; and 

"Appeals Review Panel" ("ARP") 
means a joint panel comprised of officials 
of the respective Appeals organizations 
chosen by the Assistant Commissioner of 
Appeals and the Chief of Appeals. 

Section II. Purpose and Scope of the 
MOU 

1. The purpose of this MOU is to estab
lish an independent review process for 
resolving disagreements regarding the 
underlying facts and circumstances 
("factual disagreement") of a specific 
MAP case for further negotiations by 
the CAs. 

A factual disagreement is a disagree
ment concerning any of (il whether a 
fact has occurred (e.g., whether a party 
made a payment or not), (ii) the rele
vance of a fact agreed to exist (e.g., if 
the payment was made, is that fact rel
evant to determining the transfer price 
for transactions covered by the MAP 
case), or (iii) the significance to be 
accorded a fact agreed to exist (e.g., 

what significance should be given to 
the fact that a payment was made). 

2. Unless the CAs otherwise agree this 
MOU will not apply to: 

• MAP cases involving the interpre
tation of treaty provisions; and 

• MAP cases involving taxpayers 
who fail to cooperate with either 
of the CAs in providing relevant 

information and data during the 
MAP process. 

Section III. Independent Review 
Process 

I. Independent Review 

• Except as provided in the second 
bullet of this part (II 1.1 ), if either 
CA determines that the CAs have 
been unable to agree on the un
derlying facts and circumstances 
of a specific MAP case within six 
months after the first face-to-face 
negotiating meeting for the case, 
the CAs must refer the case to the 
independent review process. 

• If mutually agreed by the CAs. a 
referral to the ARP can be made at 
a date that is earlier or later than 
that provided in the first bullet of 
this part (III. I). Each CA agrees to 
consult promptly upon the request 
of the other CA for early or late 
referral. 

2. Referral Request 

• Unless the CAs mutually agree to 
a different referral date, each CA 
must refer any MAP case required 
to be referred under the first bul
let of part I of this section (III) 

to its respective Appeals organiza
tion by no later than 30 days after 
the expiration of the six-month pe
riod referenced therein, or, if one 
or more face-to-face negotiating 
meetings for the MAP case were 
held prior to the full execution of 
this MOU, then by no later than 6 
months plus 30 days after full ex
ecurion of this MOU. 

• Each referral will be in the form 
of a written submission prepared 
by the respective CA setting out 



3. 

4. 

5. 

• 

in detail the nature of the factual 
disagreement and the views of the 
CAs. 

If the CAs mutually agree for 
any MAP case, they may make 
a joint referral request that does 
not disclose the country identity 
of the subject taxpayer(s), and, for 
such cases, alter the procedures 
set forth in this MOU. 

Acknowledgement of Referral 

Each Appeals organization will, 
within 30 days after the date that a 
referral request is made pursuant to 
part 2 of this section (III), advise its 
CA in writing of the receipt of the 
referral request and the identities of 
the individuals selected, pursuant to 
part 4 of this section (III), for the ARP 
for the subject MAP case. 

Selection of the ARP 

• The Chief of Appeals and the 
Assistant Commissioner of Ap
peals will each appoint one voting 
member from their respective Ap
peals organizations to the ARP. 
Those two individuals will have 
independent authority to resolve 
the factual disagreement involved 
in the MAP case. The Chief of 
Appeals and the Assistant Com
missioner of Appeals may also 
appoint one or more non-voting 
member(s) from their respective 
Appeals organization to the ARP. 
The voting and non-voting mem
bers of the ARP will, collectively, 
be referred to as "Members". 

• Unless the CAs agree otherwise, 
no ARP Member may have had 
any previous involvement in an 
audit of the subject taxpayer(s) or 
in a resolution of objections filed 
by such taxpayer(s). 

Ex Parte Contacts 

• 

• 

• 

The ARP may request supplemen
tary informationirepresentation 
from any party possessing rele
vant information. 

There will be no ex-p([rte contact 
with Members of the ARP by ei
ther the CAs or the subject tax
payers or their representatives un
less at the request of the ARP. 
If any prohibited ex-parte contact 
occurs, the Member who was con
tacted shall immediatcly disclose 
such contact to the voting Mem
bcr(s). 

The work of the ARP is a govern
ment-to-government proccss. Ac
cordingly, the Appeals organiza
tions will not disclose their pro
cesses or findings to the subject 
taxpayer(s), the taxpayer'(s') rcp
resentatives or any person other 
than thc CAs. 

6. Meetings and Timeframe 

7. 

• If the ARP requires face-to-face 
discussions, such discussions will 
be held in Ottawa or Washington, 
D.C., on an alternating basis. 

• The ARP must conclude its work 
and render its decision by no later 
than 150 days after the date on 
which the rcfcrral rcqucst is rc
quired or agreed to be made pur
suant to part 2 of this section (III). 
Either CA may grant an extension 
upon request by the ARP. 

ARP Decision 

• If the voting members pursuant to 
part 4 of this section (III) agree 
on a resolution of the factual dis
agreement(s), the ARP will issue 
a written report that identifies the 
subject taxpayer(s), describes the 
factual disagreement(s). and sum
marizes the resolution of the fac
tual disagreement(s). The CAs 

• 

will follow the ARP's resolution 
of the factual disagreement(s). 

If the voting members pursuant to 
part 4 of this section (III) can
not agree on a resolution of the 
factual disagreement(s), each Ap
peals organization will provide a 
written explanation of its voting 
member's finding. 

8. Not to Be Used as Precedent 

A decision by the ARP will not be 
considered as establishing a precedent 
for resolving other MAP cases. 

9. Appeals Process 

No Mcmbcrs of this ARP should par
ticipate in any subsequent resolution 
of the subject MAP case. 

Section IV. Other 

The CAs agree to publish this MOU to 
demonstrate their mutual commitment to 
improving the MAP process. 

This MOU sets forth procedures to be 
applied in addressing MAP cases under the 
Convention. Nothing in this MOU shall 
be construed as affecting taxpayers' rights 
under applicable domestic law. 

This MOU is not to be interpreted as 
creating or limiting any cause of action, 
rights or benefits in favour of third parties 
or taxpayers. 

This MOU is effective when fully exe
cuted. It may be terminated at any time by 
either CA giving written notice to the other 
CA and it may be modified at any time by 
mutual agreement of the CAs. 

The information furnished to the ARP 
is provided under the terms of the Conven
tion, which governs its disclosure and use. 
For purposes of this MOU, the Members 
will be delegated as members of the staff 
of their respective CAs in accordance with 
their administrative procedures. 
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Competent Authority for Canada 

Fredcrick R. O'Riordan 

Director General 

International Tax Directorate 

Canada Revenue Agency 

Date: ______ _ 

Mexico LLC MAP Agreement 

Announcement 2006-8 

The following is a copy of the Mu
tual Agreement entered into on December 

Competent Authority for the United States 

Robert H. Green 
Director-International 

Large and Medium Size Business 
Internal Rcvenue Service 

Date: _______ _ 

22, 2005, by the Competent Authorities 
of the United States and Mexico, regard

ing fiscally transparent entities under the 

U.S.-Mexico income tax treaty. 

The text of the Agreement is as follows: 

COMPETENT AUTHORITY MUTUAL AGREEMENT 

The Competent Authorities of the United States and Mexico hereby enter into the following mutual agreement ("the Agreement"), 

which supersedes and clarifies the Competent Authority Mutual Agreement entered into on Aug. 26, 2005, Announcement 
2005-72, I.R.B. 2005-41. The Agreement specifies the cases where fiscally transparent entities are entitled to treaty benefits 

and clarifies the procedure for claiming benefits from Mexico. The Agreement is entered into under paragraph 3 of Article 26 
(Mutual Agreement Procedure) of the Convention Between the United States of America and the Government of the United 
Mexican States for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income, 
along with a Protocol, signed on September 18, 1992, and as amended by the Additional Protocol signed on September 8, 1994, 
and the Second Additional Protocol signed on November 26, 2002 (the "Treaty"). 

I) Eligibility of fiscally transparent entities for treaty benefits 

Paragraph 2(b) of the Protocol provides: 

For purposes of paragraph 1 of Article 4 it is understood that: 

* * * * * 
b) a partnership, estate, or trust is a resident of a Contracting State only to the extent that the income it derives 
is subject to tax in that State as the income of a resident, either in the hands of the partnership, estate or 
trust, or in the hands of its partners or beneficiaries; 

The Competent Authorities agree that in applying paragraph 2(b) of the Protocol, it is understood that income from sources within 
one of the Contracting States received by an entity that is organized in either of the Contracting States, or a third state with which 

Mexico has in force a comprehensive exchange of information agreement, and that is treated as fiscally transparent under the laws 
of either Contracting State will be treated as income derived by a resident of the other Contracting State to the extent that such 
income is subject to tax as the income of a resident of the other Contracting State. 

For Mexican tax purposcs, a fiscally transparent entity organized in the United States, such as a U.S. limited liability company 
(LLC) that has elected to be treated as a partnership for federal tax purposes, will be treated as a U.S. resident for purposes of 
paragraph 2(b) of the Protocol, and entitled to claim treaty benefits, to the extent that the income it derives is subject to tax as 
the income of a U.S. resident in the hands of its members, owners, partners or beneficiaries. Similar rules will apply to a U.S. 
subchapter S Corporation, an LLC that is disregarded as an entity separate from its owner, or a U.S. grantor trust. 

For example, if a U.S. LLC that is treated as a partnership for U.S. federal tax purposes receives a royalty payment from Mexico, 
and the U.S. LLC has two members with equal interests in the LLC, one Mexican and one U.S., the LLC may claim treaty benefits 
as a U.S. resident with respect to 50% of the royalty payment bccause 50% of the payment is subject to tax in the United 
States in the hands of a U.S. resident member. 
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Consistent with this agreement, if a U.S. LLC that is treated as a partnership for U.S. federal tax purposes owns 99 percent of 
the stock of a Mexican corporation, and the U.S. LLC has five members with equal interests in the LLC. under paragraph 4 of 
Article 13 (Capital Gains), the gains derived by the LLC from the alienation of such shares may be taxed in Mexico because 
the LLC had, at any time during the 12-month pcriod preceding such alienation, a participation. directly or indirectly, of at 
least 25 percent in the capital of the company. 

Mexico agrees to apply this Agreement with respect to amounts paid to an entity created and subject to the laws of a third state 
or jurisdiction only where such third state or jurisdiction has in force a comprehensive exchange of information agreement as 
provided in Mexican tax provi~ions and such information is effectively exchanged. The following is the current list of countries 
that Mexico has a comprehensive exchange of information in force. Such a list is published under Mexican administrative 
regulations and may be amended from time to time. 

• Belgium 
• Canada 
• Korea 

• Israel 
• Spain 
• France 

• Italy 
• Norway 
• Netherlands 
• Singapore 
• Sweden 
• Finland 
• Chile 
• Ecuador 

• Romania 
• Czech Republic 

Accordingly, if an LLC organized in one of the slales listed above receives an interest payment from Mexico, and the LLC has 
two member owners with equal interests in the LLC. one third jurisdiction resident and one U.S. resident, the LLC may claim 
treaty benefits as a U.S. resident with respect to 50% of the interest payment because 50% of the payment is subject to tax in 
the United States in the hands of a U.S. resident member. 

2) U.S. Residency Certification for LLCs and other fiscally transparent entities 

A LLC or other entity organized within or without the United States that is treated as a partnership for U.S. tax purposes may 
certify U.S. residence for treaty purposes by obtaining a certificate of residence on Form 6166 in the same manner as a partnership. 
A Form 6166 confirms the filing of Form 1065, U.S. Return of Partnership Income, by the LLC and includes a list of members of 
the LLC that are residents of the United States for U.S. federal lax purposes. The Form 6166 will inform the withholding agent to 
contact the LLC directly to provide information regarding the allocation of a particular payment to a specific member. 

A LLC or other entity organized within or without the United States that is disregarded as an entity separate from its owner for 
U.S. federal tax purposes may certify U.S. residence for treaty purposes by obtaining a Form 6166 that provides that the LLC is a 
branch, division. or business unit of its single member owner. and that such single member owner is a resident of the United States. 

A U.S. corporation that has made an election to be treated as an S Corporation for U.S. federal tax purposes may certify U.S. 
residence for treaty purposes by obtaining a Form 6166 certificate of residence in a manner similar to that of a partnership. A Form 
6166 confirms the filing of an information return, Form 1120S. U.S. Income Tax Return for an S Corporation. as required for a 
domestic S Corporation, and includes a list of shareholders that are residents of the United States for purposes of U.S. taxation. 

3) Effective dates 

Upon signature by both competent authorities, this Agreement is effective with respect to Mexican source payments made 
to Mexican or U.S. entities to the extent the Mexican statute of limitations is open for sllch payments. This Agreement is 
effective with respect to Mexican source payments made to entities organized in third countries or jurisdictions identified in the 
Agreement as of January 1, 2006. 
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Agreed to by the undersigned Competent Authorities: 

Robert H. Green Ana Bertha Thierry 
U.S. Competent Authority Mexican Competent Authority 

December 22. 2005 December 22. 2005 
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Part III. Administrative, Procedural, and Miscellaneous 
Information Reporting by 
Organizations That Receive 
Charitable Contributions of 
Certain Motor Vehicles, Boats, 
and Airplanes 

Notice 2006-1 

SECTION I. PURPOSE 

This notice provides guidance 
on the reporting requirements under 
§ 170(f)( 12)(D) of the Internal Revenue 
Code, which apply to any donee organ
ization that receives a contribution of 
a qualificd vehicle aftcr December 31, 
2004, the claimed value of which is more 
than $500. 

A donee organization is an organization 
eligible to receive charitable contributions 
as described in § 170(c). 

A qualified vehicle is any: (i) mo
tor vehicle manufactured primarily for 
use on public streets, roads, and high
ways; (ii) boat; or (iii) airplane; but the 
term does not include any property de
scribed in § 1221(a)(l) (e.g., property 
held primarily for sale to customers). See 
§ l70(f)O 2)(E). 

This notice complements Notice 
2005-44, 2005-25 I.R.B. 1287, which 
provides guidance under § 170(f)(l2) on 
the allowable deduction for a charitable 
contribution of a qualified vehicle and the 
requirements applicable to the contempo
raneous written acknowledgment that the 
donee organization provides to the donor. 

SECTION 2. BACKGROUND 

Section 884 of the American Jobs 
Creation Act of 2004, Pub. L. No. 
108-357, 118 Stat. 1418 (AJCA), added 
§§ 170(f)(l2) and 6720 to the Internal 
Revenue Code effective for contributions 
of qualified vehicles made after December 
31, 2004. 

Section 170(f)(l2)(A) disallows a de
duction under § 170(a) for a contribution 
of a qualified vehicle the claimed value of 
which is more than $500 unless the donor 
substantiates the contribution by a contem
poraneous written acknowledgment that 
meets the requirements of § 170(f)( 12)(B). 

Section 170(f)(l2)(D) requires a donee 
organization to provide the Secretary of the 

Treasury or his delegate with the informa
tion contained in the acknowledgment fur
nished to the donor. 

The Internal Revenue Service has 
provided Form 1098-C for reporti ng 
to the Service the information required 
to be reported under § 170(f)(l2)(D). 
Form 1098-C can be viewed online at 
http://www.irs.gm/pub/i rs-pdflfl 098c.pdJ. 

Form I 098-C will be reviscd to takc ac
count of the Gulf Opportunity Zone Act 
of 2005, Pub. L. No. 109-135, 119 Stat. 
2577 (GO Zone Act), which was enacted 
on Dccember 21, 2005. Section 403(gg) 
of the GO Zone Act contains a techni
cal amendment to § 884 of the AJCA. 
The technical amendment added clauses 
(v) and (vi) to § 170(0(12)(B). Section 
170(f)( 12)(B )(v) requires the acknowledg
ment to include information concerning 
whether the donee organization provided 
any goods or services in consideration, in 
whole or in part, for the qualified vehicle. 
In addition, § 170(f)( 12)(B)(vi) requires 
the acknowledgment to contain a descrip
tion and good faith estimate of the value of 
any goods or services referred to in clause 
(v) or, if such goods or services consist 
solely of intangible religious benefits (as 
defined in § 170(f)(8)(B», a statement to 
that effect. Notwithstanding these report
ing requirements, as set forth below' in Sec
tion 5, donees may continue to use the cur
rent version of Form 1098-C to satisfy the 
requirements for a contemporaneous writ
ten acknowledgment until a new form is 
provided. 

SECTION 3. INFORMATION 
REPORTING TO THE INTERNAL 
REVENUE SERVICE 

If a donee organization receives a con
tribution of a qualified vehicle with a 
claimed value of more than $500 after De
cember 31, 2004, the donee organization 
is required to provide a contemporaneous 
written acknowledgment to the donor. The 
donee organization may use a completed 
Form 1098-C for the contcmporaneous 
written acknowledgment. See section 
3.03 of Notice 2005-44, 2005-25 I.R.B. 
1287, for guidance on the information that 
must be included in a contemporaneous 
written acknowledgment and the deadline 

for furnishing the acknowledgment to the 
donor. 

Any donee organization that provides 
a contemporaneous written acknowledg
ment to a donor under this section is re
quired to report to the Service the infor
mation conlained in the acknowledgment. 
The report is due by February 28 (March 
31 if filing electronically) of the year fol
lowing the year in which the donee organi
zation provides the acknowledgment to the 
donor. 

The donee organization must file 
the report on Copy A of the offi
cial Form 1098-C. The official pa
per Form 1098-C can be ordered on
line at Forms alld Publications bv U.S. 
Mail (http://www.irs.gol'ljCmllspubs/ 
page/O"id=10768,OO.html) or by call
mg 1-800-829-36 76. Instructions 
for Form 1098-C are available at 
http://www.irs.gov/pub/irs-pdfJi J 098c.pd{. 
General instructions on filing infor
mation returns and reporting on pa
per or electronic/magnetic media, in
cluding instructions on where to file 
Form 1098-C, can be found in the 
General Instructions for Forms 1099, 
1098, 5498, and W-2G, which are 
available at http://www.irs.gol'/puh/irs
pdfJiI099gi.pdf. 

A donee organization that files Form 
1098-C on paper should send it with Form 
1096, Annual Summary alld Transmitt{/l 
of u.s. information Returns, to the Inter
nal Revenue Service Center, Ogden, UT 
84201-0027. 

A donee organization that is required 
to file 250 or more Forms 1098-C during 
the calendar year must file them elec
tronically or magnetically. Specifica
tions for Filing Forms 1098, 1099, 5498, 
and W-2G Electronically or Magneti
cally can be found in Publication 1220 at 
http://www.irs.godpub/irs-pdJlpl220.pdt: 

Example. On December 31. 2006. D contributes 

a qualified vehicle to O. an organization that is de

scribed in ~ 170(c). On January 15.2007.0 sells 

the qualified vehicle in an arm's length transaction to 

an unrelated party without any significant intervening 

use or material Improvement by O. On February l .. k 
21J1J7. 0 provides D an acknowledgment that meeb 

the reyuirements of a contemporaneous written ac

knowledgment under ~ 170(f)( 12). D properly dallns 

the deduction allowable under ~ 17()(f)( 12) in taxable 

year 2006 by attaching the acknowledgment to Form 

10'+0. U.S. Illdil'irillal/llcome Tax Retllrn. that D files 

by April 15.2007. To meet its reporting rcyuircmcnts 

2006-1 C.B. 347 



LInder ~ 171111"1112111>1. (J IllLl,t repnrt the Information 

c'onldilled Illlhe ,lc~ll()\\ kd~lllenl on C"p\ ,.\ ot Fnrlll 

III%-C ,Ind till IIll rl'pllrt \\ Ilh Ihl Sen I(l h) Flhru

,'i'\ os. 21111X HUI II () Iile, L'leL'lrnnlcalil. Iht' report 

I' dllL' "11 \brch; I. 211(1X. 

The filll1~ of h)fln I Ol)K-C doc~ not rc
linT the donec organi/ation of its ohliga
tillll under ~ (1()50L to report inf(~rll1ation 

arout di ,po,itions of eharitahle deduction 
property on Form K2X2, /)UW'£' Infimnil

fioll Refilm, 

SECTION -I, [NTER[M 
(JUlDANCE FOR REPORT[NG A 
CONTEMPORANEOUS WR[TTEN 
t\CKNOWLEDGMENT FURNISHED 
TO A DONOR IN 2005 

For any l'ontemporaneous written ac
knO\dedgment furnished In a donor on or 
hdon: Dcccmber 3 [. 2005. a donee or
gani/ation may rcport to the Service the 
information contained in such acknow[
edgment by filing either Copy A of Form 
I Ol)X-C or a copy of the acknowledgment. 
Elcctronic/magnetic media filing of Form 
I (l9X-C is permitted, but not required, 

Reports filed on paper should be trans
mittcd with Form [096 and sent to the 
Intcrnal Rl'Vcnue Service Center, Ogden, 
LIT X-I201-0027, by February 28, 2006, 
hcn though it files a copy of an acknowl
edgment im,tead of a Form 1098-C. the 
donce organization should check the box 
on the transmittal Form 1096 that indicates 
d F(lrm I09X-C is being filed, But if a 
doncc organization already filed a report 
\\ith the Scrvice in a reasonable manner 
hcforc January (1, 2006, it need not resub
mit ,uch rcport. 

The guidance in this section supersedes 
any instruction to thc contrary in the 2005 
In,truction,> for Form lOllX-C. 

SECTION 5, SPECIAL TRANSITION 
RULE CONCERI\ING CONTENT OF 
CO"lTEMPORANEOl.}S WRITTEN 
ACKNOWLEDGMENT 

Fnrm I ()9~-C wIll hc rcvised to reflect 
the infllnnation described in clauses (v) 
ami I Ii I of ~ 170( 1')( 12)( B) as added hy 
the GO Zone Act Until Form 1098-C 
1" rl'\ i,cd, a contcmporaneous written 
~ILktlll\1 kdgmcnt will be treated as meet
In~ thc rCljuin:mcnh of ~ 170(f)( 12)(B) 
l'l l'tl it it doc,> not conwin the informa-
111111 lk'LTihcd in clall.'>C' (\.) and (vi) of 
~ 17111 til I ::' liB) 

348 2006-1 C.B. 

SECTION 6, SECTION 6720 PENALTY 

Section 67::'0 imposes penalties on 
any donee organization required under 
~ 170( f)( 12)( A) to furnish an acknow[edg
mcnt to a donor that knowingly furnishes 
a false or fraudulent acknowledgment, or 
knowingly fails to furnish an acknowl
cdgment in the manner, at the time, and 
showing the information required under 
* 170(f)( I 2) or regulations thereunder. 
Thc Service and the Treasury Department 
intend to issue regulations under ~ 6720 
clarifying that the donee organization in
formation report described in section 3 
of this notice is an integral pal1 of the 
acknowledgment requirement. Thc rcgu
lations will clarify the application of the 
§ 6720 penalties to a donee organization 
that knowingly files a false or fraudulent 
information report with the Service, or 
that knowingly fails to fill' such informa
tion report with the Service in the manner, 
at the time, and showing the information 
required under § 170(f)(l2) or the reg
ulations prescribed thereunder and this 
notice, The regulations will be effective 
as of the date of publication of this notice, 

SECTION 7, PAPERWORK 
REDUCTION ACT 

The collections of information in this 
notice havc been reviewed and approved 
by the Office of Management and Bud
get (OMB) in accordance with the Paper
work Reduction Act (44 U,S,C 3507) un
der control number 1545- I 980, 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMB control number. 

The collections of information in sec
tion 3 of this notice are required from 
donee organizations to satisfy the donee 
reporting requirements of § 170(O( 12)(0), 

The collections of information are manda
tory. The likely respondents are tax-ex
empt charitable organizations, 

The estimated total annual reporting 
burden is 21,500 hours for donee organi
lations, 

The estimated annual burden per donee 
organization varies from 30 minutes to 16 
hours, depending on individual circum
stances. The estimated average annual 
burdens arc 5 hours for donee organiza-

tions. The estimated number of donee or

ganizations is -1,:;00, 
The estimated annllal frcljuency of re

sponses (uscd for rcporting requirements 

only) is annually, 
Books or records relating to a collection 

of information mllst be retained as long 
as their content, may becomc material in 
the administration of any internal revenue 
law, Generally, tax returns and return in
formation are confidcntial, as required by 

* 6103. 

SECTION 8. DRAFTING 
INFORMATION 

The principal author of this notice is 
Sean Barnett of the Exempt Organizations, 
Tax Exempt and Government Entities Di
vision. For further information regarding 
this notice, contact Mr. Barnett at (202) 
283-X9 I 2 (not a toll-free call), 

Waiver for Reasonable 
Cause for Failure to Report 
Loan Origination Fees and 
Capitalized Interest on 
Qualified Education Loans 

Notice 2006-5 

PURPOSE 

This notice provides information for 
payees/filers who receive payments of 
interest on qualified education loans to 
request a waiver of penalties for failure to 
report payments of loan origination fees 
and capitalized interest received in 2005 
for qualified education loans made on or 
after September I, 2004, 

BACKGROUND 

Section 6050S requires certain payees 
who receive payments of interest on one or 
more qualified education loans, as defined 
in section 221(d)(1), to file information 
returns with the Internal Revenue Service 
(Service) and to furnish information state
ments to borrowers. In the case of interest 
payments received or collected by a per
son on behalf of a payee, the information 
reporting requirements arc generally im
posed on that other person (filer) and not 
the payee, See section l,6050S-3( e )(3 )(i) 
of the Income Tax Regulations. For qual-



ified education loans made on or after 
September I, 2004, payees/filers arc re
quired to report on Form 1098-E, "Student 
Loan Interest Statement," payments of in
terest received on qualified education 
loans, including payments of loan origi
nation fees and capitalized interest. See 
section 1.6050S-3(e)(1 )(ii) of the regu
lations (T.D. 9125, 2004-1 C.B. 1012), 
published on May 7, 2004. 67 Fed. Reg. 
25,489. A prior version of these regu
lations (T.D. 8992, 2002-1 C.B. 981), 
published on April 29, 2002, provided 
that. for calendar year 2003 returns and 
later years, payees/filers were not required 
to report payments of loan origination fees 
and capitalized interest for qualified edu
cation loans made before January 1,2004. 
67 Fed. Reg. 20,901. 

After publication of the amended final 
section 1.6050S-3 regulations on May 7, 
2004, the Treasury Department and Ser
vice received comments that additional 
time was required to make the program
ming changes necessary to comply with 
the reporting requirements for loan orig
ination fees and capitalized interest un
der those regulations. In response, the 
Treasury Department and Service issued 
Notice 2004-63, 2004-2 C.B. 597, which 
provides that the Service will not assert 
penalties under section 6721 or section 
6722 for the failure to report on Form 
1098-E returns payments attributable to 
loan origination fees and capitalized in
terest received in calendar year 2004 on a 
qualified education loan made on or after 
September 1, 2004. The notice explained 
that the penalty relief was limited to calen
dar year 2004 returns and would provide 
payees/filers additional time to make the 
necessary programming changes to cap
ture information on and report payments 
of loan origination fees and capitalized 
interest received in 2005 and future cal
endar years, consistent with the reporting 
requirements of the section 60S OS regula
tions. 

Some payees/filers have taken steps to 
comply with the reporting requirements 
for loan origination fees and capitalized 
interest for calendar year 2005 returns. 
However, some commentators have re
quested additional relief to provide more 
time to comply with the reporting require
ments for calendar year 2005 returns. 

REQUEST FOR WAIVER FOR 
REASONABLE CAUSE 

A payee/filer who is not able to com
ply with the reporting requirements un
der section 1.6050S-3 for loan origination 
fees and capitalized interest for calendar 
year 2005 returns may request that the Ser
vice waive, under section 6724 and the 
regulations thereunder, any penalty that 
might otherwise be imposed under sec
tion 6721 or section 6722 for failure to re
port these amounts. Section 6724 autho
rizes the Service to waive the penalties un
der section 6721 (failure to file correct in
formation returns) or section 6722 (fail
ure to furnish correct payee statements) if 
the failure was due to reasonable cause 
and not due to willful neglect. Under 
section 301.6724-1 (a)(2) of the Regula
tions on Procedure and Administration, a 
payee/filer may establish reasonable cause 
if there are significant mitigating factors 
with respect to the failure, or if the failure 
arose from events beyond the payee/filer's 
control. In addition, a payee/filer must 
show that it acted in a responsible manner 
both before and after the failure occurred. 

A payee/filer seeking a waiver under 
this notice should send its request in the 
text of an e-mail to: 1098ewaiver@irs.gov 
on or before the due date of the information 
returns. The Service will acknowledge re
ceipt of a waiver request under this notice. 
The waiver request must include the fol
lowing information: 

(1) a notation at the top of the request in 
large letters stating, "Form 1098-E Waiver 
Request under Notice 2006-5"; 

(2) the payee/filer's name, taxpayer 
identification number, and mailing ad
dress; 

(3) a statement that describes: 
(a) the steps the payee/filer has taken in 

an attempt to report loan origination fees 
and capitalized interest, including the date 
on which the payee/filer first took steps 
to attempt to implement systems to com
ply with the reporting requirements and the 
amount of time and resources devoted to 
efforts to comply; and 

(b) the undue hardship that would result 
by complying with the obligation to report 
loan origination fees and capitalized inter
est, including an indication of the size of 
the payee/filer's student loan portfolio and 
the revenue deri ved from the loan portfo
lio; 

(4) a statement that the payee/filer is in 
compliance with the Additional Rules set 
forth in this notice: and 

(5) a statement, made under penalty of 
perjury, that the information contained in 
the waiver request is true, correc!' and 
complete to the best of the payee/fi ler' s 
knowledge and belief. The perjury state
ment must be signed by a person who is au
thorized to sign federal tax returns on be
half of the payee/filer by entering his or her 
name and date of birth. 

The Service currently anticipates that 
it will decide, within six months after re
ceipt of a complete request for a waiver, 
whether to grant a waiver of penalties for 
failure to report information required by 
section 60S OS and the regulations there
under based on each payee/filer's partic
ular facts and circumstances as described 
in the waiver request. For purposes of 
this notice, the Service generally will 
waive penalties if the payee/filer's request 
demonstrates that: ( 1) the payee/filer 
acted in a responsible manner because it 
took reasonable efforts sufficiently before 
the due date of the information return to 

attempt to implement necessary program
ming changes to enable the payee/filer to 
capture information on and report pay
ments of loan origination fees and capital
ized interest; and (2) there are significant 
mitigating factors or the failure arose from 
events beyond the payee/filer's control, 
including hardship resulting from incre
mental costs to the payee/filer. 

ADDITIONAL RULES 

A payee/filer who is not able to comply 
with the reporting requirements for loan 
origination fees and capitalized interest re
ceived in calendar year 2005 on a qualified 
education loan made on or after September 
1, 2004, and who seeks a penalty waiver 
under this notice, must: 

(1) file and furnish in a timely manner 
a FOlm 1098-E (or other appropriate in
formation statement) that (i) includes the 
amount of interest (except for any loan 
origination fees or capitalized interest) re
ceived in 2005 in Box I, (ii) does not in
clude a check mark in Box 2, and (iii) in
cludes all other required information: and 

(2) furnish a statement to the borrower 
indicating that the amount of interest re
ported in Box I of Form 1098-E for calen
dar year 2005 docs not include payments 
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attributdble to either loan origination fees 
or capltali/eu interest recei\eu on Ljual
ified euucation loans made un or after 
September I. ~O()-L anu that the bommer 
may be able to deduct amount, in audition 
to the ,II1Hlunh reported In Box I. 

Notwithstanding sections 1.1 h3-7(a) 
,Inti I 1~75-~la).aborrowerwhorecei\'es 
a hmn I Ol)K-E (or other appropri ate in for
mation statement) indicating that it docs 
not include payments of loan origination 
fees lllay usc any reasonable method to 
allocate the loan origination fees 0\ er the 
term of the loan for purposes of the de
duction allowable under section ~~ I. A 
method that result, in the double deduction 
of the ,ame portion of a loan ongination 
fcc would not be reasonable. 

PAPERWORK REDUCTION ACT 

The collection of information contained 
in this notice has heen reviewed and ap
proved by the Office of Management and 
Budget in accoruanee with the Paperwork 
Reduction Act (44 U.s.e. 3507) under 
control numher 1545-19%. 

An agency may not conduct or sponsor. 
and a person is not reLjuired to respond 
to a collection of information unless the 
collection of information displays a valid 
OMB control number. 

The collection of information in this no
tice is reLjuired in order for a payee/filer to 
receive a waiver of penalties for failure to 
report loan origination fees and capitalized 
interest. The collection of information is 
reLjulred to obtain benefits. The likcly re
spondenh are for profit organizations as 
well as not for profit organizations. 

The estimated total annual recordkeep
ing and reporting burden is 5.000. The es
timated annual recordkeeping and report
ing hurden per respondent is 10 hours. The 
estimated number of respondents is 500. 

Booh Dr records relating to a collection 
of II1formatinn must be retained so long as 
their contents may become material in ad
mini,tration of any internal revenue law. 
Ccnerally. tax returns and return informa
tion <.Ire confIdential. as required by section 
6103. 

rOl\TACT INFORMATION 

For further information regard-
Ing a \\'ai\'er of penalties. contact 
Kelli Winegardner (Office of Penalties 
and Interest Administration) at (~O~) 
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~83-0454 (not a toll-free call). For further 
information regarding this notice. contact 
Donna Welch (Office of Associate Chief 
Counsel (Procedure and Administration) 
at r:~(2) 622-4910 (not a toll-free call). 

~o eFR 0(}1.~(}.f: Chllllgn ill "(,(,Olllllillg periods 

IIlid illlllClhodl o(({('('(I!lIIlillg. 

(·1/111 Purl I. ,,~ -4-40. -47J. -472. -481. 1.-4.fo-l. 
1-471-3(dJ. 1-472-8. USI-I) 

Rev. Proc. 2006-14 

SECTION I. PURPOSE 

This revenue procedure provides heavy 
equipment dealers (as defined in section 
4.05 of this revenue procedure) with a 
safe harbor method of accountin o for b 

their heavy equipment parts inventory (as 
defined in section 4.06 of this revenue pro
cedure). This safe harbor method permits 
heavy equipment dealers to approximate 
the cost of their heavy equipment parts 
inventory using the replacement cost of 
the heavy equipment parts pursuant to 
the replacement cost method described 
in section 4 of this revenue procedure. 
This revenue procedure also provides pro
cedures for heavy equipment dealers to 
obtain the automatic consent of the Com
missioncr to changc to the replacemcnt 
cost method. 

SECTION 2. BACKGROUND 

.0 I Section 471 of the Internal Rev
enue Code provides that inventories must 
be taken on such basis as the Secretary may 
prescribe as conforming as nearly as may 
be to the best accounting practice in the 
trade or business and as most clearly re
tlecting income. 

.02 Section 1.471-3(d) of the Income 
Tax Regulations provides that in any in
dustry in which the usual rules for com
putation of cost are inapplicable, cost may 
be approximated upon such basis as may 
be reasonable and in conformity with es
tablished trade practice in the particular in
dustry. 

.03 Section 472(a) provides that a tax
payer may use the last-in. first-out (LIFO) 
inventory method. Under the LIFO inven
tory method, a taxpayer treats those goods 
remaining on hand at the close of the tax
able year as being: First, those included in 
the opening inventory of the taxable year 

(in the order of acquisition) to the extent 
thereof. anu second. those aCLjuired in the 
taxable year. The change to. and use of, 
the LIFO inventory method must be in ac
cordance with such regulations as the Sec
retary may prescribe as necessary in order 
that the use of such method may clearly re
tlect income. 

.04 Section 472(b)(~) provides that a 
taxpayer using the LIFO inventory method 
must inventory its goods at cost. 

.05 Section 1.472-8(a) provides that a 
taxpayer may elect to determine the cost 
of its LIFO inventories under the dollar
value LIFO method, provided such method 
is used consistently and clearly reflects the 
income of the taxpayer in accordance with 
the rules of that section. 

.06 Section I.472-8(e)(2)(ii) provides 
that the total current-year cost of items 
making up a dollar-value LIFO pool may 
be determined: (a) by reference to the ac
tual cost of the goods most recently pur
chased or produced; (b) by reference to 
the actual cost of the goods purchased or 
produced during the taxable year in the or
der of acquisition; (c) by application of an 
average unit cost equal to the aggregate 
cost of all the goods purchased or produced 
throughout the taxable year divided by the 
total number of units so purchased or pro
duced; or (d) pursuant to any other proper 
method which, in the opinion of the Com
missioner, clearly retlects income. 

.07 Section 263A generally requires di
rect costs and an allocable portion of in
direct costs of certain property produced 
or acquired for resale by a taxpayer to be 
included in inventory costs, in the case of 
property that is inventory, or to be capital
ized. in the case of other property. Sec
tion l.263A-I(e)(2)(ii) provides that re
sellers must capitalize the acquisition costs 
of property acquired for resale. In ad
dition, resellers must capitalize the indi
rect costs described in § l.263A-I(e)(3), 
which are properly allocable to property 
acquired for resale. These indirect costs 
often include purchasing, handling, and 
storage costs. See § 1.263A-3(c)(l) . 

. 08 In Mountain State Ford v. 
Commissioner, 112 T.e. 58 (1999), the 
Tax Court held that a taxpayer that sold 
heavy truck parts and used the dollar-value 
LIFO method to account for its parts in
ventory was not entitled to determine 
the current-year cost of the parts in its 
ending inventory by refcrence to their 



replacement cost. In so doing, the court 
found that the taxpayer's replacement cost 
method was not in accordam:e with the 
method elected on its Form 970, Appli

cation To Use LIFO Inventory Method. 

The taxpayer's Form 970 indicated that it 
would determine the current-year cost of 
the items in its ending inventory by refer
ence to the actual cost of the goods most 
recently purchased or produced in accor
dance with § 1.472-8(e)(2)(ii)(a). The 
court further concluded that even if the 
taxpayer had elected to use another proper 
method under § 1.472-8(e)(2)(ii)(d), it 
could not use the replacement cost of the 
parts to determine current-year cost be
cause replacement cost does not determine 
current-year cost on the basis of, or by ref
erence to, actual cost (or in some instances 
a reasonable approximation of actual cost) 
in accordance with § 472(b). 

.09 Subsequent to the Mountain State 
Ford decision, the Internal Revenue Ser
vice gave careful consideration to the fol
lowing unique circumstances surrounding 
the use of replacement cost by automobile 
dealers: 

(1) Industry practice. It has bcen the 
long-standing and widespread practice of 
automobile dealers to use replacement cost 
to determine the cost of their vehicle parts 
inventory both for financial accounting 
and federal income tax purposes. 

(2) Use of replacement cost required by 
third party. Automobile dealers are com
monly requircd by their franchisors (i.e., 

the vehicle's manufacturer) to value their 
vehicle parts inventory using replacement 
cost, rather than actual cost. 

(3) Substantial burden associated with 

switching to actual cost. The automobile 
dealer industry has represented that auto
mobile dealers that are presently using re
placement cost to value their vehicle parts 
inventory likely would incur substantial 
expense if they were required to modify 
their existing record keeping systems to 
determine the cost of such inventory using 
actual cost. 

(4) Replacement cost approximates ac

tual cost in this industry. The automo
bile dealer industry has provided data to 
demonstrate that, on average, in their in
dustry, due to relatively low inflation and 
high inventory turnover, the replacement 
cost of vehicle parts approximates the ac
tual cost of such palts. 

.10 Cunsideration of these factors led 
the Service to conclude that, for reasons 
of administrative convenience, burden re
duction, and avoidance of further cuntro
versy in this area, a safe harbor method of 
accounting to determine the cost uf vehi
cle parts inventory using replacement cost 
to approximate actual cost should be pro
vided to automobile dcalers. Accordingly, 
automobile dealers were provided a safe 
harbor method of accounting in Rev. Proc. 
2002-17, 2002-1 C.B. 676. The Service 
stated in Rev. Proc. 2002-17 that it was 
willing to consider requests of other indus
tries for similar safe harbors if the facts 
of those industries are similar to those de
scribed above. 

.11 Subsequent to the publication of 
Rev. Proc. 2002-17, the heavy equip
ment dealer industry asked the Service to 
provide a similar safe harbor that would 
allow heavy equipment dealers to value 
their heavy equipment parts inventories at 
replacement cost. The information sub
mitted on behalf of the heavy equipment 
dealers has led the Service to conclude 
that the circumstances in the heavy equip
ment dealer industry are similar to those 
described in section 2.09 of this revenue 
procedure. Accordingly, the Service has 
concluded, for reasons of administrative 
convenience and burden reduction, that a 
safe harbor method of accounting to deter
mine the cost of heavy equipment parts in
ventory, using replacement cost to approx
imate actual cost, should be provided to 
heavy equipment dealers. The safe har
bor method is provided in section 4 of 
this revenue procedure and is available to 
heavy equipment dealers descrihed in sec
tion 4.05 of this revenue procedure. 

SECTION 3. SCOPE 

This revenue procedure applies to any 
heavy equipment dealer that is engaged 
in the trade or business of selling heavy 
equipment parts at retail and that is autho
rized under an agreement with one or more 
heavy equipment manufacturers or distrib
utors to sell new heavy equipment. 

SECTION 4. REPLACEMENT COST 
METHOD 

.0 I In General. A taxpayer that is 
within the scope of this revenue procedure 
is permitted to use the replacement cost 

method to approximate the actual cost 
of its heavy equipment parts inventory. 
Under the replacement cost method, a tax
payer must determine the cost of the heavy 
equipment parts in its inventory hy refer
ence to the replacement cost of the heavy 
equipment parts as defined in section 4.02 
of this revenue procedure, determine the 
replacement cost using a standard price list 
as defined in section 4.03 of this revenue 
procedure, and satisfy the book conformity 
requirement as described in section 4.04 of 
this revenue procedure. Taxpayers within 
the scope of this revenue procedure may 
use the replacement cost method in con
junction with either the first-in, first-out 
inventury method ur the LIFO inventory 
method. Taxpayers that use the replace
ment cost method provided by this section 
4 and that are subject to the provisions of 
§ 263A must include in inventory costs 
the additional amounts that are required hy 
§§ 1.263A-l and 1.263A-3 (e . .>:., freight 
costs). 

.02 Replacement Cost. Replacement 
cost means the amount provided in a stan
dard price list at which a heavy equipment 
part may be purchased hy the taxpayer on 
the date of the inventory. If, on the date of 
the inventory, the heavy equipment part is 
not provided in a standard price list, the re
placement cost for the part is equal to the 
last amount provided in a standard price 
list (i.e., the price at which the part was 
last offered for purchase in a standard price 
list). 

.03 Use of Standard Price List. A "stan
dard price list" is a price list that is widely 
recognized and used for business purposes 
in the heavy equipment dealer industry and 
that is used by the taxpayer in the ordi
nary course of its business to purchase the 
heavy equipment parts for which it is de
termining the cost. 

.04 Book Conformity. A taxpayer sat
isfies the book conformity requirement if 
it determines the cost of heavy equipment 
parts in it~ inventory using the replace
ment cost of the heavy equipment parts 
as defined in section 4.02 when it as
certains the income, profit. or loss of its 
trade or business for purposes of its books, 
records, and reports (including financial 
statements) to its shareholders, partners, 
other proprietors, beneficiaries, and cred
itors. 

.05 Hem'v Equipment Deuler Defined. 

For purposes of this revenuc procedure, 
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a taxpayer i~ a "heav'y equipment dealer" 
only 11 it selh new hea\'y equipment un
der an agreement with one or more heavy 
equipment manufaelllrers or distributors 
and earns a majority of its revenue from 
the ,ale, llf ,ale and lease, of new heavy 
equipment Heavy equipment is defined 
as those items that fall within the Bureau 
of Lahor Stati,tics Producer Price Indices 
WPUIII andWPU112, 

,()6 Hell!'\' E(llIip/llelll Parrs III I'entorr. 

For purposes of this revenue procedure, 
"heavy equipment parts inventory" means 
goods held as inventory that are, or could 
be, lbed to replace original parts on heavy 
equipment. are necessary for the proper 
operation of that heavy equipment, and are 
not accessories. 

.07 FlItllr(' Recollsideratioll of" the 

[/.\(' o( Replace/llellt COSI. If the Service 
later determines that circumstances have 
changed so that the replacement cost of 
heavy equipment parts no longer approxi
mates the aclllal cost of heavy equipment 
parh the Service may reconsider the safe 
harbor replacement cost method provided 
in this section 4 of this revenue procedure 
and may modify or revoke the method for 
future taxable years. 

SECTION 5. AUDIT PROTECTION 
FOR TAXPAYERS CURRENTLY 
LlSING THE REPLACEMENT COST 
METHOD 

A taxpayer within the scope of this rev
enue procedure that is using the replace
ment cost method provided in section 4 
of this revenue procedure on January 4, 
2006. may continue to use this safe harbor 
method for taxable years ending on or af
ter April 3(), 2005, without filing a Form 
.1115, Aflfllicatiol1f{i/' Change ill Account

illg Method. Such taxpayer's method of 
using replacement cost to determine cost 
for its heavy equipment parts inventory 
Ivill not be raised as an issue by thc Ser
lice in a tax.able year that ends before April 
3(). 2()05. Moreover, if such taxpayer's 
mdhod of using replacement cost to de
termine cost for its heavy equipment parts 
ill\entory i~ aln:auy an issue under consid
eration III a tax.able year that ends before 
April 3(), 20()5. the issue wIll not be fur
ther pur,ued by the Service. 
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SECTION 6. CHANGE IN METHOD 
OF ACCOUNTING 

.0111/ Gel/eral. A change to the replace
ment cost method provided by this revenue 
procedure is a change in method of ac
counting to which the provisions of ~§ 446 
and 481 and the regulations thereunder ap
ply. Therefore a taxpayer within the scope 
of this revenue procedure that does not use 
the replacement cost method provided in 
section 4 of this revenue procedure on J an
uary 4, 2006, but wants to use this safe har
bor method may do so for a taxable year 
ending on or after April 30, 2005, and must 
file a Form 3115. 

.02 Automatic change to the replace
ment cost method. A taxpayer within the 
scope of this revenue procedure that wants 
to change its method of determining cost to 
the replacement cost method provided by 
this revenue procedure must follow the au
tomatic change in accounting method pro
visions of Rev. Proc. 2002-9, 2002-1 
CB. 327, as modified and clarified by An
nouncement 2002-17, 2002-1 CB. 561, 
modified and amplified by Rev. Proc. 
2002-19, 2002-1 CB. 696, and ampli
fied, clarified, and modified by Rev. Proe. 
2002-54, 2002-2 CB. 432, with the fol
lowing modifications: 

(1) The scope limitations in section 4.02 
of Rev. Proc. 2002-9 do not apply to a 
taxpayer that wants to make the change for 
its first or second taxable year ending on or 
after April 30, 2005; 

(2) A change to the replacement cost 
method under the provisions of Rev. Proc. 
2002-9 must be effected on a cut-off 
method. Thus, the change in method of 
accounting is made without a § 481(a) 
adjustment; 

(3) A taxpayer making a change under 
this section 6.02 of this revenue procedure 
for its first taxable year ending on or af
ter April 30, 2005, that before February 
3, 2006, filed its original federal income 
tax return for such year is not required to 
comply with the filing requirement in sec
tion 6.02(3 lea) of Rev. Proc. 2002-9, pro
vided the taxpayer complies with the fol
lowing filing requirement. The taxpayer 
must complete and file a Form 3115 in du
plicate. The original must be attached to an 
amended federal income tax return for the 
taxpayer's first taxable year ending on or 
after April 30,2005. This amended return 
must be filed no later than July 3, 2006. A 

copy of the Form 3115 must be fi led with 
the national office (see section 6.02(6) of 
Rev. Proc. 2002-l/) no later than when the 
taxpayer's amended return is filed; and 

(4) For purposes of Line la of Form 
3115, the designated number for the auto
matic accounting method change autho
rized by this revenue procedure is "96." A 
taxpayer making the automatic change in 
method of accounting authorized by this 
revenue procedure and another automatic 
change in method of accounting under 
§ 2631\ for the same taxable year may 
file one Form 3115 to make both changes, 
but must comply with the ordering rules of 
§ l.263A-7(b )(2), and must enter the auto
matic accounting method change numbers 
for both changes on Line 1 a of Form 3115. 

.03 Audit Protection. If a taxpayer com
plies with the requirements of this revenue 
procedure and changes its method of deter
mining cost for its heavy equipment parts 
inventory to the replacement cost method 
provided in section 4 of this revenue pro
cedure, the taxpayer will receive audit pro
tection for any taxable year before the year 
of change with respect to the taxpayer's 
method of determining cost for its heavy 
equipment parts inventory under § 471 or 
472. Sec section 7 of Rev. Proc. 2002-9. 
However, if this change in method of ac
counting is made for the taxpayer's first 
or second taxable year ending on or after 
April 30, 2005, and the taxpayer's method 
of determining cost (other than by use of 
replacement cost) for its heavy equipment 
parts inventory under § 471 or 472 is an 
issue under consideration as of January 4, 
2006, in a taxable year that ends before 
April 30, 2005, the taxpayer will not re
ceive audit protection. 

SECTION 7. RECORD KEEPING 

Section 6001 provides that every per
son liable for any tax imposed by the 
Code, or for the collection thereof, must 
keep such records, render such statements, 
make such returns, and comply with such 
rules and regulations as the Secretary may 
from time to time prescribe. The books 
or records required by § 600 I must be 
kept at all times available for inspection 
by authorized internal revenue officers or 
employees, and must be retained so long as 
the contents thereof may become material 
in the administration of any internal rev
enue law. Section 1.6001-I(e). In order 



to satisfy the record keeping requirements 
of § 6001 and the regulations thereunder, 
a taxpayer that uses the replacement cost 
method should maintain records support
ing all aspects of its inventory valuation 
including, but not limited to, the price 
list described in section 4 of this revenue 

procedure. 

SECTION 8. MODIFICATION OF REV 

PROC. 2002-17 

Rev. Proc. 2002-17 is amended by 
adding the following new section 4.05: 
Future Recollsideratioll of the Use of Re
placeme/lt Cost. If the Service later deter-

mines that circumstances have changed so 
that the replacement cost of vehicle parts 
no longer approximates the actual cost of 
vehicle parts, the Service may reconsider 

the safe harbor replacement cost method 
provided in this section 4 of this revenue 
procedure and may modify or revoke the 
method for future taxable years. 

SECTION 9. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 2002-9 is modified and 
amplified to include this automatic change 
in section 10.02 of the APPENDIX. 

Rev. Proc. 2002-17 is modified. 

SECTION 10. EFFECTIVE DATE 

This revenue procedure generally is ef
fecti ve for taxable years ending on or after 
April 30, 2005. 

DRAFTING INFORMATION 

The principal author of this revenue 
procedure is Richard Shevak of the Office 
of Associate Chief Counsel (Income Tax 
& Accounting). For further information 

regarding this revenue procedure, contact 
Mr. Shevak at (202) 622-4930 (not a 

toll-free number), 
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Part IV. Items of General Interest 
Partial Withdrawal of Previous 
Proposed Rules, Notice of 
Proposed Rulemaking, and 
Notice of Public Hearing 

Corporate Estimated Tax 

REG-I07722-00 

AGENCY: Intcrnal Revcnue Service 
(IRS). Tre,lsury 

ACTION: Partial withdrawal of previous 
flmposed rules, notice of proposed rule
making, and notice of public hearing, 

SUMMARY: This document withdraws 
proposed regulations relating to corpo
rate estimated taxes, This document also 
contain, new proposed regulations that 
provide guidance to corporations with re
S[K'ct to estimated tax requirements, These 
proposed rcgulations generally anect cor
floratc taxpayers who are required to make 
estimated tax payments, These proposed 
amcndmcnts rellect changes to the law 
,incc I <)~.+, This document also provide" 
noticc of a public hearing on these pro
posed regulations, 

DATES: Written or electronic comments 
must be recei ved by February 22, 2006, 
Outlines of topics to be discussed at the 
public hearing scheduled for March 15, 
2()06, must be received by February 22, 
2()()6, 

ADDRESSES: 
CC:PA:LPD:PR 

Send submissions to: 
(REG-I 07722-00), 

room 52()3, Intcillal Revenue Ser
I icc, POB 760'+, Ben Franklin Sta
tion, Washington, DC 200'+'+, Submis
S!(lns I\1ay bc hand-delivered Munday 
through Fnday between the hours of 
X '1.n1. and .+ P,Ill, to: CC:PA:LPD:PR 
I REG-I()7722-()()), Courier's Dcsk, In
ternal ReI enue Service, I J II Constitution 
:\Ienue, NW, Wa,hington, DC or sent 
cicL'lJ'Ollil'ally, I ia the IRS Internet site at 
\\ \\'\\'./r.I,go\/rcg.\ or vIa the Federal eRule
making Portal at J\'J\'J\'.rcglllllliolls,gol' 

dRS-REG-IIl7722-()()), The public hear
Illg \\ III hl' hl'ILI ill the AuditorIulll.lnternal 
ReI ellue Sen ic'e Building. IIII Constitu
tlllil .-\.Icllue. :,\W. Washington, DC 
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FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed 
regulations, Joseph p, Dewald, (202) 
622-49 I 0: concerning the submissions 
of comments, the hearing, and/or to be 
placed on the building access list to at
tend the hearing, Robin Jones at (202) 
622-7180 (not toll-free numbers), 

SUPPLEMENTARY INFORMATION: 

Background and Explanation of 
Provisions 

This document withdraws §§ 1.6152-1 
(a)(\), \.6654-2(d)(I)(i), 1.6655-1, 
1.6655-2, 1.6655-3, 1.6655-4, 1.6655-5, 
1.6655-6, and 30\.6655-1 in the notice 
of proposed rulemaking (LR-228-82, 
1984-1 e.B. 760) relating to corporate 
estimated taxes under section 6655 that 
was published in the Federal Register (49 
FR 11186) on March 26, 1984 (referred to 
as the 1984 proposed regulations). This 
document also contains new proposed 
amendments to the Income Tax Regula
tions (26 CFR Part 1) and the Procedure 
and Administration Regulations (26 CFR 
Part 301) relating to corporate estimated 
taxes under section 6425 and section 6655 
of the Internal Revenue Code. The IRS 
is withdrawing the 1984 proposed reg
ulations because significant changes to 
the law since 1984 have caused them to 
become outdated. 

These proposed regulations retlect 
changes to the law made by the Deficit Re
duction Act of 1984, Public Law 98-369 
(98 Stat. 494), the Superfund Amend
ments and Reauthorization Act of 1986, 
Public Law 99-499 (100 Stat. 1613), 
the Tax Reform Act of 1986, Public Law 
99-514 (100 Stat. 2085). the Omnibus 
Budget Reconciliation Act of 1987, Public 
Law 100-203 (101 Stat. 1330), the Rev
enue Act of 1987, Public Law 100-203 
(101 StaL 1330-382), the Omnibus Trade 
and Competitiveness Act of 1988, Pub
lic Law 100-418 (102 Stat. 1107), the 
Technical and Miscellaneous Revenue Act 
of 1988, Public Law 100-647 (102 Stat. 
33.+2), the Omnibus Budget Reconcilia
tion Act of 1989, Public Law 101-239 
( t 03 Stat. 2106), the Omnibus Budget 
Reconciliation Act of 1990, Public Law 
101-508 (104 Stat. 1388). the Tax Ex-

tension Act of 199 L Public Law 102-227 
(105 Stat. I flX6 L the Act of Feb, 7. 1992, 
Public Law 102-2'+'+ (106 Stat. 3), the Un
employment Compematinn Amendments 
of 1992, Public Law 1()2~318 (106 Stat. 
290), the Omnihus Budget Reconciliation 
Act of 1993, Public Law 103-66 ( 107 Stat. 
312), the Uruguay Round Agreements Act 
of t 994, Public Law 103-465 (108 Stat. 
4809), the Small Business Job Protection 
Act of 1996, Public Law 104-188 (110 

Stat. 1755), the Taxpayer Relief Act of 
1997, Public Law 105-34 (III Stat. 788), 
the Ticket to Work and Work Incentives 
Improvement Act of 1999, Public Law 
106-170 (113 Stat. 1860). the Community 
Renewal Tax Relief Act of 2000, Pub
lic Law 106-554 (114 Stat. 2763), the 
Economic Growth and Tax Relief Recon
ciliation Act of 200 I, Public Law 107-16 
(115 Stat. 38), the Jobs and Growth Tax 
Relief Reconciliation Act of 2003, Pub
lic Law 108-27 (117 Stat. 752), and the 
American Jobs Creation Act of 2004, Pub
lic Law 108-357 (118 Stat. 1418), 

The existing regulations under section 
6655 do not retlect significant changes to 
the tax law since 1984, most notably the 
enactment of the economic performance 
rules under section 461 (h), Since the en
actment of section 46I(h), the determina
tion of when economic performance must 
occur for taxpayers to take a deduction 
into account for purposes of computing 
a quarterly estimated tax payment has 
been unclear, particularly for taxpayers 
that compute their quarterly estimated tax 
payments using an annualization method. 

In addition. the IRS and Treasury 
Department have become aware of tech
niques employed by taxpayers, partic
ularly those taxpayers computing their 
estimated tax payments using an an
nualization method, that reduce, if not 
eliminate, estimated tax payments for one 
or more installments for a taxable year, 
The proposed regulations provide rules 
that the IRS and Treasury Department be
lieve result in a more accurate reflection 
of annualized income than methods that 
taxpayers may currently be employing. 
For example, the proposeu regulations 
make it clear that taxpayers may not, for 
any purpose, uetermine taxable income 
for an annualization period or an adjusted 



seasonal installment period as though the 
period is a short taxable year. The pro
posed regulations provide specific rules 
for determining taxable income for any an
nualization period, including how section 
461 (h) is to be applied in computing tax
able income for any annualizatioll period. 
For example, with respect to an item of 
income or gain, the proposed regulations 
provide that the item must be taken into 
account in computing annualized taxable 
income for a particular annualization pe
riod if the item is includible in computing 
taxable income in accordance with section 
451 on or before the last day of the annual
ization pcriod. With respect to an item of 
deduction. the proposed regulations gen
erally provide that an accrual method tax
payer may take into account a deduction 
in computing annualized taxable income 
for a particular annualization period only 
to the extent the item is incuned under 
§1.461-1(a)(2) on or before the last day of 
the annualization period. For purposes of 
determining whether a deduction may be 
taken into account by an accrual method 
taxpayer in determining annualized tax
able income for a particular annualization 
period, the provisions of section 170(a)(2) 
and §1.l70A-Il(b) (charitable contribu
tions by accrual method corporations), 
§1.461-4(d)(6)(ii) (provision of services 
or property to a taxpayer), §1.461-5 (re
curring item exception), and any other 
provision that has a similar ctlect arc not 
taken into account in determining whether 
thc item of deduction has been incurred 
under §1.461-I(a)(2) and is deductible in 
computing annualized taxable income for 
an annualization period. 

Revenue Ruling 76-450, 1976-2 C.B. 
444, provides that state property tax and 
franchise tax are deductible from the in
come for an annualization period on the 
date the taxpayer accrues the taxes under 
the taxpayer's method of accounting. Rev
enue Ruling 76-450 was issued prior to 
the enactment of section 461(h) and does 
not take into account the application of 
the economic performance requirements 
of section 461 (h) for purposes of comput
ing an estimated tax payment using the an
nualized income installment method. The 
proposed regulations address the applica
tion of section 461 (h) for purposes of the 
annualized income installment method and 
provide that a taxpayer using an accrual 
method of accounting cannot take a deduc-

tion into account unless the deduction has 
been incurred under §1.461-I(a)(2) and 
is otherwise deductihle in computing tax
able income for the applicable annualiza
tion period. A~ a result of the rules pro
vided in the proposed regulations regard
ing the application of section 461(h) to 
the annualized income installment method, 
Rev. Rul. 76-450 is no longer applicable 
and will he obsoleted when these regula
tions are effective. 

For purposes of section 404 and the reg
ulations, regardless of the overall method 
of accounting employed by the taxpayer. 
the applicable 2-, 3-, 4-, 5-, 6-. 7-, 8-, 
9-. 10- or II-month annualization period 
shall not be treated as a short taxable year 
and the rules of section 404 and the reg
ulations shall be applied on the basis of 
the taxpayer's taxable year for which es
timated tax is being determined. Thus. the 
determination of whether a payment to an 
employee is deferred compensation under 
§ 1.404(b )-1 T shall be made by reference 
to whether the payment is received by the 
employee more than a brief period of time 
after the last day of the taxable year for 
which estimated tax is being determined, 
and not the last day of the annualization pe
riod. With respect to contributions to qual
ified plans governed by section 404 and 
the regulations, in determining whether an 
item is paid or incurred by the end of 
an annualization period. economic perfor
mance is satisfied only to the cxtent such 
item is paid by the last day of the annu
alization period (without regard to section 
404(a)(6» and does not, in combination 
with other such items paid during the annu
alization period, exceed the applicable de
duction limit of section 404(a) for the tax
able year. For purposes of sections 419 and 
419 A and the regulations. regardless of the 
overall method of accounting employed by 
the taxpayer. the applicable 2-, 3-. 4-. 5-. 
6-, 7-, 8-, 9-, 10-, or II ~month annualiza
tion period shall not be treated as a short 
taxable year and the rules of sections 419 
and 419A and the regulations shall be ap
plied on the basis of the taxpayer' s taxable 
year for which estimated tax is being deter
mined. With respect to contributions to a 
welfare benefit fund governed by sections 
419 and 419 A and the regulations, in deter
mining whether an item is paid or incuned 
by the end of an annualization period, eco
nomic performance is satisfied only to the 
extent such item i~ paid by the last day 

of the applicable annualization period and 
does not. in combination with other slIch 
items paid during the annualization period. 
exceed the applicable deduction limit of 
section 419 for the taxable year. 

The proposed regulations prO\ ide guid
ance for annual expenses paid or incurred 
at the end of the taxahle year. or after the 
end of the taxahle year that are deemed 
paid or incurred during the taxable year. 
Section 1.6655-:2lf)(:2)( i) of the proposed 
regulations provides lhat if an accrual 
method taxpayer has a history of incurring 
a specific item of expense (or paying a 
specific item of expense, in the casc of a 
cash method taxpayer) that. while attrib
utable to income carned throughout the 
current taxable year, is not incurred (or 
paid, in the case of a cash method tax
payer) until the end of the taxable year or 
aftcr the end of the current taxable year 
and is deemed incurred (or paid, in the 
case of a cash method taxpayer) during 
the current taxable year (taking into ac
count. as applicable. section l70(a)( 2) 
and §1.170A-ll(b). section 404(a)(6). 
§1.461-4(d)(6)(ii). §1.461-5. and any 
other provision that has a similar effect). 
then the taxpayer may take into account 
a proportionate part of the specific item 
of expense for each annualization pe
riod. In such case the taxpayer may take 
into account a proportionate part of the 
specific item of expense for each annu
alization period only if the portion of the 
annual expense taken into account is de
termined with reasonable accuracy and 
the expense is properly deducted by the 
taxpayer for the current taxable year under 
the taxpayer's method of accounting. For 
purposes of § 1.6655-2(f)(2)1 i). a taxpayer 
has a history of incurring or paying a spe
cific item of expense at the end of the 
taxable year. or after the end of the taxable 
year that is deemed incurred or paid dur
ing the taxable year. if, in each of the two 
taxable years immediately preceding the 
current taxable year (or the immediately 
preceding taxable year if the taxpayer was 
not in existence for the two preceding tax
able years). the taxpayer incurred or paid 
the specific item of expense at the end of 
each taxable year, or after the end of each 
taxable year that was deemed incurred or 
paid during such taxable year. For pur
poses of §1.6fi55-2(f)(2)(i). the term '"the 
end of the taxable year" means the period 
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between and including the 15th and last 
uay of the laq month of the taxable year. 

The proposed regulations also prmide 
guidance regarding the treatment of spe
CIfic items for purpmes of computing an
nualized taxable income for an annualiza
tion period. For example. net operating 
loss carryovers must be taken into account 
in computing an annualized income in
stallment after placing the taxable income 
for the annualization period on an annual
ized basis. and section -+~ I (a) adjustments 
must be recognized ratably over the appli
cable adjustment period. 

Revenue Ruling 67-93. 1967-1 C.B. 
.166. prm'ides that a taxpayer should 
deduct a net operating loss (NOll carry
over from the income for an annualization 
period before annualizing the income for 
that period. As previously stated. the IRS 
and Treasury Department believe that it 
is not appropriate for taxpayers to deter
mine taxable income for an annualization 
period or an adjusted seasonal installment 
period as though the period is a short 
taxable year. As a result. the IRS and 
Treasury Department now believe that it 
IS a more appropriate ret1eetion of annu
alized taxable income if a NOL carryover 
is deducted after annualizing the taxable 
income for an applicable annualization 
period or adjusted seasonal installment 
period. Accordingly, the proposed reg
ulations provide that a taxpayer must 
annualize taxable income before taking 
into account a NOL CaITyover and reduce 
the annualized amount by the NOL carry
over. As a result. Rev. Rul. 67-93 will 
be obsoleted when these regulations arc 
effective. 

In addition. the proposed regulations 
provide guidance on the amount of de
preciation and amortization (depreciation) 
expense that a taxpayer may take into 
account for an annualization period. The 
proposed regulations generally provide 
that a proportionate amount of a taxpayer's 
estimated annual depreciation expense 
,hall be taken into account when deter
mining any annualized income installment 
for the taxabk year. In determining the 
.:,timated annual depreciation expense. a 
taxpayer Illay take into aCClllll1t purchases. 
"tic, or other dispositIons. changes in use. 
depr.:ciation permitted by :;ections l6~(kl 
and l-+()()L. and other similar e\'ents that. 
ba,ed on all of the rele\ant information 
<1\ aiLlble a, of the last day of the annu-
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alization period (such as capital spendinu 

budgets. financial statement data and pro~ 
jections. or similar reports that provide 
evidence of the taxpayer's capital spend
ing plans for the current taxable year), 
the taxpayer reasonably expects to occur 
during the taxable year. As an alternative 
to estimating annual depreciation expense 
based on events that are reasonably ex
pected to occur. the proposed regulations 
provide that. in general. a taxpayer may 
claim for an annualization period at least a 
proportionate amount of 50 percent of the 
taxpayer's estimated depreciation expense 
for the current taxable year attributable 
to assets that the taxpayer had in service 
on the last day of the preceding taxable 
year, that remain in service on the first day 
of the current taxable year, and that are 
subject to the half-year convention. The 
proposed regulations also provide that an 
annualization period cannot be treated as a 
short taxable year. including for purposes 
of determining the depreciation allowance 
for such annualization period. 

The proposed regulations also provide 
guidance regarding short taxable years, in
cluding the due dates for required install
ments for a short taxable year (including 
a taxpayer's initial taxable year), the com
putation of such installments, and the ap
plicable perccntage of the annual tax due 
with each installment. 

Proposed Effective Date 

These regulations are proposed to ap
ply to taxable years beginning after the 
date that is 30 days after the date the fi
nal regulations are published in the Fed
eral Register. Until the final regulations 
become effective. taxpayers may rely on 
these proposed rules for taxable years be
ginning on or after the date this notice of 
proposed rulemaking is published in the 
Federal Register. provided. however. that 
the taxpayer applies all of these proposed 
rules in determining its required install
ments. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in Exec
utive Order 12Ro6. Therefore. a regula
tory assessment is not required. Except 
with respect to § 1.6655-5. which deals 
with the rules applicable to a short tax-

able vear. it has been determined that sec
tion 553(b) of the Admil1istrati\l~ Proce
dure Act (5 U.s.c. chapter 5) does not ap
ply to these regulations. and because these 
provisions do not impose a collection of in
formation on small businesses, the Regu
latory Flexibility Act (5 U.s.c. chapter 6) 
does not apply. With respect to * 1.6655-5. 
it is hereby certified that this provision of 
the regulations will not have a significant 
economic impact on a substantial num
ber of small entities. This certification is 
based on the fact that not many small busi
nesses are going to be subject to the short 
taxable year rules because: (I) existing 
small businesses generally are not targets 
of mergers and acquisitions, which result 
in a short taxable year; (2) start-up small 
businesses with a short taxable year of less 
than four months do not have to pay esti
mated taxes; and (3) start-up small busi
nesses with a short taxable year of four 
months or more are 1I0t likely to have tax
able income that would be subject to the 
corporate estimated tax rules. Therefore, a 
Regulatory Flexibility Analysis under the 
Regulatory Flexibility Act (5 U.S.c. chap
ter 6) is not required. Pursuant to sec
tion 7805(f) of the Internal Revenue Code, 
this notice of proposed rulemaking will be 
submitted to the Chief Counsel for Advo
cacy of the Small Business Administration 
for comment on its impact on small busi
nesses. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
will be given to any electronic or written 
comments (a signed original and eight (8) 
copies) that are submitted timely to the 
IRS. The IRS and Treasury Department 
request comments on the clarity of the 
proposed rules and how they can be made 
easier to understand. In particular, the IRS 
and Treasury Department request com
ments on whether the 52-53 week taxable 
year rules under § 1.6655-2(e) should be 
simplified, The IRS and Treasury Depart
ment also request comments on whether 
the final regulations should include an ad
ditional exception. similar to the exception 
provided in § 1.6655-2(f)(2)(i). that would 
permit a taxpayer to take into account for 
an annualization period a proportionate 
amount of a specific item of expense that 
is attributable to income earned through-



out the current taxable year and is paid or 
incurred during the taxable year but after 
the applicable annualization period. If 
such an exception is appropriate, the IRS 
and Treasury Department request com
ments on what specific types of cxpenses 
would meet the requirements of the rule, 
and whether the exception should provide 
for any additional limitations, such as a 
requirement that a minimum percentage of 
the annual amount of the expense be paid 
or incurred on a particular day during the 
taxable year. All comments will be avail
able for public inspection and copying. 

A public hearing has been scheduled for 
March 15, 2006, beginning at 10:00 a.m. 
in the Auditorium of the Internal Revenue 
Service Building, 1111 Constitution Av
enue, NW. Washington, DC. Due to build
ing security procedures, visitors must enter 
at the Constitution Avenue entrance. In ad
dition, all visitors must present photo iden
tification to enter the building. Because 
of access restrictions, visitors will not be 
admitted beyond the immediate entrance 
area more than 30 minutes before the hear
ing starts. For information about having 
your name placed on the building access 
list to attend the hearing, see the "FOR 
FURTHER INFORMATION CONTACT" 
section of this preamble. 

The rules of 26 CFR 601.601(a)(3) ap
ply to the hearing. Persons who wish to 
present oral comments must submit elec
tronic or written comments and an outline 
of the topics to be discussed and time to 
be devoted to each topic (a signed origi
nal and eight (8) copics) by February 22, 
2006. A period of 10 minutes will be 
allotted to each person for making com
ments. An agenda showing the scheduling 
of the speakers will be prepared after the 
deadline for receiving outlines has passed. 
Copies of the agenda will be available free 
of charge at the hearing. 

Drafting Information 

The principal authors of these regula
tions are Robert A. Desilets, Jr., formerly 
of the Office of Associate Chief Coun
sel (Procedure and Administration), Ad
ministrative Provisions and Judicial Prac
tice Division, and Joseph P. Dewald, Of
fice of Associate Chief Counsel (Proce
dure and Administration), Administrative 
Provisions and Judicial Practice Division. 

* * * * * 

Partial Withdrawal of a Previous Notice 
of Proposed Rulemaking 

Accordingly, under the authority 
of 26 U.S.c. 7805, §§1.6152-I(a)(l), 
1.6654-2(d)(l)(i), 1.6655-1, 1.6655-2, 
1.6655-3, 1.6655-4, 1.6655-5, 1.6655-6, 
and 301.6655-1 in the notice of proposed 
rulemaking published in the Federal Reg
ister on March 26, 1984, (LR-22H-H2) 
(49 FR 11186) are withdrawn. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR parts I and 30 I 
are proposed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part I is amended by adding an entry in 
numerical order to read as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.6655-5 also issued under 26 

U .S.c. 6655(i)(2). * * * 
Par. 2. In § 1.56-0, the heading for 

paragraph (e)(5) is added to read as fol
lows: 

§I.56-0 Table of contents to §1.56-J, 
adjustment for book income of 
corporations. 

* * * * * 
(e) * * * 
(5) Effective date. 
Par. 3. In § 1.56-1, paragraph (e)(4) 

is revised and paragraph (e)(5) is added to 
read as follows: 

§J.56-I Adjustment for the book income 
of corporations. 

* * * * * 
(e) * * * 
(4) Estimating the book income adjust

rnent for pllfposes of the estimated tax li
ability. See § 1.6655-7, as issued by T.D. 
8307, 1990-2 C.B. 9 (55 FR 33671), for 
special rules for estimating the corporate 
alternative minimum tax book income ad
justment under the annualization excep
tion. 

(5) Effective date. Paragraph (e)(4) of 
this section is applicable for taxable years 
beginning after the date that is 30 days af
ter the date the final regulations are pub
lished in the Federal Register. 

Par. 4. In * 1.6425-2. paragraph (a) is 
revised and paragraph (c) is added to read 
as follows: 

§I.6425-2 Computation ojadjllstl1lellt of 
0\'1' rpm'lIlelll oj' estimated tax. 

(a) Income tax habilin' defined. For 
purposes of §§ 1.6425-1 through 1.6425-3 
and 1.6655-7, relating to excessive adjust
ment, the term incol1l1:' tax liability means 
the excess of-

(1) The sum of-
(i) The tax imposed by section II or 

1201(a), or subchapter L of chapter I of 
the Internal Revenue Code, whichever is 
applicable; plus 

(ii) The tax imposed by section 55; over 
(2) The credits against tax provided by 

part IV of subchapter A of chapter I of the 
Internal Revenue Code. 

* * * * * 
(c) Effective date. Paragraph (a) of this 

section is applicable to applications for ad
justments of overpayments of estimated 
income tax that are filed in taxable years 
beginning after the date that is 30 days af
ter the date the final regulations are pub
lished in the Federal Register. 

Par. 5. Section 1.6425-3 is amended 
by: 

1. Revising paragraphs (f)(l) and 
(f)(2). 

2. Adding paragraph (f)(3). 
The revisions and addition read as fol

lows: 

§1.6425-3 Allowance (If adjustments. 

* * * * * 
(f) Effect of adjustment. (I) For pur

poses of all sections of the Internal Rev
enue Code except section 6655, relating 
to additions to tax for failure to pay esti
mated income tax, any adjustment under 
section 6425 is to he treated as a reduc
tion of prior estimated tax payments as of 
the date the credit is allowed or the re
fund is paid. For the purpose of sections 
6655(a) through (g), (i). and (j). credit or 
refund of an adjustment is to be treated as if 
not made in determining whether there has 
been any underpayment of estimated in
come tax and. if there is an underpayment. 
the period during which the underpayment 
existed. However, an excessive adjust
ment under section 6425 shall be taken into 
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account in applying the addition to tax. un
der section 6655(hl. 

(2) For the effect of an excessive adjust
ment under section 6425, see ~ 1.6655-7, 

(3) This paragraph (n i, applicable to 
application, for adjustments of owrpay
ments of estimated income tax that are 
filed in taxable years heginning after the 
date that is 30 days after the date the fi
nal regulations are published in the Fed
eral Register. 

Par. 6. Section 1.6655-0 is added to 
read as follows: 

. ~ 1.M55-0 Tahie of ("(Ill tell ts. 

This section lists the table of contents 
for ~~ \.6655-1 through \.6655-7. 

~1.6655-1 Additioll to the tax ill the case 

of (/ c(IJ]loratioll. 

(a) In general. 
(b) Amount of underpayment. 
(c) Period of the underpayment. 
(d) Amount of required installment. 
(c) Large corporation required to pay 

100 percent of current year tax.. 
(l) I n general. 
(2) May use last year', tax for I't in-

stallment. 
(tl Required installment due dates. 
(I) Number of required installments. 
(2) Time for payment of installments. 
(i) Calendar year. 
(ii) Fiscal year. 
(iii) Short taxable year. 
(iv) Partial month. 
(g) Definitions. 
(h) Special rules for consolidated re

turns. 
(i) Overpayments applied to subsequent 

taxable year's estimated tax. 
( I ) In general. 
(2) Suhsequent examinations. 
(j) Examples. 
(k) Effectivc date. 

. ~1.6655-2 Alllliluii;ed illCOllle illsllIlilllem 

method. 

(a) In general. 
(h) Determination of annualized 1lI-

(Ollle installment-In general. 
(e) Special rules. 
( I ) Appli(ahle per(entage. 
(2) Partial month. 
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(d) Election of different annualization 
periods. 

(e) 52-53 week taxable year. 
(f) Determination of taxable income for 

an annualization period. 
( I) In general. 
(2) Exceptions. 
(i) Annual expenses paid or incurred at 

or after the end of the taxable year. 
(ii) Net operating loss carryover. 
(iii) Credit carryover. 
(iv) Section 481(a) adjustment. 
(v) Depreciation and amortization. 
(A) General rule. 
(B) Short taxable years . 
(vi) Member of partnership. 
(3) Examples. 
(g) Items that substantially affect tax

able income but cannot be determined ac
curately by the installment due date. 

( I) In general. 
(2) Example. 
(h) Events arising after installment due 

date that were not reasonably foreseeable. 
( I ) In general. 
(2) Example. 
(i) Effective date. 

,91.6655-3 Adjusted seasollal illstalll7lellt 

me/hod. 

(a) In general. 
(b) Limitation on application of section. 
(c) Determination of amount. 
(d) Special rules. 
( I) Base period percentage. 
(2) Filing month. 
(3) Application of the rules related 

to the annualized income installment 
method to the adjusted seasonal install
ment method. 

(e) Example. 
(f) Effective date. 

~ 1.6655-4 rurge cOIporatiolls. 

(a) Large corporation defined. 
(b) Testing period. 
(c) Computation of taxable income dur

ing testing period. 
(I) Short taxable year. 
(2) Computation of taxable income in 

taxable year when there occurs a transac
tion to which section 381 applies. 

(d) Memhers of controlled group. 
( I ) In general. 
(2) Aggregation. 
(3) Allocation rule. 

(4) Controllcd group members. 
(e) Effect on a corporation's taxable in

come of items that may be carried back or 
carried over from any other taxable year. 

(f) Consolidated returns. [Reserved) 
(g) Example. 
(h) Effective date. 

§1.6655-5 Short taxable yew: 

(a) In general. 
(b) Exception to payment of estimated 

tax. 
(c) Installment due dates. 
(1) In general. 
(i) Taxable year of four months but less 

than twelve months, 
(ii) Exception. 
(2) Early termination of taxable year. 
(i) In general. 
(ii) Exception. 
(d) Amount due for required install

ment. 
(1) In general. 
(2) Tax shown on the return for the pre-

ceding taxable year. 
(3) Applicable percentage, 
(e) Examples. 
(t) 52 or 53 week taxable year. 
(g) Use of annualized income or sea

sonal installment method. 
(1) In general. 
(2) Computation of annualized income 

installment. 
(3) Annualization period for final re

quired installment. 
(4) Examples. 
(h) Preceding taxable year a short tax

able year. 
(i) Effective date. 

§1.6655-6 Methods of accounting. 

(a) In general. 
(b) Exceptions. 
(I) Automatic accounting method 

changes. 
(2) Non-automatic accounting method 

changes . 
(c) Examples. 
(d) Effective date, 

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

Par. 7. Sections l.6655-1, l.6655-2, 
and 1.6655-3 are revised to read as fol
lows: 



§I.6655-1 Addition to the tax ill the case 
of a corporation. 

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

(b) Amount of underpayment. The 
amount of the underpayment for any re
quired installment is the excess of-

0) The required installment; over 
(2) The amount, if any, of the install

ment paid on or before the last date pre
scribed for such payment. 

(c) Period of the underpayment. The 
period of the underpayment of any re
quired installment runs from the date the 
installment was required to be paid to the 
15 th day of the 3rd month following the 
close of the taxable year, or to the date 
such underpayment is paid, whichever is 
earlier. For purposes of determining the 
period of the underpayment-

(1) The date prescribed for payment of 
any installment of estimated tax shall be 
determined without regard to any exten
sion of time; and 

(2) A payment of estimated tax will 
be credited against unpaid required install
ments in the order in which such install
ments are required to be paid. 

(d) Amount ofrequired installment. Ex
cept as otherwise provided in this section 
and §§ 1.6655-2 through 1.6655-7, the 
amount of any required installment is 25 
percent of the lesser of-

( 1) 100 percent of the tax shown on the 
return for the taxable year (or. if no return 
is filed, 100 percent of the tax for such 
year); or 

(2) 100 percent of the tax shown on the 
return of the corporation for the preceding 
taxable year. 

(3) Paragraph (d)(2) of this section shall 
not apply if the preceding taxable year was 
not a taxable year of 12 months or the cor
poration did not file a return for such pre
ceding taxable year showing a liability for 
tax. 

(e) Large corporation required 10 pay 
100 percent of current year tax-( 1) III 
general. Except as provided in para
graph (e)(2) of this section, paragraph 
(d)(2) of this section shall not apply in the 

case of a large corporation (as defined in 
~ 1.6655-4). 

(2) IH(lY /lSI' I(lSf yellr'S filxj(!/,prsf in
s/allllll:'lIt. Paragraph (e)( I ) of this section 
shall not apply for purposes of determin
ing the amount of the 1'1 required install
ment for any taxable year. Any reduc
tion in such 1 q installment by reason of 
the preceding sentence shall be recaptured 
by increasing the amount of the next re
quired installment determined under para
graph (d)( 1) of this section by the amount 
of such reduction and. if the next required 
installment is reduced by use of the an
nualized income installment method under 
~ 1.6655-2 or the adjusted seasonal install
ment method under ~ 1.6655-3. by increas
ing subsequent required installments deter
mined under paragraph (d)( I) of this sec
tion to the extent that the reduction has not 
previously been recaptured. 

(D Required installment due dates-( 1) 

NUll/her of required illstallments. Unless 
otherwise provided, corporations must 
make 4 required installments for each tax
able year. 

(2) Time for payment of in.l'/all
ments-(i) Calendar year. In the case 
of a calendar year taxpayer, the due dates 
of the required installments are as follows: 

1 st .......................... . April 15 

2~ .......................... . June 15 

September 15 

December 15 

3rd .. 

4th ... 

(ii) Fiscal year. In the case of a taxpayer 
other than a calendar year taxpayer, the due 

dates of the required installments are as 
follows: 

1 st ................... . 

2nd ................... . 

15th day of 4th month of the taxable year 

15th day of 6th month of the taxable year 

15th day of 9th month of the taxable year 3rd ....................... . 

4th. . . . .. . . . . . . . .. . . . . . . . .. 15th day of lih month of the taxable year 

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

(iv) Partial month. Except as otherwise 
provided, for purposes of determining the 
due date of any required installment a par
tial month shall be treated as a full month. 

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

(i) The sum of-
(A) The tax imposed by section 11, sec

tion 1201 (a), or subchapter L of chapter I 

of the Internal Revenue Code, whichever 
is applicable; 

(B) The tax imposed by section 55: plus 
(e) The tax imposed by section 887; 

over 
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(0) The credl!> against tax pro\ided by 
part IV of subchapter A. of chapter I of the 
Internal Revenue Code. 

Iii) In the ca~e of a foreign corporation 
~ubject to taxation under section II. sec
tion 120!( a). or ~ubchapter L of chapter 1 
of the Internal Revenue Code. the tax im
pmed by ~ection ~~ I shall be treated as a 
tax imposed by section II. 

(iii) In the ca:-.e of a partnership that is 
treated. pun,uant to regulations issued un
der :-.ection 1'+'+6(t/(21. as a corporation for 
purposes of this section. the tax imposed 
by section 1.+.+6 shall be treated as a tax 
imposed by section II. 

(2) For the purposes of paragraph (d)(2) 
of this section. the term retlrrn filr the pre

ceiling (({xablc yca/" means the Federal in
come tax return for such taxable year that 
is required by section 6012(a)(2). How
en:r. if an amended Federal income tax re
turn has been filed before the due date for 
an installment. then the term return for the 

preceding (axable year means the Federal 
income tax return as amended. Paragraph 
I d)(2) of this section will apply without re
gard to whether the taxpayer's Federal in
come tax. return for the preceding taxable 
year is filed in a timely manner. 

(3) I f the tax rates for the current tax
able year for which estimated tax is being 
determined differ from the rates applicable 
to the preceding taxable year. the tax deter
mined for the preceding taxable year shall 

be recomputed using the rates applicable to 
the current tax.able year. 

(h) Special rules for consolidated re
tIlnlS. For special rules relating to the de
termination of the amount of the underpay
ment in the case of a corporation whose in
come is included in a consolidated return, 
see ~ I.IS02-S(b). 

(i) Olel])(I1'lIIel1ts applied to subsequent 

fuxable year's estimated tax-( I) 111 gen

eral. If a taxpayer elects under the provi
sions of sections 6402(b) and 6S13(d) and 
the regulations to apply an overpayment in 
year one against the estimated tax liability 
for year two, the overpayment will be ap
plied to the required installment payments 
for year two in the order due and to the ex
tent necessary to satisfy such installments, 
similar to the manner in which an actual 
overpayment of one installment is carried 
forward to the next installment. No inter
est is accrued or paid on an overpayment 
if the election to apply the overpayment 
against estimated tax is made. 

(2) Suhsequent examinations. If a defi
ciency is determined in an examination of 
a return for a taxable year that originally 
reflected an overpayment that was applied 
against estimated tax for the succeeding 
taxable year, interest on the deficiency 
will not begin to accrue on an amount 
applied until that amount is used to satisfy 
a required estimated tax payment in such 
taxable year. Regardless of whether the 
taxpayer anticipated the application of 

Ii) Tax as defined in paragraph (g) of this section for 2006 ($88.900-$5.000) 

Ilil Tax as defined In paragraph (gl of Ihis section for 2005 

I iii) IOO'lr 1)1' the bser of this paragraph (j I. ExIlIllI'II' I (I) or (ii) 

I il I Amount of estimated tax required to be paid on or hefore each 
ilN~dlment date (25'/' of $7-1.<JOOi 

(I) DeduL! amount p~lId on ll\ hefore each installment date 

I I I) Amount of underpayment for each installment date 

f. \<lII1!'/(" c. I i I F<lcls Y. a calendar year corpora
linn. estimates Its tax lidhility for its taxable year end
Ing [)eeemhn .' 1. 200f>. \\ ill he S7().IiIl(i Y is nol a 
1.lrge (orpI)r.ltilln~" defined In seetllln 6655Ig)12) and 
~ Iflb))-f. Y repllrled a Federal income tax liability 
(It Sl)O.OOO fllr its taxahle- year ending December ~ I, 
2{){)"i Y paid Ill) installment of estimated tax on or 

before Apnl 17.2000. June 15.2000. or Septemher 
15. 2()()6. but made a payment of $03.000 on Decem
her 15. 2()06. On March 15. 2007. Y filed its income 
lax relurn showing a tax of $70.000. Y had no credits 
against tax for tax year 2006. Of the $63.000 paid by 
Y on December 15. 2006, $17.500 is applied to each 
oflhe first three installments due on April IS. June 15, 

I.\. J T.lx as defined in paragraph 11' I ()f Ihl' ,cclion for 2006 

I R I T.I\ ,Is defined In r.1r.l@raph 11' I Ill' Ihl' section for 2005 

Ie, 1111)', ,,1 Ihc IcSSCI III [IllS paragraph l.i). E.I'ulI1l'le 2 l.iItA) or (illS) 
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such ovapayment from the prior taxable 
year in calculating and paylIlg its required 
estimated tax installment liabilities for 
the current taxable year. the subsequently 
determined underpayment and interest 
computation thereon will not change the 
taxpayer's original election to apply the 
overpayment against the estimated tax 
liability of the succeeding taxable year, 
Any changes to the usage of the origi
nal overpayment from the prior taxable 
year are hypothetical only and solely for 
the purpose of computing deficiency in
terest. Overpayment interest will not 
be impacted. For further guidance, see 
Rev. Rul. 99-40, 1999-2 C.B. 441, (see 
§601.601(d)(2)(ii)(b) of this chapter). 

(j) Examples. The method prescribed in 
paragraphs (d) through (g) of this section 
may be illustrated by the following exam
ples: 

Example J. X. a calendar year corporation. es· 

timates its tax liability for its taxable year ending 
December 31,2006, will be $85.000, X is not a large 
corporation as defined in section 6655(g)(2) and 
§ 1.6655-4. X reported a liability of $74.l)OO on its 
return for the taxable year ended December 31. 2005, 
with no credits against tax. X paid four installments 
of estimated tax. each in the amount of $18,725 (25 
percent of $74.900). on April 17. 2()06. June IS. 
2006. September 15. 2006. and December IS. 2006. 
respectively. X reported a tax liability of $88,900 
on its return due March 15, 2007. X had a $5,000 
credit against tax for tax year 2006 as provided by 
part IV of subchapter A of chapter 1 of the Internal 
Revenue Code. X did not underpay its estimated tax 
for tax year 2006 for any of the four installments, 
determined as follows: 

$83.900 

74.90() 

74.900 

18.725 

18.725 

o 

and Septemher 15. 2006. and the remaining $10,500 
is applied to the fourth inqallment. Y has an under
payment of estimated tax for each of the first three 
installments of $17.500 and for the fourth installment 
of $7,000. The addition to tax under section 6655(a) 
is compuled as follows: 

$70.000 

<JO.OOO 

70.0()() 



(D) Amount of estimated tax required to be paid on or before each 
installment date (25% of $70,0(0) 

(E) Amount paid on or before the firSI, second, and third imtallment date, 

(F) Amount paid on or before the fourth installment date 

(G) Amount of underpayment for the first, second. and third installment dates 

(H) Amount of underpayment for the fourth installment date 

17.50t) 

() 

(oJ.()ot) 

17500 

7.()()O 

(ii) Addition to rax. Assuming that neither the an- and 1.6655-3 would result in a lower payment for any cent per annum for the applicahle period, of under-

nualized income installment method nor the adjusted installment period. and the addition to tax is com- payment. the adliItion to tax i, determined as folloll s: 
seasonal installment method described in §ll \.6655-2 puted under :;ection 6621(a)(2) at the rate of X per-

(A) First installment (unde'1)ayment period 4-16--06 through 12-15-06). computed as 244/365 X $17 .500 X 8'h $936 

(B) Second installment (underpayment period 6-16--06 through 12-15-06). computed as 183/365 X $17,500 
X8% 702 

(e) Third installment (underpayment period 9-16-06 through 12-15-06). computed as '! 1/365 X $17,500 X 8ck 

(D) FouI1h installment (underpayment period 12-16-06 through 3-15-071. computed as 90/365 X $7.000 X 8<;( 

(E) Total of this paragraph (j). Example 2 (ii)(A) through (D) 

349 

2.125 

(k) Effective date. This section applies 

to taxable years beginning after the date 
that is 30 days after the date the final reg

ulations are published in thc Federal Reg
ister. 

§1.6655-2 Annualiz.ed income installment 
method. 

(a) In general. In the case of any re

quired installment, if the corporation es
tablishes that the annualized income in

stallment determined under this section, 
or the adjusted seasonal installment deter

mined under § 1.6655-3, is less than the 
amount determined under § 1.6655-1-

(1) The amount of such required install
ment shall be the annualized income in

stallment (or, if less, the adjusted seasonal 
installment); and 

(2) Any reduction in a required install

ment resulting from the application of this 
section will be recaptured by increasing 

the amount of the next required install

ment determined under § 1.6655-1 by the 
amount of such reduction (and, if the next 

required installment is similarly reduced, 
by increasing suhsequent required install

ments to the extent that the reduction has 
not previously been recaptured). 

(b) Determinotion of (lnlllwlia:d in
cOllle installmellt-In general. In the case 

of any required installment, the annualized 
income installment is the excess (if any) 

of-

(1) The product of the applicable per

centage and the tax for the taxable year 
computed by annualizing the taxable in

come and alternative minimum taxable in-
come-

(i) For the first 3 months of the taxable 

year, in the case of the first required install
ment; 

(ii) For the first 3 months of the taxable 

year. in the case of the second required 
ins tall men t; 

(iii) For the first 6 months of the tax
able year in the case of the third required 
installment; and 

(iv) For the first 9month, of the taxable 

year, in the case of the fourth required in
stallment; over 

(2) The aggregate amount of any prior 

required installments fur the taxable year. 
(c) Special rlllcs-(l) Applicable pcr

centage. Except as otherwise provided in 

§ 1.6655-5(d) with respect to short taxable 
years-

In the case of the following Thc applicablc 

required installments: percentage is: 

1st. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25 

2nd.. ... . ........ . ..... ... ...... .. . .... .. ..... .. .. .. .. . .. .. .. .... .. .. 50 

3rd. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75 

4th................................................................... 100 

(2) Partial month. Except as otherwise 

provided, for purposes of paragraph (b) of 
this section a partial month shall be treated 

as a month. 
(d) Election of different olllluali;:atioll 

periods. (1) If the taxpayer timely files 

Form 8842, "Electioll To Use Different 

Allllualizatioll Periods for Corporate Es
timated Tax." in accordance with section 
6655(e)(2)(C)(iii), and elects Option 1-

(i) Paragraph (b)(1)( i) of this scction 

will be applied by using the language "2 

months" instead of "'3 months": 

(ii) Paragraph (b)( I )(ii) of this section 

will be applied by using the lar.&uage "4 
months" instead of "3 months": 

(iii) Paragraph (b)( I )( iii) of this section 

will be applied by using the language "7 
months" instead of "0 Il1onth<': and 

2006-1 C.B. 361 



(i\ ) Paragraph (b HI H i\ ) of thi -; section 
\\ ill be applied by ming the language "I () 
mOl1th<' in,te,ld ur "4 month<·. 

I~) II thl' taxpayer timely files 
Form XX-l~. In accordance with section 
oo5)(e)l~)(C)(iii). and elects Option~-

( i) Paragraph (b)( I 1( i i) of this sl'ction 
will be applied by using the language .. ') 
mllnths" in,tead llf"3 month,": 

(ii) Paragraph (b)( I )(iii) of this section 
\\ill be applied by using the language "8 
months" instead of "6 months": and 

(iii) Paragraph (b1(1 Hi\) of this seL,tion 
\\ ill be applied by using the language "II 
111onth,;" instead of"9 months". 

(e) 52-53 I\'('e/.: Ia.whle reoI'. (I) Gen
erally. in the case of a taxpayer "hose tax
able year con,titutcs 5~ or 53 weeks in ae
coniance with section 441 (fl. the rules pre
,cribed by * 1.-l-l1-2 shall be applicable in 
determining-

(i) Whether a taxable year is a taxable 
year of 12 months: and 

(ii) When the 2-, 3- ,-l-. 5-. 6-, 7-. 8-. 
9-. I()-. or II-month period (whichever 
is applicable) commences and ends for 
purposes of paragraphs (b)( Il. (d)(l) and 
(d)(~) of this section. 

12) If a taxpayer employs four 13-week 
periods or thirteen -l-week accounting pe
riods and the end of any accounting period 
employed by the taxpayer does not corre
,pond to the end of the ~-. 3- .4-, 5-. 6-. 7-, 
X-.9-. I ()-. or II-month period (whichever 
is applicable l. then. provided the taxpayer 
has at least one fu1l4-week or 13-week ac
counting period. as appropriate. within the 
applicable period. annualized taxable in
come for the applicable period shall be-

(i) [(x/(y*13))*zj. in the case of a tax
payer w,ing four 13-week periods. if

(A) x = Taxable income for the number 
Df full U-week periods in the applicahle 
period: 

1/1 .... nnuali/ed Inc'llille lor the::> month pennd 

I H I Ikc',luse the t"t,Ii amount of estimaled tax that 
II .1' tllll,'1\ p,lid (1n or hef'1J'e thL' firsl inslJllment ciate 
I" I '.llllt I I c'\(c'eds the anlllunt required to be paid on 
,11' hd(1IL' thiS d,Itc II the estimated t,l'\ were ]1)1) PCI
I.-'l'nt \l[ 11K \.1\ dCiL'rl11111L'd h~ plJl'ing nil .111 annual
lied h,lsls the td\'lhlc InUll\le f,'r the fiN 2-month 
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(B) y = The number of full 13-week 
periods in the applicable period: and 

(C) L = The number of weeks in the 
taxable year: or 

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

(A) x. = Tax.able income for the full 
-l-week periods in the applicable period: 

(B) Y = The number of full -l-week pe
riods in the applicable period: and 

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

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

(i) The taxable income for the number 
of weeks in the applicable period; or 

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

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

Exall1!,l" 1. Taxpayer 1\. an accrual method tax
payer. uses a 52153 week year-end ending on the last 
Friday in December and uses four thirteen-week pe
riods. For ils year beginning December 30. ~006. A 
u.se' the annualiLeci income installmenlmethocl under 
,ection 6655( e )12)( A I( i) h1 calculate all of its requ ired 
installments. For purposes of computing it, first and 
second required installments. the first -' months of A's 
taxable year under paragraph ( b)( I )(i) of this section 
will end on \!larch 301h

• the thir1eenth Fnciay of A's 
taxahle year For purpose.s of its third reqUired in
stallment. the first 6 months of As taxahle year Will 
ellci on June ~9Ih. the twenty-.sixth Friday of As tax
'Ihle year. For purposes of ih four1h required instJII
ment. the first L) month, of As taxable year will end 
Oil September 2glh the thirty-ninth Friday of A's tax
able year. 

ExaJllple 2. Same facts as £.\(I/I//'/e I except lhat 
A mes thirteen four-week periods and there are 52 
\weks during As taxable year beginning December 

rennd. the exception descrihed in paragraphs la) and 
I b) of this section applies. anci no addition to tax will 
i:1e imp,'sed for the installment due on April 15.2006. 

1 iii I(A) To determine whether the installment pay
Illen" Illade on Dr hefore June 15. 2006. equal or ex
ceed the amount that wllulci have been required to 

.'n. ~006. Jnd enciin\! December 2~. 20m. For pur
poses of com pUling A', fiN and second required 11\

stallments. X, annuali/ed ta\ahle income for lh~ firsl 
three nwnth, \\ ill he the ta\.ihle illL'lllne for the first 
tlnee f()ur-\\ee~ periolb nf A, t,I\,lhk vcar (Deeem
her .10. 2006. lhrmlgh t\l,lrL'il 2.'. 2()()7) di\ ided hy I~ 
(number of full fOl!r-\\cek perinds in the tirst three 
months (.1) multiplIed h\ -I) ,Iud mullIplled hy 52 (the 
numher of weeks in the ta\ahle year). For purposes 
of computing: As tl1lrd required inswlhnent. As an
nualized taxable incllmc' for the first six months will 
be the taxahle income for the first six four-week peri
ods of A's taxahle year (December .,0.2006. through 
June IS. 20(7) divicicd b) 2-1 and multiplied hy 52. 
For purposes of computing A's f01ll1h required in
stallment. A' s annualized taxable income for the first 
nine months will be the taxable income for the tlrst 
nine four-week periods of As taxahle year (Decem

ber 30. 2006. through September 7. 2()07) divided hy 
:16 and multiplied by 52. 

(5) The application of the annualized 
income installment method is illustrated 
by the following example: 

Exall/ple. (I) X. a calendar year corporation. had 
a taxable year of less than twelve months for tax year 
2005 and no credits against tax for tax year 2006. X 
made an estimated tax payment of $15.0()O on the 
iw,tallment dates of April 17. 2006. June 15. 2006. 
September t5. 2006, and December 15. 2006. respec
tively. Assume that. under paragraph (d){I) of this 
section. X elected Option I by timely filing Form 
88-12. in accordance with section 6655(e)(2)(C)(iii). 
and determined that its taxable income for the first 2. 
~. 7 and 10 months was $::>5.000. $6-1.000. $115.000. 
and $175.000 respectively. The income for each pe
riod is annualized as follows: 

$25.000 X 1212=$150.000 

$64.000 X 121~=$192.000 

$125.000 X 1217=$21-1.2Rn 

$175.000 X 12110=$210.000 

l.ii)IA) To determme whether the installment pay
ment made on April 17. 2006. equals or exceeds the 
amount that woulci have been required to have been 
paid if the estimated tax were equal to 100 percent 
of the tax computed on the annualized income for the 
2-month period. the following computation is neces

sary: 

$150.000 

41.750 

~ l.750 

10.438 

have been paid if the e,tirnaleu tax were equal to 100 
percent of the tax computed on the annualized income 
for the of-month periou. the following computation is 
nece~\ary: 



(/) Annualized income for the 4 month period 

(2) Tax on this paragraph (e)(S). Exmn[llf (iii)(A)(l) 

(3) 100% of this paragraph (e)(5), Example (iii)(A)(2) 

(4) 50% of this paragraph (e)(S), Example (iii)(A)(3) less $10,438 

(amount due with the first installment) 

(B) Because the total amount of estimated tax ac

tually paid on or before the second installment date 

($19,562 ($15,000 second required installment pay

ment plus $4,562 overpayment of first required in

stallment» exceeds the amount required to be paid 

on or before this date if the estimated tax were 100 

percent of the tax determined by placing on an annu-

(1) Annuali/.ed income for the 7 month period 

(2) Tax on this paragraph (e)(5), Example (iv)(A)(l) 

(3) 100% of this paragraph (e)(S), example (iv)(A)(2) 

alized basis the taxable income for the first 4-month 

period, the exception described in paragraphs (a) and 

(b) of this section applies, and no addition to tax will 

be imposed for the installment due on June 15,2006. 

(iv)(A) To determine whether the installment pay

ments made on or before September 15, 2006, equal 

or exceed the amount that would have been required 

(4) 75% of this paragraph (e)(5). Example (iv)(A)(3) less $29,065 

(amount due with the first and second installment) 

(B) Because the total amount of estimated tax 

acltJally paid on or before the third installment date 

($15,935 ($15,000 third required installment pay

ment plus $935 overpayment of second required 

installment)) does not equal or exceed the amount 

required to be paid on or before this date if the esti

mated tax were 100 percent of the tax determined by 

(I) Annualized income for the 10 month period 

(2) Tax on this paragraph (e)(S), Example (v)(A)(I) 

(3) 1009c of this paragraph (e)(S), Example (v)(A)(2) 

placing on an annualized basis the taxable income 

for the first 7-month period, the exception described 

in paragraphs (a) and (b) of this section does not 

apply, and an addition to tax will be imposed with 

respect to the underpayment of the September 15, 

200n, installment unless another exception applies to 

this installment payment. 

(4) 100O/C of this paragraph (e)(5), Example (v)(A)(3) less $50,116 

(amount due with the tirst, second, and third installment) 

(B) Because the total amount of estimated tax 

payments made on or before the fourth installment 

date that is available to be applied to the estimated 

tax due for the fourth installment ($9,884 ($15,000 

fourth required installment payment less $5.116 un

derpayment for the third installment of estimated tax 

($21,051 third installment of estimated tax due less 

$15,935 payments available to be applied to the third 

(A) First installment (no underpayment) 

(B) Second installment (no underpayment) 

installment of estimated tax)) does not equal or ex

ceed the amount required to be paid on or before this 

date if the estimated tax were 100 percent of the tax 

determined by placing on an annualized basis the tax

able lIlcome for the first 10-month period, the excep

tion descnbed in paragraphs (a) and (b) of this section 

does not apply, and an addition to tax will be imposed 

with respect to the underpayment of the December 15, 

$IY2,OOO 

5R,130 

51U30 

18,627 

tu have been paid if [he estimated tax were equal to 

100 percent of the tax computed on the annualized 

income for the 7 -month period. the following com

putation is necessary: 

$214,286 

66,821 

66,821 

21,051 

(v)( A) To determine whether the installment pay

ments made on or before December 15, 2006. equal 

or exceed the amount that would have been required 

to have been paid if the estimated tax were equal to 

100 percent of the tax computed on the annualized 

income for the 10-month period, the following com

putation is necessary: 

$210,000 

65,150 

65.150 

15,034 

2006. installment unless another exception applies to 

this installment payment. 

(vi) Assuming that no other exceptions apply 

and the addition to tax is computed under section 

6621 (a)(2) at the rate of 8 percent per annum for the 

applicable periods of underpayment, the amount of 

the addition to tax is as follows: 

(e) Third installment (underpayment period 9-16-06 through 12-15-06), computed as 91136S X $5,116 X 8% 

(D) FOUIth installment (underpayment period 12-16-06 through 3-15-07). computed as 90/365 X $5.150 X 8% 

102 

102 

(E) Total of this paragraph (e)(5), Example (vi)(A) through (0) 

(f) Determination of taxable income 
for all annualization period-(l) In gen
eral. In determining the applicability of 
the exception described in paragraphs (a) 
and (b) of this section (relating to the 
annualization of income) and the excep-

tion described in ~ 1.6655-3 (relating to 
annualization of income for corporations 
with seasonal income), and for purposes 
of computing a taxpayer's taxable income 
(and applicable tax), an item must be 
taken into account in computing a tax-
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payer's taxable income for the taxable 
year for which the estimated tax is being 
determined, and must be properly taken 
into account in determining a taxpayer's 
taxable income (and applicable tax) for 
the applicable annualization period by the 
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laq day of the such period. Generally, 
except as prll\ided in paragraph \ f)( ~) of 
this section. for an item to he takt:?n intn 
account dunng an allnualizcltion pt:?riod. 
the 1'0110\\ ing. must OCl'ur on or hefore the 
last day of the applicable Clnnualilation pe
riod (determined based on the accuunting 
period employed by the taxpayer): 

(i) With respect to an item of gross in
come. such income is includible in com
puting taxable income in accordance with 
section -151 or the approprIate provIsion of 
the Internal Rnenue Code (for example. 
section -153 for installment sales or section 
-100 for lung-term contracts). 

(ii) With respect to an item of loss. the 
loss Illust be permitted to be taken into 
account under the appropriate provision of 
the Internal Revenue Code. 

(iii) With respect to an item of de
duction. for taxpayers using the cash 
receipts and disbursements method of 
accounting, the deduction must be paid 
under *1.-I61-I(a)(\) and otherwise de
ductible in computing taxable income for 
the annualization period or. for taxpayers 
using an accrual method of accounting, 
the deduction must be incurred under 
*1.-161-1(<1)(2) and otherwise deductible 
in computing taxable income for the annu
alization period. In the case of an accrual 
method taxpayer. the provisions of section 
17()(a)(2) and *1.I70A-II(b) (charitable 
contributions by accrual method corpo
rations), *1.461-4(d)(6)(ii) (provision 
of services or property to a taxpayer). 
*1.-161-5 (recurring item exception). and 
any other provision that has a similar effect 
can not be used in determining whether 
the item of deduction has been incurred 
under *1,461-I(a)(2) and is otherwise 
deductible for purposes of computing tax
able Illcome for an annualization period. 
For purposes of section -10-1 and the reg
ulations. regardless of the overall method 
of accounting employed by the taxpayer. 
the applicable 2-. J-, -1-, 5-, 6-. 7-. 8-. 9-. 
I ()- ()r II-month period shall not be treated 
a, a shmt taxable year and the rules of 
,edion -10-1 and the regulations shall be 
,Ipplied nn the basis of the taxpayer's tax
able year for \\hieh estimated tax is being 
determined. Thus. the determination of 
\\ hethel' a payment to an employee is de
ferred compensation under * I.-IO-l( b )-1 T 
shall be made by reference to whether 
the payment is received by the employee 
more than a brief period of time after the 
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last day of the taxable year for which es
timated tax is being determined and not 
the last day of the applicable annualiza
tion period. With respect to contributions 
to qualified plans governed by section 
-10-1 and the regulations. in determining 
whether an item is paid or incurred by the 
end of an annualization period. economic 
performance is satisfied only to the extent 
sLlch item is paid by the last day of the 
applicable annualization period (withollt 
regard to section 404(a)(6)) and does not. 
in combination with other such items paid 
during the applicable annualization pe
riod. exceed the applicable deduction limit 
of section -I04(a) for the taxable year. For 
purposes of sections 419 and 419A and 
the regulations. regardless of the overall 
method of accounting employed by the 
taxpayer. the applicable 2-. 3-. 4-, 5-. 6-. 
7 -. 8-. 9-. 10-. or II-month period shall 
not be treated as a short taxable year and 
the rules of sections 419 and 419 A and the 
regulations shall be applied on the basis 
of the taxpayer's taxable year for which 
estimated tax is being determined. With 
respect to contributions to a welfare ben
efit fund governed by sections 419 and 
-I19A and thc rcgulations. in determining 
whether an item is paid or incurred by the 
end of an annualization period, economic 
performance is satisfied only to the extent 
such item is paid by the last day of the 
applicable annualization period and does 
not, in combination with other such items 
paid during such annualization period. 
exceed the applicable deduction limit of 
section 419 for the taxable year. 

(iv) With respect to depreciation and 
amortization (depreciation) expense, a 
taxpayer shall take into account deprecia
tion expense only a~ provided in paragraph 
(f)(2)(v) of this section. 

(v) With respect to any item taken into 
account in computing taxable income for 
the annualization period that is not de
scribed in paragraphs (f)( I Hi). (ii), (iii). 
and (iv) of this section, the item is includi
ble in computing taxable income in accor
dance with the appropriate provision of the 
Internal Revenue Code. 

(vi) With respect to an item of credit. 
the amounts upon which the credit is com
puted must ha\e been taken into account 
in computing taxable income for the an
nualization pcriod pursuant to paragraphs 
(O( I )(i). (ii). (iii), (iv), and (v) of this sec
tion. as applicable. 

l~) E\ccpt/OI/S-II) AIIII/Ia/ £'.\Jli'l/Ses 

[luid or illcurrcd at or IItfer rhl' c/ld o(the 

'iI.wh/(' "cur. (A) Except as l)therwise pro
vided in paragraphs (f)( ~)( ii) through (vi) 
of this section. if an aClTual method tax
payer has a hIstory of incurring a specific 
item of expense under * 1.-I61-I(a)(~) (or 
a cash method taxpayer has a history of 
paying a specific item of expense under 
~ 1.-I61-I(a)( I)) that. while attributable 
to income earned throughoLlt the current 
taxable year. is not incurred (or paid, in 
the case of a cash method taxpayer) until 
the end of the taxable year. or after the end 
of the current taxable year and is deemed 
incurred (or paid, in the case of a cash 
method taxpayer) during the current tax
able year (taking into account, as applica
ble. section 170(a)(2) and § 1.170A-II (b), 
section 404(a)(6), §1.46J-4(d)(6)(ii), 
§ 1.461-5. and any other provision that has 
a similar effect), then the taxpayer may. 
in lieu of any amoLlnt dctermined under 
paragraph (O( I) of this section, take into 
account for the applicable annLlalization 
period the amount of such expense prop
erly allocable to such period provided the 
amount so allocated to such annualization 
period is determinable with reasonable 
accuracy and the amount of the item so 
allocated is properly deducted by the tax
payer during the current taxable year under 
the taxpayer's method of accounting. 

(B) For purposes of this paragraph 
(f)(2)(i). the portion of an annual expense 
item allocable to an annualization pe
riod will be considered to be determined 
with reasonable accuracy if such item is 
allocated evenly throughout the taxable 
year unless the taxpayer is able to clearly 
demonstrate such item is more appropri
ately allocable to an annualization period 
by some other method including, for ex
ample, in proportion to the earning of 
revenue. the LIse of property. or the pro
vision of services. For purposes of this 
paragraph (f)(2)(i), a taxpayer has a his
tory of incurring or paying a specific item 
of expense at the end of the taxable year, 
or after the enel of the taxable year that is 
deemed incurrcd or paid during the taxable 
year. if. in each of the two taxable years 
immediately preceding the current taxable 
year (or the immediately preceding taxable 
year if the taxpayer was not in existence 
for the two preceding taxable years), the 
taxpayer incurred or paid the specific item 
of expense at the end of each taxable year, 



or after the end of each taxable year that 
was deemed incurred or paid during such 
taxable year. In addition, for purposes of 
this paragraph (f)(2)(i), the term "the end 
of the taxable year" means the period be
tween and including the 15 th and last day 
of the last month of the taxable year. 

(ii) Net operating loss carryover. Any 
net operating loss carryover to the current 
taxable year shall be taken into account in 
computing an annualized income install
ment only after annualizing the taxable in
come for the annualization period. 

(iii) Credit carryover. Any credit car
ryover to the current taxable year shall be 
taken into account in computing an annu
alized income installment only after annu
alizing the taxable income for the annual
ization period and computing the applica
ble tax, and before applying the applicable 
percentage. 

(iv) Section 481(a) adjustment. (A) 
Any section 481 (a) adjustment required to 
be recognized during the taxable year shall 
be recognized ratably over the number of 
months in the taxable year. 

(B) With respect to a Form 3115, 
"Application for Change in Accounting 
Method," filed during the current taxable 
year or a preceding taxable year, if the 
change in method of accounting-

(1) Is permitted to be made with the au
tomatic consent of the Commissioner, the 
appropriate portion of the section 481 (a) 
adjustment determined under paragraph 
(f)(2)(iv)(A) of this section shall be taken 
into account in determining an annualized 
income installment if, and only if, the copy 
of the Form 3115 has been mailed to the 
IRS National Office on or before the last 
day of the annualization period; or 

(2) Requires the prior consent of the 
Commissioner, the appropriate portion of 
the section 481(a) adjustment determined 
under paragraph (f)(2)(iv)(A) of this sec
tion shall be takcn into account in deter
mining an annualized income installment 
if, and only if, the consent agreement re
flecting the Commissioner's consent to the 
change in method of accounting and the 
prescribed terms and conditions for effect
ing such change has been signed by the 
taxpayer and mailed to the IRS National 
Office on or before the last day of the an
nualization period. 

(v) Depreciation und amortiza
tion-(A) General rule. In determin
ing any annualized income installment, 

a proportionate amount of the taxpayer's 
estimated annual depreciation and amor
tization (depreciation) expense shall be 
taken into account. For purposes of the 
preceding sentence, estimated annual 
depreciation expense is the estimated de
preciation expense to be properly taken 
into account in determining the taxpayer's 
taxable income for the taxable year. In 
dctermining the estimated annual depre
ciation expense, a taxpayer may take into 
account purchases, sales or other dispo
sitions, changes in use, depreciation de
ductions permitted under sections 168(k) 
and 1400L(b), and other similar events 
and provisions (for example, section 179) 
that. based on all the relevant information 
available as of the last day of the annu
alization period (such as capital spending 
budgets, financial statement data and pro
jections, or similar reports that provide 
evidence of the taxpayer's capital spend
ing plans for the current taxable year), are 
reasonably expected to occur or apply dur
ing the taxable year. For purposes of the 
additional first-year depreciation deduc
tion under sections l68(k) and 1400L(b), 
only a proportionate amount of the current 
year's additional first-year depreciation 
deduction to be taken into account in de
termining a taxpayer's taxable income 
for the taxable year is taken into account 
in computing taxable income for an an
nualization period. As an alternative to 
estimating annual depreciation expense 
based on events that are reasonably ex
pected to occur, a taxpayer may claim 
for an annualization period at least a pro
portionate amount of SO percent of the 
taxpayer's estimated depreciation expense 
for the current taxable year attributable to 

assets that a taxpayer had in service on the 
last day of the preceding taxable year, that 
remain in service on the first day of the 
current taxable year, and that are subject 
to the half-year convention. 

(B) Short taxable vears. Unless the tax
able year is. or will be. a short taxable year, 
in no circumstance mayan annualization 
period be treated as a short taxable year 
for purposes of determining the deprecia
tion allowance for such annualization pe
riod. If the taxable year is, or will be (based 
on all relevant information available as of 
the last day of the annualization period), 
a short taxable year, annual depreciation 
expense shall be computed using the rules 
applicable for computing depreciation dur-

ing a short taxable year for purposes of de
termining the annual depreciation expense 
to be allocated to an annualization period. 
For this purpose, the rules applicable for 
computing depreciation during a short tax
able year shall be applied on the basis of 
the date the taxable year is expected to end 
based on all relevant information available 
as of the last day of the annualization pe
riod. See Rev. Proc. 89-15. 1989-1 
c.B. 816. (see §601.601(d)(2)(ii)(h) of this 
chapter). 

(vi) Member ofpllrtllership. In deter
mining a partner's distributive share of 
partnership items that must be taken into 
account during an annualization period, 
the rules set forth in § 1.66S4-2(d)(2) are 
applicable. 

(3) Examples. The provisions of this 
paragraph (f) are illustrated by the follow
ing examples: 

Example I. Corporation A. a calendar year 

taxpayer. uses an accrual method of accounting 
and uses the annualized income installment method 
under section 6655(e)(2)(A)(i) to calculate Its first 

required installment payment for its 2006 taxable 

year. Consistent with its historical practice. the board 
of directors of A. on or before March 31. 2006, 

make a binding. irrevocable commitment to fund a 
minimum contribution of $10.000.000 to A's quali

fied retirement plan by March 15. 2007, which fixes 

A's liability to make the $10.000.000 contribution. 
Similarly. consistent with A's historical practice. A 

plans to remit payments to the retirement plan of 

$1.000.000 on January 2. 2007. and $9.000.000 on 
March I. 2007. The $10.000.000 commitment is not 

taken into accounl for purposes of determining A's 

first annualized income installment. which is based 
on the income and deductions from the first three 
months of the taxable year. because A did not make 

any payments by March 31. 2006 (and therefore did 

not satisfy the economic performance requirements 
of §1.461--4(d)(2)(iii) by March 31. 20(6). in accor

dance with paragraph (O( I )(iii) of this section. The 

$10.000.000 is not treated as paid on or before March 
31. 2006. under section 404(a)(6) because. pursuant 
to paragraph (O(l)(iii) of this section. the last day of 
the annualization period is not to be treated as the 

last day of As taxable year. However. pursuant to 
paragraph (O(2)(i)(A) of this section. because A has 

historically incurred a retirement plan expense during 

the taxable year pursuant to section 404 that. hut for 

the deeming rule of section 404(a)(6). would have 

been incurred after the end of the taxable year. and be
cause A satisfies the other re4uirements of paragraph 

(O(2)(i)(A) of this section. A may take into account 

a $2.500.000 retirement plan expense fnr purposes 
of determining A' s taxable income to be anllualiLed 

in computing A's first annualized income installment 

for 2006 ($10,000,000112 X 3 = $2.500.(00) unles,. 
pursuant to paragraph (f)(2)(i)(B) of this sectIon. A 

is able to clearly demonstrate that the retirement plan 

expense is more appropriately allocable by some 
other method. 
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E.l1ll1lp/e 2. Samc fact, as r, '<ll1Iple I exc~p( 

that. ullhistent II Ith ih historical praL'licc' t\ renllh 
<;'9,O()O,()OIl to (he retirclllerll plan on .June .10. ~()Oh, 

and S l.OU(l,OllO to the r~(ir~lllcnt plan lln SeptL'mhn 

30, 2006. f'llr PurPl"~S of d~tcrmining X, fir,t and 

seL'ond reqlllr~d 1ll't.i1lm~nh lor ~l){)6, which arc 
h~"t'll Ull the inL'llllle ano oeoUCtilllh frpm the fir,t 

three months of the taxable year. A Illay not take intll 

accoullt any of the retirement plan cxpense because 
A dlo not m.lke ~IIlI palmcnts hI March .II, )lI)6 

Lind therefore dlo Iwt sati,f~ thc ~"Llllllmic pcrfor
mance requirL'mL'nls 01 *1.461-410)(2)(111) by March 
.~l. 2(lllo), In aL'cord~lI1c'c' with p~lragl"ph (i'Hlllili) 
III thiS ,,'clIOI!. For.\'s thiro r~LjulI~d Installm~nt. 

II hich " basL'd on th~ Illcom~ and dL'duction, from 
the fiN sl\ month, PI' thc t.lxabk vear. A may take 
into dl'count a 'iL),OOO,OOO retirement plan e'.pense 
I,lr purposes of detCimining A's annuali!ed taxahle 

income hL'cause A incurred the $lJ.OOll.l)110 expense 
b~ June _,0, 2006. Felr A's fourth required inst~i1I

l1l~nt. II hl(h IS haseo on the income anLl l.lcductions 
from the fiN nllle nHlIllh, of the taxable year, A 
may tak~ into a,'count a $Ill,()OO,OO() retlrcmcnt plan 
"'pcn,,' f(lr purp(lSCS of determining A's annualized 
tHable inCLlme heL'ause A incurred the SIO.OOO,OOO 
retirement plan e\penSe hy Septemher 30, 2011('. 

EWIIJI"e 3. Corporation B, a calendar year tax
payer, lISes an accl'llal method of accounting and the 
annuali/ed income in,tallment method under section 
6h55te)(2I1A)II) to ca\Culate its first required install
ment. In each of the three precedlllg taxable years, B 
has paid annual bonuses on the Friday immediately 
preceding December 25 to those employees of B that 
provided services to B during the taxable year and 
were employed hy B on the date such bonuses were 
paid. At the beginning of 2000, consIStent with its 
histllrical experience, B's hoard of directors pass a 
resulutlon that B will pay cash bonuses of 56,OOO,OO() 
tll tho,e employees that have provided services to 
H dUring 2()Oo and arc employed by B on LJecem
ber 22, 2006, the Friday immediately preceding Dc
cember 25, 20()o. B plans to pay, and docs pay, the 
cash honuses to eligible employees on March I, 2()()7. 
The Imnus,s, pursU'lilt to paragraph Iftll )(iii) of this 
s"cti'll1, are not treated as deferred compensation for 
the taxable year LH the annuali!ation renod under 
~IA()4Ibl-1T hecausc the last oay of the annuali/a
tion peri'lci IS nut to be treated as the last day of B's 
ta\ahle year. Because the honu,es arc not treated as 
deferred c'lmpensation, the bonuse, are not subject 
to ,ec'tlon -H),), and Inste.ld arc treated .IS ,cII'ice lia

bilities unLlL'!' * lAb I---I(d 112 )11) rather than emrloyce 
henefit Iiahilitles under *1.-l61---l(01l2)(llil. Thus, 
the "llllU"'S arc incurred when all the nenh hal'e 
llL'nllwd that cstabli,h the lad "I' the liabilit:v. thc 
amllunt "f the liahilit, can he determined with rca
"l\lahk aL'c'uracy, and the sen ices arc provided to B 
h\ 8's (mph"ccs. [I' 8's first re'-lulred installment 
\-.. 1l1~llk under the pnl\i\IOIl\ of \eL'tll11l 0055(c)( 11. 

Ihe S6.IIIIIJ.IIIIIJ "llLlt t,lken into a,'cnunt for purposes 
III liL'll'f1nlning B' .... rip,! annllali!~J inCl1111t in\[all
ml'nl. II hlch is ba,cd Oil Ihe income and deductions 
Irllll1 [he fiN three nwnth, of the taxahk ~ car, he
,',IU,e B diLl not incur am liability for bonus pay
nlL'nh f,lr Ihe L'UtTent tHahk ~ car 10\ Mareh , l, c006, 
In aCl',lrdanc'c II Ith paragr"ph 1 I'll III III! 01 thi, sec
tlPn Hln, el cr, pursuant ttl par"graph I til 2 )( I It A 1 
l,j" thl'-. '('I.-,11P[l. nt'l..:aU\l' H ha ... hi ... turically inl'urr~d i.l 

blllllh npclhe at the end 01 the ta\a"k \'Car. Jno he-
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(au,c B satisfics the other reLjuirements of paragraph 

l!'il 2 II I It A 101' thi, ,ection, B may take into aL'cnunt a 
S [jl)(),IlUO hnnus expense for purposes of detcrmin-

111~ B's ta\able Income to be annualiled in comput
Ing 8', fir,t ~tllnualiled income installment for 2()06 

I So,OOO.OOO/[ 2 X .I = $ U()O,OOO) unless, pursuant 
to paragraph (i'1(2j(i)(B) of this section, B is ahle to 

c Ieady demonstrate that the bonus expense is more 
appropriately allocable hy some other method, 

i:'.IUJIII,II'.j l'orpuration C, a ca\ellliar year tax
pal l'r, use, an accrual melhod of accounting and the 
annualiled income installment method under section 
(6)5Ie)(2Il")\l1 to caieulate it> first required install

ment fur it, 20116 taxable ycar. C has a net operating 

10" l'drTYLlIer to 2006 of $400,000. C's taxable in
come from January I. 20()6, through March -' [, 2006, 
without regaro to any net operating 1m, carryover, 
IS ~)()(),l)(lll. For purposes of determining C's first 

annualiled income installment. Cs annualized tax
ahle incomc is $I,600,O()O, determined by plaemg Cs 

rirst three months of taxahle income Irom January I, 
200h, through March 31, 2006, on an annualized ba
sis ($50n,OOO X 12/3 = $2,000,(00) and reducing the 
re,ulting amount of $2,OIlO,O()O by the $400,000 net 

operating loss carryover to 2006. 
EWlI1ple 5. Corporation D, a calendar year tax

payer. uses an aecrualmethod of accounting and the 
annuali/ec!IIlCllIne installment method under section 
6655(e)(2)(A)( i) to calculate all of its required install

ment payments for its 2006 taxable year. On April 15, 
2005, D filed a Form 3115, "Applicatioll for Challge 

ill ,1CCOUl1lil1li Melilod," to request the consent of the 

Commi""lller to change its method of accounting for 
recognizing revenue. The CommiSSIOner consented 
to D's requested change, and D signed and mailed 
the consent letter to the IRS National Office on De
cemher 15, 2005. The method change resulted in 
a positive section 481(a) adjustment of S200,OOO to 
be taken Into account over four taxable years begin
ning in 2005. D's taxable income from January I. 
2()(l6, through March 31. 2006, prior to any section 
-lHI(a) adjustment. is $500,000. For purposes of de
termining D's first annualiz.ed income installment for 
Its 2006 taxable year. D's annualized taxable income 
is $2,0)0,000, determined by placing the sum of D's 
first three months of taxahle income from January 
I. 2006. through March, I. 2006, ($500.000) plw" 
pursuant to paragraph (f)(2)(iv) of [his section, the 
rortion of the section ~81(a) adjustment required to 
he recognized during the taxable year ($200,000/4 = 
$50,O()() that is attributable to the period from Jan
uary I, 2006, through l\1Jrch 31. 2006, ($SO,OOO X 
3112 = $12.5(0) on an annuali/ed basis ($SI2,SOO X 
121,' = S2,OSO,OOO) 

E.IWlIl'lc 6. Corporation E, a calendar year tax
payer, u,es an acnual method of accounting and the 
annualilcd income installment method under section 
t'lh55t e II 21( A)( i) tll (alculute all of its required install
Illent paymcnts for Its 2006 taxable year. E's tax
able income from January I. 2006, through March 
.11. 200h, prior to any seclion 481 (a) adjustment, is 
$SO(),IlUO. On June 30. 2006, E filed a copy of the 
Form 311S with the IRS National Office to request a 
change in method 01 accounting that was permitted to 
he maLIc \\'lth the automatic consent of the Commis
sioner and resulted in a negative section 481 (a) ad
juqment of $~OIl,OIlO to be taken into account entirely 
in 2006. For purpo:,cs of deterrmning E's first annu
ailled income imtallment for its 2006 taxable year, 

E's annuali/ed ta:xahle' IIlcome is $2,O()(),()(}O, deter

mined by placing E\ first tlm~e IIlLlnths oftaxabk in
cOllle from 1311U;\1'I I. 2006, through ~Iarch -' 1,2006, 
($S()O,OOO) on an :mnuah/cd basis ($5()lUlOO X 12/3 
= $2,OOO,OO(). Bccause E did not file' the accounting 

method change request until .lIkr the last day of the 
annualization pefilld, IHl portion of the section 4R [(a) 

adjustment is taken into account in computing E's 
first annllalileo income installment. 

E.wmpll' 7. Sam\' LICh as E.1U1II1'/C 6 exccpt that 
E's taxahle income from Jalluary I. 2006, through 
June 30, 2006, prior to any section 4R I \a) adjustment, 
IS $8110,OOO. For purposes of determining E's third 

annualized income installment for its 2006 taxable 
year. E's annualilco taxable Income is $1.200,000, 
determined by placing the sum of E's first six month, 
of taxahle income from January I. 2006, through 
June 3D, 2006, ($80(),OOO) less, pursuant to para
graph (f)(2)(iv) of this section, the portion of the 

2006 section 481 (a) adjustment required to be recog
nized during the taxable year that is attributable to 
the period from January I. 2006, through June 30, 
2006 ($400,000 X 6/12 = $200,0(0) on an annualized 
basis ($600,000 X [2/6 = $1.2()O,OOOl. 

Exalllple Ii. Same facts as F:xIJmple 7 except that 
E's request for change in method of accounting re
quired the prior consent of the Commissioner and the 
Form 3 [ 15 was filed with the IRS National Office on 
June 30, 2006. On December 10,2006, E received 
the consent of the Commissioner to change its method 
of accounting. E signed and mailed the consent [et
ter to the IRS National Office on December 15,2006, 
For purposes of determining E's third annualized in
come installment for its 2006 taxable year. E's annu
alized taxable income is 51.600,O()O, determined by 
placing E's first six months of taxable income from 
January I. 2006, through June 30, 2006, on an an
nualized basis ($800,000 x 12/6 = $ I.600,000). :-10 

portion of the section 48 [(a) adjustment is taken into 
account in computing E's third annualized income in
stallment because, although E filed the accounting 
method change request on or before the last day of 
E's third annualization period, E did not receive [he 
Commissioner's consent to change its method of ac
counting, and E did not sign and mail the consent 
agreement to the IRS National Office, on or before 
the last day of E's third annualizution period, 

Erample 9, Corporation F, a calendar year 
taxpayer that began business on January I, 2003, 
adopted an aCCIua[ method of accounting and will 
use Ihe annualized income installment method un
der section 6655(e)(2)(A)(i) to calculate its first 
required installment payment for its 2003 taxable 
year. As of March 31. 2003, F has purchased and 
placed in service $100,000 of "5-year property," as 
defined In section 168( e), and anticipales purchasing 
and placing in service another $100,000 of "5-year 
property" before December 31. 2003. F does not 
anticipate being subject to the mid-quarter conven
tion for the 2003 taxable year, docs not anticipate 
making any depreciation elections for this class of 
property, does not anticipate making a section [79 
election, will deduct the 30r;{ additional first year 
depreciation deduction, docs not anticipate any sales 
or other dispositions of depreciable property, and 
no Clents have occurred, and, based on all relevant 
information avmlable as of the due date of F's first 
required imtallment, F does not know of any event 
that will cause F's taxable year to be a short taxable 



year. F's annual depreciation expense for 2003 is 

estimated lD he $88,00() (total depreciation deduc

tion under section I Ml(k) "I' $60,OOll ($200,000 X 

30rk = $60,0(0) plus annual depreciation of $28'()()0 

«$200,000 minu, $6(U)OO) X 20')( ». For purpmcs 

of determining: F's first anllualiLed income imtall

ment for its 2003 taxable year. ill accordance with 

paragraph (f)(2)(v)(A) of this section, depreciation 

expense of $22,000 ($88,000 x 3/12 = $22,(00) may 

be taken into account in computing F's January I, 

2003, through March 31, 200." taxable income to be 

annualized. Under paragraph (fl(2)(v)(B) of this sec

tion, F may not consider its first annualization period 

to be a short taxable year for purposes of determining 

the depreciation allowance for such annualization 

period. 

Example 10. Corporation G, a calendar year 

taxpayer that began husiness on January 5. 20()4, 

adopted an accrual method of accounting and will 

use the annualized income installment method under 

section 6655(e)(2)(A)(i) to calculate its first required 

installment payment for its 2()05 taxable year. On 

January 5, 2()()4, G purchased and placed in service an 

asset that cost $~O,O()(). qualifies as "5-year property" 

as defined in section 168(e), is eligihle for the 5Wk 

additional first year depreciation deduction under 

section 168(k). and is ,ubject to the half-year con

vention. G will deduct the SOC!. additional first year 

depreciation deduction with respect to the "5-year 

property." For tax year 2()04, G takes a depreciation 

deduction under section 168(k I of $18,()O() ($ I 5,()()() 

($3(),000 X S()o/r = $IS'()O() plus annual depreciation 

of $3,000 ($15,000 X 20% = $3,(00»). G does not 

anticipate being subject to the mid-'-juarter conven

tion for the 2004 taxable year, does not anticipate 

making any depreciation elections for this class of 

property, does not anticipate making a section 179 

election, will deduct the 50'fr additional first year 

depreciation deduction, does not anticipate any sales 

or other dispositions of depreciable property, and 

no events have occurred, and, based on all relevant 

information available as of the due date of G's first 

required installment. G does not know of any event 

that will cause G', taxable year to be a short taxable 

year. G' s annual depreciation expense for 2005 is e,

timated to be $4,S()0 ($15,000 X 32% = $4,8(0). For 

purposes of determining G's first annualized income 

installment for its 2005 taxable year, in accordance 

with paragraph (t)(2)(v)(A) of this section, depreci

ation expense of $1.200 ($4):mO x 3/12 = $1.2(0) 

may be taken into account in computing G's January 

1. lOOS, through March 31. 2005, taxable income 

to be annualized. As an alternative to estimatlllg 

annual depreciation expense based on events that are 

reasonably expected to occur, depreciation expense 

of at least $600 ($4,8()O x 50Ck x 3112 = $6(0) may 

be taken into account in computing G's January I. 
2005, through March 3 L 2005, ta."able income to 

be annualized. Under paragraph <O(2)(v)(B) of this 

section, G may not consider its first annualization 

period to be a short taxable year for purposes of 

determining the depreciation allowance for such 

annualization period. 

Example 11. Corporation H, a calendar year tax

payer, uses an accrual method of accounting and the 

annualized income installment method under section 

6655(e)(2)(A)(i) to calculate all of its required in

stallment payments for its l006 taxable year. H has 

owned real property III State Y since 2002 and has 

used the real property in ih trade ()J" bU'lne". H', 

method of accounting for real estate taxes is to dcdUc't 

the taxes on the lien date, subject to the recurrillg Item 

exception of * 1.401-5. Based 011 histoncal praL'tice 

for the past fi ve years, fllr the 2()()0 calendar year State 

Y imposes a lien fm real estate taxes on real property 

oWlleu ill State Y Oil March 15, 2()06, with 9Wk of the 

tax due 011 June 30, 2006, and the remaining lO'k. of 

the tax due 011 June 29.2007. Based on the value of 

II's real property in State y, H's real estate tax liahil

ity lien imposed Oil March IS. 2()()6_ is $1 OO,()OO. H 

pays the first 90'l of this liability 011 June 3(), 20(h 

and the remaining lOCk on June 2'!. 2()07. Under para

graph (fl( I )(iii I of this ,eerion, the $ \00.0(1) real es

tate tax liability IS llOt takcn into account I'm purposes 

of determining II's first annualized income install

ment. which is based on the income and deductions 

from the first three months of the taxahle year. be

cause economic performance with respect to the real 

estate tax liability did not occur by March J I, 2006. 

However, pursuant to paragraph (OI21Ii)(J\) of this 

section, because H has hi,torIcally incurred a real es

tate tax expense after the end of the taxahle year and 

the real estate tax expense was deemed incurred in 

2006 pursuant to ~ 1,461-5, and because H satisfies 

the other requirements of paragraph t fi( 21( i)( A) of 

this section, a $2.500 real estate tax expense may be 

taken intn account for purpose, of determining H's 

taxable income to be annuali7ed in computing H's 

first annualizeu income installment 1$ I tl.()O()/1 2 X-, 

= $2,5001 unless. pursuant to paraglaph If)(2I(ilIB) 

of this section, H is able to clearly delllonstrate that 

the real estate tax expcnse is lllore appropriately allo

cable by some other method. 

EXIIIIlpie n. Same fach as EIlIIIlI'I" II, except 

that H is computing its third reljulred Installment pay

ment for H's 2006 taxable year. Pursuant to para

graph If)( I )(iii) of this section. H may take into ac

count $90,O()O ($ \OO,O{)O real estate tax liability X 

90% paid on June 30. 20()6) for purp",e, of detennin

ing the taxable income to he annualized in computIng 

H's third annualized income installment hecause eco

nomic performance with respect to $9().(){)() of the real 

estate tax liability occurreu by June JO. 2000. In addi

tion, pursuant to paragraph (f)( 2)( i I( A I of this ,cctinn, 

hecause II has hi.,torically incurred a real estate tax 

expense after the end of the taxable year and the real 

estate tax expeme was deemed incurred in 2()06 pur

suant to ~ 1.-\61 ), and because H sati,fies the other 

requirements of paragraph (fill)( i)(A) of thl s section, 

a $5,()()() real estate tax eKpense also may be taken 

into account for purposes of detenl1lnIllg H', taxable 

income to be annualtzed In compuling H', third annu

alized income installment 1$ JOJ){)OIl 2 X 6 = $5.0001 

unless, pursuant to paragraph (fJl2)( i)( B) of this sec

tion, H is able to clearly demonstrate that $1O.OO() of 

the real estate tax expense is more appropriately allo

cable hy some other method. Therefore. pursu~lt1t to 

paragraphs (f)( I JI iii) and (O( 2)( i!( A 1 of this section, 

H may take into account $'!5.()OO of the real estate taK 

liability for purposes of computing the third required 

imtallment 1l<lymcnt for H's 2()()6 taxable year. 

Exwllple 13. Same fach as E\(//I/I,I<, 11. except 

that H pays 90"1, of the real estate tax liability <In June 

3(], 2006, and the remaining I Wk of the real estate 

tax liability on November 3(), 2006. Unuer paragraph 

(flO Hiii) of thiS section, the $lOO.O()() real e,tate taK 

liability is not taken into account for purposes of de

termining H's first annualizcd incol1lc installment. 

which IS bascd on the income and dcducti<lns from 

the Itrst three months of the taxable year. becausc cco

nomic performance with re.spect to thc real estate tax 

liahillty did not OCL'ur by March J I, 2(1()6. In addi

tion, although H has a history of incurring a rCJI es

tate tax expense after the end of the taxabk veal' that 

is deemed incurred dUrIng the taxable year, H docs 

not meet the requirements of paragraph (0121(1 )(A) of 

this section in order to take a real estate tax expense 

into account for purposes of determining H's first an

nualized income installment because H does not Incur 

a real estate taK at the end of the CUtTent taKable year 

or after the end of the current taxahle year that will he 

deemed incurred during the current taxable year. 

£\111>11'11' 1-1. Sallle facts a, £wI>I"le 13 except 

that H is computing: its third required in.stallmenr pay

ment for H's 2006 taxable year. Pursuant to para

graph I no )(iii) of this section, H lIlay take into ac

count $9(),OOO ($IOO,()OO real e,tate tax liability X 

<JO'l paid on June 30, 200(l) fLlr purposes ofdetennin

ing the taxable income to be annualized in computing 

H's third annualized income installment because eco

nomic performance with respect to $9(),OOO of the real 

estate tax liability occurred by June 30. 2006. 

EX(/lI1ple 15. Corporation I. a calendar year tax

payer, uses an accrual method of accounting and the 

annualized income installment method under section 

6655(e)( 2)( A)(i) to calculate all of its required Install

lllent payments for its 2006 taxahle year. As of De

c'ember'l, 2005, 1 had a $U)O{),{){)O account receiv

ahle due from Z related to the sale of goods from I to 

Z during 2005. I has traditionally incun-ed bad debt 

expense for worthless account' receivable and, as of 

January 1,2006, I projects that it will have a bad debt 

expense of $1 ,0()(),OOO under section 166 and the reg

ulations for ItS calendar year 20{)6. On March 31. 

2tJOo, I detenmned that tts receivahle from Z was to

tally worthless under section 106 and the regulations. 

:-.10 other receivahles were determined to he worthless 

hetween January I. 2()06, and Malch 31, 2006. In ac

cmdanl't' with paragraph (O( 1 )(ii) of this section, a 

$I.I){){).O{)O had deht write-off is taken into account 

for purposes llr determining the taxahle income to be 

annualiled in computing I's fir,t annualized inCLlme 

installment. 

£\"(/1111'11' 16. Same fach as £\lllYiple 15 except 

that I determines that its receivahle from Z was to

tally wOIthless under section 166 and the regulations 

on Apri I 10, 2006. As of March 31, :WOo, I had not 

determined that any receivables were worthless under 

,ectlon 160 and the regulations. In accordance With 

paragraph (n( I )( ii) of thiS section, the $1 ,OOO,()OO had 

deht expense attnbutahle to the receivable from Z is 

not taken into account for purposes of determilllng the 

taxable income to be annualized in computing J's first 

annualized income installment. which is hased on the 

Income and deductions from the ftrst three months of 

the taxahle year. heCathe the receivable from Z be

came totally worthless after the laq day of ['s annu

alization period. Furthermore. Imay not take the bad 

debt expense Into account for purposes of determin

Ing the taxable income to he annualized in computing 

I's first annualized income installment hccause the re

ceivable fmlll Z does not meet the re'-juirements of 

paragraph if)(2)(i) of this section. 

£\(/1111'11' 17. Corporation J, a calendar year tax

payer. uses an accrual method of accounting and the 

annuali7ed income Installment method under scctlon 

6655(e112){Al(i) to calculate its first rCljuired install-
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ment payment lor ih 2(1t)(> ta\ahk \ car J Prol,xts 

It> annuali/ed u\ for Its 21)()6 ta'\~lhk \C~Ir. ha,cd ()n 

annualillng)'s ta\ahk income fur it> fir,t annu~di/el

tion perIod tr{)lll Lll1uan l. 2()()(\ thr,)ugh Melre'll -' l. 
2()Oh, tn he S I,SO(),OOO hd,)re rCUUdll1n fl)r any crcd

It>. J has an unused credit fLlr increasing rescarl'h al'

tl\ itll'S from 2ll0S nf )SOIl,OOO that h carried l)\Cr 

to 2006. For purpmes of determining )" tiN an

nuali/ed income in,tallmel1l, )'s annuali/cd tax for 
2006 IS S l.O()O,()()(), d..:tetlllll1eU as the tU\ lor the tax

ahk year computed by placing on an annuailled ha
,IS)'s taxahk income from its fiht annuali/ation pe
nod from January I, 200h, through :Ylarch ,'I, 2()()h, 

I ~ I j()(),O()(}) redul'cd hy the $500,(){)() credit carn

O\er from 2()O). 
FI(/IIII'/C 18 Cmporation K, a calendar war 

taxpaycr, use, ~1l1 accrual methl1d 01' aL'll)unting and 

thc annuail/ed income installment method under 
'cctlon hh55(el(2)1A)(tl to calculate its first required 
In,tetlllllcnt payment for lis 2(l()h taxable year. K 
I'lojccb its annualized tax for its 2()()6 taxable year, 
based on annualiling K', taxable income for Its first 

annualization penou from January I. 2006, through 
tvLtrch "I. 2006, to he S2,()OO,O()O hefore reduction 
f"r any credits. K has historically earned a credit 
for increasing rescarch activities and, for 2006, K 
cstimates that it Will earn a credit for increasing 
research acti vltics under section + I of ~ 1.200,000. 
Huwever, pur,uant to paragraph (n( ll(vt) of this 
section, if K were to anrlUalize all components in
Ylllwd in computing the current year credit based on 
K's acti\ity from January I. 20()6, thrnugh March 
31, 2()Oh, K would generate a credn of Sl,600,OOO 
for 2006. For purposes of determining K's first 
annuahled income installment, K's annualized tax 
f,)r 2()Oh is $+00,000, deterIlllned as the tax for the 
200h taxable year ($2,OOO,()()(]) computed by placing 

on an annualiled basis K's taxable income from lis 
first annualization period January I, 2006, through 
March -' I. 200(), reduced by a $1.600.000 current 
year LTctiit from Increasing researL'h activities. 

EI<IIIII'/(' 14. Same facts as EXlllllp/(' J Ii except 
that K does not begin any research activities until 
April 3, 200h, and will not incur any research ex
pcn ses descrined in par Jgraph (I'll 2)( i) of this section. 
As a result. it K were to annua)IIC all components 
involved in computing the current year credit based 
on K', al'\l\'lty from January I. 2006, through March 
,'I, 20116, K would generate no section + I rcscarch 
credit for purpo,es of determining lis first annuail/ed 
income in,tallment. Pursuant to paragrJph In! I lIvi) 
or IlllS seL'li,l\l, K can not ta~e inlo dccount any credit 
rDr its ['irst annuali/ation period hecause K uill not in
cur lh~ LTcuit by the last uay of the first Jnnuali/ation 
perHld A",'''rdin~ly, rmpurpo.se,ofdetermll1lng K's 
fir,t annuali/eu income installment. K', annualileu 
t,l\ for ils tiN annualilation peri,)d January I. ~006, 
thmu&h i\Llrch .11, ~()()6. Is $2,OOO.O()O, 

f,I(/II/I)/l' ':0. Corpmatl()n L, a L'alcndar vcar 
ta\p<'l\ t'f. u...,c .... an <.H,:crua! 1111:'thDJ 01 L.lccountlng JnJ 

thl' annualill'd inl"l\lll' In'tJllmcnt method under 
,eL'\Hl\) 66~~tCIl2IlAllil ttl calculate ih first requircd 
Inq;llllllcnt Pel\ Illent for Its ~1)()6 t'!\Jble year. L has 
l,cl',\Scd lL'l'hntlln.'!) frtlm Corpmation M tilT tht' past 
filc \Celr,. PUhu;lntto the licensc agreement. L pays 
a IICClhC tec to i\1 l''I",t1 t" Sill rtlr L'll"} dlllbr "I' 
~111"'" rl'l·CIPt., L'arneu h: I For ~IH)(\ L rroJl'ct~ ~TO~\ 
1L'l'l"PIs llf ~~tltl.llll()IIII(). of \\hlL'h StllIl.IIIIII,()()11 

I' ~;II'llt'd h\ \Ltrch "I. ~Il()h. and no portinn "I' l:s 
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license fee expense is described in paragraph Itlt2)(i) 
01 thiS seellon. Pursuant to paragraph (fl(Il(lii) of 
thi, ,cellon, a license fee expcnse of $1.0()(),OOO 
ISlO(),O()O,OO() X $.01) is incurred by March 31. 

~()()b, and may he taken into account for purposes of 

determining the taxable income to be annualized in 
l'oml'lIting L's first annualized income installment. 

E.r£llllp/1' .? I, Same facts as Exalllp/e 20 except 
that I does not earn any gross receipts by March 31, 
2()Oh In accordance with paragraph (til I )\iii) of this 

scctlon, because the license fee expense was not in
cUlTed under ~ I.+h 1- I (a)( 2) by the last day of the 

annuali/ation pcnod, no license fee expense is taken 

into account for purposes of determining the taxable 
income to be annualin.'d in computing L's fiN an
nualized income installment, which is based on the 

income and deductions from the first three months of 

the taxable year. 
E\wlll'/e 22. Corporation N is a calendar year 

taxpayer that produces and sells candy bars. N 
uses an accrual method of aCl'llunting and the an
nualized income installment method under section 

6655Ielt.2)( A)li) to calculate all of its required install
ment payments for its 2007 taxable year. N annually 
conducts, and will conduct for 2007 and 200S, a 
contest for its customers whereby N awards, on a 
quarterly hasis, a cash prile of $ 100,000, $200,000, 
$30o,0()(), and $+00,000 to the firs\. second, tlllld, 
anu fourth quarter winners, respectively. Winners are 
announced on the last day of each calendar quarter 
and the prize IS payable on the last day of the month 
following the announcement of the winner. N uses 
the recurring item exception of section +61(h) and 
the regulations with respect to its liability to the 
prize winner. On December 31. 2006, N announced 
Its fourth quarter winner and remitted payment of 
$-100,000 to the winner on January 31. 20m, Al
though the contest liability is incurred in accordance 
with ~I.+61 +Ig)(+) on January 31. 2007, at the time 
payment IS made to the award winner, N may not 
ta~e such item into account in computll1g N's first 
annualiied income installment for 2007 because, pur
suanl to the recurring item exception, the $400,000 is 
deuuctible in determining N's 2006 taxable income 
amI is not taken into account in determining N's 
taxable income for 2007, as required pursuant to 
paragraph (n( I) of this section. However, because N 
has histoncally incurred an annual prize expense of 
S+O(),OOO that is described in paragraph (f)(2)(I)(A) 
of this scction, $100,000 may be taken lIlto account 
fllr purposes of determining the taxable income to be 
annualized in COl11putll1g N',s first annualized income 
installment fllr N's 2007 taxahle year based on the 
$+OO,()()() liability N \\ ill incur for the 2007 taxable 
year when N makes the payment in January of 200R 
tll the 2007 fourth quarter winner ($+00.000112 X 3 = 

$ toO,OOO), un Ie", pursuant to paragraph (fi(2)( i)( B) 
ul this section, N l.S ahle to clearly demonstrate that 
the annual prill' expense is more appropri<ltety allo

cable by ,01l1e other method. 

(g) Items that slIbstantially affect tax
uhll' incollle hut cannot be determined ac

curaTe/" by the installment due date-(l) 
111 lim-era'I, In determining the appli
cabilitv of the annualization exceptions 
described in paragraphs (a) and (b) of this 
section and * 1.6655-3. reasonable esti-

mates may be mad~ from existing data 
for items that substantially affect income 
if Ihe amount of such ilems cannot be 
detennined accuralely by th~ installment 
due date, Examples of these items are 
the intlation tI1d~x for taxpayers using 
the dollar-value LIFO Oast-in. first-out) 
inventory method. intercompany adjust
ments for taxpayers that file consolidated 
returns, and the liquidation of a LIFO layer 
at the installment date that the taxpayer 
reasonably believes will be replaced at the 
end of the year. 

(2) Exalllple, The following example 
illustrates the rules of this paragraph (g): 

EIlIIIlI'/e. Corporation X accounts for its inven
tory using the dollar-value LIFO method of account
ing. If. when computing its f,rst annualized income 
installment. no reliable inflation index exists for the 
period January I. 1006, through March 31. 2005, X 
may interpolate from an available inflation index for 
the same months in the previous year to calculate its 
cost of goods sold. 

(h) Events arising after installmelll 

due date that were not reasonably fore

seeable-(1) In general. Events arising 
subsequent to an installment due date that 
cause the taxpayer's computation of its 
taxable income for a prior installment pe
riod to be understated will not result in a 
recomputation of its taxable income for 
the prior installment period, The preced
ing sentence applies only if, based on all 
the facts and circumstances as of the due 
date of an installment payment, it was not 
reasonably foreseeable that these subse
quent events would occur. 

(2) Example_ The following example 
illustrates the rules of this paragraph (h): 

FWlllple. Assume that Congress enacts retroac
ti vely effecti ve legislation that causes the taxable \11-

come for the applicable 2-. 3-,4-, 5-,6-, 7-, 8-,9-, 
10- or II-month period to be understated. This event, 
which occurs after the applicable imtallment due date 
and was not reasonably foreseeable at the time the in
stallment payment was made, will not result in a re
computation of a corporation's taxable income for the 
applicable installment period because such an event 
was not reasonably foreseeable, 

(i) Elfectil'e date, This section applies 
to taxable years beginning after the date 
that is 30 days after the date the final reg
ulations are published in the Federal Reg
ister. 

~ 1.6655-3 Adjusted seasonal installment 
method. 

(a) In general. In the case of any re
quired installment, the amount of the ad-



justed seasonal installment is the excess (if 

any) of-
0) 100 percent of the amount deter

mined under paragraph (c) of this section; 

over 
(2) The aggregate amount of all prior 

required installments for the taxable year. 
(b) Limitation on applicatio/l of sec

tioll. This section shall apply only if the 
base period percentage (as defined in sec
tion 6655(e)(3)(D)(i) and paragraph (d)( I) 
of this section) for any six consecutive 
months of the taxable year equals or ex
ceeds seventy percent. 

(c) Determination of amount. The 
amount determined under this section for 
any installment will be determined in the 

following manncr-
(1) Take the taxable income for all 

months during the taxable year preceding 
the filing month; 

(2) Divide such amount by the base pe
riod percentage for all months during the 
taxable year preceding the filing month; 

(A) Tax as defined in section 6655(g) 

(B) IOOo/c of this paragraph (e). EWIIII'I<, (i)(A) 

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

(4) Multiply the tax computed under 
paragraph (c)( 3 ) of thi s section hy the base 

period percentage for the filing month and 
all months during the taxable year preced
ing the filing month. 

(d) Special rules-( I) Base period per
centaRe. The base period percentage for 
any period of months shall be the aver

age percent that the taxable income for the 
corresponding months in each of the three 
preceding taxable years bears to the tax
able income for the three preceding taxable 
years. 

(2) Filillg momh. The term filing lIlonth 

means the month in which the installment 
is required to be paid. 

(3) Applicatioll 0/ Ihe rules refUTed 
to the anllllali;::.ed incollle in stalllllent 

method to the adjusted seasollal illStal/

ment method. The rules governing the 
computation of taxable income (and re
sulting tax) for purposes of determining 

(e) Amount of estimated tax required to be paid on or before the first installment (25'7< of $652.8(0) 

(D) Deduct amount timely paid on or before the first installment due date under the general rule of 

section 6655(b) 

(E) Amount of overpaid estimated tax for the first installment date 

(F) Amount of estimated tax required to be paid on or before the second installment (lSCIc of 

$1.152.600 plus the recapture amount under section 6655(d)(2)(B) of $124.950 (25% of 

$1.152,600 less 163.200» 

(G) Deduct amount paid on or before the due date of the second imtallmcnt Ie" amount applied 

towards the first installment under the general rule of section 6655(b) ($250,000 paid in each of 

the first and second installments less this paragraph (el. Example (i)(C») 

(H) Amount of underpayment for the second installment datc 

(I) Amount of estimated tax required to be paid on or before the third installment 125 ck of SI.152.6(0) 

(1) Deduct amount paid on or before the due date of the third installment less amount applied towards 

the first and second installments under the general rule of section 66551b) ($250.()()() paid in each of the 

first. second. and third installments less this paragraph (e), E.wlllple (i)(C) Ie" this paragraph (e). 

Example (i)(F» 

(K) Amount of underpayment for the third installment date 

(L) Amount of estimated tax required to be paid on or before the fourth installment <250[ of 
$1.152.600) 

(M) Deduct amount paid on or before the due date of the fourth installment less amount applied towards 

the first. second, and third installments under the general rule of section 6655(b) ($250.000 paid in 

each of the first. second, and third installments plus S450.000 paid In the fourth installment less 

this paragraph (e). Example li)(e) less this paragraph (e). Example (i)(F) less this paragraph (e). 

rwmple (i)(I)) 

(N) Amount of overpaid estimated tax for the fourth installment date 

(ii) X wants to detennine if it qualifies for the that its monthly taxable income for the preceding 

adjusted seasonal installment method. X determines 

any required installment paYlllent of es
timated tax under the annualized income 

installment method under * 1.6655-2 shall 
apply to the computation of taxable in
come (and resulting tax) for purposes of 
determining any required installmcnt pay
ment of eqimated tax under the adjusted 
seasonal installment method. 

(el EXilIIlJile. The provisions of this sec
tion may be illustrated by the following ex
ample: 

Emllll'l1'. (i) X. a corporation that reports on 

a calendar year basis. expected that it would have 

an estimated tax liability of $1.~CJO.CJOO for its tax

able year ending December -' I. 2006. On ih 20U5 

tax return. X reported a tax liability of $652.800. 

X paid fOllr installments of estimated tax. each in 

the amount of $250.000. $250.0()O. $250.000, and 

$450.()OO on April 17. 2006. June 15. 2006. Septem

ber 15. 2006. and December 15. 2()06. respectively. 

X reported a tax liability of $1.152.60() on its re

turn due March 15.2007. with no credih against tax. 

Under the general provision of section 6655(b) and 

section 6655(dl. there was an underpayment in the 

amount of $76.30() for the second installment thmugh 

September 15, 2006. and $114.450 for the third in

stallment through December 15. 2()()6. determined as 

follows: 

$1.152,600 

1.152.60(] 

163.200 

250.000 

86,800 

413.100 

336,800 

76.300 

288.150 

173.700 

114.450 

288.150 

335.550 

47.400 

three t:lxable ye:lrs and for the current taxable year 

2006 is as follows: 
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Jalluary Feb rlla 1"'1 March April Mm' JWIe lui.\' AII,RIfST S""Tt'lIlh,.,. Oonl.tT .\'/JI't'lI1her [)c, '1'lIIher 

2003 2003 
$100,000 $90,000 $80000 $70,000 $60,000 $20,000 $10,000 $\0,000 SIO,OOO $IO,()()() SI(l,()(l() $10,000 

2004 2004 
200,000 170,000 170,000 130,000 125,000 45,000 21.000 19,000 20,000 2(),OOO 20,()Otl 20,OO() 

2005 2005 
410,000 350,000 330,000 2711,1l00 240,000 80,000 40,000 40,000 40,OllO 4(),()O() ,+O.tl()() 40.000 

2006 2006 
600,000 680.000 650.000 560.000 460,000 170,000 70,000 60,000 50.000 40,(lllO .'O.O()() 20,000 

(iii) X must 11Iltially determine if its base period (see section 6655(e)(3) and paragraphs (b) and (el of adjusted seasonalll1stallll1ent method because its base 

percentage for the same 6 consecllti ve months of the 3 this section). By using its taxable income for the first 

preceding taxable years equals or exceeds 70 percent 6 months of 2003.2004, and 2005, X qualifies for the 

(A) Taxable income for first 6 months of 2003 

(Bl Total taxable income for 20m 

(C) Divide this paragraph (e), Example (iii)(A) by this paragraph (e), Example (iii)(B) 

(D) Taxable income for first 6 months of 2004 

(E) Total taxable income for 2004 

(F) Divide this paragraph (e). Example (iii)(O) by this paragraph (e). Example (iii)(E) 

(G) Taxable Income for first 6 months of :W05 

(H) Total taxable income for 2005 

(I) Divide this paragraph (e). Example (iii)(G) by this paragraph (e), Example (iii)(H) 

0) Add this paragraph (e), Example (iii)(C), (F), and (I) 

(K) Divide this paragraph (el. Example (lii)(J) by 3 

(iv) To determine the amount of the first install- graph (a) of this section, the following computation 
ment under the rules of section 6655(e)(3) and para- is necessary: 

period percentage is 87,) percent (which exceeds 70 
percent) computed as follo\\'s: 

$420,000 

480.000 

.875 

840.000 

960.000 

,875 

1,920,OO() 

.875 

2.625 

,875 

(A) Taxable income for first 3 months of 2006 $1.930,000 

(B) Taxable income for first 3 months of 2003 ($270,()00) divided by total taxable income for 2003 ($480,000) 

(Cl Taxable income for first 3 months of 2004 ($540,000\ divided by total taxable income for 
2004 1$960.(00) 

(D) Taxable income for first 3 months of 2005 ($1.090,000) divided by total taxable income 
for 2005 ($1.920,000) 

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

IF) Divide this paragraph (e), Example (iv)(A) by this paragraph (e), Example (iv)(E) 

(G) Determine the tax on thiS paragraph lel. Ewmple (iv)(F) 

IH) Taxable income for first 4 months of 2003 ($340,O()0) divided by total taxable income 
for 2003 ($4RO,000) 

(I) Taxable income for first 4 months of 2004 ($670.000) divided by total taxable income 
for lOll4 ($<)60,OOO) 

iJ) Taxable income for first 4 months of 2005 ($1,360,000) di vlded by total taxable income 
for 2005 11.920,(00) 

IKI Add this paragraph Ie). EXllmple liv)(HI. (I). and 0) and divide by 3 

III Multiply thiS paragraph (el. Example (iv)(G) by this paragraph (e), Example (iv)(K) 

(M) IOOG( of thiS paragraph I,e), Example (Iv)(L) 

1:"11) Allmunt of all prior required installments for 2006 

10) Amount of adjusted seasonal Installment for the first installment payment 
Ithis paragraph lel. £wlIll'le (iv )(M) less this paragraph (e), Example (iv)(N)) 
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,5625 

.5625 

.5677 

.5642 

3.420.773 

1.163.049 

.70S3 

,6979 

.7083 

,7(4» 

819.717 

819,717 

() 

819.717 



(v) To determine the amount of the second install- graph (a) of this section, the following computation 
menl under the rules of section 6655(e)(3) and para- is necessary: 

(A) Taxable income for first 5 months of 2006 $2,950.000 

(8) Taxable income for first 5 months of 2003 ($400.000) divided by total taxable income for 2003 ($480.000) 

(e) Taxable income for first 5 months of 2004 ($795.000) divided hy total taxable 
income for 2004 ($960.000) 

(0) Taxable income for first 5 months of 2005 ($1.600.000) divided by total taxable 
income for 2005 ($1.920,000) 

(E) Add this paragraph (e), Example (v)(8), (C). and (D) and divide by 3 

(F) Divide this paragraph (e), Example (v)(A) by this paragraph (e), Example (v)(E) 

(G) Determine the tax on this paragraph (e), Example (v)(F) 

(H) Taxable income for first 6 months of 2003 ($420,000) divided by total taxable 
income for 2003 ($4RO,000) 

(I) Taxable income for first 6 months of 2004 ($840,000) divided by total taxable 
income for 2004 ($960,000) 

(1) Taxable income for first 6 months of 2005 ($1,680,000) divided by total taxable 
income for 2005 ($1.920,000) 

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

(LI Multiply this paragraph (e), Example (v)(G) by this paragraph (e), Example (v)(K) 

(M) 100% of this paragraph (el. Example (vl(L) 

(N) Amount of all prior required installments for 2006 

(0) Amount of adjusted seasonal installment for the second installment payment 
(this paragraph (e), Example (v)(M) less this paragraph (el, Example (vj(N» 

(vi) To determine the amount of the third install- graph (a) of this section, the following computation 
ment under the rules of section 6655(e)(3) and para- is necessary: 

.8333 

.8281 

.8333 

.8316 

3,547,379 

1,206,109 

.875 

.875 

.875 

.875 

1,055,345 

1,055,345 

163,200 

R92,145 

(A) Taxahle income for first 8 months of 2006 $3,250,000 

(B) Taxable income for first 8 months of 2003 ($440,000) divided by total taxable 
income for 2003 ($480,000) 

(e) Taxable income for first 8 months of 2004 ($880,000) divided by total taxable 
income for 2004 ($960,000) 

(0) Taxable income for first 8 months of 2005 ($1,760,000) divided by total taxable 

income for 2005 ($1,920,000) 

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

(F) Divide this paragraph (e), Example (vi)(A) by this paragraph (vi)(E) 

(G) Determine the tax on this paragraph (e), Example (vij(F) 

(H) Taxable income for first 9 months of 2003 ($450,000) divided by total taxable 

income for 2003 ($480,000) 

(I) Taxable income for first 9 months of 2004 ($900,000) divided by total taxable 
income for 2004 ($960.000) 

(1) Taxable income for fITSt 9 months of 2005 (S 1,800,000) divided by total taxable 
income for 2005 ($1,920.000) 

(K) Add this paragraph (e). Example (vi)(H). (I). and (1) and divide by 3 

(L) Multiply this paragraph (e). Ewmple (vi)(G) by this paragraph (e), Example (vij(K) 

(M) 100% of this paragraph (e). F.J.ample (vi)(L) 

(N) Amount of all prior required installments for 2006 

(0) Amount of adjusted seasonal installment for the third installment payment 
(rhis paragraph (e), Example (vi)(MI less this paragraph (e), Example (vi)(N» 

.9167 

.9167 

.9167 

.9167 

3,545,326 

1,205,411 

.9375 

.9375 

.9375 

.9375 

1,130,073 

1,130,073 

576,300 

553,773 
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I v i I iTo lIetermine the JIl1LlUnt Df the fourth II1'IJII

ment under the rule, of ,e([Hln oo551c 1131 and para-

~raph I a 1 of this section. the followino comp t t' 
~ ~ ualOn 
1\ nece~~ar: 

IBI Tax"hk lllCllll1e lur lir,t 11111<lllth, 01 201H ()-l70.()OOI dimkd hy total taxahle income 

fIll 211111 I ').-lXII. IlililI 

lei Taxahlc lnellille felr fiN 111I1I111th, of 211(1-lIS9-l0.IlIlOI diYlded by total taxable Illcome 

lor 21111-l I S9(>(l.II(IO I 

IDI Taxable lIlcomc for fiN II lllDI1th, of 20051$t.SKli.1I1l1l1 diYlded by totaltasable income 

for 21l0S I ~ 1.l)20.000 I 

lEI ,\dd thl' paragraph lei. EIlIIlJl'it' IviiIlBI.lCI. and IDI alld divide by.1 

IFI Divltk thi, paragraph Icl. FlllI/Il'll' (vii)(AI by this paragraph lei. E.wl11l'/e (vii)(E) 

ICil Iktcr111lne the tax on thi, paragraph lei. E\/IIIII'I,' (viillFI 

I H I Tasahle income for fiN 12 months of 21101 IS-lXO.OOOI divided by total taxable 

lllcomc for 2111!.1 I j,-lXII.IIO() I 

III THable income fur first 12 month, of 200-l 1$l)60.0()O) di\ided hy total taxable 

IIlcomc for 200,,) ($900.0001 

IJI Taxable lnCllme lor first 12 month, of 20115 ($t.l)20.0001 lIivided by total taxable 

incllmc for 21l1l5 IS t.921l.IIOIlI 

IKI Add this paragraph lei. E\<lll1PII' Ivii)(HI. (I). and (J) and divide by 3 

(Ll Multiply this paragraph leI. EXlIlI1ple (vii)(G) by this paragraph lei. Exalnl'le (vi)(K) 

(MI IIlIl'lr olthis paragraph Ie). EXIIJl1l'le IVli)(L) 

IN) Amount of all prior required installments for 2006 

101 Amount of adjusted seasonal installment for the fourth lIlstallment payment 
Ithls paragraph lei. EW1I1pll' (vii)(M)icss this paragraph (e). Example (vil)(NI) 

I viii I Becau,e the total amount of each required 
e,timated tax payment determined under section 
6655Ie)(3) and paragraph lal uf thiS sectiuJ1 exceeds 
the amount of each required estimated lax payment 
determined under section hh55(dl and * I .h655~1 (ell 
and leI. Ihe exception descrihed in section 6h551el 
and thl' section docs not apply and the addition to 
the tax with respect to the underpayment for the June 
15. 20()o. and September 15. 2000. lIlstallments will 
be impo.,ed unless another exception Ifor example. 
sec sectlllll 6655(cI12)) applie, with respect to these 
Installmenh 

(f) Etl£'ctit·(' doTe. This section applies 
to taxahle years beginning after the date 
that is 30 days after the date the final reg
ulations are puhlished in the F~d~ral R~g
ister. 

Par. X. Section 1.6655-4 is added to 
read as follows: 

.~ 1.6655---4 Large corporations. 

I a) Large C0l7)(lra!ion dcfincd. The 
term lurgc ClIJPOlliliol1 means any corpo
ration (or a predecessor corporation) that 
had taxahk income of at least S I ,000,000 
tor any Llxahle year during the testing 
periml. For purposes of this section. a pre
decessor corporation is the distributor or 
transferor corporation in a transaction to 
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which section 381 (relating to carryovers 
in certain corporate acquisitions) applies. 

(b) Testing period. For purposes of 
paragraph (a) of this section, the term test

ing period means the 3 taxable years im
mediately preceding the taxable year for 
which estimated tax is being determined 
(the current taxable year) or, if less, the 
number of taxable years the taxpayer has 
been in existence. 

(c) Computation of taxable income dur

illg testing period-( I) Short taxable vear. 

In the case of a corporation (or predecessor 
corporation) that had a short taxable year 
during the testing period, for purposes 
of determining whether the $1,000,000 
amount referred to in paragraph (a) of this 
section is equaled or exceeded, the taxable 
income for the short taxable year is com
puted by-

(i) Multiplying the taxable income for 
the short taxable year by 12; and 

(ii) Dividing the resulting amount by 
the number of months in the short taxable 
year. 

(2) COII/plilatio/l of {[nable income in 

!ilxahle war \\'hen there occurs a trans

actioll to Il'hich section 381 applies. (i) 

ii.U7il.OOO 

9792 

.9792 

.9792 

9792 

3.441.5R5 

1.170.139 

1.0000 

l.OOOO 

1.0000 

10000 

1.170.139 

1.170.139 

864.450 

305.689 

For purposes of determining whether an 
acquiring corporation had taxable income 
of $1 ,000,000 or more for a taxable year in 
which there occurs a transaction to which 
section 381 applies, the acquiring corpora
tion's taxable income will be the sum of-

(A) The taxable income of the acquiring 
corporation for its taxable year; plus 

(B) The taxable income of the dis
tributor or transferor corporation for that 
portion of the acquiring corporation's tax
able year up to and including the date 
of distribution or transfer (as defined in 
§ I.38l (b )-1 (b»). 

(ii) For purposes of determining 
whether a transferor or distributor corpo
ration had taxable income of $1,000,000 
or more for a taxable year in which there 
occurs a transaction to which section 381 
applies, the distributor or transferor corpo
ration's taxable income shall be reduced 
by the amount of its taxable income for that 
portion of its taxable year corresponding 
to the acquiring corporation's taxable year 
up to and including the date of distribution 
or transfer (as defined in ~ 1.381 (b )-l(b). 

(d) Members of cOlltroiled group-(l) 

In general. For purposes of applying 



paragraph (a) of this section, the taxable 
income of members of a controlled group 
of corporations (as defined in section 
1563(a» must be aggregated for each year 
of the testing period. The provisions of 
this section shall not apply to a controlled 
group for any taxable year in which the 
aggregate taxable income of the mem
bers of the controlled group is less than 
$1,000,000. 

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

(3) Allocation rule. If the aggregate tax
able income of members of a controlled 
group computed pursuant to paragraph 
(d)(l) of this section exceeds $1,000,000 
during the testing period, the $1,000,000 
amount that is relevant for purposes of 
determining, under paragraph (a)(1) of 
this section, whether a corporation is a 
large corporation shall be divided equally 
among the component members of such 
group (including component members 
excluded pursuant to paragraph (d)(2) of 
this section) unless all of such component 
members consent to an apportionment plan 
providing for an alternative allocation of 
such amount. The procedure for making 
and filing this plan will be the same as the 
procedure used for making and filing an 
apportionment plan under section 1561. 
See section 1561 and the regulations. 

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

(ii) For purposes of paragraph (d)(4)(i) 
of this section, the determination of 
whether a corporation is a member of 
a controlled group during the testing pe
riod is based on whether the corporation 
was a member of the controlled group on 

the last day of the month preceding the 
due date of the required installment. 

(e) Effect on (/ corporation's taxable in
come of items that //loy be CII rried back or 
carried over }i'Olll anv other taxa hie ycar. 
In determining whether a corporation (or 
predecessor corporation) is a large corpo
ration for its current taxable year, items 
that could offset taxable income during a 
taxable year included in the testing period 
(for example, those described in sections 
172 and 1212) are not to be taken into ac
count and the taxable income of a corpora
tion for any taxable year during the testing 
period shall be determined without regard 
to items carried back or carried over from 
any other taxable year. 

(f) Consolidated returns. [Reserved]. 
(g) Example. The provisions of this 

section may be illustrated by the following 
example: 

Example. Y Corporation and Z Corporation are 
calendar year taxpayers. In 2006. Z acquires all of the 
assets of Y in a transactIOn 10 which section 381 ap

plies. Z's taxahle income for hoth 2004 and 2005 was 

less than $1.000,000. y's ta.xable income for 2006 is 

determined under paragraph (c)(2) of this section to 
be $300.000 for that portion of the acqUiring corpo
ration's taxable ycar up to and including the date of 
transfer. Z's taxable income for 2006 is $800,000. 
Under the provisions of paragraph (c)(2) of this sec· 

tion. Z's 2006 taxable income for purposes of de

termining whether it is a large corporation for tax

able year 2007 is $l.lOO.OOO ($SOO.OO() + $300.0(0). 
Thus. Z is a large corporation for the Z007 taxable 

year. In addition. if Z's 2006 taxable income. as de

termined under paragraph (c)(2) of thi.s section. had 
been less than $I,OOO,[}[}O but Y's taxable income in 
20[}4 or 200S had heen $1 ,OO(),OOn or more, Z would 

be a large corporation for ta.xable year 2007 because 

Y is a predecessor corporation. 

(h) Effective date. This section applies 
to taxable years beginning after the date 
that is 30 days after the date the final reg
ulations are published in the Federal Reg
ister. 

§ 1.6655-7 [Removed] 

Par. 9. Section 1.6655-7 is removed, 

§ 1.6655-5 [Redesignated as § 1.6655-7] 

Par. 10. Section 1.6655-5 is redesig
nated as §1.6655-7. 

Par. 11. Sections 1.6655-5 and 
1.6655-6 arc added to read as follows: 

~I.6655-5 Short taxable vear. 

(a) III general. Except as otherwise pro
vided in this section, the provisions of sec-

tion 6655 and the regulations are applica
ble in the ca~e of a short taxable year (in
cluding an initial taxable year) for which a 
payment of estimated tax is required to be 
made. 

(b) Exception to pavmellT of eSlimmed 
tax. In the case of a short taxable year, no 
payment of estimated tax is required if-

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

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

(c) Installment due dates--( 1) In gen
eral-(i) Taxable year olIour months but 
less than twelve months. Except as other
wise provided, in the case of a short taxable 
year, if such year results in a taxable year 
uf four or more full calendar months but 
less than twel ve full calendar months, the 
due dates prescribed in §1.6655-1(f)(2) 
shall apply. 

(ii) Exception, If the date determined 
under paragraph (c)( I lei) of this section 
for the first required installment due dur
ing the taxpayer's short taxable year is ear
lier than the 15th day of the fourth month 
of the taxpayer's short taxable year, the 
taxpayer's first required installment shall 
be due on the first due date otherwise de
termined under paragraph (c)(1 )(i) of this 
section that is on or after the 15th day of 
the fourth month of the short taxable year. 

(2) Early termination of taxable 
vear-(i) 111 Reneral. Except as provided 
in paragraph (c)(2)(ii) of this section, if a 

taxable year ends early (for example, as 
a result of an acquisition or a change in 
taxable year), the due date for the final 
required installment shall be the date that 
would have been the due date of the next 
required installment if the event that gave 
rise to the short taxable year had not oc
CUlTed. 

(ii) Exception. If the date determined 
under paragraph (c)(2)(i) uf this section is 
within thirty days of the last day of the 
short taxable year, the due date for the fi
nal required installment shall be the fif
teenth day of the second month following 
the month that includes the last clay of the 
short taxable year. 

(d) Amount due f(Jr required ins/all
ment-( I) In general. The amount due for 
any required installment determined under 
section 6655(d)( I )(B){ i) for a short taxable 
year shall be 100% of the required annual 
payment for the short taxable year divided 

2006-1 C.B_ 373 



by the number of required installments 
due (as determined under this ,ection) for 

the short taxable year. 
(2) Tax sh()\1'Jl OIl the retl/rnlin' the pre

ceding tutah/e r('ur. If the current taxable 
year is a short taxable year. the amount due 
for any required installment determined 
under section 6655(d}( I )(B}(ii) shall be 
determined in the following manner-

(i) Take I (lurk of the tax shown on the 
return of the corporation for the preceding 
taxable year: 

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

(iii) Divide the amount determined un
der paragraph (d)(2)(ii) of this section by 
the number of required installments due 
(as determined under this section) for the 
current short taxable year. 

(3) Applicah/(' perci'Il/age. In the case 
of any required installment determined 
under section 665S(e). the applicable per
centage under section 665S(e)(2)(R)(ii) 
shall be-

(i) 2SCf(, SO%, 7SC;o, and 100% for the 
first, second, third. and fourth (last) re
quired in,tallments. respectively, if the 
taxpayer will have four required install
ments due for the short taxable year; 

(ii) 33.33%, 66.67°/c, and 100% for 
the first, second, and third (last) required 
installments, respectively. if the taxpayer 
will have three required installments due 
for the short taxable year: 

(iii) SO% and 100% for the first and 
second (last) required installments. respec
tively, if the taxpayer will have two re
quired installments due for the short tax
able year; or 

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

(el EWI/lples. The following examples 
illustrate the rules of this section: 

EIIlIlIl'le I. A L'\)rporation i, a cakndclr yeclr tax
payer that \\ a, acquired hy B corporatIon on April 16. 
~()()7. re,ulting in A haying a ,hon taxable yeal frum 

LlIlmr\' I through April In. 2007. Because A has a 
tclxahk year of Ie" than fuur full calenlbr nlLln[hs. 
nu c,timated tax paymenh arc" r\'quiled hy A for the 
,hult t,,,ahk y car 

F'dll!jlfe~. B cllrpnralinll hcgan husinc.,s on Jan
uary 10. 20()7. and adopted a calendar year a' ih 
taxahle year B computes Its reLJuircd installment> 
h;"eci on 100 perc'ent of the ta\ ,ho",n l1l1 the re
turn for the t.lvahle year in aL'c\lrdance l\Jth section 
1i1i))1 d I( II( B Itll. PUNIJnt to ~ 1.1i1i55-1 (fl( el( i I. the 
due date, of 8 \ required Installment\' for B', il1l-
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tialt;l\ahk year frolH January 10.2007. throuoh De

ccmher .'1. 2()07. are April 15. 2007. June 15~ 2ll1l7. 

SL'plL'mher 15. 20()7, and Decelllher 15,2007. Hl"'

e\'er. th:cau,e the due dates for the first. third. and 

Imllth required in>tallmcnt' fallon a wed\end. 13', 

required ill\talllllent payments will he timely if paid 

on or bdore the first business day following the actual 

due date 01 the required Installments, that is, April 16. 

2007. Scptemher 17.2007. alld Dt'L'ell1her 17. 2007. 

respeL"lin:ly. 1'01 the l·ilSt. third. and fourth required 

i[Hallll1enh. Purqlantto paragraph (d)t I) ofth" sec· 

tion. the amllunt due \\'ith each required installment is 

~5'!' of the required annual payment for B', first re

quiled in,taliment. 50'1r of the reqUIred annual pay

ment for 8", seu)nd required In,tallment. 7V/r llfthe 

required annual payment for 8', third required in

'l.lliment. and 100'/! of the required annual payment 

for 13', fourth reqUired in,tallment. 

/:'wlIll'lt 3. Corporation C began husiness on 

Fehruary 12. 2007. and adopted a calendar year as 

it< taxable year C com[Jutes ib required installments 
ha,ed on 100 percent of the tax ,hown on the re

turn for the tHable year in accordance with section 

6655Id)(I)(8)(i). Pursuant to ~1.6655-lif)(1)li). 

the due date, pI' C, required installments for Cs 

initIal taxable year from february 12.2007. through 

Dt'Cl'rnber 31. 1007. are April 15. 2007. June 15. 
2007. Septemher 15. 2007. and December 15. 20()7. 

However. in accordance with paragraph (e)! 1)(ii) 

of this section. Cs fiN required installment is due 

June 15.1007, becau,e April 15.2007. IS earlIer than 
the fifteenth day of thc fourth month of C's taxable 

year. As a result. Cs second rcquircd installment 

is due September 15,2007. and Cs third land last) 
in,tallillent i, due Decemhel 15.2007. However. be
L'ause the due dates for the ,erond and third (and last) 

required installment, fall on a weekend. C's required 
inqallment payment' will be timely if paid on or 

heftlfe the first bu,iness day following the actual due 
date 01 the required installments. that IS. Septemher 

17.2007. and December 17. 2007. respectively. for 
the second and third land last) required installments. 
Pursuant to parag.raph Id)( 1) of this section, the 
amount due with each required installment is 33.33% 
of the required annual payment fllr C's first requireu 
installment. 6667(;' of the required annual payment 
for C', second required installment. and 100% of 
the reqUIred annual payment for C, third (and last) 
required ill\tallmenl. 

EXWlll'if 4. Same facts as E'lIIl1l'le 3 except C he
llan bu,inc" on Arril Ill. 2007. In accordance with 
parallraph (cl( Illill of th" section. Cs first required 
lIl\tallmcntlS due September 15. 201J7, hecause April 
15. 21ltJ7. and June 15.2007. are earlier than the fif
teenth day pf the fourth month of C', taxable year. A, 
a result. C's seconuland la,1) required installment i, 
due Decelllher 15.2007. However. because the due 
dates for the first and second land last) required in
stallment, fall 011 a wed.tnd. C"S required installment 
raymcnh will he tImely if paid on or before the fiN 
hu\ineS\ day following the actual due date of the re
LJulred installment,. that is. Septemher 17. 201J7. and 
Decemher 17. 211117. respectively. for the first and 
second land lastl required installments. Pursuant to 
paragraph Id !III 01 this section. the amount due with 
each reqlllreJ in,tallrnent is 50'7r 01 the required an
nual payment for C's flr\l required installment. and 
IIIW{ of the reqUIred annual payment for C"S second 

I and last I reLJuireJ in,tallment. 

E'"dIIlJ,le 5. [) eorpor.ltion hc'~an husiness on 
hhruan 12. 211()7. and adoplcd a fisc'al year cnd

in~ OL"l:)ber 31 '" It, t;I',ahk YC;IL [) L'omputes its 
re~uired in,talllllcnls ha,ed \)n 100 percent of the 

ta\ ,ho"n llll the return for the t,,,,able \'c'lr in ac

cnrtl'lrll"C Ilith scdinn ('11":i(d)( I )(8)(i). Pursuant to 

~ 1.6655-1 (f)( ~)( Ii 1. the due dates of 1)" s required in

stalllllents for D's Initialla\.lhle ycar from Fcoruary 

11. 20(H. thmugh October, I. ~007, are February 

15. 2007. Apn I 15. 2007. July I:'i. 20m. and Oct()her 

15. 2007. Howcver. III accordance 1\ i!h paragraph 

(c)( 1)( Ii) "fth" scctlon. D', first rCLjuired installment 

is due July 15.2007. because Fehruary 15.2007. and 

April IS. 2007. arc earlier than the fifteenth day of 
the founh month of D', taxable year. As a result. 
D's second (and last) installlllent is uue ()ctooer 15. 

2007. However. bccau,c the due date for the first 

required installment blh on a weekend. D's first 

required Installment payment will be timely if paid 

on or before the first business uay following the 

actual due date of the requireu installment, that is. 

July 16.2007. Pursuant to parag.raph lu)(l) of this 

seelion. the amount due with eaeh required ins!all· 

ment is 50% of the required annual payment for D's 
first required installment, and tOO% of the required 

annual payment for D's second (and last) reLJuired 

installment. 
fCt(lllll'le 6. Same facls as Example 5 except D 

corporation began business on May 10.2007. In ac
cordance with paragraph (e)( I )(ii) nfthis section. D's 

first tand last) installment is due October 15.2007. 

hecause July IS. 2007, is earlier than the fifteenth 
day oflhe fourth month of D's taxable year. Pursuant 

to paragraph (d)( I) of this section, the amount due 

with D's required installmcnt is 100% of the required 
annual payment. computed as 100% divided by the 
number ofrequired installments due for the short tax

able year. 
Example 7. E corporation is a calendar year 

taxpayer that computes its required installments 

hased on 100 percent of the tax shown on the reo 
turn for the taxable year in accordance with section 
6655(d)( I )(B)(i). E computes its 2007 required 

installments based on a projected 2007 total tax lia
bility of $600.000. On July 31, 2007. E is acquired 
by F corporation resulting in E having a short taxable 
year from January 1. 2007. through July 31, 2007. 
E determine, that it, total tax liability for the short 
period is $350,000. The due dates for E\ first and 
second required installment, are April IS. 200? and 

June 15.2007, respectively. However. because the 
due date for the first required installment falls on 
a weekend. E's first required in,tallment payment 
will be timely if paid on or hefore the first business 
day following the actual due date of the required 
in,tallmcnt. that is. April 16, 2007. Pursuant to 
section 6655(d)(i )(A). E paid S150.000 with each 
required installment. Pursuant to paragraph (c)(2) of 
this ,ection. E's third (and last) required installment 
of estimated tax is due on September 15,2007, and 
the percentage of the required annual payment due 
with 'lleh installment is 100% pursuant to paragraph 
Id)! II of this seclion. However. hecallse the due dale 
for the third (and last) reLJuired installment falls on 
a weekend. E"s third (and la,t) required installment 
payment will he timely if paid nn or before the first 
husine" day folluwing the actual due date of the 
required installment. that is. Septemher 17, 2007 
Accordingly. F is required 10 pay $SO.O(JO with its 



final required installment on September 17, 2007 

($350,000 total tax liability for the shurt taxable year 

less prior installment payments of $300,(00) 

Example Ii. Same facts as Example 7 except that 

E is acquired by F corporation on August 31. 2007. 

Pursuant to paragraph (c)(2)(ii) of tillS sectiun, E's 

third (and last) required installment uf estimated tax 

is due on October 15,2007, because September 15, 

2007, the date that would have been the due date of 

E's next required installment if F"s acquisition of E 
had not occurred, is within thirty days of the last day 

of E's short taxable year, and 100% of the required 

annual payment is due with such installment. 

Example 9. F corporatiun is a calendar year 

taxpayer that computes its required installments 

based on 100 percent of the tax shown on the re

turn for the taxable year in accordance with section 

6655{d)(I)(B)(i). F computes its 2007 estimated 

tax payments based on a projected 2007 total tax 

liability of $900,000. On December 3. 2007, F is 

acquired by G corporation resulting in F having a 

short taxable year from January I. 2007, through 

December 3, 2007. F determined its total tax liability 

for the short periud to be $ROO,OOO. The due dates 

for F's first. second. ami third required installment, 

are April 15, 2007, June 15, 20m. and September 

15, 2007, respectively. However, because the due 

dates for the first and third required installments fall 

on a weekend. F's required installment payments 

will be timely if paid on or before the first business 

day following the actual due date of the required 

installments, that is, April 16, 2007, and September 

17,2007, respectively, for the first and third required 

installments. Pursuant to section 6655(d)( I )(A), F 
paid $225.000 with each required installment. Pur

suant to paragraph (c)(2)(ii) of this section, F's fourth 

(and last) required installment uf estimated tax is due 

on February 15. 2008. and the percentage of the 

required annual payment due with such installment 

(i) Tax as defined in section 6655(d)( I )(B)(i) 

(ii) 100% of this paragraph (e), Emmple 12 (i) 

is 100% pursuant to paragraph (d)( I) of this section. 

Accordingly. F i, required to pay 'Ii 125.111111 with it, 

final required imtalhncnt due February 15, 21111S 

($ROO.OOO total tax liability for the short taxable year 

less prior installment paymcnts of $fl75.001l) 

EW/IIJlle 10. G corporation. a calendar year tax

payer, reported a tax liability of $75.000 on its re

turn for the taxable year ending December 31. 1006. 

and is not a large corporation as defined ill section 

6655(g). On July 31. 200? G makes a final dis

tribution of its assets, in connection with a plan of 

complete liquidation. resulting in a short taxahle year 

from January L 2007, through July 31. 2007. To 

satisfy the requirements of the exception uescribeu 

in section 6655(d)(1 )(B)(ii) for payments determined 

hy reference to the tax shown on the return of the 

corporation for the precedin!! taxable year, pursuant 

10 paragraph (d)l2) of thi, section, G must pay in a 

proportionate amount of its 2006 tax liability based 

on the number of months in the current taxable year. 

Accordingly, G must pay $43.750 ($75,000 X 7112) 

through payments of estimated tax payments in Z007, 

with $14,5R3 duc on April 15,2007. June 15,2007. 

and September 15. 2007. However, because the uue 

dates for the first and third required installments fall 

on a weekend. G's required iIl>tallment payments will 

be timely if paid Oil or before the first business day 

following the actual due date of the required install

ments, that is, April 1(,. 2007. and September 17. 

2007, respectively, for the first and thiru required in

stallments. 

Example 11. Same facts a, EWlllple 10 except 

that G makes a final distribution of its assets, in con

nection with a plan of complete liquidation. on Oc

tober 1,2007, resulting in a ,hort taxable year from 

January 1,2007, through October 1,2007. Tn satisfy 

the requirements of the exception described in sec

tion 6655(d)(i )(B)(ii), G must pay $56.250 ($75,000 

x 9112) through p<tyments of estimated tax in 200? 

(iii) Amount of estimated tax required to be paid by the first installment date (33.33 DI< of $240,0(0) 

(iv) Amount of estimated tax required to he paid hy the second installment date (66.6rl< of 

$240,000 less $80,000 (amount due with fir,t installment) 

v) Amount of estimated tax required to be paid by the third installment date (I OWl< of $240,000 

less $160,000 (amount due with first and second installment) 

(vi) Deduct amuunt paid on or before the first installment date 

(vii) Amount of underpayment for the first installment date (thi, paragraph (e). EXlIlIlple 12 (iii) 

minus this paragraph (e), Example 12 (vi)) 

(viii) Deduct amount available for the second installment date ($60,000 second installment payment 

less this paragraph (e). Example 12 (vii) applied towards the first installment underpayment) 

(ix) Amount of underpayment for the second installment date (this paragraph (c), Emllll'le 12 (iv) 

minus this paragraph (e), Example 12 (viii» 

(x) Deduct amount available for the third installment date ($60,000 third installment payment 

less this paragraph (e). Example 12 (ix) applied towards the second installment unucrpaymentl 

(xi) Amount of underpayment for the third installment date (this paragraph (e). E\(/II/I'I1' 12 (v) 

minus this paragraph (e). Example 12 (x» 

with $I-l'()63 due on Apnl 15,2007. June 15.2007. 

September 15. 2()07, and December 15. 2007. respec

tively. However, because the due dates for the first. 

third, anu fourth required installmenh [;111 on a \\eek

end, G's required installment payments \Viii be timely 

if paiu on or before the first business day followlIlg 

the actual due date of the reljuireu installmcnh. that 

is. April 16.211117. September 17, 20117. anu Decem

her 17. 20117. rcspectively. tor the first. third. and 

fourth required installments 

Exalllple 12. H corpnr;ltion began business on 

February 15. 2(107. anu adorHed a calcnuar year. H 

computes its required installments b;lscd on 100 per

cent of the tax shown on the return for the taxable year 

in accordance with section flOS5(d)( I )(B)(i). H esti

mated at the beginning of its short taxable year that 

its estimated tax liability for short taxable year reb

ruary 15,2007, through December 31. 201J7, would 

be $IRO,OI)O. H paid its tiN required installment of 

estimated tax of $60,000 on June 15,2007, its seconu 

required installment of estlmateu tax uf $60,000 on 

September 17,2007, and its third (and last) required 

IIIstallment of estimated tax of $60.000 on Decemher 

17, 2007 ($IRO,OOO total estimateu tax liability tor 

the short taxable year less prior installmcnt payments 

of $120,0(0) H reported a tax liability of $240.000 

on its return for the short period February 15,2007. 

through December 3 L 2007. with no creuits against 

tax. There was an unuerpayment in the amount of 

$20,000 on the first installment date through Septem

ber 15, 2007, S4(),OOO on the ,econd installment date 

through December 15. 20U7, and $60,000 on the third 

(and la,t) installment date through March 15, 200R, 

determined as follows: 

$24{),OOO 

240.000 

80.000 

RI),()()O 

80,000 

60,000 

2(),()OO 

'10.000 

40,000 

20.000 

flO ,000 
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(f) 52 or 53 week {(Ixable rear. For 
purposes of this section, a taxable year of 
52 or 53 weeks shall be deemed a period 
of 12 months in the case of a corporation 
that computes its taxable income in accor
dance with the election permitted by sec
tion 441(tl 

(gl Use of al/Ilualized income or sea
sOl/al inswllment lI1etllOd-(l) III gell
eml. Regardless of the annual accounting 
period used by a corporation (for ex
ample, calendar year, fiscal year) the 
taxpayer may use the method described in 
~ 1.6655-2 (annualized income install ment 
method) or ~ 1.6655-3 (adjusted seasonal 
installment method) to compute its re
quired installments of estimated tax when 
the cunent taxable year is a short taxable 
year. 

(2) Computation of alllllwlized income 

illStalimellt. To the extent a short tax
able year includes an annualization period 
elected by the taxpayer, the taxpayer shall 
compute its annualized income installment 
by determining the tax on the basis of such 
annualized income for the annualization 
period multiplied by the number of months 
in the short taxable year divided by 12. 

(31 Alllllwli;:ation period for final re
quired installment. For purposes of deter
mining the final required installment (as 
described in paragraph (c)(2) of this sec
tion) for a short taxable year, annualized 
taxable income shall be determined by 

period that occurs within the short taxable 
year. 

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

Example I. X corporation began business on Feb

ruary l~, 2007. and adopted a calendar year as its tax

able year. X adopts an accrual method of accounting 

and uses the annualized Income installment method 

under section 6655(e)(2)(A)(i) to calculate all of its 

required installment payments for its 2007 taxable 

year. Pursuant to §1.6655-1(f)(2)(i). the due dates 

of X's required installments for X's initial taxable 

year from February 12,2007, through December 31, 

~007. arc April 15, 2007, June 15, 2007. Septem

ber IS. 2007. and December 15,2007. However, in 

accordance with paragraph (c)( \)(ii) of this section, 

X's first required installment is due June 15, 2007. 

As a result, X's second required installment is due 

September 15,2007, and X's third (and last) required 

installment is due December 15, 2007. However, be

cause the due dates for the third and fourth required 

installments fall on a weekend. X's required install

ment payments wi II be timely if paid on or before the 

first business day following the actual due date of the 

required installments, that is, September 17, 2007, 

and December 17, 2007, respectively, for the third 

and fourth required installments. The amount of X's 

first and second required installments arc each based 

on annualizing X's taxable income from February 12, 

2007, through April 30,2007, (the first three months 

of X's taxable year) and X's third (and last) required 

installment is based on annualizing X's taxable in

come from February 12, 2007, through July 31, 2007 

(the first six months of X's taxable year). Because X 

will have three required installments due for its short 

taxable year, pursuant to paragraph (d)(3)(ii) of this 

section, the applicable percentage is 33.33% for X's 

first re(juired installment. 66.67% for X's second re

(juired installment, and 100% for X's third (and last) 

placing on an annualized basis the taxable required installment. 

income for the last complete annualization 

E.ml/ll'l<' 1. Y. a calend.lr year corpclration. made 

a final distribution of its assets. in ,'llnnection with a 
plan of complete liquidatilln. on August 1. 2007. Y 

filed a timely election to use the alternau\'c annualiza

tion periods described under section 0055(e)(2)(Cl(i) 

and dctennined that liS taxable' income for the first 

2, 4 and 7 months of the t.l\abk year was $25,000, 

$50.000 and $140.00(). The due dates for Y's re

quired installments for its short taxable year January 

I. 2007. through August 1. 2007, arc April l'i, ~007. 

June IS. 2007, and September 15. ~007. However. 

because the due dates for the first and third required 

installments fall on a weekend. Y's required install

ment payments will be timely if paid on or before 

the first business day following the actual due date 

of the required installments. that is. April 16. ZOO? 
and September 17. 2007. respectively, for the fj"t 

and third required installments. Y made installment 

payments of $10.000, $10,000. and $20.000. respec

tively, on April 16, 2007, June 15,2007, and Septem

ber 17, 2007. The taxable income for each period is 

annualized as follows: 

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

$50,000 X 12/4 = $150,000 

$140,000 x 1217 = $240,000 

(i)(A) To detennine whether the first required in

stallment equals or exceeds the amount that would 

have been required to have been paid if the estimated 

tax were equal to one hundred percent of the tax com

puted on the annualized income for the 2-month pe
riod taking into account the number of months in the 

short taxable year. the following computation is nec

essary: 

(II Annuail/cd income for the 2 month period $150.000 

(21 Tax on this paragraph (g)(4). Ewmple 2 (iJ(A)(/) 39,250 

131 Tax determined under this paragraph (g)(41. Example 2 (i)(A)(2) multiplied by 7 

(the numher of months in thc short taxable year) divided by 12 

1-1) ]()O'ir of this paragraph (g)(4). Exallll'le 2 (i)(A)(3) 

('i) )) .. '.F1r Ill' this paragraph Ig)(-I). Example 2 (i I(A)!-I) 

1 B) Because the total amount of estimated tax that 

I' tllndy paid on or before the first installment date 

($10.000) exceed, the amount rC(juired to be paid 

Jln or before this date if the estimated tax were Dnc 

hundred percent of the tax determined by placing on 

an annualilcd ba,i, the taxable income for the fir" 

2-nlilnth pCrlod taking into account the number of 
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months in the short taxable year, the exception de

scrihed in * 1.6655-2(a) applies and no addition to tax 

will he imposed for the installment due on April 15. 

2007. 

(il)(A) To uetermine whether the required inswlI

ments made on or before June 15,2007, equal or ex

ceed the amount that would have been required to 

22,896 

22.896 

7.031 

have been paid if the estimated tax were equal to one 

hundred percent of the tax computed on the annual

ized income for the 4-month period taking into ac
count the number of months in the short taxable year, 

the following computation is necessary: 



(1) Annualized income for the 4 month period 

(2) Tax on this paragraph (g)(41. E.r(//I/I'l~ 2 (ii)(A)(1) 

(3) Tax determined under this paragraph (g)(4). Exalllple 2 (ii)(1\)(2) multiplied 

by 7 (the number of months in the short taxable year) divided by 12 

(4) lOock of this paragraph (g)(4). Example 2 (iil(A)(3) 

(5) 66.67% of this paragraph (g)(4). E.tc/lI1ple 2 (ii)(A)(4) less $7.631 (amount 

due with first installment) 

(B) Because the total amount of estimated tax 

available to apply towards the amount due for the sec

ond installment ($12.369 ($10.000 paid on the second 

installment date plus $2.369 overpayment of the first 

installment» exceeds the amount required to be paid 

on or before this date if the estimated tax were one 

hundred percent of the tax determined by placing on 

an annualized basis the taxable income for the first 

4-month period for the taxable year taking into ac

count the number of months in the short taxable year. 

(1) Annualized income for the 7 month period 

the exception described in ~ I.M55-21al applies and 

no addition to tax will be impmed for the installment 

due on June 15.2007. 

(iii)(A) Pursuant to paragraph (e) and (d) of 

this section. the final required installment is due by 

September 15. 2007. and the applicable percent

age due for the final required imtallment is lOW/'. 

However. because the due date for the final required 

installment falls on a weekend. Y's final required 

installment payment will be tImely if paid on or 

(2) Tax on this paragraph (g)(41. Example 2 (iii)(A)(/) 

(3) Tax determined under this paragraph (g)(4). Example 2 tiii)(A)(2) multiplied 

by 7 (the number of months in the short taxable year) divided by 12 

(4) 100% of this paragraph (g)(41. Ewml'le 2 (iii)(A)(31 

(5) 100% of this paragraph (g)(4). Example 2 (iiillA)(4) less $15.262 (amount due with 

first and second imtallment) 

(B) Because the total amount of estimated tax 

available to apply towards the amollnt due for the fi

nal installment 1$24.738 (S20.000 that is timely paid 

on the third installment date plus $4.738 overpayment 

of the second installment» exceeds the amount re

quired to be paid on or before this date if the estimated 

tax were one hundred percent of Ihe tax determined 

by placing on an annualiLed basis the taxable income 

for the first 7-month period for the taxable year tak

ing into account the number of months in the short 

taxable year. the exception described in * 1.6655-2(a) 

applies and no addition to tax will be imrosed for the 

final installment due on September 15. 2007. 

(h) Preceding taxable year a short tax
able year. If the preceding taxable year re
ferred to in section 6655(d)(l) was a short 
taxable year, the tax computed on the ba
sis of the facts shown on the return for 
such preceding year, for purposes of de
termining the applicability of the excep
tion described in section 6655(d)(2), shall 
be the tax computed on the annual basis in 
the manner described in section 443(b)(1) 
(prior to the reduction of the tax liability in 
the manner described in the last sentence). 

(il Effective date. This section applies 
to taxable years beginning after the date 
that is 30 days after the date the final reg
ulations are published in the Federal Reg
ister. 

~1.6655-6 Methods ot'accolll1ting. 

(a) 111 general. In computing any re
quired installment, a corporation must use 
the methods of accounting used in comput
ing taxable income for the taxable year for 
which estimated tax is heing determined 
(the current taxable year). 

(b) Exceptiolls-(1) Automatic (fC

coullfing method changes. If a taxpayer is 
making a change in method of accounting 
for the current taxable year that is permit
ted to be made with the automatic consent 
of the Commissioner. the new method of 
accounting shall be used in determining 
any required installment if, and only if, 
the copy of the Form 3115. "Applicatiol/ 
for Change in Accoullting Method." has 
been mailed to the IRS National Ollice on 
or before the last day of the annualization 

period. 
(2) Non-automatic accounting method 

changes. If a taxpayer is making a change 
in method of accounting for the current 
taxable year that requires the prior con
sent of the Commissioner. the new method 
of accounting shall be used in determining 
any required installment if, and only if. the 
consent agreement retlecting the Commis-

$1511.0(JO 

.W.2S(J 

7.631 

hefore the fiN businc" day following the actual due 

d<tte of the reqUired installment. !ha! is. September 

17.2007. To determine "hcther the installment pay

ments made on or hefore Sertemher 17. 211()7. equal 

or exceed the alllount that would have heen required 

to have been raid if the estimated tax were equal 

to onc hundrcd percent of the tax computed 011 the 

annualized income for the 7-lIlonth pcriOlI taking into 

account the number of months in thc short taxable 

year. thc following computation is necessary: 

$240.000 

56.100 

32.725 

32.725 

17.463 

sioner's consent to the change in method 
of accounting and the prescribed terms and 
conditions for effecting such change has 
been signed by the taxpayer and mailed to 
the IRS National Office on or before the 
last day of the annualization period. 

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

Example 1. X corporation. a calendar year tax

payer. uses an accrual lIlelhod of accounllng and the 

annualiLation method under seclion 6655(e)(2)(A)(i) 

to calculate its 2006 required IIlslallmcnts. X receives 

advance payments each taxable year with respel'l to 

agrcemcnts for the sale of goods properly includible 

in X' s inventory. The advance payments received hy 

X qualify for deferral under *1.451-5(c). Although 

X is eligible to defer the advance payments in accor

dance With ~1.451-5(c). X's method of accounting 

with respect to the advance payments is to include the 

advance payments m income when received. If. as of 

the last day of the annualization period. X's method 

of accounting for advance payments is to include the 

advance raymcnts in income when received. and the 

requirements of paragrarh (bll II or (h)( 21 of this sec

tiLln. as arplicahle. arc not met. then X must use that 

method of accounting for purposes of computing such 

required installment. 

EXlJIIII'lc 2. Y corporation. a calendar year tax

payer. uscs an accrual method of accounting and the 

annualization methlld under section 6h55(e)l2)(A)(i) 

to calculate its 2()06 required installments. Y com

putes its annual taxahlc income by deducting its li

ability for state income taxes in the taxable year the 
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tax.es are paid, without regard to the rccurring item e\
ception of section..\o I Ih) and the regulalilHl' IL a, 01 

the last day of the annuailzatlOn period, y', method 
of accounting for ,tate income taxe, i, tLl deduct ,ue'h 

t,ne, in the taxable year the ta\e, arc paid Without 
regard to the recurring item exceptilliL and the rc
quiremenh of paragraph \ b 1\ I ) or \ b 1\ 21 nf thi, ,ee
tlon, as applicabk arc not meL then Y 11H1'1 u,e that 
I1lcthlld of aL'ulunting fnr purPLl'C, of L'oillputing ,ue'h 
required lIl'tallmcnL 

(d) ffji'ctil'e date. This section applies 
to taxable years beginning after the date 
that is 30 days after the date the final reg
ulations are published in the Federal Reg
ister. 

Par. 12, Newly de.,ignated H6655-7 
is revised to read as follows: 

~1.6655-7 Additioll to tilX Oil a('coullf of' 
excessil'e adjustmellt under sectioll 6425. 

(a) Section 6655(h) imposes an addition 
to the tax under chaptcr I of the Internal 
Revenue Code in the case of any exces
sive amount (as defined in paragraph (c) 
of this section) of an adjustment under scc
tion 6425 that is madc before the 15th day 
of the third month following the close of 
a taxabk year beginning after December 
31. 1%7. This addition to tax is imposcd 
whether or not there was reasonable cause 
for an excessive adjustment. 

(b) If the amount of an adjustment un
der section 6425 is cxcessive, there shall 
be added to the tax under chapter I of the 
Internal Revenue Code for the taxable year 
an amount determined at the annual rate re
ferred to in the regulations under section 
6621 upon the excessive amount from the 
date on which the credit is allowed or re
fund paid to the 15th day of the third month 
following the close of the taxable year. A 
refund is paid on the date it is allowed un
der section 6407. 

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

(I) The income tax liability (as defined 
in section 6425(c)) for the taxable year. as 
shown on the return for the taxable year: 
exceeds 

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

(d) The computation of the addition to 
the tax imposed by section 6425 is made 

jndependcnt of. and does not affect the 
computation of. any addition tll the tax 
that a corporation may othcrwise owe for 
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an underpayment of an installment of esti
mated tax. 

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

L\(/llIl'ie, (il Cllrporation X, a calendar year tax
payer. had an underpayment as detined in section 
('('55(hl. for it> fourth ins(allment of e'timated tax 
that \I"~" due on December 1.\ 20(h in the amount of 
$1 ().()()(L On January 2, 2007, X liled an application 
lor adjustment of overpayment of estimated income 
tax jllr 200f> in the amount of 520,000. 

liil On Fcbruary If>, 2007. the IRS. in response 
to the application, refunded $20JIOO to X. On March 
15.2007. X filed its 200f> tax return and made a pay
ment in settlement of its total tax liability. Assum
ing that Ihe addition to tax is computed under section 
6f>21 \a)(21 at a rate of 8% per annum for the applica
hle periods of underpayment. under section 6655(a), 
X i, subject to an addition to laX in the amount 01'$ I 97 
1901365 X 5 I 0.000 X 8%) on account of X' s Decem
ber 15.2006, underpayment. Under section f>655(h), 
X is subject to an addition to tax in the amount of 
$1 IR (:>7/3f>5 X $20,000 X 8%) on account ofX's ex
cessive adjustment under section 6425. In determin
ing the amount of the addition to ta.~ under section 
6655(a) for failure to pay estimated income tax., the 
excessive adjustment under section 6425 is not taken 
into account. 

(0 An adjustment is generally to be 
treated as a reduction of estimated income 
tax paid as of the date of the adjustment. 
However, for purposes of § \.6655-1 
through § 1.6655-6, the adjustment is to 
be treated as if not made in determining 
whether there has been any underpayment 
of estimated income tax and, if there is an 
underpayment. the period during which 
the underpayment existed. 

(g) This section applies to taxable years 
beginning after the date that is 30 days af
ter the date the final regulations are pub
lished in the Federal Register. 

PART 301-PROCEDURE AND 
ADMINISTRATION 

Par. 13. The authority citation for part 
30 I continues to read, in part, as follows: 

Authority: 26 U.S.c. 7805'" '" '" 
Par. 14. Section 301.6655-1 is revised 

to read as follows: 

~301.6655-1 Failure bv corporation to 
pllY estill/aiI'd iI/COllie tax. 

(a) For regulations under section 6655, 
see ~*1.6655-1 through \.6655-7 of this 
chapter. 

(b) This section applies to taxable years 
beginning after the date that is 30 days af
ter the date the final regulations are pub
lished in the Federal Register. 

Mark E. Matthews, 
Deputy COli/missioner for 

Serriccs lind En/t)/Temem. 

(F!l~d h\ thL' Offil.,.'c nf th~ I-('dcrai Rl'gl:-..tCI on DCl.'clnbcr 7. 
cOO), ':.15 a.1ll , "oJ plIhll,hcd III Ihe j"uc 01 the I'edl'ral 
Regi,l"r lor Dccemh"" 12. cOO), 70 FR. 733931 

Foundations Status of Certain 
Organizations 

Announcement 2006-5 

The following organizations have failed 
to establish or have been unable to main
tain their status as public charities or as op
erating foundations. Accordingly, grantors 
and contributors may not, after this date, 
rely on previous rulings or designations 
in the Cumulative List of Organizations 
(Publication 78), or on the presumption 
arising from the filing of notices under sec
tion 508(b) of the Code. This listing does 
/lot indicate that the organizations have lost 
their status as organizations described in 
section 501(c)(3), eligible to receive de
ductible contributions. 

Former Public Charities. The follow
ing organizations (which have been treated 
as organizations that are not private foun
dations described in section 509(a) of the 
Code) are now classified as private foun
dations: 

2nd Chance Young Adult Organization, 
Seattle, WA 

29 II Student Ministries, Mars Hill, NC 
E. 107th St. Oldtimers Alumni, 

New York, NY 
A. E. Thomas Foundation for Integrative 

Medicine, Albuquerque, NM 
After School Tutoring Homework 

Assistance Program, Hazelton, PA 
AGAPE, Hobbs, NM 
America Health Care Resuscitation 

Organization, New York, NY 
Association of Priest, Inc., 

Jacksonville, FL 
Avalon R&D, Inc., Williamsville, NY 
Baskets of Hope, Brecksville, OH 
Ben Rush Elementary School Foundation, 

Redmond, WA 
Bexar County Youth in Action, 

San Antonio, TX 
Bright Future Foundation, 

Beverly Hills, CA 
Broadcast Freedom International, Inc., 

Blandford, MA 



Bucks County Affordable Housing 
Corporation, Doylestown, PA 

Buffalo Soldiers Foundation, Ft. Myer, FL 
Capoeira Arts Foundation, Inc., 

Berkeley, CA 
Carequest Group. Inc., Memphis, TN 
Carl Aven Ministries. Inc., Catoosa, OK 
Casa Major, Inc., Fountain Valley, CA 
Center for US-Japan Comparative Social 

Studies, San Diego, CA 
Chicago Metropolitan Development 

Association, Aurora, IL 
Child & Family Development Services, 

Inc., Tulsa, OK 
Childrens Amputee Foundation, Inc., 

Greensboro, NC 
City Youth Adventures, Cincinnati. OH 
Compassion Unlimited IC, Chico, CA 
Connections to Success, Houston, TX 
Costa Rica-Latin Amcrica School 

Supplies, Inc., Palm Bay, FL 
Daughters of the King of Judah Ministry, 

Albany, GA 
Destiny Foundation. Moss Point, MS 
Doc Communications Media Group, 

Somerset, NJ 
Educators Basketball Association, Inc., 

Boyds, MD 
El Segundo Youth Football & 

Cheerleading, Inc., Redondo Beach, CA 
Elementary Decisions, Inc., 

Richmond, VA 
Fathers on Rights for Custody Equality, 

Louisville, KY 
Firearms Owners Against Crime 

Educational Fund, Inc., McDonald, PA 

First Homebuyers Group, Inc .. 
Greensboro, NC 

Fort Smith Christian School Foundation, 
Fort Smith, AR 

Garden City Boxing Club, 
Garden City, KS 

Gehazi Group Home, Inc., Railto, CA 
Georgia Guides, Inc., Reidsville, GA 
Grace Foundation, Folsom. CA 
Great American Duck Race of Deming, 

Inc., Deming. NM 
Greater Houston Charismatic Youth 

Center, Inc., Pasadena, TX 
Harris Low Income Medication Assistance 

Organization, Huntington, WV 
Hawthorne Smith House Lil Bit of 

Heaven, Dallas, TX 
Hokkaido International School 

Endowment Fund, Inc., Portland, OR 

Homes for the Hopeless, 
Rocky Mount, NC 

Hope and a Future, Inc.. Suitland, MD 

House of Dreams, Inc., Rockmart, GA 
Humanitarian Force, Fayetteville, NC 

Illinois State Police Heritage Foundation, 
Incorporated, Springfield, IL 

Images for Nonprofit, Inc., Wilmette, IL 
Inland Mom & Dad Mission. Ontario, CA 
Inspiring Excellence, Tucson, AZ 
Institute for the Study of American 

Religion, Santa Barbara, CA 
International Healing Network, Inc., 

Houston, TX 

International Museum of Military History, 
Dighton. MA 

Islam & the Community of Sacramento, 
Sacramento, CA 

Jeremiah Group, Inc., 
Pontevedra Beach, FL 

Justus Curry Foundation, Husum, WA 
Kansas City Eritrean Development 

Foundation, Kansas City, MO 
Kimberly Asther Ministries, Roland, AR 
King Works, Inc., Tampa, FL 
Kitchen K - A Design Gallery, Inc., 

Washington, DC 
Last Resort Foundation, Inc., 

Hercules, CA 
Lay Claim Gods New Covenant Ministry, 

SI. Louis, MO 
Liberty Historical Society, Inc., 

Kansas City, MO 
Life's Blood Ministry, 

Colorado Springs, CO 
Light of the Trinity Montessori School, 

Inc .. West Orange, NJ 
Literacy Indiana, Inc., Bloomington, IN 
Memorable Moments Wishes and Youth 

Services. Inc., Birmingham, AL 
Men Against Domestic Violence, 

Bonifay, FL 
Meristem. Inc., Brooklyn, NY 
Metropolitan Alliance, Inc., 

Washington, DC 
Metropolitan New York Chapter Delaware 

State Univ. Alumni Assoc., Bronx, NY 
Mid-Texas Cultural Center, Inc., 

New Braunfels, TX 
Mission Endowment Fund of Malta 

Lutheran Church. Malta, MT 
Mount Olive Adult Day Care Home, 

Charlotte, NC 
Music With a Mission, Inc., 

Lexington, KY 
Ne\v Future Education Fund, 

San Marino, CA 
New Jerusalem Assistance Ministries, 

Houston, TX 
Norman Buriaug Heritage Foundation. 

Cresco,IA 

North Firefighters Benevolent Fund. Inc .. 
Naples. FL 

North Hills Jaycees Foundation Charitable 
Trust, Simi Valley. C A 

Northeast Mississippi Heritage Tr. 
Corinth, MS 

Northern Tier Neighborhood Crime 
Watch, Great Bend, PA 

Northwest Action Council. Inc .. 
Chicago,IL 

NSI-Hannibal Riverblutl, Inc., 

Bowling Green. MO 
Oak Center Neighborhood Association. 

Oakland, CA 
Oklahoma Film Academy, Tulsa, OK 
Ole Gilliam Mill Park, Sandford, NC 
Omentum Research Foundation, 

San Gabriel, CA 
On My Way, Atlanta, GA 
One Accord Asset Development Fund, 

Hilliard, OH 
One By One, Inc., Clarkston, GA 
Open Door Society, Inc., 

N. Hollywood. CA 
Organization for Islamic Learning, 

Charlottesville, VA 
Peace B Still Foundation, Inc., 

Lehigh Acres, FL 
Pennfield Parent Teacher and Student 

Organization, Battle Creek. MI 
People Awareness Council, Inc., 

American Falls, ID 
Planet Dog Philanthropy, Portland, ME 
Prescott Center for Nonviolent 

Communication, Prescott, AZ 
Pro Desarrollo Comunitario Prodecom, 

Inc., Los Angeles, CA 
Project R 0 S E - BUD S. Inc., 

Romeoville, IL 
Prop Development Group, 

Missouri City, TX 
Real Malibu Players, Malibu, CA 
Residents Council of Harriet Tubman 

Terrace Apartments, Detroit, MI 
Resource Alliance, Inc., Washington, DC 
Right One Corporation, Los Angeles. CA 
Rocky Mountain Horse Foundation, 

Tabernash, CO 
Rowland Youth Club, Greentown. PA 
Saegertown Heritage Society. 

Saegertown, PA 
Saints Helping Saints Comlllunity 

Outreach, Inc., Victorville, CA 
Selective Multi-Services, Inc., Bronx, NY 

Sequel Mental Health. Detroit, MI 
Serenity Village. Inc .. Eastlllan. GA 

Sierra Watch. Piedmont. C A 
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Socieuau Humantaria Pro-Animales. Inc.. 
Guayama. PR 

Son~ of Thunuer Mini~tries. 
Lathrup Village, MI 

S1. Mark Development Corporation, Inc., 
Cincll1nati, OH 

Sun,hine Ethority. Far Rockaway. NY 
The Way, Norman, OK 
Thre,holu-The Next Step, Inc .. 

Rceu\ille, VA 
Triad of West Virginia, Inc .. 

Chark,ton, WV 
Turning Point Emergency Shelter. 

HOllston, TX 
1I niteu Cancer Research Foundation. 

Longhorne. PA 
Victoria Lions Fastpitch Association. 

Victoria. MN 
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West End Clinic, Inc., SI. Louis, MO 
West Tallahatchie County Consortium, 

Inc., Webb, MS 

Wilson Community Development Corp., 
Phoenix. AZ 

Winters Institute, Winters, CA 
Witness, Inc., Albuquerque, NM 
Woodruff-Adams Foundation, 

Poplar Bluff, MO 
World of Wonders, Port SI. Lucie, FL 
Wound Biotechnology Foundation, Inc., 

Boston, MA 
Yeshua Foundation, Inc., Elgin, IL 

If an organization listed above submits 
infoll11ation that warrants the renewal of 
its classification as a public charity or as 
a private operating foundation, the Inter-

nal Revenue Service will issue a ruling or 
determination letter with the revised clas
sification as to foundation statlls. Grantors 
and contributors may thereafter rely upon 
sllch ruling or determination letter as pro
vided in s~ction [.509(a)-7 of the Income 
Tax Regulations. It is not the practice of 
the Service to announce slIch revised clas
sification of foundation status in the Inter
nal Revenue Bulletin. 



Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 61.-Gross Income 
Defined 
26 CFR 1.61-2 ]Ie): Vehicle cents-per-mile valua

tion. 

A revenue procedure provides maximum vehicle 

values for whIch the special valuation rules of regu

lations sections 1.61-21(d) and (e) may be used. See 

Rev. Proc. 2006-15. page 387. 

Section 280F.-Limitation 
on Depreciation for Luxury 
Automobiles; Limitation 
Where Certain Property 
Used for Personal Purposes 

A revenue procedure provides maximum vehicle 

values for which the special valuation rules of regu

lations sections 1.61-21 (d) and (e) may be used. See 

Rev. Proc. 2006-15. page 387. 

Section 472.-Last-in, 
First-out Inventories 
26 CFR 1.472-]: 1~1St-il7. firs/-ow invelllories. 

LIFO; price indexes; department 
stores. The November 2005 Bureau of 
Labor Statistics price indexes are accepted 
for use by department stores employing 
the retail inventory and last-in, first-out 
inventory methods for valuing inventories 
for tax years ended on, or with reference 
to, November 30, 2005. 

Rev. Rul. 2006-6 

The following Department Store In
ventory Price Indexes for November 2005 
were issued by the Bureau of Labor Statis
tics. The indexes are accepted by the Inter
nal Revenue Service, under § 1.472-I(k) 

of the Income Tax Regulations and Rev. 
Proc. 86-46, 1986-2 C.B. 739, for ap
propriate application to inventories of 
department stores employing the retail 
inventory and last-in, first-out inventory 
methods for tax years ended on, or with 
reference to, November 30, 2005. 

The Department Store Inventory Price 
Indexes are prepared on a national basis 
and include (a) 23 major groups of depart
ments, (b) three special comhi nations of 
the major groups - soft goods, durable 
goods, and miscellaneous goods, and (c) a 
store total, which covers all departments, 
including some not listed separately, ex
cept for the following: candy, food, liquor, 
tobacco, and contract departments. 

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

I. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 
10. 
11. 
12. 
13. 
14. 
15. 
16. 
17. 
18. 
19. 
20. 
21. 
22. 
23. 

Groups 

Piece Goods ............................................ . 
Domestics and Draperies ................................. . 
Women's and Children's Shoes ........................... . 
Men's Shoes ............................................ . 
Infants' Wear ........................................... . 
Women's Underwear. .................................... . 
Women's Hosiery ....................................... . 
Women's and Girls' Accessories .......................... . 
Women's Outerwear and Girls' Wear ...................... . 
Men's Clothing ......................................... . 
Men's Furnishings ....................................... . 
Boys' Clothing and Furnishings ........................... . 
Jewelry ................................................. . 
Notions ................................................ . 
Toilet Articles and Drugs ................................. . 
Furniture and Bedding ................................... . 
Floor Coverings ......................................... . 
Housewares ............................................. . 
Major Appliances ........................................ . 
Radio and Television ..................................... . 
Recreation and Education2 

................................ . 
2 Home Improvements .................................... . 

Automotive Accessories2 
................................. . 

Nov. 2004 

507.8 
535.3 
656.6 
842.9 
584.3 
518.5 
342.0 
583.1 
376.8 
542.5 
581.5 
430.1 
879.0 
789.1 
998.6 
601.7 
590.2 
711.8 
201.6 

40.7 
79.5 

130.6 
113.1 

Percent Change 
from Nov. 2004 

Nov. 2005 to Nov. 2005 1 

480.6 -5.4 
508.2 -5.1 
684.7 4.3 
868.9 3.1 
564.1 -3.5 
548.8 5.8 
339.8 -0.6 
582.1 -0.2 
368.3 -2.3 
542.1 -0.1 
574.9 -1.1 
403.5 -6.2 
861.4 -2.0 
803.1 1.8 

1001.0 0.2 
596.7 -0.8 
612.3 3.7 
701.9 -1.4 
204.3 1.3 

38.1 -6.4 
77.6 -2.4 

137.2 5.1 
116.5 3.0 
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

Groups 

Groups 1-15: Soft Goods ...................................... . 
Groups 16-20: Durable Goods .................................. . 
G . ' roups 21-23: Mlsc. Goods- ................................... . 

Store Total' ............................................. . 

Nov. 2004 

566.4 
3t\0.5 
92.9 

499.6 

Nov. 2005 

561.0 
376.2 

93.1 

495.4 

Percent Change 
from Nov. 2004 
to Nov. 2005 1 

-1.0 
-1.1 
0.2 

-0.8 

I Absence of a minus sign before the percentage change in this column signifies a price increase. 

21ndexes on a January 19t\6 = 100 base. 

"The store total index covers all departments, including some not listed separately, except for the following: candy, food, liquor, 
tobacco, and contract departments. 

DRAfTING INFORMArION 

The principal author of this revenue 
ruling is Michael Burkom of the Office 
of Associate Chief Counsel (Income Tax 
and AccOlmting). For further informa
tion regarding this revenue ruling, contact 
Mr. Burkom at (202) 622-7924 (not a 
toll-free call). 

Section 1374.-Tax 
Imp'osed on Certain 
BUilt-In Gains 
H) CFR 1./37-1-8: SeCTio/l 137-1(11)(8) T/"li/lsacTiol1s. 

T.D.9236 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Section 1374 Effective Dates 

AGENCY: Internal Revenue Service 
(IRS). Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains fi
nal regulations that provide guidance con
cClning the applicability of section 1374 of 
the Internal Revenue Code to S corpora
tinn, that aC4uire assets in calTyover basis 
tr~lIl,aL"1inns from C corporations on or af
kr Dec'emher 27. 1l)l)4. and to certain cor
pur<ltion, that terminate S corporation sta-
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tus and later elect again to become S cor
porations. 

DATES: Effectil'e Date: These regulations 
are effective December 21,2005. 

Applicability Dates: Section 1.1374-8 
applies to any transaction described in 
section 1374(d)(8) that occurs on or after 
Decemher 27, 1994. Section 1.1374-10 
applies for taxable years beginning after 
December 22, 2004. 

FOR FURTHER INFORMATION 
CONTACT: Stephen R. Cleary. (202) 
622-7750, (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains amendments 
to 26 CFR Part I. On December 22, 2004, 
temporary regulations (T.D. 9170, 2005-4 
I.R.B. 363) regarding the applicability 
of section 1374 to S corporations that 
acquire assets in certain carryover basis 
transactions and to certain corporations 
that terminate S corporation status and 
later elect again to become S corporations 
were published in the Federal Register 
(69 FR 76612). A notice of proposed ruIc
making (REG-139683-04, 2005-4 I.R.B. 
371) cross-referencing the temporary reg
ulations was published in the Federal 
Register for the same day (69 FR 76635). 
The temporary regulations provide that (I) 
section 1374(d)(8) applies to any transac
tion described in that section that occurs 
on or after December 27, 1994, regardleSS 
of the date of the S corporation's election 

under section 1362, and (2) for purposes 
of section 633(d)(8) of the Tax Refonn 
Act of 1986, as amended by the Technical 
and Miscellaneous Revenue Act of 1988, 
a corporation's most recent S election, not 
an earlier election that has been revoked 
or terminated, determines whether or not 
it is subject to current section 1374. 

No comments wcrc received respond
ing to the notice of proposed rulemaking, 
and no public hearing was requested 
or held. The proposed regulations are 
adopted with no substantive change by this 
Treasury decision, and the corresponding 
temporary regulations are removed. 

Special Analyses 

Il has been determined that this regula
tion is not a significant regulatory action 
as defined in Executive Order 12866. 
Therefore, a regulatory assessment is not 
required. It also has been determined that 
section 553(b) and (d) of the Adminis
trative Procedure Act (5 U.S.c. chapter 
5) does not apply to §1.l374-8(a)(2) 
of these regulations. With respect to 
§ 1.1374-1O(c) of these regulations, it has 
been determined, pursuant to 5 USc. 
553(d)(3), that good cause exists to dis
pense with a delayed effective date. This 
section, which is substantively identical to 
currently effective temporary regulations, 
merely continues to provide necessary 
guidance to taxpayers with respect to the 
application of the transition rule regarding 
qualified corporations in section 633(d)(8) 
of TRA, as amendcd hy TAMRA, and, 
accordingly, with respect to the applica-



tion of section 1374 to asset dispositions 
which occur during taxable years begin
ning after December 22, 2004. Because 
§ 1.1374-8(a)(2) does not impose a collec
tion of information on small entities, it is 
not subject to the provisions of the Regu
latory Flexibility Act (5 U.S.c. chapter 6). 
It is hereby certified that §1.l374-IO(c) 
of these regulations will not have a sig
nificant economic impact on a substantial 
number of small entities. This certification 
is based on the fact that § 1.1374-1 O( c) of 
these regulations addresses an uncommon 
fact situation not likely to affect a signifi
cant numbcr of small entities. Therefore, 
a regulatory flexibility analysis is not re
quired. Pursuant to section n05(f) of thc 
Code, the notice of proposed rulemaking 
preceding these final regulations was sub
mitted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small business. 

Drafting Information 

The principal author of these regula
tions is Stephen R. Cleary of the Office 
of Associate Chief Counsel (Corporate). 
Other personnel from Treasury and the IRS 
participated in their development. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part I is amended 
as follows: 

PART I - INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 is amended by adding entries in nu
merical order to read, in part, as follows: 

Authority: 26 U.s.c. 7805 * * * 
Section 1.1374-8 also issued under 26 

V.S.C 337(d) and 1374(e).* * * 
Section 1.1374-\0 also issued under 26 

V.S.c. 337(d) and 1374(e).* * * 
Par. 2. Section 1.1374-0 is amended 

by revising the entries for § 1.1374-8 and 
adding an entry for §1.l374-10(c) to read 
as follows: 

§1.1374-0 Table of contents. 

* * * * * 

§1.1374-8 Section 1374(d)(8) 

transactiolls. 

(a) In general. 
(b) Effective date of section 1374(d)(8). 
(c) Separate determination of tax. 
(d) Taxable income limitation. 
(e) Examples. 

* * * * * 

§1.1374-10 Effectil'e dme (llId additiollaf 
rules. 

* * * * * 
(c) Revocation and re-election of S corpo
ration status. 
( 1) In general. 
(2) Example. 

Par. 3. Section 1.1374-8 is amended 
by: 

I. Redesignating paragraphs (b), (c), 
and (d) as paragraphs (c), (d), and (e), re
spectively. 

2. Revising paragraph (a). 
3. Adding new paragraph (b). 
The revisiun and additiun read as fol

lows: 

.91.1374-8 Section J374(d)(8) 
transactiolls. 

(a) III general. If any S corporation ac
quires any asset in a transaction in which 
the S corporation' s basis in the asset is de
termined (in whole or in part) by reference 
to a C corporation's basis in the assets (or 
any other property) (a section 1374(d)(8) 
transaction), section 1374 applies to the net 
recognized built-in gain attributable to the 
assets acquired in any section 1374(d)(8) 
transa<:tion. 

(b) Effective date of section 1374( d I( 8). 

Section 1374(d)(8) applies tu any se<:tion 
1374(d)(8) transaction, as defined in para
graph (a)( I) of this sectiun, that occurs on 
or after December 27, 1994, without re
gard to the date of the corporation's elec
tion to be an S corporation under section 
1362. 

* * * * * 

§1.1374-8T [Removed] 

Par. 4. Section I.I374--8T is removed. 
Par. 5. Section 1.1374--10 is amended 

by revising paragraph (c) to read as fol
lows: 

ffl.1374-10 Effectil'e date alld additionaf 
rules. 

* * * * * 
(c) Termination and re-electio/l of 

S corporation Slatll.l'-( I ) III generaf. For 
purposcs of section 633(d)(R) of the Tax 
Reform Act of 1986, as amended, any ref
erence to an e kction to he an S corporation 
under section 1362 shall be treated as a 
reference to the corporation's most recent 
election to be an S corporation under sec
tion 1362. Thi~ paragraph (c) applies for 
taxable years beginning after December 
22, 2004, without regard to the date of the 
corporation's most recent election to be an 
S corporation under section 1362. 

(2) Ex([mple. Thc following cxamplc 
illustrates the rules of this paragraph (c): 

Eli/IIII'll'. Ii) Effective January I. 191'1'. X. a 

C corporation that is a qualified corporation under 

section 6.'3(d) of the Tax Reform Act of 19S6. as 
amended. elccts tD he an S corporation under section 

1362. Effective January I. 1990. X revokes its S 

status and becomes a C corporation. On January I. 
2004. X again elects to be an S corporation under 
section 1362. X disposes of assets in 2006. 20()7. 

and 200R. recogniling gain. 
(ii) X is not cligible for treatment under the tran

sition rule oj section 633(d)(R) of the Tax Reform Act 

of IlJX6. as amended. with resJ1ect to these assets. Ac

cordingly, X is suhject to section 1374. as amended 

by the Tax Reform Act of 1986 and the Technical and 
Miscellaneous Revenue Act of 1988. and the 10-year 

recognition period hegins nn January I. 2()04. 

(iii) To the extent the gain that X recogniLes on the 

asset sales in 200e,. 2007. and 2008 reflects built-in 

gain inherent in such asscts in X's hands on January 

1.2004. such gain is subject to tax under section 1374 

as amended by the Tax Reform Act of 1986 and the 
Technical and Miscellaneous Revenue Act of llJ88. 

§1.1374-10T [Removed] 

Par. 6. Section 1.1374-IOTisremoved. 

Mark E. Matthews, 
Deputy Commissioller for 
Sen'ice.l' and EI1/{)rcemellt. 

Approved December 9, 2005. 

Eric Solomon, 
Acting Deputy Assistant 

Secretar)' o{ the Treasury (Tux Policv). 

(Filed hy the Office of the Fedc,"1 Reg!.,ter on Decemher 20. 
cOOi, X:4~'i ".m .. and puhli,hed In the ,,,ue "r the Federal 
Re~"ter \01' December 21. 21)1)).70 FR. 757.l01 
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Section 6011.-General 
Requirement of Return, 
Statement, or List 

A notice nlltifi~, t'l\pa)C[s and material adVISors 

of " future change to the l'ategorie, of reportable 

tran"lLtions under ,ectlon 1.6011-+ of the Incllme 

Ta\ Regulatillll' See Notice 2()()6-6, page JX5. 
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Section 61 I I.-Disclosure 
of Reportable Transactions 

A notice notIfies taxpayers and material advisors 

of a future change to the categories of reportahle 

transactions under section 1.6011-4 of the Income 

Tax Regulations, See Notice 2006-6, page 385, 

Section 6112.-Material 
Advisors of Reportable 
Transactions Must Keep 
Lists of Advisees, etc. 

A notice notifies taxpayer, and material advisors 

of a future change to the categones of reportable 

transactions under section 1,6011-+ of the Income 

Tax Regulations, See Notice 2006-6. page 385, 



Part III. Administrative, Procedural, and Miscellaneous 
Notification of Removal of the 
Transaction With a Significant 
Book-Tax Difference Category 
of Reportable Transaction 
Under § 1.6011-4 

Notice 2006-6 

The purpose of this notice is to notify 
taxpayers and material advisors of a fu
ture change to the categories of reportable 

transactions under * 1.6011-4 of thc In
come Tax Regulations. Until regulations 
reflecting this changc are issued, taxpay
ers and material advisors may rely on this 
notice. 

BACKGROUND 

Section 1.6011-4 requires a taxpayer 
that participates in a reportable transaction 
to disclose the transaction in accordance 
with procedures provided in * 1.6011-4. 
Similarly, § 6111 of the Internal Rcv
enue Code, as amended by the American 
Jobs Creation Act of 2004. Pub. L. No. 
108-357.118 Stat. 1418 (the Act). re
quires that cach matcrial advisor with 
resped to any reportable transaction make 
a return setting forth information identify
ing and describing the transaction and any 
potential tax benefits expected to result 
from the transaction by the date speci
fied by the Secretary. Section 6112, as 
amended by the Act, requires material 
advisors to maintain lists identifying each 
person with respect to whom the advisor 
acted as a material advisor and containing 
such other information as the Secretary 
may by regulations require. 

Under * 1.6011-4(b), there are cur
rently six categories of reportable trans
actions, Onc category of reportable trans
actions is a transaction with a significant 
book-tax diffcrcnce. A transaction with 
a significant book-tax difference is de
fined in § 1.6011-4(b)(6) as a transaction 
where the amount for tax purposes of any 
item or items of income, gain, expense. or 
loss from the transaction differs by more 
than $10 million on a gross basis from 
the amount of the item or items for book 
purposes in any taxable year. The amount 
of an item for book purposes is normally 
determined by applying U.S. generally 

accepted accounting principles for world
wide income. 

In 2004. the Internal Revenue Ser
vice released Schedule M-3. Net Incol1lc 
(IJJSs) Rcconciliatio/l for COIJiomtiolls 
With Total Assets of $10 Million or More, 
for corporations that fi Ie Form 1120. US. 
COIjJorutioll Income Tax Return. effectivc 
for taxable years ending on or after De
cember 31, 2004, On August 2, 2004. the 
Service and Treasury Department released 
Rev. Proc. 2004-45. 2004-2 C.B. 140. 
which provided procedures for filing the 
Schedule M-3 that are deemed to satisfy 
a taxpayer's disclosure obligations for 
reporting transactions with a significant 
book-tax difference under ~ 1.6011-4. 
Rev. Proc. 2004-45 also announced that 
the Service and Treasury Department will 
continue to evaluate whether the disclo
sure requirements described in the rcvcnue 
procedure and Schedule M-3 provide the 
Service and Treasury Department ade
quate information regarding significant 
book-tax differences. In December 2005. 
the Service released draft Schedules M-3 
and instructions for corporations and part
nerships that, in general, have total assets 
of $10 million or more and that file Forms 
1120-PC, U.S. Prupertv and Casualty 
Insurallce Company Income Tax Return. 
1120-L. US. L(te IllSurance Company 
Income Tax Return. 1120-S. U.S. Income 
Tux Return for (In S Corporatiol1, or 1065, 
US. Return o{Partl1crship Income. When 
finalized. these Schedules M-3 will be 
effective for tax years ending on or after 
December 31. 2006. 

Based on a review of the Forms 8886. 
Reportable Transaction Disclosure State
ment, and Schedules M-3 received during 
the most recent filing season, the Service 
and Treasury Department have concluded 
that the book-tax difference category of 
repol1able transactions under * 1.6011-4 
is no longer necessary. As a result, the 
Service and Treasury Department will be 
issuing temporary and proposed regula
tions under ~ 1.6011-4 that will remove 
from the categories of reportable trans
actions under ~ 1.60 11-4(b)( I) the cat
egory of transactions with a significant 
book-tax difference currently set forth in 
§ 1.6011-4(b)(6). 

REMOVAL OF BOOK-TAX 
DIFFERENCE CATEGORY UNDER 

* 1.6011-4 

The removal of the book-tax differ
ence category of reportable transactions 
will apply to transaction~ with a signif
icant book-tax difference that otherwise 
would have to be disclosed by taxpayers 
under ~ 1.6011-4 on Form 8886 (or on 
Schedule M-3 as prescribed in Rev. Proc. 
2004-45) on or after January 6. 2006. the 
date this notice is released to the public. 
Consequently. for those affected transac
tions. taxpayers arc not required to file a 
disclosure statement solely because the 
transaction has a significant book-tax dif
ference under ~ 1.6011-4(b)(6). 

The removal of this category of re
portable transaction also will apply to 
transactions with a significant book-tax 
difference that otherwise would have to 
be disclosed by material advisors under 
§ 6111 on Form 8264. Application/f)r Reg
istration oj" a Tax Shelter. on or after Jan
uary 6. 2006. For those affected transac
tions, material advisors are not required to 
file a disclosure statement solely because 
the transaction has a significant book-tax 
difference under * 1.60 11-4(b)( 6). 

Similarly. the removal of this category 
of reportable transaction will apply to 
transactions with a significant book-tax 
difference for which lists under ~ 6112 
otherwise should have heen prepared and 
maintained beginning on or after January 
6. 2006, For those affected transactions, 
material advisors are not required to pre
pare and maintain lists solely because the 
transaction has a significant book-tax dif
ference under § 1.6011-4(b)(6). 

This notice does not relieve taxpayers 
or material advisors of any disclosure, reg
istration or list maintenance obligations 
for transactions that should have been dis
closed or registered, or for transactions for 
which lists should have been prepared and 
maintained. prior to January 6. 2006. Fur
ther, this notice doe~ not relieve taxpayer~ 
of any obligation to file a Schedule M-3. 

If a transaction with a significant 
hook-tax difference abo is described 
in § 1.6011-4(b)(2) through (5) or (7). 

the transaction is a reportable transac
tion under ~ 1.6011-4 for which disclo
sure may be required by taxpayers under 
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~ 1.6011--4, and for which disclosure and 
list maintenance may be re<.juired by ma
terial advisors under ~~ 6111 and 6112, 
re~pectively. 

DRAFTING INFORMATION 

The principal author of this notice 
is Tara P. Volungis or the Office of the 
A~s()ciate Chief Counsel (Passthroughs 
& Special Industries) For further in
formation rcgarding this notice, contact 
M~. Volungis at (2l)2) 622-3080 (not a 
toll-free call). 

Weighted Average Interest 
Rate Update 

Notice 2006-8 

Sections 412(b)(5)(B) and 412(\)(7) 

erally provide that the interest rates used 
to calculate current liability for purposes 
of determining the full funding limitation 
under ~ 412(c)(7) and the required con
tribution under S 412(1) must be within 
a permissible range around the weighted 
average of the rates of interest on 30-year 
Treasury securities during the four-year 
period ending on the last day before the 
beginning of the plan year. 

Notice 88-73, 1988-2 C.B. 383, pro
vides guidelines for determining the 
wcighted average interest rate and the 
resulting permissible range of interest 
rates used to calculate current liability for 
the purpose of the full funding limitation 
of S 412( c )(7) of the Code. 

Section 417(e)(3)(A)(ii)(II) defines 
the applicable interest rate, which must 
be used for purposes of determining the 
minimum present value of a participant's 
benefit under S 417(e)(I) and (2), as the 

securities for the month before the dale 
of distribution or such other time as the 
Secretary may by regulations prescribe. 
Section 1A17(e)-I(d)(3) of the Income 
Tax Regulations provides that the applica
ble interest rate for a month is the annual 
interest rate on 30-year Treasury securi
ties as specified by the Commissioner for 
that month in revenue rulings, notices or 
other guidance published in the Internal 
Revenue Bulletin. 

The rate of interest on 30-year Treasury 
securities for December 2005 is 4.65 per
cent. Pursuant to Notice 2002-26, 2002-1 
C.B. 743, the Service has determined this 
rate as the monthly average of the daily de
termination of yield on the 30-year Trea
sury bond maturing in February 2031. 

The following 30-year Treasury rates 
were determined for the plan years begin
ning in the month shown below. 

I C)( i) of the Internal Revenue Code gen- annual ratc of interest on 30-year Treasury 

Month 

January 

For Plan Years 
Beginning in: 

Draflin~ Information 

Year 

2006 

The principal author, of this notice 
are Paul Stern and Tony Montanaro of 
the Employee Plans, Tax Exempt and 
Government Entities Division. For fur
ther information regarding this notice. 
plca~e contact the Employee Plans' tax
payer assistance telephone service at 
I-S77-S29-55()() (a toll-frec number), 
between the hours of 8:3() a.m. and 
-1:30 p.m. Eastern time, Monuay through 
Friday. Mr. Stern may be reached at 
1-202-2S3-9703. Mr. Montanaro may 
be reached at 1-2()2-2~n-9714. The tele
pholle number, in the preccuing sentences 
are not toll-free. 
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30~ Year 
Treasury 
Weighted 
Average 

90% to 105% 
Permissible 

Range 

90% to 110% 
Permissible 

Range 

4.85 4.37 to 5.10 4.37 to 5.34 

Treatment of Certain 
Travel, Lodging, and Other 
Allowances Paid by Federal 
Executive Agencies to 
Employees Evacuated From 
Hurricane Katrina Core 
Disaster Area 

Notice 2006-10 

SECTION I. PURPOSE 

This notice provides guidance on the 
federal income and employment tax treat
ment of special allowances (as defined in 
5 C.F.R. ~~ 550.403(c) and 550.405(b)(2») 
paid by federal executive agencies (as de
fined in 5 U.s.c. § 105) to employees 
(as defined in 5 C.F.R. § 550.40 I (b )(2), 
(3), and (4) to reimburse certain expenses 
the employees and their depcndents in
cur while evacuating from the Hurricane 
Katrina core disaster area and staying at 
a safe haven as a result of the extraor
dinary damage and destruction caused by 
Hurricane Katrina. The term "Hurricane 

Katrina core disaster area" means that por
tion of the HlItTicane Katrina Disaster Area 
determined by the President to warrant in
dividual or individual and public assis
tance from the federal government under 
the Robert T. Stafford Disaster Relief and 
Emergency Assistance Act. See § 2(2) of 
the Katrina Emergency Tax Relief Act of 
2005, Pub. L. No. 109-73,119 Stat. 2016 
(2005). 

SECTION 2. BACKGROUND 

In the wake of Hurricane Katrina, 
which was a Presidentially declared disas
ter, federal executive agencies may make 
payments to their employees to reimburse 
the costs of travel, lodging, meals, and 
incidental expenses the employees and 
their dependents incur while evacuating 
from the Hurricane Katrina core disaster 
area and staying at a safe haven. Federal 
executive agencies are authorized to pay 
these special allowances to employees un
der 5 U.S.c. § 5523(b) ("An employee in 
an Executive agency may be granted such 
additional allowance payments. . . .") 



and 5 C.F.R. § 5500403(c) if the employ
ees and their depcndents "are evacuated 
in the United States because of natural 
disasters or for military or other reasons 
that create imminent danger to thcir livcs." 
5 C.F.R. § 550040I(a). The payments au
thorized by 5 C.F.R. § 550.403(c) include 
travel expenses and per diem payments to 
offset direct added expenses the employ
ees and their dependents incur due to an 
evacuation. Additional special allowance 
payments for subsistence expenses, as au
thorized by and computed under 5 C.F.R. 
§ 550.405(b)(2). may be paid for a period 
not to exceed 180 days after the effective 
date of the order to evacuate. Federal ex
ecutive agencies generally must determine 
the amount of the special allowance pay
ments for the employees and their depen
dents consistent with the Federal Travel 
Regulation (FTR), 41 C.F.R. Chapters 300 
through 304. For dependents under 12 
years of age and for payments made after 
the first 30 days of evacuation, the special 
allowance payments are paid at a rate less 
than the maximum per dielli. 5 C.F.R. 
§ 5500405. The regulations authorizing 
these payments are silent as to whether 
federal executive agencies are required 
to take into account reimbursements from 
other payors when determining the amount 
of a special allowance. 

Section 61 provides that except as oth
erwise provided in subtitle A of the Code. 
gross income mcans all income from \vhat
ever source derived. 

The Victims of Terrorism Tax Relief 
Act of 2001, Pub. L. No. 107-134, 115 
Stat. 2427 (200 I), added § 139 to the 
Code. Section 139(a) provides that gross 
income shall not include any amount re
ceived by an individual as a qualified dis
aster relicf payment. 

Under § 139(b)(l), a qualified disaster 
relief payment includes any amount paid to 

or for the benefit of an individual to reim
burse or pay reasonable and necessary per
sonal, family, living. or funeral expenses 
incurred as a result of a qualified disaster. 
but only to the extent any expense com
pensated by such payment is not other
wise compensated for by insurance or oth
erwise. 

Section l39(c) defines a qualified dis
aster to include: 

(l) a disaster that results from a ter
roristic or military action (as defined in 
§ 692(c)(2»: 

(2) a Presidentially declared disaster (as 
defined in § 1033(h)(3)): or 

(3) a disaster resulting from an accident 
involving a common carrier, or from any 
other event, that is determined by the Sec
retary to be of a catastrophic nature. 

Section l39(d) provides that for pur
poses of chapter 2 and subtitle C of the 
Code, a qualified disaster relief payment 
shall not be treated as net earnings from 
self-employment. wages. or compensation 
subject to tax. 

Because "of the extraordinary circum
stances surrounding a qualified disaster, it 
is anticipated that individuals will not be 
required to account for actual expenses in 
order to qualify for the [§ 139] exclusion, 
provided that the amount of the payments 
can be reasonably expected to be commen
surate with the expenses incurred." Joint 
Committee on Taxation Staff, Technical 
Explallation of the "Victims oj'Terrorism 

Tax Reliej'Act oj'200l," As Passed hy the 
HOllse and Senate Oil December 20. 2001, 

loih Cong., 1st Sess. 16 (2001). 

SECTION 3. APPLICATION 

. 01 Pavmellts Made hy Federal ExeclI
tive Agencies to Which This Notice Applies 

The special allowances described 
in 5 U.s.c. § 5523(b) and 5 C.F.R. 
§~ 550.403(c) and 550.405(b)(2) that 
an employee receives as a result of Hun-i
cane Katrina will be treated as reasonable, 
necessary, and excludable from the gross 
income and wages of the employee under 
§ 139 to the extent that the expenses com
pensated by the special allowances are not 
otherwise compensated for by insurance 
or otherwise. 

Federal executive agencies that pay 
an employee special allowances autho
rized by 5 U.S.c. § 5523(b) and 5 C.F.R. 
§§ 550.403(c) and 550.405(b)(2) as a 
result of Hurricane Katrina will not be 
required to report the special allowances 
(even if the expenses are otherwise com
pensated for by insurance or otherwise) on 
Form W-2, Wage and Tax Statement. or 
to deduct and withhold taxes from these 
amounts. In addition, the IRS will not 
require either a Federal executive agency 
or its employee to include any amount of 
Hurricane Katrina special allowances in 
wages for employment tax purposes (even 
if the expenses are otherwise compensated 
for by insurance or otherwise). 

.02 P(/\'II/Clll,1 Mudc h\' Fedi'm! £11'111-

lil'e Agellcies ro Which This NOlic£' Do('l 

Not Applv 

The rules provided in section 3.0 I of 
this notice do not apply to payments not 
described therein. For example. the rules 
do not apply to advance payments of 
pay, allowances. and differentials under 
5 U.s.c. § 5522(a) and to payments madc 
by a federal executi ve agency to compen
sate an employee for expenses incurred in 
relocating to the disaster area, 

SECTION 4. DRAFTING 
INFORMATION 

The principal author of this notice is 
Sheldon A. Iskow of the Office of Asso
ciate Chief Counsel (Income Tax and Ac
counting). For further information regard
ing this notice. please contact \1r. Iskow 
at (202) 622-4920 (not a toll-free call). 

26 CFR 1.6/~2 I: TlIXillioll ol./iil1ge "elle/i/,I. 

(AlSO/iller/wi RC\'l'III/C ('odc .~.~ 6/, 7IWF) 

Rev. Proc. 2006-15 

SECTION I. PURPOSE 

.01 This revenue procedure provides: 
(1) the maximum value of employer-pro
vided vehicles first made available to em
ployees for personal use in calendar year 
2006 for which the vehicle cents-per-mile 
valuation rule provided under section 
1.61-21(e) of the Income Tax Regula
tions may be applicable is $15.000 for a 
passenger automobile and $16.400 for a 
truck or van: (2) the maximum value of 
employer-provided vehicles first madc 
available to employees for personal use in 
calendar year 2006 for which the fleet-av
erage valuation rule provided under sec
tion 1.61-21( d) of the regulations may 
be applicable is $19.900 for a passenger 
automobile and $21 AOO for a truck or van. 

SECTION 2. BACKGROUND 

,01 If an employer provides an em
ployee with a vehicle that is available 
to the employee for personal usc. the 
value of the per~onal use mList generally 
be included In the employee's income 
and wages. Internal Revenue Code * 61: 
Trcas. Rcg. * 1.61-:21. 
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,02 For empluyer-prm'iued pa\sen
ger automobiles (including trucks and 
\ans) made a\ailable to emplllyees for 
personal lise that meet the n:quirements 
of section 1.61-21(e)( I) of the regula
tions. generally the \alue of the personal 
use may be determined under the \ehicle 
cents-per-mile \ aluation rule oi' section 
1.61-21(e), HowC\t:r. regulations section 
1,61-21(e)(l)(iiil(A) pw\'iJes that for a 
passenger automobile first made avail
able after I L)8S to any employee of the 
employer for peNlilal use. the \alue of 
the personal use may not be determined 
under the \ehide cents-per-mile valuation 
rule for a calendar year If the fair market 
value of the passenger automobile (de
termined pursuant to regulations section 
1,61-21(J)(.'i)(i) through (iv)) nn the first 
date the passenger automobile is made 
a\'ailable to the employee exceeds a spec
ified dollar limit. 

,03 For employer-provided vehicles 
a\ailahk to employees for personal usc 
for an entire year. generally the value of 
the personal w,e may be determined un
der the autumobile lease valuation rule 
oj section 1.61-21( d) of the regulations. 
Under this \aluation rule. the value of 
the personal use is the Annual Lease 
Value, Pro\'ided the requirements of reg
ulations section 1.61-21(d)(5)(v) arc met. 
an employer with a fleet of 20 or more 
automobiles may use a fleet-average value 
for purposes of calculating the Annual 
Lease Values of the automobiles in the 
employer's neet. The !leet-average value 
IS the average of the fair market values of 
all the automobiles in the !leet. However. 
section 1,61-2I(d)(5)(v)(D) of the regula
tions prm'ides that fur an autol11obile first 
made a\ailable after 1988 to an employee 
of the employer for personal use. the value 
of the personal use may not be determined 
under the t'lcd-average valuatioll rule for a 
calendar year if the fair market value of the 
automobile (determined pursuant to reg
ulations section 1.61-~I(d)(5)(i) through 
(\ )) on the first date the passenger auto
nwhiiL' IS made available to the employee 
e\ceed\ a \pel'ificd dolbr limit. 

,0-1 The nw\imum pa\scnger auto
mobik \ aim>, tm applying the vehicle 
l'enh-per-mtlc and the !led-a\erage valuc 
rules renect the automobile price Inflation 
,ldju,t1l1Clll llt Code \ection 2XOF( d)( 71. 
The nlL'thml of calculating thi\ price ill
ilati,)n ,lllwunt fm autol11oblk\ other than 
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true ks and vans uses the "new car" COI11-

ponent of the Consumer Price Index (CPI) 
"automobilc component". When calcu
lating this price intlation adjustment for 
trucks and \'(II1S. the "new trucks" com
ponent of the CPI is used. This results 
in somewhat higher maximum values for 
trucks and vans. This change retlects the 
higher rate of price intlation that trucks 
ami vans have been subject to sincc I <1XX. 
and is consistent with the change an
nounced in Re\'. Proc. 2003-75,2003-2 
C.B, 1018. for purposes of calculating de
preciation deductions, See also Rev. Proc, 
2()O-l-20. 200-l-1 C.B, 6-l2. and Rev, 
Proc. 2005-13,2005-12 I.R.B. 759, For 
purposes of this revenue procedure. the 
term "trucks and vans" refers to passenger 
automobiles that are built on a truck chas
sis. including minivans and sport utility 
vehicles (SUVs) that are built on a truck 
chassis. 

SECTION 3, PROCEDURE 

.01 Maximum Automobile Value for 
Using the Cents-per-mile Valuation Rule. 
An employer providing a passenger auto
mobile for the first time in calendar year 
2006 for the personal use of any employee 
may determine the value of the personal 
usc by using the vehicle cents-per-mi Ie 
valuation rule in section 1.61-21(e) of the 
regulations if its fair market value on the 
date it is first made available does not 
exceed $15.000 for a passenger automo
bile other than a truck or van, or $16AOO 
for a truck or van. If the fair market 
value of the passenger automobile exceeds 
this amount. the employer may determine 
the value of the personal use under the 
general valuation rules of regulations sec
tion 1.61-21(b) or under the special valua
tion rules of section 1.61-21(d) (Automo
hile lease valuation) or section 1.61-21(f) 
(Commuting valuation) if the applicable 
requirements are met. See Rev, Proc. 
200-1-20 for guidance on determining the 
maximum value of passenger automobiles 
first made available during calendar year 
200-1. and Rev, Proc. 2005-48 for guid
ance on determining the maximum value 
of passenger automobiles first made avail
able during calendar year 2005. 

,02 Maximum Automobile Value for 
Using the Fleet-Average Valuation Rule. 
An employer with a fleet of 20 or more 
illltol11obiles providing an automobile for 

the first time in calendar year 2006 for 
the personal usc of any employee for an 
entire veal' mal' determine the value of 
the pet:sonal us'c by using the tleet-aver
age valuation rule in regulations section 
1.61-21(dl(5l(y) to cakulate the Annual 
Lease Values of the automobiles in the 
neel. The fleet-average \'aluation rule may 
not be used to determine the Annual Lease 
Value of any automobile if its fair market 
value on the date it is first made available 
exceeds $19.900 for a passenger automo
bile other than a truck or van, or $21 AOO 
for a truck or van. If all other appli
cable requirements arc met. an employer 
with a neet of 20 or more vehicles consist
ing of passenger automobiles other than 
trucks or vans as well as trucks and vans 
may use the fleet-average valuation rule 
as long as none of the vehicles exceed 
their respective maximum allowable val
ues, If the fair market value of any passen
ger automobile in the fleet exceeds these 
amounts, the employer may determine the 
value of the personal use under regulations 
section 1.61-21 (f) (Commuting valuation) 
or the general valuation rules of section 
1.61-21 (b). or may determine the Annual 
Lease Value of such automobile separately 
under the automobile lease valuation rule 
of section 1.61-21(d)(2) if the applicable 
requirements are met. 

SECTION 4. EFFECTIVE DATE 

This revenue procedure applies to em
ployer-provided passenger automobiles 
first made available to employees for per
sonal use in calendar year 2006. 

SECTION 5. DRAFTING 
INFORMATION 

The principal author of this revenue 
procedure is Frederick L. Wesner of the 
Office of Division Counsell Associate 
Chief Counsel (Tax Exempt/Government 
Entities). For further information re
garding the maximum automobile value 
for applying the valuation rules of reg
ulations section 1.61-21(e)(l)(iii)(A) 
(the vehicle cents-per-mile valuation 
rule). and section 1.61-21(d)(5)(v)(D) 
(the fleet-average valuation rule), contact 
Frederick L. Wesner at (202) 622-6040 
(not a toll-free call), 



Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking, Notice of Public 
Hearing, and Withdrawal 
of Previous Proposed 
Regulations 

Application of Normalization 
Accounting Rules to Balances 
of Excess Deferred Income 
Taxes and Accumulated 
Deferred Investment Tax 
Credits of Public Utilities 
Whose Assets Cease to be 
Public Utility Property 

REG-I04385-01 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking, 
notice of public hearing, and withdrawal of 
previous proposed regulations. 

SUMMARY: This document contains pro
posed regulations that provide guidance 
on the normalization requirements appli
cable to public utilities that benefit (or 
have benefited) from accelerated depre
ciation methods or from the investment 
tax credit permitted under pre-1991 law. 
The proposed regulations permit a util
ity whose assets cease to be public utility 
property to return to its ratepayers the nor
malization reserve for excess deferred in
come taxes (ED FIT) with respect to those 
assets and, in certain circumstances, also 
permit the return of part or all of the re
serve for accumulated deferred investment 
tax credits (ADITC) with respect to those 
assets. This document also provides notice 
of a public hearing on these proposed reg
ulations and a withdrawal of proposed reg
ulations [REG-104385-01, 2003-1 C.B. 
634] published March 4, 2003, at 68 FR 
10190. 

DATES: Written or electronic comments 
must be received by March 21, 2005. Re
quests to speak and outlines of topics to be 
discussed at the public hearing scheduled 
for April 5, 2006. at 10 a.m. must be re
ceived by March 15. 2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-104385-0l), room 
5203, Internal Revenue Service, PO Box 
7604, Ben Franklin Station, Washing
ton, DC 20044. Submissions may be 
hand-delivered Monday through Friday 
between the hours of 8 a.m. and 4 p.m. 
to CC:PA:LPD:PR (REG-l 04385-0 1), 
Courier's Desk, Internal Revenue Service. 
1111 Constitution Avenue, NW, Wash
ington. DC, or sent electronically, via the 
IRS Internet site at www.irs.govlregs or 
via the Federal eRulemaking Portal at 
www.regulations.gov (indicate IRS and 
REG-I04385-01). The public hearing 
will be held in the IRS Auditorium, Inter
nal Revenue Building, 1111 Constitution 
Avenue, NW, Washington, DC. 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed reg
ulations, David Selig, at (202) 622-3040; 
concerning submissions of comments, the 
hearing, or to be placed on the build
ing access list to attend the hearing, 
Richard Hurst, at (202) 622-7180 (not 
toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains proposed 
amendments to the Income Tax Regu
lations (26 CFR Part I) relating to the 
normalization requirements of sections 
168(f)(2) and 168(i)(9) of the Internal 
Revenue Code (Code), section 203(e) 
of the Tax Reform Act of 1986, Public 
Law 99-514 (l00 Stat. 2146), and for
mer section 46(f) of the Code. Proposed 
regulations relating to the normalization 
requirements applicable to electric utili
ties that benefit (or have benefited) from 
accelerated depreciation methods or from 
the investment tax credit permitted under 
pre-1991 law [REG-I04385-01] were 
published in the Federal Register on 
March 4, 2003 (the 2003 proposed regu
lations). The 2003 proposed regulations 
would have provided rules under which 
electric utilities whose electricity gen
eration assets cease to be public utility 
property, whether by disposition, dereg
ulation, or otherwise, could continue to 

flow through certain reserves associated 
with those assets without violatina the c 
normalization requirements. In response 
to public comments and after further anal
ysis, the 2003 proposed regulations are 
withdrawn, and new regulations are pro
posed in this document. 

Normalization Method of Accounting 

Section 168 of the Code permits the use 
of accelerated depreciation methods. Sec
tion 168(f)(2) provides, however, that ac
celerated depreciation is permitted with re
spect to public utility property only if the 
taxpayer uses a normalization method of 
accounting for ratemaking purposes. 

Under a normalization method of ac
counting, a utility calculates its ratemaking 
tax expense using depreciation that is no 
more accelerated than its ratemaking de
preciation (typically straight-line). In the 
early years of an asset's life, this results 
in ratemaking tax expense that is greater 
than actual tax expense. The difference 
between the ratemaking tax expense and 
the actual tax expense is added to a reserve 
(the accumulated deferred federal income 
tax reserve, or ADFIT). The difference be
tween ratemaking tax expense and actual 
tax expense is not permanent and reverses 
in the later years of the asset's life when the 
ratemaking depreciation method provides 
larger depreciation deductions and lower 
tax expense than the ac.:celerated method 
used in computing actual tax expense. 

This accounting treatment prevents 
the immediate flow-through to utility 
ratepayers of the reduction in current taxes 
resulting from the use of accelerated de
preciation. Instead, the reduction is treated 
as a deferred tax expense that is collected 
from current ratepayers through utility 
rates, and thus is availahle to utilities as 
investment capital. When the accelerated 
method provides lower depreciation de
ductions in later years, only the ratemaking 
tax expense is collected from ratepayers 
and the difference betwccn actual tax 
expense and ratemaking tax expense is 
charged to ADFIT. 

Excess Deferred income Tax 

The Tax Reform Act of 1986 (the 1986 
Act) reduced the highest corporate tax rate 
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from 46 percent to 34 percent. The ex
cess deferred federal incomc tax (EDFIT) 
reserve is the balance of the deferred tax 
reserve immediately before the rate reduc
tion over the balance that would ha\e been 
held in the reserve if the 34 percent rate 
had been in effect for prior periods. The 
EDFIT resen es wen: amounts that utilities 
had collected from ratepayers to pay future 
taxes that. as a result of the 1986 Act re
duction in corporate tax rates, would not 
be imposed, 

Section 203( e) of the 1986 Act speci
fies the manner in which the EDFIT re
serve must be flowed through to ratepay
ers under a normalization method of ac
counting, It provides that the EDFIT re
serve may be reduced, with a cOlTespond
ing reduction in the cost of service the 
uti lity collects from ratepayers, no more 
rapidly than the EDFIT reserve would be 
reduced under the average rate assump
tion method (ARAM). For taxpayers that 
did not have adequate data to apply the 
average rate assumption method, subse
quent guidance permitted use of the re
verse South Georgia method as an alter
native. In generaL both the average rate 
assumption method and the reverse South 
Georgia method spread the tlow-through 
of the EDFIT reserve over the remaining 
lives of the property that gave rise to the 
excess. 

A.cculIlulated Def£'rred illl'estlllellt Tax 
Credits (A.D/TC) 

Former section 46 of the Code similarly 
addressed the tlow-through to ratepayers 
of the investment tax credit determined 
under that section. Under former section 
46(f)( I). the rate base (the amount on 
which the utility is permitted to collect a 
return from ratepayers) could he reduced 
by reason of the credit if the reduction in 
the rate base was restored not less rapidly 
than ratahl y. [f the rate base is reduced, the 
credit may not also be used to reduce the 
utility'S cost of service. Under former sec
tion 46(f)(21. an electing utility could now 

through the investment credit not more 
rapidly than ratahly (that is. could reduce 
the C()~t of sen ice l'ollected from ratepay
ers by no more than a ratable portion of the 
credit I mer the il1\estment's regulatory 
life The balance of the credit remaining to 

be !lowed through to ratepayers \\ mild be 
held in a resene for accumulated deferred 
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111\'cstment tax credits (ADITC). If the 
utility elected ratable flow-through of the 
credit. the rate base could not be reduced 
by reason of any portion of the credit. 

Pril'Ute Letter R[{lings 

The IRS has issued a number of private 
leltcr rulings holding that flow-through of 
the EDFIT and ADITC reserves associ
ated with an asset is not permitted after 
the asset's deregulation, whether by dis
position or otherwise. These rulings were 
hased on the principle that tlow-through 
is permitted only over the asset's regula
tory life and when that life is terminated 
by deregulation no further tlow-through is 
permitted. After further consideration, the 
m.S and Treasury have concluded that for
mer section 46(f) does not, in all cases, 
prohibit flowthrough of ADITC reserves 
after deregulation and that section 203(e) 
of the Tax Reform Act does not preclude 
flowthrough of the EDFIT reserve with re
spect to deregulated property. 

Explanation of Provisions 

The 2003 proposed regulations pro
vided that utilities whose generation assets 
cease to be public utility property, whether 
by disposition, deregulation, or otherwise 
(deregulated public utility property), may 
continue to flow through EDFIT reserves 
associated with those assets without vi
olating thc normalization requirements. 
The rate of tlowthrough was limited to the 
rate that would have been permitted un
der a normalization method of accounting 
if the assets had remained public utility 
property. BlIt for section 203(e) of the 
1986 Act. the entire EDFIT reserve would 
have been flowed through to ratepayers 
when the reduction in rates became ef
fective, whether the assets to which the 
EDFIT reserve was attributable remained 
public utility property for their entire use
ful life or were subsequently deregulated 
or sold. As noted in the preamble of thc 
2003 proposed regulations, the IRS and 
Treasury have concluded that section 203 
of the 1986 Act provides a schedule for 
flowing through the EDFIT reserve but 
that nothing in that section suggests that 
something less than the entire reserve 
should ultimately be flowed through to 

ratepayers. Accordingly, these proposed 
re gulations retain the rule of the 2003 pro
pc;sed regulations, with the effective date 

changes described below, for generation 
assets and extend the application of the 
rule to all other public utility property. 

The 2003 proposed regulations also 
provided similar rules under which utili
ties could continue to !low through ADITC 
reserves associated with deregulated gen
eration assets without violating the nor
malization requircments. The proposed 
regulations did not address the treatment 
of deregulated assets under former sec
tion 46(f)( I) (relating to the use of the 
investment credit to reduce the taxpayer's 
rate base). After further consideration, 
the IRS and Treasury have concluded that 
tlowthrough of the ADITC reserve should 
not continue after deregulation except to 
the extent the utility is permitted to recover 
stranded costs after deregulation. 

If an asset qualifying for the invest
ment tax credit is purchased by a util
ity, the allowance of the credit, without 
flowthrough, lowers the utility's actual 
tax expense but does not result in higher 
tax expense for ratepayers than would 
have been the case if the asset had not 
been purchased. Thus, in the absence of 
tlowthrough, the investment tax credit is 
a subsidy from the Federal government 
for the purchase of the asset rather than a 
transfer from ratepayers to the utility. The 
underlying policy of former section 46(f) 
is to share this subsidy between ratepay
ers and utilities in proportion to their 
respective contributions to the purchase 
price. In generaL former section 46(t) 
treats ratepayers as contributing to the 
purchase price when ratemaking depreci
ation expense with respect to the asset is 
included in the rates they pay, resuiting 
in full flowthrough over the asset's reg
ulatory life. In the case of a deregulated 
asset, the contribution of ratepayers can be 
appropriately measured by the ratemak
ing depreciation expense they are charged 
with respect to the asset and any additional 
stranded cost that the utility is permitted 
to recover with respect to the asset after its 
deregulation. 

Accordingly, the proposed regulations 
permit tlowthrough of the ADITC reserve 
with respect to public utility property to 
continue after its deregulation only to the 
extent the reduction in cost of service does 
not exceed, as a percentage of the ADITC 
with respect to the property at the time 
of deregulation, the percentage of the to
tal stranded cost that the taxpayer is per-



mitted to recover with respect to the prop
erty. In addition, the credit may not be 
flowed through more rapidly than the rate 
at which the taxpayer is permitted to re
cover the stranded cost with respect to the 
property. 

As in the case of the EDFIT reserve, 
these proposed regulations extend the 
flow through rule for generation assets 
to all public utility property. In addi
tion, these proposed regulations provide 
equivalent rules for property to which for
mer section 46(f)( I) (relating to rate base 
restoration) applies. 

Proposed Effective Date 

The 2003 proposed regulations would 
have applied to public utility property 
deregulated after March 4, 2003. Utilities 
would have been permitted an election to 
apply the proposed rules to property that 
was deregulated on or bcforc that date. 

Comments suggested that deregulation 
agreements between utilities and thcir reg
ulators entered into before the March 4, 
2003 proposed effective date were based 
on the only guidance then available (i.e., 
the private letter rulings issued by the IRS) 
and that the availability of a retroactive 
election could effectively change the terms 
of those agreements. Although private let
ter rulings are directed only to the taxpay
ers who requested them and may not be 
used or cited as precedent, the IRS and 
Treasury have concluded that the Secre
tary's authority under section 7805(b)(7) 
to provide for retroactive elections should 
not be exercised in a manner that impairs 
existing agreements between utilities and 
their regulators. Accordingly, these pro
posed regulations do not include a similar 
election to apply the regulations retroac
tively. 

As noted above, these proposed regu
lations are broader in scope than the 2003 
proposed regulations. Accordingly, these 
regulations are proposed to apply to public 
utility property that becomes deregulated 
public utility property after December 
21, 2005. For public utility property that 
becomes deregulated public utility prop
erty on or before December 21, 2005, 
the IRS will follow the holdings set forth 
in the private letter rulings that prohibit 
flow-through of the EDFIT and ADITC 
reserves associated with an asset after the 
asset's disposition. Flowthrough will be 

permitted, however. if it is consistent with 
the 2003 proposed regulations, and occurs 
during the period March 5, 2003, through 
the earlier of the last date on which the 
utility's rates are determined under the 
rate order in effect on December 21, 2005, 
or December 21, 2007. 

Special Analyses 

It has bccn determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in Exec
utive Order 12866. Therefore, a regula
tory assessment is not required. It also has 
been determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.C. 
chapter 5) does not apply to these reg
ulations and, because the regulations do 
not impose a collection of information on 
small entities, the Regulatory Flexibility 
Act (5 U.S.c. chapter 6) does not apply. 
Therefore, a Regulatory Flexibility Anal
ysis is not required. Pursuant to section 
7805(f) of the Code. this notice of pro
posed rulemaking will be submitted to the 
Chief Counsel for Advoc:acy of the Small 
Business Administration for comment on 
its impact on small business. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
will be given to any comments that are 
submitted (in the manner described in the 
ADDRESSES caption) timely to the IRS. 
All comments will be available for public 
inspection and copying. Treasury and IRS 
specifically request comments on the clar
ity of the proposed regulations and how 
they may be made clearer and easier to un
derstand. 

A public hearing has been scheduled for 
AprilS. 2006, at 10 a.m. in room 7218 of 
the Internal Revenue Building, 1 III Con
stitution Avenue, NW, Washington, DC. 
Because of access restrictions, visitors will 
not be admitted beyond the Internal Rev
enue Building lobby more than 30 minutes 
before the hearing starts. Due to building 
security procedures, visitors must enter at 
the Constitution Avenue entrance. In addi
tion, all visitors must present photo identi
fic:ation to enter the building. 

The rules of26 CFR 601.601(a)(3) ap
ply to the hearing. 

Persons who wish to present oral com
ments at the hearing must submit com-

ments and submit an outline of the topics 
to be discussed and the time to be devoted 
Lo each topic (signed origi nal and eight (8) 
copies) by March 15,2006. 

A period of 10 minutes will be allotted 
to each person for making comments. 

An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for recei ving outlines has passed. 
Copies of the agenda will be available free 
of charge at the hearing. 

Drafting Information 

The principal author of these regula
tions is David Selig, Office of the Asso
ciate Chief Counsel (Passthroughs and 
Special Industries), IRS. However. other 
personnel from the IRS and Treasury 
Department participated in their develop
ment. 

* * * * * 

Withdrawal of Proposed Regulations 

Under the authority of 26 U.s.c. 
7805. the notice of proposed rulemak
ing (REG- 1 04385-0 I) published in the 
Federal Register on March 4, 2003 (68 
FR 10190) is withdrawn. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part I continues to read, in part, as follows: 

Authority: 26 U.S.c. 7805 * ;" * 
Par. 2. Section 1.46-6 is amencled by 

adding paragraph (k) to read as follows: 

.~ 1.46-6 Limitation in case of" certain 
regulated companies. 

* * * * * 
(k) Treatment of accumulated defen-ed 

investment tax credits upon the deregula
tion of public utility property-( I) Scope. 
This paragraph (k) provicles rules for the 
application of former sections 46(f)( I) 
and 46(f)(2) of the Internal Revenue Code 
with respect to public: utility property that 
ceases, whether by disposition. deregu
lation. or otherwise, to be public utility 
property (deregulated puhlic utility prop
erty). 
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(2) Ratable UlllOlIllt-(i) Rcstoratioll 
or raTe base reductioll. A reduction in 
the taxpayer's rate base on account of 
the credit with respect to public utility 
property that becomes deregulated public 
utility property is restored ratably dur
ing the period after the property becomes 
deregulated public utility property if the 
amount of the reduction remaining to be 
restored does not, at any time during the 
period. exceed the restoration percentage 
of the recoverable stranded cost of the 
property at such time. For this purpose-

(A) The stranded cost of the property 
is the cost of the property reduced by the 
amount of such cost that the taxpayer has 
recovered through regulated depreciation 
expense during the period before the prop
erty becomes deregulated: 

(B) The recoverable stranded cost of the 
property at any time is the stranded cost of 
the property that the taxpayer will be per
mitted to recover through rates after such 
time: and 

(C) The restoration percentage for the 
property is determined by dividing the re
duction in rate base remaining to be re
stored with respect to the property immedi
ately before the property becomes deregu
lated public utility property by the stranded 
co,t of the property. 

(ii) Cost of sen'ice reduction. Reduc
tions in the taxpayer's cost of scrvice on 
account of the credit with respect to pub
lic utility property that becomes deregu
lated public utility property are ratable dur
ing the period after the property becomes 
deregulated public utility property if the 
cumulative amount of the reduction during 
such period does not, at any time during the 
period. exceed the flow-through percent
age of the cumulative stranded cost recov
ery for the property at such time. For this 
purpose-

(A) The stranded cost of the property 
is the cost of the property reduced by the 
amount of such cost that the taxpayer has 
recovered through regulated depreciation 
expense during the period before the prop
erty becomes deregulated: 

(B) The cumulative stranded cost re
cmery for the property at any time is 
the stranded cost of the property that the 
taxpayer ha, been permitted to recover 
through rates on or hefore such time: and 

(C) The now-through percentage for 
the property i, determined by dividing the 
anHlunt of credit with respect to the prop-
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erty remaining to be used to reduce cost 
of service immediately before the property 
becomes deregulated public utility prop
erty by the stranded cost of the property. 

(.1) Cross reference. See § 1.168(i)-(3) 
for rules relating to the treatment of bal
ances of excess deferred income taxes 
when public utility property becomes 
deregulated public utility property. 

(4) Effective dates-(i) III general. This 
paragraph (k) applies to public utility prop
erty that becomes deregulated public util
ity property after December 21, 2005. 

Oi) Application of regulation project 
REG-104385-01 to pre-effective date re
ductions in cost of service. A reduction 
in the taxpayer's cost of service will be 
treated as ratable if it is consistent with 
the proposed rules in regulation project 
REG-104385-01, 2003-1 C.B. 634, and 
occurs during the period March 5, 2003, 
through the earlier of the last date on which 
the utility's rates are determined under the 
rate order in effect on December 21,2005, 
or December 21,2007. 

Par. 3. Section 1.168(i)-3 is added to 
read as follows: 

§1.168(i)-3 Treatment of excess deferred 
income tax reserve upon disposition of 
deref?ulated public utility property. 

(a) Scope. This section provides rules 
for the application of section 203(e) of 
the Tax Reform Act of 1986, Public Law 
99-514 (l00 Stat. 2146) with respect to 
public utility property (within the meaning 
of section 168(i)(lO)) that ceases, whether 
by disposition, deregulation, or otherwise, 
to be public utility property (deregulated 
public utility property). 

(b) Amount of reduction. If public util
ity property of a taxpayer becomes dereg
ulated public utility property to which this 
section applies, the reduction in the tax
payer's excess tax reserve permitted under 
section 203(e) of the Tax Reform Act of 
1986 is equal to the amount by which the 
reserve could be reduced under that provi
sion if all such property had remained pub
lic utility property of the taxpayer and the 
taxpayer had continued use of its normal
ization method of accounting with respect 
to such property. 

(c) Cross reference. See §1.46-6(k) for 
rules relating to the treatment of accumu
lated deferred investment tax credits when 

utilities dispose of regulated public utility 

property. 
Cd) Etji'ctil'e dates-( I) III general. 

This section applies to public utility prop
erty that becomes deregulated pu blic 
utility property after December 21, 2005. 

(2) Application of' reglliatioll project 
REG-104385-01 to pre-etjecti!'e date re
dUCTions of excess de/l'ned ill cOllie flu 

reserve. A reduction in the taxpayer's 
excess deferred income tax reserve will 
be treated as ratable if it is consistent with 
the proposed rules in regulation project 
REG-104385-0I, 2003-1 C.B. 634, and 
occurs during the period March 5. 2003, 
through the earlier of the last date on which 
the utility's rates are determined under the 
rate order in effect on December 21, 2005, 
or December 21, 2007. 

Mark E. Matthews, 
Deputy Commissioner Jor 
Sen'ices alld EnforcemellT. 

(Filed by the Office of the rederal Regi.<ter on December 20. 
2005. 8:45 a.m .. and published in the i"ue of the Federal 
Register for December 21.2005.70 FR. 75762) 

Deletions From Cumulative 
List of Organizations 
Contributions to Which 
are Deductible Under Section 
170 of the Code 

Announcement 2006-9 

The name of an organization that no 
longer qualifies as an organization de
scribed in section 170(c)(2) of the Internal 
Revenue Code of 1986 is listed below. 

Generally, the Service will not disallow 
deductions for contributions made to a 
listed organization on or before the date 
of announcement in the Internal Revenue 
Bulletin that an organization no longer 
qualifies. However, the Service is not 
precluded from disallowing a deduction 
for any contributions made after an or
ganization ceases to qualify under section 
170(c)(2) if the organization has not timely 
filed a suit for declaratory judgment under 
section 7428 and if the contrihutor (I) had 
knowledge of the revocation of the ruling 
or determination letter, (2) was aware that 
such revocation was imminent, or (3) was 
in part responsible for or was aware of the 
activities or omissions of the organization 
that brought about this revocation. 



If on the other hand a suit for declara
tory judgment has been timely filed, con
tributions from individuals and organiza
tions described in section 170(c)(2) that 
are otherwise allowable will continue to 
be deductible. Protection under section 
7428(c) would begin on January 30, 2006, 
and would end on the date the court first 
determines that the organization is not de
scribed in section 170(c)(2) as more partic
ularly set forth in section 7428(c)(l). For 
individual contributors, the maximum de
duction protected is $1,000, with a hus
band and wife treated as one contributor. 
This benefit is not extended to any indi
vidual, in whole or in part, for the acts or 
omissions of the organization that were the 
basis for revocation. 

The Nunoi Foundation 
Los Angeles, CA 

Substitute for Return; Hearing 

Announcement 2006-10 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of public hearing on pro
posed rulemaking. 

SUMMARY: This document provides no
tice of public hearing on proposed regu
lations (REG-131739-03, 2005-36 I.R.B. 
494) relating to the IRS preparing or exe
cuting returns for persons who fail to make 
required returns. 

DATES: The public hearing is being held 
on Wednesday, March 8, 2006, at 10 a.m. 
The IRS must receive outlines of the topics 
to be discussed at the hearing by Wednes
day, February IS, 2006. 

ADDRESSES: The public hearing is being 
held in the IRS Auditorium, Internal Rev
enue Building, IIII Constitution Avenue, 
NW, Washington, DC. Due to building se
curity procedures, visitors must enter at the 
Constitution Avenue entrance. In addition, 
all visitors must present photo identifica
tion to enter the building. 

Mail outlines to: CC:PA:LPD:PR 
(REG-131739-03), room 5203, Inter
nal Revenue Service, POB 7604, Ben 
Franklin Station, Washington, DC 20044. 
Submissions may be hand delivered Mon
day through Friday between the hours of 
8 a.m. and 4 p.m. to CC:PA:LPD:PR 
(REG-131739-03), Courier's Desk, In
ternal Revenue Service, 1111 Constitution 
Avenue, NW, Washington, DC. Alter
natively, taxpayers may submit outlines 
electronically via the Federal eRulemak
ing Portal at www.regulations.got' (IRS 
and notice.col11mem@ i rscounsel. freas.gov 

(REG-131739-03). 

FOR FURTHER INFORMATION 
CONTACT: Concerning submissions 
of comments, the hearing, and/or to be 
placed on the building access list to at
tend the hearing Treena Garrett, (202) 
622-7180 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

The subject of the public hearing 
is the notice of proposed rulemaking 

(REG-131739-03) that was publi,hed il 
the Federal Register on Monday. July I ~ 
2005 (70 FR 41165). 

The rules of 26 CFR 601.601(a)(3) ap 
ply to the hearing. Persons who have sub 
mitted written or electronic comments an( 
wish to present oral comments at the hear 
ing must submit an outline of the topics t( 
be discussed and the amount of time to b( 
devoted to each topic (signed original alll 
eight (8) copies) by February 15. 2()06. 

A period of 10 minutes is allottee 
to each person for presenting oral corn· 
ments. After the deadline for receivin): 
outlines has passed, the IRS will pre· 
pare an agenda containing the schedulE 
of speakers. Copies of the agenda will 
be made available, free of charge, at the 
hearing. Because of access restrictions. 
the IRS will not admit visitors beyond 
the immediate entrance area more than 3C 
minutes before the hearing starts. For in
formation about having your name placed 
on the building access list to attend the 
hearing, see the "FOR FURTHER IN
FORMATION CONTACT" section of this 
document. 

Guy R. Traynor, 
Federal Register Liaison, 

Publications and Regulations Branch, 
Legal Processing Dil'is;OIl, 

Associate Chief" Coullsel 
(Pmcl'dures and Admin;slmlioll). 

(Filed hy the Office of the Federal Reg"ter on January U 
2006. S:-l5 a.m .. and publi'hed in the i"ue of the Federal 
Rcgi,tcl fOi January 17,2006.71 F.R. 2-197) 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 42.-Low-lncome 
Housing Credit 

The allju\lell applicahk federal ,hort-term, mid

term, Lllld lon~-tcrm rates are ,et forth for the month 

\\1' Fehruary :O()b See Rn. Rul 2()()b-7, page 399. 

Section 280G.-Golden 
Parachute Payments 

Federal ,hort-tCfm. mid-term, and long-term rates 

arc ,ct forth I'llI' thc month of Fehruary :006. See Rev. 

Rul. 20()6-7, pLlge -,,)9 

Section 382.-Limitation 
on Net Operating Loss 
Carryforwards and Certain 
Built-In Losses Following 
Ownership Change 

The adJusted applleahle federal long-term rate is 

,et fOl1h for the month of Fehruary 2()06. See Rev. 

Rut. 2006-7. P"!'l,je),! 

Section 401.-Qualified 
Pension, Profit-Sharing, 
and Stock Bonus Plans 
26 erR /.-IO/(kl-i: Certain emil or tie/erred al'
ulIlgelll('fll." 

T.D.9237 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Designated Roth Contributions 
to Cash or Deferred 
Arrangements Under Section 
401(k} 

AGENCY: lntt'rnal Rewnue Service 
(IRS)' Treasury. 

ACTION: Final regulations. 

Sll1\lMARY: This docuIl1t'nt contains 
amenLimenh til the regulations undt'r 
sedillns -J.(l[(k) and (m) of the Internal 
Re\ enlte Code. These regulations provide 
guidanct' cllncL'rning thL' requirements 
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for designated Roth contributions under 
qualified cash or deferred arrangements 
described in section 401(k). These reg
ulations affect section 401(k) plans that 
provide for designated Roth contrihutions 
and participants eligible to make elective 
contributions under these plans, 

DATES: Ef{ecril'e Dare: These regulations 
are effective January 1, 2006, 

Applicability Date: These regulations 
apply to plan years beginning on or after 
January 1, 2006. 

FOR FURTHER INFORMATION 
CONTACT: Cathy A. Vohs. 
202-622-o01.)() or R. Lisa Mojiri-Azad, 
202-622-6060 (not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in these final regulations has been 
reviewed and approved by the Office of 
Management and Budget in accordance 
with the Paperwork Reduction Act of 11.)1.)5 

(44 U.s.c. 3507(d)) under control number 
1545-1930, 

The collection of information 
in these regulations IS in 26 CFR 
§ 1.40 l(k)-I (f)( 1 )&(2). This information 
is required to comply with the separate ac
counting and recordkeeping requirements 
of section 402A. 

The estimated annual burden per 
respondent under control number 
1545-1930 is 1 hour. 

Comments concerning the accuracy 
of this burden estimate and sugges
tions for reducing this hurden should 
be sent to the Internal Revenue Service, 
Attn: IRS Reports Clearance Officer. 
SE:CAR:MP:T:T:SP, Washington, DC 
20224, and to the Office of Manage
ment and Budget, Attn: Desk Officer for 
the Department of the Treasury, Office 
of Information and Regulatory Affairs, 
Washington. DC 20503. 

An agency may not conduct or sponsor. 
and a person is not required to respond to, a 
collection of information unless it displays 
a valid control number assigned by the Of
fice of Management and Budget. 

Books or records relating tll a cllllection 
of information mllst be retained as long 
as their contents might becollle material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information arc confidential. as required 
by 26 U.S,c. 6103. 

Background 

This document contains amendments to 
the Income Tax Regulations (26 CFR Part 
I) under section 40I(k) and (m) of the 
Internal Revenue Code of 1986 (Code). 
The amendments provide guidance on des
ignated Roth contributions under section 
402A of the Code, added by section 617(a) 
of the Economic Growth and Tax Relief 
Reconciliation Act of 2001 (Public Law 
107-16,115 Stat. 38) (EGTRRA). 

Section 401(k) provides that a profit
sharing, stock bonus, pre-ERISA money 
purchase or rural cooperative plan will not 
fail to qualify under section 401(a) merely 
because it contains a qualified cash or de
ferred arrangement. Contributions made 
at the election of an employee under a 
qualified cash or deferred arrangement are 
known as elective contributions. Gener
ally, such elective contributions are not in
cludible in gross income at the time con
tributed and are sometimes referred to as 
pre-tax elective contributions, 

Under section 402A. effective for tax 
years beginning on or after January I, 
2006, a plan may permit an employee 
who makes elective contributions under 
a qualified cash or deferred arrangement 
to designate some or all of those contri
butions as designated Roth contributions. 
Designated Roth contributions are elec
tive contributions under a qualified cash or 
deferred an-angement that, unlike pre-tax 
elective contributions, are currently in
cludible in gross income. However, a 
qualified distrihution of designated Roth 
contributions is excludable from gross 
income, 

Although designated Roth contribu
tions under a qualified cash or deferred 
arrangement bear some similarity to con
tributions to a Roth IRA described in 
section 408A (e.g" contributions to either 
type of account are after-tax contributions 



and qualified distributions from either 
type of account are excludahle from gross 
income), there are many differences be
tween these types of arrangements. For 
example, under section 40SA(c)(3), an 
individual is ineligible to make Roth IRA 
contributions if his or her modified ad
justed gross income exceeds certain lim

its. but section 402A does not impose any 
comparable income limits on an individ
ual" s eligibility to make designated Roth 
contributions under a quali fied cash or 
deferred arrangement. In addition, under 
section 40SA(d)(3), a traditional IRA may 
be converted to a Roth IRA, but section 

402A does not provide for a conversion 
of a pre-tax elective contribution account 
under a qualified cash or deferred arrange
ment to a designated Roth account. Also. 
under section 40SA(d)(4). specific order
ing rules apply to distributions from Roth 
IRAs. Section 402A. however. does not 
provide a specific ordering rule for distri

butions from designated Roth accounts. so 
section 72 applies to determine the char
acter of distributions from such accounts. 

On December 29, 2004, final regu
lations (T.D. 9169, 2005-5 I.R.B. 3S1) 
under section 401(k) were issued (69 FR 
7S144). Those regulations generally apply 
to plan years beginning on or after January 
I, 2006. although they also may be ap
plied to plan years ending after December 
29, 2004. Under those final regulations, 
§ 1.40 I (k)-I (t) was reserved for special 
rules for designated Roth contributions. 
On March 2, 2005, proposed regulations 
(REG-152354-04. 2005-13 I.R.B. S05) to 
fill in that reserved paragraph and provide 
additional rules applicable to designated 
Roth contributions were issued (70 FR 
10062). Written public comments were 
received on the proposed regulations and 
public reaction to the proposed regulations 
generally was favorable. After considera
tion of the comments, these final regula

tions adopt the provisions of the proposed 
regulations with certain modifications, the 
most significant of which are highlighted 
below. 

Explanation of Provisions 

Rules Relatillg to Designated Roth 

Contributions 

These final regulations retain the spe
cial rules which were included in the pro-

posed regulations relating to de~ignated 

Roth contributions under a ~ection ..J.() I (k) 

plan. Thus, these final regulations amend 
§1.401(k)-I(f) to provide a definition of 

designated Roth contributions and special 
rules with respect to such contributions. 
Under these final regulations, designated 

Roth contributions are defined as elective 
contributions under a qualified cash or de
ferred arrangement that are: (I) designated 
irrevocably hy the employee at the time of 
the cash or deferred election as designated 
Roth contributions that are being made in 
lieu of all or a p0l1ion of the prc-tax elec
tive contributions the employee is other
wise eligible to make under the plan: (2) 
treated by the employer as includible in the 
employee's gross income at the time the 
employee would have received the contri
bution amounts in cash if the employee 
had not made the cash or deferred elec
tion (e.g., by treating the contribution~ as 
wages subject to applicable withholding 
requirements); and (3) maintained by the 
plan in a separate account. The regula
tions also provide that elective contribu
tions may only be treated as designated 
Roth contributions to the extent permitted 
under the plan. 

Some commentators reqlle~ted that an 
employer sponsoring a qualified cash or 
deferred arrangement be permitted to offer 
only designated Roth contributions. How
ever. under section 402A(b)( I). designated 
Roth contributions are made in lieu of all 
or a portion of elective contribution~ that 
the employee is otherwise eligible to make 
under the cash or deferred arrangement. 
If a cash or deferred arrangement offered 
only designated Roth contributions. an 
employee participating in the arrangement 
would not be electing to make such con
tributions in lieu of elective contributions 
he or she was otherwise eligible to make 
under the plan. Thus. these final regula
tions clarify that, in order to provide for 
designated Roth contributions. a qualified 
cash or deferred arrangement rIluq abo 

offer pre-tax electi ve contributions. 

Separate Accounting ReqllireJllmt 

These final regulations also retain the 

rule that. under the separate accounting re
quirement, contributions and withdrawals 

of designated Roth contributions must be 
credited and debited to a designated Roth 
account maintained for the employee and 

the plan must maintain a record of the em
ployee's ilwestmcnt in the contract (i,('., 

de~ignated R()th contributions that h,l\'e 
not been distributed) with respect to the 

employee's de"ignated Roth account. In 
addition. gain~. losses. and other credits or 
charges muq be separately allocated on a 

reasonable and consistent basis to the des
ignated Roth account and other accounts 
undcr thc plan. The propmed regulations 
provided that forfeitures may not be allo
cated to the designated Roth account. The 
final regulations retain this rule and. in re
sponse to comments, clarify that lIO con
tributions other than designated Roth con
tributions and rollover contributions de
scribed in section 402A(c)(3)(B) are per
mitted to be allocated to a designated Roth 
account. For example. matching contribu
tions are not permitted to be allocated to a 
designated Roth account. The final regu
lations also retain the rule that the separate 
accounting requirement applies at the time 
the designated Roth contribution is con
tributed to the plan and must continue to 
apply until the designated Roth account is 
completely distributed. 

Uther Rules 

These final regulations retain the re
quirement that a designated Roth contJ-i
bution must satisfy the requirements ap
plicable to any other elective contributions 
made under a quali ricd cash or deferred 
arrangement. Thus, de~ignated Roth con
tributiolls arc subjcct to the nonforfeitabil
ity and distribution restrictions applicable 
to electivc contrihution~ and are taken into 
account under the actual deferral percent
age test (ADP test) of section 401 (k)(:'l) in 
the same manner as pre-tax elective contri
butions. Similarly. designated Roth contri
butions may be treated as catch-up contri
butions and serve as the basis for a partic
ipant loan. 

A number of commentators discussed 
the application of section 401(a)(9) to 
plans to which designated Roth contri
butions are made. These commentators 
pointed out that under section 40SA. Roth 
[RA~ arc not subject to the rules of section 
.tOI(a)(9J(A) (i,e .. Roth IRAs arc not sub
ject to the rules of section ..J.OI(a)(9) while 

the Roth IRA owner is alive). Although 
Roth IRAs are not suhject to section 
.to I (a)(9) while the IRA owner is alive. 

section ..J.02A doe~ not prmide comparable 
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rules regarding the application of section 
401(a)(9) to designated Roth accounts un
der a cash or deferred arrangement. Thus, 
such designated Roth accounts are subject 
to the rules of section 401(a)(9)(A) and 
(8) in the same manner as pre-tax clective 
contributions. 

In response to comments asking for 
clarification, the final regulations pro
vide rules regarding elections to make 
designated Roth contributions. These 
rub specifically prO\ide that the rulcs in 
~ l.401(kl-l(e)(2)(ii) rcgarding frequency 
of elections to make pre-tax elective con
tributions also apply to elections to make 
designated Roth contributions. The rules 
also specifically address automatic en
rollment and permit a plan to utilize au
tomatic enrollment in conjunction with 
designated Roth contributions. Under the 
final regulations, a plan that provides for 
a cash or deferred election under which 
contributions are made in the absence 
of an affirmative election and that has 
both pre-tax elective contributions and 
designated Roth contributions must set 
forth the extent to which those default 
contributions are pre-tax elective contri
butions or designated Roth contributions. 
[f the dcfault contributions are designated 
Roth contributions, then an employee who 
has not made an affirmative election is 
deemed to have irrevocably designated the 
contributions (in accordance with section 
402A(c)( I )(8)) as designated Roth contri
butions. 

A number of commentators addrcsscd 
direct rollovers of amounts from a desig
nated Roth account. [n response to these 
comments, the regulations clarify that a di
rect rollover from a designated Roth ac
cnunt under a qualified cash or deferred ar
rangemcnt may only be made to another 
de.,ignated Roth account under an appli
cable retirement plan described in section 
-Hl2A(e I( I) or to a Roth IRA described 
in section ..f.08A, and only to the extent 
the direct rolhl\er is permitted under the 
rules of section ..f.O~(cl. In addition. a 
plan is permitted to treat the balance of 
the participant's designated Roth account 
and the participant's other accounts un
der the plan as accounts held under two 
separate plan, (within the meaning of sec
tion ..f.1..f.(\)) for purposes of applying the 
special rule in A-II of *1.40\(a)(31)-1 
I. under "hich a plan \\ ill satisfy section 
..f.0 \( a)( 311 e\en though the plan adminis-
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trator does not permit any distributee to 
elect a direct rollover with respect to el
igible rollo\'er distributions during a year 
that arc reasonably expected to total less 
than $~OO). Thus, if a participant's balance 
in the designated Roth account is less than 
$200, then the plan is not required to offer a 
direct rollover election with respect to that 
account or to apply the automatic rollover 
provisions of section 40 I (a)(31 )(8) with 
respect to that account. 

Section 1.401(k)-2 contains cOITection 
methods that may be used when a plan fails 
to satisfy the ADP test for a year. These 
final regulations retain the rule in the pro
posed regulations relating to these corrcc
tion methods that permits a highly com
pensated employee (HCE), as defined in 
section 414(q), with elective contributions 
for a year that include both pre-tax elective 
contributions and designated Roth contri
butions to elect whether excess contribu
tions are to be attributed to pre-tax elec
tive contributions or designated Roth con
tributions. There is no requirement that the 
plan provide this option, and a plan may 
provide for one of the correction methods 
described in the final regulations without 
permitting an HCE to make such an elec
tion. 

These final regulations also retain the 
rule that a distribution of excess contri
butions is not includible in gross income 
to the extent it represents a distribution of 
designated Roth contributions. However, 
the income allocable to a corrective dis
tribution of excess contributions that are 
designated Roth contributions is includi
ble in gross income in the same manner 
as income allocable to a corrective distri
bution of excess contributions that are pre
tax elective contributions. The regulations 
also provide a similar rule under the cor
rection methods that may be used when a 
plan fails to satisfy the actual contribution 
percentage (ACP) test in §IAOI(m)-2. 

Additional Plan Terms 

In addition to the rules relating to sec
tions 401(k) and (m) discussed above, 
there are other aspects of designated Roth 
contributions that would be reflected in 
plan terms and are not addressed in these 
regulations. For example, while a plan is 
permitted to allow an employee to elect the 
character of a distribution (i.e., whether 
the distribution will be made from the des-

ignated Roth account or other accounts), 
the extent to which a plan so permits must 
be set fOIth in the terms of the plan. 

Certain Iss/res Atltlres.I/'(/ ill Proposed 

Regulatiolls 

These final regulations do not provide 
guidance with respect to the taxation of 
distributions of designated Roth contribu
tions. For example, the regulations do not 
provide guidance with respect to the re
covery of an employee's investment in the 
contract associated with his or her desig
nated Roth contributions. Proposed regu
lations under section 402A, to be issued in 
the near future, address these taxation is
sues. 

Effective Date 

Section 402A is effective for an em
ployee's taxable years beginning after De
cember 31, 2005. These regulations have 
the same effective date as the regulations 
under section 401(k) that they are amend
ing. Thus, these final regulations are gen
erally applicable to plan years beginning 
on or after January I, 2006. If a plan is 
applying the section 401 (k) regulations as 
of an earlier effective date (as provided un
der those regulations), to the extent that 
section 402A is effective, that same early 
effective date applies to these regulations. 
For a plan that has an effective date for 
the section 40 I (k) regulations that is after 
the effective date of section 402A (either 
an employer that does not have a calen
dar year plan or a plan established pursuant 
to a collective bargaining agreement that 
has a delayed effective date for the section 
40 I (k) regulations), the employer may rely 
on these regulations prior to the effective 
date of the final section 40 I (k) regulations 
for the plan, even if the plan does not oth
erwise implement the section 401 (k) regu
lations earlier than required. 

These regulations do not provide rules 
for the application of the EGTRRA sun
set provision (section 901 of EGTRRA), 
under which the provisions of EGTRRA 
do not apply to taxable, plan, or limitation 
years beginning after December 31, 2010. 
Unless the EGTRRA sunset provision is 
repealed before it becomes effective, ad
ditional guidance will be needed to clarify 
its application. 



Special Analyses 

It has been determined that these regu
lations are not a significant regulatory ac
tion as defined in Executive Order 12866. 
Therefore, a regulatory assessment is not 
required. It has also been determined that 
5 U.S.c. 553(b) does not apply to these 
regulations. It is hereby certified that the 
collection of information in these regula
tions will not have a significant economic 
impact on a substantial number of small 
entities. This certification is based on the 
fact that most small entities that maintain 
a section 40 I (k) plan use a third party 
provider to administer the plan. Therefore, 
an analysis under the Regulatory Flexibil
ity Act (5 U,S.C. chapter 6) is not required. 
Pursuant to section 7805(f) of the Code, 
the proposed regulations preceding these 
regulations were submitted to the Chief 
Counsel for Advocacy of the Small Busi
ness Administration for comment on its 
impact on small business. 

Drafting Information 

The principal authors of thcsc reg
ulations are R. Lisa Mojiri-Azad and 
Cathy A. Vohs of the Office of the Di
vision Counsel/Associate Chief Counsel 
(Tax Exempt and Government Entities). 
However, other personnel from the IRS 
and Treasury participated in the develop
ment of these regulations. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR parts I and 602 
are amended as follows: 

PART I - INCOME TAXES 

Paragraph 1. The authority citation for 
part I continues to read. in part, as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.401(k)-0 is amended 

as follows: 
I. The entry for §1.401(k)-I(f) is re

vised and entries for §1.401(k)-1(f)(l). 
(2), (3), (4) and (5) are added. 

2, An entry for §lA01(kJ-2(b)(2) 
(vi)(C) is added, 

The additions read as follows: 

§1.401(k)-O Table of ('aments. 

* * * * * 

§1.401(k)-1 Certain cash or deferred 
arrangements. 

* * * * * 
(f) Special rules for designated Roth 

contributions. 
(l) In general. 

(2) Separate accounting required. 
(3) Designated Roth contributions must 

satisfy rules applicable to elective contri
butions. 

(i) In general. 
(ii) Special rules for direct rollovcrs, 
(4) Rules regarding designated Roth 

contribution elections. 
(i) Frequency of elections. 
(ii) Default elections. 
(5) Effective date. 
(i) In general. 
(ii) Sunset provisions. 

* * * * * 

§1.401(k)-2 ADP test. 

* * * * * 
(b) * * * 
(2) * * * 
(vi)*** 
(C) Corrective distributions attributable 

to designated Roth contributions. 

* * * * * 
Par. 3. Section lAOI(k)-I(f) is revised 

as follows: 

§1.401(k)-1 Certain cash or deferred 
arrangements. 

* * * * * 
(f) Special rules for designated Roth 

contributions-( 1) In general. The term 
designated Roth contribution means an 
elective contribution under a qualified 
cash or deferred arrangement that, to the 
extent permitted under the plan, is-

(i) Designated irrevocably by the em
ployee at the time of the cash or deferred 
election as a designated Roth contribution 
that is being made in lieu of all or a por
tion of the pre-tax elective contributions 
the employee is otherwise eligible to make 
under the plan; 

(ii) Treated by the employer as includi
ble in the employee's gross incomc at the 
time the employee would have received 
the amount in cash if the employee had not 
made the cash or deferred election (e.g" by 
treating the contributions as wages subject 

to applicable withholding reLJuiremcnt~): 
and 

(iii) Maintained by the plan in a scpa
rate account (in accoruance with paragraph 
(f)(2) of this scction), 

(2) Separate accolllllii/g required. Un
der the separate accounting requirement 
of this paragraph (f)(2), contributions and 
withdrawals of designated Roth contribu
tions must be credited and debited to a 
designated Roth account maintained for 
the employee and the plan must maintain a 
record of the employee's investment in the 
contract (i.e., designated Roth contribu
tions that have not been distributed) with 
respect to the employee's designatcd Roth 
account. In addition, gains, losses, and 
other credits or charges must be separately 
allocated on a reasonable and consistent 
basis to the designated Roth account and 
other accounts under the plan. However, 
forfeitures may not bc allocated to the des
ignated Roth account and no contributions 
other than designated Roth contributions 
and rollover contributions described in 
section 402A(c)(3)(B) may be allocated 
to such account. The separate accounting 
requirement applies at the time the desig
nated Roth contribution is contributed to 
the plan and must continue to apply until 
the designated Roth account is completely 
distributcd. 

(3) Designated Roth contributions must 
satisfy rules applicable to elective COI1-

tributions-(i) /n general. A designated 
Roth contribution must satisfy the require
ments applicable to elective contributions 
madc under a qualified cash or deferred 
arrangement. Thus, for example. a des
ignated Roth contribution must satisfy 
the requirements of paragraphs (c) and 
(d) of this section and is treated as an 
employer contribution for purposes of sec
tions 401(a), 401(k), 402, 404, 409, 411. 
412,415,416 and 417. In addition. the 
designated Roth contributions are treated 
as elective contributions for purposes of 
the ADP test. Similarly, the designated 
Roth account under the plan is subject to 
the rules of section 401(a)(9)(A) and (8) 

in the same manner as an account that 
contains pre-tax elective contributions. 

(ii) Special rulesfor direct rollOl'ers, A 
direct rollover from a designated Roth ac
count under a qualified cash or deferred ar
rangement may only be made to another 
designated Roth account under an appli
cable retirement plan described 111 scction 
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402A( e)( I) or to a Roth IRA described in 
section 408A. and only to the extent the 
rollover is permitted under the rules of sec
tion 402(c). Moreover. a plan is permitted 
to treat the balance of the participant" s des
ignated Roth account and the participant" s 

other accounts under the plan as accounts 
held under two separate plans (within the 
meaning of section 414( I)) for purposes 
of applying the special rule in A-II of 
~1.401(a)(31)-1 (under which a plan will 
satisfy section 401 (a)( 31) even though the 
plan administrator does not permit any dis
tributee to elect a direct rollover with re
spect to eligible rollover distributions dur
ing a year that are rea:,onably expected to 
total less than $200) 

(4) Rilles reK([rilillK desiKIl([ted Roth 
contriblllioll elections-(i) Freqllency of' 
electiolls. The rules under paragraph 
(e)(2)(ii) of thi, section regarding fre
quency of elections apply in the same 
manner to both pre-tax elective contribu
tions and designated Roth contributions. 
Thus. an employee must have an etfec
tive opportunity to make (or change) an 
election to make designated Roth contri
butions at least once during each plan year. 

(ii) De/illlit elections-(A) In the case 
of a plan that provides for both pre-tax 
elective contributions and designated Roth 
contributions and in which. under para
graph (a)(3)(ii) of this section. the default 
in the absenec of an affirmative election is 
to make a contribution under the cash or 
deferred arrangement. the plan terms must 
provide the extent to which the default 
contributions are pre-tax elective contribu
tions and the extent to which the default 
contributions are designated Roth contri
butions. 

(B) If the default contributions under 
the plan are designated Roth contributions. 
then an employee who has not made an 
affirmative election is deemed to have ir
rCH)Cably designated the contributions (in 
accordance with section 4()2A(c)( I )( B)) a.' 
designated Roth contributions. 

(5) Effectire dUfe-(i) III general. Sec
tion 402A is effective for taxable years be
ginning after December 31. 2005. 

(ii) SlIlIset pnn·isiolls. The rules set 
forth in this paragraph (f) do not addre" 
the application of section 901 of the Eco
nomic Growth and Tax Relief Reconcilia
tion Act of 2001 (Public Law 107-16: 115 
Stat. 38) (under which the amendments 
made by that Act do not apply to taxable, 

398 2006-1 C.B. 

plan. or limitation years beginning after 
December 31. 20 I 0). 

* * * * * 
Par. 4. Section lAO I (k)-2 is amended 

as follows: 

1. A new sentence is added after the 
second sentence in paragraph (b)(l )(ii). 

., The last sentence in paragraph 
(b)(2)(vi)(B) is amended by adding the 
phrase ". except to the extent provided in 
paragraph (b)(2)(vi)(C) of this section." 

3. Paragraph (b)(2)(vi)(C) is added. 
The additions read as follows: 

~1401(k)-2 ADP test. 

* * * * * 
(b) * * * 

(1)*** 

(ii) * * * Similarly. a plan may per
mit an HCE with elective contributions for 
a year that includes both pre-tax elective 
contributions and designated Roth contri
butions to elect whether the excess contri
butions are to be attributed to pre-tax elec
tive contributions or designated Roth con
tributions. * * * 
* * * * * 

(2) * * * 
(vi) * * * 
(Cl Correctil'e distributio1ls attribut

oble to desiKl1(lfed ROlh contributions. 
Notwithstanding paragraphs (b)(2)(vi)(A) 
and (B) of this section. a distribution of ex
cess contributions is not includible in gross 
income to the extent it represents a distri
bution of designated Roth contributions. 
However. the income allocable to a cor
rective distribution of excess contributions 
that are designated Roth contributions is 
included in gross income in accordance 
with paragraph (b)(2)(vi)(A) or (B) of this 
section (i.e .. in the same manner as income 
allocable to a corrective distribution of ex
cess contributions that are pre-tax elective 
contributions). 

* * * 8: * 
Par. 5. Section 1.401(k)-6 is amended 

as follows: 
I. The definitions of "Designated Roth 

account" and "Designated Roth contribu
tions" are added after the definition of CUf

rellt \'ear testing method. 
2. A new definition of "Pre-tax elec

tive contributions" is added after the defi
nition of Pre-ERISA mOlley purchase pen
sioll plan. 

The additions read as follows: 

~1 . .J01(k)-6 Dctiniliolls. 

* * * * * 
Design([t('(/ ROlh ([CC(}[IIlI. Designllfed 

Roth ([(,COIlIll means a separate account 
maintained by a plan to \vhich only des
ignated Roth contributions (including in
come. expenses. gains and losses attribut
able thereto) are made. 

DesiKlwted Roth culllriblltions. Des
ignated Roth contriblltions means des
ignated Roth contributions as defined in 
~ 1.40 l(k)-l (f)O ). 

* * * * * 
Pre-lax electil'e contributions. Pre-laX 

electil'e contriblltions means elective con

tributions under a qualified cash or de
ferred arrangement that are not designated 
Roth contributions. 

* * * * * 
Par. 6. Section 1.401(m)-0 is 

amended by adding an entry for 
§ 1.40 l(m)-2(b )(2)(vi)(C) to read as fol

lows: 

§1.401(/II)-0 Table of contents. 

* * * * * 

§1.401(m)-2 ACP test. 

* * * * * 
(b) * * * 
(2) * * * 
(vi)*** 
(C) Corrective distributions attributable 

to designated Roth contributions. 

* * * * * 
Par. 7. Section 1.401 (m)-2 is amended 

as follows: 
I. The last sentence in paragraph 

(b)(2)(vi)(B) is amended by adding the 
phrase ", or as provided in paragraph 
(b )(2)(vi)(C) of this section." 

2. Paragraph (b)(2)(vi)(C) is added. 
The additions read as follows: 

§J.40J(m)-2 ACP test. 

* * * * * 
(b) * * * 
(2) * * * 
(vi) * * * 
(e) Corrective distributiolls attribut

able to designated Roth contributions. 
Notwithstanding paragraphs (b)(2)(vi)(A) 
and (B) of this section. a distribution of 



excess aggregate contributions is not in
cludible in gross income to the extent it 
represents a distribution of designated 
Roth contributions. However, the income 
allocable to a corrective distribution of 
excess aggregate contributions that are 
designated Roth contributions is taxed in 
accordance with paragraph (b)(2)(vi)(A) 
or (B) of this section (i.e., in the same 
manner as income allocable to a cor
rective distribution of excess aggregate 
contributions that are not designated Roth 
contributions). 

* * * * * 

CFR part or section where 
identified and described 

* * * * * 
1.401 (k)-I 

* * * * * 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

Approved December 13,2005. 

Eric Solomon, 
Acting Deputy Assistant 
Secretary for Tax Po/icy. 

(Filed by rhe Office of the Feder~1 Register on December 30. 
2005. S:45 a.m .. and published in the issue of the Federal 
Register for January J. 2006. 71 F.R. 6) 

Section 412.-Minimum 
Funding Standards 

The adjusted applicable federal short-term, mid

term, and long-tenn rates are set forth for the month 

of Fehruary 2006. See Rev. RuL 2006-7, page 399. 

Section 467.-Certain 
Payments for the Use of 
Property or Services 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of February 200n. See Rev. Rul. 2006-7. page 399. 

Par. 8. Section 1.401(m)-5 is amended 
by adding a new definition of '"Designated 
Roth contributions" after the definition of 
Current year testinti method to read as fol
lows: 

§J.40J(m)-5 Definitions. 

* * * * * 
DesiRIUlled Roth confributions. Des

ignated Roth crmtrihutiolls means des
ignated Roth contributions as defined in 
§ l.40 I (k)-I (f)(l). 

* * * * * 

Section 468.-Special 
Rules for Mining and Solid 
Waste Reclamation and 
Closing Costs 

The adjusted applicable federal short-term. mid· 

term. and long-term rates are set forth for the month 

of February 2006. See Rev. Rul. 2006-7. page 399. 

Section 482.-Allocation 
of Income and Deductions 
Among Taxpayers 

Federal short-term. mid-term. and long-term rates 

are set forth for the month of February 2006. See Rev. 

Rul. 2006-7. page 399. 

Section 483.-lnterest on 
Certain Deferred Payments 

The adjusted applicable federal short-term. mid

term. and long-term rales are set forth for the month 

of Fehruary 200n. See Rev. Rul. 2006-7. page 399. 

Section 642.-Special 
Rules for Credits and 
Deductions 

Federal short-term. mid-term. and long-term rates 

are set forth for the month of February 2006. See Rev. 

Rul. 2006-7. page 399. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 9. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 
Par. 10. In §602.1 0 I, paragraph 

(b) is amended by adding an entry for 
"1.401(k)-I" in numerical order to the 
table to read. in part, as follows: 

.9602.101 OM B Control 1l11/1lbe n. 

* * * * * 
(b) * * * 

Current OMB 
control No. 

1545-1930 

Section 807.-Rules for 
Certain Reserves 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of February 2006. See Rev. Rul. 2006-7. page 399. 

Section 846.-Discounted 
Unpaid losses Defined 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of February 2006. See Rev. Rul. 2006-7. page 399. 

Section 1274.-Determi
nation of Issue Price in the 
Case of Certain Debt Instru
ments Issued for Property 
(Also S('ctiOlIS 42. 21l0G. 31l2. 4 I 2. 467. 461l. 41l2. 
483.642. 80!. M6. 121l8. 7520. 71l72.) 

Federal rates; adjusted federal rates; 
adjusted federallong.term rate and the 
long-term exempt rate. For purposes of 
sections 382,642, 1274, 1288, and other 
sections of the Code, tables set forth the 
rates for February 2006. 

Rev. Rul. 2006-7 

This revenue ruling provides various 
prescribed rates for federal income tax 
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purpose~ for February 2006 (the current 
month). Table I contains the short-term, 
mid-term, and long-term applicable fed
eral rates (AFR) for the Cll1Tent month 
for purposes of section I 27-1-(d) of the 
Internal Re\'enue Codc. Table 2 contains 
the short-term, mid-term, and long-term 
adjusted applicable federal rates (adjusted 

AFR) for the CUlTent month for purposes 
of section 1288(b). Table 3 sets forth the 
adjusted federal long-term rate and the 
long-term tax-exempt rate described in 
section 382(1) Table 4 contains the ap
propriate percentages for determining the 
low-income housing credit described in 
section .t2(b)(2) for huildings placed in 

service during the cUlTent month. Finally, 
Table 5 contains the federal rate for deter
mining the present value of an annuity, an 
interest for life or for a term of years, or 
a remainder or a reversionary interest for 
purposes of section 7520. 

REV. RUL. 2006-7 TABLE 1 

Applicable Federal Rates (AFR) for February 2006 

Short-term 

AFR 
I I o ric AFR 
120S'c AFR 
130r;c AFR 

lViid-teflll 

AFR 
IIO?c AFR 
120% AFR 
1309'( AFR 
1.50'7r· AFR 
175% AFR 

LOllg-term 

AFR 
110% AFR 
120c!c AFR 
13OC7r AFR 

Short-term adjusted 
AFR 

AIIIIlIUI 

4. 39 C'lr 

4.83% 
528(7c 
5.72% 

4.40% 
4.85% 
5.29% 
5.74% 
6.649'( 
7.75% 

4.61% 
5.08% 
5.54% 
6.02"1" 

Mid-term adjusted AFR 

Long-term adjusted 
AFR 

Anllual 

3.200/" 

3.5Yk 

4.26';\ 

Period .till' Compounding 

SemiOl1l1lloi Quorterly 

4.3-1S7c 4.32% 
4.77% 4.74% 
5.21% 5.18% 
5.64% 5.60% 

4.35% 4.33% 
4.79% 4.76% 
5.22% 5.19% 
5.66% 5.62% 
6.5}C'jc 6.48% 
7.61% 7.54% 

4.56% 4.53% 
5.02S'c· 4.99% 
5.47% 5.43% 
5.9Wc 5.89% 

REV. RUL. 2006-7 TABLE 2 

Adjusted AFR for February 2006 

Period .I()/' Compounding 

Sf'/lIillllllUal Quarterly 

3.16% 3.17% 

3.50% 

4.22S'c 

REV. RUL. 2006-7 TABLE 3 

3.48% 

4.20% 

Rates Under Section 382 for February 2006 

Adjusted federal long-term rate for the cutTent month 

Long-term tax-exempt rate for ownership changes during the cUlTent month (the highest of the adjusted 
federal long-term rates for the current month and the prior two months.) 
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Monthly 

4.30% 
4.72% 
5.15% 
5.57% 

4.31% 
4.74% 
5.16% 
5.59% 
6.44% 
7.49% 

4.52% 
4.97% 
5.41% 
5.86% 

Monthly 

3.15% 

3.47% 

4.18% 

4.26% 

4.40% 



REV. RUL. 2006-7 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for February 2006 

Appropriate percentage for the 70% present value low-income housing credit S.057c 

Appropriate percentage for the 30% present value low-income housing credit 

REV. RUL. 2006-7 TABLE S 

Rate Under Section 7520 for February 2006 

Applicable federal rate for determining the present value of an annuity, an interest for life or a term of years, 
or a remainder or reversionary interest S.2CJc 

Section 1288.-Treatment 
of Original Issue Discount 
on Tax-Exempt Obligations 

The adjusted applIcable federal short-term, mid

term, and long-term rates are set forth for the month 

of February 2006. See Rev. Rul. 2006-7. page 399. 

Section GOI1.-General 
Requirement of Return, 
Statement, or List 
26 CFR 31.6011(aJ-l: Retllrns II/Ider Federal {115ur
ance COl1lributions Act. 

T.D.9239 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 31 

Time for Filing Employment 
Tax Returns and Modifications 
to the Deposit Rules 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary regula
tions. 

SUMMARY: This document contains 
temporary regulations establishing the 
Employers' Annual Federal Tax Program 
(Form 944) (hereinafter referred to as the 
Form 944 Program). The temporary reg
ulations relate to sections 6011 and 6302 
of the Internal Revenue Code (Code) con
cerning reporting and paying income taxes 
withheld from wages and reporting and 

paying taxes under the Federal Insurance 
Contributions Act (FICA) (collectively, 
employment taxes). These temporary reg
ulations provide requirements for filing 
returns under FICA and returns of in
come tax wi thheld under section 6011 and 
§§3l.6011(a)-1 and 31.60Il(a)-4 of the 
Employment Tax Regulations. 

These temporary regulations generally 
require employers who receive written no
tification from the Commissioner of their 
qualification for the Form 944 Program to 
file a Form Y44, "Employer's Anllual Fed
eral Tax Return," rather than Form 941, 
"Employer's Quarterly Federal Tax Re
turn," In addition, these temporary regula
tions provide requirements for employers 
to make deposits of employment taxes un
der section 6302 and §31.6302-1. These 
temporary regulations permit employers in 
the Form 944 Program to deposit or re
mit their accumulated employment taxes 
annually with their Form 944 if they sat
isfy the provisions of the de minimis de
posit rule, as modified. Also, these tempo
rary regulations modify the look back pe
riod used to determine an employer's sta
tus as a monthly or semi-weekly depositor. 

The portions of this document that 
are final regulations provide necessary 
cross-references. to the temporary regula
tions as well as technical revisions. The 
technical revisions correct the table of 
contents in §31.6302-0 and a cross-refer
ence in §31.6302-l(e)(2) and remove all 
references to an IRS district director, as 
that position no longer exists within the 
IRS. In addition, a cross-reference to the 
temporary regulations under section 6011 
was added to the final regulations under 
section 6071, regarding the time for filing 
returns. The text of the temporary regula
tions also serves, in part, as the text of the 

proposed regulations (REG-14856H-04) 
set forth in this issue of the Bulletin. In ad
dition to the provisions contained in these 
temporary regulations related to the Form 
944 Program, the proposed regulations 
provide a modification to the de minimis 
deposit rule applicable to quarterly return 
filers. 

DATES: Effective Date: These regulations 
are effective as of January 1,2006. 

Applicabilit,v Date: These regulations 
apply with respect to taxable years begin
ning on or after January I, 2006. The ap
plicability of §§31.6011-1T, 31.6011-4T, 
and 3l.6302-iT will expire on or before 
December 30.2009. 

FOR FURTHER INFORMATION 
CONTACT: Raymond Bailey, (202) 
622-4910 (filing requirements under 
section 60 I I), or Audra Dineen, (202) 
622-4940 (deposit requirements under 
section 6302) (not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background and Explanation of 
Provisions 

These temporary regulations amend the 
Regulations on Employment Taxes and 
Collection of Income Tax at Source (26 
CFR part 31) under section 60 II relating 
to the Federal employment tax return filing 
requirements and section 6302 relating to 
the employment tax deposit requirements. 

Section 3l.60 11 (a)-1 of the Employ
ment Tax Regulations provides rules re
quiring employers to file returns quar
terly to report FICA taxes. Section 
31.6011(a)-4 of the Employment Tax 
Regulations requires that every person 
required to make a return of income tax 
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withheld from wages pursuant to section 
3402 shall make a return quarterly. Under 
these existing regulations. employers must 
file Form 94\. "Emplo\'{'r's Qllurterlr 

Federal Tax Rerllm." each quarter report
ing FICA taxes and income tax withheld. 
Certain employers. however. file returns 
reporting FICA and income tax withheld 
annually. such as agricultural employers 
who file Form 9-13. "ElllpI01'er\ Alll/ltul 

Fedeml Tax Refltrn fiJI' Agriculrural EIII

ploH'es." *31.601 I (a)--4(a)(3). Existing 
regulations also provide certain excep
tions to the tjuarteriy filing requirement 
for wages paid for domestic service. 

Section 31.6302-1 of the Employment 
Tax Regulations provides rules for em
ployers to make deposits of employment 
taxes. Under these rules. deposits of em
ployment taxes reported on Form 941 are 
generally made either monthly or semi
weekly. In order for an employer to de
termine its status as a monthly or semi
weekly depositor. an employer determines 
the aggregate amount of employment taxes 
reported in the 12-month period ending 
the preceding June 30 (the lookback pe
riod). New employers are treated as hav
ing an employment tax liability of zero for 
any part of the lookback period before the 
date they started or acquired their business. 
All employers are subject to a "One-Day 
rule" requiring employment taxes to be de
posited on the next banking day if the em
ployer has m:cumulated $100,000 or more 
of employment taxes. If an employer fails 
to make timely deposits of employment 
taxes. then, absent reasonable cause, the 
employer will be subject to a penalty for 
failure to deposit under section 6656. 

Section 31.6302-1(0(4) (the de mill

ill/;s deposit rule) provides that for quar
terly and annual return periods. if the total 
amount of employment taxes for the return 
period is less than $2.500 and that amount 
is deposited or remitted with a timely filed 
return for that return period. the amount 
will be deemed to have been timely de
posited. Cnder existing regulations. em
ployers who file annual employment tax 
returns (such a~ Form 9·B for agricultural 
workers) are retjuircd to deposit employ
ment taxe~ at least monthly if their an
nllal employment tax liability etjuals or ex
~'eeds the de minim;,I' deposit rule amount 
of S2.500. 

The purpo,e of the~e temporary regula
tions is to generally retjuire employers who 
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recei \'e written notification of their quali
fication for the Form 944 Program to file 
an annual employment tax return. Form 
9-+4. rather than the quarterly Form Y41 re
turn. For these employers, Form 944 will 
replace Form 941. Form 944 will not re
place Form 943 for agricultural employers 
or Schedule H, Form 1040. for employers 
with only household employees. Notwith
standing notification from the IRS of qual
ification for the Form 944 Program. em
ployers who prefer to file Form Y41 may be 
eligible to do so if they timely contact the 
IRS and satisfy one of the following two 
conditions: I) the employer notifies the 
IRS of its preference to electronically file 
Forms 941 quarterly in lieu of filing Form 
944 annually. or 2) the employer notifies 
the IRS that it anticipates its annual em
ployment tax liability will exceed $1.000. 
Employers otherwise meeting the criteria 
of the Form 944 Program will be permitted 
to file Form 941 only if they receive writ
ten notification from the IRS that their fil
ing requirement has been changed to Form 
941. 

Under these temporary regulations, 
most employers who file Form 944 will 
be able to remit employment taxes annu
ally with their returns rather than making 
monthly or semi-weekly deposits. Form 
944 will generally be due January 31 of 
the year following the year for which the 
return is filed. If the employer timely de
posits all accumulated employment taxes 
on or before January 31 of the year fol
lowing the year for which the return is 
filed, then the employer will have 10 extra 
calendar days to file Form 944 pursuant to 
§31.6071 (a)-I (a). 

The Form 944 Program is limited to em
ployers meeting certain eligibility require
ments described in the temporary regula
tions. Currently. the Form 944 Program 
will be limited to employers whose esti
mated annual employment tax liability is 
$1.000 or less. The IRS will send writ
ten notifications of qualification for the 
Form 944 Program to the employers that 
the IRS has estimated will have an annual 
employment tax liability of $1,000 or less 
(based on the employers' prior Form 941 
reporting history). As this estimate may 
not reflect recent or imminent change~ in 
an employer's payroll. employers receiv
ing notices may contact the IRS to dis
cuss their qualification if they anticipate 
that their annual employment tax liability 

"ill exceed $1.000. In addition. employ
ers \\'ho do not recei, e a Ilotice may COIl

tact the IRS to req\le~t tll he in the Form 
9-+-+ Program if they anticipate that their 
annual employment tax liability will be 
$1.000 or less. Ne\\ employers will re
ceive notification of qualification for the 
Form 9-+-+ Program if they notify the IRS 
that they anticipate their annual employ
ment tax liahility will he $1.000 or less. 
For example. new empillyers can indicate 
their estimated employment tax liability 
on their Form SS-4. AppliClifion ji)}' Em

ptorer Identijic(/fion Number. The IRS 
and Treasury Department are considering 
expanding the hmn 944 Program in the fu
ture and seek comments on the eligibility 
requirements and how best to change them. 

If an employer is retjuired to file Form 
944 to report its employment tax liability 
for the current calendar year. the employer 
must file Form 944 even if the employer's 
actual employment tax liability for the cur
rent year exceeds the eligibility require
ment threshold (S; 1 ,000 under these regula
tions). If the Form 944 shows that the em
ployer's employment tax liability exceeds 
the eligibility threshold. then the employer 
will be required to file Form 941 to report 
its employment tax liability in the future. 
The IRS will send written notification to 
the employer that the employer's filing re
quirement has changed. 

For employers in the Form 944 Pro
gram during the current or previous cal
endar year, the temporary regulations also 
modify the lookback period for determin
ing whether an employer is a monthly or 
semi-weekly depositor. This change is 
necessary because once an employer be
gins to file annual Form 944 returns, it 
may not be possible to determine the em
ployer's aggregate amount of employment 
tax liability during the lookback period 
set forth in the existing regulations (12-
month period ending the preceding June 
30). In the event that an employer ex
ceeds the de millimis deposit amount, that 
employer will need to determine whether 
it is a monthly or semi-weekly depositor. 
Consequently, these temporary regulations 
change the lookhack period for employers 
in the Form 944 Program during the cur
rent, or preceding. calendar year. With re
spect to those employers. the lookback pe
riod is the second calendar year preceding 
the current calendar year. For example, the 



lookback period for calendar year 2007 is 
calendar year 2005. 

These temporary regulations also mod
ify the de minimis deposit rules in certain 
situations to accommodate employers in 
the Form 944 Program during the current, 
or preceding, calendar year. These modi
fications are designed to assist employers 
who qualified for the Form 944 Program 
because their annual employment tax 
liability satisfied the eligibility require
ments ($1.000 or less). hut ultimately had 
a total employment tax liability for the 
year exceeding the de minimis deposit 
amount ($2,500 under existing regula
tions). The deposit rules in *31.6302-1, 
including the de minimis deposit rule in 
§31.6302-1 (f)(4), apply to employers who 
file Form 944. Therefore, these employers 
will not have to make deposits and can pay 
their employment tax liability when they 
timely file their Forms 944 on or before 
January 31 only if their total employment 
tax liability for the year is less than $2,500. 
Under the existing de minimis deposit rule, 
if an employer's employment tax liability 
equals or exceeds $2,500 for the year, the 
employer would be required to deposit 
employment taxes and, absent reasonahle 
cause, would be subject to the penalty for 
failure to deposit if the employer did not 
make timely deposits. Any employer that 
accumulates $100,000 or more of employ
ment taxes is subject to the One-Day rule 
of §31.6302-I(c)(3), and is required to 
deposit those taxes on the next banking 
day. 

To assist employers whose tax liabil
ity exceeds the de minimis amount while 
in the Form 944 Program, these regu
lations modify the deposit rules in two 
ways. First, as cmploycrs who file Form 
941 quarterly would be allowed a quar
terly $2,500 de millimis amount when 
they timely filed their quarterly returns 
instead of an annual de minimis amount, 
these regulations modify the de minimis 
deposit rule to mirror the treatment em
ployers would have if they continued to 
file Form 941 quarterly instead of Form 
944 annually. Thus. these regulations al
low employers in the Form 944 Program to 
apply a quarterly de minimis deposit rule 

if they deposit thc cmployment taxes that 
accumulated during a quarter by the last 
day of the month following the close of the 
quarter (the day their quarterly Forms 941 
would have been due). If an employer's 
employment tax liability for a quarter 
will not be de millilllis, then the employer 
should make deposits either monthly or 
semi-weekly, depending on their deposit 
schedule, to avoid being subject to the 
failure-to-deposit penalty. 

Second, because employers may not 
realize their prior year' s employment tax 
liability exceeded the eligibility require
ment (currently, $1,000 or less) until they 
file Form 944 on January 31 of the year 
following the year for which the return is 
filed, these employers might not realize 
that they will be required to file Form 941 
in the current year until after the date on 
whieh to timely make their January deposit 
obligation(s) for the current year. There
fore, these regulations allow employcrs 
who were in the Form 944 Program in 
the prior year to avoid a failure-to-deposit 
penalty during the first month they fail 
to deposit any required deposit(s). if they 
fully pay their January employment taxes 
by March 15 of the current year. For ex
ample, an employer who was in the Form 
944 Program during 2006 and had an em
ployment tax liability for 2006 of $4,000 
would not qualify for the Form 944 Pro
gram for 2007. Under these regulations, 
if the employer was a monthly depositor 
for 2007, it would be required to deposit 
the employment taxes it accumulated in 
January 2007 by February 15,2007. Uthe 
employer does not deposit these accumu
lated taxes by February 15, 2007, then it 
will be deemed to have timely deposited if 
it deposits them by March 15,2007. 

Lastly. these regulations contain fi
nal regulations that provide cross-refer
em;es to the temporary regulations, cor
rect and amend the table of contents in 
§31.6302-0, correct a cross-reference in 
§31.6302-1(e)(2), and revise the regula
tions under section 6302 to remove all 
references to an IRS district director, a 
position that no longer exists in the IRS. 

These temporary regulations are part of 
the IRS's effort to reduce taxpayer burden 

by requiring certain employers to file em
ployment tax returns annually rather than 
quarterly and allowing them. in most cir
cumstanccs. to remit employment taxes 
annually with their return. By reducing the 
number of returns cmployers are required 
to file per year, the IRS will reduce each 
eligible employer's burden. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It also has been determined 
that section 553(b) of the Administrative 
Procedure Act (5 U.S.c. chapter 5) does 
not apply to these regulations. For appli
cability of the Regulatory Flexibility Act. 
please refer to the Special Analyses section 
of the preamble to the cross-referenced no
tice of proposed rulemaking published in 
this issue of the Bulletin. Pursuant to sec
tion 7805(f) of the Internal Revenue Code, 
these regulations will be submitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for comment on 
their impact on small business. 

Drafting Information 

The principal authors of these fi
nal and temporary regulations are 
Raymond Bailey, Audra M. Dineen, and 
Emly B. Berndt of the Office of the As
sociate Chief Counsel (Procedure and 
Administration), Administrative Provi
sions and Judicial Practice Division. 

* * * :!~ * 

Amendments to the Regulations 

Accordingly, 26 CFR parts 1 and 31 are 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read, in part. as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Sections 1.6302-1 and 

1.6302-2 are amended as follows: 
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Secrioll RelllOl'e 

Ifl302-1(cl to the district director (or director of a service center) 

third sentence 

1.6302-l(c) the district director or director of a service center with 

fourth sentencc 

1.6302-2(b)(6) to the district director or director of a service center 

last sentence 

Authority: 26 U.S.c. 7805 * * * 
Par. 4. In the list below, for each section 

indicated in the left column, remove the 

language in the middle column and add the 
Par. 3. The authority citation for part language in the right column: 

PART 31-EMPLOYMENT TAXES 

AND COLLECTION OF INCOME TAX 

AT SOURCE 

31 continues to read, in part. as follows: 

Sectioll Remove 

31.6302-I(e)(2) *31.60 II (a)( 4) or (5) 

first sentence 

31.6302-I(k)( I) District Director notice 

first sentence 

31.6302-1 (k)(l) from the district director 

fi rst sen tence 

31.6302-1 (k)(I) district director 
first sentence, second 

parenthetical 

31.6302(c )-1 (a)(3) to the district director or director of a service center 
last sentence 

31.6302(c )-1 (b)(\) from the district director 
fIrst sentence 

31.6302( c )-1 (h)(I ) by the district director 
first sentence, third 
parenthetical 

31.6302( c )-2( c) to the district director or dircctor of a service center 
last sentence 

31.6302(cl-3(b)(4) to the district director or director of a servicc center 
last sentence 

Par. 5. Section 31.601I(a)-1 IS 
amended by adding paragraph (a)(5) to 
read as follows: 

.~31.()()] I( 0)-1 ReilIrns IIllder Federal 
IIl.III/WICe COlltriiJlIliolls Ad. 

(a) ; •• '. * 
(5 I I Reserved I· For further guidance. 

see ~31.6011(aI-lT(a)(5l. 

Par 6. SeLlion 31.6011(a)-IT is added 
to read ,1\ follo\\"s: 
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~31.601 J((l}-lT Returns under Federal 
InslIrance Contributiolls Act (temporary). 

(a)(1) through (a)(4) [Reserved]. For 

further guidance, see §31.601l(a)-I(a)(l) 
through (a)(4). 

(5) Emplovers in the Employers' AI1-
Illial Federal Tax Program (Form 944)-(i) 

In general. For taxable years beginning on 
or after January I, 2006, employers noti

fied of their qualification for the Employ
ers' Annual Federal Tax Program (Form 
944) are required to file Form 944, "Em
plOYer's Anllllol Federal Tax Return." The 

Add 

Add 

§31.6011(a)-4 or 

§31.60 I I (a)-5 

Notice 

Commissioner 

Internal Revenue Service (IRS) will no

tify employers in writing of their qualifi
cation for the Employers' Annual Federal 
Tax Program (Form 944). For provisions 

relating to the time and place for filing re
turns, see §§31.6071(a)-1 and 31.6091-1, 
respectively. 

(ii) Qual(jication for the Employers' 
Annual Federal Tax Prof.{ram (Form 944). 
The IRS will send notifications of qualifi
cation for the Employers' Annual Federal 
Tax Program (Form 944) to employers 
with an estimated annual employment tax 
liability of $1,000 or less. New employ-



ers who timely notify the IRS that they 
anticipate their estimated annual employ
ment tax liability to be $1,000 or less will 
be notified of their qualification for the 
Employers' Annual Federal Tax Program 
(Form 944). If an employer in the Employ
ers' Annual Federal Tax Program (Form 
944) reports an annual employment tax 
liability of more than $1,000, the IRS will 
notify the employer that the employer's 
filing status has changed and the employer 
will be required to file the quarterly Form 
941 for succeeding tax years. 

(iii) Exception to qualification for the 
Employers' Annual Federal Tax Program 
(Form 944). Notwithstanding notification 
by the IRS of qualification for the Employ
ers' Annual Federal Tax Program (Form 
944), an employer may file Form 941 if-

(A) One of the following conditions ap
plies-

(1) The employer anticipates that its an
nual employment tax liability will exceed 
$1,000, or 

(2) The employer prefers to electroni
cally file Forms 941 quarterly in lieu of fil
ing Form 944 annually; 

(B) The employer contacts the IRS, pur
suant to the instructions in the IRS' written 
notification, to request to file Form 941; 
and 

(C) The IRS sends the employer a writ
ten notification that the employer's filing 
requirement has been changed to Form 
941. 

(b) through (f) [Reserved]. For further 
guidance, see §31.6011(a)-I(b) through 
(f). 

Par. 7. Section 31.6011(a)--4 is 
amended by adding paragraph (a)(4) to 
read as follows: 

§31.6011(a)-4 Returns of income tax 
withheld. 

(a) * * * 
(4) [Reserved]. For further guidance, 

see §31.6011(a)---4T(a)(4). 

* * * * * 
Par. 8. Section 31.60 ll(a)---4T is added 

to read as follows: 

§31.6011(a)-4T Returns of income tax 
withheld (temporary). 

(a)(I) through (a)(3) [Reserved]. For 
further guidance, see §31.60 11(a)---4(a)(1) 
through (a)(3). 

(4) Emplovers ill the Emplovers' An
nual Federal Tax Program (f:(mn 944 J-(i) 

1n general. For taxable years beginning on 
or after January I, 2006, employers noti
fied of their qualification for the Employ
ers' Annual Federal Tax Program (Form 
944) are required to file a Form 944, "Em
ployer's Annual Federal T([x Return." The 
Internal Revenue Service (IRS) will no
tify employers in writing of their qualifi
cation for the Employers' Annual Federal 
Tax Program (Form 944). For provisions 
relating to the time and place for filing re
turns, see §§31.6071(a)-1 and 31.6091-1, 
respectively. 

(ii) Qualification for the Ell/plovers' 
Annual Federal Tax Program (Form (44). 
The IRS will send notifications of qualifi
cation for the Employers' Annual Federal 
Tax Program (Form 944) to employers 
with an estimated annual employment tax 
liability of $1,000 or less. Newemploy
ers who timely notify the IRS that they 
anticipate their estimated annual employ
ment tax liability to be $1,000 or les~ will 
be notified of their qualification for the 
Employers' Annual Federal Tax Program 
(Form 944). If an employer in the Employ
ers' Annual Federal Tax Program (Form 
944) reports an annual employment tax 
liability of more than $1,000, the IRS wi II 
notify the employer that the employer's 
filing status has changed and that the em
ployer will be required to file the quarterly 
Form 941 for succeeding tax years. 

(iii) Exception to qualification for the 
Employers' Annual Federal Tax Prof!,ram 
(Form 944). Notwithstanding notification 
by the IRS of qualification for the Employ
ers' Annual Federal Tax Program (Form 
944), an employer may file Form 941 if-

(A) One of the following conditions ap
plies-

(1) The employer anticipates that its an
nual employment tax liability will exceed 
$1,000, or 

(2) The employer prefers to electroni
cally file Forms 941 quarterly in lieu of fil
ing Form 944 annually; 

(B) The employer contacts the IRS, pur
suant to the instructions in the IRS' written 
notification, to request to file Form 941: 
and 

(C) The IRS sends the employer a writ
ten notification that the employer's filing 
requirement has been changed to Form 
941. 

(b) through (c) IReservedJ. For further 
guidance. see §31.('O II( a)---4(b) through 
(c). 

Par. 9. In *31.6071(a)-I, the first sen
tence in paragraph (a)( I) is revised to read 
as follows: 

,931.6071 (0)-1 Timefor tiling retllms ([lid 

other documents. 

(a) * * * 
(1) Quarterly or annual retul'lls. Ex

cept as provided in subparagraph (4) 
of this paragraph, each return required 
to be made under §§31.6011(a)-1 and 
31.6011(a)-IT, in rcspect of the taxes 
imposed by the Federal Insurance Contri
butions Act (2(, U.s.c. §*3101-312R), or 
required to be made under §§31.60 II (a)--4 
and 31.601 I (a)---4T. in respect of income 
tax withheld, shall be filed on or before 
the last day of the first calendar month 
following the period for which it is made. 

* * * 
* * * * * 

Par. 10. Section 31.6302-0 is amended 
by: 

I. Adding new entries for 
§31.6302-l(b)(4), (c)(5) and (6), (d), 
(f)(4), and (f)(5). 

2. Removing the entries for 
§31.6302-I(b)(5) and (i). 

3. Redesignating the entrics for 
§31.6302-1 (h), (j), (k), and (m) as (i), 
(k), (m), and (n), respectively. 

4. Adding new entries for 
§31.6302-I(h) and (j). 

S. Revising the entry for newly desig
nated §31.6302-I(k)(l). 

6. Adding entries for §31.6302-1 T. 
The revision and additions read as fol

lows: 

~31.6302-0 Table of contents. 

* * * * * 

Section 31.6302-1 Federal tax deposit 
rules for withheld income taxes and 
taxes under the Federal Insurance 
Contributions Act (FICA) attributable to 
payments made after December 31, 1992. 

* * * :.;: ;;: 
(b) * * * 
(4) Lookback period. 
(i) IReservedJ. 
(i i) I Reserved J. 

(c) * * * 
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(5) [Reserved]. 
(6) [Reserved]. 

(d) * * " 
Example 6 [Reserved]. 

* * * * * 
(0 * * * 
(4) Dc minimis rule. 
(i) De minimis deposit rule for quarterly 

and annual return periods beginning on or 

after J Clnuary I. 2001. 
(ii) [Reserved]. 
(iii) [Reserved]. 

(5) * * * 
Example 3. [Reserved]. 

* * * * * 
(h) Time and manner of deposit - de

posits required to be made hy electronic 
funds transfer. 

(I) In general. 
(2) Applicability of requirement. 
(i) Deposits for return periods begin

ning beforc January L 2000. 
(ii) Deposits for return periods begin

ning after December 31, 1999. 
(iii) Voluntary deposits. 
(3) Taxes required to be deposited by 

electronic funds transfer. 
(4) Definitions. 
(i) Electronic funds transfer. 
(ii) Taxpayer. 
(5) Exemptions. 
(6) Separation of deposits. 
(7) Payment of balance due. 
(8) Time deemed deposited. 
(9) Time deemed paid. 

* * * * * 
(j) Voluntary payments by electronic 

funds transfer. 
(k) * * * 
( I ) Notice exception. 

* * * * * 

Sectioll 31.6302-1 T Federal ((Ix deposit 
rules ,till' withheld income taxes alld 
taxes under the Federal Insllrance 
COllfrilllltiOIlS Act (FICA) attriblltable to 

f!Ul'l/lfllfS madf (!frer December 31, 1992 
(tclI/f'orarl'). 

(a) through (b)(4)(ii) IReserved]. 
(ol(4)(il In general. 
(ii) Adjustments. 
(cll I) through (c)(4) [Reserved]. 
(c)(S) Exception to the monthly and 

'L'mi-\\eekly deposit rules for employers 
in the Employers' Annual Federal Tax 
Prngram (Form 944). 
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(c)(o) Extension of time to deposit rule 
for employers in the Employers' Annual 
Federal Tax Program (Form 944) during 
the preceding year. 

(d) Examples I through 5 [Reserved]. 
Examplc 6. Extension of time to deposit 

rule for employers in the Employers' An
nual Federal Tax Program (Form 944 1 dur
ing the preceding year satisfied. 

(e) through (0(4)(ii) [Reserved]. 
(t)(4)(iii) Dc lIlinimis deposit rule for 

employers currently in the Employers' An
nual Federal Tax Program (Form 944). 

(0(5) Examples 1 and 2 [Reserved}. 
Example 3. De lIlillimis deposit rule 

for employers currently in the Employers' 
Annual Federal Tax Program (Form 944) 
satisfied. 

(g) through (n) [Reserved]. 
Par. 11. Section 31.6302- I is amended 

by: 
1. Revising paragraph (b)( 4). 
2. Adding paragraphs (cl(S) and (6), (d) 

Example 6, and (f)(S) Example 3. 
3. Removing paragraph (b)(5). 
4. Revising paragraph (0(4). 
The revisions and additions read as fol

lows: 

§31.6302-1 Federal tax deposit rules for 
wilhheld income faxes and faxes under 
the Federal Insurance Contributions Act 
(FICA) attributablc to payments made 
after Decclllber 31, 1992. 

* * * * * 
(b) * * * 

* * * * * 
(4) Lookback period-(i) [Re-

served]. For further guidance, see 
§31.6302-1 T(b)(4)(i). 

(ii) [Reserved}. For further guidance, 
see §31.6302-IT(b)(4)(ii). 

(l) * * * 
* * * * * 

(5) [Reserved]. For further guidance, 
see *31.6302-IT(c)(S). 

(6) [Reserved}. For further guidance, 
see §31.6302-IT(c)(6). 

(d) * * * 
* * * * * 

Example 6. For further guidance, see 
§31.6302-IT(d) Example 6. 

* * * * * 
(f) '" * * 

* * * * * 

(4) De III ill imis /'IIle-(i) De lIlillimis de
posit rule .till' qUl/rterl\' lind (lllnlllll refilm 
periods begillllillg 011 or utier iallltalY 1, 
2001. If the total amount of accumulated 
employment taxes for the return period is 
less than $2,500 and the amount is fully de
posited or remitted with a timely filed re
turn for the return period. the amount de
posited or remitted will he deemed to have 
been timely deposited. 

(ii) [Reserved). 
(iii) [Reserved]. For further guidance, 

see *31.6302-IT(f)(4)(iii). 

(5) * * * 

* * * * * 
Example 3. For further guidance, see 

§31.6302-1 T(0(5) Example 3. 
Par. 12. Section 31.6302-IT is added 

to read as follows: 

§31.6302-1T Federal tax deposit rules for 
withheld income taxes and taxes under 
the Federal IllSurallce Contributiolls Act 
(FlCA) attributable to payments made 
after December 31,1992 (temporary). 

(a) through (b)(3) [Reserved]. For fur
ther guidance, see §31.6302-1 (a) through 
(b)(3). 

(4) Lookback period-(i) III general. 
For employers who file Form 941, the 
lookback period for each calendar year is 
the twelve month period ended the preced
ing June 30. For example, the lookback 
period for calendar year 2006 is the pe
riod July 1, 2004 to June 30, 2005. The 
lookback period for employers who are in 
the Employers' Annual Federal Tax Pro
gram (Form 944), or were in it during 
the previous calendar year, is the second 
calendar year preceding the current cal
endar year. For example, the lookback 
period for calendar year 2006 is calendar 
year 2004. In determining status as either 
a monthly or semi-weekly depositor, an 
employer should determine the aggregate 
amount of employment tax liabilities re
ported on its return(s) (Form 941 or Form 
944) for the look back period. New em
ployers shall be treated as having employ
ment tax liabilities of zero for any part of 
the lookback period before the date the em
ployer started or acquired its business. 

(ii) Adjustments. The tax liability 
shown on an original return for the return 
period shall be the amount taken into ac
count in determining whether more than 



$50,000 has been reported during the look
back period. In determining the aggregate 
employment taxes for each return period 
in a lookback period, an employcr docs 
not take into account any adjustments for 
the return period made on a supplemental 
return filed after the due date of the return. 
However. adjustments made on a Form 
941c, Supporting Statement To Correct 
Information, attached to a Form 941 or 
Form 944 filed for a subsequent return 
period are taken into account in determin
ing the employment tax liability for the 
subsequent return period. 

(c)(l) through (c)(4) [Reservcd]. For 
further guidance. see §31.6302-1 (c)( 1) 
through (c)(4). 

(5) Exception to the monthly and semi

weekly deposit rules for employers in the 
Employers' Annual Federal Tax Prof!,ram 
(Foml 944). Generally. an employer in the 
Employers' Annual Federal Tax Program 
(Form 944) may remit its accumulated em
ployment taxes with its timely filed re
turn and is not required to deposit under 
either the monthly or semi-weekly rules 
set forth in paragraphs (c)( 1) and (2) of 
this section. An employer in the Employ
ers' Annual Federal Tax Program (Form 
944) whosc actual cmployment tax lia
bility exceeds the eligibility threshold, as 
set forth in §31.6011(a)-IT(a)(5)(ii) and 
§31.6011(a)--4T(a)(4)(ii), will not qualify 
for this exception and should follow the 
deposit rules set forth in this section. 

(6) Extension of time to deposit for 
employers in the Employers' Annual Fed
eral Tax Program (Fonn 944) during 
the preceding year. An employer who 
was in the Employers' Annual Federal 
Tax Program (Form 944) in the preced
ing year, but who is no longer qualified 
because its annual employment tax li
ability exceeded the eligibility thresh
old set forth in §31.6011(a)-IT(a)(5)(ii) 
and §31.6011(a)--4T(a)(4)(ii) in that pre
ceding year, is required to deposit pur
suant to §31.6302-1. The employer 
will be deemed to have timely deposited 
its January deposit obligation(s) under 
§31.6302-I(e)(l) through (4) for the first 
quarter of the year in which it must file 
quarterly using Form 941 if the employer 
deposits the amount of such deposit obli
gation(s) by March 15 of that year. 

(d) Exwllples I through 5 [Reserved]. 
For further guidance. sec §31.6302-l(d) 
Examples I through 5. 

EwmJlle 15. Extension oj tlll1(, to d('Jlo,l'lI./iJr ('111-

"IOI'NS il/ the EmJlI".",,!"s' Al/l/lllIl Fedeml Tax Pro
gram (Forlll 9-1-1) dllring the pl"eceding reol" sotis/ied. 
F la monthly depo,itnr) wa, notified to file Form 

944 tn report ih employment tax liahilitie, for the 

20()0 calendar year. F filed Form 944 on January 

J I. 2()()7, reporting a total employment tax liahil

ity for 2000 of ~3.00(), Bccau,c F', annual employ

ment tax liability for the 2()OO t'lXable year exceeded 

~ I ,000 (the eligihility requirement thr~sholdi. F may 

not fi Ie Form 944 for calendar year 2007. Ba,ed 

on F's liability during the lookback period Icalendar 

year 20U5. pur,uant to ~31.0302-IT(b)(4)(1)). F is a 

monthly depositor for 2007. F accumulates $1.000 

in employment taxcs during January 2007. Because 

F is a monthly depmitor. F's January depo'it ohli

gation is due Fehruary 15,2007. F docs not deposit 

thc,e accumulated cmployment taxes on February 15. 

2007. F accumulates $1.500 in employment taxes 

during Fehruary 2(J07. F', February deposit I' due 

March 15. 2007. F dep",its the $2.5()() of emplo)"

ment taxes accumulated during January and February 

on March 15.2007. Pursuant to *31.6302-IT(c)(01. 

F will be deemed to have timely depmited the em

ployment taxes due for January 2()07. and, thus. the 

IRS will not Impose a failure-to-deposit penalty un

der section 0656 for that month. 

(e) through (f)(4)(ii) [Reserved]. For 
further guidance. see §31.6302-I(e) 
through (f)(4)(ii). 

(iii) De minimis deposit nile ff)/" em
ployers currently ill the Emplovers' An
nual Federal Tax Program (Form 944). An 
employer in the Employers' Annual Fed
eral Tax Program Worm 944) whose em
ployment tax liability for the year equals or 
exceeds $2.500 but whose employment tax 
liability for a quarter of the year is de min
imis pursuant to ~31.6302-1(f)(4)(i) will 
be deemed to have timely deposited the 
employment taxes due for that quarter if 
the employer fully deposits the employ
ment taxes accumulated during the quarter 
by the last day of the month following the 
close of that quarter. Employment taxes 
accumulated during the fourth quarter can 
be either deposited by January 31 or remit
ted with a timely filcd return for the return 
period. 

(5) Examples I and 2 [Reserved]. For 
further guidance, see ~31.6302-1 (f)(5) Ex
amples I and 2. 

EXillIlple 3. De lIIillilllis deposit rule .IIII' l'lIlpim

e!"s ("11,.,.el11l.1' in rhe Eml'loren' Anlliwi Fedeml TIl.\ 
Prugru/ll (Foml (44) ,l"lIlisfied. K (a monthly depos

itOr! was notified to tile Form 944 to report its em

ployment tax liahilities for the 2000 calendar year. 

In the first quarter of 2006. K accumulates employ

ment taxes in the amount of $1,000. On April 2R. 

20116, K deposits the $1.000 of employment taxe, ae· 

cUlllulate" in the 1st ljuarter. K accumulate, another 

'j,1 ,()O() of employmcnt taxes dUflng the second quar

ter of 20lh On July.' I, 20(J6. K deposih the $1 ,UUO 

of employment taxes accumulated in the 2nd ljuar

tc'L K', hu,inc" grows and accumulates $I.S()O in 

employment taxes during thc third Lluaner of 201l0. 

On Octllhcr J I. lOOo. K dep",it, the $1 ,SO() of cm

ploYlllent taxc, ;ICClHllubtcd In the 3rd quarter. K ac

cUlllulates another 5>2.000 In employment taxt's dur

ing the fourth quarter. K file, Form 944 on Jan

uary J I. 2()()7, leporting a tot<ll employment tax li

anility for 2006 of $5,500 and submits a check for 

the remaining ~2.0()() of employment taxes with the 

return. K will be deemed to have timely deposited 

the employment taxo due for all of lOOo. because K 

complied with the dc lIIillimis deposit rule provided 

in ~JI.6.i()2-IT(fH4Hlli). Therefore, the IRS will 

not imposc a failure-to-depo,it penalty under section 

6050 for any month of the year. Under tIm de minimis 
deposit rule. as K was required to file Form 944 for 

calendar year 2006, if K's employment tax liability 

for a quarter is de lIIillilll/.l, then K may deposit that 

quarter's liability hy the last day of the month fol

lowing the close of the quarter. This new de minimis 
rule allows K to have the henefit of the same quarterly 

de minimis amount K would have received if K filed 

Form 94 I each quarter instead of Form 944 annually. 

Thus, as K's employment tax liability for each quar

ter was de lIIillimi.l. K could deposit quarterly. 

(g) through (n) [Reserved], For further 
guidance. see §31.6302-1 (g) through (n). 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement, 

Approved December 8, 2005. 

Eric Solomon, 
Acting Deputv Assis/(lni Secretary 

for Tax Policy, 

t Flied by the Office of the Federal Regl.l.,ter on December 3D, 

~()OS, X:45 ".m . and puhllshed In the 1',"le of the Federal 
Register for January 3. ~006. 71 FR. III 

Section 7520.-Valuation 
Tables 

The adjllSted applicable federal short-term. mid

term. and long-term rate, are ,et forth for the month 

of Fehruary 20()6. See Rev. Rul. 2006-7, page 399. 

Section 7872.-Treatment 
of Loans With Below-Market 
Interest Rates 

The adjusted applicanlc federal ,hort-term. mid

tefln. and long-term rates arc ,et forth for the month 

Ill' February 2006. Sec Rev. Rul. 2000-7. page 399. 
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Section 7874.-Rules 
Relating to Expatriated 
Entities and Their Foreign 
Parents 
~() (} R I. -,,;-1-1 T /l/\/<~i1nI "/ ,,(liI/i1k-rllrl/ed 

'i(l( k ((nllj'(Irtlrr). 

T.D.9238 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Guidance Under Section 7874 
for Determining Ownership 
by Former Shareholders or 
Partners of Domestic Entities 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains tem
porary regulations under section 7874 of 
the Internal Revenue Code (Code) relat
ing to the disregard of certain affiliate
owned stock in determining whether a cor
poration is a surrogate foreign corporation 
under section 7874(a)(2)(B) of the Code. 
The text of the temporary regulations also 
serves as the text of the proposed regu
lations (REG-143244-05) set forth in the 
notice of proposed rulemaking on this sub
ject in this Issue of the Bulletin. 

DATES: Efji>cril'(' Date: These regulations 
are dledive December 28, 2005, 

AII{Jlicu/Jilit\ DUll': For the date of ap
plicabilIty, see *1.7874-IT(el. 

FOR FURTHER INFORMATION 
CO\iTACT: Jefferson Vanderwolk, 
202-(l22-3800 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains temporary 
,lmcndmcnts to 20 CFR part I under 
,cctilln 787-1- of the Cnde relating to the 
determination of the percentage of ,tock 
In a forcign corporation held by former 
,harchllidcr, or partners of a domestic cor
poratIOn or partnership (domestic entity) 
tw rca,nn ()f holding stnck or a partnership 
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interest in the domestic entity, for purposes 
of determining whether the foreign corpo
ration is a surrogate foreign Corporation 
under section 7874(a)(2)(B). 

Section 7874 provides rules for expa
triated entities and their surrogate foreign 
corporations. An expatriated entity is de
fined in section 7874(a)(2)(A) as a domes
tic corporation or partnership with respect 
to which a foreign corporation is a SUrro
gate foreign corporation and any U.S. per
son related (within the meaning of section 
267(b) or 707(b)( I» to such domestic cor
poration or partnership. Generally, a for
eign corporation is a surrogate foreign cor
poration under section 7874(a)(2)(8), if, 
pursuant to a plan or a series of related 
transactions: 

(i) The foreign corporation directly or 
indirectly acquires substantially all the 
properties held directly or indirectly by 
a domestic corporation, or substantially 
all the properties constituting a trade or 
business of a domestic partnership: 

(ii) After the acquisition at least 60 per
cent of the stock (by vote or value) of the 
foreign corporation is held by (in the case 
of an acquisition with respect to a domes
tic corporation) former shareholders of the 
domestic corporation by reason of holding 
stock in the domestic corporation, or (in 
the case of an acquisition with respect to 
a domestic partnership) by former partners 
of the domestic partnership by reason of 
holding a capital or profits interest in the 
domestic partnership (ownership percent
age test); and 

(iii) The expanded affiliated group that 
includes the foreign corporation does not 
have business activities in the foreign 
country in which the foreign corporation 
was created or organized that are substan
tial when compared to the total business 
acti vi tics of such group. 

The tax treatment of expatriated entities 
and surrogate foreign corporations varies 
depending on the level of owner continu
ity. If the percentage of stock (by vote 
or value) in the surrogate foreign corpo
ration held by former owners of the do
mestic entity by reason of holding an in
terest in the domestic entity is 80 percent 
or more. the surrogate foreign corporation 
is treated as a domestic corporation for all 
purposes of the Code. If such ownership 
percentage is 60 percent or more (but less 
than 80 percent) by vote or value, the sur
rogate foreign corporation is treated as a 

foreign corporation but any applicable cor
porate-level income or gain reljuired to be 
recognized by the expatriated entity under 
section 304, 311(bl. 367, 100L 1248 or 
any other applicable provision with respect 
to the transfer or license of property (other 
than inventory or similar property) cannot 
be offset by net operating losses or cred
its (other than credits allowed under sec
tion 90 I). This treatment of an expatriated 
entity generally applies from the first date 
properties are acquired pursuant to the plan 
through the end of the la-year period fol
lowing the completion of the acquisition. 

Section 7874(c)(2) provides that stock 
held by members of the expanded atfil
iated group which includes the foreign 
corporation is not taken into account for 
purposes of the ownership percentage 
test (affiliate-owned stock rule). Section 
7874(c)( I) defines the term expallded affil
iated group as an affiliated group defined 
in section 1504(a) but without regard to 
the exclusion of foreign corporations in 
section 1504(b )(3) and with a reduction 
of the 80 percent ownership threshold of 
section 1504(a) to a more-than-50 percent 
threshold. 

The statute provides the Secretary of the 
Treasury significant regulatory authority. 
Section 7874(c)(6) authorizes the Secre
tary of the Treasury to prescribe such regu
lations as may be appropriate to determine 
whether a corporation is a surrogate for
eign corporation, including regulations to 
treat warrants, options, contracts to acquire 
stock, convertible debt interests, and other 
similar interests as stock, and to trcat stock 
as not stock. Section 7874(g) authorizes 
the Secretary of the Treasury to provide 
such regulations as are necessary to carry 
out the section. 

The legislative history of section 7874 
indicates that it was intended to apply to 
so-called inversion transactions in which 
a U.S. parent corporation of a multina
tional corporate group is replaced by a for
eign parent corporation without significant 
change in the ultimate ownership of the 
group. See H.R. Conf. Rep. No. \08-755, 
108th Cong., 2d Scss., at 56R (Oct. 7, 
2004). The statute was also intended to ap
ply to similar transactiom in which a trade 
or business of a domestic partnership is 
transferred to a foreign corporation at least 
60 percent of which is owned by former 
partners. 



A key feature of section 7874 is the 
affiliate-owned stock rule. Congress in
tended to accomplish two main objectives 
with this rule. See Joint Committee on 
Taxation, General Explanation olTax Leg
islation Enacted in the I08lh Congress, 
at 344. First, Congress intended that the 
ownership percentage test should be ap
plied to prevent avoidance of the provi
sions when they otherwise should apply, 
including situations involving the use of 
so-called hook stock. In this context, hook 
stock is stock of the acquiring foreign cor
poration held by an entity that is at least 50 
percent owned (by vote or value) directly 
or indirectly by the acquiring foreign cor
poration. If hook stock were respected as 
stock of the foreign corporation for pur~ 
poses of section 7874(a)(2)(B)(ii), a tax
payer might implement an inversion and 
take the position that section 7874 was not 
applicable by ensuring that hook stock ac
counted for over 40 percent of the value 
and voting power of the foreign corpora
tion's stock. 

Second, Congress intended that the 
affiliate~owned stock rule could operate 
in specified situations to prevent the sec
tion from applying to certain transactions 
occurring within a group of corporations 
owned by the same common parent cor
poration hefore and after the transaction, 
such as the conversion of a wholly owned 
domestic subsidiary into a new wholly 
owned controlled foreign corporation. [d. 
In the absence of this rule, section 7874 
could apply to internal group restructuring 
transactions involving the transfer of a 
wholly owncd domestic corporation (or 
its assets) to a wholly owned foreign cor
poration, without a changc in the parcnt 
curporation of the group. 

The IRS and Treasury Department have 
concluded that the affiliate-owned stock 
rule should not operate in a manner that al
lows the avoidance of section 7874 in sit~ 
uations where it should apply. For exam
ple, the affiliate~owned stock rule should 
prevent the use of hook stock to avoid sec~ 
tion 7874. On the other hand, the IRS and 
Treasury Department have also concluded 
that the rule should not operate in a man
ner that would result in sectiun 7874 ap
plying to certain types of transactions that 
are outside the intended scope of the sec
tion. For example, the type of concerns 
that Congress meant to address in enacting 
section 7874 do not result from certain in-

ternal group restructuring transactions in
volving the transfer to a foreign corpora
tion of the stock or assets of a domestic 
corporation where minority shareholders 
have a relatively small percentage interest 
in such stock or assets before and after the 
transaction. 

In addition, the IRS and Treasury De~ 
partment believe that the affiliate-owned 
stock rule was not intended to cause sec~ 
tion 7874 to apply to certain acquisitive 
business transactions, such as the acquisi
tion of stock or assets of a domestic cor
poration by an unrelated foreign corpora
tion where after the acquisition the former 
owners of the domestic entity do not own 
more than 50 percent (by vote or value) of 
the stock of any memher of the expanded 
affiliate group. For example, the contri
bution of a domestic entity or its assets to 
a foreign joint venture corporation in ex~ 
change for a minority interest in the joint 
venture corporation should not result in the 
joint venture corporation's being treated, 
for purposes of the ownership percentage 
test, as wholly owned by the former own~ 
ers of the domestic entity by operation of 
the affiliate-owned stock rule. In contrast, 
section 7874 may properly apply to the ac~ 
quisition of an existing domestic joint ven~ 
ture entity by a foreign corporation which 
is at least 60 percent owned, after the ac~ 
quisition, by the former owners of the ac
quired domestic entity. Congress intended 
the section to apply to transactions (other 
than internal group restructurings, as dis
cussed previously) that effectively replace 
a domestic corpuratiun or partnership with 
a foreign corporation at least 60 percent of 
which is held by former owners of the do
mestic entity. 

Explanation of Provisions 

The IRS and Treasury Dcpartment be~ 
lieve that guidance is necessary to ensure 
that the affiliate~owned stock rule cannot 
be used to avoid the application of section 
7874, through the use of hook stock or oth
erwise, where that provision should apply. 
However, the IRS and Treasury Depart
ment also believe that guidance is needed 
to make sure that this test dues not ap~ 
ply to certain transactions that are prop
erly viewed as outside the scope of sec~ 
tion 7874. Consequently, clarification is 
needed with respect to the application of 
the affiliate~owned stock rule. 

The temporary regulation provides, as 
a general rule, that affiliate-owned stock 
is excluded from both the numerator and 
the denominator of the fraction that de
termines the stock ownership percentage 
for purposes of section 7874(a)(2)(B)(ii). 
This rule prevents the use of hook stock 
(and similar techniques) as means to re
move an otherwise covered transactiun 
from the scope of section 7874. 

The temporary regulation also provides 
limited exceptions to the general rule pur~ 
suant to which affiliate-owned stock (other 
than hook stock) is included in the de~ 
nominator of the fraction that determines 
the stock ownership percentage for pur~ 
poses of section 7874(a)(2)(B)(ii) but is 
excluded from the numerator of that frac~ 
tion. These exceptions are necessary to 
prevent section 7874 from applying to (l) 

certain transactions occurring as part of 
an internal group restructuring involving 
a domestic entity; and (2) certain acquis~ 
itive business transactions between unre~ 
lated parties where the former sharehold~ 
ers or partners of the domestic entity have 
a minority interest in the acquired proper~ 
ties after the acquisition. 

With respect to internal group restruc
turings, the special rule applies where the 
common parent corporation owns directly 
or indirectly at least 80 percent uf the du~ 
mestic entity before the transaction, and 
continuing owners that are not members of 
the expanded affiliated group hold no more 
than 20 percent of the stock of the acquir
ing foreign corporation after the transac
tion. 

With respect to transactions bctween 
unrelated parties, the special rule applies 
to the acquisition of a domestic entity or 
its assets by a foreign corporation where, 
after the acquisition, the former owners of 
the domestic entity do not own, in the ag~ 
gregate, directly or indirectly, more than 
50 percent of the stock (by vote or value) 
of any member of the expanded affiliated 
group that includes the acquiring foreign 
corporation. 

The temporary regulation also provides 
a rule that prevents hook stock from be
ing taken into account for purposes of (I) 
determining the percentage uf uwnership 
of an entity for purposes of determining 
whether the special rule is applicable: and 
(2) the application of the special rule itself. 

The IRS and Treasury Department de
cided it was important to issue these regu~ 
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lations to deal with affiliate-ll\\ned \tock 
as ~oon a~ possible. As a result. these 
temporary regulation, are helllg pubhshed 
without further delay and with the same 
effective date as section nO-l. \\ hich ap
plies for taxable years el1lling after Mal\.:h 
-I. 2003. 

Request for Comments 

The IRS ,1Ild Treasury Department 
identified internal restructurings and ac
lluisitions by unrelated parties as cate
gories of transactions relluiring a special 
rule regarding affiliate-owned stock in 
order to prevent unintended conselluences 
under section 7X7-1. Comments arc re
lluested as to any other categories of 
transactions that Illay give rise to unin
tended conselluences under section 787-1 
and these regulations. 

The IRS and Treasury Department are 
considering issuing subselluent public 
guidance that addresses additional issues 
under section 7X7-1. This guidance may 
address issues related to (I) the determi
nation of whether there has been a direct 
or indirect aCllui,ition of substantially all 
the properties held directly or indirectly 
by a dOlllestic corporation or substantially 
all the properties constituting a trade or 
business of a domestic partnership: (2) 
the requirement that such acquisition be 
pursuant to a plan or a series of related 
transactions: (j) the relluirement. in the 
ownership percentage test. that ownership 
of stock be by reason of holding an interest 
in the domestic corporation or partnership: 
(-I) the treatment of stock sold in a public 
offering that is related to the aClluisition: 
(:'il the requirement that the group's activ
ities in the relevant foreign country arc in
substantial wht:n compared to the group':, 
total husiness activitie'< (6) whetht:r and 
to what extent options on stock and othcr 
similar intt:rests arc trt:ated as stock for the 
purpose of determining whether ,\ corpo
ration i, a surrogate foreign corporation: 
(7) the di,rt:gard of transfers of properties 
or ilabIlIties if the transfer, arl' part of a 
plan a principal purpose of which is to 
a\ llid the purposes of section 7R7-1: and 
(S I any adjustlllellh tn the applic,\tion of 
the ,ectil1n that arc necessary tll carry oul 
i h purpl hes. i Ill' I uding aLii u,tIllenh neces
sary to pre\eIlt ,l\oiLiance The IRS and 
Treasury Department specifically relluest 
l'OIllment, regarding appropriate rules in 
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relation to these and other issues arisino 
e 

under section n7~. 

The IRS and Treasury Department 
also are considering possible changes to 
~ U67(a)-3(c)' which governs the tax 
conselluences at the shareholder level of 
certain transactions similar to those ad
dressed by section n7~, in light of the 
enactment of section n74. Comments are 
requested in this regard. 

Regulations Addressing Avoidance of 
the Purposes of Section 7874 

The IRS and Treasury Department un
derstand that taxpayers are implementing 
structures that result in the same overall 
tax consequences as structures that Con
gress intended to be subject to section 
7874. but taxpayers are taking the position 
these structures are not within the scope 
of section 787-1. For example, the IRS 
and Treasury Department understand that 
the shareholders (or partners) of a domes
tic corporation (or domestic partnership) 
may arrange to transfer their shares (or 
partnership interests) to a newly-formed 
foreign entity for which an entity classifi
cation election under Treasury regulation 
~301.7701-3 is made to treat such entity 
as a foreign partnership for Federal tax 
purposes. Taxpayers may take the posi
tion that these transactions are not subject 
to section 7874 because the foreign entity 
is not a foreign corporation for Federal tax 
purposes and thus is not a surrogate foreign 
corporation under section 7874(a)(2)(B). 
In sOllie cases, taxpayers further take the 
position that the foreign entity, the inter
ests in which are publicly traded, is treated 
as a partnership for Federal tax purposes. 

The IRS and Treasury Department be
lieve that such structures have the effect 
of inversion transactions. Section 7874(g) 
grants hroad regulatory authority to make 
adjustments to the application of section 
787~ to prevent the avoidance of the pur
pme of section 7874 through the use of 
non-corporate entities or other intermedi
arit:s. In addition. sections 7805(b)(2) and 
(\) provide exceptions in certain situations 
to the general prohibition against the is
suance of retroactive regulations found in 
section nOS(bJ( I J. Accordingly, the IRS 
and Treasury Department are considering 
issuing regulations. which may be retroac
ti \·e. addressing these structures. The 
IRS and Treasury Department specifically 

request comments regarding appropriale 
rules in relation to these and other uses 
of intermediary entities (and other tech
niques, including the usc uf exchangeable 
shares) (0 avoid the purpose of section 

7874. 

Effective Date 

Section 1.787-1-1 T applies to taxable 
years ending after March 4. 20(R 

Special Analyses 

It has been determined that this Trea
sury decision is no! a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It has also been deter
mined that section 553(b) of the Admin
istrative Procedure Act (5 U.S.C. chapter 
5) does not apply to these regulations. For 
the applicability of the Regulatory Flexi
bility Act (5 U.S.c. chapter 6) refer to the 
Special Analyses section of the preamble 
to the cross-reference notice of proposed 
rulemaking published in this issue of the 
Bulletin. Pursuant to section 7805(f), this 
Treasury decision will be submitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for comment on 
its impact on small business. 

Drafting Information 

The principal author of this regulation is 
Jetferson VanderWolk, Office of Associate 
Chief Counsel (International). However, 
other personnel from the IRS and Trea
sury Department participated in its devel
opment. 

"' * * * * 

Amendments to the Regulations 

Accordingly, 26 CFR part 1 is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 is amended by adding an entry in 
numerical order to read, in part, as follows: 

Authority: 26 U.S.C. 7805 * * * 
Section 1.7874-1T also issued under 26 

U.S.c. 7874(c)(6) and (g). 
Par. 2. Section 1.7874-IT is added to 

read as follows: 



§1.7874-IT Disregard of affiliate-owned 
stock (temporary). 

(a) Scope. Section 7874(c)(2)(A) pro
vides that stock of the foreign corporation 
referred to in section 7874(a)(2)(B) held 
by members of the expanded affiliated 
group that includes such foreign corpo
ration (thc EAG) shall not be taken into 
account in determining, for purposes of 
section 7874(a)(2)(B)(ii), the percent
age of stock in such foreign corporation 
held, after the acquisition, by former 
sharcholders or partners of the domestic 
corporation or partnership referred to in 
section 7874(a)(2)(B)(i) (thc domestic en
tity) by reason of having held stock or a 
partnership interest in the domestic entity. 
This section provides rules under section 
7874(c)(2)(A). 

(b) General rule. Except as provided in 
paragraph (c) of this section, for purposes 
of the ownership percentage determina
tion required by section 7874(a)(2)(B)(ii), 
stock held by one or more members of the 
EAG is not included in either the numera
tor or the denominator of the fraction that 
determines such percentage. For purposes 
of this § 1.7874-1 T, stock hcld by a part
nership shall be considered as held propor
tionately by its partners. 

(c) Special rules. For purposes of the 
ownership percentage determination re
quired by section 7874(a)(2)(B)(ii), stock 
held by one or more members of the EAG 
shall be included in the denominator, but 
not in the numerator, of the fraction that 
determines the percentage if-

(I) (i) Before the acquisition, 80 percent 
or more of the stock (by vote or value) or 
the capital or profits interest in the domes
tic entity was owned directly or indirectly 
by the corporation that is the common par
ent of the EAG after the acquisition; and 

(ii) After the acquisition, stock held by 
non-members of the EAG by reason of 
holding stock or a capital or profits inter
est in the domestic entity, if any, does not 
exceed 20 percent of the stock (by vote or 
value) of the foreign corporation; or 

(2) After the acquisition, the former 
shareholders or partners of the domestic 
entity do not own, in the aggregate, di
rectly or indirectly, more than 50 percent 
of the stock (by vote or value) of any mem
ber of the EAG. 

(d) Disregard of subsidiary-owned in-
terests. Stock or partnership interests 

owned by an entity in which at least 50 
percent of the stock (by vote or value), or 
at least 50 percent of the capital or profits 
interest, is owned directly or indirectly by 
the issuer of such stock or by the partner
ship in question shall not be taken into 
account for purposes of-

(1) Determining the percentage of O\\ln
ership of an entity under paragraphs (c)( I) 
and (c)(2) of this section; or 

(2) Treating stock held by one or more 
members of the EAG as included in the de
nominator but not in the numerator under 
paragraph (c) of this section. 

(e) Examples. The application of this 
section is illustrated by the following ex
amples. It is assumed that all transactions 
in the examples occur aftcr March 4, 2003. 
In all the examples, the EAG means the 
expanded affiliated group which includes 
the foreign corporation that has completed 
the direct or indirect acquisition referred to 
in section 7874(a)(2)(B)(i). In all the ex
amples, if an entity or other person is not 
described as either domestic or foreign, it 
may be either domestic or foreign. The 
analysis of the following examples is lim
ited to a discussion of issues under sec
tion 7874, even though the examples may 
raise other issues (for example, under sec
tion 367). 

Example I. Disregard or Iwok stock-Ii) Facts. 

A is a domestic corporation with 100 shares of a sin

gle class of common stock outstanding. A's stock is 

held by a group of individuals. Pursuant to a plan. A 

forms F. a foreign corporation. and transfers to F the 

stock of several wholly owned foreign subsidiaries. 

in exchange for 90 shares of F stock. F then forms 

Merger Sub, a domestic corporation. Under a merger 

agreement and state law. Merger Sub merges into A, 

with A surviving the merger as a subsidiary of F. In 

exchange for their A stock. the former shareholders 

of A receive. in the aggregate. 100 shares of F stock. 

A contmues to hold 90 shares of F stock. 

(ii) Analvsis. F has indirectly acquired substan

tially all the properties of A pursuant to a plan. Af

ter the acquisition. the former shareholders of A own 

100 shares of F stock by reason of holding stock in 

A. and A owns 90 shares of F stock. Under para

gmph (b) of this sectIOn. the 90 shares of F stock held 

by A. a member of the EAG. are not included in ei

ther the numerator or the denominator of the fraction 

that detennines the percentage of F stock owned by 

former shareholders of A by reason of holding stock 

in A. Accordingly, the fraction is 100/100 and the 

percentage is IOO'/(. If the condition stated in sec

tion 7874(a)(2J(R){iii) regarding relatively insuhstan

tial husiness activities in F"s country of incorpora

tion is satisfied. F is a surrogate foreign corporation 

which IS treated as a domestic corporation under sec
tion 7874(b) 

Example 2. Intra-group restrllctllring: lI'holly 

owned corporalion-( i I Facts. USS, a domestic 

corporation. ha.' 100 shares of common stock out

standing. all of which are owned by P. a corporation. 

As part of an internal restructuring within the P group. 

USS transfers all its assets to FS. a newly formed 

foreign corporation. in exchange for stock of FS. in 

a reorganization described in section 368(a)( I )(FI. P 

exchanges its USS stock for FS stock under section 

354. 

(ii) Anlllvsis. FS has acquired substantially all the 

properties held directly or indirectly by USS pursuant 

to a plan. P. the common parent of the EAG. held 

more than 80% of the stock of USS before the acqui

sition. After the acquisition, less than 20'1< of FS's 

stock is owned by non-memhers of the EAG. Under 

paragraph (cl( II of this section. the FS stock owned 

by P by reason of holding stock in USS is included 111 

the denominator but not in the numerator of the frac

tion that determines the percentage of FS stock owned 

by fonner shareholders of USS by reason of holding 

stock in lJSS. Accordingly, the fraction i.s 011 00 and 

the percentage is 0%. FS is not a surrogate foreign 

corporation. 

Example 3. Intra-group reslmctllring: Irhollr 

oWlled corporation-Ii) Facts. Thc facts arc the 

same as in Example 2 except that USS does not 

transfer any of its assets. P transfers all 100 shares of 

USS stock to FS in exchange for FS stock. 

(ii) Analysis. FS has indirectly acquired substan

tially all the properties held directly or indirectly by 

CSS pursuant to a plan. P. the common parent of the 

EAG. held more than 80% of the stock of USS be

fore the acquisition. After the acquisition. less than 

20% of FS's stock is owned by non-members of the 

EAG. Under paragraph (c)( I) of this section. the FS 

stock owned by P by reason of holding stock in USS 

is included in the denominator but not in the numer

ator of the fraction that determi nes the percentage of 

stock owned by former shareholders of USS by rea

son of holding stock in USS. Accordingly, the frac

tion is 0/100 and the percentage is 0';(. FS is not a 

surrogate foreign corporation. 

Example 4. Intra-group restnlcflIri'lg: less thall 
whollv 0l11lPfj corpomrion-(i) FaCls. The facts are 

the same as in Example 2 excepl that P owns 85 shares 

of IJSS stock. The remaining 15 shares of IlSS stock 

are owned by A. a person unrelated to P. As part of 

an internal restructuring within the P group. P and A 

transfer all their USS stock to FS, in exchange for an 

equal number of shares of FS stock. 

(ii) Analvsis. FS has indirectly acquired substan

tially all the properties held directly or indirectly by 

USS pursuant to a plan. After the acquisition, P own, 

85 shares of FS stock by reason of holding stock 111 

USS. and A owns 15 shares of FS stock by reason 

of holding stock in USS. Before the acquisition. USS 

was more than SWI< owned by p, which is the COIll

man parent of the EAG. and after the acquisition. less 

than :wcl< of FS' s stock is owned hy non-memhers of 

the EAG (i.e .. by A) by reason of holding stock in 

USS. Under paragraph (c)( I) uf thIS seclion. the FS 

stock owned by P is included in the denominator. hut 

is not included in the numerator. of the fraction that 

determines the percentage of FS stock owned by for

mer shareholders of USS by reason of holding stock 

in USS. Accordingly. the fraction is IS/lOO and the 

percentage is 15'7c. FS is not a surrogate foreign cm

poration. FS is a controlled foreign corporation. 

Example 5. Formatio/l of.joint ,'(,Iltllre (0,.,'/1/(/

lioll-(il FaCls. M. a corporation, owns all the out-
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"tanding "lock 1.If S, cl dlHlh.'''tll...' ~nrpuratl()n l'ngagl'd 

III oU\llle" 'l In the l'l1lteci State,. B. ~I cnrporatllHl 

ullIc\atet! tn \1. nl' II' 'L'Il'I,,1 fllll'lgll ,uo"t/i"rIe, th"t 
,lrl' l'llgagl'd III hu"ilk'''' Y ulIt,iLil' the l'llItcJ Stale\. 

\1 ~lIld Ii ,'nter Into .111 "grL'clllcllt ulltkr \\ hlch each 
\\ ill tf.lIl,kr L·crt.1I1l a"ch III [·1\ .. 1 nell 1\ f"nncd f(\r

elgll l(lll'(\r~ltl(lll. III nch.lllge I"r 'ill(k ul FI\·. FI\ 
\\111 ,',lll,lucl hu"n,'" Y "11 .1 1\ "rld\1 ide o",i,. PU1-
,u.III1I(\ Ihe plan, \llralhkr, III FJ\ alllhl' IHlhLllld-

1I1g ,I(\,'k III S Inl\change l(\r·+O ,hare' "I 1'1\' ,tori-., 

"Ilt/ H Ir.rn,kr, III f-J\' Ih,' ,1O,'k "j ,el eral for"lgn 

Cllll'llI.lI11'n' In L'\Cklllge jllr hll ,har" "f FlY 'tock. 
I·J\· h.l' lHl lliirer '1llck ,Hrhl;lIldll1g. 

1111.\1101, 1/\. I·J\ h", indirectly aCl.Juired ,ub

,1"1111.111\ all II1\' prllpCrill" hclu dlre"lly or inciireL'tly 
h\ S p"r,u"l1llll a plan. Afler the' acqlll\ition, ivl mlns 
-III ,h.lln III 1-1\ ,tllck 0) re.r,on Ill' hlliulng ,tock in 
S !lIld H Il\\ rh lire relllaining hO share' 01 FJV stod. 

~ I dll'" rllli \1\\ n. eI r reclly I 'r r Ilelircctly. more than SOC;' 
(\1 lire ,t(\ck 01 ;111\ 1ll,'lllo,'r nl the EAG. Under para

gr.lph 1,'11 c I nl Ihl' ,cdlon. the F IV stocK owned hy 
H " Illclu,lc-c1 III th,' dCllnmlllator oul not the nU!l1er
al<'r nf Ih,' Ira,'llnn that dcterlllines thc perccntagc of 
1'.1 \. silld 11\\ 1l,'eI hy Illrmn sh~lrL'ill>ldn' "I' Shy rea
..,un u!" hllldlilg. .... Iuck. ill S. AccnrJingl). the fraction j" 

-111/100 ;rnt! Ihe percenlage i, -lor!;. FlY is nOI a ,ur
Illgatl' f{1rl'lgn l'prpor,lti{lll 

/:1(11111,1(' (, .. \( '111/1111011 (l/ni.\tlllg joillt l'clltllre 

('/lilt, III f"d.\. K anu L are unrelated corpora

tll"l'. T"" U0Jl1e,11C cllrporation with lOll share' 
oj ,lock ollhtanLiing, 55 of which arc hdu by K Jnu 
-15 01 \\ hidl arc hdu by L. K alld L contnbule their 
'1 ,t"d, to ll, II nell h fOrIllL'd loreign corporal inn, in 
l'\Ch!ill~e III I an cqu;1I number of shares of U \lock. 

Iii 1 '\lIl1lni.\, II has inuircctly acquired sut"tan
li,lIh all Ihe pr"pcnic, hcld dlrcctly or indirectly by 

r pur,uant to a plan Aftcr the acquisitIOn. K owns 
'i'i ,h;,,\~, oil! ,"'ck hy reason of holding stock 111 T. 
,md L Oil n, -I:i ,harc, oj 1I \lock hy rea"1t1 of holu
Ing st"d in T Under par;rgraph (hi of this section, 
the t· '11ll'~ held hy K i, not incluucLl in either the 
11 II ",,'ratur or thc uenol11ll1ator "I thc frlll'tion that de-
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tenmlles Ihe percentage of U stock owned hv former 
,harcholdcrs ofT hy re,lS(1t1 of holding stock in T Ac

cordlngly. the franion is 45145 and the p.:rccnta!!e is 
100';. If the EAG Jocs not haw subs(antial hus;"ncss 
acti, itle, in Ll's ()untry of incorporation when com

pared tl' the total business activilies of the EAG, U is 
a ,urrogate foreign corporation which is treated as a 
uOlllcstic corporation under section 7X741 h). 

EIi/llIl'le 7. l/lIrll-group r{'stmouring: It'Ss 

,hdll 1,-1/0111 (/ll'n"d partllership -( i) Facf.l. LLC, a 

Delaware hmrtcd Iiahility company engaged in the 
conduct of a trade or husines" i, 'lO'!' owned by 
C. a corporation. and 1O'k ()wned by 0, a persnn 

unrelated to C, LLC has not electeu to be treated as 

an a,sociation taxable as a corporation. As part of 
an internal restructuring within thc C group, C and 0 

transfer their interes!\ in LLC to E, a newly fmIlled 
fllreign corporation, in exchange for 90 ,hares and 
III shares, respectively, of E's common stocK, which 

are all of the issued and outstanding shares of E. 
(Ii) AIlIIll'sis. LLC IS a domestic partnership for 

Feueml lI1come tax purposes. E has indirectly ac
quired substantially all the properties c()O'-tituting a 
trade or busine>s of LLC pur,uant to a plan. After 
the acquisition, C holds 90% of E', stock by reason 
of holding a capital or profits interest in LLC, and 0 
hold, 10'7, of E's ,tock by reason of holding a capi
tal or profits interest in LLC. Before the acquisition, 
LLC is more than 80'7r owned by C, the common par
ent of the EAG, and after the acquisition, less than 
207< of E's stock is owned by non-memhers of the 
F.AG (that is by 01 by reason of holding a capital or 
protil.s interest in LLC, Under paragraph (c)( I) ()fthis 
,ection, the E stock held by C is included in the de
nominator hut not the numerator of the fraction that 
determine, the percentage of E stock owned by for
mer partners of LLC by reason of holding an interest 
in LLC. Accordingly, the fraction is 101100 and the 
pcrcentage is 1O'k,. E is n()t a surrogate foreign cor
puration. 

EWlllple R. AC'IlIililillll of 50-50 joilll \'entllre 

1){lrllll'rshil,-(i) FaCTS. The facts are the same a, in 

E wlllple 7 except that C and D cal'll "\I'n 5()Cf· l)f the 

capit;J1 allu prnfils lntcresl' III LLC. C anu D transfer 
their Inil're,,, ill LLC t() t'. a IlL'lIly f,)rIned fl\reign 
eorporatlllll, ln cx,'hallg" 1'[11' 50 sh;l1es caL'h ,)f G's 

COl11l11nn 'tnc~. II hich arc all nf the i"ucd and out

standill~ share, "I' G. 
Iii) ~·\II(/I"is. G has lnUlrecll) <i"L]uired substan

tially all the properties c011stituting a trade or busi
ness of LLC. a domc,!ic partncrship, pursuant to a 
plan. After the aCljuisiliOlI. C and 0 each hold SO<;t 

of G', stoc~ hy reason of holding an interest in LLC. 
G is not ineluued 111 an expanded affiliat~d group af· 
ter the acquisition. Accordingly, none of Ihe stock 
of G is disregarucu unuer this seellon in determining 

the percentage of G stock helu by fonner partners of 
LLC by reaSDn of holding an interest in LLC. Thus, 
the fraction is I O{)II O() and the percentage is IOO'!,. 

If the EAG does not have substantial business activ
ities in G's country of incorporation when compared 
to the total business activities of the EAG, G is a sur
rogate f()reign corporation whieh is treated as a do
mestic corporation under section 7874(b). 

(e) Effective date, This section applies 
to taxable years ending after March 4, 
2003. 

Mark E. Matthews, 
Deputy Commissioller for 
Services and EnforcemellI. 

Approved December 13, 2005. 

Eric Solomon, 
Acting Deputy Assistant Secretarv 

of the Treasury (Tax Policy). 

I Fited by the Office of Ihe Federal Reg"ler on December 27. 
2005, ~45 a.ln .. and publi'hed in Ihe i"ue of the Federal 
Regi"er for December 28.2005.70 F.R. 76685) 



Part III. Administrative, Procedural, and Miscellaneous 
Credit for New Qualified 
Alternative Motor Vehicles 
(Advanced Lean Burn 
Technology Motor Vehicles 
and Qualified Hybrid Motor 
Vehicles) 

Notice 2006-9 

SECTION I. PURPOSE 

This notice sets forth interim guidance, 
pending the issuance of regulations, relat
ing to the new advanced lean burn technol
ogy motor vehicle credit under § 30B(a)(2) 
and (c) of the Internal Revenue Code and 
the new qualified hybrid motor vehicle 
credit under § 30B(a)(3) and (d). Specif
ically, this notice provides procedures for 
a vehicle manufacturer (or, in the case of a 
foreign vehicle manufacturer, its domestic 
distributor) to certify to the Internal Rev
enue Service (Service) both: 

(1) that a passenger automobile or light 
truck of a particular make, model, and 
model year meets certain requirements that 
must be satisfied to claim the new ad
vanced lean burn technology motor vehi
cle credit under § 30B(a)(2) and (c) or the 
new qualified hybrid motor vehicle credit 
under § 30B(a)(3) and (d); and 

(2) the amount of the credit allowable 
with respect to that vehicle. 

This notice also provides guidance to 
taxpayers who purchase passenger auto
mobiles and light trucks regarding the con
ditions under which they may rely on the 
vehicle manufacturer's (or, in the case of a 
foreign vehicle manufacturer, its domestic 
distributor's) certification in determining 
whether a credit is allowable with respect 
to the vehicle and the amount of the credit. 
The Service and the Treasury Department 
expect that the regulations will incorporate 
the rules set forth in this notice. 

SECTION 2. BACKGROUND 

Section 30B(a)(2) provides for a credit 
determined under § 30B(c) for certain new 
advanced lean burn technology motor ve
hicles. Section 30B(a)(3) provides for a 
credit determined under § 30B(d) for cer
tain new qualified hybrid motor vehicles. 
The new advanced lean burn technology 

motor vehicle credit is the sum of: (1) a 
fuel economy amount that varies with the 
rated fuel economy of a qualifying vehicle 
compared to the 2002 model year city fuel 
economy for a vehicle in its weight class; 
and (2) a conservation credit based on the 
estimated lifetime fuel savings of the vehi
cle compared to fuel used by a vehicle in its 
weight class and with fuel economy equal 
to the 2002 model year city fuel economy. 
The new qualified hybrid motor vehicle 
credit for passenger automobiles and light 
trucks is computed under the same formula 
as the new advanced lean burn technology 
motor vehicle credit. Both the new ad
vanced lean burn technology motor vehi
cle credit and the new qualified hybrid mo
tor vehicle credit begin to phase out for a 
manufacturer's passenger automobiles and 
light trucks in the second calendar quar
ter after the calendar quarter in which at 
least 60,000 of the manufacturer's passen
ger automobiles and light trucks that qual
ify for either credit have been sold for use 
in the United States (determined on a cu
mulative basis for sales after December 31, 
2005). 

SECTION 3. SCOPE OF NOTICE 

.01 Vehicles Covered. Both the new ad
vanced lean burn technology motor vehi
cle credit and the new qualified hybrid mo
tor vehicle credit apply to passenger auto
mobiles and light trucks. The new qual
ified hybrid motor vehicle credit also ap
plies to other vehicles, but the credit for ve
hicles that are not passenger automobiles 
and light trucks is computed under a differ
ent formula than that applicable to passen
ger automobiles and light trucks. This no
tice applies only to passenger automobiles 
and light trucks. Guidance regarding the 
credit for new qualified hybrid motor vehi
cles that are not passenger automobiles or 
light trucks will be provided in a separate 
notice. Guidance regarding the credits for 
other vehicles that are eligible for credits 
under § 30B (new qualified fuel cell motor 
vehicles and new qualified alternative fuel 
motor vehicles) will be provided in sepa
rate notices. 

.02 Rules Common to All Qualifying Ve
hicles. This notice does not address a num
ber of rules that are common to all mo
tor vehicles that qualify for credits under 

§ 30B. These rules include: (I) rules under 
which lessors may claim the credits allow
able under § 30B; (2) the rule preventing 
the credits from being used to reduce alter
native minimum tax liability; and (3) rules 
relating to recapture of the credit. The Ser
vice and Treasury Department expect to 
issue separate guidance relating to these 
rules. 

SECTION 4. MEANING OF TERMS 

The following definitions apply for pur
poses of this notice: 

(1) In General. Terms used in this no
tice and not defined in this section have the 
same meaning as when used in § 30B. 

(2) Passenger Automobile and Light 
Truck. Section 30B provides that the 
terms "passenger automobile" and "light 
truck" have the meaning given in regu
lations prescribed by the Administrator 
of the Environmental Protection Agency 
for purposes of the administration of Title 
II of the Clean Air Act (42 U.S.c. 7521 
et seq.). Those regulations cun-ently do 
not include a definition of these terms, but 
§ 30B(b)(2)(B) provides the 2002 model 
year city fuel economy tables that must 
be used to determine the amount of the 
credit for passenger automobiles and light 
trucks. Those tables do not prescribe the 
fuel economy for vehicles having a gross 
vehicle weight of more than 8,500 pounds. 
Accordingly, until either the Environmen
tal Protection Agency issues regulations or 
future guidance issued by the Service pro
vides otherwise (whichever occurs first), 
any vehicle having a gross vehicle weight 
of more than 8,500 pounds will not be 
treated as a passenger automobile or light 
truck for purposes of this notice. 

(3) City Fuel Economy. The term "city 
fuel economy" has the meaning prescribed 
in 40 CFR § 600.002-85(11). 

(4) Gasoline-Galion-Equivalelll. In the 
case of a motor vehicle that does not use 
gasoline, the 2002 model year city fuel 
economy is determined on a gasoline-gal
lon-equivalent basis. The gasoline-gal
Ion-equivalents for the 2002 model year 
city fuel economy may be obtained from 
the Environmental Protection Agency, Of
fice of Transportation and Air Quality at 
the following address: 
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Mailing AJdre~~ 
USEPA HeaJ4uarter~ 
Ariel Rio~ Building 
12()() Penn~yhania A\enue, [\;,W. 
Mail Cmle: 6-HlI A 
Washington, DC 2(J460 

(5) \ (),icie Inertia \Veighl C/lISS, The 
term "\ ehil:1e inertia weight dass" means, 
with re,pect to a motor vehicle, its iner
tia weight class determined under 40 CFR 
~ r>6.129-94. Under 40 CFR ~ r>6.082-2, 
the inertia \\ eight dass is the class (a group 
of te,t weigh") into which a vehicle is 
grouped hased on its loaded vehicle weight 
in accordance with the provisions of 40 
CFR part r>6. 

SECTION 5. MANUFACTURER'S 
CERTIFICATION AND QUARTERLY 
REPORTS 

.0 I Wizen Certijiclltion Permitted. A 
vehicle manufacturer (or, in the case of a 
foreign vehicle manufacturer, its domestic 
diqributor) may cel1ify to purchasers that 
a pa~scnger automobile or light truck of 
a particular make, model, and model year 
meets all requirements (other than those 
listed in section 5.02 of this notice) that 
must be satisfied to claim the new ad
vanced lean burn technology motor vehi
cle credit or the new qualified hybrid mo
tor vehicle credit. and the amount of the 
credit allowable under * 30B(a)(2) and (c) 
or * 30B(a)(3) and (d) with re~pect to the 
vehicle, if the following requirements are 
met: 

( I ) The manufacturer (or, in the case of 
a foreign vehicle manufacturer, its domes
tic distributor) has submitted to the Ser
lice, in accordance with section 6 of this 
notice. a certification with respect to the 
vehicle and the certification satisfies the 
requiremen" of section 5.03 of this notice: 

(2) Thc manufacturer (or, in the case of 
a fon:ign I'chicle manufacturer, its domes
tic di,trihutor) has received an acknowl
edgment of thc cntification from the Ser
Ill'C . 

. 02 Purc!Wler's Reliallce. Except as 
pnl\ ided in ,ection 5,()7 of this notice, a 
JlllrL'lla,cr of a pihscnger automobile or 
light trud: may rely on thc manufacturer's 
(,lr. in the l'a,e of a forei[!n vehicle man
ufacturer. ih domc,tic di,trihutur'S) eer
titic'illilln c'onccrning the \ chicle and the 
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Courier Address 
USEPA Headquarters 
Ariel Rios Building 
1200 Pennsylvania Avenue, N,W. 
Room 6502A 
Washington, DC 20004 

amount of the credit allowable with respect 
to the vehicle (including cases in which the 
ccrtification is received after the purchase 
of the vehicle), The purchaser may claim a 
credit in the certified amount with respect 
to the vehicle if the following requirements 
are satisfied: 

(I) The vehicle is placed in servicc by 
the taxpayer after December 31, 2005, and 
is purchased on or before December 31, 
2010, 

(2) Thc original use of the vehicle com
mences with the taxpayer. 

(3) The vehicle is acquired for use or 
lease by the taxpayer, and not for resale. 

(4) The vehicle is used predominantly 
in the United States. 

,03 COlltellt of Certificatioll. The cer
tification must contain the information re
quired in section 5.03( I) of this notice and 
the additional information required in sec
tion 5,03(2) or section 5,03(3), whichever 
applies, 

(I) All Vehicles. For all vehicles, the 
certification must contain-

(a) The name, address, and taxpayer 
identification number of the certifying en
tity: 

(b) The make, model. model year, and 
any other appropriate identifiers of the mo
tor vehicle: 

(c) A statement that the vehicle is made 
by a manufacturer; 

(d) The type of credit for which the ve
hicle qualifies (that is, either the new ad
vanced lean burn technology motor vehi
cle credit. or the new qualified hybrid mo
tor vehicle credit for passenger automo
biles and light trucks): 

(e) The amount of the credit for the ve
hicle (showing computations): 

(f) The gross vehicle weight rating of 
the vehicle: 

(g) The vehicle inertia weight class of 
the vehicle: 

(h) The city fuel economy of the vehi
cle: 

(i) A statement that the vehicle com
plies with the applicable provisions of the 
Clean Air Act; 

UJ A copy of the certificate that the ve
hicle meets or exceeds the applicable Bin 
5 Tier II emission standard (if the vehi
cle has a gross vehicle weight rating of 
6,000 pounds or less), or the applicable 
Bin 8 Tier II emission standard (if the 
vehicle has a gross vehicle weight rating 
of more than 6,000 pounds, but not more 
than 8,500 pounds) established in regula
tions prescribed by the Administrator of 
the Environmental Protection Agency un
der § 202(i) of the Clean Air Act for that 
make and model year vehicle; 

(k) A statement that the vehicle com
plies with the applicable air quality pro
visions of state law of each state that has 
adopted the provisions under a waiver un
der § 209(b) of the Clean Air Act or a list 
identifying each state that has adopted ap
plicable air quality provisions with which 
the vehicle docs not comply; 

(I) A statement that the vehicle com
plies with the motor vehicle safety pro
visions of 49 U.S.c. §§ 30101 through 
30169; 

(m) A declaration, applicable to the 
certification and any accompanying doc
uments, signed by a person currently 
authorized to bind the manufacturer (or, in 
the case of a foreign vehicle manufacturer, 
it domestic distributor) in these matters, in 
the following form: 

"Under penalties of perjury, I declare 
that I have examined this certification, in
cluding accompanying documents, and to 
the best of my knowledge and belief, the 
facts presented in support of this certifica
tion are true, correct, and complete," 

(2) New Advanced Lean Bum Technol
ogy Motor Vehicles, A certification re
lating to a new advanced lean burn tech
nology motor vehicle must also contain a 
statement that the vehicle has an internal 
combustion engine that-

(a) Is designed to operate primarily us
ing more air than is necessary for complete 
combustion of the fuel; 

(b) Incorporates direct injection; and 
(c) Achieves at least 125 percent of the 

2002 model year city fuel economy. 



(3) New Qualified Hybrid Motor Vehi

cles. A certification relating to a new qual
ified hybrid motor vehicle must also con

tain-
(a) A statement that the motor vehi

cle draws propulsion energy from onboard 

sources of stored energy that are both an 

internal combustion or heat engine using 

consumable fuel, and a rechargeable en

ergy storage system; 

(b) A copy of the certificate that the mo

tor vehicle meets or exceeds the equivalent 

qualifying California low emission vehicle 
standard under § 243(e)(2) of the Clean Air 

Act for that make and model ycar; and 

(c) Evidence that the maximum power 

available from the rechargeable energy 

storage system during a standard 10 sec

ond pulse power or equivalent test is at 

least 4 percent of the sum of the power 
and the SAE net power of the internal 

combustion or heat engine; 

.04 Acknowledgment of Certificatiun. 
The Service will review the original signcd 
certification and issue an m;knowledgment 

letter to thc vchicle manufacturer (or, in the 

case of a foreign vehicle manufacturer, its 

domestic distributor) within 30 days of rc
ceipt of the request for certification. This 

acknowlcdgment letter will state whether 

purchasers may rely on the certification. 

.05 Quarterly Reporting qf Sales of 
Qual(fied Vehicles. A manufacturer (or, 

in the case of a foreign vehicle manu

facturer, its domestic distributor) that has 
received an acknowledgment of its certi

fication from the Service must submit to 
the Service, in accordance with section 6 
of this notice, a report of the number of 
qualified vehicles sold by the manufac

turer (or, in the case of a foreign vehicle 

manufacturer, its domestic distributor) to 

a retail dealer during thc calcndar quartcr. 

For this purpose, a qualified vehicle is any 

passenger automobile or light truck that 

is a new advanced lean burn technology 
motor vehicle or a new qualified hybrid 

motor vehicle. The quarterly report must 
contain the following information: 

(I) The name, address, and taxpayer 

identification number of the reporting en
tity; 

(2) The number of qualified vehicles 

sold by the reporting entity to a retail 
dealer during the calendar quarter; 

(3) The make, modcl. model year, and 

any other appropriate identifiers of the 

qualified vehicles sold during the calendar 
quartcr; and 

(4) A declaration, applicable to the 

qum1erly report and any accompanying 

documents. signed by a person currcntly 
authorized to bind the manufacturer (or, in 

the case of a foreign vehicle manufacturer. 
its domestic distributor) in these matters, 

in the following form: 

"Under penalties of perjury, I declare 

that I have examined this report, includ

ing accompanying documents, and to the 

best of my knowledge and belief, the facts 

presented in support of this report arc true. 
correct, and complete." 

.06 Ackllowledfiment of Quarterly Re
port. The Service will review the origi

nal signed quarterly rcport and issue an ac
knowledgment letter to the vehicle man

ufacturcr (or, in the case of a foreign ve

hicle manufacturer, its domestic distribu
tor) within 30 days of receipt of the re

quest for certification. This acknowledg

ment letter will state whether purchasers 
may continue to rely on the certification. 

.07 E.ffect or Erroneolls Certificatioll. 
Erroneous Quarterlv Reports. or Failure 
to Make Timelv Quarterh' Reports. 

( I) Erroneous Certification or Quar
terlv Rt'{lort. The acknow ledgment that 
the Service provides for a certification is 

not a determination that a vehicle quali
fies for the credit, or that the amount of 

the credit is correct. The Service may, 
upon examination (and after any appro

priate consultation with the Department of 

Transportation or the Environmental Pro
tection Agency), determine that the vehi

cle is not a new advanced lean burn tech

nology motor vehicle or new lJualified hy

brid motor vehicle or that the amount of 
the credit determined by the manufacturer 

(or, in the case of a foreign vehicle manu
facturer, its domestic distributor) to be al

lowable with respect to the vehicle is incor
rect. In either event, or in the event that the 

manufacturer (or, in the case of a foreign 

vehicle manufacturer, its domestic distrib

utor) makes an erroneous quarterly report, 

the manufacturer's (or, in the case of a 

foreign vehicle manufacturer. its domestic 

distributor's) right to provide a certifica

tion to future purchasers of the advanced 

lean burn technology or hybrid motor vc

hicles will be withdrawn, and purchasers 

who acquirc a vehicle after the date on 
which the Service publishes an announce

ment of the withdrawal may not rely on the 

certification. Purchasers may contIllue to 

rely on the certification for vehicles they 

acquired on or before the date on which the 

announcement of the withdrawal is pub

lished (including in cases in which the ve

hicle is not placed in service and the credit 
is not claimed until after that date), and 

the Service will not attempt to collect any 
understatement of tax liability attributable 

to such reliance. Manufacturers (or, in 

the case of foreign vehicle manufacturers, 

their domestic distributors) are reminded 
that an erroneous certification or an erro

neous quarterly report may result in the im
position of penalties: 

(a) under ~ 7206 for fraud and making 
false statements; and 

(b) under ~ 670 I for aiding and abetting 

an understatement of tax liability in the 
amount of $1.000 ($10.000 in the case of 

understatements by corporations) per re
turn on which a credit is claimed in re

liance on the certification). 
(2) Failure to Make Tillle!v Quarterly 

Report. If a manufacturer (or, in the case 
of a foreign vehicle manufacturer. its do

mestic distributor) fails to make a quar
terly report in accordance with section 5.05 

of this notice and at the time specified in 
section 6.02 of this notice, the acknowl

edgment letter issued under section 5.04 
of this notice may be withdrawn. and pur
chasers will not be entitled to rely on the 

related certification for quarters beginning 
after the date on which the Scrvice pub

lishes an announcement of the withdrawal 
(generally, quarters beginning after the due 

date of the report). If the quarterly report 

is filed subsequently, the Scrvice may reis
sue the acknowledgment letter and retract 

the withdrawal announcement. 

SECTION 6. TIME AND ADDRESS 
FOR FILING CERTIFICATION AND 

QUARTERLY REPORTS 

.01 Time f(1/' Filing Certifimtioll. In 

order for a certification under section 5 

of this notice to be effecti ve for new ad

vanced lean burn technology motor vehi
cles and new qualified hybrid motor ve

hiclcs placed in servicc during a calendar 

year. the certification must be received by 

the Service not later than December 31 ,t of 

that calendar year. 
.02 Timc j(J1' Filing Quurterly Reports. 

A report of sales of qualified vehicles dur

ing a quarter must he filed with the Service 
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at thc address specified in section 6.03 of 
this notice not later than the last day of the 
first calendar month following the quarter 
to which the report relates. 

.03 Address for Filillg. Certifications 
and quarterly reports under section 5 of 
this notice must be sent to: 

Internal Revenue Service 
Industry Director, Large and Mid-Size 

Business, Heavy Manufacturing and 
TranspoI1ation 

Metro Park Otfice Complex - LMSB 
III Wood Avenue, South 
Iselin. New Jersey 08830 

SECTION 7. PAPERWORK 
REDUCTION ACT 

The collection of information contained 
in this notice has been reviewed and ap
proved by the Office of Management and 
Budget in accordance with the Paperwork 
Reduction Act (44 U.S.c. 3507) under 
control number 1545-1988. 
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An agency may not conduct or sponsor. 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMB control number. 

The collections of information in this 
notice are in section 5. This information 
is required to be collected and retained 
in order to ensure that vehicles meet the 
requirements for the new advanced lean 
burn technology motor vehicle credit 
under § 30B(a)(2) and (c) or the new qual
ified hybrid motor vehicle credit under 
§ 30B(a)(3) and (d). This information will 
be used to determine whether the vehi
cle for which the credit is claimed by a 
taxpayer is property that qualifies for the 
credit. The collection of information is 
required to obtain a benefit. The likely 
respondents are corporations and partner
ships. 

The estimated total annual reporting 
burden is 280 hours. 

The estimated annual burden per re
spondent varies from 35 hours to 45 hours, 

depending on individual circumstances, 
with an estimated average burden of 40 
hours to complete the certification re
quired under this notice. The estimated 
number of respondents is 7. 

The estimated annual frequency of re
sponses is on occasion. 

Books or records relating to a collection 
of information must bc retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidential. as required 
by 26 U.S.c. 6103. 

SECTION 8. DRAFTING 
INFORMATION 

The principal author of this notice 
is Nicole R. Cimino of the Office of 
Associate Chief Counsel (Passthroughs 
and Special Industries). For further in
formation regarding this notice, contact 
Ms. Cimino at (202) 622-3120 (not a 
toll-free call). 



Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations, 
Notice of Proposed 
Rulemaking, and Notice 
of Public Hearing 

Time for Filing Employment 
Tax Returns and Modifications 
to the Deposit Rules 

REG-148568-04 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions, notice of proposed rulemaking, and 
notice of public hearing. 

SUMMARY: In this issue of the Bulletin, 
the IRS is issuing temporary regulations 
(T.D. 9239) relating to the annual fil
ing of Federal employment tax returns 
and requirements for employment tax de
posits for employers in the Employers' 
Annual Federal Tax Program (Form 944 1 
(hereinafter referred to as the "Form 944 
Program"). Those temporary regulations 
provide requirements for filing returns to 
report the Federal Insurance Contributions 
Act (FICA) taxes and income tax withheld 
under section 60 II of the Internal Rev
enue Code (Code) and §§31.6011(a)-1 

and 31.60 II (a)-4. Those regulations also 
require employers qualified for the Form 
944 Program to file Federal employment 
tax returns annually. In addition, those 
regulations provide requirements for em
ployers to make deposits of tax under 
FICA and the income tax withholding 
provisions of the Code (collectively, em
ployment taxes) under section 6302 of the 
Code and §31.6302-1. The text of those 
regulations serves, in part, as the text of 
these proposed regulations. In addition 
to rules related to the Form 944 Program, 
these proposed regulations provide an ad
ditional method for quarterly return filers 

to determine whether the amount of accu
mulated employment taxes is considered 

de minimis. This document also provides 
notice of a public hearing. 

DATES: Written or electronic comments 
must be received by April 3, 2006. Out
lines of topic~ to be discussed at the public 

hearing scheduled for Apri I 26. 2006. at 10 
a.m. must be received by April 5, 2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-148568-04l. room 
5203, Internal Revenue Service, PO Box 
7004. Ben Franklin Station, Washing
ton, DC 20044. Submissions may be 
hand-deli vered Monday through Friday 
between the hours of 8 a.m, and 4 p.m. 
to CC:PA:LPD:PR (REG-148568-04), 

Courier's Desk, Internal Revenue Service. 
IIII Constitution Avenue, NW. Washing
ton, DC, or sent electronically. via the IRS 
Internet site at hrrp://It'I1'H'. irs, RovireRs 
or via the Federal eRulemaking Por
tal at hrrp://wlt'W.regulatiol1s.gol' (IRS 
REG-148568-04), The public hearing 
will be held in the Auditorium, Internal 
Revenue Building, IIII Constitution Av
enue. NW, Washington, DC. 

FOR FURTHER INFORMATIO:'ll 
CONTACT: Concerning the proposed 
regulations relating to section 60 II, 
Raymond Bailey. (202) 622-4910: con
cerning the proposed regulations relating 
to section 6302. Audra M. Dineen. (202) 
622-4940; concerning submissions of 
comments and the hearing. Treena Garrett. 
(202) 622-7180 (not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background and Explanation of 
Provisions 

Temporary regulations in this issue of 
the Bulletin amend the Regulations on Em
ployment Taxes and Collection of Income 
Tax at Source (26 CFR Part 31) under sec
tions 60 II and 6302. These amendments 
are designed to require employers quali
fied for the Form 944 Program to file Fed
eral employment tax returns annually and 
to permit most employers in the Form 944 
Program to remit their accumulated em
ployment taxes annually with their return. 
The text of those tcmporary regulations 
also serves, in part. as the text of the~e 
proposed regulations. The preamhle to the 

temporary regulations explain, the tempo
rary regulations and these proposed reg

ulations, These proposed regulations arc 
one part of the IRS's effort to reduce tax

payer burden by rcquiring certain employ
ers to file Federal employment tax returns 

annually rather than quarterly and by per
mitting certain employers to remit employ
ment taxes annually with their return. 

De Minimis Deposil Rule 

In addition to establishing the Form 944 
Program, these proposed rcgulations will 
provide a safe harbor for small employ
ers that have an unexpected increase in 
their deposit liability for a quarterly re
turn period. The proposed regulations pro
vide an alternate method for determining 
whether the employer's employment tax 
obligations are de minilllis. which is based 
on its employment taxes due for the prior 
return period. This special rule applies 
only to employers filing quarterly tax re
turns and therefore has no application to 
the Form 944 Program. 

Under the existing regulations, deposits 
of taxes reported on Form 941. "Em
ployer's Quarterly Federal Tax Return." 
generally are due monthly or semi-weekly. 
If an employer fails to make timely de
posits of employment taxes. then, absent 
reasonable cause. the employer will be 
subject to the penalty for failure to de
posit under section 6656. Currently. 
~31.6302-1(f)(4) (the de lIIillilllis de

posit rule) provides that. for quarterly and 
annual return periods. if the aggregate 
amount of employment taxes for thc rc
turn period is less than $2,500 and that 

amount is deposited or remitted with a 
timely filed return for that return period. 
thc amount will be deemed to have been 
timely deposited and the employer will 
not be subjcct to the penalty for failure 
to deposit. Thus. currently under the de 
lIIillilll;S deposit rule. employers remitting 
their employment taxes with their timely 
filed quarterly returns willllnly be deemed 

to have timely deposited their taxes if the 
amount of taxes due is less than $2.500 
for that quarter. Similarly, under the cur

rent de lIl;nimis deposit rule, employers 

remitting thcir employment taxc~ with 
their timely filed annllal retllrn~ will only 
he deemed to have timely depmited if the 
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amount of taxes due is kss than $2.500 for 

the entire ;Tar. 
LI ndn the proposed amendments. em

ployers may remit their employment taxes 
II Ith their timely filed quarterly returns and 
he deemed to have timely deposited if the 
amount of the taxes due for the current 
quarter or/ill' IiiI' f)rior (flwrtcr is kss than 
S2.5()(). This special rule can be illus
trated by the following exampk: an em
ploycr helS kss than 'i\5(U)()() In employ
ment taxes reported during the lookback 
pcriod and is therefore a monthly depositor 
LInder ~3 \.6.~()2-\(b)(2). The employer's 
emplovment tax liahilities for the first and 
second quartns of 2004 were S2.450 and 
$2.4()(). respeLti "ely. In the third quar
ter of 2()O-l. however. the employer's em
ployment tax liahility was $2.550. Linder 
the existing ill' lIIillilllis deposit rule, if the 
employn remits the $2.550 with its third 
quarter rl'lurn. the amount is not consid
ered timely deposited for that quarter and, 
thnefme, the employer would be assessed 
the section 6656 penalty for failure to de
posit. Modifying the de III ill illliI' deposit 
ruic to allow employers to base the de
termination on the employment taxes due 
lor the immediately preceding quarter pro
lides a safe harbor for employers rcgard
ing their deposit obligation,. Thus, in 
this l'xamplc. when the employer had an 
incrl',N~ in its employment tax liability 
I'm the third quarter of 200-\, its remit
tance would still be deemed to have been 
tllllely depo~ited hel'allSc the taxes for the 
immcdiately preceding return period were 
dl' III ill illl is. The proposed amcndment 
has no applicatioll to the Olle-Day rule in 
~ 31.6302-1 (c)( 2). which requires cmploy
L'rS to make a dcposit on the next banking 
tidY if they dcclllllulate $1 OO.O()O or more 
of l'mploynlL'nt taxe,;. 

Spedal Analyses 

It h,IS hel'\l determincd that this notice 
of plu(losed rllkmaking is not a significant 
regllLitury adlll\1 -IS defined ill Executil e 
(hdl'r 12:-166. Therefore. a regulatmy as
,e"melll is not n:qulred. It also has been 
dl,tel'mllled thai scdillll )53(b) of the Ad
millhtr,ltil l' Prllcedure ;'\l·t t5 U.S.C'. Chelp
Il'! ) I dill'S Illlt apply to these rcgulations 
;llhl hl'call',' tllL"l' rl'gulatillIls do Ilot im
Ill"l' ;1 cl>lkltlun llf iIlfurmatloIl un ,mall 
l'Il[I[ll',. thl' pl'lll i,ill\lS uf the Regulatory 
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Flexibility Act (5 llS.C chapter 6) do not 
apply. Pursuant to section 7805(f) of the 
Internal Revenue Code, this notice of pro
posed rulemaking will be submitted to the 
Chief Counsel for Advocacy of thc Small 
Business Administration for comment on 
their impact on small business, 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
will be given to any written (a signed origi
nal and eight (8) copies) or electronic com
ments that are submitted timely to the IRS. 
The IRS and Treasury Department request 
comments on the clarity of the proposed 
rules and how they can be made easier to 
understand. In addition, the IRS and Trea
sury Department are considering expand
ing the Form 944 program in the future and 
seek comments on the eligibility require
ments and how best to change them. All 
comments will be available for public in
spection and copying. 

A public hearing has been scheduled for 
April 26, 2006, beginning at 10 a.m. in the 
Auditorium of the Internal Revenue Build
ing. 1111 Constitution Avenue, NW. Wash
ington, DC. Due to huilding security pro
cedures. visitors must enter at the Consti
tution Avenue entrance. In addition, all 
visitors must present photo identification 
to cntcr thc huilding. Because of access 
restrictions, visitors will not be admitted 
beyond the immediate entrance area more 
than 30 minutes before the hearing starts, 
For information about having your name 
placed on the building access list to attend 
the hearing. see the FOR FLiRTHER IN
FORMATION CONTACT section of this 
preamble. 

The rules of 26 CFR 601.601(a)(3) ap
ply to the hearing. Persons who wish to 
present oral comments at the hearing must 
submit electronic or written comments and 
an outline of the topics to be discussed 
amI the time to be devoted to each topic 
(,igned original and eight (8) copies) by 
April 5, ~006. A period of 10 minutes will 
be allotted to each person for making com
ment~,. An agenda showing the scheduling 
of the speakers will be prepared after the 
deadline for receiving outlines has passed. 
Copies of the agenda will be available free 
of charge at the hearing. 

Drafting Information 

The principal authors of these pro
posed regulatiolls are Raymond Bailey, 
Audra M. Dineell. and Emly B. Berndt of 
the Office of the Associate Chief Counsel 
(procedure and Administration). Admin
istrative Provisions and Judicial Practice 

Division. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 31 IS pro
posed to be amended as follows: 

PART 31-EMPLOYMENT TAXES 
AND COLLECTION OF INCOME TAX 
AT SOllRCE 

Paragraph I. The authority citation for 
part 31 continues to read, in part, as fol
lows: 

Authority: 26 U.s.C. 7805 * * * 
Par. 2. Section 31.60 II (a)-I [s 

amended by revising paragraph (a)(5) 
to read as follows: 

,1$3I.6011(a)-1 Returns under Federal 
Insurance Contributions Act. 

(a) * * * 
(5) [The text of proposed 

o 1.601I(a)-I(a)(5) IS the samc as 
the text of §31.6011(a)-IT(a)(5) pub
lished elsewhere in this issue of the 
Bulletinj. 

* * * * * 
Par. 3. Section 31.60 II (a)-4 is 

amended by revIs1Ilg paragraph (a)(4) 
to read as follows: 

.1$31.601 l(a)--4 Returns afincome tax 
withheld. 

(a) * " " 
(4) [The text of proposed 

§31.6011(a)-4(a)(4) is the same as 
the text of §31.601I(a)-4T(a)(4) pub
Ii~hed elsewhere in this issue of the 
BulletinJ. 

* * * * * 
Par. 4. Section 31.6302-1 is amended 

by revising paragraphs (b)(4), (c)(5) and 6, 
(d) Example 6, (f)(4), and (f)(S) Example3 
to read as follows: 



§31.6302-1 Federal tax deposit rules for 
withheld income taxes alld taxes ullder 
the Federal III Sllrall ce Contributions Act 
(FlCA) attributable to payments made 
after December 31, 1992. 

* * * * * 
(b) * * * 
(4) * * * 
(i) [The text of the proposed 

§31.6302-I(b)(4)(i) is the same as the 
text of §31.6302-IT(b)(4)(i) puhlished 
elsewhere in this issue of the Bulletin]. 

(ii) [The text of the proposed 
§31.6302-I(b)(4)(ii) is the same as the 
text of §31.6302-IT(b)(4)(ii) published 
elsewhere in this issue of the Bulletin]. 

(e) * * * 
(5) [The text of proposed 

§31.6302-1(e)(5) is the same as the 
text of §31.6302-lT(c)(5) published 
elsewhere in this issue of the Bulletin]. 

(6) [The text of proposed 
§31.6302-1(c)(6) is the same as the 
text of §31.6302-1T(c)(6) puhlished 
elsewhere in this issue of the Bulletin]. 

(d) * * * 
Example 6. [The text of proposed 

§31.6302-1(d) Example 6 is the same as 
the text of §31.6302-lT(d) Example 6 
published elsewhere in this issue of the 
Bulletin J. 

* * * * * 
(f) * * * 
(4) De minimis rule-(i) De minimis 

deposit rule for quarterly and annual re
tllrn periods begilllling on or after iallllarv 
1, 2001. If the total amount of accumu
lated employment taxes for the return pe

riod is de minimis and the amount is fully 
deposited or remitted with a timely filed 
return for the return period, the amount de
posited or remitted will be deemed to have 
been timely deposited. The total amount of 
accumulated employment taxes is de mill
imis if it is less than $2,500 for the return 

period or if it is de minimis pursuant to 
paragraph (f)(4)(ii) of this section. 

(ii) De minimis deposit rule for quar
terly return periods. For purposes of para
graph (f)(4)(i) of this section, if the to
tal amount of accumulated employment 

taxes for the immediately preceding quar
ter was less than $2,500. unless paragraph 
(cl(3) of this section applies to require a 
deposit at the close of the next banking 

day. then the employer will bc dccmed 

to have timely deposited the employer's 
employment taxes for the current quarter 
if the employer complies with the time 

and method of payment requirements con
tained in paragraph (f)(4)(i) of this section. 

(iii) [The text of proposed 
§31.6302-1(f)(4)(iii) is the same as 

the text of §31.6302-IT(f)(4)(iii) pub
lished elsewhere in this issue of the 
Bulletin]. 

(5) * * * 
Example 3. [The text of proposed 

§31.6302-1(f)(5) Example 3 is the same 
as the text of §31.6302-lT(f)(5) EX({lIlple 
3 published elsewhere in this issue of thc 
Bulletin] 

* * * * * 

Mark E. Matthews. 
Deputy Commissioner for 
Sen'ices and EnfcJI"('(:'1IIell t. 

(Filed by tho Office of the Federal Reg"ter Ull December 30. 
200'1. X:.+5 a.m .. and publi'hed in the i"uc ot tho Federal 
Regi,ter for January J. 2006, 71 F.R. -161 

Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations 
and Notice of Public Hearing 

Guidance Under Section 7874 
for Determining Ownership 
by Former Shareholders or 
Partners of Domestic Entities 

REG-143244-05 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions and notice of public hearing. 

SUMMARY: In this issue of the Bulletin, 
the IRS is issuing temporary regulations 
(TD. 9238) relating to the disregard of af

filiate-owned stock in determining the per
centage of stock of a foreign corporation 

held by former shareholders or partners of 
a domestic entity. in order to determine 
whether the foreign corporation is a sur
rogate foreign corporation under section 
7874 of the Internal Revenue Code (Code). 

The text of those regulations also senes 
as the text of these proposed regulatiom. 
This document also provides notice of a 
public hearing on these proposed regula
tions. 

DATES: Written Of electronic comments 
must be received by April O. 2()()6 Out

lines of topics to be discussed at the pub
lic hearing scheduled for April 27. 2000 at 
10 a.m .. must be received by April 6, 2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-143244-05), 

room 5203. Internal Revenue Ser
vice. PO Box 7604. Ben Franklin Sta
tion, Washington. DC 20044. Submi.'i
sions may be hand-delivered Monday 
through Friday hetween the hours of 
8 a.m. and 4 p.m. to: CC:PA:LPD:PR 
(REG-143244-05). Courier's Desk, In
ternal Revenue Service. 1111 Constitution 
Avenue, NW, Washington, Oc, or sent 
electronically, via the IRS Internet site at: 
1l'1t'W.irs.gol'iregs or via the Federal eRule
making Portal at ll'lI'll'.reglllutiolls.go\' 

(lRS-REG-143244-05 ). 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed reg
ulations. Jefferson VanderWolk at (202) 
622-3810: concerning suhmission and 
delivery of comments and the public hear
ing. Rohin R. Jones. (202) 622-7180 (not 
toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background and Explanation of 
Provisions 

Temporary regulations in this issue of 
the Bulletin amend the Income Tax Regu
lations (26 CFR part I) relating to section 
7874. The temporary regulations set forth 
rules on disregarding affiliate-owned stock 
in determining the percentage of stock of a 
foreign corporation held by former share
holders or partners of a dlllnestic entity by 
reason of holding stock or a partnership in
terest in the domestic entity, for purposes 
of determining whcther the foreign corpo
ration is a surrogate foreign corporation 
under section n\74(a)(2)(B). The text of 

those regulations also ,er\"t~s as the text of 

these proposed regulation.". The preamble 
to the temporary regulations explains the 
amendments. 
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Special Analyse~ 

It has heen determined that thIs noti(c 
of prnp(l,L"d rllkmaking i, not a 'Ignificant 
regulator) action ~I, ddined 111 Executi\ e 
Ordcr 12X(1b. Therefllre, a regulator) a,
,e,sment i, not rl'L[uired. It has al,o heen 
determined that "ection :\:\3I,h) of the Ad
ministratin: Procedure Al't (:\ U.s.c. chap
ter :\) doc, nut apply to the,( regulatillns 
,md because the,e regulations do not im
p(),e a collel'tion (11' inftll'mation on small 
entities, the pW\'isillns llf the Regulatory 
Flnibility Act (:\ L'.S.c. chapter (1) do not 
apply. Pursuant to section n05( f) llf the 
Code. thi, notice of proposed rukmaking 
\\ ill he suhmitted to the Chief Counsel for 
Ad\ocacy of the Small Business Adminis
tration for comment on its impact on small 
hu,inns. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
\\ ill he gi\en to any written comments 
(,I ,igned original and eight (8) copies) 
or electronic comments that are submitted 
timely to the IRS. The IRS and Treasury 
Department ,pecifically request comments 
on the clarity of the propused regulations 
and how they can be made easier to under
stand. All comments will he available for 
pllhliL' inspection and copying. 

A public hearing has been scheduled for 
April 27, 200(1, at 10 a.m .. in the audi
torium of thc Internal Revenue Buildin" 
1111 Cllnstitution AYcnlle. NW. Wa'hin:~ 
t(ln. DC. Due to building security proc;
dun:>;, \isitor, must enter at the Con~ti

tlititH1 An'nllc ~ntrance. In addition. all 
\ I,itms l1lU,t present photo identification 
to enter the building. Because of access 
rc~triL'tions, \'i,itnrs "ill not be admitted 
bcyond the immediatc cntrance area morc 
than .'() minllte~ bdore thc hearinz ,tarl>. 
For II1/nrInation ahout h,1\ ing ym;r name 
placcd un the buildll1g acces~ Ii,t to attend 
tilL' heclrillg. sec the "FOR FURTHER IN
FOR 1\1 AT1();-.J CONTACT" ,ectioll of this 
prc<lmblc. 

The rules of 26 CFR 6()I.6ll1Ia)(.\1 ap
ph tt) the hearing. Person, "hn wish to 
pre'l'nt ()ral l'OIllIllL'nl> at the hearim: Illust 
,ubmit l'kL'trt)llil' nr \\ ritten c()l1lll1et~ts alld 
.Ill t)lItitlll' Dr thl' tnpil's to be di,cllS\ed 
.111.1 the t i ml' ") he dn (lted to each topic 
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I. a si "ned ori"inal and el' "ht (8) ') b 
.L _ '" copies \' 

Apnl6, 2006. A period of 10 minutes \\ iii 
be allotted to each person for makinz com
l1lents, An agenda showing the scheLdulinz 
of the speakcrs will be prepared after th~ 
deadline for receiving outlines has passed. 
Copies of the agenda will be a\'ailablc free 
of charge at the hearing. 

Drafting Information 

The principal author of these regula
tions is Jefferson VanderWolk of the Of
fice of the Associate Chief Counsel (Inter
national) Howe\,er. other personnel from 
the IRS and Treasury Department partici
pated in their development. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly. 26 CFR part I is proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I is amended by adding an entry in 
numerical order to read. in part. as follows: 

Authority: 20 USc. 7805 * * * 
Section 1.7874-1 also issued under 20 

U.s.c. 7874(c)(6) and (g). * '" ':' 
Par. 2. Section 1.7874-1 is added to 

read as follows: 

.1$1.7874-J Disreg((rd of' ((/filiate-owned 

.It(}ck. 

[The text of proposed §1.7874-1 is the 
same as the text of § 1.7874-lT published 
elsewhere in this issue of the Bulletin]. 

Mark E. Matthews, 
Depllt\' COllllllissioller for 
Sen'ices und Enti)rCfmfnf. 

"Flkd h~ thl' Office of the Fcd('ul RC1.!I"tl'r on OCl'emhCf-'7 
~()()5. ~.--I-5 .Ull., and rllhli\h~u in the i ... :-.l1C of the Fcde:ai 
RL'~I\tl'l f\1f DCL'l'rnhcr .?X. =(){)5. 711 FR 7n7.r~1 

Application of Section 409A 
to Nonqualified Deferred 
Compensation Plans; 
Correction 

Announcement 2006-11 

AGEI\CY: Internal Revenue Service 
IIRS l. Treasury. 

ACTION: COITeetion to notice of pro
posed rulemaking. 

SUMMARY: This document cor
rects a notice of proposed rulemaking 
(REG-I:\8080-0-l-. ~()():\--B I.R.B. 7R6) 
that was puhlished in the Federal Reg. 
ister on Tuesday. Ol'wher -1-, 2005 (70 

FR 57930). regarding the application of 
section -I-09A to nonqualified defelTed 
compensation plans. The regulations af
fect service providers receiving amounts 
of defeITed compensation. and the service 
recipients for whom the service providers 
provide services. 

FOR FURTHER INFORMATION 
CONTACT Stephen Tackney, (202) 
927-9639 (not a toll-free number), 

SUPPLEMENTARY INFORMATION: 

Background 

The notice of proposed rlilemaking 
(REG-1580HO-04) that is the subject of 
this cOITection is under section 409A of 
the Internal Revenue Code, 

Need for Correction 

As published, REG-158080-04 con
tains an elTor that may prove to be mis
leading and is in need of clarification, 

Correction of Publication 

Accordingly, the publication of 
the notice of proposed rulemaking 
(REG-158080-04) that was the subject 
of FR. Doc. 05-19379, is corrected as 
follows: 

On page 57930. column I, in the 
preamble. under the paragraph heading 
"FOR FURTHER INFORMATION CON
TACT", lines 4 thru 8, the language 
"concerning submissions of comments. 
the hearing, and/or to be placed on the 
building access list to attend the hearing, 
Richard A. Hurst at (202) 622-7116 (not 
toll-free numbers).". is COITected to read 
"concerning submission of comments. 
the hearing. and/or to be placed on the 
building access list to attend the hearing, 
Richard A. Hurst at (202) 622-7180 (not 
toll-free numbers).". 



Guy R. Traynor, 
Acting Chief, Publications 

and Regulations Branch, 
Legal Processing Division, 

Associate Chief Counsel 
(Procedure and Administration). 

(Filed by the Office of the Federal Register on January 12. 
2006. 8:45 a.m .. and published in the issue of the Federal 
Registcrfor January 17.2006.71 F.R. 2496) 

Deemed Election to Be an 
Association Taxable as a 
Corporation for a Qualified 
Electing 5 Corporation; 
Correction 

Announcement 2006-12 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correction to final regulations. 

SUMMARY: This document adds the 
text that was inadvertently removed from 
the Code of Federal Regulations in T.D. 
9203, 2005-25 I.R.B. 1285, which was 
published in the Federal Register on 
Monday, May 23, 2005 (70 FR 29452). 

DATES: This correction is effective on 
May 23, 2005. 

FOR FURTHER INFORMATION 
CONTACT: Jian H. Grant, (202) 
622-3050 (not a toll-free number). 

SUPPLEMENTAL INFORMATION: 

Background 

This document adds §301.7701-3T to 
the Code of Federal Regulations. The final 

regulations (T.D. 9203) that are the subject 
of this correction are under section 7701 of 
the Internal Revenue Code. 

Need for Correction 

As published, §301.7701-3T was inad
vertently removed in its entirety from the 
Code of Federal Regulations in T.D. 9203. 

* * * * * 

Correction of Publication 

Accordingly, 26 CFR part 301 is cor
rected as follows: 

PART 301-PROCEDURE AND 
ADMINISTRATION 

Paragraph I. The authority citation for 
part 301 continues to read, in part, as fol
lows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 301.7701-3T is added 

to read as follows: 

§30 1.770 1-3T Classification of certain 
business entities (temporary). 

(a) through (c)(l)(i) [Reserved]. For 
further guidance, see §301.7701-3(a) 
through (c)(l )(i). 

(ii) Further notification of elections. An 
eligible entity required to file a Federal 
tax or information return for the taxable 
year for which an election is made under 
§30l.770 1-3(c)( 1)(i) must attach a copy of 
its Form 8832 to its Federal tax or infor
mation return for that year. If the entity is 
not required to file a return for that year, 
a copy of its Form 8832, "Entity Clas
sification Election," must be attached to 
the Federal income tax or information re
turn of any direct or indirect owner of the 

entity for the taxable year of the owner 
that includes the date on which the elec
tion was effective. An indirect owner of 
the entity does not have to attach a copy 
of the Form 8832 to its return if an en
tity in which it has an interest is already 
filing a copy of the Form 8832 with its 
return. If an entity. or one of its direct 
or indirect owners, fails to attach a copy 
of a Form 8832 to its return as directed 
in this section, an otherwise valid election 
under §301.7701-3(c)(l)(i) will not be in
validated, but the non-filing party may be 
subject to penalties. including any appli
cable penalties if the Federal tax or infor
mation returns are inconsistent with the en
tity's election under §301.7701-3(c)(l)(i). 
In the case of returns for taxable years be
ginning after December 31, 2002, the copy 
of Form 8832 attached to a return pursuant 
to this paragraph (c)(1 )(ii) is not required 
to be a signed copy. 

(c)(1 )(iii) through (h)(3) [Re-
served]. For further guidance, see 
§301.7701-3(c)(l)(iii) through (h)(3). 

Guy R. Traynor, 
Federal Register Liaison, 

Publications and Regulations Branch, 
Legal Processing Division, 

Associate Chief Counsel 
(Procedure and Administration). 

(Filed by the Office of the Federal Register on January 19. 
2006. 8:45 a.m., and published in the issue of the Federal 
Register for January 20. 2006. 71 F.R. 3219) 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 368.-Definitions 
Relating to Corporate 
Reorganizations 

l6 (FR 1.308-::: ikrill/llI'li "llcmll 

T.D.9242 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Statutory Mergers and 
Consolidations 

AGENCY: Internal Revenue Service 
(IRS). Trea,ury. 

ACTION: Final regulations. 

SUMMARY: This document contains fi
nal regulations that define the term l'I(!tIl

lon' merger or cOllsolidutioll as that term is 
used in section 368(a)( I HA) of the Internal 
Revenue Code. concerning corporate reor
ganizations. These final regulations affect 
corporations engaging in statutory mergers 
and consolidations. and their shareholders. 

DATES: EtfcctilC DilIc: These regulations 
are effective January 23. 2006. 

FOR FURTHER INFORMATION 
CONTACT: Richard M. Heinecke. at 
(202) 622-7930 (not a toll-free number). 

SUPPLEMENTARY INFORMATION 

Background 

Thc Internal Revenue ['mle of 1986 
(Code) prmides for general nonrecog
nitil1l1 treatment for reorganizations de
scribed 111 scctilln 368 of the Code. Sec
tInn 368\ a)( II( A) prmides that the term 
rl'organi/ation includes If sllfllliorr merger 

(II' ,·oll\olidulioll. On January 24. 2003. 
the IRS and Treasury Department pub
lished temporary regulations IT.D. 9038. 
2()()3-IC.B 524) in the Federal Register 
(6X FR .,384) (the 2()O\ temporary regu
lations). along \\ ith a Ilotice of proposed 
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rUlemaking by cross-reference to the tem
porary regulations (REG-I 26485-0 I. 
2003-1 CS. )-+2) (the 2003 proposed 
regulations). defining stail/lOrr merger or 

C(}IlSO/ ii/If I iOIl. The 2003 temporary regu
lations generally prO\ide that a statutory 
merger or consolidation is a transaction 
effected pursuant to the laws of the United 
States or a State or the District of Colum-
bia. in which. as a result of the operation 
of such laws. all of the assets and liabilities 
of the target corporation are acquired by 
the acquiring corporation and the target 
corporation ceases its separate legal ex
istence for all purposes. Under the 2003 
temporary regulations. the merger of a 
target corporation into a limited liability 
company that is disregarded as a separate 
entity from the acquiring corporation for 
Federal income tax purposes may qualify 
as a statutory merger or consolidation, 

No public hearing regarding the 2003 
proposed regulations was requested or 
held. Nonetheless. a number of comments 
were received. 

As described above. under the 2003 
temporary regulations. a transaction can 
only qualify as a statutory merger or con
solidation if the transaction is effected 
"pur-mant to the laws of the United States. 
or a State or the District of Columbia." 
Given that many foreign jurisdictions 
have merger or consolidation statutes that 
operate in material respects like those 
of the states. on January 5, 2005, the 
IRS and Treasury Department proposed 
regulations (the 2005 proposed regula
tions) containing a revised definition of 
statutory merger or consolidation that 
allows transactions effected pursuant to 
the statutes of a foreign jurisdiction or 
of a United States possession to qualify 
as a statutory merger or consolidation 
tREG-117969-()(). 20()5-7 I.R.B. 533 [70 
FR 746]). Simultaneously with the publi
cation of the 2005 proposed regulations. 
the IRS and Treasury Department pub
lished a notice of proposed rulemaking 
(REG-125682-01. 2005-7 I.R.B. 536) 
proposing amendments to the regulations 
LInder sections 358. 367. and 884 to reflect 
that. under the 2005 proposed regulations. 
a transaction involving a foreign entity 
and a transaction effected pursuant to the 

laws of a foreign jurisdiction may l\ualify 
as a statutory merger or consolidation (the 
foreign regulations). 

Explanation of Provisions 

The IRS and Treasury Department 
have received comments regarding the 
2005 proposed regulations and the foreign 
regulations. This Treasury decision adopts 
the 2005 proposed regulations as final reg
ulations. with certain technical changes. 
The foreign regulations are adopted as 
final regulations in a separate Treasury de
cision. The following sections describe a 
number of the most significant comments 
received with respect to the 2003 proposed 
regulations and the 2005 proposed regu
lations and the extent to which they have 
been adopted in the final regulations. 

A. State Lali' CO/l)'ersiolls 

A number of commentators have ques
tioned whether under the 2003 temporary 
regulations a transaction involving a state 
law conversion of a corporation into a lim
ited liability company that is disregarded 
as an entity separate from its owner for 
Federal income tax purposes can qualify as 
a statutory merger or consolidation under 
section 368(a)( I )(A). For example, sup
pose A, a corporation, acquires all of the 
stock of T, a corporation. in exchange for 
consideration 50 percent of which is A vot
ing stock and 50 percent of which is cash. 
As pal1 of an integrated transaction, imme
diately after the stock acquisition, T files 
a form with the secretary of state of its 
state of organization to convert its form of 
organization from a corporation to a lim
ited liability company. Some commenta
tors have suggested that the conversion of 
T into a single member limited liability 
company disregarded as an entity separate 
from A should be treated like the merger of 
T into a pre-existing single member lim
ited liability company that is disregarded 
as an entity separate from A. In the latter 
case. the overall transaction may qualify 
as a statutory merger or consolidation of 
T into A under the 2003 temporary regula
tions. Commentators have suggested that 
there is no policy reason to require T to ac
tually merge into the entity that is disre-



garded as separate from A for A's acqui
sition of the T assets to qualify as a statu
tory merger or consolidation. Although the 
conversion does not involve the fusion un
der state or local law of a target corporation 
into a pre-existing entity, it is similar to a 
statutory merger in that it accomplishes si
multaneously the transfer for Fcderal in
come tax purposes of all of the assets of 
the target corporation to the acquiring cor
poration and the elimination for Federal in
come tax purposes of the target corporation 
as a corporation. 

A similar question arises when the tar
get corporation is an eligible entity under 
§301.7701-3(a), rather than a per se cor
poration, and the status of the target for 
Federal income tax purposes is changed 
through an Entity Classification Election 
under §301.7701-3 rather than through a 
conversion under state law. In this case, no 
action under state or local law effects the 
transfer of the assets of the target corpo
ration to the acquiring corporation. Nev
ertheless, the election also accomplishes 
the simultaneous transfer for Federal in
come tax purposes of all of the assets of 
the target corporation to the acquiring cor
poration and the elimination for Federal in
come tax purposes of the target corporation 
as a corporation. 

As described above, the 2003 tempo
rary regulations provide that a transaction 
can only qualify as a statutory merger 
or consolidation if the target corporation 
ceases its scparate legal existence for all 
purposes. The final regulations retain this 
requirement. In a convcrsion, thc target 
corporation's legal existence does not 
cease to exist under state law. Its legal 
existence continues in a different form. 
Therefore, a stock acquisition of a target 
corporation followed by the conversion of 
the target corporation from a corporation 
to a limited liability company under state 
law cannot qualify as a statutory merger 
or consolidation under these final regu
lations. Consequently, pending further 
consideration of this issue, these final reg
ulations clarify that such an acquisition 
cannot qualify as a statutory merger or 
consolidation. 

Nevertheless, the IRS and Treasury De
partment are considering whether a stock 
acquisition followed by a convcrsion of 
the acquired corporation to an entity dis
regarded as separate from its corporate 
owner, and whether a stock acquisition 

followed by a change in the entity classifi
cation of the acquired entity from a corpo
ration to an entity disregarded as separate 
from its corporate owner, should be per
mitted to qualify as a statutory merger or 
consolidation. The IRS and Treasury De
partment are interested in receiving com
ments in this regard. In addition, the IRS 
and Treasury Departmcnt are interestcd 
in comments regarding what implications, 
if any, permitting these two-step trans
actions to qualify as a statutory merger 
or consolidation would have on Revenue 
Ruling 67-274, 1967-2 C.B. 141 (ruling 
that an acquisition of stock of a target cor
poration followed by a liquidation of the 
target corporation qualified as a reorga
nization under section 368(a)( I l(C)) and 
Revenue Ruling 72-405, 1972-2 C.B. 217 
(ruling that a forward triangular merger of 
a subsidiary of an acquiring corporation 
followed by a liquidation of the subsidiary 
qualified as a reorganization under section 
368(a)( 1 )(C». 

B. Existence and Composition ()f the 
Transferee Unit 

The 2003 proposed regulations gener
ally require that, in order for a transaction 
to qualify as a statutory merger or consol
idation, all of the assets and liabilitics of 
each member of the transferor combining 
unit bccomc thc asscts and liabilities of one 
or more members of one other combining 
unit (the transferee unit). For this purposc, 
a combining unit is a combining entity and 
all of its disregarded entities and a combin
ing entity is a business entity that is a cor
poration (as defined in §301.7701-2(b» 
that is not a disregarded entity). As de
scribed above, the definition of statutory 
merger or consolidation allows for the pos
sibility that a merger of a corporation into 
an entity disregarded as an entity separate 
from an acquiring corporation could qual
ify as a statutory merger or consolidation. 

One commentator stated that while it is 
clear that the existence and composition of 
the transferor unit are tested only immedi
ately before the transaction and that the ex
istence and composition of the transferee 
unit are tested immediately after the trans
action, it is not clear whether the existence 
and composition of the transferee unit are 
also tested immediately prior to the trans
action. This ambiguity, the commentator 
argued, creates uncertainty as to whether 

the following transaction can qualify as a 
statutory merger or consolidation: A and 
T, both corporations, together own all of 
the membership interests in P, a limited li
ability company that is treated as a partner
ship for Federal income tax purposes. T 
mcrges into P. In the merger. the sharehold
ers ofT exchange their T stock for A stock. 
As a result of the merger, P becorne~ an en
tity that is disregarded as an entity separate 
from A. If the existence and composition 
of the transferee unit were tested only after 
the transaction, the transaction could qual
ify as a statutory merger or consolidation. 
However, if the existence and composition 
of the transferee unit were tested both be
fore and after the transaction. the transac
tion would not qualify for tax-free treat
ment because, before the merger, P is not a 
mcmber of the transferee unit because it is 
not treated as an entity that is disregarded 
as an entity separatc from A for Federal in
come tax purposes. 

The IRS and Treasury Department be
lieve that the transaction described should 
qualify as a statutory merger or consolida
tion. Accordingly, these final regulations 
include an example that illustrates that the 
existence and composition of the trans
feree unit is not tested immediately prior 
to the transaction but instead is only tested 
immediately after the transaction. There
fore, the merger of T into P may qualify as 
a statutory merger or consolidation. More
over, A would be a party to the reorganiza
tion, permitting nonrecognition under the 
operative reorganization provisions of sub
chapter C of the Code. 

Treating the merger of T into P as a re
organization raises questions as to the tax 
consequences of the transaction to the par
ties, including whether gain or loss may 
be recognized under the partnership rules 
of subchapter K as a result of the termina
tion of P. Similar questions are raised in a 
merger ofT directly into A that qualifies as 
a reorganization where, in the transaction, 
P becomes disregarded a~ an entity sepa
rate from A for Federal income tax pur
poses. The IRS and Treasury Department 
are considering the tax consequences in 
these cases, including the extent to which 
the principles of Revenue Ruling 99-6 ap
ply in these situations and, if they do apply, 
their consequences. The IRS and Treasury 
Department request comments in this re
gard. 
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C. Consolidations and Allloig(/Illurions 

Que,tions ha\'e arisen regarding the 
application of the definition of statutory 
merger or consolidation to transactions 
that are effected under state law consoli
dation statutes and foreign law amalgama
tion statutes, In a state law consolidation 
and a foreign law amalgamation, typically, 
two or mOle corporations combine and 
continue in the resulting entity, which is 
a new corporation that is formed in the 
consolidation transaction, Some commen
tators have asked whether a consolidation 
or an amalgamation can qualify as a statu
tory merger or consolidation under section 
368(a\( I HAl if effected pursuant to a law 
that provides that the consolidating or 
amalgamating corporations continue as 
one corporation in the resulting corpora
tion. Those commentators are concerned 
that. because the existence of each of the 
consolidating corporations or amalgamat
ing corporations continucs in thc resulting 
corporation, the requirement that the trans
feree corporation cease its separate legal 
existence for all purposes may not be sat
isfied. 

The IRS and Treasury Department be
lieve that the fact that the existence of 
the consolidating or amalgamating corpo
rations continues in the resulting corpora
tion will not prevent a consolidation from 
qualifying as a statutory merger or consol
idation under thc 2003 temporary regula
tions, The 2003 temporary regulations re
quire that the separate legal existence of 
the target corporation ceases. In a con
solidation or an amalgamation, even if the 
governing law provides that the existence 
of the consolidating or amalgamating enti
ties continues in the resulting corporation, 
the separate legal existence of the consol
idating or amalgamating entities does in 
fact cease, Thcrefore. the IRS and Trea
sury Department do not believe that the 
fact that the existence of the consolidating 
or amalgamating entitie~ continues in the 
n:,ulting corporation prevents a consolida
tion or an amalgamation from qualifying 
as a statutory merger or consolidation. 

Other commentators have questioned 
whether a consolidation or amalgama
tion of two operating corporations can 
ill\ol\e a reorganization under section 
3681 a l( I )( F) with respect to one and a 
reurgani7ation under section 368(a)( I )(A) 
\\ith re,pect to the other. For example. 
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suppose that X and Y, both operating cor
porations. consolidate pursuant to state 
law, In the consolidation, X and Y result 
in Z, a new corporation. The shareholders 
of X and Y surrender their X and Y stock, 
respectively, in exchange for Z stock. 
Some commentators have suggested that 
the consolidation could be viewed as a 
transfer by X of its assets and liabilities 
to Z in a reorganization under section 
368(a)( I )(F) followed by a merger of Y 
into Z in a reorganization under section 
368(a)(1 )(A). Alternatively, it could be 
viewed as a transfer by Y of its assets and 
liabilities to Z in a reorganization under 
section 368(a)(l )(F) followed by a merger 
of X into Z in a reorganization under sec
tion 368(a)(1 )(A). The IRS and Treasury 
Department intend to further study this 
issue in connection with their separate 
study of reorganizations under section 
368(a)( 1 )(F). 

Questions have also arisen regarding 
the application of the definition of statu
tory merger or consolidation to triangular 
transactions involving consolidations and 
amalgamations. For example, suppose that 
A seeks to acquire both X and Y, each in 
exchange for consideration that is 50 per
cent A voting stock and 50 percent cash. 
Under state law, X and Y consolidate into 
Z, a corporation that results from the acqui
sition transaction as a wholly owned sub
sidiary of A. The IRS and Treasury De
partment believe that a triangular consol
idation or amalgamation should be tested 
under the reorganization rules as a forward 
triangular merger of each of the consoli
dating or amalgamating corporations into a 
wholly owned subsidiary of the parent cor
poration. Such a transaction might qualify 
as a statutory merger or consolidation pur
suant to the rules of section 368(a)(2)(D). 
The IRS and Treasury Department recog
nize that in triangular consolidations and 
triangular amalgamations, the corporation 
the stock of which is used in the transac
tion (A) does not control the acquiring cor
poration (Z) immediately before the trans
action, Nonetheless, the IRS and Trea
sury Department do not believe that sec
tion 368(a)(2)(D) requires the corporation 
the stock of which is used in the transaction 
to control the acquiring corporation im
mediately prior to the transaction and that 
such corporation' s control of the acquiring 
corporation immediately after the transac
tion is sufficient to satisfy that require-

ment of section 368(al(~l(l)), Therefore, 
these final regulations include an example 
that illustrat;s the application of section 
368(a)(2)(D) to a triangular amalgamation. 

SPECIAL ANALYSIS 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore. a regulatory assessment 
is not required. It also has becn determined 
that section 553(b) of the Administrative 
Procedure Act (5 U.S.c. chapter 5) does 
not apply to these regulations and, because 
these regulations do not impose a collec
tion of information on small entities, the 
Regulatory Flexibility Act (5 U.S.c. chap
ter 6) does not apply. Therefore, a Regu
latory Flexibility Analysis is not required. 
Pursuant to section 7805(f) of the Code, 
the proposed regulations preceding these 
regulations were submitted to the Chief 
Counsel for Advocacy of the Small Busi
ness Administration for comment on their 
impact on small business. 

Drafting Information 

The principal author of these final reg
ulations is Richard M. Heinecke of the Of
fice of Associate Chief Counsel (Corpo
rate). However, other personnel from the 
IRS and Treasury Department participated 
in their development. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part I is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read, in part, as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.368-2 is amended 

by revising paragraph (b)( I) to read as fol
lows: 

§1.368-2 Definition a/terms. 

* * * * * 
(b)(l)(i) Definitions. For purposes of 

this paragraph (b)(I), the following terms 
shall have the following meanings: 

(A) Disregarded entity. A disregarded 
entity is a business entity (as defined in 



§301.7701-2(a) of this chapter) that is 
disregarded as an entity separate from its 
owner for Federal income tax purposes. 
Examples of disrcgarded entities include 
a domestic single member limited liability 
company that does not elect to be classi
fied as a corporation for Federal income 
tax purposes, a corporation (as defined 
in §301.7701-2(b) of this chaptcr) that is 
a qualified REIT subsidiary (within the 
meaning of section 856(i)(2»), and a cor
poration that is a qualified subchapter S 
subsidiary (within the meaning of section 
1361(b)(3)(B»). 

(B) Combining entity. A combining en
tity is a business entity that is a corporation 
(as defined in §30 1. 770 1-2(b) of this chap
ter) that is not a disregarded entity. 

(C) Combining unit. A combining unit 
is composed solely of a combining entity 
and all disregarded entities, if any, the as
sets of which are treated as owncd by such 
combining entity for Federal income tax 
purposes. 

(ii) Statutory merger or consolida
tion generally. For purposes of section 
368(a)( 1 )(A). a statutory merger or consol~ 
idation is a transaction effected pursuant 
to the statute or statutes necessary to ef~ 
feet the merger or consolidation. in which 
transaction, as a result of the operation 
of such statute or statutes. the following 
events occur simultaneously at the effec~ 
tive time of the transaction -

(A) All of the assets (other than those 
distributed in the transaction) and liabili~ 
ties (except to the extent such liabilities are 
satisfied or discharged in the transaction or 
are nonrecourse liabilities to which assets 
distributed in the transaction are subject) 
of each member of one or more combining 
units (each a transferor unit) become the 
assets and liabilities of one or more mem
bers of one other combining unit (the trans
feree unit); and 

(B) The combining entity of each trans
feror unit ceases its separate legal exis
tence for all purposes; provided, however, 
that this requirement will be satisfied even 
if, under applicable law, after the effective 
time of the transaction, the combining en
tity of the transferor unit (or its officers, 
directors. or agents) may act or be acted 
against, or a member of the transferee unit 
(or its officers. directors, or agents) may 
act or be acted against in the name of 
the combining entity of the transferor unit, 
provided that such actions relate to assets 

or obligations of the combining entity of 
the transferor unit that arose. or relate to 
activities engaged in by such entity, prior 
to the effective time of the transaction, and 
such actions are not inconsistent with the 
requirements of paragraph (b)(l)(ii)(A) of 
this section. 

(iii) EX{lmples. The following examples 
illustrate the rules of paragraph (b)(1) of 
this section. In each of the examples, cx
cept as otherwise provided. each of R. V, 
Y, and Z is a C corporation. X is a do
mestic limited liability company. Except 
as otherwise provided, X is wholly owned 
by Y and is disregarded as an entity sep
arate from Y for Federal income tax pur~ 
poses. The examples are as follO\vs: 

Example 1. Dil'isil'e lra/}s(lcfuJIl pursualll to II 

lI1erger slalule. (i 1 Facl.l'. Under State w law. Z trans

fers some of its assets and liabilities to Y. retains the 

remainder of its assets and liabilities. and remains in 
existence for Federal income tax pllrpmes following 

the transaction. The Iransaction qualifies as a merger 

under State W corporate law. 
(ii) AII(/l1'.li.l. The transaclion does not satisfy the 

requirements of paragraph (bl( IIi ii)1 A) of this sec· 
tlon because all of the assets and liabilities of Z. the 

combining entity of the transferor unit. do not be

come the assets and liabilities of Y. the combining 

entity and sole member of the transfcree unit. In addi
tion. the transaction docs not satisty the requirement> 

of paragraph (b)( I )( ii)1 B) of this section because the 

separate legal existence of Z does not cease for all 
purposes. Accordingly. the transaction does not qual· 

ify as a statutory merger or consolidation under sec· 
tion 368(a)( I )(A) 

Erllmpfe 2. M()rg(~r (?(al{/rge! corporation info a 

ciilTegartled <'JlIin' il1 <'xcil<ll1gefiJr srock o{lhe OIt'J/er. 

(i) Facls. Under State W bw. Z merges into X. Pur
,uant to such law. the following events DCCur simul· 

taneously at the effective time of the transaction: all 
of the assets and liabilities ofZ become the assets and 
liabilitics of X and Z's ,cparate legal existence ceases 

for all purposes. In the merger. the Z shareholders ex· 

change their stock of Z for stock of Y. 
(ii) Allalysi\'. The transaction satisfies the require

ments of paragraph Ib)( I )(ii) of this section hecause 

the transaction is effected pursuant to State W law and 

the following events occur simultaneously at the ef· 
fective time of the transaction: all of the a"cts and 

liabilities of 7.. the comhining entity and sole member 

of the transferor unit. become the a"ets and liabilities 
of one or more members Df the transferee unit that is 

comprised of Y. the comhining entity oJ' the transferee 

unit. and X. a disregarded entity the assets of which 
Y is treated as owning for Federal income tax pur· 

po,es. and Z cea,es its separate legal existence for all 
purposes. Accordingly. the transaction qualifies a, a 

statutory merger or consolidation for purposcs of ,e(
tion 368(a)( I )(A) 

Examl'le 3. Merger o{a I",xcl 5 cOI],omlio/l Ih", 

011'111' a QSuh 11110 ({ di.I'/'cf«lrdcd c/llill. (i) F({ct.l'. The 

facts are the same as in EWlJIl'lc 2. except that Z is an 

S corporation and owns all ofthc stock of l'. a QSuh. 
(ii) A lIal.".I· I\,. The deemed formation loy Z of U 

pursuant to * I.IJ61-51 b II I) (as a con.sequence of 

the terllllllatillnllf ll's ()Suh ciL'Ctlllnl is disrL'~arded 

fnr Federal incollle la\ pllrpllses TIll' l"IIlS"L'ill III 1\ 

treated as a tran.ster of the clssel\ 01 [1 10 X. f"lh)\\ cd 

by X's tr,lIlskr of Ihesc 'Issel\ tu l' In c\chan!'c fur 

stock of U. See ~I U("-.~lb)I.'1 F'I/I11/'/(' 'J Thl' 
transaction will. therd'orc. satlsf) Ihe requlITlllcnl\ 
of pal'agraph 110)11)1 ii) of this scCtillll hccau,,· the 

transaction is clTeoed [1ursuant to Stale \V la\\ 'lIId 

the following escnt' "CClll' Slll1UltclIIl'ou,l) at Ihe 
effectise time 01 the transaction: ,til of Ihe assCI\ 

and liabilities of Z and LJ. the sole lllelllhL'r, Ill' Ihe 

transferor UIlIt. hecolllc the as\ets and liahtl itles of 
one or more memhers 01 thc transkrcc unil Ihal is 

comprised of Y. thc combining entlly III Ihe trans· 

feree unit. and X. a disregarded cntity Ihe ,,,sel\ 01 
which Y is treated as owning for Federal IIll'OIllL' tax 

purposes. and Z cease' it, separ,lte legal e\islel"'c for 
all purpose,. Moreol'er. the deemed transfer of the 

assets of lJ in e\change I' OJ' U slock docs n()1 l'auSC 
the Ir,][]saction 10 fail 10 qualit'y as a statutory merger 

()J' cLlnsolidation. See *30)\(<l1I2I1C) Accmdlllgl), 

the transaction qualifies as a statutory merger or 

consolidation for purpose, of scctilln 36X(CIIIIII A I. 
Exomple...f.. Triul/gular IlIeJ~~('r (~.f 1I r({n~('f CUI ro

I'IIlio/l illio (I di.lregal'ded elllil\'. Ii) file/.I. The facts 

are the same as in E.wlII]lle 2. except thai V Oll'ns 
100 percent of the outstanding stock of Y and. in the 
mergerofZ into X. the Z shareholders exchange their 

slock of Z for stock of V In the Iran'CIL'tlon. 7. trans
fers substantially all of Its properties 10 X. 

(ii) Allal.".I'i.l. The transaction is 1101 pre\'Cl1ted 

from qualifying a ... J statutory llll'rger nf l'lln\olida
tion under sectilln .'Mlfa)( t I(A I. provided the require· 
ments of secli()Jl ~()X(a)l:2)I[)) arc salisfied Becall,e 

the assds or X are treated 1'111' Federal income la\ pur· 

poses as the assets of Y. Y will be treated as al'L[uiring 
substantially all of the properties of Z in the merger 

for purposes of detcrmining whether the merger .sat· 
isfies the requirements of section ~()K( a)(:2)( D). As a 
result. the Z shareholders that rcceive stock of \' will 

be treated as receivlIlg stock of a corpl1ratiol1 that is 
in control of Y. the comhining entity llf the transkree 
unit that is the acqlllfing corpllratlon for purposes of 
section 368(a)(2)(D). Accordingly. the mcrger will 

satisfy the requirements of section ~()XI a)( 211 D I. 
£xlImph' 5. Nferger oro lUIger COIJJOrtlf/OI1 I11ln {/ 

disregarded elllin' lH1'Jled I'." a l'urrnen/lIl'. (i I flu·r.l. 

The facts are the same '" in EXllIlIl'/" ~, l'XCCpl that Y 
is organlf-ed as a partnership under the laws of Stale 

Wand is c1assitied as a partnershi p I'llI' Feueral in· 

come tax purposes 
(ii I AI/(t!'·.I'is. The transaction does nol seltlSfy the 

requirements of paragraph (blllllii)(AI of this sec· 

tion. All Ill' the asseh and liabilities ofZ. thc l'(II11hin· 

IIlg entlt) and sole member of thc transferor unit. do 
not hecomc thc assets and Iiahilities of one or more 

members of a transferee unit because neither X nor 

Y qualifies as a cllmblning entity. Accordingly. the 

transaction cannot qualify as a statutory mer!,!cr or 
consolidation for purposes of section -,IlK(a)(I)I A I. 

EX(JJ)]l'le Ii. Merf<('/' ota dis/'('g<lI'Ilcd ('11111\' In/I! 0 

CIl/7,0mlioll. (i) Focr.l. Under State \1/ law. X merges 

into Z. Pursuant to sueh la\\", the following clenh oc
cur simultaneously at the effectile time of the trans

action: all of the assets and liahilities 01 X Ihut n(lt 

Ihe assel\ 'Inel liabilities of Yother than thosc ilf X I 

hecomc the assets and liahilities of Z and X's scpa· 

rate It'g~d L'xi .... lellcL' l'c~l~e\ for all purp0...,c ..... 
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(ii I Allal."'il. The tran,action Jocs not ,atisry the 

rcquiremenh of paragraph \l»)lI)lII)lAlof thi, ,ec

tion becausc .ilillf the a"eh Jnd liabilitlc, llf a tran,

feror unit do nllt bel'omc thc a"Ch and liahilitlcs of 

one or nwre mel1lhn, of the tran,fcrec unl!. The 

tran,aL'tllln ahll JOl" not ,ati,l\ the reLjuiremcnh ,)1' 

paragraph I h 11111 ii II B) of thl' seL'tlOn hccau,e " Joe, 
not qu,i1i1y ." a c')l11bltling entlt) Al'e,1l'llingl). the 
lran,aetion e.tnnot Ljualify a, a qatutl)rl merger or 

l'()n'lllidation for purpose, of sCl·tion "IlXI a III II A I. 
[\(/III!'/e 7. ;\1(rgl'f (~r tI cOlrorallOil into tl di.~

ngtln/nl ('11111.\ III t'lclwlIgeti>r illianll ill Ihe dim'

~({/'dnl (,lIlir\ II) /-'1('1.1. Llndel State W la\\, Z merge, 

into X. PUhuant to sUc'h 1,1\\, the folll'" ing elenb oc

cur "multaneously at thc effcctiw time of the Iran,
aL'tIlHI: all of the il"et, and liahilltles of Z hCCl)me Ihe 
Cl'.,ch and liJbilitie, of" and Z·.s .separate legal exis
tcncc cease, for all purplhC,. In the merger of Z into 
X. the 7 sharcholder, exchange their ,tocK of Z for 

interl'sls in X ", thaI, immediately afler the merger. 

" " not disregarded c" an entily separate from Y for 
Federal income tcn purpo,e,. Following Ihe merger, 
rur,udnt to ~3() 1.770 1-3( h I( I III) of th" chapter, X is 
cl."sificd a, a partncrship for Federal income tax pur

Illh~~. 

(iii Alla/r.l/.I. The trallSaction doe, not satisfy the 
requirement- of paragraph (b)( I )(iil(A) of this sec

ti'lIl hecause immediately after the merger X is not 
di,regarded a, an entity ,eparale from Y and, conse

quentl" all of the a"eh and liabilities of Z, the com
hinlng entity of the transferDr unit. dD not hecome 
thc asscts and liahilitic, of one or more member, of 
a tran,feree unit. Accordingly, the transaction cannot 
yualil, as a statutory merger or consolidation for pur
p"se, "I' ,cctlon 36X(a)( [)(Al. 

hllllll'll' 8. Iylnger rrlll/.lllnilJll prnnled Ii\' dis

rrihlliioll. (i) FI/( l.\'. 7. operates two unrelated busi

ne"e" Bu,ine" P and Busines, Q, each of which 
rerre,ents :;() percent of the value of the assets of Z. 
Y ue,ire, to acquIre and continue operating Business 
P. hut doe, nOI lVant to acquire Busine" Q, Pursuant 
to a ,ingle plan. Z selh Bu.siness Q for cash to par
tic, unrelatcd to Z and Y in a taxahle tran,action, and 
then d"lrioutes thc proceeds of the sale I'm rala to 
it- ,hareholder,. Then, pursuant tn State W law, Z 
mergc, illlo Y. Pursuant tn such law. the following 
C\L'lIh Decur simultaneously at the effective time of 
thc tl alls,lClion. all of the assets and liahilities of Z 
l'l'lalcd tD Business P hecome the asselS and liabili
tic, nf Y and Ts separate legal exi,tence cease, for 
,ill purpose,. In the merger. the Z shareholder, ex
c'hange their Z qock I'm Y ,tock. 

Iii 1.'11111/1'11.\. The transact inn sati,fies the reLjuire
mellt, nf paragraph (b)( I II ii I of this section hecau,c 
the trclllsal'tinllls dtecteu rur,uanl to State W law and 
th,' toll,)\\ in)! elenh occur simultancDu,ly at the ct
ic'c'tl\ e tIme nf the tran,aCI\DII: all of the a"eb and 
Ii.lhrlltle, nl l. thc l'llmhilling entity and ,,,Ie mem
her nf lill.' tralhkror unIt. hccnmc the? Js:-.Ch and lia
brink" 1)1' I. the Cl11llhlllillg eutity and ,ole memher 
,,1' the transfcrl'C unit. and Z cea,es Its separate legal 
nl'lellCC fnr .ill PlIIP"Sl". Accnnlingly. the Iran,ac
linn L]u'-tllfic ...... 1\ a \tatllt()J~ Ill~rgt.'r or (nn~OlILi;J.t\On 

tIll plIIP<1\L" "I ,cellon ",hXlaIlII(AI 

t_ \11111/1/t' l) .')"1I1(, {tll1' COII\ tnlOJ/ of 1urgel cor

/l( IrdU{l11 IJild 1/ 1/lIIIIi'd !iuf,i!iry COIJ1/hll1Y. (i f Facts. 

\' clccillil'es Ihe ql)ek of \. Imm the \' ,hareholder, In 

l'\(h~ln~L' fnr L'ul1 .... iut'ratloll th:.lt (OIl">I\h of 50 p~rl'cnt 

\ I'tlll~ st<k'k "I' \' .1Ild 50 percent ca,h Immediatel) 
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,If tel the slock acquisition, V files Ihe nect's.,arv do,'

uments to com ert from a corporation to a limited Ii

Jodity company undcr State W law. y', acqui'itlon 

ilf the stock of V and the conversion of \' tl' a limiled 
liahility cnmpany are ,teps in a single Integrated ac-
Ljuisition 0) Y of the assets of V L -

(ii I Allah'sis. The acquisition by Y of the assets 
of \' doe, not satisfy the requirements of paragraph 
(0 I( I )( ii )(B) of this section because V the combining 

entity of (he tralhfernr unit. does not cease iI, separate 
legal existence. Allhough V i, an entity disregarded 
from its owner for Federal income tax purposes, it 
Cl>ntinues to exist as a jUrIdical entity after the con

version. Accordingly, Y' s acquisition of the assets of 
\' does not qualify as a ,tatutory merger or consoli
dation for purposes of section JIl8(a)( I )(A). 

E\({lIlplc 10. DissoluTioJl o( IIIrgeT corporaTioJl. 
II) /-ilels. Y acqutres the stock of Z from the Z share

holder, in exchange for CDnSlderatton that consists of 
50 percent voting stock of Y and 50 percent cash. Im
mediately afler the stock acquisition, Z files a cenifi
cate of di,solution pursuant to State W law and com

mences winding up its activities. Under State W dis
sDlution law, ownership and title to [s assets does not 
automatically vcst in Y upon dissolution, Instead, Z 
transfers assets to its creditors in satIsfaction Df its Jr

abrlities and transfers its remaining assets to Y in the 
liquidation stage of the di,solutiDn. Y\ acquisitiDn 
Df the stock of Z and the dis,olution of Z are steps in 
a single integrated acquisition by Y of the assels of Z. 

(ii) Analysis, The acquisition by Y of the asselS 
of Z does nDt satIsfy the requirements of paragraph 
(b)( I )(ii) of this section because Y does not acquire 
all of thc assets of Z as a result of Z filing the certifi
cate of dissolution Dr simultaneously with Z ceasing 
its separate legal existence. Inslead, Y acquires the 
asset, of 7. hy reason of Z's transfer of its asseh to Y. 
Accordingly, y's acquisition of the assets of Z does 
not qualify a, a statulory merger or consolidalion for 
purposes Df section 368Ia)( [J(A). 

Emll/p/e II" ,Iv!erger of corporale parlner flilO a 

partnership. (i) hlcls. Y owns an interest in X. an 
entity classified as a partnership for Federal income 
tax purpD,es, that represents a 60 percent capItal and 
profits interest in X. Z owns an interest in X that rep
re,ents a"O percent capital and rrofir, interest. Under 
State W law, Z merges into X Pursuant 10 such law, 
Ihe following events occur simultaneously at the ef
fccti ve time of the transaclion: all of Ihe assels and 
Iiabilitie, of Z beCDme the asseh and liabilities of X 
and Z cea,es its separate legal existence for all pur
poses I n the merger, the Z shareholders exchange 
their stock of Z for .stock of Y. As a result Df the 
mcrger. X becomes an entity that is disrcgarded as 
an entity separate from Y for Federal income tax pur
pose,. 

1 ii) Al/a/rsi.l. The tramaclion satisfie, the requirc
menh of paragraph (h)( I )(iil of Ihis section because 
the transaction i, effecled pursuant to State W law and 
the following evenh occur ,imultaneously at the ef
fectilc time of the transaction: all of Ihe assets and 
liabilitie, of Z, the comhining entity and sole member 
of the transferor unit. oecome the assels and liabilities 
of one or mDre members of the transferee unit thaI is 
comprised of Y. thc comblTling enlity of the transferee 
unit. and X, a disregarded entity the asselS of which 
Y is treated as owning for Federal income tax pur
poses immediately after the transaction, and Z cease, 
ib ,epalate legal existence for all purposes. Accord-

ingll, the tran,action quali fles a, a st.ltutl)ry merger or 

cO-Il~olidali(l1l I'm PUI'P""" (If ,,'CtlIHl 36~(al( I hAl. 
F,all//'!" I:: SIt/it' /<11< ,,,",,>/,,1<11/011. (i) /-'/0 .•. 

Llndcr State \\' L111, I and \ c·llll",lida(e. PlIrSlIallt to 

,uch lall, the 1'1)11011 in~ c'1 enh I)Ccur 'iIlIlIltaneously 
al the elTectil e limc of the Iran,ac,til)Jl: all of the as" 

seh and liahilitll's "I' Z and \' hCl'llIlle the a"ets and 
liahIlilies of '1', an entity th,lt i, cTeated in the transac
tion, and the exiqenee of! and \' l'oll(inucs in Y In 
Ihe consolidation, the' Z ,h'lr,'lwllkr, Clnd the \' share
holder, exchange their stock ,)1' Z and \', respectiwly, 

for stock of Y 
(ii I Allalr.llS. With rcspect to cal'll 01 Z and V, the 

tramaction ,ati,fie, the requirements of paragraph 
(b)( I )(ii) of this seclion bccause (hc transaction is 
effected pursuant to Slatc W law and Ihe following 
events occur simultaneously at the effective time of 

the transaction: all of the assets and liabilities of Z 
and V, respectively, each of whIch is the combining 
entity of a tmnsferor unit, become the assets and lia, 
bilities of y, the combllling entity and sole member of 
the tralbferee unit. and Z and Veach ceases its sepa, 

raIl' legal existence for all purposes. Accordingly. the 
transaction qualifies as Ihe stalutory merger or con
solidation of each of Z and V into Y for purposes of 
section 368(a)( I HAl. 

Emlllple 13. Tl'llllSaClioli effecled PUI'SIWIlI rojill

eigll slall<I",. (i) Facts. Z and Yare entities organized 
under the laws of Country Q and cla."ified as cor
porations fDr Federal income tax purpll,es. 7 and Y 
cDmbine. Pursuant to statute, of Country Q the fol
lowing events occur simultaneously: all of the a"cts 
and liabilities of Z become the a>sel, and liabilities of 
Y and Z's separate legal existence ceases for all pur
poses. 

(i i) Alw/rsi.l. The transaction satisfies the require
menh of paragraph (b)( I )(ii) of this section because 
the tralNlCtion is effected pursuant to statutes of 
Country Q and the following events occur silllulta
neously at the effective lime of the transaction: all of 
the assets and liahilities of Z. Ihe comhining entity of 
the transferor Ulllt, hecome the assets and liabilities 
of y, the combining entity and sole member of the 
transfcrce unit. and Z ceases its separate legal exis
tence for all purposes, Accordingly, the transaction 
qualifies as a statutory merger or consolidation for 
purposes of section 368(a)( I)(A I. 

Exaillple 14. Foreigll 1m!' lIlIIalKlima/frlll lIsiliF 

parem Wick. (i) FaCT.\'. 7. and V are entitie, orga
nized under the laws of Country Q and cla"ified as 
corporations for Federal income tax purposes Z and 
V amalgamate. PursuanllOqatutes of Country Q, the 
following events occur simultaneously: all the assels 
and liabilities of Z and V become Ihe assets and lia
bilities of R. an entity that is created in the transaction 
and that i, wholly owned hy Y immedIately after the 
transaCllon, and Z's and V's separate legal existences 
cease for all purposes. In the transaction. the Z and 
V shareholders exchange their Z and V stock, respec
tively. for stock of Y 

(ii I Allllinil. With re'pect to each of Z and V, the 
tran,action ,uti,fie.s Ihe requirettlents of paragraph 
I h II lit i I) of thi, ,ectiol1 becall,e the transaction is ef
fected pu"uant to Country Q law and the fullowing 
events occur simultaneously at the effeclive time of 
the transaction. all of the assels and liabililies of Z 
and V, respectIvely. each of which is the combining 
entity of a transferor unit become the a."els and li
abilities of R. the combining entity and sole member 



of the transferee unit, with regard to each of the above 

transfers. and Z and Veach ceases its separate legal 

existence for all purposes. Because Y is in control of 

R immediately after the transaction. the Z sharehold
ers and the V shareholders will be treated as receiving 

stock of a corporation that is in control of R. the com

bining entity of the transferee unit that is the acquir

ing corporation for purposes of section 368(a)(2)(D). 

Accordingly. the transaction qualifies as the statutory 

merger or consolidation of each of Z and V into R. 

a corporation controlled hy Y. and is a reorganiza

tion umler section 368('1)( I )(A) by reason of section 
368(a)(2)(D). 

(v) Effective date. This paragraph 
(b)(1) applies to transactions occurring on 
or after January 23. 2006. For rules re
garding statutory mergers or consolidation 
occurring before January 23, 2006. see 
§ l.368-2T as contained in 26 CFR part 1. 
revised April 1, 2005. and § 1.368-2(b)(I) 
as in effect before January 24. 2003 (see 
26 CFR part 1. revised April 1, 2002). 

* * * * * 

§1.368-2T [Removed] 

Par. 3. Section 1.368-2T is removed. 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

Approved January 17. 2006. 

Eric Solomon. 
Acting Deputy Assistant 

Secretary of the Treasury (Tax Policv). 

(Filed by the Office of the Federal Register on January 23, 
2006. 11:43 a.m .. and published in the issue of the Federal 
Register for January 26. 2006. 71 FR. ~2S9) 

Section 671.-Trust 
Income, Deductions, and 
Credits Attributable to 
Grantors and Others as 
Substantial Owners 
26 CFR 1.671--1: Metliod oj rel'orl/lllj. 

T.D.9241 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1, 301, and 602 

Reporting for Widely Held 
Fixed Investment Trusts 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains final 
regulations that define widely held fixed 
investment trusts, clarify the reporting 
obligations of the trustees and the mid
dlemen connected with these trusts, and 
provide for communication of tax informa
tion to beneficial owners of trust interests. 
The regulations will affect trustees of. and 
middlemen holding interests on behalf of 
beneficial owners of trust interests with 
respect to. widely held fixed investment 
trusts. 

DATES: Effecti)'{:, Date: These regulations 
are effective January 24, 2006. 

Applicability Date: For dates of 
applicability of these regulations, see 
§ 1.671-5(m). 

FOR FURTHER INFORMATION 
CONTACT: Faith Colson, (202) 622-3060 
(not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information contained 
in these final regulations has been previ
ously reviewed and approved by the Of
fice of Management and Budget in accor
dance with the Paperwork Reduction Act 
(44 U.S.c. 3507) under control numher 
1545-1540. Response to this collection of 
information is mandatory. 

An agency may not conduct or sponsor. 
and a person is not required to respond to, a 
collection of information unless it displays 
a valid control number assigned by the Of
fice of Management and Budget. 

The estimated annual burden per 
recordkeeper varies from 1 to 4 hours, 
depending on indiVidual circumstances, 
with an estimated average of 2 hours. 
Comments concerning the accuracy of 
this burden estimate and suggestions 
for reducing this burden should be 
sent to the Internal Revenue Service. 
Attn: IRS Reports Clearance Officer. 
SE:W:CAR:MP:T:T:SP. Washington, DC 
20224. and to the Office of Manage
ment and Budget. Attn: Desk Officer 
for the Depal1ment of Treasury. Office 
of Information and Regulatory Affairs. 
Washington. DC 20503. 

Books or records relating to a collection 
of information must be retained as long 
as their contents might become material in 
the administration of any internal revenue 
law. Generally. tax returns and tax return 
information are confidential. as required 
by 26 U.S.c. 6103. 

Background 

This document contains amendments to 
26 CFR parts 1. 301 and 602. On June 20. 
2002. the Internal Revenue Service (IRS) 
and the Treasury Department withdrew 
proposed regulations (REG-2098 13-96, 
1998-2 C.B. 259) relating to the report
ing requirements for widely held fixed 
investment trusts (WHFITs) previously 
puhlished in the Federal Register (63 
FR 43354) on August 13, 1998 (1998 
Proposed Regulations) and puhlished 
a new notice of proposed rulemaking 
(REG-I0687 1-00, 2002-2 C.B. 190) 
in the Federal Register (67 FR 41892) 
on June 20. 2002 (Reproposed Regula
tions). No public hearing \vas requested 
or held with respect to the Reproposed 
Regulations. Comments responding to the 
Reproposed Regulations were received. 
After consideration of the comments, the 
Reproposed Regulations. with certain re
visions. are adopted as final regulations by 
this Treasury decision. 

Section 301.770l-4(c) of the Procedure 
and Administration Regulations provides 
grantor trust treatment to an investment 
tru~t with a single class of ownership 
interests, representing undivided benefi-
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cial interests in the assets or the trust. if 
there is no power to vary the investment 
or the owners (a fixed lI1vestment trust). 
An investment trust with multiple classes 
of ()\vnep,hip interests. in which there is 
no power III vary the in\'estment of the 
owners will abo be treated as a grantor 
trust. if the trust is formed III facilitate 
direct investment in the assets of the trust 
and the existence of multiple classes is 
incidental to that purpose. Beneficial 
owners of trust interests are treated as 
grantors. See *301.7701-4(c); see also 
Rev. Rul. 84-10. 1984-1 C.B. ISS; Rev. 
Rul. 61-17S. 1961-2 C.B. 128. 

Trustees of fixed investment trusts fre
quently do not know the identities of the 
beneficial owners of the trust interests and 
are unable to communicate tax information 
directly to them because trust interests of
ten are held in street name. i.e .. in the name 
of a middleman. The reproposed and fi
nal regulations provide rules that specifi
cally require the sharing of tax information 
among trustees. middlemen. and beneficial 
owners offixed investment trusts that meet 
the definition ofa widely held fixed invest
ment trust (WHFIT). (See section I(A) be
low.) 

In general. the final regulations retain 
the structure of the Reproposed Regula
tions. Paragraph (c) of the reproposed and 
final regulations provides general report
ing requirements for trustees to provide in
formation to requesting persons. which in
clude: (I) middlemen. (2) beneficial own
ers who are brokers, (3) exempt recipients 
who hold their trust interests directly (and 
not through a middleman), (4) noncalen
dar-year beneficial owners who hold their 
trust interests directly. and (S) a represen
tati ve or agent of any of the above. Para
graphs (d) and (e) of the reproposed and fi
nal regulations describe the responsibility 
of trustees and middlemen for information 
reporting to the IRS and beneficial own
ers. Paragraphs (0 and (g) of the repro
posed and final regulations provide report
IIlg ~afe harbors. 

Explanation of Revisions to Reproposed 
Regulations and Summan of 
Comments . 

I. DctilliliulI.1 

A .. Detilliliull of 1/ \\'idclr held/ixcd 
illreSllllell1 11'11.1'1 olld ciossitic(/Iioll 
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(IS ({ lI·ill!!l." held mortgage trust or 
({ lIoll-mortgage \\'idel." held fixed 
im'cstm!!1lf Il'II.I't 

The Reproposed Regulations define a 
WHFIT as an arrangement classified as 
a trust under *301.7701-4(c) in which 
at least one interest is held by a middle
man. provided that the trust is classified 
as a United States person under section 
770 I (a)(30)(E). The final regulations re
tain this definition. 

Thc Rcproposcd Rcgulations intro
duced the term widely held mortgage trust 
(WHMT) to describe a WHFIT. the assets 
of which are mortgages, amounts received 
on mortgages, and reasonably required 
reserve funds. as measured by value. The 
final regulations expand the definition of 
a WHMT, to provide that a WHFIT is 
also a WHMT if substantially all its as
sets also include trust interests in one or 
more WHMTs and regular interests in one 
or more real estate mortgage investment 
conduits (REMICs). 

The final regulations also introduce a 
new term, 1101l-mortgage widely held fixed 
investment trust (NMWHFIT). to clarify 
and distinguish the requirements and re
porting safe-harbor for WHMTs from the 
requirements and reporting safe harbor ap
plicable to other WHFlTS. A NMWHFIT 
is any WHFlT that is not a WHMT. 

B. Definitioll of II mortgage 

The Reproposed Regulations provide a 
reporting safe harbor for WHMTs that di
rectly hold interests in mortgages; the safe 
harbor is not available to ticrcd arrange
ments. The IRS and the Treasury De
partment. after considering the comments 
received with rcspcct to thc Rcproposed 
Regulations. have determined that the def
inition of a mortgage should be clarified 
in the final regulations to provide that an 
interest in a WHMT is not a mortgage 
under the regulations. Accordingly, the 
final regulations define a mortgage as an 
obligation that is principally secured by an 
interest in real property within the mean
ing of § 1.860G-2(a)(S) of the Income 
Tax Regulations. except that a mortgage 
does not include an interest in another 
WHMT or an interest in a mortgage held 
by another WHMT. Thc principal effect 
of this change is to clarify that. although 
a WHFlT investing in another WHMT is 

classified as a \VHMT and is subject to 
the general reporting pr(wisions that apply 
only to WHMTs. it is not digihle for the 
WHMT safe harbor reporting rules for the 
reasons discussed in section Vee) below. 

C. Dejillitioll of ll'llsl interest holders. 
beneficial owners alld middlell/an 

Under the Reproposed Regulations. a 
unit interest holder is defined as any person 
who holds a direct or indirect interest in 
a WHFIT at any time during the calendar 
year. The final regulations replace the term 
unit interest holder with two new terms: 
trust interest holder (TIH) and beneficial 
owner. A TIH is any person who holds 
a direct or indirect interest in a WHFIT at 
any time during the calendar year. A ben
eficial owner is a TIH who holds a bene
ficial interest in a WHFIT. As in the Re
proposed Regulations, in the final regula
tions, the term middleman refers to a TIH 
that holds a trust interest on behalf of, or 
for the account of, another person, or who 
otherwise acts in a capacity as an interme
diary for the account of another person. 

D. Definition of item 

The Reproposed Regulations use the 
term item without defining that term. 
Item as used in the final regulations refers 
broadly to an item of income, expense. or 
credit as well as any trust event (for exam
ple. the sale of an asset) or any character
istic or attribute of the abovc that affects 
the income, deductions, or credits reported 
by a beneficial owner in any taxable year 
that the beneficial owner holds a trust in
terest. Item also may refer to an individual 
item or to a group of items depending on 
whether the item must be reported individ
ually under §1.671-S(c)(1)(i) and (e)(l). 

E. Definitioll of start-up date 

The Reproposed Regulations define the 
start-up date of a WHFIT as the date on 
which substantially all of the assets and the 
contracts for the purchase of assets are de
posited with the trustee of the WHFlT. The 
Reproposed Regulations also define an as
set to include an interest in a contract. Be
cause the definition of an asset includes 
an interest in a contract, the definition of 
the start-up date in the Reproposed Regu
lations is revised in the final reoulations to 

Co 

provide that the start-up date is the date on 



which substantially all of the assets are de
posited with the trustee. 

II. General Reporting and Record 
Retention Obligations 

A. Requirement that the trustee provide 
trust injomlQtion on a calendar year basis 

In general, the reproposed and final 
regulations require the trustee to pro
vide information regarding the WHFIT 
to requesting persons. The Reproposed 
Regulations provide that the trustee could 
choose either a calendar month, calendar 
quarter, or half or full calendar year report
ing period, provided that the information 
furnished by the trustee under the chosen 
reporting period allowed thc recipient to 
determine the WHFIT items attributable to 
a particular beneficial owner with reason
able accuracy, regardless of the owner's 
taxable year or the period of time during 
the calendar year that the owner held the 
unit interest. 

One commentator was concerned that if 
a trustee choose a reporting period shorter 
than a full calendar year, the trustee might 
also report trust information to middle
men more than once a year and because 
of this, middlemen would be required to 
process WHFIT information more than 
once a year. Another commentator was 
concerned that, if a trustee chose a report
ing period shorter than a calendar year, 
the trustee could be rcquired to report trust 
information more than once a year. 

In response to these comments, the 
final regulations provide that, regardless 
of the period chosen by the trustee for 
calculating trust information, the trustee 
must provide the information required un
der these regulations on a calendar year 
basis. The trustee, of course, may provide 
additional trust information to requesting 
persons throughout the calendar year at 
the trustee's discretion. For example, if a 
trustee uses a monthly calculation period, 
the trustee must provide a single statement 
to requesting persons at the end of the year 
that contains the information required to 
be reported under these regulations for 
each month of the calendar year. In ad
dition to the calendar year statement, the 
trustee may, but is not required to, provide 
additional statements to requesting per
sons during the calendar year. 

To further clarify that a trustee may 
choose the period for calculating the infor
mation required to be reported under lhese 
regulations, but in all events must report 
that information to requesting persons on 
a calendar year basis, the final regulations 
refer to the period chosen by the trustee for 
calculating trust information as the calcu
lation period rather than the reporting pe
riod. 

B. Trustee '5 burden to retain information 
and supplemental data 

The Reproposed Regulations provide 
that, throughout the duration of the trust 
and for a period of five years following 
the termination of the trust. a trustee must 
retain: (l) a copy of the information re
quired to be provided to requesting persons 
each year; and (2) any supplemental data 
necessary to establish that the information 
provided to requesting persons is correct 
and meets the requirements of paragraph 
(c) (supplemental data). 

One commentator noted that some 
WHFITs, particularly WHMTs, may be in 
existence for up to 30 years and that the re
quirement in the Reproposed Regulations 
for a trustee to maintain the WHFIT's 
records for up to 3S years is overly burden
some. The commentator acknowledged 
that the IRS and investors may need to ob
tain WHFIT information from the trustee 
before the limitations period applicable to 
a beneficial owner's taxable year cxpircs 
and suggested that the final regulations 
provide that a trustee only be required to 
retain information for a certain period after 
the close of the calendar year to which the 
information relates. 

The IRS and the Treasury Department 
adopt this suggestion \'lith respect to sup
plemental data. However, information 
with respect to each calendar year of the 
WHFIT may be required by the IRS and 
by beneficial owners in order to determine 
tax items of a beneficial owner (for exam
ple, market discount or basis) for the entire 
life of the WHFIT and for several years 
after its termination. For this reason, the 
final regulations continue to require the 
trustee to retain a copy of the information 
required to be provided to requesting per
sons for the duration of the WHFIT and 
for at least five years after its termination. 
The IRS and the Treasury Department 
believe that this requirement is not overly 

burdensome because this information can 
be maintained electronically. The final 
regulations modify the requirement with 
respect to supplemental data by providing 
that trustees need only retain supplemental 
data for five years after the close of the 
calendar year to which the supplemental 
data relates. 

C. Manner ill which WHFlT in/rJr/l/(/{ioll 
is to be provided 

The Reproposed Regulations provide 
that WHFIT information may be provided 
in any manner that enables a requesting 
person to determine, with reasonable accu
racy, the WHFIT items that are attributable 
to a beneficial owner for the taxablc year 
of that beneficial owner. The Reproposed 
Regulations further require that this infor
mation be furnished in a format that gener
ally conforms to industry practice for the 
reporting of a particular item of income, 
deduction, or credit for the type of asset or 
assets held by the WHFIT. 

One commentator suggcstcd that. if the 
trustee is not providing trust information 
under a safc harbor, information could 
be shared more accurately and processed 
more efficiently if trustees were required 
to calculate and provide trust information 
on the basis of trust interests. The IRS and 
the Treasury Department do not agree that 
calculating and providing trust informa
tion on a per trust interest basis is always 
the best method for conveying informa
tion with respect to trust items that are 
not reported under the safe harbors. The 
requirement that the trustee provide infor
mation consistent with industry practice 
is intended to ensure that trustees provide 
WHFIT information in a format that can 
be processed by the systems used by the 
majority of middlemen. Accordingly, the 
final regulations do not adopt the sugges
tion. 

One commentator also suggested that 
middlemen be permitted to furnish benefi
cial owners with information calculated on 
a trust interest basis rather than the amount 
of thc itcm that is attributable to the benefi
cial owner. The final regulations permit a 
middlcman or a trustee to furnish infonna
tion calculated on a trust interest basis to 
a beneficial owner with respect to a trust 
item, if: (1) the amount of the item is not 
required to be provided to the IRS on an in
formation return; and (2) the trustee calcu-
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lates and provides information on the ha
sis of a trust interest with respect to that 
trust item under paragraph (c) of the regu

lations. 

D. Eiimillutioll 0/ sqillmtc gCllerul 
reportillg rliles f(I/' WHA1Ts 

Thc Reproposed Regulations in
clude separate reporting requirements 
for tru~tee~ and middlemen of WHMTs 
and trustees and middlemen of WIIFITs 
other than WIIMTs (i.c., non-mortgage 
widely-held fixed investment trusts or 
NMWHFITs as defined in these final reg
ulations). with respect to market discount, 
hond premium. and principal payments. 
The final regulations inelude general 
reporting requirements with respect to 

market discount, bond premium, and non 
pro-rota partial principal payment infor
mation that apply to all WHFITs. As 
under the Reproposed Regulations, the fi
nal regulations require WHMTs to provide 
market discount, bond premium, and non 
pm-rala partial principal payment infor
mation regardless of whether the WHMT 
meets one of the de minimis tests described 
in section III of the Preamble. Under the 
final regulations, however, NMWHFITs 
that meet the general de minimis test or 
the qualified NMWHFlT exception (also 
described in section III of the Preamhle) 
are not required to provide information 
regarding bond premium and market dis
count. 

E. Requircmenl Ihal a Il'IIslei' idelltify 
a represellTatil'e of the WH FIT ([nd 
ii/ellli(\' rhe WHFlT as u WHMT (II' as a 
NMWHFlT 

The Reproposed Regulations require a 
trustee of a WHFIT to provide the name, 
address and telephone number of the 
WHFIT representative in a publication 
widely available to middlemen, in the 
trust's prospectus, or at the trustee's Inter
Ilet website. The final regulations retain 
this requirement. Further. if the trustee 
prmides trust information at an Internet 
website, the final regulations also require 
trustees. in addition to pnwiding informa
tion regarding the WHFlT rcprcsentatin>, 
tll prmiJe the addres, of the Internet web
site at which the tru,tce prLl\ides WHFIT 
information. 

T\\o L'ommentators \\·ere concerned that 
middlemen would not be ahle to identify 
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a client's ill\'estment as an investment in a 
WHFIT and suggested that the IRS publish 
a directory or list of WHFITs that would in
clude the name and CUSIP number of each 
WI I FIT. along with the name, address and 
telephone number of the WHFITs repre
scntative. Commentators noted that a pub
licly availahle directory or list would assist 
middlemen and brokers in identifying in
\cstment trusts as WHFITs and in locating 
the WllFITs representatives. 

In response to these comments, the fi
nal regulations require a trustee to iden
tify the WHFIT as either a WHMT or a 
NMWHFIT when identifying the trust rep
resentative. Further, the IRS and the Trea
sury Department are studying whether a 
directory or list of WHFITs can be com
piled by the IRS. The IRS and Treasury 
Department are concerned that such a di
rectory is not currently feasible because of 
the large number of WHMTs. However, 
the IRS and Treasury request additional 
comments from middlemen regarding the 
type of WHFITs that should he included 
in any directory, the type of information 
needed by middlemen (especially, middle
men holding WHMT interests), and the 
format of a directory that would be most 
helpful. The IRS and Treasury Department 
also request comments from trustees re
garding how the IRS could obtain the trust 
information needed for the directory from 
the trustees in the least burdensome man
ner for taxpayers as well the Government. 

III. Reporting of Asset Sales and 
Dispositions 

A. Gcneral inforJIwtio/l reporting 
requircments 

Under the Reproposed Regulations, the 
trustee is required to provide information 
that would enable a requesting person to 
calculate the alllount of trust sales pro
ceeds attri butable to a beneficial owner 
with respect to each sale or disposition of 
an asset by the trust. In addition, consis
tent with grantor trust treatment, unless 
a WHFIT meets the "de minimis test," 
(discussed in III(B) of this Preamble), the 
trustee is required under the Reproposed 
Regulations to provide information that 
would enable a beneficial owner to allo
cate with reasonable accuracy a portion 
of its basis in its trust interest and to al
locate a portion of its market discount 

or bond premium, if any, to each sale or 
disposition of an asset by the trust. The 
final regulations relain these general in
formation reporting requirements for asset 
sales and dispositions. Although the re
quirements to prm·ide market discount 
and bond premium information (discussed 
in section lI(D) of this Preamble), are the 
same as those in the Reproposed Regula
tions, in the final regulations, for purposes 
of clarity, these requirements are provided 
separately from the requirement to pro
vide information with respect to sales and 
dispositions of assets by the trust. 

The final regulations retain the excep
tion from the general information report
ing requirements for WHFITs that meet the 
general de minimis test. In addition, the 
final regulations provide an exception for 
WHMTs that meet a special de minimis test 
for WHMTs that directly hold interests in 
mortgages (the WHMT de minimis test is 
discussed in section III(E) of this Pream
ble). The final regulations also provide an 
exception from the general information re
porting requirements for NMWHFITs that 
meet the qualified NMWHFIT exception, 
which is applicable only to NMWHFITs 
with a start up date that is on or before Feb
ruary 23, 2006. 

B. Sill1plified reporfillg for WHFITs thaI 
meet the general WHFIT de minimis test 

For WHFITs that meet a de minimis 
test. the Reproposed Regulations substan
tially simplificd reporting with respect to 
the sale or disposition of a trust asset from 
that required under the 1998 Proposed 
Regulations. These simplified rules bal
anced current industry practice with the 
need for beneficial owners to accurately 
report the tax consequences of ownership 
of a trust interest. Under the Reproposed 
Regulations, the WHFIT de minimis test 
is satisfied for the calendar year if the 
aggregate amount of trust sales proceeds 
for that calendar year is not more than five 
percent of the fair market value of the as
sets of the trust as of January 1 of that year 
(the general WHFIT de minimis test). The 
Reproposed Regulations define trust sales 
proceeds as the gross proceeds received 
by the WHFIT with respect to a sale or 
disposition of an asset by the WHFIT. 

Under the Reproposed Regulations, if 
the trust meets the general WHFIT de min
imis test, the trustee is excepted from the 



requirement to report information regard
ing basis, market discount and bond pre
mium. The IRS and Treasury Department 
recognize that this method of reporting 
will likely result in some deferral of both 
gain and loss for investors, but have de
termined that, in cases where the WHFIT 
has de minimis sales and dispositions, the 
level of deferral is acceptable given the 
costs of fully accurate reporting of sales 
and dispositions. The final regulations re
tain this exception from the general re
quirement to provide basis, market dis
count and bond premium information for 
WHFITs that meet the general de minimis 
test. 

C. Extension of simplified reporting 
to NMWHFITs that meet the qual(fied 
NMWHFIT exception 

Several commentators requested that 
the final regulations except WHFITs hav
ing a start-up date prior to the date of 
publication of these final regulations from 
the requirement to rcport basis, market 
discount, and bond premium information 
with respect to sales and dispositions. 
These commentators also requested that 
trustees and middlemen be permitted to 
report information regarding distributed 
trust sales proceeds rather than attributable 
trust sales proceeds. 

To accommodate the industry's con
cerns regarding existing NMWHFITs, 
the final regulations add an exception 
for qualified NMWHFITs (the quali
fied NMWHFIT exception). The qual
ified NMWHFIT exception is met if a 
NMWHFIT has a start-up date that is on or 
before February 23, 2006 and the calendar 
year for which the trustee is reporting be
gins before January I, 20 II. NMWHFITs 
that meet the qualified NMWHFIT excep
tion are excepted from the requirement 
that trustees and middlemen provide infor
mation regarding basis, market discount, 
and bond premium. 

D. Distributed trust sales proceeds may 
be reported by trustees and middlemen of 
trusts meeting the general de minimis test 
or the qualified NMWHFIT exceptiun 

Several commentators noted that the 
requirement in the Reproposed Regula
tions that trustees of WHFITs other than 
WHMTs (NMWHFITs in these final reg
ulations) report information to enable a 

requesting person to determine the amount 
of trust sales proceeds attributable to a 
beneficial owner would impose an undue 
burden. These commentators noted that. 
under current industry practice, trustees 
and middlemen of WHFITs other than 
WHMTs only report to the IRS and the 
beneficial owner the amount of trust sales 
proceeds distributed to the beneficial 
owner. 

The IRS and Treasury Department have 
determined that if a NMWHFIT meets ei
ther the general WHFIT de millimis test 
for the calendar year or the qualified 
NMWHFIT exception, the purpose of 
reporting trust sales proceeds informa
tion to beneficial owners (e.g., to enable 
beneficial owners to adjust their basis in 
their trust interest to account for the sale 
or disposition of the trust asset) is met if 
the beneficial owner is given information 
regarding the amount of trust sales pro
ceeds distributed to the heneficial owner. 
Accordingly, if a NMWHFIT meets either 
the general WHFIT de millilllis test for the 
calendar year, or the qualified NMWHFIT 
exception, the final regulations require: 
( I) trustees to report information that 
will enable middlemen to determine the 
amount of trust sales proceeds distributed 
to each beneficial owner during the calen
dar year; and (2) middlemcn and trustecs 
to report to the IRS and to each bene
ficial owner the amount of trust sales 
proceeds that are distributed to that bene
ficial owner. 

E. Simplified reporting for WHMTs that 
meet the general de minimis tesT or the 
special WHMT de lIlillimis test 

In addition to the general WHFIT de 
minimis test, the final regulations also pro
vide a special WHMT de millifllis test that 
applies to WHMTs that directly hold in
terests in mortgages (the special WHMT 
de millimis test). The special WHMT de 
minimis test is met if the trust sales pro
ceeds received by the WHMT for the cal
endar year are not more than five per
cent of the aggregate outstanding princi
pal balance of the WHMT (as defined in 
paragraph (g)( I )(iii)(D) of the final regu
lations) as of January I of that year. In ap
plying the special WHMT de lIlinilllis test, 
amounts that result from the complete or 
partial payment of the outstanding princi
pal balance of the mortgages held by the 

WHMT are not included in the amount of 
trust sales proceeds. A WHMT that holds 
interests in another WHMT or that holds 
interests in a REMIC may not use the spe
cial WHMT de minimis test. but may use 
the general WHFIT de minimis test (dis
cussed in section III(B J, above J. 

If a WHMT meets the special WHMT 
de minimis test or the general WHFIT de 
minimis test, trustees and middlemen are 
cxceptcd from the general requirement to 
report information to enable a beneficial 
owner to allocate basis to a sale or disposi
tion and are only required to report infor
mation regarding the trust sales proceeds 
that are attributable to a particular bene
ficial owner. If a WHMT does not meet 
a de miminis test, trustees and middlemen 
must report information to enable a bene
ficial owner to allocate basis to the sale or 
disposition as well as the trust sales pro
ceeds that are attributable to the beneficial 
owner. 

IV. Exceptiun for Certain Equity Trusts 
From the Requirement that Trustees 
and Middlemen Report Infurmatiun to 

Enable a Requesting Person tu Determine 
the Incume Thllf is Attributable to a 
Redeeming or Selling Beneficial Owner 
up to the Date of Redemption or Sale 

The Reproposed Regulations require 
trustees and middlemen to report informa
tion to enable requesting persons to deter
mine the income of the WHFIT attribut
able to a selling, purchasing, or redeeming 
beneficial owner for the portion of the 
calendar year that the beneficial owner 
held its trust interest. Commentators ob
jected to this requirement for WHFITs if 
substantially all the income of the WHFIT 
is comprised of dividends (equity trusts). 
These commentators noted that although 
trustees and middlemen report interest in
come earned by the WHFIT up to the date 
of redemption or sale of a trust interest, 
providing this information with respect 
to dividend income is inconsistent with 
long-standing WHFIT industry reporting 
practice. Currently there is no mechanism 
in place for communicating this informa
tion between trustees and middlemen of 
equity trusts. Under current industry prac
tice. the entire amount paid to a beneficial 
owner who sells or redeems an interest in 
an equity trust, including the amount paid 
for undistributed dividends held by the 
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trust at the time of the sale or redemption, 
i~ reported to the IRS and to the beneficial 
ll\vner as gross proceeds. As a result. a 
selling or redeeming beneficial owner may 
repm; the ordinary dividend incomc por
tion of the payment as a capital gam. The 
purchasing beneficial owne~ also receives 
Incorrect income informatIon that may 
lead the purchasing beneficial owner to 

overstate its dividend income. Commen
tators objected to expending resources for 
the development and testing of new tax 
reporting systems to accurately report div
idel1ll income to selling, purchas1l1g, and 
redeeming beneficial owners, especially 
with respect to existing equity trusts. 

Commentators acknowledge, however. 
that the net asset value of an equity trust, 
including the cash held for distribution, 
lfenerallv is calculated on a daily basis. 
Because" in the final regulations, the cash 
held for distribution is a key component in 
calculating the amount of income attribut
able to a selling, purchasing, or redeem
in o beneficial owner under the safe harbor 
fo; NMWHFITs, the final regulations re
tain the general requirement that trustees 
and middlemen provide information to de
termine the trust income that should be at
tributed to a redeeming, selling, or pur-
chasing beneficial owner. 

middlemen provide information regarding 
the income that is attributable to a re
deeming, selling, or purchasing beneficial 
owner up to the date of sale or redcmption. 

v. Safe Harbor Reporting for WHFITs 

A. The Safe Harbors must be used 
consistentl .. 

Under the Reproposed Regulations, a 
trustee of a WHFIT can decide whether or 
not to use the safe harbor reporting prac
tices on a year-by-year basis. The IRS 
and the Treasury Department have con
cluded, however, that middlemen and ben
eficial owners should reccivc WHFIT in
formation that is calculated consistently 
from one calendar year to the next be
cause, assuming beneficial owners report 
trust items consistent with the WHFIT in
formation providcd to them, a trustee's 
change in reporting could result in changes 
in the timing that may impact beneficial 
owners. Further, allowing trustees to re
port under the safc harbor one year and 
not the next. likely would confuse and bur
den the middlemen and beneficial own
ers that must process WHFIT information. 
Accordingly, the final regulations require 
trustees that choose to use the safe har
bor to report under the safe harbor for the 
life of the WHFIT. WHFITs that have a 
start-up date prior to January 1. 2007 may 
choose to report under the safe harbor pro
vided the trustee begins to report accord
ina to the safe harbor requirements on or o " 

beforc January I, 2007 and does so for the 
life of the WHFIT. 

Under the Reproposed Regulations 
of sale or redemption does not warrant and the final regulations, a WHMT 
the burden of compiling and reporting must meet the eligibility rcquirements 
this information. Accordingly, under the of § 1.671-5(g)(l )(ii) and report consis
final regulations, trustees or middlemen tentlv with the safe harbor reporting rules 
of equity trusts that are required by their to b; deemed to have met its reporting 
gmt:rning documents to distribute all cash requirements under paragraph (c) of the 
(less reasonably required reserve funds) reaulations with respect to the trust items 
held by the NMWHFIT at least monthly de~cribed in the safe harbor. Thc final 
need not provide information regarding regulations eliminate two of the eligibility 
the income that is attributable to a re- requirements in the Reproposed Regula-

The IRS and the Treasury Department 
recognize, howevcr, that if an equity trust 
frequently distributes its income, the trust 
is not likely to accumulate significant 
undistributed dividend income. In such a 
case, the increased accuracy that results 
from providing beneficial owners with ac
curate income information up to the date 

deeming, selling, or purchasing beneficial 
0\\ ner up to the date of sale or redemption. 
The final regulations also except trustees 
~lIld mIddlemen of an equity trust that 
IlltTh the qualified NMWHFIT exception 
(descrihed in section [JJ of thi, Preamble) 
from the requiremcnt that trustees and 

432 2006-1 C.B. 

tions that are inconsistent with the rule 
that the safe harhor must be used for the 
life of the WHMT. 

d the B. Request for comments regal< lI1g 
". fi NMWHFlTs that need/or safe harbors or 

(Ire outside the Sll/i.' harhor ill the fillal 

regulatiolls 

The Reproposed Regulations include 
safe harbor reporting rules avaIlable 
to WHFITs other than WHMTs (i.e., 

NMWHFITs). If the trustee of a WHFIT 
other than a WHMT reports consistently 
with the safe harbor. the trustee is deemed 
to have met the requirements of paragraph 
(c)( I) of the Reproposed Regulations. 
Those safe harbor reporting rules were 
dcveloped in response to comments re
ceived on the 1998 Proposed Regulations 
describing the current reporting practices 
of WHFITs that primarily receive dividend 
and interest income. 

Upon reconsideration of those safe har
bor reporting rules and the various types 
of NMWHFITs, the IRS and the Treasury 
Department recognize that the type of in
formation reported under those reporting 
rules is only relevant to NMWHFITs that 
hold stock and debt instruments and that 
information reported under the safe harbor 
probably would not be useful to middle
men and beneficial owners ofNMWHFITs 
that hold other types of assets. As a re
sult, the IRS and Treasury concluded that 
safe harbor trcatmcnt should only be avail
able to NMWHFITs for which the safe har
bors were designed (e.g., NMWHFITs that 
hold stock and debt instruments) and that 
other safe harbor reporting rules should 
govern NMWHFITs that are outside the 
safe harbor. Accordingly, in the final reg
ulations only NMWHFITs substantially all 
the income of which is comprised of div
idends (as defined in section 6042(b) and 
the regulations thereunder) or interest (as 
defined in section 6049(b) and the regula
tions thereunder) that report as provided in 
the NMWHFIT safe harbor will be deemed 
to have met the requirements of paragraph 
(c)(l) of the final regulations. The I~S 
and the Treasury Department are conSid
ering providing additional safc harbor re
porting rules for NMWHFITs that are n~t 
under the NMWHFIT safe harbor in the fI
nal regulations and encourage trustees and 
middlemen to submit comments regarding 
NMWHFIT" for which further reporting 
safe harbors should be provided, includ
ing information regarding current industry 
reporting practice for NMWHFITs that do 
not qualify for the NMWHIFIT safe har
bor in the final regulations. 



C. Safe harbor reportillRfor WHMTs 

1. Reporting Sales and Dispositions 
Under the WHMT Safe Harbor 

The 1998 Proposed Regulations did not 
allow trustees and middlemen to aggre
gate sales and dispositions of trust assets, 
even fungible trust assets, for reporting 
purposes, In response to comments on 
the 1998 Proposed Regulations, as well as 
the addition of section 1272(a)(6)(C)(iii) 
to the Code in 1997, the Reproposed 
Regulations permit aggregate reporting 
for sales and dispositions and principal 
receipts for WHMTs eligible to report 
under the WHMT safe harbor. Under the 
WHMT safe harbor, a trustee is permit
ted to combine, for reporting purposes, 
amounts received as trust sales proceeds 
from the sale or disposition of some mort
gages (including principal receipts that 
completely retire a mortgage) with non 
pro-rata partial principal payments from 
other mortgages. Thus, the safe harbor 
permits trustees and middlemen to report 
trust information as if the WHMT. in ef
fect, held only one mortgage, and to report 
the aggregate of trust sales proceeds and 
non pro-rata partial principal payments 
as though the trustee had received a non 
pro-rata partial principal payment on that 
mortgage, 

The WHMT safe harbor in the Re
proposed Regulations is only available 
to WHMTs that met the requirements of 
§ 1.671-S(g)(l )(ii) of those regulations. 
Commentators requested that the final 
regulations provide that trustees of all 
WHMTs, not just those meeting the eligi
bility requirements of §1.671-S(g)(l)(ii), 
be allowed to apply this treatment for 
reporting purposes. The commentators 
suggested that reporting sales and disposi
tions separately from principal payments 
is unnecessary because receipt by the 
trust of trust sales proceeds and receipt 
of principal payments have identical tax 
consequences for a beneficial owner, 

Under Rev. Rul. 84-10, 1984-1 C.B. 
155, a beneficial owner of a WHMT is 
treated for federal income tax purposes 
as having a proportionate share of equi
table ownership in each of the mortgages 
of the WHMT. If a taxpayer owns mort
gages outright and not in trust, the taxpayer 
does not report mortgage sales proceeds or 
the complete prepayment of a mortgage in 

the same manner as the receipt of a non 
pro-rata partial principal payment. That is, 
a taxpayer that owns two mortgages doe~ 
not combine the sale of one mortgage with 
the receipt of non pm-rata partial principal 
payments from the other mortgage for pur
poses of calculating the taxpayer's federal 
income tax liability. For this reason and 
the reasons discussed in section V(C)(2) of 
this Preamble, the IRS and Treasury De
partment do not adopt the commentators' 
request. 

2. Requirement that Trustees use a 
Prepayment Assumption When Providing 
Market Discount and OlD Information 
Under the WHMT Safe Harbor 

The Reproposed Regulations require 
trustees and middlemen of all WHMTs 
to report information to enable beneficial 
owners to calculate market discount in 
any reasonable manner that is consistent 
with section 1276(a)(3). Regulations have 
not been issued under the market discount 
provisions of the Code (sections 1276 to 
1278). The preamble to the Reproposed 
Regulations notes that. in the absence of 
regulations governing accrual of market 
discount, guidance regarding the accrual 
of market discount with respect to the par
tial payment of a debt instrument is pro
vided in the conference report (see H.R. 
Rep. No. 841, 99th Cong., 2nd Sess., at 
II-842 (1986» accompanying the amend
ment that enacted section 1276(a)(3) (see 
section 1803(a)(l3 )(A) of the Tax Reform 
Act of 1986, Public Law 99-514, 100 Stat. 
2085) (the Conference Report). Consis
tent with Congressional intent expressed 
in the Conference Report indicating that 
holders must report market discount in the 
absence of regulations, the Reproposed 
Regulations impose a general requirement 
that trustees and middlemen of WHMTs 
report market discount information. 

The WHMT safe harbor provision for 
rep0I1ing market discount information in 
the Reproposed Regulations is based on 
the Conference Report. Under that safe 
harbor, trustees report market discount by 
providing one market discount fraction 
for the WHMT that is the ratio of, either: 
(1) the OlD accrued during the month 
to the total remaining OlD as of the he
ginning of the month; or (2) the interest 
paid during the month to the remaining 
interest payable on the mortgages held 

by the WHMT as of (he beginning of the 
month. The Reproposed Regulatiolls re
quire trustees (0 utilize a method that takes 
into account the prepayment assumption 
used in pricing the original i~sue of trust 
interests. The Reproposed Regulations 
also include a WHMT safe harbor provi
sion for OlD information that required the 
use of the same prepayment assumption. 

Commentators reported that they as
sumed that the Reproposed Regulations 
permit trustees to use the safe harbor for 
reporting only sales and dispositions and 
the receipt of principal payments and to 
ignore other trust items, such as market 
discount and OlD, when reporting under 
the safe harbor. 

The WHMT safe harbor in the final reg
ulations permits trustees and middlemen 
of WHMTs that meet the requirements 
of § 1.671-5(g)(l )(ii), to aggregate the 
trust sales proceeds received from sales 
and dispositions of some mortgages with 
non pro-rata partial principal payments 
on other mortgages, but the safe harbor 
also requires trustees and middlemen to 
report market discount and OlD informa
tion consistent with section 1272(a)(6). 
Safe harbor treatment is available to 
WHMTs that meet the requirements of 
* 1.6 7l-5(g)(l )(ii) hecause the IRS and 
the Treasury Department have determined 
that, for those WHMTs, if market dis
count and OlD are reported as provided 
in the safe harbor, mortgage-by-m0I1-
gage reporting with respect to sales and 
dispositions and principal payments is 
unnecessary. Accordingly, the final reg
ulations clarify that, for a trustee to be 
deemed to have met the requirements of 
paragraph (c)( I) of the regulations, the 
trustee must report all items identified in 
the WHMT safe harbor consistent with the 
WHMT safe harbor. 

3. Reporting for WHMTs that are outside 
the safe harbor 

Some commentators may view the Con
ference Report as providing authority to 
report market discount information using 
a single composite fraction, regardless of 
whether the trustee is permitted to, and 
does in fact, report under (he WHMT safe 
harbor. The IRS and the Treasury De
partment disagree with the commentators' 
reading of the Conference Report as ap
plied to WHMTs. The Conference Report 
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simply provides that. until such time as the 
Treasury Department issues regulations re
oardino the computation of the accrual of e e 
market discount. holders may elect to ac-
crue market discount using eithcr a con
stant interest method or a market discount 
fraction. 

The Conference Report may implic
itly discuss aggregate reporting in that it 
states that. in the case of debt instruments 
that would be subject to the OlD rules 
contained in section 1272(a)(6) (without 
regard to whether the debt instruments 
havc OlD). the same prepayment assump
tion that would be made in computing 
OlD would be made in computing the 
accrual of market discount (whether or 
not the taxpayer elects to accrue market 
discount on the basis of a constant in
terest rate). Section 1272(a)(6)(C)(iii) 
provides that section 1272(a)(6) applies 
to any pool of debt instruments, the yield 
on which may be affected by reason of 
prepayments. However, no guidance has 
been issued regarding the application of 
section 1272(a)(6)(C)(iii). Until guidance 
is issued under section 1272(a)(6)(C)(iii), 
the IRS and Treasury Department believe 
that it is appropriate to provide safe harbor 
trcatment only for trustees of relatively 
straight forward arrangements who report 
information consistent with the applica
tion of section 1272(a)(6) as provided by 
the safe harbor reporting rules. 

.t. Reporting Bond Premium Under the 
WHMT Safc Harbor 

The Reproposed Regulations inelude a 
gcncral requirement that trustees and mid
dlemen of all WHMTs report information 
to enable beneficial owners to determine 
the amount of amortizable bond premium. 
if any, in any manner that is reasonably 
consistent with section 171. The Repro
posed Regulations reserve the portion of 
the WHMT safe harbor on reporting in
formation regarding bond premium. None 
of the comments on the Reproposed Reg
ulations specifically addressed bond pre
mium issues. Accordingly. the final regu
lations continue to reserve guidance on the 
issue while the IRS and the Treasury De
partment study hmv bond premium infor
mation is to be appropriately reported for 
WHMTs. The IRS and the Treasury De
partment welcome comments on this issue. 
U ntd safe harbor reporting rules are pro-
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vided for bond premium, a trustee will not 
be penalized if the trustee reports informa
tion that enables a beneficial owner to de
termine. in any manner reasonably consis
tent with section 171. the amount of the 
beneficial owner's amortizable bond pre
mium, if any, for the calendar year. 

VI. Applicntion of Reporting Rules to 

Foreign Fixed /m'estl11ent hllsls 

A fixed investment trust that is not 
classified as a United States person is not 
a WHFIT under the Reproposed Regula
tions or the final regulations. Nothing in 
the Reproposed Regulations or these final 
regulations alters the application of section 
6048 to United States investors in a foreign 
fixed investment trust. The preamble to 
the Reproposed Regulations notes that the 
IRS and the Treasury Department continue 
to study how to facilitate the application 
of section 6048 rules to foreign fixed in
vestment trusts and requested comments 
on this issue, including how forms 3520 
and 3520A could be adapted for use with 
foreign fixed invcstment trusts. 

Commentators suggested that many 
beneficial owners of interests in a foreign 
fixed investment trust cannot comply with 
the reporting requirements of section 6048 
because they cannot obtain the neces
sary information from the trustee. These 
commentators suggested that, rather than 
adapting Forms 3520 and 3520A to for
eign fixed investment trusts, the IRS and 
the Treasury Department should permit 
certain foreign fixed investment trusts to 
report pursuant to the reporting rules in 
these regulations. The commentators also 
suggested that the final regulations pro
vide that, if a foreign fixed investment 
trust rep0I1s pursuant to these rep0I1ing 
rules. United States investors in the trust 
be excepted from the reporting rules in 
section 6048. The IRS and the Treasury 
Department intend to provide guidance 
in the area of foreign trust reporting and 
will consider whether any of the suggested 
approaches for WHFITs are more appro
priate in this context. 

VII. Ef(ectil'e Date o( Final Regulations 

und Applicability to Existillg WHFlTs 

The Reproposed Regulations provide 
that the reporting rules were to be appli
cable beginning January 1, 2004. Most 

commentators requested that the appli
cability date be delayed until January I. 
2005. to enable trustees and middlemen to 
change their reporting systems to comply 
with the ne\\' reporting rules. To ensure 
that there is sufficient time to comply with 
the reporting requirellll'nts. the final reg
ulations pnwide that these regulations are 
effective January 1. 2007. Accordingly. 
beginning with the 2007 calendar year. 
trustees must report trust information in 
accordance with paragraph (c) of the final 
regulations. Trustees and middlemen mllst 
file Forms 1099 with the IRS and furnish 
tax information statements to beneficial 
owners that meet the requirements of para
graphs (d) and (e) of the final regulations 
with respect to the 2007 calendar year and 
all subsequent years. 

Regarding the applicability of these 
reporting rules to existing WHFITs. one 
commentator requested that the final reg
ulations except all WHFITs in existence 
as of the effective date of the final regula
tions from the new reporting rules. Other 
commentators requested that WHFITs in 
existence as of the effective date of the 
final regulatiom be excepted from specific 
provIsions. The final regulations apply 
to all WHFITs, including those in exis
tence as of the effective date. However, in 
response to the COlTlments, the final regula
tions except certain NMWHFITs that have 
a start-up date on or before February 21 
2006 from specific reporting requirements 
regarding market discollnt, bond premium, 
sales and dispositions, redemptions, and 
sales of trust interests until January I, 
2011. The details of these exceptions have 
been discussed in sections 11(0). III, and 
IV of this preamble. 

Special Analysis 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Exccutive Or
der 12866. Therefore, a regulatory assess
ment is not required. It is hereby certified 
that these regulations will not have a sig
nificant economic impact on a substantial 
number of small entities. This certifica
tion is based on the fact that the regulations 
generally clarify existing reporting obliga
tions and are expected. for the most part, to 
have minimal impact on industry practice. 
and to not have a significant economic im
pact on entities subject to the regulations. 



Further, the reporting burdens in these reg
ulations will fall primarily on large bro
kerage firms, large banks, and other large 
entities acting as trustees or middlemen. 
most of which are not small entities within 
the meaning of the Regulatory Flexibility 
Act (5 U.S.c. chapter 6). Thus, a substan
tial number of small entities are not ex
pected to be affected. Therefore, a Regu
latory Flexibility Analysis under the Reg
ulatory Flexibility Act (5 U.S.c. chapter 6) 

is not required. Pursuant to section 7805(f) 
of the Code, the proposed and the Repro
posed Regulations preceding these regula
tions were submitted to the Chief Counsel 
for Advocacy of the Small Business Ad
ministration for comment on their impact 
on small business. 

Drafting Information 

The principal author of these regu
lations is Faith Colson of the Office of 
Associate Chief Counsel (Passthroughs 
and Special Industries). However, other 
personnel from the IRS and the Treasury 
Department participated in their develop
ment. 

* * * * * 

Adoption of the Amendments to the 
Regulations 

Accordingly, 26 CFR parts 1,301, and 
602 are amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read, in part, as follows: 

Authority: 26 U.s.c. 7805 * * * 
Par. 2. Section 1.671-4 is amended by 

revising paragraph (a) to read as follows: 

§1.671-4 Method of reporting. 

(a) Portion (~f trust treated as owned 
by the f!,ralllor or another persoll. Ex
cept as otherwise provided in paragraph 
(b) of this section and * 1.671-5, items of 
income. deduction. and credit attributable 
to any portion of a trust that, under the pro
visions of subpart E (section 671 and fol
lowing), part I, subchapter J. chapter I of 
the Internal Revenue Code. is treated as 
owned by the grantor or another person, 
are not reported by the trust on Form 1041, 

"u.s. Income Tax Return for Estates and 
Trusts," but are shown on a separate state
ment to be attached to that form. Section 
1.671-5 provides special reporting rules 
for widely held fixed investment trusts. 
Section 301.770 1-4( e )(2) of this chapter 
provides guidance on how these reporting 
rules apply to an environmental remedia
tion trust. 

* * * * * 
Par. 3. Section 1.671-5 is added to read 

a~ follO\vs: 

§ 1.671-5 Reporting for widely held fixed 
im'estment trusts. 

(a) Table of contents. This table of con
tents lists the major paragraph headings for 
this section. 

(a) Table of contents. 
(b) Definitions. 
(c) Trustee's obligation to report infor-

mation. 
( I) In general. 
(i) Calculation. 
(ii) Calculation period. 
(iii) Accounting method. 
(iv) Gross income requirement. 
(2) Information to be reported by all 

WHFITs. 
(i) Trust identification and calculation 

period chosen. 
(ii) Items of income, expense, and 

credit. 
(iii) Non pro-rata partial principal pay

ments. 
(iv) Asset sales and dispositions. 
(v) Redemptions and sales of WHFIT 

interests. 
(vi) Information regarding bond pre

mium. 
(vii) Information regarding market dis

count. 
(viii) Other information. 
(3) Identifying the representative who 

will provide trust information. 
(4) Time and manner of providing in-

formation. 
(i) Time. 
(ii) Manner. 
(iii) Inclusion of information with re

spect to all calculation periods. 
(5) Requesting information from a 

WHFIT. 
(i) In general. 
(ii) Manner of requesting information. 

(iii) Period of time during which a re
questing person may request WHFIT in
formation. 

(6) Trustee's requirement to retain 
records. 

(d) Form 1099 requirement for trustees 
and middlemen. 

(l) Obligation to file Form 1099 with 
the IRS. 

(i) In general. 
(ii) Forms 1099 not required for exempt 

recipients. 
(iii) Reporting and withholding with re

spect to foreign persons. 
(2) Information to be reported. 
(i) Determining amounts to be provided 

on Forms 1099. 
(ii) Information to be provided on 

Forms 1099. 
(3) Time and manner of filing Forms 

1099. 
(i) Time and place. 
(ii) Reporting trust sales proceeds, 

redemption asset proceeds. redemption 
proceeds, sales asset proceeds, sales pro
ceeds, and non pro-rata partial principal 
payments. 

(e) Requirement to furnish a written tax 
information statement to the TIH. 

( I) In general. 
(2) Information required. 
(i) WHFIT information. 
(ii) Identification of the person furnish

ing the statement. 
(iii) Items of income, expense, and 

credit. 
(iv) Non pro-rata partial principal pay

ments. 
(v) Asset sales and dispositions. 
(vi) Redemption or sale of a trust inter

cst. 
(vii) Information regarding market dis-

count and bond premium. 
(viii) Other information. 
(ix) Required statcment. 
(3) Due date and other requirements. 
(4) Requirement to retain records. 
(f) Safe harbor for providing informa

tion for certain NMWHFITs. 
(I) Safe harbor for trustee reporting of 

NMWHFIT information. 
(i) In general. 
(ii) Reporting NMWHFIT income and 

expenses. 
(iii) Reporting non pro-rata partial prin

cipal payments under the safe harbor. 
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(iv) ReportIng ~a\e, and dispositions of 
NMWHFIT a~~eh under the safe harhor. 

(\) Reporting redemptions under the 

safe harbor. 
(\ i) Reporting: the ,ale of a trust interest 

under the ~afe harbor. 
(vii) Reporting: OlD information under 

the safe harbor. 
(Iiii) Reporting market discount infor

mation under the safe harhor. 
(IX) Reporting bond premium informa

tion under the safe harbor. 
(X) Reporting additional information. 
(~) Usc of information provided 

by trw, tees under the safe harbor for 
NMWHrITs. 

(i) In general. 
(ii) Determining NMWHFIT income 

ami expenses under the safe harbor. 
(iii) ReportIng non pro-rata partial prin

cipal payments under the safe harbor. 
(iv) Reporting sales and dispositions of 

NMWHFlT assets under the safe harbor. 
(v) Reporting redemptions under the 

safe harbor. 
(vi) Reporting: sales of trust interests un

der the safe harbor. 
(vii) Reporting OlD information under 

the safe harbor. 
(viii) Reporting market discount infor

mation under the safe harbor. 
(ix) Reporting: bond premium informa

tion under the safe harbor. 
(3) Example of the use of the safe har-

hor for NMWHFlTs. 
(i) Facts. 
(ii) Trw,tee reporting. 
(iii) Brokep; lise of information pro

lided by Trustee. 
(g) Safe Harhor for certain WHMTs. 
( I) Safe harbor for trustees of certain 

WHMTs for reporting information. 
(i) In general. 
(ii) Requirements. 
(iii) Reporting WHMT II1come. ex

penses. non pro-raw partial principal 
payments. and ,ales and dispositions un
der the safe harbor. 

(iv) Reporting: OlD information under 
the safe harbor. 

(\") Reporting market discount informa
tion under the safe harbor. 

(\ i) Reporting bond premium informa
tion under the safe harbor. 

(~) Use of information provided by a 
trw,tee under the safe harbor. 

Ii) In general. 
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(ii) Reporting WHMT income. ex
penses. non pro-rata partial principal 
payments, and sales and dispositions un
der the safe harbor. 

(iii) Reporting OlD information under 
the safe harbor. 

(iv) Requirement to provide market dis
count information under the safe harbor. 

(I) Requirement to provide bond pre
mium information under the safe harbor. 

(3) Example of the use of the safe har-
bor for WHMTs. 

(i) Facts. 
(ii) Trustee reporting. 
(iii) Broker's use of the information 

provided by Trustee. 
(h) Requirement that middlemen fur

nish information to beneficial owners that 
are exempt recipients and non calendar 
year beneficial owners. 

(I) In general. 
(2) Time for providing information. 
(3) Manner of providing information. 
(4) Clearing organization. 
(i) Reserved. 
(j) Coordination with other information 

reporting rules. 
(k) Backup withholding requirements. 
0) Penalties for failure to comply. 
(m) Effeeti ve date. 
(b) Definitions. Solely for purposes of 

this section: 
(I) An asset includes any real or per

sonal. tangible or intangible property held 
hy the trust. including an interest in a con
tract. 

(2) An afFected expense is an expense 
described in * 1.67-2T(i)(l). 

(3) A heneficiul oWller is a trust inter
est holder (TIH) (as defined in paragraph 
(b)(20) of this section) that holds a benefi
cial interest in a widely held fixed invest
ment trust (WHFIT) (as defined in para
graph (b)(22) of this section.) 

(4) The calculation period is the pe
riod the trustee chooses under paragraph 
(c)( I )(ii) of this section for calculating the 
trust information required to be provided 
under paragraph (c) of this section. 

(5) The cash held/or distribution is the 
amount of cash (other than trust sales pro
ceeLis) that would be payable to TIHs if the 
amount of a distribution were required to 
he determined as of the date in question. 

(6) A clean-lip call is the redemption 
of all trust interests in tennination of the 
WHFIT when the administrative costs of 

the WHFIT outweigh the benefits of main
taining the \VHFIT. 

(7) An C.ll'lIlpt reClj)icllt is-
(i) Any person described In 

* 1.60 .. l9--+(c)( I )(ii): 
(ii) A middleman (as defined in para

graph (b)(IO) of this section): 
(iii) A real estate mortgage investment 

conduit (as defined in section 860(D)(a») 
(REMIC): 

(iv) A WHFlT: or 
(v) A trust or an estate for which the 

trustee or middleman of the WHFIT is also 
required to file a Form 1041, "U.S.lllcome 
Tax Return for Estates alld Trusts," in its 
capacity as a fiduciary of that trust or es
tate. 

(8) An in-kind redemption is a redemp
tion in which a beneficial owner receives 
a pro-rata share of each of the assets of 
the WHFIT that the beneficial owner is 
deemed to own under section 671. 

(9) An item refers to an item of income, 
expense, or credit as well as any trust event 
(for example, the sale of an asset) or any 
characteristic or attribute of the trust that 
affects the income, deductions, and credits 
reported by a beneficial owner in any tax
able year that the beneficial owner holds 
an interest in the trust. An item may re
fer to an individual item or a group of 
items depending on whether the item must 
be reported separatel y under paragraphs 
(c)(l )(i) and (e)(I) of this section. 

(10) A middleman is any TIH, other 
than a qualified intermediary as defined in 
§ l.l m I (k)-I (g). who, at any time during 
the calendar year, holds an interest in a 
WHFIT on behalf of, or for the account of, 
another TIH, or who otherwise acts in a ca
pacity as an intermediary for the account 
of another person. A middleman includes, 
but is not limited to-

(i) A custodian of a person's account, 
such as a bank, financial institution, or bro
kerage firm acting as custodian of an ac
count; 

(ii) A nominee: 
(iii) A joint owner of an account or in

strument other than-
(A) A joint owner who is the spouse of 

the other owner: and 
(B) A joint owner who is the benefi

cial owner and whose name appears on the 
Fonn 1099 filed with respect to the trust 
interest under paragraph (d) of this section; 
and 



(iv) A broker (as defined in section 
604S(c)(l) and §1.604S-l(a)( I », holding 
an interest for a customer in street name. 

(11) A mortgage is an obligation 
that is principally secured by an inter
est in real property within the meaning of 
§ 1.860G-2(a)(S), except that a mortgage 
does not include an interest in another 
WHFIT or mortgages held by another 
WHFIT. 

(12) A non-mortgage widely held.fixed 
investment trust (NMWHFIT) is a WHFIT 
other than a widely held mortgage trust (as 
defined in paragraph (b )(23) of this sec
tion). 

(13) A nOli pro-rata partial principal 
payment is any partial payment of princi
pal received on a debt instrument which 
does not retire the debt instrument and 
which is not a pro-rata prepayment de
scribed in § 1.127S-2(f)(2). 

(14) The redemption asset proceeds 
equal the redemption proceeds (as defined 
in paragraph (b)(lS) of this section) less 
the cash held for distribution with respect 
to the redeemed trust interest. 

(IS) The redemption proceeds equal the 
total amount paid to a redeeming TIH as 
the result of a redemption of a trust interest. 

(16) A requesting person is-
(i) A middleman; 
(ii) A beneficial owner who is a broker; 
(iii) A beneficial owner who is an ex-

empt recipient who holds a trust interest di
rectly and not through a middleman; 

(iv) A noncalendar-year beneficial 
owner who holds a trust interest directly 
and not through a middleman; or 

(v) A representative or agent of a person 
specified in this paragraph (b)(l6). 

(17) The sales asset proceeds equal the 
sales proceeds (as defined in paragraph 
(b)(l8) of this section) less the cash held 
for distribution with respect to the sold 
trust interest at the time of the sale. 

(18) The sales proceeds equal the total 
amount paid to a selling TIH in considera
tion for the sale of a trust interest. 

(19) The start-up date is the date on 
which substantially all of the assets have 
been deposited with the trustee of the 
WHFIT. 

(20) A trust interest holder (TIH) is any 
person who holds a direct or indirect in
terest, including a beneficial interest, in a 
WHFIT at any time during the calendar 
year. 

(21) Trust sales proceeds equal the 
amount paid to a WHFIT for the sale or 
disposition of an asset held by the WHFIT, 
including principal payments received by 
the WHFIT that completely retire a debt 
instrument (other than a final scheduled 
principal payment) and pro-rata partial 
principal prepayments described under 
§1.l27S-2(f)(2). Trust sales proceeds do 
not include amounts paid for any interest 
income that would be required to be re
ported under § 1.604S-l( d)(3). 

(22) A widely held fixed investment 
trust (WHFIT) is an arrangement classi
fied as a trust under §301.7701-4(c) of 
this chapter, provided that-

(i) The trust is a United States person 
under section 770 \(a)(30)(E); 

(ii) The beneficial owners of the trust 
arc treated as owners under subpart E, part 
I, subchapter J, chapter I of the Internal 
Revenue Code; and 

(iii) At least one interest in the trust is 
held hy a middleman. 

(23) A widely held mortgage trust 
(WHMT) is a WHFIT, the assets of which 
consist only of one or more of the follow-
1I1g-

(i) Mortgages; 
(ii) Regular interests in a REMIC; 
(iii) Interests in another WHMT; 
(iv) Reasonably required reserve funds; 
(v) Amounts received on the assets de-

scribed in paragraphs (b)(23)(i), (ii), (iii), 
and (iv) ofthis section pending distribution 
to TIHs; and 

(vi) During a brief initial funding pe
riod, cash and short-term contracts for the 
purchase of the assets described in para
graphs (b)(23)(i), (ii), and (iii). 

(c) Trustee's obligation to report infor
mation-(l) In general. Upon the request 
of a requesting person (as defined in para
graph (b)(l6) of this section), a trustee of 
a WHFIT must report the information de
scribed in paragraph (c)(2) of this section 
to the requesting person. The trustee must 
determine such information in accordance 
with the following rules-

(i) Calculation. WHFIT information 
may be calculated in any manner that en
ables a requesting person to determine 
with reasonable accuracy the WHFIT 
items descrihed in paragraph (c)(2) of this 
section that are attributable (or, if per
mitted under paragraphs (c)(2)(iv)(B) or 
(f)(2)(iii) of this section, distributed) to 
a beneficial owner for the taxable year 

of that owner. The manner of calcula
tion must generally conform with industry 
practice for calculating the WHfIT items 
described in paragraph (c)(2) of this sec
tion for the type of asset or assets held by 
the WHFIT. and must enable a requesting 
person to separately state any WHFIT 
item that, if taken into account separately 
hy a beneficial owner, would result in an 
income tax liability different from that 
which would result if the owner did not 
take the item into account separately. 

(ii) Calculatioll period-WHFIT in
formation may be calculated on the basis 
of a calendar month, calendar quarter, or 
half or full calendar year, provided that 
a trustee uses the same calculation pe
riod for the life of the WHFIT and the 
information provided by the trustee meets 
the requirements of paragraph (c)( 1)( i) of 
this section. Regardless of the calculation 
period chosen by the trustee, the trustee 
must provide information requested by a 
requesting person under paragraph (c)(S) 

on a calendar year basis. The trustee may 
provide additional information to request
ing persons throughout the calendar year 
at the trustee's discretion. 

(iii) Accounting method-( A) General 
rule. WHFIT information must be calcu
lated and reported using the cash receipts 
and disbursements method of accounting 
unless another method is required by the 
Internal Revenue Code or regulations with 
respect to a specific trust item. Accord
ingly, a trustee must provide information 
necessary for TIHs to comply with the 
rules of subtitle A, chapter 1, subchapter 
P, part V, subpart A of the Internal Rev
enue Code, which require the inclusion of 
accrued amounts with respect to OlD, and 
section 860B(b), which requires the inclu
sion of accrued amounts with respect to a 
REMIC regular interest. 

(B) Exception for WHFlTs marketed 
predominantly to taxpayers on the accrual 
method. If the trustee or the trust's spon
sor knows or reasonably should know that 
a WHFIT is marketed primarily to accrual 
method TIHs and the WHFIT holds assets 
for which the timing of the recognition of 
income is materially affected by the use 
of the accrual method of accounting, the 
trustee must calculate and report trust in
formation using the accrual method of ac
counting. 

(iv) Gross income requirement. The 
amount of income required tn he reported 
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by the trustee is the gross income (as 
defined in section 61) generated by the 
WHFIT's assets. Thus. in the case of a 
WHHT that receives a payment of income 
from which an expense (or expenses) has 
been deducted. the trustee. in calculating 
the income to be rep0l1ed under paragraph 
(c)(2)(ii) of this section. must report the in
come earned on the trusts assets unreduced 
by the deducted expense or expenses and 
separately report the deducted expense or 
expenses. Sec paragraph (c)(2)( iv i of this 
section regarding reporting with respect to 
sales and dispositions. 

(2) III/(i/'/llotioll to be rel)(}rted br all 

WHFlTs. With respect to all WHFITs
(i) Trust identification and calculation 

period chosen. The trustee must report in
formation identifying the WHFIT. includ-
mg-

(A) The name of the WHFIT; 
(8 1 The employer identification num

ber of the WHFIT 
(Cl The name and address of the trustee; 
(0) The Committee on Uniform Se

curity Identification Procedure (CUSIP) 
number, account number. serial number, or 
other identifying number of the WHFIT; 

(El The classification of the WHFlT as 
either a WHMT or NMWHFIT; and 

(F) The calculation period used by the 
trustee. 

(ii) Items of income, expense, and 
credit. The trustee must report informa
tion detailing-

(A) All items of gross income (includ
ing OID); 

(8) All items of expense (including af
fected expenses); and 

(C) All items of credit. 
(iii) NOli pm-rata partial principal pay

ments. The trustee must report informa
tion detailing non pro-rata partial principal 
payments (as defined in paragraph (b)(13) 
of this section) received by the WHFlT. 

(iv) Asset sales and dispositions. The 
trustee must report information regarding 
sales and dispositions of WHFlT assets 
as required in this paragraph (c)(2)(iv). 
For purposes of this paragraph (c)(2)(iv), 
a payment (other than a final scheduled 
payment) that completely retires a debt in
strument (including a mortgage held by a 
WHMT) or a pro-l'lIta prepayment on a 
debt instrument (see * l.l 27S-2(0(2) held 
by a WHFIT must be reported as a full or 
partial sale or di:,positilln of the debt in
strumcnt. 
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(A) General rule. Except as provided 
in paragraph (c)(2)(iv)(B) (regarding the 
exception for ccrtain NMWHFITs) or 
(c)(2)(iv)(C) (regarding the exception for 
certain WHMTs) of this section. the trustee 
must report with respect to each sale or 
disposition of a WHFIT asset-

(1) The date of each sale or disposition; 
(2) Information that enables a request

ing person to detcrmine the amount of trust 
sales proceeds (as defined in paragraph 
(b)(21) of this section) attributable to a 
beneficial owner as a result of each sale or 
disposition; and 

(3) Information that enables a beneficial 
owner to allocate. with reasonable accu
racy. a portion of the owner' s basis in its 
trust interest to each sale or disposition. 

(B) Exception fin' certain N MWH FITs. 
If a NMWHFIT meets either the gen
eral WHFlT de minimis test of paragraph 
(c)(2)(iv)(0)(l) of this section for a cal
endar year. or the qualified NMWHFIT 
exception of paragraph (c)(2)(iv)(E) of 
this section, the trustee is not required 
to report under paragraph (e)(2)(iv)(A) 
of this section. Instead. the trustee must 
report sufficient information to enable a 
requesting person to determine the amount 
of trust sales proceeds distributed to a 
beneficial owner during the calendar year 
with respect to each sale or disposition of 
a trust asset. The trustee also must pro
vide requesting persons with a statement 
that the NMWHFlT is permitted to report 
under this paragraph (c)(2)(iv)(8). 

(C) Exception for certain WHMTs. If 
a WHMT meets either of the de millimic\' 
tests of paragraph (c)(2)(iv)(D) of this 
section for the calendar year, the trustee 
is not required to report under paragraph 
(c)(2)(iv)(A) of this section. Instead, the 
trustee must report information to enable a 
requesting person to determine the amount 
of trust sales proceeds attributable to a 
beneficial owner as a result of the sale or 
disposition. The trustee also must provide 
requesting persons with a statement that 
the WHMT is permitted to report under 
this paragraph (c)(2)(iv)(C). 

(0) De minimis rests-(l) General 
WH FIT de minill/is test. The general 
WHFIT de minimis test applies to a 
NMWHFIT or to a WHMT that does 
not meet the requirements for the spe
cial WHMT de minimis test in paragraph 
(c)(2)(iv)(D)(2) of this section. The gen
eral WHFIT de minimis test is satisfied 

if trust sales procecds for the calendar 
year are not more than five percent of the 
aggregate fair market value of all assets 
held by the trust as of the later of January 
I st of that year or the trust's start -up date 
(as defined in paragraph (b)(19) of this 
section). 

(2) Special WHMT de millimis teST. A 
WHMT that meets the asset requirement 
of paragraph (g)( 1 )(ii)(El of this section 
satisfies the special WHMT de lIIinimis 
test in this paragraph (c)(2)(iv)(0)(2) if 
trust sales proceeds for the calendar year 
are not more than five percent of the 
aggregate outstanding principal balance 
of the WHMT (as defined in paragraph 
(g)(I)(iii)(D) of this section) as of the later 
of Jan uary I st of that year or the trust's 
start-up date. For purposes of applying 
the special WHMT de minimis test in this 
paragraph (c)(2)(iv)(D)(2), amounts that 
result from the complete or partial pay
ment of the outstanding principal balance 
of the mortgages held by the trust are not 
included in the amount of trust sales pro
ceeds. 

(3) Effect of clean-up call. If a WHFIT 
fails to meet either de minimis test de
scribed in this paragraph (c)(2)(iv)(D) 
solely as the result of a clean-up call, as 
defined in paragraph (b)(6) of this section, 
the WHFIT will be treated as having met 
the de minimis test. 

(E) Qualified NMWHFIT excepTion. 
The qualified NMWHFIT exception is 
satisfied if a NMWHFIT has a start-up 
date that is before February 23. 2006 and 
the calendar year for which the trustee is 
reporting begins before January 1,2011. 

(v) Redemptions and sales of WHFIT 
interests- (A) Redemptions-(1) In gen
eral. Unless paragraph (c)(2)(v)(C) of this 
section (regarding certain NMWHFITs 
with dividend income) applies, for each 
date on which the amount of redemption 
proceeds for the redemption of a trust 
interest is determined, the trustee must 
provide information to enable a requesting 
person to determine-

(1') The redemption proceeds (as defined 
in paragraph (b)(lS) of this section) per 
trust interest on that date; 

(ii) The redemption asset proceeds (as 
defined in paragraph (b )(14) of this sec
tion) per trust interest on that date; and 

(iii) The gross income that is attribut
able to the redeeming beneficial owner for 
the portion of the calendar year that the re-



deeming beneficial owner held its interest 
(including income earned by the WHFIT 
after the date of the last income distribu
tion). 

(2) In-kind redemptions. The value 
of the assets received with respect to an 
in-kind redemption (as defined in para
graph (b)(8) of this section) is not re
quired to be reported under this paragraph 
(c)(2)(v)(A). Information regarding the 
income attributable to a redccming bene
ficial owner must, however, be reported 
under paragraph (c)(2)(v)(A)(1 )(iii) of this 
section. 

(B) Sale of a trust interest-Unless 
paragraph (c)(2)(v)(C) (regarding certain 
NMWHFITs with dividend income) of this 
section applies, if a secondary market for 
trust interests in the WHFIT is established, 
the trustee must provide, for each day of 
the calendar year, information to enable a 
requesting person to determine-

(1) The sale asset proceeds (as defined 
in paragraph (b)( 17) of this section) per 
trust interest on that date; and 

(2) The gross incomc that is attributable 
to a selling beneficial owner and to a pur
chasing beneficial owner for the portion of 
the calendar year that each held the trust 
interest. 

(C) Exception for certain NMWHFITs 
with dividend income. The trustee of a 
NMWHFIT to which this paragraph ap
plies is not required to report the informa
tion described in paragraph (c)(2)(v)(A) 
(regarding redemptions) or (c)(2)(v)(B) 
(regarding sales) of this section. However. 
the trustee must report to requesting per
sons, for each date on which the amount of 
redemption proceeds to be paid for the re
demption of a trust interest is determined, 
information that will enable requesting 
persons to determine the redemption pro
ceeds per trust interest on that date. The 
trustee also must provide requesting per
sons with a statement that this paragraph 
applies to the NMWHFIT. This paragraph 
applies to a NMWHFIT if substantially all 
the income of the NMWHFIT consists of 
dividends (as defined in section 6042(b) 
and the regulations thereunder) and-

(1) The trustee is required by the gov
erning document of the NMWHFIT to 
make distributions of all cash (less rea
sonably required reserve funds) held by 
the NMWHFIT no less frcquently than 
monthly; or 

(2) The qualified NMWHFIT exception 
of paragraph (c)(2j(iv)(E) of this section is 
satisfied. 

(vi) lr~formatioll regarding bond pre
mium. The trustee generally must rc
p0I1 information that enables a beneficial 
owner to determine, in any manncr that 
is reasonably consistent with section 171, 
the amount of the beneficial owner's 
amortizable bond premium, if any, for 
each calendar year. However, if for the 
calendar year, a NMWHFIT meets either 
the general WHFIT de minimis test of 
paragraph (c)(2)(iv)(O)(l) of this section 
or the qualified NMWHFIT exception of 
paragraph (c)(2)(iv)(E) of this section, the 
trustee of such NMWHFIT is not required 
to report information regarding bond pre
mIUm. 

(vii) Information regardillR market 
discoullt. The trustee generally must 
report information that enahles a benefi
cial owner to determine, in any manner 
reasonably consistent with section 1276 
(including section 1276(a)(3», the amount 
of the market discount that has accrued 
during the calendar year. However, if for 
the calendar year, a NMWHFIT meets ei
ther the general WHFIT de minimis test of 
paragraph (c)(2)(iv)(D)(i) of this section 
or the qualified NMWHFIT exception of 
paragraph (c)(2)(iv)(E) of this section, the 
trustee of such NMWHFIT is not required 
to provide information regarding market 
discount. 

(viii) Other information. The trustee 
must provide any other information neces
sary for a beneficial owner of a trust in
terest to report, with reasonable accuracy, 
the items (as defined in paragraph (b )(9) of 
this section) attributable to the portion of 
the trust treated as owned by the beneficial 
owner under section 671. 

(3) Identifving the representative who 
will provide trust informatioll. The trustee 
must identify a representative of the 
WHFIT who will provide the informa
tion specified in this paragraph (c). The 
trustee also may identify an Internet web
site at which the trustee will provide the 
information specified in this paragraph 
(c). This information mLlst be-

(i) Printed in a publication generally 
read by. and available to, requesting per-
sons; 

(ii) Stated in the trust's prospectus; or 
(iii) Posted at the trustee's Internet web

site. 

(4) Time alld mallller of prOl'idillK ill~ 

.f(ml1i1tion-(i) Time-(A) III Kellcral. Ex
cept as provided in paragraph (c)(4)(i)(B) 
of this section, a trustee must provide the 
information specified in this paragraph (c) 
to requesting persons on or before the later 
of-

(/) The 30th day after the close of the 
calendar year to which the request relates; 
or 

(2) The day that is 14 days after the 
receipt of the request. 

(B) Trusts holding interests ill other 
WHFITI' or in Rt-MICs. If the WHFIT 
holds an interest in one or more other 
WHFITs or holds one or more REMIC 
regular interests, or holds both, a trustee 
must provide the information specified in 
this paragraph (Cl to requesting persons on 
or hefore the later of~-

(1) The 44th day after the close of the 
calendar year to which the request relates; 
or 

(2) The day that is 28 days after the 
receipt of the request. 

(ii) Mal/ner. The information specified 
in this paragraph (c) must be provided

(A) By written statement sent hy first 
class mail to the address provided by the 
requesting person; 

(B) By causing it to be printed in a 
publication generally read by and available 
to requesting persons and by notifying re
questing persons in writing of the publi
cation in which it will appear, the date on 
which it will appear, and, if possible, the 
page on which it will appear; 

(C) By causing it to be posted at an In
ternet website, provided the trustee identi
fies the website under paragraph (c)(3) of 
this section; 

(D) By electronic mail provided that the 
requesting person requests that the trustee 
furnish the information by electronic mail 
and the person furnishes an electronic ad
dress; or 

(E) By any other method agreed to by 
the trustee and the requesting person. 

(iii) Inclusioll of information with re
spect to all calculatioll periods. If a trustee 
calculates WHFIT information usi ng a cal
culation period other than a calendar year. 
the trustee must provide information for 
each calculation period that falls within the 
calendar year requested. 

(5) Requestillg informatioll from a 
WHFIT-(i) III general. Requesting per-
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sons may request the information specified 
in this paragraph (c) from a WHFIT. 

(ii) Malliler of requesting illfornwtion. 

In requesting WHFIT information. a re
qlle,ting person mu,t specify the WHFIT 
and the calendar year for which informa
tion is reljuested. 

(iii) Perind ot lillll' durillg which (/ rl'

[llIe.ITillg IIl'r.lon lII{[r request WIfFlT 111-

t(mllilTioll. For the life of the WHFIT and 
for five years following the date of the 
WHFIT's termination. a reljuesting person 
Illay reljuest the information specified in 
this paragraph (c) for any calendar year of 
the WHFIT"s existence beginning with the 
2007 calendar year. 

(6) Truslee '.I' rl'quirelllellt to retain 

records. For the life of the WHFIT and 
for five years following the date of ter
mination of the WHFIT. the trustee must 
maintain in its records a copy of the 
information reljuired to be provided to re
questing persons under this paragraph (c) 
for each calendar year beginning with the 
2007 calendar year. For a period of five 
years following the close of the calendar 
year to which the data pertains, the trustee 
also must maintain in its records such 
supplemental data as may be necessary to 

establish that the information provided to 
reljuesting persons is correct and mects 
the requirements of this paragraph (c). 

(0) Form 1099 rl'Cjlli rnllellt flJl' trustees 
liIU/ middlnlll'n-( I) Ohligation to file 

Foml 1099 \\'ith the IRS-(i) In general. 

Except as provided in paragraphs (d)( I )(ii) 
and (iii) of this section-

(A) The trustee must file with the IRS 
the appropriate Forms I Ol)l). reporting the 
inf(1rmatio[] specifieo in paragraph (d)(2) 
of tim section with respect to any TIH who 
holds an interest in the WHFIT directly 
alld not through a middleman; and 

(B) Every middleman must file with the 
IRS the appropriate Forms 1099. report
ing the illformation specified in paragraph 
(d)(2) of this section with respect to any 
TIH on whose behalf or account the mid
oleman holds an interest in the WHFIT or 
acts as an intermediary. 

(ii 1 FOnllS I099 not r('(llIired/in' exell/pt 

rcciJli(,///.I·~( A) In general. /\ Form 1099 
IS not required with respect to a TIH who 
is an c:\cmpt recipient (as defined in para
graph l.h1171 of this section). unless the 
trustee or miodleman backup withhold . ., 
under section 3406 on paymenh made 
to an exempt recipient (hecause. for ex-
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ample. the exempt recipient has failed to 
furnish a Form W-9 on request). If the 
trustee or middleman backup withholds, 
then the trustee or middleman is required 
to file a Form 1099 under this paragraph 
(d) unless the trustee or middleman re
funds thc amount withheld in accordance 
with ~31.64l3(a)-3 of this chapter. 

(B) Exempt recipients must include 

WH FIT illformatioll ill computing taxable 

incO/lle. A beneficial owner who is an 
exempt recipient must obtain WHFIT in
formation and must inelude the items (as 
defined in paragraph (b )(9) of this section) 
of the WHFIT in computing its taxable 
income on its federal income tax return. 
Paragraphs (c)(3) and (h) of this section 
provide rules for exempt recipients to ob
tain information from a WHFIT. 

(iii) Reporting and withholding with re

spect to foreign persons. The items of the 
WHFIT attributable to a TIH who is not 
a United States person must be reported, 
and amounts must be withheld, as provided 
under subtitle A, chapter 3 of the Inter
nal Revenue Code (sections 1441 through 
1464) and the re gu lations thereunder and 
not reported under this paragraph (d). 

(2) Information to be reported-Ii) 

Detennining amounts to be provided on 

Forms 1099. The amounts reported to the 
IRS for a calendar year by a trustee or 
middleman on the appropriate Form 1099 
must be consistent with the information 
provided hy the trustee under paragraph 
(c) of this section and must reflect with 
reasonable accuracy the amount of each 
item required to be reported on a Form 
1099 that is attributable (or if permitted 
under paragraphs (d)(2)(ii)(D) and (E) of 
this section, distributed) to the TIH. If the 
trustee, in providing WHFIT information, 
uses the safe harbors in paragraph (f)(l) 
or (g)( I) of this section, then the trustee or 
middleman must calculate the infonnation 
to be provided to the IRS on the Forms 
1099 in accordance with paragraph (f)(2) 
or (g)(2) of this section, as appropriate. 

(ii) Infonllation to be provided on 

Forms 1099. The trustee or middleman 
must include on the appropriate Forms 
1099: 

(A) Taxpayer infomzation. The name, 
adoress, and taxpayer identification num
ber of the TIH; 

(B) Information regarding the person 
filing the Form 1099. The name, address, 
taxpayer ioentification number, and tele-

phone number of the person required to file 

the Form 1099: 
(Cl Gross incolllc. All items of gross 

income of the WHFIT attributable to the 
TIH for the calendar year (including 010 
and all amounts of income attributable to 
a selling. purchasing. or redeeming TIH 
for the portion of the calendar year that 
the TIH held its interest (unless paragraph 
(c)(2)(v)(C) of this section (regarding cer
tain NMWHFITs with dividend income) 
applies»; 

(D) Non pro-rata partial principal pav
ments. All non pro-rata partial principal 
payments (as defined in paragraph (b)(l3) 
of this section) received by the WHFIT 
that are attributable (or distributed. in the 
case of a trustee or middleman reporting 
under paragraph (f)(2)(iii) of this section) 
to the TIH; 

(E) Trust sales proceeds. All trust sales 
proceeds (as defined in paragraph (b)(21) 
of this section) that are attributable to the 
TIH for the calendar year, if any, or, if 
paragraph (c)(2)(iv)(8) of this section (re
garding certain NMWHFITs) applies. the 
amount of trust sales proceeds distributed 
to the TIH for the calendar year; 

(F) Reporting redemptions. All re
oemption asset proceeds (as defined in 
paragraph (b)( 14) of this section) paid 
to the TIH for the calendar year, if any, 
or, if paragraph (c)(2)(v)(C) of this sec
tion (regarding certain NMWHFITs with 
dividend income) applies, all redemption 
proceeds (as defined in paragraph (b)(l5) 
of this section) paid to the TIH for the 
calendar year; 

(0) Reporting sales of a trust interest 
on a secondary market. All sales asset 
proceeds (as defined in paragraph (b)( 17) 
of this section) paid to a T1H for the sale 
of a trust interest or interests on a sec
ondary market established for the WHFIT 
for the calendar year, if any, or, if para
graph (c)(2)(v)(C) of this section (regard
ing certain NMWHFITs with oividend in
come) applies, all sales proceeds (as de
fined in paragraph (b )(18) of this section) 
paid to the TIH for the calendar year; and 

(H) Other in/ormation. Any other in
formation required by the Form 1099. 

(3) Time and manner of filing Forms 
l099-(i) Time and place. The Forms 
1099 required to be filed under this para
graph (d) must be filed on or before Feb
ruary 28 (March 31. if filed electronically) 
of the year following the year for which 



the Forms 1099 are being filed. The 
returns must be filed with the appropri
ate Internal Revenue Service Center, at 
the address listed in the instructions for 
the Forms 1099. For extensions of time 
for filing returns under this section, see 
§ 1.6081-1, the instructions for the Forms 
1099, and applicable revenue procedures 
(see §601.601(d)(2) of this chapter). for 
magnetic media filing requirements, see 
§ 301.6011-2 of this chapter. 

(ii) Reporting trust sales proceeds, re
demption asset proceeds, redemption pro
ceeds, sale asset proceeds, sales proceeds 
and nOll pro-rata partial principal pay
ments-(A) Form to be used. Trust sales 
proceeds, redemption asset proceeds, re
demption proceeds, sale asset proceeds, 
sales proceeds, and non pro-rata partial 
principal payments are to be reported on 
the same type of Form 1099 as that re
quired for reporting gross proceeds under 
section 6045. 

(B) Appropriate reporting for in-kind 
redemptions. The value of the assets dis
tributed with respect to an in-kind redemp
tion is not required to be reported to the 
IRS. Unless paragraph (c)(2)(v)(C) of this 
section applies, the trustee or middleman 
must report the gross income attributable 
to the redeemed trust interest for the calen
dar year up to the date of the redemption 
under paragraph (d)(2)(ii)(C) of this sec
tion. 

(e) Requirement to furnish a written tax 
in/annation statement to the TlH-( I) In 
general. Every trustee or middleman re
quired to file appropriate Forms 1099 un
der paragraph (d) of this section with re
spect to a TIH must furnish to that TIH 
(the person whose identifying number is 
required to be shown on the form) a writ
ten tax information statement showing the 
information described in paragraph (e)(2) 
of this section. The amount of a trust item 
reported to a TIH under this paragraph (e) 
must be consistent with the information re
ported to the IRS with respect to the TIH 
under paragraph (d) of this section. Infor
mation provided in this written statement 
must be determined in accordance with the 
rules provided in paragraph (d)(2)(i) of this 
section (regardless of whether the infor
mation was required to be provided on a 
Form 1099). Further, the trustee or mid
dleman must separately state on the writ
ten tax information statement any items 
that, if taken into account separately by 

that TIH, would result in an income tax li
ability that is different from the income tax 
liability that would result if the items were 
not taken into account separately. 

(2) In/ormatio/l required. For the cal
endar year, the written tax information 
statement must meet the following re
quirements: 

(i) WHFIT information. The written 
tax information statement must include the 
name of the WHFIT and the identifying 
number of the WHFIT; 

(ii) Identification of the person furnish
ing the statement. The written tax informa
tion statement must include the name, ad
dress, and taxpayer identification number 
of the person required to furnish the state
ment; 

(iii) Items of income, expense, and 
credit. The written tax information state
ment must include information regarding 
the items of income (that is, the informa
tion required to be reported to the IRS on 
Forms 1099), expense (including affected 
expenses), and credit that are attributable 
to the TIH for the calendar year; 

(iv) Non pro-rata partial principal 
pavments. The written tax information 
statement must include the information re
quired to be reported to the IRS on Forms 
1099 under paragraph (d)(2)(ii)(D) of this 
section (regarding the non pro-rata partial 
principal payments that are attributable 
(or distributed, in the case of a trustee 
or middleman reporting under paragraph 
(f)(2)(iii) of this section) to the TIH for the 
calendar year). 

(v) Asset soles and dispositions-CAl 
General rule. Unless paragraph 
(c)(2)(iv)(B) (regarding the exception for 
certain NMWHFITs) or (c)(2)(ivj(C) (re
garding the exception for certain WHMTs) 
of this section applies, the written tax in
formation statement must include, with 
respect to each sale or disposition of a 
WHFIT asset for the calendar year-

(/) The date of sale or disposition; 
(2) Information regarding the trust sales 

proceeds that are attributable to the T1H as 
a result of the sale or disposition; and 

(3) Information that will enable the TIH 
to allocate with reasonable accuracy a por
tion of the TIH's basis in the TIH's trust 
interest to the sale or disposition. 

(B) Special rulefor certain NMWH FITs 
and WHMTs. In the case of a NMWHFIT 
to which paragraph (c)(2)(iv)(B) of this 
section applies or in the case of a WHMT 

to which paragraph (c)(2)(iv)(C) of this 
section applies, the written tax informa
tion statement must include, with respect 
to asset sales and dispositions, only the 
information required to be reported to 
the IRS on Form 1099 under paragraph 
(d)(2)(ii)(E) of this section. 

(vi) Redemption or sale ofa trust inter
est. The written tax information statement 
must include the information required to 
be reported to the IRS on Forms 1099 un
der paragraphs (d)(2)(ii)(F) and (G) of this 
section (regarding the sales and redemp
tions of trust interests made by the TIH for 
the calendar year); 

(vii) Information reRardinR market dis
count and bond premium. The written 
tax information statement must include 
the information required to be reported 
by the trustee under paragraphs (c)(2)(vi) 
and (vii) of this section (regarding bond 
premium and market discount); 

(viii) Other information. The written 
tax information statement must include 
any other information necessary for the 
T1H to report, with reasonable accuracy 
for the calendar year, the items (as defined 
in paragraph (b )(9) of this section) attrib
utable to the portion of the trust treated 
as owned by the TIH under section 671. 
The written tax information statement 
may include information with respect to 
a trust item on a per trust interest basis if 
the trustee has reported (or calculated) the 
information with respect to that item on 
a per trust interest basis and information 
with respect to that item is not required to 
be reported on a Form l099; and 

(ix) Required statement. The written 
tax information statement must inform 
the TIH that the items of income, deduc
tion, and credit, and any other information 
shown on the statement must be taken into 
account in computing the taxable income 
and credits of the TIH on the Federal in
come tax return of the TIH. If the written 
tax information statement reports that an 
amount of qualified dividend income is 
attributable to the TIH, the written tax in
formation statement also must inform the 
T1H that the TIH must meet the require
ments of section I(h)(\ I)(B)(iii) to treat 
the dividends as qualified dividends. 

(3) Due date and other requirements. 
The written tax information statement 
must be furnished to the TIH on or before 
March IS of the year following the calen-
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dar year for which the statement is being 

furnished. 
(4) Rl'qllirl'lIll'!ll To /"e((lin records. For 

a period of no Ies~ than five years from the 
due date for furni\hing the written tax in
formation statement. a trustee or middle
man must maintain in its records a copy 
of any written tax information statement 
furnished to a TIH. and such supplemen
tal data as may he required to establish the 
correctne~s of the statement. 

(fl S((tf III/rho/" .fi)!' p/"(}\'idillg illjimll(/
lion jor cerl((in NI'vlWH FIE-II) Saff 
Iwrbo/"f(JI' Imslec reportillg o(NMWHFlT 
illjiml1atioll. The trustee of a NMWHFIT 
that meets the requirements of paragraph 
(fl( I )(i) of this section is deemed to satisfy 
paragraph (c)(I)( i) of this section. if the 
trustee calculates and provides WHFlT 
information in the manner described in 
this paragraph (f) and provides a statement 
to a requesting person giving notice that 
information has been calculated in accor
dance with this paragraph (fl( I). 

(i) 111 ge/leral-(A) Eligibility to rl'port 
IIl1der Ihis safe harbor. Only NMWHFITs 
that meet the requirements set forth in 
paragraphs (fl(l )(i)(A)(/) and (2) of this 
section may report under this safe harbor. 

(I) Substantially all of the 
NMWHFITs income is from divi
denels (as defined in section 6042(h) and 
the regulations thereunder) or interest 
(as defined in section 6049(b) and the 
regulations thereunder); and 

(2) All trust interests have identical 
value and rights 

(8) COllsislenn' Reqlliremenls. The 
trustee must-

(I) Calculate all trust items subject to 
the safe harbor consistent with the safe har
bor; and, 

(2) Report under this paragraph (f)( I) 
fur the life of the NMWHFIT; or. if the 
NMWHFIT has a start-up date before Jan
uary 1. 2007. the NMWHFlT must begin 
reporting under this paragraph (f)( I) as of 
.Ian uary I. 2007 and must conti nue to re
port under this paragraph for the life of the 
NMWHFIT. 

(ii) Reporting NMWHFlT income lind 
eX/JellSC\'. A trustee must first determine 
the total amount of NMWHFIT distribu
tions (both actual and deemed) for the cal
endar year and then cxpress each income 
or expem,e item as a fraction of the to
tal amount of NMWHFIT distributions. 
The,e fractions (hereinafter referred tll a, 
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factors) must be accurate to at least four 
decimal places. 

(A) Step 0111'. DeTerlllill1' the total 
amount orNMWHFIT distribUTions (orthe 
Clliendar yell/". The trustee must det~rmine 
the total amount of NMWHFIT distribu
tions (actual and deemed) for the calendar 
year. I f the calculation of the total amount 
of NMWHFIT distributions under this 
paragraph (O(l )(ii)(A) results in a zero or 
a negative number. the trustee may not de
termine income and expense infonnation 
under this paragraph (O(l )(ii)(A) (but may 
report all other applicable items under 
this paragraph (f)( I ». The total amount 
of NMWHFIT distributions equals the 
amount of NMWHFIT funds paid out to 
all TlHs (including all trust sales proceeds, 
all principal receipts. and all redemption 
proceeds) for the calendar year-

(1) Increased by-
(i) All amounts that would have been 

distributed during the calendar year. but 
were instead reinvested pursuant to a rein
vestment plan; and 

(ii) All cash held for distribution to 
TIHs as of December 31 of the year for 
which the trustee is reporting; and 

(2) Decreased by-
(i) All cash distributed during the cur

rent year that was included in a year-end 
cash allocation factor (see paragraph 
(O( I )(ii)(C)(2) of this section) for a prior 
year; 

(ii) All redemption asset proceeds paid 
for the calendar year. or if paragraph 
(c)(2)(v)(C) of this section applies to the 
NMWHFIT. all redemption proceeds paid 
for the calendar year; 

(iii) All trust sales proceeds distributed 
during the calendar year; and 

(ip) All non pro-rata partial principal 
payments distributed during the calendar 
year. 

(3) For the purpose of determining 
the amount of all redemption asset pro
ceeds or redemption proceeds paid for 
the calendar year with respect to para
graph (f)( I )(ii)(A)(2)(ii) of this section. 
the value of the assets (not including 
cash) distributed with respect to an in-kind 
redemption is disregarded. Any cash dis
tributed as part of the redemption must be 
included in the total amount ofNMWHFIT 
distributions. 

(8) StPp Two: Determine factors that 
express the ralios or NMWHFIT income 
and expenses to Ihe total amount of 

NMWHFIT distributiolls. The trustee 
must determine factors that express the 
ratios of NMWHFIT income and expenses 
to the total amount of NMWHFIT distri
butions as follows: 

(1) illcome factors. For each item of 
income generated by the NMWHFIT's as
sets for the calendar year. the trustee must 
determine the ratio of the gross amount of 
that item of income to the total amount of 
NMWHFIT distributions for the calendar 
year; and 

(2) Expense factors. For each item of 
expense paid by a NMWHFIT during the 
calendar year, the trustee must determine 
the ratio of the gross amount of that item of 
expense to the total amount of NMWHFIT 
distributions for the calendar year. 

(C) Step Three: Determine adjust. 
ments for recollciling the lotal amounl 
of NMWHFIT distributions (determined 
under Step One) with amounts actually 
paid to TlHs. Paragraph (f)(l)(ii)(8) of 
this section (Step Two) requires an item 
of income or expense to be expressed as 
a ratio of that item to the total amount of 
NMWHFIT distributions as determined in 
paragraph (f)(l)(ii)(A) of this section (Step 
One). A TIH's share of the total amount of 
NMWHFIT distributions may differ from 
the amount actually paid to that TIH. A 
trustee, therefore, must provide informa
tion that can be used to compute a TIH's 
share of the total amount of NMWHFIT 
distributions based on the amount actually 
paid to the TIH. A trustee satisfies this re
quirement by providing a current year-end 
cash allocation factor, a prior year cash 
allocation factor, and the date on which 
the prior year cash was distributed to TIHs 
(prior year cash distribution date). 

(1) The current year-end cash alloca
tion factor. The current year-end cash al
location factor is the amount of cash held 
for distribution to TIHs by the NMWHFIT 
as of December 31 of the calendar year for 
which the trustee is reporting, divided by 
the number of trust interests outstanding as 
of that date. 

(2) The prior year cash allocationfac
tor. The prior year cash allocation factor 
is the amount of the distribution during the 
calendar year for which the trustee is re
porting that was included in determining a 
year-end cash allocation factor for a prior 
year, divided by the number of trust inter
ests outstanding on the date of the distribu
tion. 



(iii) Reporting non pro-rata partial 
principal paymellts under the safe harbor. 
The trustee must provide a list of dates on 
which non pro-rata partial principal pay
ments were distributed by the trust, and 
the amount distributed, per trust interest. 

(iv) ReportinR sales and dispositions 
of NMWHFlT assets under the safe har
bor-(A) NMWHFlTs that must report U11-

der the Reneral rllle-(l) In Reneral. If 
a NMWHFIT must report under the gen
eral rule of paragraph (c)(2)(iv)(A) of this 
section, the trustee must provide a list of 
dates (from earliest to latest) on which 
sales or dispositions of NMWHFIT as
sets occurred during the calendar year for 
which the trustee is reporting and, for each 
date identified, provide-

(i) The trust sales proceeds received by 
the trust, per trust interest. with respect to 
the sales and dispositions, on that date; 

(ii) The trust sales proceeds distributed 
to TIHs, per trust interest, with respect to 
the sales and dispositions on that date. and 
the date that the trust sales proceeds were 
distributed to the TIHs; and 

(iii) The ratio (expressed as a per
centage) of the assets sold or disposed 
of on that date to all assets held by the 
NMWHFIT. 

(2) Determination of the ratio of the as
sets sold or disposed 0(--

(i) If a NMWHFIT terminates within 
twenty-four months of its stal1-up date, 
the ratio of the assets sold or disposed 
of on that date to all assets held by the 
NMWHHT is based on the fair market 
value of the NMWHFIT's assets as of the 
start-up date; or 

(ii) If a NMWHFIT terminates more 
than twenty-four months after its start-up 
date, the ratio of the assets sold or dis
posed of on that date to all assets held by 
the NMWHFIT is based on the fair market 
value of the NMWHFIT's assets as of the 
date of the sale or disposition. 

(B) NMWHFITs exceptedjimn the gen
eral rule. If paragraph (c)(2)(iv)(B) of 
this section applies to the NMWHFIT, 
the trustee must provide a list of dates 
on which trust sales proceeds were dis
tributed, and the amount of trust sales 
proceeds. per trust interest, that were dis
tributed on that date. The trustee also 
must also provide requesting persons 
with the statement required by paragraph 
(c)(2)(iv)(B) of this section. 

(v) ReportillR redemptiolls under the 
sc!fe harbor-CAl /n gl'lIeral. The trustee 
must: 

(I) Provide a list of dates on which the 
amount of rcdemption procecds paid for 
the redemption of a trust interest was de
termined and the amount of the redemption 
asset proceeds determined per trust interest 
on that date, or if paragraph (c )(2)( v)( C) 
of this section applies to the NMWHFIT, 
the amount of redemption proceeds deter
mined on that date; or 

(2) Provide to each requesting person 
that held (either for its own behalf or for 
the behalf of a TIH) a trust interest that 
was redeemed during the calendar year. the 
date of the redemption and the amount of 
the redemption asset proceeds per trust in
terest determined on that date. or if para
graph (c)(2)(v)(C) of this section applies to 
the NMWHFIT. the amount of the redemp
tion proceeds determined for that date; and 

(B) ParaRraph (c)(2)(v)(C) statement. 
If paragraph (c)(2)(v)(C) of this section 
applies to the NMWHFIT, the trustee must 
provide a statement to requesting persons 
to the effect that the trustee is providing 
information consistent with paragraph 
(c)(2)(v)(C) of this section. 

(vi) Reporting the sale ofa trust inter
est ullder the safe harbor. If paragraph 
(c)(2)(v)(C) of this section does not apply 
to the NMWHFIT, the trustee must pro
vide, for each day of the calendar year, the 
amount of cash held for distribution, per 
trust interest, by the NMWHFIT on that 
date. If the trustee is able to identify the 
date on which trust interests were sold on 
the secondary market. the trustee altcrna
tively may provide information for each 
day on which sales of trust interests oc
curred rather than for each day during the 
calendar year. If paragraph (c)(2)(v)(C) of 
this section applies to the NMWHFIT, the 
trustee is not rcquired to provide any in
formation under this paragraph (f)( I )(vi), 
other than a statement that the NMWHFIT 
meets the requirements to report under 
paragraph (c)(2)(v)(C) of this section. 

(vii) Reporting OlD information under 
the safe harbur. The trustee must provide, 
for each calculation period, the average ag
gregate daily accrual of OID per $1,000 of 
original principal amount. 

(viii) Reporting market discount in
formation under the safe harbor-CAl III 
Renera!. If the trustee of a NMWHFIT 

garding market discount under paragraph 
(c)(2)(vii) of this section. the trustee must 
provide the information required under 
paragraph (1')( I )(iv)(A)(/)(iii) of this sec
tion. If the trustee is not required to pro
vide market discount information under 
paragraph (c)(2)(vii) of this section (be
cause the NMWHFIT meets either thc de 
minimis test of paragraph (c)(2)(iv)(D) of 
this section, or the qualified NMWHFIT 
exception of paragraph (c)(2)(iv)(E) of 
this section), thc trustee is not required 
under this paragraph (f) to provide any 
information regarding market discount. 

(B) Reporting market discoullt illfiJrllla
tion under thl' safe harhor w1il'n the yield 
of the debt obliRatiolls held b.v the WHFlT 
is expected to be affected by prepavmellts. 
I Reserved.] 

(ix) Reporting bond premiufII infiJrmll
tion under the safe harbor. [Reserved.] 

(x) Reporting additionlll in/rJrllllltioll. 
If a requesting person cannot use the infor
mation provided by the trustee under para
graphs (O( 1 )(ii) through (ix) of this section 
to determine with reasonable accuracy the 
trust items that are attributable to a TIH, 
the requesting person must request, and 
the trustee must provide, additional infor
mation to enable the requesting person to 
determine the trust items that arc attribut
able to the TIH. See, for example, para
graph (f)(2)(ii)(A)( 4) of this section which 
requires a middleman to request additional 
information from the trustee when the to
tal amount of WHFIT distributions attrib
utable to a TlH equals zero or less. 

(2) Use of illformation provided 
by trustees ullder the s(~fe harbor for 
NMWHFITs-(i) III general. If a trustee 
reports NMWHFIT items in accordance 
with paragraph (f)( 1) of this section, the 
information provided with respect to those 
items on the Forms 1099 required under 
paragraph (d) of this section to be filed 
with the IRS and on the statement required 
under paragraph (e) of thi s section to be 
furnished to the TIH must be determined 
as provided in this paragraph (0(2). 

(ii) Determinillg NMWHFIT incollle 
alld expel/sl' under the sale harbor. The 
trustee or middleman must determine the 
amount of each item of income and ex
pense attributable to a TIH as follows-

(A) Step aile: Determine the tOl({/ 
amount of NMWHFlT distrihutiolls (({
tributable to the TlH. To determine the 

is required to provide information re- total amount of NMWHFIT distributi()n~ 
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,lttrlhutahlc to a TIH fur the calendar year. 
thc total amount paId to. nr credited to the 
dCC()llnt ot. the TIH during the calendar 
~ Celr I including amllllnt\ paid a\ trm,t "ale's 
procceLk pel[·tlal non IJ)'{J-ru/ll prinL'lpal 
paYlllcllh. rcdell1ptll1n plllceed,. and sale', 
pruL'cL'd,) i,-

ill Inne,l\l'd hy-
1/1 ,-\ II anwunh that would haye heen 

di,trihutl'd during thc L'akndar year to the 
TlH. hut that \\cre rein\'c,tL'd pursuant to 
,I relll\C,t[IlL'nt pLtn (unk" another per
,(lI\ (for L'\dll1pk. the cu.';tmlian of the rein
\ c',tlllent plan) I, rc,pon,ihle for reporting 
tl1L',e all1llunh under paragraph (d) of this 
,eL'tion): and 

iii) An amount equal to the current year
end ca,h allocat[on factor {provided by 
thc tru,tce in aL'cordanee with paragraph 
(fit I )t ii)( Cit j) of this \ection) multiplied 
h~ the number ot trust interests held by 
thc TIH a, of Dccemhcr 31 of the ealcn
ddt' year tor \\hich the trustee is reporting: 
and 

(.~) Decreased hy-
(i) An amount equal to the prior year 

ca,h allocation factor (provided by the 
trw,tee in accordance with paragraph 
I fit 1)( i[ I(C)(.2) of this section) multiplied 
hy thc numher of trust interests held by 
the TI H on the prior year cash distribution 
clatt': 

(iii An amount equal to all redemption 
a,set proceeds paid to the TIH for the cal
endar year, or if paragraph (c)(2){v)(C) of 
thi, ,cetilln applil's til the NMWHFIT, an 
amount equal to all redemption proceeds 
paid to tile TIH for the calendar year: 

(ilil An amoullt equal to all saie asset 
pnlL'eed, paid to thc TlH for the calen
dar ycar. or if paragraph (c){2){v){C) of 
thi, ,c'l'lJO[l applies to the NMWHFIT, the 
aillount of sales proceeds paid to the TIH 
fm tile calendar year: 

I ill In tilL' ca,e of a TIH that purchased 
a trust illlL're,t III a NMWHFIT to which 
para~r'lpil (c)( 2)( v)( C) of this section docs 
Jwt ,JPply. an alllllllllt equal to tile cash held 
tur dhtnhu(ion pcr tru,1 intercst on the date 
lilal thL' Till ac'quired its interest. Illulti
pl[L'L1 hy the trw.,t intere,t, acquired on that 
ddlL': 

II) Tile allHlllllt of the tru,t ,aies pro
ll'C'd, di,trihuted to the TIH, calculated as 
P[(l\ [ded 111 par;J2,'reJph (f)(2)([\')(A)(31 of 
till' 'l'L'ti()[!: alld 

[III Till' aillount of 11011 1)/'(I-I'lI/({ par
tEd pri[lClp,d prepayllll'llh di,tributed to 

444 2006-1 C.B. 

the TIH during the calendar year, calcu
lated as provided in paragraph (f)(2)(iii) of 
this section. 

(3) Tre([/III1'I1/ or ill-killd distrihlltio/lS 
IIllda tltis pilmgl'llplt (I)(2)(ii). The value 
of the assets (not including cash) received 
with respect to an in-kind redemption is 
not included in the amount used in para
graph (f){2){ii)(A)(2)(ii) of this section, 
The cash distributed as part of the redemp
tion, however. must be included in the 
total amount of NMWHFIT distrihutions 
paid to the TIH. 

(4) Tlte total (/mOIlIl/ or distriblltiollS 
(//tribllluble /0 (/ TIH calclIlated lIllder 
this purugraph (f)(2)(ii)(A) equals ;.ero or 
less. If the total amount of distributions 
attributable to a TIH. caleulated under 
this paragraph (f)(2)(ii)(A), equals zero 
or less. the trustee or middleman may not 
report the income and expense attributable 
to the TIll under this paragraph (f)(2)(ii). 
The trustee or middleman must request 
additional information from the trustee of 
the NMWHFIT to enable the trustee or 
middleman to determine with reasonable 
accuracy the items of income and expense 
that are attributable to the TlH. The trustee 
or middleman must report the other items 
su bject to paragraph (f)(l) of this section 
in accordance with this paragraph (f)(2). 

(B) Step Two: Applv the factors pro
rided In' the trusta to determine the items 
o(illcome alld expense that are attributable 
to the T1H, The amount of each item of in
come (other than OID) and each item of 
expense attrihutable to a TIH is determined 
as follows-

(J) Applic(/fion o( income fClclOrs. For 
each income factor. the trustee or middle
man must multiply thc income factor by 
the total amount of NMWHFIT distribu
tions attributable to the TIH for the cal
endar year (as determined in paragraph 
(f)(2){ii){/\) of this section). 

(2) ApplicUlion o(cxpellse t{letors. For 
each expense factor, the trustee or mid
dleman must multiply the expense factor 
by the total amount of NMWHFIT dis
tributiolls attributable to the TIH for the 
calendar year (as determined in paragraph 
(f)(2){iiJ(A) of this section). 

(iii) ReporfinM non pro-rata partial 
principal {w\'lIIents IIllder the safe harbor. 
To determine the amount of non pro-rata 
partial principal payments that are dis
tributed to a TIH for the calendar year, the 
tru,tee or middleman must aggregate the 

amount III non pro-m/a partial principal 
payments distributed 10 a TIH for each day 
that non pro-roW principal payments were 
distributed. To determine the amount of 
non pm-rotll principal payments that are 
distributed to a TIH on each distribution 
date, the trustee or middleman must mul
tiply the amount of nOll-pm rata principal 
payments per trust interest distributed on 
that date by the number of trust interests 
held by the TlH, 

(iv) Reporting sales and disposi
tions ()( NMWHFlT assets Illlder the 
sale harbor-rAJ Reporting IIllder Ihe 
sat'e harbor if the Meneml rules apply 
to the NMWHFlT. Unless paragraph 
(c)(2)(iv)(B) of this section applies, the 
trustee or middleman must comply with 
paragraphs (f)(2)(iv)(A)(l), (2), and (3) of 
this section, 

(1) Form 1099, The trustee or middle
man must report the amount of trust sales 
proceeds attributable to the TIH for the cal
endar year on Form 1099. To determine 
the amount of trust sales proceeds attrib
utable to a TlH for the calendar year, the 
trustee or middleman must aggregate the 
total amount of trust sales proceeds attrib
utable to the TIH for each date on which 
the NMWHFIT sold or disposed of an as
set or assets. To determine the total amount 
of trust sales proceeds attributable to a TIH 
for each date that the NMWHFIT sold or 
disposed of an asset or assets, the trustee or 
middleman multiplies the amount of trust 
sales proceeds received by the NMWHFIT 
per trust interest on that date by the num
ber of trust interests held by the TIH on that 
date, 

(2) The written /ax information state
ment furnished to the T1H. The written 
tax information statement required to be 
furni~hed to the TIH under paragraph 
(e) of this section must include a list of 
dates (in order, from earliest to latest) on 
which sales or dispositions of trust assets 
occurred during the calendar year and pro
vide, for each date identified-

(i) The trust sales proceeds received by 
the trust, per trust interest, with respect to 
the sales or dispositions of trust assets on 
that date: and 

(ii) Thc information provided by the 
trustee under paragraph (f)( 1 )(iv)(B)(2) of 
this section regarding the ratio of the as
sets sold or disposed of on that date to all 
the assets of the NMWHFIT held on that 
date, prior to such sale or disposition. 



(3) Calculating the total amount of trust 
sales proceeds distributed to the TIH. To 
determine the total amount of NMWHFIT 
distributions attributable to a TIH, the 
trustee or middleman must calculate the 
amount of trust sales proceeds distributed 
to the TIH for the calendar year. (See para
graph (f)(2)(ii)(A)(2)(v) of this section.) 
To determine the amount of trust sales 
proceeds distributed to a TIH for the cal
endar year, the trustee or middleman must 
aggregate the total amount of trust sales 
proceeds distributed to the TIH for each 
date on which the NMWHFIT distributed 
trust sales proceeds. To determine the total 
amount of trust sales proceeds distributed 
to a TIH for each date that the NMWHFIT 
distributed trust sales proceeds, the trustee 
or middleman must multiply the amount 
of trust sales proceeds distributed by the 
NMWHFIT per trust interest on that date 
by the number of trust interests held by the 
TlH on that date. 

(B) Reporting under the safe harbor 
if paragraph (c)(2)(iv)(B) of this section 
applies to the NMWHFIT. If paragraph 
(c)(2)(iv)(B) of this section applies, the 
trustee or middleman must calculate, 
in the manner provided in paragraph 
(f)(2)(iv)(A)(3) of this section, the amount 
of trust sales procecds distributed to the 
TlH for the calendar year. The trustee 
or middleman must report this amount 
on the Form 1099 filed for the TIH and 
on the written tax information statement 
furnished to the TIH. 

(v) Reporting redemptions under the 
safe harbor-CAl Except as provided in 
paragraph (f)(2)(v)(B) or (e) of this sec
tion, if the trustee has provided a list of 
dates for which the amount of the redemp
tion proceeds to be paid for the redemp
tion of a trust interest was determined and 
the redemption asset proceeds paid for 
that date, the trustee or middleman must 
multiply the redemption asset proceeds 
determined per trust interest for that date 
by the number of trust interests redeemed 
by the TIH on that date. 

(B) If paragraph (c)(2)(v)(e) ofthis sec
tion applies, and the trustee has provided a 
list of dates for which the amount of the 
redemption proceeds to be paid for the re
demption of a trust interest was determined 
and the redemption proceeds determined 
per trust interest on each date, the trustee or 
middleman must multiply the redemption 
proceeds per trust interest for each date by 

the number of trust interests redeemed by 
the TIH on that date. 

(e) If the trustee has provided the re
questing person with information regard
ing the redemption asset proceeds paid for 
each redemption of a trust interest held 
by the middleman for the calendar year, 
or if paragraph (c)(2)(v)(C) of this section 
applies and the trustee has provided the 
amount of redemption proceeds paid for 
each redemption of a trust interest held by 
the middleman during the calendar year, 
the requesting person may use this infor
mation to determine the amount of the 
redemption asset proceeds or redemption 
proceeds paid to the TIH for the calendar 
year. 

(vi) Reporting sales of trust interests 
under the safe harbor-CAl Except as pro
vided in paragraph (f)(2)(vi)(B) of this sec
tion, the trustee or middleman must sub
tract the amount of cash held for distribu
tion per trust interest on the date of the sale 
from the sales proceeds paid to the TIH to 
determine the sale asset proceeds that are 
to be reported to the TIH for each sale of a 
trust interest. 

(B) If paragraph (c )(2)(v)(C) of this sec
tion applies, the trustee or middleman must 
report the sales proceeds paid to the TIH as 
a result of each sale of a trust interest. 

(vii) Reporting OlD information under 
the safe harhor-The trustee or middle
man must aggregate the amounts of OlD 
that are allocable to each trust interest held 
by a TIH for each calculation period. The 
amount of OlD that is allocable to a trust 
interest, with respect to each calculation 
period, is determined by multiplying-

(A) The product of the OlD factor and 
the original principal balance of the trust 
interest, divided by 1,000; by 

(B) The number of days during the cal
culation period in that calendar year that 
the TIH held the trust interest. 

(viii) Reporting market discount infor
mation under the safe harbor-(A) Except 
as provided in paragraph (t)(2)(viii)(B) of 
this section, the trustee or middleman must 
provide the TIH with the information pro
vided under paragraph (f)(l )(viii) of this 
section. 

(B) If paragraph (c)(2)(iv)(B) of this 
section applies, the trustee and middleman 
are not required under this paragraph (f)(2) 
to provide any information regarding mar
ket discount. 

(ix) Reportint; bund premium informa
tion under the safe harbor. [Reserved] 

(3) Example of the use of the safe har
bor for NMWHFITs. The following ex
ample illustrates the use of the factors in 
this paragraph (f) to calculate and provide 
NMWHFIT information: 

Example: (i) Facts-( A) In f!,eneral-( I) Trust is 

a NMWHFIT that holds common stock in ten differ
ent corporations and has 100 trust interests outstand

ing. The start-up date for Trust is December 15.2006. 
and the termination date for Trust is March 15.2008. 
The agreement governing Trust requires Trust to dis
tribute the cash held by Trust reduced by accrued but 
unpaid expenses on April 15. July 15. and October 15 
of the 2007 calendar year. The agreement also pro

vides that the trust interests will be redeemed hy the 
Trust for an amount equal to the value of the trust in
terest. as of the close of business, on the day that the 
trust interest is tendered for redemption. There is no 

reinvestment plan. A secondary market for interests 
in Trust will be created by Trust's sponsor and Trust's 
sponsor will provide Trustee with a list of datcs on 
which sales occurred on this secondary market. 

(2) As of December 31, 2006, Trust holds $12x 
for distribution to TIHs on the next distribution date 
and has no accrued but unpaid expenses. Trustee in
cludes the $12x in determining the year-end cash al
location factor for December 31, 2006. 

(B) Evenrs occurring during the 2007 calendar 
year- (I) As of January 1.2007. Brokerl holds ten 

trust interests in Trust in street name for each of .I 
and A and Broker2 holds ten trust interests in Trust 
in street name for S. 1. A. and S are individual. cash 
method taxpayers. 

(2) As of January I. 2007, the fair market value 
of the Trust's assets equals $10.000x. 

(3) During 2007, Trust receives $S88x in div
idend income. Trustee determines that $400x of 
the dividend income received during 2007 meets 
the definition of a qualified dividend in section 
I (h)( II )(B )(i) and the holding period requirement 
in section l(h)(II)(B)(iii) with respect to the Trust. 
During 2007, Trust also receives $12x in interest 
income from investment of Trust's funds pending 
distribution to TIHs, and pays $45x in expenses, all 

of which are affected expenses. 
(4) On April 15,2007. Trustee distributes $135x. 

which includes the $12x included m determining 
the year-end cash allocation factor for December 
31, 2006. As a result of the distribution. Brokerl 
credits I s account and A 's account for $13.50x each. 
Broker2 credits S's account for $13.50x. 

(5) On June 1,2007, Trustee sells shares of stock 
for $1 OOOx to preserve the soundness of the trust. The 
stock sold on June 1.2007, equaled 20% of the aggre
gate fair market value of the assets held by Trust on 
the start-up date of Trust. 

(6) On July 15.2007. Trustee distributes $1, 135x, 
which includes the $1.OOOx of trust sales proceeds re

cei ved by Trust for the sale of assets on June I, 2007. 
As a result of the distribution, Brokerl credits Is ac

count and A's account for $113.50x each. Broker2 
credits S's account for $113.50x. 

(7) On September 30 2007. 1. through Trust's 

sponsor, sells a trust interest to S for $115.35x. 
Trustee detennines that the cash held I'm distrihution 

per trust interest on September 30 IS S1.35x. A.s a 
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result of the sale. Brokerl credih )'s account fOi 

SI15JSx. 
III) On Oltllhn IS. 2DD7. Trustee d"tribuks 

SI2:1\. As a result nl' the distribution. Brokerl 
eredl" )'s aCCe)ltnt fpr S II.07x and r\'s aCCllunt fm 
\12 .. iO\. Brnker2 nedl" S', account f()f 513.5:1x. 

t l)1 On December III. 2ll07. J tenders a trust 
intcrest tll Trustee fill' redemption through Broker!. 
Trustee determines that the amollnt of the redemp
tion pJ'l)cecds to be paid f()f a lrUq interest that is 

tendered tor rcdempl10n on December to, 2007. is 
"11(1\. of which S115\ represents the redemption 
a"d pre)(ccds. On Dcccmber 12. 20D7. Trustce sells 
shares llf common s((lei-. I'm $11 Sx to have sutlicient 

I II Incnme and expense information: 

Factl1r for ordinary dividend income 

Faclor for qualified dividend income 

Factor for interest income 

Factor for affected expenses 

cash to pay )'S redemption proceeds. The stock sold 
on December 12, 2007, equaled 2% of the aggregate 
tan market value of all the assets of Trust as of the 
start up date. On Decemher 17, 2007, Trustee pays 
the $116x redemption proceeds (including the $115, 
trust sales proceeds received by Trust fo; the sale of 
the stock on December 12) to Broker! on)'s behalf. 
and Brokerl in turn pays $1l6x to J as rcdemption 
proceeds. 

(/() On December 10, 2007, J, through Trust's 
sponsor. also sells a trust interest to' S for $116x. 
Trustee detennines that the cash held for distribution 
per trust interest on that date is $1 x. As a result of the 
sale. Broker! credits)'s account for $116x. 

If /) As of Decemher J I. 2007, Trust holds cash 

of $173" and has incurred $15x in expenses that Trust 
has not paid. J is the only TIH to redectll a trust 
Interest during the catendar year. The sale of two 
trust interests in Trust hy J to S are the only sales 
that occurred on the .secondary market established by 
Trust's sponsor during 2007. 

(ii) Trustee reporring-tA) 511111111<1n' ofinjiJm/a' 

liO/l flrm'ided b.\' Trllstee. Trustee meets the require
ments of paragraph (O( I) or this section if Trustee 
provides the following information to requesting per
sons: 

Current year-end cash allocation factor 

Pnor year cash allocation factor 

0.3481 

0.7407 

0.0222 

0.0833 

15960 

0.1200 

Prior year cash distribution date April 15 

(2) Information regarding asset sales and distributions: 

Date Trust sales proceeds Trust sales proceeds % of Trust 
of sale Received Distributed and Date Sold 

Distributed 

June I $10.0000x $1O.oo00x (July 15) 20% 

December 12 $ 1.1616x $ O.OOOOx 2% 

(31 Information regarding redemptions: 

Date Redemption asset proceeds 

December to $1l5x 

(.J) Information regarding sales of trust interests: 

Date 

September 30 
December I () 

I R I Tnme~ tielermines rhis in/imnarioll ill fo/
I(lll .\. 

1./1 SIC!, One: TmSlel' dclerminCl the tllral (III/Ollllt 

lit NMWHFlT tii.\·triIJlltiolll .Ii,,' the cil/endar veal'. 

The totCiI Clmount of NMWHFIT distrihutions (ac
IUCII and deemed) for the calendar year for purposes 
"I' determining the safe harbor tactors is $S-IOx. 
This Clmount consists of the amounts paid on each 
sdleuulcJ distnbution date during the calendar year 
1,\1 J.\)\. ~1.~5\. and S123\1. plus the total amount 
rClld te) .I as a result of J's redemption of a trllS! 
IntL'rl'q 1$111'>\ 11$1. 115\ + $1 :15, + $I::>3x + $116x 
~ SI50l),I-

111 Increa,ed h) all cash held for distribution to 
TIHs CIS 01 December:11. 2007 1$158x). which IS the 
e.ISh twld as of December 31. 2007 1$I73x) reduced 
hI the aL'L'Ilied bUI unpaid expenses as of December 
.11. 2[1117 ISIS\!. and 

I iii Decreased hy ClII amounts distributed during 
Ihe c,licndClr lear hut Included In the year-end cash 
allnl'cillnn lal·tor from a prior year I $12, I: all redelllp-
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Cash held for distrihution per trust interest 

tion a"et proceeds paid forthe calendar year ($115x); 
and all trust sales proceeds distributed during the cal
endar year ($1.000x). 

(2) Stcfl Two: Trustee determines factors that 

exflr~ss the ratio of NMWHFlT income (other than 

OlD) alld eXflenses to the total amount olNMWHFlT 

distrihllti(lI/s. Trustee determines the factors for each 
item of income earned by Trust and each item of 
expense as follows: 

(i) ()rdinary diddend income factor. The ordi
nary dividend income factor is 0.3481. which repre
sents the ratio of the gross amount of ordinary divi
dends I $188x) to the total amount of NMWHFIT dis
tnbutions for the calendar year ($540x). 

(ii) QlIalijied dividend income facrar. The 
qualified dividend income factor is 0.7407 which 
represents the ratio of the gross amount of quali
fied dividend income ($400x) to the total amount 
of \lMWHFIT distributions for the calendar year 

($5-1(lx) 

$ 1.35 x 
100x 

(iii) Interest income foctor. The interest income 
factor is 0.0222, which represents the ratio of the 
gross amount of interest income ($12x) to the total 
amount of NMWHFIT distributions for the calendar 
year ($540x). 

(ip) Expense factor. The affected expenses fac
tor is 0.0833, which represents the ratio of the gross 
amount of affected expenses paid by Trust for the cal
endar year ($45x) to the total amount of NMWHFlT 
distributions for the calendar year ($540x). 

(3) Step Three: Trustee determines adjustmelllS 

for reconciling the total amount of NMWHFlT dis

tributions "'ith amoullIs paid to T1Hs. To enable 
requesting persons to detennine the total amount of 
NMWHFIT distributions that are attributable to a 
TIH based on amounts actually paid to the TIH. the 
trustee must provide both a current year-end cash 
allocation factor and a prior year cash allocation 
factor. 

(i) Currelll year-end cash 1lllOClllial1 factor. The 
adjustment factor for cash held hy Trust at year end 



is 1.5960, which represents the cash held for distri

bution as of December 31, 2007 ($158x) (the amount 

of cash held by Trust on December 31,2007 ($173x) 

reduced by accrued, but unpaid, expenses ($15x)), di

vided by the number of trust interests outstanding at 

year-end (99). 

(ii) Prior Year Cash Allocation Factor. The 

adjustment factor for distributions of year-end cash 

from the prior year is 0.1200, which represents the 

amount of the distribution during the current calendar 

year that was included in a year-end casb allocation 

factor for a prior year ($12x), divided by the number 

of trust interests outstanding at the time of the distri

bution (100). The prior year cash distribution date is 

April 15, 2007. 

(4) Reporting sales and disl'",itions of trust as

sets-til Application of the de minimis rest and Ihe 

qualified NMWHFlT exceptio/l. The aggregate fair 

market value of the assets of Trust as of January I, 

2007, was $1 O,OOOx. During the 2007 calendar year, 

Trust received trust sales proceeds of $1115x. Trust 

sales proceeds recei ved by Trust for the 2007 calen

dar year equal 11.15% of Trust's fair market value as 

of January I, 2007. Accordingly, neither the de mill

imis test or the qualified NMWHFIT exception is met 

for the calendar year. 

With respect to] 

Ordinary Dividend Income 

Qualified Dividend Income 

Interest Income 

Atfected Expenses 

Trust sales proceeds reported on 

Form 1099 

Redemption asset proceeds 

(ii) IIlj(Jrmafioll to he pro\'ided. To satisfy the re

quirements of paragraph (n( I) of this section with 

respect to sales and dispositions of Trust's assel.S, 

Trustee provides a list of dates on which trust as

sets were sold during the calendar year, and provides. 

for each date: the trust sales proceeds (per trust in

terest) received on that date; the trust sales proceeds 

distributed to TIHs (per trust interest) with respect to 

sales or dispositions on that date: the date those trust 

sales proceeds were distributed, and the ratio of the 

assets sold or disposed of on that day to all the assets 

held by Trust. Because Trust will terminate within IS 
months of its start-up date, Trustee must use the fair 

market value of the assets as of the start-up date to 

determine the portion of Trust sold or disposed of on 
any particular date. 

(5) Reporting redemptiolls. Because Trust is not 

required to make distributions at least as frequently 

as monthly, and Trust's start-up date is after February 

23,2006, the exception in paragraph (c)(2)(v)(C) of 

this section does not apply Iu Trust. To satisfy the re

quirements of paragraph (fJ( I) of this seetion. Trustee 

provides a list of dates for which the redemption pro

ceeds to be paid for the redemption of a trust interest 

was determined for the 2007 calendar year and the 

redemption assets proceeds paid for each date. Dur

ing 2007, Trustee only determined the amount of re

demption proceeds to be paid for the redemption of a 

For redemption on December 10 

Sale asset proceeds 

For sale on September 30 

ror sale on December 10 

With respect to A 

Ordinary Dividend Income 

Qualified Dividend Income 

I nterest I nCOIlle 

Affected Expenses 

Trust sales proceeds reported on 

Form 1099 

With respect to S 

Ordinary Dividend Income 

Qualified Dividend Income 

Interest Income 

Affected Expenses 

Trust ,ales proceeds reported on 

Form 1099 

trust interest once, for December 10, 2()07, and the re

demption asset proceeds determined for that date was 
$1l5x 

(1'5) Re{Hlrlilig win of tmsf illleresT. Because 

Trust is not required to make distributions at least 

as frequently as monthly. and Trmt's start up date is 

after Februat-y 23. 20()o. the exception in paragraph 

(c){2)(v){C) of this section dues not apply 10 Trust. 

Sponsor, in accordance with the trust agreement. 

provides Trustee with a list or dates on which sales 

on the secondary market occurred. To satisfy the re

quirements of paragraph (f)( I) of this section, Trustee 

provides requesting persons with a list of dates on 

which sales on the secondary market occurred and 

the amount of cash held for distriolltion per trust in

terest on each date. During 2007, two sales occurred 

on the secondary market. The first sale occurred on 
September 30, 20()7, and the amount of cash held for 

distribution, per trust interest, on that date is $1.35x. 

The second sale occurred on December 10, 20(J7, 

and the amount of cash held for distribution, per trust 
interest, on that date is $I.O()x. 

(iii) Brokers' lise of inJimnlllion pr(Jl'ided bl' 

TrUSlee-(A) Rrokerl and Broker2 use the informa

tion furnished by Trustee under the safe harbor to 

determine that the following itellls are allriblltable to 
], A, and S-

$ 17.89x 

38.07x 

1.14x 

4.28x 

108.13x 

115.00x 

114.00x 

11500x 

$ 18.82x 

40.04x 

1.20x 

4.50x 

1l1.62x 

$ 19.54x 

41.58x 

1.25x 

4.68x 

113.94x 

With respect to J, A, and S (regarding the sales and dispositions executed by Trust during the calendar year) 

Date 

June IS 
December 12 

(B) The brokers determine the information pro

vided to J, A, and S as follows-

Trust sales 2roceeds received 'k of Trust sold 

2er trust interest 

$IO.OOOOx 20'7r 

1.1616x 1<;1{, 

(1) Step Olle: Brokers deTermine rile TOral ImlollllT S Rrokerl determines that the total amount of 

of NMWHFlT distrihuTiolls (/mi/JIITllhle til 1. A. (/l1d NMWHFIT distrihutions attrihutable to] is <;'i 1 .. 'Yx 
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and the total amount of NMWHFIT distributions 

attributable to A is S5".()6x. Broker2 detennines 

that the total amount of NMWHFIT distributions 

attributable to 5 is $56. Llx. 
Ii) To ca!cubte these amounts the brokers begin 

by determining the total amount paid to j. A. and 5 
fm the calendar year-

I A I The total amount paid to } flJl the calendar 
year eljuals $ .. S5 ... 2, amI includes the April 15.2007. 

distributlllll 01 Sl.l.50x. the July 15. 20()7. distribu

tion 01 'i>113.5(h. the sa\es proceeds lor the Septem

ber .,0. 20(l7. sale 0ISI15.35\. the October 15.2007. 
distrihul1(ln (lf S 11.07\. and the redemption proceeds 
of S 116\ amI sales proceeds of $11 I1x flJl the redemp

tIon anti sale on December Ill. 2007. 
IHI The total amount paId to;\ for the calendar 

lear eljuab $1 YJJOx anti includes the April 15. 2()07. 
distributioll of S I J50x. the July IS. 2007. distribu
tilln of ~ II.l.50, anti the October 15. 20()7. distribu

tillll of $ I 2 .. 'Ox. 
I CI The total amount paid to 5 ior the calendar 

\"earequals ~ 1"()Slx and includes the April IS. 2007. 
distribution of $U.5()x. the July IS. 2007. distribu
tion 01 5113.50x and the October 15.2007. distribu

lion llf $13.53\. 
liil The brokers increase the total amount paid to 

j. :\. anti 5 hy an amount equal to the current year
end ca,h allocation factor (I jl)60) multiplied by the 

numher 01 taht intere,t, held hy j (7). A (10). and 5 

\ 121 a, 01 December 31. 2007; that IS for}. $11.17x; 
for ,e. $15.%x; and for 5. $19.15x. 

(llil The hrokers reduce the amount paid to j. A. 
and S a, ldlows-

L I I An amOUlll eljual to the prior year cash allo
,'atlllll factor (0.12001. multiplied by the number of 
truq intere,ts held by j I lO). A (10). and 5 (10) on the 
date of the prior year cash distribution; that is for j. 

A. and S. 1> 1.20x. each; 
I H) An amount cljual to all redemption asset pro

ceeo, paid to a TIH for the calendar year; that is. for 
j. $115x; 

I Ci An amount C4ual to all sales a"et proceeds 
attrihutabk tll the T1H for the calendar year; that i, for 

j. $229\ I fDr the Septemher 30. 2007. sale: $115.35x 
- I 35\ Icash held for distrihution per trust interest on 
th~lt datc)= $II-h; and for the December 10.2007. 
sale: $ I I ox-I.OO (cash held for distribution per trust 
intere-t on that date)=$115xl); 

1f)1 In the case of a purchasing TIH. an amount 
equal III the amount of cash held for di,tribution per 
trust Interest at the time the l'lH purchased its trust 
Intere,t. mulliplieo hy the number of trust tnterests 
pureha,ed: that is for 5. $2.15, (S lJ5x with respcct 
to the Septemher .,0. 2007, sale and $Ix with respect 
t,) Ihc Decemher 10.2007. saki; 

t Fi All dlllllunts oftru,t sales proceeds di,tributcd 
tothe TI H fur the calenoar year: thai IS fDr .I. A. and S. 
SltiO. I:\lt)()ca,h. "ilh respect to the June 15.2007. 
',lie "f ~hst'h hy Tru,t. 'lfld $0 each. with respect to 
Ih,' [),'celllner I c. 2t)()7. sale of a"cts hy Trust I. 

I~I SII"I' '"": The hn>h(,rl OI'I,t\" rhej{1("lo/"S I'ro
,'/dec//n li"lI\!('c In deierminc lhe Trli.~l·s III('ome ({nd 

"\I'(JlI\'1 'h,,' ",., "IIn/JII'""'e ro ). A. 0/1{} S. The 
al1lounh "f c,I,'h item of income I other than 010) and 
npell,e Ihat are dllnbutabk to.!. ,I. ano 5 arc detcr
nlilled hI I1lUltlpl1 11l~ the Llctor for that type of in
,'Olll,' or L'\ pen,,· 101 the total amount of NMWHFIT 
dl,tllrullllih ,lttrinutabk to.!.:1. and 5 a, follows 
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Ii) Applicarioll o(jacror for ordillary dividellds. 

The amount of ordinal) dividend income allribut. 
able to j IS S 17 .89x. to A is $18.82x. and to S is 
$19.5 .. x. The brokers determine these amounts by 
multiplying the total amount of NMWHFIT distribu

lions attributable to j. A. and S ($51.39x. $54.06x. 
and $56. Lh. respectively) by the factor for ordinary 
dividends (OJ .. S I). 

(Ii) Applicarioll oj/actorfor 4ualified dil'idelld ill

cOllie. The amount of qualified dividend income at

tributable to j is $38.07x. to A is $40.04x. and to 5 

is $-+1.58x. The brokers determine these amounts by 

multiplying the total amount of NMWHFIT distribu
tions attributable to }. A. and S ($51.39x. $54.06x. 
and $56.13x, respectively) by the factor for 4ualified 

dividends (0.7407). 
(iii) AppticatlOll otfaclor for illterest illcome. The 

amount of interest income attributable to j is 5> 1.14x. 
to A is $ I.20x. and to S is $1.25x. The brokers deter

mine these amounts by multiplying the total amount 
of NMWHFIT distributions attributable to j. A. and S 
($51.39x. $54.06x, and $56. I3x. respectively) by the 

factor for interest (0.0222). 
(il') Applicarioll of jactor for affected expellses. 

The amount of affected expenses attributable to j is 
$4.28x. to A is $4.50x. and to S is $4.68x. The bro
kers determine these amounts by multiplying the to
tal amount of NMWHFIT distributions attributable to 

j. A. and 5 ($51.39x. $54.06x. and $56.13x. respec
tively) by the factor for affected expenses (0.0833). 

(3) Brokers reponing of sales alld dispositiollS 

of trust assets-(i) Determining the alllowit of trusr 

sales proceeds to be reported 011 Forlll 1099 for 1. A. 
(!Iu} 5. The amount of trust sales proceeds to be re
ported on Form 1099 with respect to j is $108.13x. 
to A is $111.62x. and to S is $113.94x. To determine 
these amounts. the brokers aggregate the amount of 
trust sales proceeds attributable to j. A. and 5 for each 
date on which Trust sold or disposed of assets. The 
brokers dctcnnine the amount of trust sales proceeds 
to be reported with respect to the June 15.2007. asset 
sale by multiplying the number of trust interests held 
by j (10). A (10) and 5 (10) on that date hy the trust 
sales proceeds received per trust interest on that date 
($lOx). The brokers detennine the amount of trust 
sales proceeds to be reported with respect to the De
cember 12. 2007. asset sale by multiplying the num
ber of trust interests held by j (7). A ([0) and 5 (12) 
on that date by the trust sales proceeds received per 
trust interest on that date ($I.l616x). 

(ii) [lIjemnatioll pro\'ided Oil the tax illfonnatioll 

sraremenrs fimlished to j. A. alld 5. The tax informa
tion statements furl11shed to j. A. and 5 must include 
the date, of each sale or disposition (June IS. 2007. 
and December 12. 2(07); the amount of trust sales 
proceeds per trust interest received on those dates 
($[(U)Ox and $1.1616x. respectively); and. the per
centage of Trust sold or disposed of on that date (20% 

and 2cl<. respectively). 
1'1) Reporling redempriolls. Brokerl reports on 

Form 1099 and on the written tax infonnation state
ment furnished to j that j received $115x in redemp
tion asset procerds for the calendar year. 

15) Reporrillg sales of InISr illlerests 011 the sec

olldllry //larket. Brokerl reports on J's two sales of 
trust interests. With respect to the sale on Septem
her 30. 2()07. the sale asset proceeds equals $114x 
1$115 35x ,ale proceeds - $1.35x cash held fordistri
hution on that date) and with respect to the sale on De-

eemher I (J. 20m. the salt' ,Isset proceeds equal $115x 
($1111\ sale pn)ceed, - $1 x ,'a,h held for distribution 

on that date). Brll~er I repon, these alllmrnts on Form 
1099 and on the' ta~ informatlll1l stalement furnished 

to 1. 

(g) SlIft' Hor/JOr /In- certaill 
WHMTs-( I) SII/t' //(/r/Jor jill' trustee 
of certain WHMTs jill- rcport;lIg illfor
motioll-(i) III gCllcmf. The trustee of 
a WHMT that meets the requirements 
of paragraph (g)(I)(ii) of this section 
is deemed to satisfy paragraph (c)(I )(i) 
of this section. if the trustee calculates 
and provides WHFlT information in the 
manner described in this paragraph (g) 
and provides a statement to the requesting 
person giving notice that information has 
been calculated in accordance with this 
paragraph (g)( I). 

(ii) Requirements. A WHMT must 
meet the following requirements-

(A) The WHMT must make monthly 
distributions of the income and principal 
payments received by the WHMT to its 
TIHs; 

(B) All trust interests in the WHMT 
must represent the right to receive an 
equal pro-rata share of both the income 
and the principal payments received by the 
WHMT on the mortgages it holds (for ex
ample, a WHMT that holds or issues trust 
interests that qualify as stripped interests 
under section 1286 may not report under 
this safe harbor); 

(e) The WHMT must-
(/) Report under this paragraph (g)(l) 

for the life of the WHMT; or 
(2) If the WHMT has a start-up date 

before January I. 2007, the WHMT must 
begin reporting under this paragraph (g)(l) 
as of January 1,2007, and must continue 
to report under this paragraph for the life 
of the WHMT; 

(D) The WHMT must calculate all 
items subject to the safe harbor consistent 
with the safe harbor; 

(E) The assets of the WHMT must be 
limited to-

(I) Mortgages with uniform character
istics; 

(2) Reasonably required reserve funds; 
and 

(3) Amounts received on mortgages or 
reserve funds and held for distribution to 
TIHs; and 

(F) The aggregate outstanding prin
cipal balance (as defined in paragraph 
(g)(1 )(iii)(O) of this section) as of the 



WHMT's start-up date must equal the ag
gregate of the original face amounts of all 
issued trust interests. 

(iii) Reporting WHMT income. ex

penses. 11011 pro-rata partial principal 

payments, and sales alld dispositions un

der the safe harbor. A trustee must comply 
with each step provided in this paragraph 
(g)(l )(iii). 

(A) Step One: Determine mOllthly pool 

factors. The trustee must, for each month 
of the calendar year and for January of 
the following calendar year, calculate and 
provide the ratio (expressed as a decimal 

carried to at least eight places and called a 
pool factor) of-

(1) The amount of the aggregate out
standing principal balance of the WHMT 
as of the first business day of the month; 

to 
(2) The amount of the aggregate out

standing principal balance of the WHMT 
as of the start-up date. 

(B) Step Two: Determine month!.v ex

pense factors. For each month of the cal
endar year and for each item of expense 
paid by the WHMT during that month, the 
trustee must calculate and provide the ratio 
(expressed as a decimal carried to at least 
eight places and called an expense factor) 

of-

(1) The gross amount, for the month, of 
each item of expense; to 

(2) The amount that represents the ag
gregate outstanding principal balance of 
the WHMT as of the start-up date, divided 
by 1,000. 

(e) Step Three: Determine monthly in

comefactors. For each month of the calen
dar year and for each item of gross income 
earned by the WHMT during that month, 
the trustee must calculate and provide the 
ratio (expressed as a decimal carried to at 
least eight places and called an incomefac

tor) of-

(I) The gross amount, for the month, of 
each item of income, to 

(2) The amount that represents the ag
gregate outstanding principal balance of 
the WHMT as of the start-up date, di vided 
by 1,000. 

(D) Definition of aggregate outstanding 
principal balance. For purposes of this 
paragraph (g)( I )(iii), the amount of the ag
gregate outstanding principal balance of a 

WHMT is the aggregate of-
(1) The outstanding principal balance of 

all mortgages held by the WHMT; 

(2) The amounts received on mortgages 

as principal payments and held for distri
bution by the WHMT; and 

(3) The amount of the reserve fund (ex
clusive of undistributed income). 

(iv) Reportillg DID infi)f"}lIation 1111-

der the safe harbor-( A) Reporting DID 

prior to the iHU(l/)Ce ofOtinal reRulatiolls 

under section 1272(a)(o)(C)(iii)-U) 

For calendar years prior to the effective 
date of final regulations under section 
1272(a)(6)(e)(iii), the trustee must pro

vide, for each month during the calendar 
year. the aggregate daily accrual of OID 
per $ LOOO of aggregate outstanding prin
cipal balance as of the start-up date (daily 
portion). For purposes of this paragraph 
(g)(l )(iv), the daily portion of OID is de
termined by allocating to each day of the 
month its ratable portion of the excess (if 
any) of-

(i) The sum of the present value (deter
mined under section 1272(a)(6)(B)) of all 

remaining payments under the mortgages 
held by the WHMT at the close of the 
month, and the payments during the month 
of amounts included in the stated redemp
tion price of the mortgages, over 

(ii) The aggregate of each mortgage's 
adjusted issue price as of the beginning of 
the month. 

(2) In calculating the daily portion of 
010, the trustee must use the prepayment 
assumption used in pricing the original is
sue of trust interests. 

(8) Reporting OlD afiN the is

suance offinal regulatiolls under sectioll 
1272(a)(o)(C)(iii). [Reserved.) 

(v) ReportillR market discount illforJIw
tion under the safe har!Jor- (A) Report

illR market discount information prior to 
the issuance offil/al regulations ullder sec

tiollS 1272(a)(6)(C)(iii) alld 1276(b)(J). 

For calendar years prior to the effective 
date of final regulations under sections 
1272(a)(6)(e)(iii) and 1276(b)(3), the 

trustee must provide-
(/) In the case of a WHMT holding 

mortgages issued with OID, the ratio (ex
pressed as a decimal carried to at least 
eight places) of-

(i) The OID accrued during the month 
(calculated in accorclance with paragraph 
(g)(1 )(i v) of thi s section): to 

(ii) The total remaining OID as of the 

beginning of the month (as determined un
der paragraph (g)(1 )(v)(A)(3) of this sec
tion): or 

(2) In the case of a WHMT holding 
mortgages issued without OID, the ratio 
(expressed as a clecimal calTied to at least 
eight places) of-

(i) The amount of ~tated intneq paid to 

the WHMT during the month; to 
(ii) The total amount of stated inter

est remaining to be paid to the WHMT as 
of the beginning of the month (as deter
mined under paragraph (g)( I )( v)( A)( 3) of 
this section). 

(3) COlllplifillR the total ({moullt of" 

stated illferest remainillR to be paid ([lid 

the total remainillg DID at thl' bcgillning 
o( U mOllth. To compute the total amount 
of stated interest remaining to be paid to 
the WHMT as of the beginning of the 
month and the total remaining 010 as of 
the beginning of the month. the trustee 
must use the prepayment aS~lImption lIsed 
in pricing the original issue of unit inter
ests. 

(8) ReportillR market diSCO/lilt illfrJr/lla

tiollullder the s(/(e hllrborfollol1'illg the is

.I'llW)Ce ot}inal regulatiolls IInder sections 
1272(a)(6)(C)(iii) and 1276(b)(J). [Re
served.1 

(vi) Reportillg bond premium in/i)J"}llu

tion under the s((f"e harhor. [Reservedl 
(2) Use of'illforll/otioll prOl,itied /Jy (/ 

trustee Ilnder the sat'e har/Jor-(i) III gen
eral. If a trustee reporb WHMT items in 
accordance with paragraph (g)( I) of this 
section, the information provided with re
spect to those items on the Forms 1099 rc
quired to be filed with the IRS under para
graph (d) of this section and on the state
ment required to be furnished to the TIH 
under paragraph (c) of this section must be 
determined as provided in this paragraph 
(g)(2). 

(ii) Reportillg WHMT incomc, ex

pense,I'. non pro-rata partial principol 

payments, a/ld sales (llId dispositions un

der the s({f'e harhor. The amount of each 
item of income, the amount of each item of 
expense, and the comhined amount of nOll 
pro-rata partial principal payments and 
trust sales proceeds that are attributable to 

a TIH for each month of the calendar year 
mllst he computed as follow~: 

(A) Step 011('." Determillc the aggregate 

of'lhe 1/011 pro-raw parrial principal /)(/\'

Illcllls alld tru.lt wles pmccci/s that arc (/f

Irilmwble 10 the T1Hj()/·the (({Iellilllr rcu/". 

For each month of the calendar year that a 
trust intere~t was held Oil the record date-
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( 1 I [)cli!rmine file II/IJJ)fhlr UlIIlI/tlltl per 

fru.lf illlern!. The tru\tee or middleman 
mu\t determine the aggregate amount of 
non IJnJ-ntIU parti~t1 principal payments 
and the tnt\t ,ale, proceeds that are attrih
utahle to each tru~t intere,t for each month 
hy llluitiplying-

(i I The original bL'e alllount of the trw,t 
I nten~st: hy 

(iii The differel1L'e hetween the pool 
Ltctm for t he current month and the pool 
factm for the following month. 

(~) lJelel"lniJ)e tile umollllttC)r lize ('(Ilen

dur I'mr. The trw,tee or middleman must 
lIlultiply the monthly amount per trust in
tere\t hy the numher of trust interests held 
hy the TIH on the record date of each 
1l1l1nth. The trustee or middleman then 
I 11l!"t aggregate the\e monthly amounts. 
and report the aggregate amount on the 
Form I ()l)l) filed with the IRS and on the 
LIX information statement furnished to the 
Tl H as trust sales proceeds. No other in
formation is required to he reported to the 
I RS or the TI H to satisfy the requirements 
tlfparagraphs Id) and il'l of this section un
der this paragraph Ig) with re'pel't to sales 
amI dispositions and non pro-mtll partial 
principal payments. 

I B I SlejJ T\\o: Determine Ihe 1II11OlInt 

lit l'lIch ilnn of expCl/le thot is attrihllt
uhle fo II T1H-(!) Ddamille tilc lIIollthlv 

1I11101lnt.1 I)l'/" trust illferest. For each month 
of the c'alcndar year that a trust interest wa, 
held on the record date. the trustcc or mid
dleman ml!';t determine the amount of each 
itell1 of expense that is attrihutable to each 
trust interest hy multiplying-

(il The original face amount of the trust 
interest. divided by IOO(): by 

iii) The expense tal'tor for that month 
and that item of expcnse. 

i.?) /)efl'J"lIlillC rhe OIllOUIIi tin' fhe cal

('//(/lIr \','(/1'. The trustee or middleman 
mw,t multiply the monthly alllount of each 
ilL'm of cxpew,e per trust interest by the 
llumber of trust intere,h held by the TIH 
nn the record date of each month. The 
trustee or middleman then must aggregate 
thl' mOllthly amounts for each item of ex
pl'n,l' III determine the total amount of 
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each item of expense that is attributable to 
the TIH for the calendar year. 

(C) Srep Three: Determine the amOunt 
or each item o( income thar is artributable 
to fhe TlH.tilJ> the calendar .vear-(l) De
termine the lIlonrhly amollnts per trust in
fcrest. For each month of the calendar year 
that a trust interest was held on thc record 
date. the trustee or middleman must deter
mine the amount of each item of income 
that is attributable to each trust interest by 
multiplying-

(i) The original face amount of the trust 
interest. divided by 1,000; by 

(ii) The income factor for that month 
and that item of income. 

(2) Determine the amount for the cal
elldar war. The trustee or middleman 
must multiply the monthly amount of each 
item of income per trust interest by the 
number of trust interests held by the TIH 
on the record date of each month. The 
trustee or middleman then must aggregate 
the monthly amounts for each item of in
come to determine the total amount of each 
item of income that is attrihutable to the 
TIH for the calendar year. 

(0) Definitions for this paragraph 
(g)(2). For purposes of this paragraph 
(g)(2)(iil-

(j) The record date is the date used by 
the WHMT to determine the owner of the 
trust interest for the purpose of distributing 
the payment for the month. 

(2) The origino/face amoullt of the trust 
interest is the original principal amount of 
a trust interest on its issue date_ 

(iii) Reporting OlD information under 
the sate' harbor. With respect to each 
month. trustee or middleman must deter
mine the amount of oro that is attributable 
to each trust interest held by a TIH by mul
tiplying-

(A) The product of the oro factor mul
tIplied by the original face amount of the 
trust interest. divided by 1,000; by 

(B) The number of days during the 
month that the TIH held the trust intcrest. 

(iv) Reqlliremellt to provide market dis
collnt intimllatioll under the safe harbor. 
The trustee or middleman must provide the 

market discount information in accordance 
with paragraph (g)( I )(\) of this section to 
the TIH in. or with. the written statement 
required to be furnished to the TlH under 
paragraph (e) of thi~ section. 

(v) RcqllirclllclIl 10 1)lUride bond pre
millm intimnation IIllder tile soli' h((rbor. 

[Reservedl 
(3) Exwllp/e of (hc lise o(rhe sajl' har

bor fiJI' WHMTs. The following example 
illustrates the use of the factors in this para
graph (g) to calculate and provide WHMT 
information: 

Example (i) FllCTS-(A) III 1i/'IIl'ml. X is a 
WHMT. X's >tart-lip dal~ is January l. 2007, As 01 
Ihal date. X's assets consisl of 100 IS-yearmol1gages. 
each having an unpaid principal balance of $125.000 

and a fixed. annual interest rate of 7.25 percent. 
None of the mortgages were issued with OlD. X's 
TIHs are entitled to monthly. pm-mill distributions 
of the principal payments received by X. X's TIHs 
are also entilled to monthly. pro-I'll/a dislributions 
of the interest earned on the mortgages held by X. 
reduced by expenses. Trust interests are issued in 
increments of $5.000 With a $25.000 minimum. The 
prepayment assumption used in pricing the original 
issue of Irust inlerests is six percen!. Broker holds 
a tnl,t interesl in X. with an original face amount of 
$25.000. in Sireet name. for C during Ihe entire 2007 
calendar year. 

(8 I Trllst I'venls during the 2007 calendar year, 

During the 2007 calendar year. X collects all interest 
and principal payments when due and makes all 
monthly distributions when due. One mortgage is 
repurchased from X in July 2007 for $122.249. the 
mortgage's unpaid principal balance plus accrued. 
but unpaid. inlerest at the lime. During November 
2007. anolher mortgage is prepaid in full. X earns 
$80 interest income each month from the temporary 
investment of X's funds pending distribution 10 the 
T1Hs, All of X's expenses are affected expenses. 
The aggregate outstanding principal balance of X's 
mortgages. X's interest income. and X's expenses, 
for each month of the 2007 calendar year. along With 
the aggregate outstanding principal balance of X as 
of January 200R. are as follows: 



Month Principal Balance Income 

January $12,500,OO() $75.601 

Febmary 12,46L413 75.36R 

March 12.422.593 75.133 

April 12.3R3,53R 7,+.X97 

May I:U44.247 74,660 

June 12,304.719 74.421 

July 12.264.952 7-1,1 X I 

August 12.102.696 n.200 

September 12.062.R49 72.LJ60 

October 12.022.762 72,71R 

November 11,9R2.432 72.-174 

December 11.821.234 71,'jO() 

January 11.780,829 

(ii) TrUSTee reporTil1g-(A) Tmstee. X's fiduciary. 

comes within the safe harbor of paragraph (g)( I )(ii) 

of this section by providing the following information 

to requesting persons: 

Month Pool Factor I ncome Factor 

January 100000000 6.lJ-IX06667 

February 0_99691304 6_0294162X 

March 0,99380744 6.01065J2X 

April 0,99068304 5_99177670 

May 0.98753976 5')7278605 

June 098437752 5_LJ5368085 

July 0,98119616 5,93446013 

August 0.96821564 5.8560,161 X 

September 0.96502792 5.83677704 

October 0.96182096 5.X1740161 

November 0.9585945l) 5.7l)7l)O~l)6 

December 0.94569875 5.719<)1)659 

January 0.94246631 

(B) Trustee determines this information as fol

lows: 

(I) Step One: Trustee determines m(JIl/hlr pool 
f(/('(ors. Trustee calculates ami provides X' spool f ac

tor for each month of the 2007 calendar year. For ex

ample. for the month of January 2007 the pool factor 

is 1,0. wh1ch represents the ratio of -

(i) The amount that represents the aggregate out

standing principal balance of X ($12.500.000) as of 

the first business day of January: dIvided by 

(ii) The amount that represents the aggregate out

standing principal balance of X ($12.500.000) as of 

the start-up day. 

(2) Step TlI'o: Trustee de/l'rlllil1l's monthly n
pellse foc/or.I'. Trustee calculates and provides the 

expeme factors for each month of the 2007 calendar 

year, During 2007. X has only affected expenses. 

and therefore, will have only one expense factor for 

each month. For example, the expense factor for 

the month of January 20m is 0_42304000. which 

represents the ratio 01'-
(i) The gross amount of expenses paid during Jan

uary by X ($5.288); divided by 

(ii) The amount that represents the aggregate out

standing principal balance of X as of the start-up date 

(SI2.500.000) divided by 1.000 ($12'sOO) 

(3) STep Three: Trustee delermines }}/(}l11hll' in

come/actors, Trustee calculates and provides the in

come factors for each month of the ~007 calendar 

year. During 2007. X has only in!ere,t income. and 

therefore. will have only one income factor for each 

month. For example. the IIlcome factor for the month 

of January 2007 is 6.04806667. which represcnh the 

ratio of-

E.\pcn,c, 

S:\,2XX 

:\273 

5.25h 

).2-10 

_\244 

5.2m 

),ILJI 

),122 

5,106 

5.0S ') 

5.0n 

5.()()6 

Expense Factor 

0.-12304000 

0.-12 I 1{4000 

O_4204RO()() 

0.-1 I LJ2(jOOO 

O.-l1l)52000 

0_4 I 656()O() 

O_41'i2ROOO 

O.40LJ76000 

O.-lOX4XOOO 

0_40712000 

1).405S4000 

O.40()4S000 

(i) The gross amount of interest income earned hy 

X during January (S7S.60])~ di\ ided by 

(ii) The amollnt tl,at represenh that aggregate out

standing pnncipal halance of X a' of the ,tart-up date 

($12.500.()()O). divided by 1.00() ($12.~()OI 

(-I) SI('I' t(!/II, TIII"I('(' {,lIllIdurn (/11'/ I'n 11 'idcI 
1II0011hi\' /l/urke/ disl ()/I111 Fi/(/i()//\, Trustec c;ilcu

lates and provides a market discount fraction for e,lch 

month of the 2007 calendar year ming a prepaYlllent 

a"lImption of 6''{ and a 'tated intere,t ratc of 7_25'; 

(iii) Broka's 1/'\( "(Ilie illf(lrlllllli/!/lI'ro:'id"d In 

Tnll/ec-(;\) Bro~er u,e' the Inforlllation prell I cicci 

hy Tnhtee under paragruph (g I of this ,(ction tn dc

termine that the follO\1 inC! tnt.'! 1tCIII' arC attrihutahk 

to C: 
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\~~r .. '~c1tl.' I"rtht ,ak, pr'lc'c~d, 

.Inc! \,)11 PII'-IWeI lJ.lrtial AfkL'lcu 

\lnl1th prlnclpdl 1''') mcnh [\pClhC' 

.i.IIlU.lrI " 77 17 S 1():iS 

,",'hIU,111 77.6-+ IOj5 

\LII,'I\ 7'.11 10jl 

\prrl 7, 5~ I (l-+~ 

\I." 7LJ.()(1 10.-+9 

JUIl,' 79.53 10.-+ I 

Jull .'~-+jl HU8 

-\ugu...,t 79.6') lO.2-+ 

Sl'pt,'mhn SO.17 10.21 

(ktnh," SO.OO 1O.IS 

\J(llcI11hn -'22.-+0 10.15 

Dl'l'l'mhl'l xo.81 HUll 

I"ntal :) I-+-'S .. '-' $12-+.19 

I B I Bro~cr lklCl'minc, thi, il1fnrmation .1' fol

\l)\\,,: 

III SI<'f' ()II(': Hr"~cr (/<'I('mllll('s Ih" 1II1101l1l1 01 

fhe' 1/,11/ /110 nlla ,,,,rtiul !)I'IJl('ljJd/jJuYlJ1enn unil InHf 

~li/n I'fln l'cch rn (il cd hy X thal arc uflrilJll!ilhlc {O 

C!OI Ii/(' ~(}(}7 cult'lli/"r 11'(/1'. Brokcr determll1e, the 

amount of the l1on/"."-rul,, partial principal paymenh 

,IIHI Inl,t ,.Iic, proceccb lTiTiled hy X that arc at

trihutahle to C fIll' cdch Illllllth of the 2()()7 calendar 

Icar. Fill example, I'm tlie' month of January. Bm!..er 

detennlnc, that the amllunt of principal rcceip" anu 

the '1lllilUnt of tnl,t ,ale, proceed, that arc attrihut

ahle 10 C I' $77.17. Broker uetermll1e, thi, hy mul
tlphing Ihe Il('iginal fa,'e amllunl of C, tru,t Inter

e>lIS25.1JOOI hI o (ilI.'OKhl)6, the dlfkrence h~t\\een 

Ih,' pool lacl"r lor January 20117 (1.()(I()()(IIJ1I1)) and 

thl' pllill f.,ctor for the following mlmth of Fehruary 

~1)(17 IO.9969'-'O,h Bmker reports the aggregate of 

th~ 11Ionll1l) ~1I110UI1" of n0l1l'm-1 (11(1 partial pI incipal 

1"11 I11CI1" 'lllcilru,1 ,aic, proceed, Ih'lI arc allribuuble 
til C fllr Ih~ :'11117 l'alclldar year a, trll'l ,ale, proceed, 

on Ih~ h)n11 1119'1 filed \\ ith the IRS 

121 .1'11'1' Tllo: Hrnkcr (l1'1'1il'.< IiiI' "l'<'l/\(' Iw/o", 

l)f01'ldcd 11\' Tnnfc(' f(l dCTcnl1lne tflc WIIO/lllt 01 C\-

1)('1/\/'\ rhu1 urI' oUr/hllluNt' Iii C 1o! lIie :lOUi ((//£'11-

t/dr \ (,dr Brnkl'r dCtCrt1111l1''' the ~lI1h)Llllt of X· .... ('\
pl'lhl" Ih.lt arc alln huta!>le to (' for each llwnth "I the 

calc-ndar leal'. Fllr l'\aml'ic, f,)r the' l1l11nth 01 Janu,") 

200:. Brn,CI' lkIL'l'min~' that the alllllllnt 01 C\pen'e, 

allrrhuldbk to C I' SllljR. Bro,CI delerrnine, thi, 

I" 11lultijl"ill~ Ihe llrr~indl fdce dllHlUlllllf C', Ilu,1 

IllicIC,IIS2:i,IIOIII. dllided hI l.1I1(1) IS~'i1 111 Ihl' l'\-
1'1'11'<- fa,lnl flll LlIlU~Il\ 211117 10.-1:,.,0-+1111111. Rrll~er 

,kll'rlllll1l" Ihl' l'\jlelhl" thdt dre dllrihllLlhlc til C fllr 

till' ~()(17 l.·.llcndar : l'.lr h) .lggrcg;lting (he lllPnthl: 
;IIllPUIl{ .... 

(3) Sri jl lll"/'I'. Ur! i~(''' 1I1'1'''('~ lht' 1I1( onle /dC

II In {)/O\ It/cd /)\ T, 1/11('(' (0 dCf('lnllllC /J'/t' (/11/0/(111 I)t 

tin!\\ /I/le/"( If /11(0111(' dflnhu!dh/c to C ,101 tl,'l ~()()7 

( d/( nddF " (</1 Bri lkl'J" dL'tl'rllllIlC" tlk' ,lllwllnt i)t 

;1\1'" 11llL'I"l",\ tth:nll1l' that I" ,lttrlhut~lhIL' tt) C 1l1f cadl 

rl'hitllh (it Ihl' 1.:,lk'lld,1I )(,.1r hif l'\dlllpk, fot till' 

11,.'1111' "t J.1I1Lldl\ ~llllc BI"'l'l dCllTlllllle, Ih.1I the 

452 2006-1 C.B. 

amount of gro" interc,t income attributable to Cis 

SIS I.~(). Broker determines thi, by multiplying the 

llngllwl face amount of C, tnht illtere" ($~S,O()O), 

divided by 1.000 (S25\, by the income factor for 

Janmry c007 (6.04800607). Broker determines the 

amount of the gross interest income that is attribut

ahle to C for the ~O()7 calendar year hy aggregating 

the ml\nthly amount,. 

1-1) SIt'/' FOllr: Bro~er {)/'()1'idt's II/(lrker discolllIt 

ill/i'mlllli(}11 /0 C Broker provides C with the mar

ket lii'Cllunt fractions calculateu and prm'ided by the 

irLI'tee oj X uncler paragraph (g)O)(iil(B)(-I) of thi, 

section, 

(h) Requirement that middlemen fllr
nish inj(JrlIl(ltion to beneficial oll'ners that 
are exempt recipients al1d Ilollealenda/"

-"['(lr helleficial o1\lIers-( I) /n general. A 
middleman that holds a trust interest on be
half of. or for the account of, either a bene
ficial owner that is an exempt recipient de
fined in paragraph (h )(7) of this section or 
a noncalendar-year beneficial owner. must 
provide to such beneficial owner, upon 
requesc the information provided by the 
trustee to the middlcman under paragraph 
(c) of this section, 

(2) TilJlc.f(lr prOt'iding ill/iJrll1atiml, The 
middleman must provide the requested in
formation to any beneficial owner making 
a request under paragraph (h)(1) of this 
section on or before the later of the 44th 

day after the close of the calendar year for 
which the information was requested, or 
the day that is 28 days after the receipt 
of the request. A middleman must pro
vide information with respect to a WHFIT 
holding an interest in another WHFlT. or 
a WHFH holding an interest in a REMIC, 

Gro~"" 

Inl~rL'~t lnl.'lllllt.' 

~ l:i I ~t) 

I :i0.7-+ 

I :i(1.~7 

1-+9.79 

1,-I9J~ 

I-+S.S-+ 

1-+8.30 

1-+0.-+0 

1-+5.92 

1-+5.-+3 

14-+.95 

I-+J.OO 

$177-+.22 

on or before the later of the 58 th day after 
the close of the calendar year for which the 
information was requested, or the 42nd day 
after the reeei pt of the request. 

(3) Manlier of providing inforl1latiolL 
The requested information must be pro
vided-

(i) By written statement sent by first 
class mail to the address provided by the 
person requesting the information; 

(ii) By electronic mail provided that the 
person requesting the information requests 
that the middleman furnish the information 
by electronic mail and the person furnishes 
an electronic address; 

(iii) At an Internet website of the mid
dleman or the trustee, provided that the 
beneficial owner requesting the infonna
tion is notified that the requested informa
tion is available at the Internet website and 
is furnished the address of the site: or 

(0) Any other manner agreed to by the 
middleman and the beneficial owner re
questing the information, 

(4) Clearing organi-;ation. A 
clearing organization described in 
§ L\63-5(c)(2)(i)(D)(8) is not required 
to furnish information to exempt recipi
ents or non-calendar-year TIHs under this 
paragraph (h), 

(i) [Reserved,] 
U) Coordin(l{ioll Wilh olher informa

tioll reporting rules. In general. in cases in 
which reporting is required for a WHFlT 
under both this section and subpart B, part 
IlL subchapter A chapter 61 of the Inter-



nal Revenue Code (Sections 6041 throuah c 

6050T) (Information Reporting Sections). 
the reporting rules for WHFITs under this 
section must be applied. The provisions 
of the Information Reporting Sections and 
the regulations thereunder are incorpo
rated into this section as applicable, but 
only to the extent that such provisions are 
not inconsistent with the provisions of this 
section. 

(k) Backup withholding requirements. 
Every trustee and middleman required 
to file a Form 1099 under this sec
tion is a payor within the meaning of 
§31.3406(a)-2. and must backup withhold 
as required under section 3406 and any 
regulations thereunder. 

(I) Penaltiesfor failure to complv. Ev
ery trustee and middleman who fails to 
comply with the reporting obligations im
posed by this section is subject to penalties 
under sections 6721, 6722. and any other 
applicable penalty provisions. 

(m) Effective date. These regulations 
are applicable January 1. 2007. Trustees 
must calculate and provide trust informa
tion with respect to the 2007 calendar year 
and all subsequent years consistent with 
these regulations Information returns re
quired to be filed with the IRS and the tax 
information statements required to be fur
nished to trust interest holders after De
cember 31, 2007 must be consistent with 
these regulations. 

Par. 4. Section 1.6041-9 is added to 
read as follows: 

§1.6041-9 Coordill{/tioll with reporting 
rules for widell' held fixed illl'estment 
trusts under § 1.671-5. 

See § 1.671-5 for the reporting rules 
for widely held fixed investment trusts 
(WHFIT) (as defined under that section). 
For purposes of scction 6041, middlemen 
and trustees of WHFITs are deemed to 
~ave management and oversight functions 
111 connection with payments made by the 
WHFIT. 

Par. 5. Section 1.6042-5 is added to 
read as follows: 

§ 1.6042-5 Coordination with reporting 
rules for widcly held fixed investment 
trusts under § 1.671-5. 

See § 1.671-5 for the reponing rules for 
widely held fixed investment trusts (as de
fined under that section). 

Par. 6. Section 1.6045-1 is amended by 
adding paragraph (d)(7) to read as follows: 

§1.6045-1 Returns of informatioll of 
brokers alld barter exchanges. 

* * * * * 
(d) * * * 
(7) Coordination with reporting rules 

for widell' held fixed investment trusts 
under §1.671-5 of this chapter. See 
§ 1.671.-5 fo~ the reporting rules for widely 
held fixed 1I1vestment trusts (as defined 
under that section). 

* * * * * 
Par. 7. Section 1.6049-4 is amended by 

adding paragraph (c)(3) to read as follows: 

§1.6049-4 Return of information as to 
interest paid and original issue discount 
includible ill gross income ajter December 
31, 1982. 

* * * * * 
(c) * * * 
(3) Coordination with reporting rules 

for widely held fixed illl'estnll'llt trusts 
under §1.671-5 of this chapter. See 
§ 1.671-5 for the reporting rules for widely 
held fixed investment trusts (as defined 
under that section). 

* * * * * 
Par. 8. In § 1.6049-5, paragraph (a)(6) 

is revised to read as follows: 

§1.6049-5 Interest and original issue 
discount subjeCT to reporting after 
December 31, 1982. 

(a) * * * 
(6) Interest paid on amounts held by 

investment companies as defined in sec
tion 3 of the Investment Company Act ( 15 
U.S.c. section 80-a) and on amounts paid 
on pooled funds or trusts. The interest 
to be reported with respect to a widely 
held fixed investment trust, as defined 
in § 1.671-5(b )(22), shall be the interest 
earned on the assets held by the trust. See 
§ 1.671-5 for the reporting rules for widely 
held fixed investment trusts (as defined 
under that section). 

* * * * * 
Par. 9. Section 1.6050N-2 is added to 

read as follows: 

§ 1.6050N-2 Coordinatioll with reporting 
rules for widelv heldfixed ill\'estmen{ 
trusts under .~1.67f-5. 

See § 1.671-5 for the reporting rules for 
widely held fixed investment trusts (as de
fined under that section). 

PART 301-PROCEDURE AND 
ADMINISTRATION 

Par. 10. The authority citation for part 
301 continues to read, in part. as follows: 

Authority: 26 U.s.c. 7805 * * " 
Par. 11. Section 301.6109-1 is 

amended by: 
1. Revising the heading to paragraph 

(a)(2). 
2. Revising paragraph (a)(2)(i). 
The revisions read as follows: 

§301.6109-1 Idellfifving numbers. 

(a) * * * 
(2) A trust that is treated as owned 

by one or more persons pursu{/nt to sec
tiollS 071 through 678-(i) Obtaining a 
taxpayer identification number-(A) Gen
eral rule. Unless the exception in para
graph (a)(2)(i)(B) of this section applies, 
a trust that is treated as owned by one or 
more persons under sections 671 through 
678 must obtain a taxpayer identification 
number as provided in paragraph (d)(2) of 
this section. 

(B) Exception for a trust all of which 
is treated as owned by olle grantor or 
one other persoll and that reports un
der .§1.671-4(b)(2)(i)(A) of this chapter. 
A trust that is treated as owned by one 
grantor or one other person under sections 
?71 through 678 need not obtain a taxpayer 
Identification number, provided the trust 
reports pursuant to § 1.671-4(b)(2)(i)(A) 
of this chapter. The trustee must obtain 
a taxpayer identification number as pro
vided in paragraph (d)(2) of this section 
for the first taxable year that the trust is 
no longer owned by one grantor or one 
other person or for the first taxable vear 
that the trust does not report pursua~t to 
§1.671-4(b)(2)(i)(A) of this chapter. 

* * * * * 
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PART 602-0MH CONTROL 
NUMBERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 12. The authority citation for part 
602 continues to read as follows: 

CFR part or section where 
identified and described 

1.671-5 

* * * * * 

Mark E. Matthews. 
Deputy CO/llmissioller .liJ/' 
Sf/Tiel's alld EI!i(J/'celllcnt. 

Appmwd January 5. 2006. 

Eric Solomon. 
Acting Deput\' Assistant 

Secretar\' (Tux Policy). 

I hkd h~ Ihe Office "I' Ihe Federal Regi'itr lln Jlllluary ".1. 
eliOt.. x:~'i .1.111 .. and puhli,htd in Ihe i"ue or the redtra! 
Ret"ici fl'l Januar) 2-1. 21106. i! F.R. -IOO! ) 

Section 954.-Foreign Base 
Company Income 

:0 eFR 1.'15'+-2' fim'igll per.I(lJ1II1 holding (Oil/rum 

IIlcome. 

T.D.9240 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Guidance Under Subpart F 
Relating to Partnerships 

AGENCY: Internal Revenue Service 
(IRS)' Treasury. 

ACTION: Final and temporary regula
tions. 

SllMMARY: This document contains fi
nal and temporary regulations providing 
guidance under subpart F relating to part
nership,. The temporary regulations add 
ruk, for ddermining whdher a controlled 
fmeign corporation's (CFC\) distributive 
,hare of partnership income is excluded 
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Authority: 26 U.s.c. 7805. 
Par. 13. In *602.101. paragraph (b) is 

amended by adding an entry in numerical 
order to the table to read as follows: 

from foreign personal holding company 
income under the exception contained in 
section 954(i). These temporary regula
tions will affect CFCs that are qualified 
insurance companies. as defined in sec
tion 953(e)(3). that have an interest in a 
partnership and U.S. shareholders of such 
CFCs. The text of these temporary regula
tions also serves as the text of the proposed 
regulations (REG-l 06418-05) set forth in 
this issue of the Bulletin. 

DATES: Effectivc Date: These regulations 
are effective January 17. 2006. 

Applicability Date: For dates of appli
cability. see §1.954-2T(a)(5)(v). 

FOR FURTHER INFORMATION 
CONTACT: Concerning the regulations. 
Kate Y Hwa, (202) 622-3840 (not a 
toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains amendments to 
26 CFR Part I relating to the rules un
der section 954( i) of the Internal Revenue 
Code (Code) for determining whether a 
controlled foreign corporation' s (CFC's) 
distributive share of partnership income 
is excluded from foreign personal holding 
company income under the exception con
tained in section 954(i). 

Need for Changes 

On July 23, 2002. the IRS and the Trea
sury Department published in the Federal 
Register (T.D. 9008. 2002-2 C.B. 335 [67 
FR 48020]) final regulations under section 
702 and subpart F. Since the publication 
of T.D. 9008. the IRS and the Treasury 

§6V2.1 () 1 OM B Com rollllIl/l/JcrS. 

* * * * * 
(b) * * * 

CUlTent OMB 
Control No. 

1545-1540 

Department have received several com
ments relating to the rule in the final reg
ulations regarding the application of sec
tion 954(i) (special rule for income derived 
in the active conduct of an insurance busi
ness). These temporary regulations mod
ify this rule in response to these comments. 

Explanation of Revisions 

Section 1.954-2(a)(5)(ii) sets forth spe
cial rules for determining the ex.tent to 
which a CFC's distributive share of an 
item of income of a partnership is foreign 
personal holding company income. Sec
tion 1.954-2(a)(5)(ii)(C) addresses the ex
ception contained in section 954(i) for in
come derived in the active conduct of an 
insurance business. Investment income 
that is excluded from insurance income 
as exempt insurance income under section 
953(e) may nevertheless he treated as sub
part F income if it falls within the def
inition of foreign personal holding com
pany income under section 954(c) and the 
exception contained in section 954(i) is 
not satisfied. Section 1.954-2(a)(5)(ii)(C) 
provides that a CFC's distributive share 
of partnership income is excluded from 
foreign personal holding company income 
under the exception contained in section 
954(i) only if the CFC is a qualifying in
surance company. generally as defined in 
se<.:tion 953( e )(3). and the partnership. of 
which the eFC is a partner. generates qual
ified insurance income within the mean
ing of section 954(i)(2), taking into ac
count only the income of the partnership. 
Qualified insurance income is defined un
der section 954(i)(2) as income of a qual
ifying insurance company that is derived 
from investment of certain of its reserves 
or surplus if certain other requirements are 
satisfied. 



Commentators expressed concern that 
~ 1.954-2( a)(5)(ii)(C) would never permit 
a CFC's distributive share of partnership 
income to qualify for the exclusion under 
section 954(i). Section 7701(a)(3) and 
the regulations provide that any entity 
that is an insurance company is treated 
as a corporation for Federal tax purposes. 
See Rev. Rul. 83-132, 1983-2 C.B. 
270. Thus, any entity engaged in an ac
tive insurance business generally would 
be treated as a corporation and there
fore would not be subject to the rule in 
§ 1.954-2(a)(5)(ii)(C). 

Commentators also distinguished sec
tion 954(i) from the other exceptions to 
foreign personal holding company income 
in section 954, arguing that those excep
tions do not provide the appropriate model 
for section 954(i). The special rules in 
the regulations regarding the exception 
to foreign personal holding company in
come contained in section 954(c), or the 
exception for income derived from the 
active conduct of a banking or similar 
business contained in section 954(h), turn 
on whether the income was generated 
from certain active business acti vities. In 
contrast, income that is excluded under 
section 954(i) may be generated from 
purely passive investments as long as the 
amount of the investments satisfies the 
requirements set forth in section 954(i). 
Commentators asked for clarification of 
the regulations to take into account the 
purposes of section 954(i). 

In response to these comments, these 
temporary regulations provide that a 
CFC's distributive share of partnership 
income will qualify for the exception con
tained in section 954(i) if the CFC is a 
qualifying insurance company and the 
income of the partnership would have 
been qualified insurance income under 
section 954(i) if received by the CFC di
rectly. Thus, whether the CFC partner's 
distributive share of partnership income is 
qualified insurance income is determined 
at the CFC partner level. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore. a regulatory assessment 
is not required. It has also been determined 
that section 553(b) of the Administrative 

Procedures Act (5 U.S.C. chapter 5) does 
not apply to these regulations and, because 
the regulation does not impose a collection 
of information on small entities. the Regu
latory Flexibility Act (5 U.s.c. chapter 6) 
docs not apply. Pursuant to section 7805(f) 
of the Code, this temporary regulation will 
be submitted to the Chief Counsel for Ad
vocacy of the Small Business Administra
tion for comment on its impact on small 
business. 

Drafting Information 

The principal author of these regula
tions is Kate Y. Hwa of the Office of the 
Associate Chief Counsel (International). 
IRS. However, other personnel from the 
IRS and the Treasury Department partic
ipated in their development. 

* * * * * 

Amendments to the Regulations 

Accordingly, 26 CFR part I is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
26 CFR part 1 continues to read, in part, as 
follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.954-2 is amended 

by revising paragraphs (a)(5)(ii)(C) and 
(a)(5)(iii) Example 2, to read as follows: 

§J.954-2 Foreign personal holding 
company income. 

(a) * * * 
(5) * * * 
(C) [Reserved]. For further guidance, 

see § 1.954-2T(a)(5)(ii)(C). 

* * * * * 
(iii)*** 
Example 2. [Reserved]. For further 

guidance, see §1.954-2TCa)(5)(iii) Exam

ple 2. 

* * * * * 
Par. 3. Section 1.954-2T is added as 

follows: 

§1.954-2T Foreign personal holding 
company income (temporary). 

(a)(1) through (5)(ii)(B) [Reserved]. 
For further guidance, see ~ 1.954-2(a)(1) 
through (5)(ii)(B). 

(C) A controlled foreign corporation's 
distributive share of partnership incolllc 
wi II not be excluded from foreign per
sonal holding company income under the 
exception contained in section 954(i) un
less the controlled foreign corporation 
is a qualifying insurance company. as 
defined in section 953(e)(3), and the in
come of the partnership would have been 
qualified insurance income, as defined in 
section 954(i)C2), if received by the con
trolled foreign corporation directly. See 
§1.952-1(g)(l ). 

(iii) Examples. [Reserved]. For further 
guidance. see § 1.954-2(a)(5)( iii). 

Example 1. [Reserved]. For further 
guidance. see §1.954-2(a)(5)(iii) Example 

1. 
Exampl!' 2. D Corp. a Country F corporation, is 

a controlled foreign corporation wllhin the meanini! 
of section Y57(a). D Corp is a qualifying insurance 
company, WIthin the meaning of sectIon Y5J(e)( J), 

that is engaged in the business of isslllng life insur
ance contracts. D Corp has reserves of $100x. all of 
which are allocable to exempt contracts, and $lOx 
of surplus. which is equal to to percent of the re
serves allocable to exempt contracts. 0 Corp con
tributeu the $IOOx of reserves and SIOx of surplus 
to DJ Partnership in exchange I'or a 40-percent part
nership interest. DJ Partnership is an entity orga
nized unuer the laws of Country G and is treated as a 
partnership under the laws of Country G and Coun
try F. OJ Partnership carns $3()x of investment in
come dunng the taxable year that i, receIved from 
persons who are not related persons with respect to 
o Corp. within the meaning of section Y54(u)(3). [) 
Corp's distributive share afthis investment income i, 
$12x. This income is treated as earned by 0 Corp in 
Country F under the tax laws of Country F and Illeets 
the definitiun of exempt insurance income in section 
95:l(e)( I). This $12x of investment income would be 
qualified insurance income. under section Y54(i)(21. 
if D Corp had received the income directly. because 
the $llOx inve,ted by 0 Corp in OJ Partnership is 
equal to 0 Corp's reserves allocable to exempt con
tracts under section 954( i)( 2)( A I and allowable sur
plus under section Y54(i)(2)(B)(il). Thus. D Corp's 
distributive share of OJ Partnership's 1I1come will be 
excluded from foreign personal holdIng company In
come under section Y54(i). 

(iv) [Reserved]. 
(v) Effective date. [Reservedl. See 

§ 1.954-2(a)(5)(y). 

Mark E. Matthews, 
Deput\' COlllmissioner FII' 
Sf'rJ'ices (lnd Eillorcelllellt. 

Approved December 13.2005. 

Eric Solomon, 
Acting DcplIt\' Assistunt 

Secretan lIf'rlle Treu.wrr (Tux Polin). 
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(Filed b) the Offile of the Fedelal Register on January 13. 
~006. H -15 a.m. and published in the i"ue of the Federal 
Reg;'ter for Janmr) 17.2006.71 FR. 2-162) 

Section 340S.-Backup 
Withholding 

A notice supplements the relief previously granted 

by the IRS with respect to taxpayers affected by 
Hurricanes Katnna and Rita. It provides relief from 

cel1ain backup Withholding obligations under section 

3~06 of the Code due to notification that a payee's 
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taxpayer identification number is incorrect. See 
Notice 2006-12, page 458. 

Section 7508A.-Authority 
to Postpone Certain 
Deadlines by Reason of 
Presidentially Declared 
Disaster or Terroristic or 
Military Actions 

A notice supplements the relief previously granted 

by the IRS with respect to taxpayers affected by Hur-

ricanes Katrina and Rita. Pursuant to the authority 
of section 7508A. the- IRS p"stpnnes the time for cer
tain payor, to send notices tll payees_ and to begin im

posing backup withholding on n:portable payments to 
such payees. See Notice 20()6-12. page ~S8. 



Part III. Administrative, Procedural, and Miscellaneous 
Relief From Certain 
Low-Income Housing 
Credit Requirements Due 
to Hurricane Rita 

Notice 2006-11 

The Internal Revenue Service is sus
pending certain requirements under § 42 of 
the Intcrnal Revcnue Code for low-income 
housing credit projects in the United States 
as a result of the devastation caused by 
Hurricane Rita. This reliefis being granted 
pursuant to the Service's authority under 
§ 42(n) and § 1.42-13(a) of the Income Tax 
Regulations. 

BACKGROUND 

On September 24. 2005, the President 
declared major disasters for the states of 
Louisiana and Texas as a result of Hurri
cane Rita. These declarations were made 
under the Rohert T. Stafford Disaster Re
lief and Emergency Assistance Act, Title 
42 U.S.c. 5121-5206 (2000 and Supp. II 
2002). Subsequently, the Federal Emer
gency Management Agency (FEMA) des
ignated jurisdictions for Individual Assis
tance. 

The states of Louisiana and Texas have 
requested that the Service grant relief simi
lar to Notice 2005-69, 2005-40 l.R.B. 622 
(applying to Hurricane Katrina which tem
porarily suspended certain rcquircments 
under § 42 of the Internal Revenue Code) 

to allow owners of low-incomc hous
ing credit projects throughout the United 
States to provide temporary housing in 
vacant units to individuals who resided 
in jurisdictions designated for Individual 
Assistance in Louisiana and Texas and 
who have heen displaced because their 
residences were destroyed or damaged 
as a result of the devastation caused by 
Hurricane Rita. The states of Louisiana 
and Texas have further requested that 
the temporary housing of the displaced 
individuals in low-income units without 

regard to income not cause the owners to 
lose low-income housing credits. 

Based upon these requcsts and because 
of the widespread damage to housing 
caused by Hurricane Rita. the Service 
has determined that any housing credit 

agency of a state or a possession of the 
United States (state housing credit agency) 

may providc approval to project owners 
in their respective state or possession to 
provide temporary emergency housing for 
individuals displaced by Hurricane Rita 
(displaced individuals) in accordance with 
this notice. 

I. SUSPENSION OF INCOME 
LIMITATIONS 

The Service has determined that it IS 
appropriate to temporarily suspend certain 

income limitation requirements under * 42 
for certain qualified low-income projects. 
The suspension will apply to low-income 
housing projects approved by the state 
housing credit agency. in which vacant 
units are rented to displaced individuals. 
The state housing credit agency will deter
mine the appropriate period of temporary 
housing for each project, not to extend 
beyond September 30, 2006 (temporary 
housing period). 

II. STATUS OF UNITS 

A. Units in the first year of the credit 
period 

A displaced individual temporarily 
occupying a unit during the first year of 
the credit period under § 42(0(1) will be 
deemed a ljualified low-income tenant 

for purposes of determi ning the project's 
qualified basis under § 42( c)(I), and for 
meeting the project's 20-50 test or 40-60 
test as elected by the project owner under 

* 42(g)( I). After the end of the temporary 
housing period established by the state 

housing credit agency (not to extend be
yond September 30, 2006). a displaced 
individual will no longer he deemed a 

qualified low-income tenant. 

B. Vacant units after the first year of the 

credit period 

During the temporary housing pe

riod established by a state housing credit 
agency. the status of a vacant unit (that is. 
market-rate or low-income for purposes 
of § 42 or never previously occupied) 
after the first year of the credit period 
that becomes temporarily occupied by a 

displaced individual remains the S~IIlIC as 

the unit's status hefore the lhsplaced in
dividual moves ill. Displaced indi\'iduals 

temporarily occupying vacant L1nit<; \\'ill 
not be treated as low-income tenanh un

der * 42(i)(3)(A)(iil (a low-inc()llle unit 
that was vacant before the effective d,lte 
of this notice will continue to hc treated 
as a vacant low-income unit e\'en if It 
houses a displaced individual. a market 
rate unit that was vacant before the effec
tive date of this notice will conti nul' to he 
treated as a vacant market ratc unit even 
if il houses a displaced individual. and a 
unit that was never previously occupicd 
before the effeclive date of Ihis notice will 
continue to be treated as a unit that has 
never been previously occupied even if 
it houses a displaced individual I. Thus. 
the fact that a vacant unit becomes oc
cupied by a displaced individual will not 
affect the building's applicable fraction 

under * 42(c)( I )(B) for purposes of de
termining the building's qualified basis, 
nor will it affect the 20-50 test or 40-00 
test of * 42(g)( I). If the income of oc
cupants in low-income units exceeds 140 
percent of the applicable income limita
tion. the temporary occupancy of a unit 
by a displaced individual will nOI cause 
application of the available unit rule under 
* 42(g)(2)(D)(ii). In addition, the project 
owner is not required during the temporary 
housing period to make attempts to rent to 
low-income individuals the low-income 
units hOllsing displaced individuals. 

III. SUSPENSIO:-.l OF 
NON-TRANSIENT REQUIREMENTS 

The non-transient use requirement of 

* 42(i)(3)(B)(i) shall not apply to any 
unit providing temporary housing to a 
displaced individual during the temporary 
housing period determined by the state 
housing credit agency in accordance with 
section I of this notice. 

IV. OTHER REQUIREMENTS 

All other rule~ and ITqLllrements of 

* 42 will continue 10 apply during the 
temporary hOllsing period establi,llL:d hy 
the state housing credit agency. After the 
end of the temporary how,iIlg period. the 
applicable income limitation, contailll'd 
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in ~ -l2(g)( I). the available unit rule un
der ~ -l2(g)(2I(D)(iil. the non-transient 
requirement of * -l2(i)(3)(B)(il. and the 
requirement to make reasonable attempts 
to rent vacant unib to 100\-income indl
\iduab shall resume. If a project owner 
offers to rent tll a displaced indi "idual after 
the end of the temporary housing period. 
a displaced individual must be certified 
under the requirements of * -l2(i)(3)(A)(ii) 
and * 1.42-5(b) and (c) to be a qualified 
10\\ -income tenant. To qualify for the re
lief in this notice. the project owner must 
additionally meet all of the following re
quirements: 

(I) Major Disaster Are(l 
The displaced individual must have 

resided III a Louisiana or Texas jurisdic
tion designated for Individual Assistance 
by FEMA as a result of HUlTicane Rita. 

(2) Approl'Ui 0( State HO/lsing Credit 
Agency 

Project owners must obtain approval 
from their state housing credit agency to 
obtain the relief descrihed in this notice. 
The statc housing credit agency will deter
mine the appropriate period of temporary 
housing for each project. not to extend be
yond September 30. 2006. 

(3) C crtijicotiolls and Recordkeeping 
To comply with the requirements of 

* 1.42-5. project owners are required to 
maintain and certify certain information 
concerning each displaced individual tem
porarily housed in the project. specifically: 
name. address of damaged residence. so
cial security number. and a statement 
signed under penalties of perjury by the 
displaced individual that. because of dam
age to the individual's residence in a 
Louisiana or Texas jurisdiction designated 
for Individual Assi'stance by fEM,~ as a 
result of Hurricane Rita. thc individual 
requires temporary housing. The owner 
must list the project on the FEMA registry 
for assistance under "Locate or List Rental 
Properties". The web address for listina 

to 

the project is: H\t·I\)ellla.g(1\'. 

Thc ow ncr must also certify the date 
the di,placed indiyidual began "temporary 
l1l'CllpanL'y and the date the project will 
di,continue providing temporary housing 
a, established by the state housing credit 
agency. The certifications and '-record
f-eeping for displaced individuab must 
he maintained as part of the annual com
pliaIlL"e monitoring process with the state 
lwuslng credit agency. 
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(4) Relit Restrictions 

Rents for the low-income unl't' h . 
. '. . S OUSlI1g 

dIsplaced lI1dlvlduals must not exceed the 
existing rent-restricted rates for the low
income units established under * 42(g)(2). 

(5) Protection of Existing Tenollts 
Existing tenants in occupicd low-in

come units cannot be evicted or have their 
tenancy terminated as a result of efforts to 
provide temporary housing for displaced 
individuals. 

EFFECTIVE DATE 

This notice is effective September 24. 
2005 (the date of the President's major dis
aster declarations as a result of Hurricane 
Rita). 

PAPERWORK REDUCTION ACT 

The collection of information contained 
in this notice has been reviewed and ap
proved by the Office of Management and 
Budget in accordance with the Paperwork 
Reduction Act (44 U.S.c. 3507) under 
control number 1545-1997. 

An Agency may not conduct or sponsor. 
and a person is not required to respond 
to. a collection of information unless the 
collection of information displays a valid 
OMB control number. 

The collection of information in this no
tice is in the section titled "OTHER RE
QUIREMENTS" and "(3) Certificatiolls 
and Recordkeepillg". This information is 
required to enable the Service to verify 
whether individuals are displaced as a re
sult of Hurricane Rita and thus warrant 
temporary housing in vacant low-income 
housing credit units. The collection of 
information is required to obtain a bene
fit. The likely respondents are individuals. 
busincsscs. and nonprofit institutions. 

The estimated total annual recordkeep
ing burden is 1,250 hours. 

The estimated annual burden pcr 
recordkeeper is approximately 15 minutes. 
The estimated number of recordkeepers is 
5.000. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material to 
the administration of the internal revenue 
law. Generally, tax returns and tax return 
information are confidential. as required 
by 26 USc. 6103, 

DRAFTING INFORMATION 

The principal author of this notice is 
Jack Malgeri of the Officc of the Associate 
Chief Counsel (passthroughs and Special 
Industries). For further information re
garding this notice. contact Mr. Malgeri at 
(202) 622-30-l0 (not a toll-free call). 

Hurricanes Katrina and Rita 
- Relief From Certain Backup 
Withholding Obligations 

Notice 2006-12 

PURPOSE 

This notice supplements the relief pre
viously granted by the Internal Revenue 
Service (IRS) under sections 6081. 6161. 
6656, and 7508A of the Internal Revenue 
Code with respect to taxpayers affected by 
HUlTicanes Katrina and Rita. Generally. 
section 3406 and the regulations thereun
der impose on payors certain obligations 
with respect to backup withholding on re
portable payments due to notification that 
the payee's taxpayer identification number 
(TIN) is incorrect. With respect to taxpay
ers affected by Hurricane Katrina or Rita, 
the IRS has determined that it is appropri
ate to postpone thc time for payors to com
ply with these obligations. 

Notice 2005-73, 2005-42 I.R.E. 723 
(October 17, 2005) and News Releases 
JR-2005-112 and IR-2005-1l0 summa
rize certain relief granted with respect to 
Hurricanes Katrina and Rita, listing the 
counties and parishes cligible for Pub
lic Assistance or Individual and Public 
Assistance from the Federal Emergency 
Management Agency (FEMAJ pursuant to 
Presidential disaster declarations. These 
counties and parishes constitute a .. cov" 
ered disaster area" within the meaning of 
section 301.7508A-l(d)(2). 

The relief detailed below applies to all 
the countics and parishes that FEMA has 
designated or later designates as eligible 
for Individual or Individual and Public 
Assistance as a result of the devastation 
caused by Hurricane Katrina or Hurricane 
Rita. 

BACKGROUND 

Section 750SA provides the Secre
tary with authority to postpone the time 



for performing certain acts under the in
ternal revenue laws for a taxpayer the 
Secretary determines is affected by a Pres
identially declared disaster, in respect of 
any tax liability of such taxpayer. Section 
7508A(a)(2) also provides the Secretary 
with authority to disregard a period of up 
to one year in determining the amount of 
any interest, penalty, additional amount, or 
addition to the tax for an affected taxpayer. 
Pursuant to section 7508A(a) and section 
30J.7508A-l, a period of up to one year 
also may be disregarded in determining 
whether the performance of certain acts 
is timely under the internal revenue laws. 
Section 30J.7508A-l(c)(l) lists several 
specific acts performed by taxpayers for 
which section 7S0SA relief may apply. 
Section 301.7508A-l(c)( l)(vii) allows 
the Secretary to specify additional acts to 
which section 750SA may apply. 

Section 30 J.7S0SA-1( d)(l) describes 
several types of "affected taxpayers" eligi
ble for relief under section 7S0SA. These 
taxpayers include any individual whose 
principal residence, and any business en
tity whose principal place of business, is 
located in the covered disaster area; any 
individual who is a relief worker affil
iated with a recognized government or 
philanthropic organization and who is as
sisting in the covered disaster area: any 
individual whose principal residence, and 
any business entity whose principal place 
of business, is not located in the covered 
disaster area, but whose records necessary 
to meet a filing or payment deadline are 
maintained in the covered disaster area: 
any estate or trust that has tax records nec
essary to meet a filing or payment deadline 
in a covered disaster area; and any spouse 
of an affected taxpayer. solely with regard 
to a joint return of the husband and wife. 
Therefore, taxpayers located outside of 
the covered disaster area may qualify for 
relief. 

Additionally, under section 
30J.7S08A-I (d)( I )(vii), the IRS may 
determine that any other person is affected 
by a Presidentially declared disaster and 
therefore eligible for relief. Accordingly, 
with respect to Hurricane Katrina, the IRS 
previously determined that the following 
were affected taxpayers: (I) all workers 
assisting in the relief activities in the cov
ered disaster areas, regardless of whether 
they are affiliated with recognized gov
ernment or philanthropic organizations; 

(2) any individual whose principal res
idence, and any business entity whose 
principal place of business, is not located 
in the covered disaster area, but whose 
tax professional/practitioner's offices 
are located in the covered disaster area; 
and (3) individuals, visiting the covered 
disaster areas, \\lho were killed or injured 
as a result of Hurricane Katrina and its 
aftermath. For purposes of (3) above, the 
estate of an individual vi~iting the covered 
disaster who was killed as a result of 
the hurricane is also considered to be an 
affected taxpayer. See Notice 200S-73; 
see also News Release IR-2005-110 
(similar relief for Hurricane Rita). 

RELIEF FROM CERTAIN BACKUP 
WITHHOLDING OBLIGATIONS 

Pursuant to section 3406(a)( I)(B) and 
(e)(2), and section 31.3406(d)-5, pay
ors must backup withhold on certain 
reportahle payments after receiving notifi
cation from the IRS that the payee's TIN 
is incorrect ("incorrect TIN notice," also 
known as a CP 2100 or 2l00A notice). 
The regulations require the payor to send a 
notice (commonly referred to as a "B" no
tice) to the payee within IS business days 
of receiving an incorrect TIN notice from 
the IRS, requesting a signed Form W-9, 
and to backup withhold on reportable pay
ments after 30 business days if no Form 
W-9 is received. If the payor has received 
two incorrect TIN notices from the IRS 
with respect to an account within 3 years, 
it must also send a notice to the payee 
(commonly referred to as a second "B" 
notice) within 15 business days. but the 
payee must provide validation of the TIN 
from either the Social Security Adminis
tration or the IRS within 30 business days 
in order to avoid backup withholding. See 

also Rev. Proc. 93-37, 1993-2 e.B. 477, 
for specific requirements with respect to 
these notices. 

The IRS annually sends out incor
rect TIN notices to payors beginning in 
September. The IRS is aware that pay
ors whose principal place of husiness is 
located in the covered disaster area may 
have difficulty meeting their ohligations 
to send B notices and to backup with
hold. These payors are "affected taxpay
ers." See Notice 200S-73; News Release 
IR-2005-110. Other payors, who are lo
cated outside the covered disaster area and 

are not affected taxpayers. may need to 
send B notices to payees who are affected 
taxpayers. Since many of these affected 
taxpayers are temporarily displaced, pay
ors may have difficulty locating those 
payees. The IRS is also aware that since 
Hurricanes Katrina and Rita, mail service 
has been disrupted in the covered disas
ter area. Given these considerations, the 
IRS has determined that it is appropri
ate, with respect to affected taxpayers, 
to postpone the time for payors to send 
B notices and begin backup withholding. 
See ~ 301.750SA-l(c)(I)(vii). 

Therefore, incorrect TIN notices sent 
out by the IRS on or after August 29. 
200S, and before February 28, 2006, to 
payors who are affected taxpayers or to 
payors with respect to payees that the pay
ors reasonably believe are affected taxpay
ers should be treated as if they were dated 
February 28, 2006. This will provide ad
ditional time for payors to update records 
as necessary and comply with the require
ment to send B notices. 

Accordingly. payors whose principal 
place of business is located within the 
covered disaster area or who are otherwise 
included within the definition of affected 
taxpayers, as described in Notice 2005-73, 
and who have received incorrect TIN no
tices dated on or after August 29, 2005, 
and before February 28. 2006, should treat 
such notices as if received on February 
2S, 2006 for purposes of complying with 
the backup withholding rules set forth in 
section 3406 and the regulations thereun
der, regardless of the date shown on the 
incorrect TIN notice. Thus, the time for a 
payor to send a B notice to a payee, and 
to commence backup withholding on re
portable payments. is postponed. A payor 
must send its B notices during the IS busi
ness day period beginning after February 
28, 2006, and ending on March 21, 2006, 
and must begin backup withholding on 
rcportable payments, if necessary, after 
the close of the 30th business day after 
February 28. 2006 (April II, 20(6). Any 
such payors who have already mailed 
their R notices should not hegin backup 
withholding on reportable payments un
less the payees have not furnished their 
TINs in the manner required by April II, 
2006. If such payors have already mailed 
their B notice~ and commenced backup 
withholding, they should cease backup 
withholding. Payors should attempt to up-

2006-1 C.B. 459 



date their payee information and rcscnd B 
notices to payees (unlcss the payees havc 
already furlllshed the required response to 
the B notices) after February 28. 2006. 

Payors whose principal place of busi
ness is located outside of the cmered 
disaster area and who are not otherwise 
included within the definition of affected 
taxpayer \\ho have receiwd incorrect TIN 
notices from the IRS dated on or after 
August 29. 2005. and before February 28. 
2006. should treat such incorrect TIN no
tices as if received on February 28. 2006. 
unly with respect to payees who they rea
sonably believe are affected taxpayers. for 
purposes of complying with the backup 
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withholding rules set forth in section 3406 
and the regulations thereunder. regardless 
of the date shown on the notice. Accord
ingly. the time for mailing B notices to 
such payees. and commencing backup 
withholding on reportable payments to 
such payees. is postponed as described 
above. Payors who have already mailed 
B noticcs to such payees should not be
gin backup withholding on reportable 
payments unless the payees have not fur
nished their TINs in the manner required 
by April II. 2006. Payors who have al
ready mailed B notices to such payees and 
commenced backup withholding should 
cease backup withholding. Payors should 

attempt to update their payee information 
and resend B notices 10 pavees located in 
the affected area (unless the payees have 
already furnished the required response to 
the B notices) after February 28. 2006. 

DRAFTING INFORMATION 

The principal author of this notice is 
Nancy Rose of the Office of Associate 
Chief Counsel (Procedure & Administra
tion). For further information regarding 
this notice. contact Nancy Rose at (202) 
622-4940 (not a toll-free call). 



Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations 

Guidance Under Subpart F 
Relating to Partnerships 

REG-I06418-05 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions. 

SUMMARY: In this issue of the Bulletin, 
the IRS is issuing temporary regulations 
(T.D. 9240) that provide rules for de
termining whether a controlled foreign 
corporation's (CFe's) distributive share 

of partnership income is excluded from 
foreign personal holding company income 
under the exception contained in section 
954(i). The regulations will affect CFCs 
that are qualified insurance companies. as 
defined in section 953(e)(3), that have an 
interest in a partnership and U.S. share
holders of such CFCs. The text of those 
temporary regulations also serves as the 
text of these proposed regulations. 

DATES: Written or electronic comments 
and requests for a public hearing must be 
received by April 17.2006. 

ADDRESSES: Send suhmissions to: 
CC:PA:LPD:PR (REG-I064IS-05), room 
5203, Internal Revenue Service, PO Box 
7604, Ben Franklin Station, Washing
ton, DC 20044. Submissions may be 
hand-delivered between the hours of 
8 a.m. and 4 p.m. to CC:PA:LPD:PR 
(REG-I064IS-05). Courier's Desk, In
ternal Revenue Service. 1111 Constitution 
Avenue. NW. Washington. DC, or sent 
electronically, via the IRS Internet site at 
www.irs.f,'())/ref,'s or via the Federal eRuIe
making Portal at www.reRulatiolls.Rov 

ORS-REG-I 06418-(5). 

FOR FURTHER INFORMATION 

CONTACT: Concerning the proposed reg
ulation~. Kate Y. Hwa, (202) 622-3840: 

concerning submissions of comments, 
Treena Garrett, (202) 622-3401 (not 
toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

Temporary regulations in this issue of 
the Bulletin amend the Income Tax Regu
lations (26 CFR Part I) relating to the rules 
under section 954(i) of the Internal Rev
enue Code (Code) for determining whether 
a controlled foreign corporation's (CFC' s) 
distributive share of partnership income 
is excluded from foreign personal holding 
company income under the exception con
tained in section 954(i). The text of the 
temporary regulations also serves as the 
text of these proposed regulations. The 
preamble to the temporary regulations ex
plains the temporary regulations and these 
proposed regulations. 

Special Analyses 

It has been determined that this pro
posed regulation is not a significant regu
latory action as defined in Executive Or
der 12866. Therefore, a regulatory assess
ment is not required. It has also been de
termined that section 553(b) of the Admin
istrative Procedures Act (5 U.S.c. chapter 
5) does not apply to these regulations and, 
because the regulation does not impose a 
collection of information on small entities, 

the Regulatory Flexibility Act (5 U.s.c. 
chapter 6) does not apply. Pursuant to sec
tion 7805( f) of the Code, this notice of pro
posed rulemaking will be submitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for comment on 

its impact on small business. 

Comments and Requests for Public 

Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
will be given to any written (a signed origi
nal and eight (8) copies) or electronic com
ments that are submitted timely to the IRS. 
The IRS and the Treasury Department re
quest comments on the clarity of the pro
posed rules and how they can be made eas
ier to understand. All comments will be 

available for public inspection and copy
ing. A public hearing will be scheduled 
if requested in writing by any person that 
timely submits written comments. If a 
puhlic hearing is scheduled, notice of the 
date, time, and place for the public hearing 
will be published in the Federal Register. 

The IRS and the Treasury Department 
have become aware of possible uncertainty 

regarding the application of section 956 in 
certain transactions involving foreign part
nerships. The IRS and the Treasury De
partment therefore also request comments 
regarding the proper application of section 
956 in the case of a loan by a CFC to a 
foreign partnership in which one or more 
partners are domestic corporations that are 
U.S. shareholders of the CFC. Specifically, 
comments are requested regarding the cir
CUlllstances, if any, under which the loan 
to the foreign partnership should be con
sidered to be the obligation of slIch part
ners and, thus, U.S. property for purposes 
of section 956. The IRS and the Treasury 
Department are particularly interested in 
the relevance of (I) the consistent appli
cation of section 956 to CFC loans to for
eign partnerships, domestic partnerships, 
foreign branches, and disregarded entities 
of U.S. shareholders; (2) the foreign part
nership's status as a foreign person; (3) the 
partners' liability forthe partnership'S debt 
under local foreign law; (4) the use of the 
loan proceeds in business activities located 
inside or outside of the United States; and 
(5) the fact that the CFC earnings loaned 
to the partnership would not have been de
ferred had they been earned by the partner
ship. 

Drafting Information 

The principal author of these regula
tions is Kate Y. Hwa of the Office of the 
Associate Chief Counsel (International), 

IRS. However, other personnel from the 
IRS and the Treasury Department partic
ipated in their development. 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part I is propo\ed 
to be amended as follows: 
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PART I-INCOME TAXES 

Paragraph I. The authority citation for 

26 CFR Part I continues III realL in parI. as 

follows: 
Authority: 26 USc. n05 * * * 
Par. 2. Section 1.95-+-2 is amended 

by re\'ising paragraphs (a)(5)(ii)(C) and 
(a)(5 111ii) EIlIIllpli' 2 to read as follows: 

*!.95-1-2 Foreigll personol holding 

cOlI/pollr incolI/c. 

(a) * * * 
(5) "' * * 
(ii) * * * 
(C) I The text of the proposed amend

ment to * l.954-2(a)(5)(ii)(C) is the same 
as the text for * 1.954-2T(a)(5)(ii)(C) pub
lished elsewhere in this issue of the Bul
letin.1 

(iii) * * * 
EXlIlIlple 2. [The text of proposed 

* 1.954-2(a)(5)(iii) Example 2 is the same 
as the text of * 1.954-2T(a)(5)(iii) Exalll
pic 2 published elsewhere in this issue of 
the Bulletin.] 

* * * * * 

Mark E. Matthews, 
Deptltv COlllmissioner for 
Sc n'iCi's {{lid EII/()rccmclI f. 
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(f<1 k'd h) the ()ffi(t.~ of tht.' Ft'lk'ral Rcgi~tcr on January 13. 
2()()~. S'.' ,1 Ill .. ,1IlJ pUhlt,heJ III thL' I"ue of the rodeTal 
RL'~htCI !'PI Jallu,.r) 17. c006. 71 F.R. 2-1461 

Deletions From Cumulative 
List of Organizations 
Contributions to Which 
are Deductible Under Section 
170 of the Code 

Announcement 2006-13 

The name of an organization that no 
longer qualifies as an organization de
scribed in section 170(c)(2) of the Internal 
Revenue Code of 1986 is listed below. 

Generally, the Service will not disallow 
deductions for conttibutions made to a 
listed organization on or before the date 
of announcement in the Internal Revenue 
Bulletin that an organization no longer 
qualifies. However, the Service is not 
precluded from di sail owing a deduction 
for any contributions made after an or
ganization ceases to qualify under section 
170(c )(2) if the organization has not timely 
filed a suit for declaratory judgment under 
section 7428 and if the contributor (1) had 
knowledge of the revocation of the ruling 
or determination letter, (2) was aware that 
such revocation was imminent, or (3) was 

in part responsihle for or \vas aware. of ~e 
activities or omissions of the orgal1lzatIOn 
that brouoht about this revocation. 

If on the other hand a suit for declara
tory judgment has been timely filed, con
tributions from individuals and organiza
tions described in section 170(c)(2) that 
are otherwise allowable will continue to 
hc deductible. Protection under section 
7428(c) would begin on February 13, 
2006, and would end on the date the court 
first determines that the organization is 
not described in section 170(c)(2) as more 
particularly set forth in section 7428(c)(l), 
For individual contributors, the maximum 
deduction protected is $1,000, with a hus
band and wife treated as one contributor. 
This benefit is not extended to any indi
vidual, in whole or in part. for the acts or 
omissions of the organization that were 
the basis for revocation, 

Flo-Ro Management 
Florissant, MO 



Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 358.-Basis to 
Distributees 
26 CFR 1.358-1: Basis to distributees. 

T.0.9244 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Determination of Basis 
of Stock or Securities 
Received In Exchange For, 
or With Respect to, Stock 
or Securities in Certain 
Transactions; Treatment of 
Excess Loss Accounts 

AGENCY: Internal Revenuc Service 
(IRS), Treasury. 

ACTION: Final and temporary regula
tions. 

SUMMARY: This document contains final 
regulations under section 358 that provide 
guidance regarding the determination of 
the basis of stock or securities received in 
exchange for, or with respect to, stock or 
securities in certain transactions. This doc
ument also contains temporary regulations 
under section 1502 that govern certain 
basis determinations and adjustments of 
subsidiary stock in certain transactions in
volving members of a consolidated group. 
The text of the temporary regulations 
also serves as the text of the proposed 
regulations (REG-138879-05) set forth 
in the notice of proposed rule making on 
this subject in this issue of the Bulletin. 
The final and temporary regulations affect 
shareholders of corporations. 

DATES: Effective Date: The final and 
temporary regulations are effective on Jan
uary 23, 2006. 

Applicability Dates: Section 
1.1502-19T applies to adjustments and 
determinations of basis of (including an 
excess loss account in) the stock of a 
member occurring on or after January 23, 

2006. The applicability of ~I.I502-19T 
will expire on January 23, 2009. 

FOR FURTHER INFORMATION 
CONTACT: Theresa M. Kolish, (202) 
622-7530 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

Section 358(a)( I) of the Internal Rev
enue Code (Code) generally provides that 
the basis of property received pursuant to 
an exchange to which section 35l, 354, 
355, 356, or 361 applies is the same as that 
of the property exchanged, decreased by 
the fair market value of any other property 
(except money) received by the taxpayer, 
the amount of any money reccivcd by the 
taxpayer, and the amount of loss to the 
taxpayer which was rccognized on such 
exchange, and increased by the amount 
which was treated as a dividend, and the 
amount of gain to the taxpayer which was 
recognized on such exchange (not includ
ing any portion of such gain which was 
treated as a dividend). Section 35R(h)( I) 
provides that, under regulations prescribed 
by the Secretary, the basis determined un
der section 358(a)( I) must be allocated 
among the properties received in the ex
change or distribution. 

On May 3, 2004, the IRS and Trea
sury Department published a notice of 
proposed rulemaking (REG-I 16564-03, 
2004-1 C.B. 927) in the Federal Register 
(69 FR 24107) that included regulations 
under section 358 (the proposed regula
tions) providing guidance regarding the 
determination of the basis of shares or 
securities received in a reorganization de
scribed in section 368 and a distribution 
to which section 355 applies. The pro
poscd regulations adopt a tracing method 
pursuant to which the basis of each share 
of stock or security received in a reorga
nization under section 368 is traced to the 
hasis of each sunendered share of stock 
or security, and each share of stock or 
security received in a distribution under 
section 355 is allocated basis from a share 
of stock or security of the distributing 
corporation. In the course of developing 
the proposed regulations, the IRS and 

Treasury Department considered whether 
a tracing method or an averaging method 
should be used to determine the basis 
of stock and securities received in such 
transactions. The proposed regulations' 
adoption of the tracing method is based on 
the view of the IRS and Treasury Depart
ment that, in light of the canyover basis 
rule of section 358, a reorganization is not 
an event that justifies averaging the bases 
of exchanged stock or securities that have 
been purchased at different times and at 
different prices. Moreover, thc adoption 
of the tracing method reflects the concern 
of the IRS and Treasury Department that 
averaging the bases of exchanged blocks 
of stock or sccurities may inappropriately 
limit the ability of taxpayers to arrange 
their affairs and may afford opportunities 
for the avoidance of certain provisions of 
the Code. 

Under the proposed regulations, the 
basis of each share of stock or security 
received in an exchange to which section 
354, 355, or 356 applies is generally the 
same as the basis of the share or shares of 
stock or security or securities exchanged 
therefor. In the case of a distribution to 
which section 355 applies, the proposed 
regulations provide that the basis of each 
share of stock or security of the distribut
ing corporation is allocated between the 
share of stock or security of the distribut
ing corporation and the share of stock 
or security received with respect to such 
share of stock or security of the distribut
ing corporation in proportion to their fair 
markct valucs. 

If a shareholder or security holder is un
able to identify which particular share (or 
portion of a share) of stock or security is 
exchanged for, or received with respect to, 
a particular share (or portion of a share) 
of stock or sccurity, the proposed regu
lations permit the shareholder or security 
holder to designate which share or security 
is received in exchange for, or in respect 
of, which share or security. Such designa
tion, however, must be consistent with the 
terms of the exchange or distribution and 
must be made on or bcforc the first date on 
which the basis of a share or security re
ceived is relevant, for example. the date on 
which a share or security received is sold, 
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or is tran~,ferred in an exchange described 
in section 351 or section 721 or a reorga
nization de ... crihed in section 3hR. 

No public hearing regarding the pro
posed regulations was requested or held. 
However. several written and electronic 
comments regarding the proposed regula
tion, were received. After consideration 
of the comments. the proposed regulations 
are adopted as amended by this Treasury 
decision. 

Explanation of Provisions 

These final regulations retain the trac-
1I1g method of the proposed regulations. 
but make several modifications to the pro
posed regulations in response to the com
ments received. The following paragraphs 
describe the most significant comments rc
ceived and the extent to which they have 
heen incorporated into these final and tem
porary regulations. 

A. AI/ocalioll (It" COllsidemtioll Received 

As descrihed above. in certain cases. 
the proposed regulations permit a share
holder to designate which share or security 
is received in exchange for. or with respect 
to. which share or security. provided that 
the designation is consistent with the terms 
of the exchange or distribution. One com
mentator ohserved that in certain cases in 
which more than one class of stock or se
curities is received in exchange for more 
than one block of stock. more than one des
ignation may be consistent with the terms 
of the exchange. For example. suppose 
that A owns two hlocks of 100 shares of 
Corporation X common stock. Each block 
has a value of $1 no. A has an aggregate 
basis of 550 in one block and an aggre
gate hasis of $250 in the other block. Pur
suant to the terms of a reorganization. A 
transfers both blocks in exchange for 100 
shares of Corporation Y common stock 
,,·ith a \alue of $100 and 100 shares of 
C()rporation Y preferred stock with a value 
nf '" I 00. Under the proposed regulations. 
.\", (it'signation could reflect that each of 
the Corporation Y common stock and the 
Corporation Y preferred stock are allo
cated to the shares exchanged in propor
tinn tn their fair market ,·alues. There
fnre. Corpm,ltioll Y common stock with 
a fair market "due of $)() and Corpora
[[un Y preferred stock with a fair market 
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value of $50 would be treated as received 
for each block of Corporation X common 
stock. Alternatively. As designation could 
renect that the low basis Corporation X 
shares were exchanged for Corporation Y 
common stock and the high basis Corpo
ration X shares were exchanged for Cor
poration Y preferred stock or vice versa. 
Other designations would also seemingly 
be permitted under the proposed regula
tions. The commentator requested clari
fication regarding whether these designa
tions would. in fact. be permitted. 

The IRS and Treasury Department have 
considered the extent to which taxpayers 
should be permitted to designate which 
type of consideration is received in ex
change for particular shares of stock or se
curities when more than one designation is 
consistent with the terms of the exchange. 
The IRS and Treasury Department believe 
that this issue is likely to arise only in cases 
in which the target corporation is closely 
held. In these cases. the shareholders will 
likely have the ability to control the terms 
of the exchange. These final regulations 
confirm that, to the extent the terms of 
the exchange specify which shares of stock 
or securities are received in exchange for 
a particular share of stock or security or 
a particular class of stock or securities, 
provided that such terms are economically 
reasonable. such terms will control for pur
poses of determining the basis of the stoc k 
or securities received. In addition. these 
final regulations provide that. to the extent 
the terms of the exchange do not specify 
which shares of stock or securities are re
ceived in exchange for a particular share 
of stock or security or a particular class of 
stock or securities. a pro rata portion of the 
shares of stock and securities of each class 
received is treated as received in exchange 
for each share of stock and security surren
dered. based on the fair market value of the 
surrcndercd stock and securities. The final 
regulations also include similar rules that 
apply to distributions under section 355. 

B. AlIocmiol1 ot" Boot Reccil'ed 

A number of commentators requested 
guidance regarding the proper method 
for allocating boot among the stock and 
,ecurities surrendered in an exchange or 
the stock and securities with respect to 
which a distribution is made. An alloca
tion of boot may be necessary to compute 

the taxpayer's gain recognized in con
nection with a transaction and. therefore. 
its basls in stocK and sl'curities received. 
One commentator suggl'sted that a facts 
and circumstances analysis (presumably 
one that examines the terms of the ex
change) should he used to determine what 
nonrecognition property received in an ex
change is allocable to particular shares Or 

securities surrendered. In cases in which 
the facts and circumstances do not suggest 
a particular allocation, the commentator 
suggested that the boot should be allocated 
pro rata among the surrendered stock and 
securities. For example, suppose A holds 
100 shares of Corporation T common 
stock and 100 shares of Corporation T 
preferred stock. The common shares have 
an aggregate basis of $10 and an aggre
gate fair market value of $100 and the 
preferred shares have an aggregate basis 
of $20 and an aggregate fair market value 
of $100. Corporation T merges with and 
into Corporation X in a reorganization 
under section 368. In the reorganization. 
A exchanges its shares of Corporation 
T common and preferred stock for 100 
shares of Corporation X common stock 
with an aggregate fair market value of 
$100 and $100 of cash. If the cash were 
allocated proportionately between the 
common and preferred shares based on 
their relative values. A would recognize 
$50 of gain on its common shares and 
$50 of gain on its preferred shares. If the 
cash were allocated solely to the common 
shares. A would recognize $90 of gain. 
If the cash were allocated solely to the 
preferred shares, A would recognize $80 
of gain. 

These final regulations adopt rules 
governing the allocation of boot among 
stock and securities surrendered (or with 
respect to which a distribution is made) 
that are consistent with those rules de
scribed above regarding designations of 
exchanges and distributions when more 
than one class of stock or securities is 
received in exchange for, or received with 
respect to, more than one block of stock. In 
particular, this Treasury decision includes 
regulations under section 356 that provide 
that, for purposes of computing the gain, if 
any, recognized on an exchange. to the ex
tent the terms of the exchange specify the 
other property or money that is received in 
exchange for a particular share of stock or 
security surrendered. provided that such 



terms are economically reasonable, such 
terms control. This position is consistent 
with the conclusions reached in Revenue 
Ruling 74-515, 1974-2 CB. 118 (sug
gesting that, for purposes of computing 
gain recognized under section 356 in the 
context of an exchange the terms of which 
provided for the exchange of common 
stock for common stock and preferred 
stock for cash, the terms of the exchange 
governed). To the extent the terms of the 
exchange do not specify the other property 
or money that is received in exchange for 
a particular share of stock or security sur
rendered, a pro rata portion of the other 
property and money recei ved is treated 
as received in exchange for each share of 
stock and security surrendered, based on 
the fair market value of such surrendered 
share of stock or security. 

The IRS and Treasury Department are 
aware that there is a question as to the 
proper treatment of the basis of stock ex
changed for boot in the following circum
stances, This question arises, in part, as a 
result of the operation of section 356. Sec
tion 356 generally applies if section 354 
would apply to an exchange but for the 
fact that the property received in the ex
change consists not only of property per
mitted by section 354 to be received with
out the recognition of gain but also of other 
property or money. Section 356(c) pro
vides that no loss realized from such an ex
change may be recognized. 

Suppose A holds 100 shares of Corpo
ration T common stock and 100 shares of 
Corporation T preferred stock. The com
mon shares have an aggregate basis of $10 
and an aggregate fair market value of $100 
and the preferred shares have an aggregate 
basis of $150 and an aggregate fair mar
ket value of $100. Corporation T merges 
with and into Corporation X in a reor
ganization under section 368. The terms 
of the exchange specify that A exchanges 
its shares of Corporation T common stock 
for 100 shares of Corporation X common 
stock with an aggregate fair market value 
of $1 00 and exchanges its shares of Corpo
ration T preferred stock for $100 of cash, 
Under these final rcgulations, the terms of 
the exchange control for purposes of deter
mining gain under section 356 and basis 
under section 358. Under section 356(c), 
A realizes a gain of $90 on the exchange of 
Corporation T common stock for Corpo
ration X common stock, none of which is 

recognized under section 356 and A takes 
an aggregate basis of $10 in the shares 
of Corporation X common stock received 
in the exchange. However, A realizes a 
loss of $50 on the exchange of Corpora
tion T preferred stock for cash. Therefore, 
A would not be entitled to recognize any of 
the loss realized. This conclusion is con
sistent with Revenue Ruling 74-515. In 
that ruling, a shareholder surrenders com
mon stock of the target corporation in ex
change for common stock of the acquiring 
corporation and preferred stock of the tar
get corporation in exchange for cash. The 
ruling concludes that the tax consequences 
of the shareholder's exchange of preferred 
shares for cash are governed by section 
356 and any loss realized is not recognized 
by reason of section 356(c). 

The IRS and Treasury Department are 
considering, and request comments re
garding, whether regulations should be 
adopted interpreting section 356 in a man
ner that would permit a taxpayer, such as 
A, in the circumstances described above 
to recognize the loss in these types of 
fact patterns. If an approach permitting 
recognition of loss in these cases is not 
adopted, then an issue arises as to the 
proper treatment of the basis of the shares 
with respect to which the loss is realized 
but not recognized, at least to the extent 
that such hasis exceeds the cash received 
in respect of such shares. The IRS and 
Treasury Department request comments 
on the proper treatment of such basis. 

C Retained Shares of Stock or Secllrities 
in Section 355 Exchanxes 

As described above, the proposed reg
ulations provide that the basis of each 
share of stock or security received in an 
exchange to which section 355 applies 
is generally the same as the basis of the 
share or shares of stock or security or 
securities exchanged therefor. This rule 
applies even if the exchanging shareholder 
or security holder retains shares of stock or 
securities in the distributing corporation. 
If the shareholder or security shareholder 
retains shares of stock or securities in the 
distributing corporation, the basis of those 
instruments remains unaffected. One 
commentator suggested that this approach 
might be viewed as inconsistent with the 
statutory language of section 358(b)(2), 

Section 35H(b)(~) generally provides 
that in allocating basis among the prop
erty permitted to be received without the 
recognition of gain or loss in an exchange 
to which section 355 applies, there shall be 
taken into account not only the property 
so permitted to be received without the 
recognition of gain or loss, hut also the 
stock or securities (if anyl of the distribut
ing corporation that are retained and the 
allocation of basis must be made among 
all such properties. Neither the statutory 
language of section 358(b)(2) nor its leg
i~lalive history indicates the method of 
allocation that Congress contemplated 
when it enacted this provision. 

The IRS and Treasury Department be
lieve that the rule of the proposed regula
tions is a reasonahle approach to the imple
mentation of section 358(b)(2). Nonethe
less, the IRS and Treasury Department did 
consider alternative approaches, 

For example, the IRS and Treasury 
Department considered adopting an ap
proach that would aggregate the basis of 
the shares of stock and securities of the 
distributing corporation owned by a partic
ular shareholder and then would allocate 
such basis among the shares of stock and 
securities in the distributing and controlled 
corporations owned by that shareholder 
immediately after the distribution based 
on their fair market values. Such an ap
proach would effectively be an averaging 
approach for certain types of exchanges, 
an approach that is inconsistent with the 
view that a reorganization is not an event 
that justifies averaging the bases of ex
changed stock that had been purchased 
at different times and at different prices 
and that would result in the inconsistent 
treatment of exchanges under section 354, 
355, and 356. 

The IRS and Treasury Department 
also considered adopting an approach that 
would have treated the shareholder or se
curity holder as recei ving a distribution of 
stock or securities on each share of stock 
or security that it owned in the distributing 
corporation, followed by a recapitaliza
tion of both the distributing and controlled 
corporations to reflect the shareholders' 
and security holders' actual stock and se
curity ownership immediately after the 
transaction. The IRS and Treasury De
partment however, were concerned that 
this approach would be complex and inad
ministrable, especially in cases in which a 
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shareholder holds ~tock of the distributing 
corporation in multiple accounts. 

For the reasons de~cribed above, these 
two alternative approaches were rejected. 
Therefore, these final regulations do not 
alter the operation of the rules of the pro
posed regulations in this context. 

D. Stockiess Reorgllni;lItions 

A number of commentators observed 
that it is not dear how basis should be 
determined in the case of a reorgani7a
tion in which no stock is issued. Such 
a situation may arise in reorganizations 
involving commonly controlled acquiring 
ami target corporations where the issuance 
of additional stock of the acquiring corpo
ration would constitute a meaningless ges
ture. One commentator suggested an ap
proach that would treat the acquiring cor
poration as issuing an amount of stock 
equal to the fair market value of the stock 
surrendered. The basis of that deemed 
issued stock would have a basis traced 
from the shares surrendered in the reorga
nization under the rules that would have 
applied had the shareholder actually re
ceived such stock. Then, the shareholder's 
stock in the acquiring corporation would 
be treated as recapitalized. In the recapi
talization, the shareholder would be treated 
as surrendering all of its shares of the ac
quiring corporation, including those shares 
owned immediately prior to the reorgani-
7ation and those shares the shareholder is 
deemed to receive, in exchange for the 
shares that the shareholder actually holds 
immediately after the reorganization. The 
basis of the shares that the shareholder ac
tually owns would be determined under 
the rules that would have applied had the 
recapitalization actually occurred with re
spect to the shareholder' s actual shares and 
the shares the shareholder is deemed to 
have received. 

For example, suppose P wholly owns 
S I and S2. P owns 100 shares of S 1. each 
of which has a basis of $1 and was acquired 
on Date 1. and 100 shares of S2, each of 
which has a basis of S2 and was acquired 
on Date 2. The fair market value of each 
share of the stock of each of S I and S2 
is S I. S I l1l~rge~ into S2 in a reorganiza
tion under ~ection 368(a)( I )(DI in which 
P dll~S not receiv~ any additional stock 
of S2. Under th~ suggest~d approach, P 
would be treated as receiving 100 shares of 
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S2, each of which has a fair market value 
of $1. The basis of those additional 100 
shares would be determined as if P had 
actually received those shares. Therefore, 
cach of those shares would have a basis of 
$1. Then. to retlect that P has only 100 
shares of S2 stock rather than 200 shares, 
S2 would be treated as undergoing a re
verse stock split in which it exchanges two 
shares of its stock for one share. The basis 
of each of the 100 shares would be deter
mined as if the reverse stock split had actu
ally OCCUlTed. Therefore. 50 shares of p's 
S2 stock would each have a basis of $2 and 
would be treated as having been acquired 
on Date I and the remaining 50 shares of 
p's S2 stock would each have a basis of $4 
and would be treated as having been ac
quired on Date 2. 

The IRS and Treasury Depa11ment be
lieve that the approach suggested is con
sistent with the general tracing approach 
of the proposed regulations. Accordingly, 
these final regulations adopt the suggested 
approach for cases in which a shareholder 
of the target corporation receives no prop
erty or property with a fair market value 
less than that of the stock or securities the 
shareholder surrendered in the transaction. 

E. Single Versus Split Basis Approaches 

The proposed regulations provide that 
if one share of stock or security is received 
in exchange for, or with respect to, more 
than one share of stock or security or a 
fraction of a share of stock or security is 
received, the basis of the shares of surren
dered stock or securities must be allocated 
to the shares of stock or securities received 
in a manner that retlects, to the greatest ex
tent possible, that a share of stock or secu
rity received is received in exchange for. or 
with respcct to, shares of stock or securities 
that were acquired on the same date and at 
the same price. The preamble states that 
this rule avoids, to the greatest extent pos
sible. creating shares of stock or securities 
with split holding peliods. Several com
mentators have requested guidance regard
ing whether a share that retlects the basis 
of several shares with differing bases has 
a single, aggregated basis or a split basis. 
For example. suppose B has two shares of 
stock of T. One of those shares has a ba
sis of $1 and was acquired on Date 1. The 
other share has a basis of $2 and was ac
quired on Date 2. A, a corporation, ac-

quires the assets of T in a reorganiz<ltion 
under sectioll .~6Sp)( 1)( A l. In the reorg<l
nil'ation. B exchanges its t\\O shares of T 
stock for one share of A stl1c].;. One pos
sibility is that B has a single. undi\'id~d 

$3 basi~ in its shan: of A stock. Another 
possibility is that B has a split basis in its 
share of A stock such that half of the share 
is treated as having a basis of $1 and the 
other half is treated as having a basis 01'$2. 

The IRS and Treasury Department be
lieve that becausc the single, aggregated 
basis approach has the effect of averaging 
the basis of more than one share, it is in
consistent with the tracing regime adopted 
in these final regulation~. Moreover. as 
suggested in thc preamble of the proposed 
regulations, the IRS and Treasury Depart
ment believe that it is possible for a share 
to have a split holding period. The IRS and 
Treasury Department helieve that the split 
basis approach is a logical corollary to the 
split holding period approach. Therefore. 
these final regulations retlect that a share 
may have not only a split holding period. 
but also a split basis. 

F. Coordinatioll Il'irh Sfcl;IJI1 1036 

Section 1036 provides that no gain or 
loss is recognized if common stock is ex
changed for common stock, or preferred 
stock is exchanged for preferred stock, in 
the same corporation. Section 1031 pro
vides rules for determining the basis of 
the comlllon or preferred stock received 
in an exchange described in section 1036. 
One commentator requested clarification 
regarding whether the basis tracing rules 
of the proposed regulations apply to trans
actions governed by both section 1036 and 
section 354 or 356. 

The IRS and Treasury Department be
lieve that those same policies that support 
the application of a tracing regime in the 
context of transactions governed solely by 
section 354 or 356 support the application 
of a tracing regime in the context of trans
actions governed by both section 1036, on 
the one hand, and section 354 or 356, on 
the other hand. Accordingly, these final 
regulations provide that the tracing rules 
apply to determine the basis of a share 
of ,tock or security received by a share
holder or security holder in an exchange 
described in both ,ection 1036, on the one 
hand. and section 354 or section 356, on 
the other hand. The IRS and Treasury 



Department continue to study whether the 
rules of these final regulations should be 
adopted in regulations under section 1036 
for transactions governed by section 1036, 
but not section 354 or 356. 

G. Application (!fTracing Rules to Section 
351 Transactions 

Under the proposed regulations, the 
tracing rules do not apply to an exchange 
described in section 35 L unless such ex
change is also described in section 354 or 
section 356 and certain other requirements 
are satisfied. One commentator urged the 
IRS and Treasury Department to consider 
expanding the tracing regime of the pro
posed regulations to apply more broadly to 
exchanges governed by section 351. That 
commentator suggested that having dif
ferent regimes apply to the determination 
of the basis of stock received in a tax-free 
exchange for stock is undesirable. 

The IRS and Treasury Department are 
continuing to study the possible applica
tion of a tracing approach more broadly 
to exchanges described in section 351. In 
the meantime, these final regulations re
tain those limitations on the application of 
the basis tracing regime to exchanges de
scribed in section 351 that were included 
in the proposed regulations. 

H. Excess Loss Accounts 

Section 1.1502-19( d) provides that if a 
member (P) of a consolidated group has an 
excess loss account in shares of a class of 
another member's (S's) stock at the time 
of a basis adjustment or determination un
der the Internal Revenue Code with respect 
to other shares of the same class of S's 
stock owned by the member, the adjust
ment or determination is allocated first to 
equalize and eliminate that member's ex
cess loss account. The rule reflects a pol
icy of permitting the elimination of excess 
loss accounts. The application of the rule, 
however, is sensitive to the form of the 
transaction. For example, if P owns all of 
the stock of S with an excess loss account 
of $100 and all of the stock of T wi th a 
basis of $150, and T merges into S in a 
reorganization under section 368(01)( I )(0) 

in which P receives additional shares of 
S stock, under ~ 1. I S02-19( d), P' ~ excess 
loss account in its original shares of S stock 
is first eliminated. Therefore, p's original 

S shares will have an aggregate basis of 
$0 and p's new S shares will have an ag
gregate basis of $50. If. instead, however, 
S merges into T in a reorganization under 
section 368(a)( I )(0) in which P receives 
additional shares of T stock, hecause P 
does not already have T shares that have an 
excess loss account, §1.l502-19(d) does 
not apply. Therefore, p's original T shares 
will have a hasis of $150 and P's new T 
shares will have an excess loss account of 
$100. 

The limitation on the application of 
§1.l502-19(d) to cases in which a basis 
adjustment or determination is made with 
respect to shares of a class of stock of the 
corporation in which the member holds 
other shares with an excess loss account 
effectively makes the rule elective. That 
is, if the transaction occurs in one direc
tion (in the example above, T merges into 
S), the rule applies. If the transaction oc
curs in the other direction (in the example 
above, S merges into T), the rule does not 
apply. The IRS and Treasury Department 
believe that this electivity is undesir
able. Therefore, the IRS and Treasury 
Department believe that it is appropriate 
to expand the scope of the application of 
the rule of § 1.1502-19(d). Accordingly, 
the temporary regulations included in this 
Treasury decision add an additional rule to 
~ 1.1502-19 that provides that if a member 
would otherwise determine shares of a 
class of S's stock (a new share) to have 
an excess loss account and such mem
ber owns one or more other shares of 
the same class of S' s stock, the basis of 
such other shares is allocated to eliminate 
and equalize any excess loss account that 
would otherwise be in the new shares. 
Therefore, in the example above where S 
merges into T in a reorganization under 
section 368(a)(1)(D) in which P receives 
additional shares of T stock, the basis of 
p's original T shares will first be applied 
to eliminate the excess loss account that P 
would otherwise have in its ncw T shares. 
Therefore, P will have an aggregate basis 
of $50 in its original T shares and an ag
gregate basis of $0 in its new T shares. 

Effective Date 

The final and temporary regulations ap
ply to exchanges and distributions of stock 
or securities and determinations of stock 
basis occurring on or after the date these 

regulations are filed as final regulations in 
the Federal Register. 

Effect on Other Documents 

The following publication is obsolete as 
of January 23, 2006: 

Revenue Ruling 55-355, 1955-1 C.B. 
418. 

Special Analyses 

It has been determined that the final reg
ulations issued with respect to section 358 
and section 1502 are not a significant reg
ulatory action as defined in Executive Or
der 12866. Therefore, a regulatory assess
ment is not required. It has also been deter
mined that section 553(b) of the Adminis
trative Procedure Act (5 U.S.C chapter 5) 
does not apply to these regulations, and, 
because the regulations do not impose a 
collection of information on small entities, 
the Regulatory Flexibility Act (5 U.S.c. 
chapter 6) does not apply. Pursuant to sec
tion 7805(f) of the Code, the notice of pro
posed rulemaking preceding these regula
tions was submitted to the Chief Counsel 
for Advocacy of the Small Business Ad
ministration for comment on its impact on 
small business. 

It has been determined that the tem
porary regulations issued with respect to 
section 1502 are not a significant regula
tory action as defined in Executi ve Order 
12866. Therefore, a regulatory assessment 
is not required. These temporary regula
tions are necessary to provide taxpayers 
with immediate guidance regarding the ap
plication of section 358 when a member 
of a consolidated group has an excess loss 
account in the stock of another memher 
and consequences of such application. Ac
cordingly, good cause is found for dispens
ing with notice and public procedure pur
Sliant to 5 USc. 553(b)(B) and with a de
layed effective date pursuant to 5 U.S.c. 
553(d)(3). For applicability of the Regu
latory Flexibility Act, please refer to the 
cross-reference notice of proposed rule
making published elsewhere in the Bul
letin. Pursuant to section 7805(f) of the 
Code, these temporary regulations will be 
submitted to the Chief Counsel for Advo
cacy of the Small Business Administration 
for comment on their impact on small busi
ness. 
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Drafting Information 

The principal authors of these reg
ulations are Emidio J. Fortini, Jr. and 
Theresa M. Koli,h of the Office of the As
sociate Chief Counsel l Corporate), IRS. 
However, other personnel from the IRS 
and the Treasury Department participated 
in their development. 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part I is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I is amended by adding an entry in 
numerical order to read, in part, as follows: 

Authority: 26 U.S.c. 7805 '" * * 
Section 1.3.58-2 also issued under 26 

U.s.c. 358. * * * 
Section 1.1502-19T also issued under 

26 U.s.c. 1502. * " " 
Section 1.1502-32 also issued under 26 

u.s.c. 1502. * " * 
Par. 2. Section 1.356-1 is revised to 

read as follows: 

One share of stock worth 

Other property (hasis $25) fair market value 

Total fair market value of consideration received 

/uljw,tcd hClsis of stock surrendered in exchange 

Total gain. 

~1.356-J Receipt of additional 

COliS ide ration ill cOllneetiol! with WI 

fxchallRe. 

(a) If in any exchange to which the 
provisions of section 354 or section 355 
would apply except for the fact that there 
is received by the shareholders or secu
rity holders other property (in addition to 
property permitted to be received without 
recognition of gain by such sections) or 
money, then-

(I) The gain, if any, to the taxpayer shall 
be recognized in an amount not in excess 
of the sum of the money and the fair market 
value of the other property, but, 

(2) The loss, if any, to the taxpayer from 
the exchange or distribution shall not be 
recognized to any extent. 

(b) For purposes of computing the gain, 
if any, recognized pursuant to section 356 
and paragraph Ca)(l) of this section, to the 
extent the terms of the exchange specify 
the other property or money that is re
ceived in exchange for a particular share of 
stock or security surrendered or a particu
lar class of stock or securities surrendered, 
such terms shall control provided that such 
terms are economically reasonable. To the 
extent the tcrms of the exchange do not 
specify the other property or money that is 
received in exchange for a particular share 

SIOO 
25 

50 

$175 

585 

90 

Gain to he recogni7ed. limited to cash and other property received. $75 
A's I'm raTa share of earillngs and profib accumulated after February 2R. 1913 (taxahle 
dl\ldend) $30 

Rcmall1der to he treated ", a gain from the exchange of pmperty 45 

1:".1<11111'1,,:' If. In 1:"11/111///" I. A's slock haLi an 
adJu,lc'J h,l,i, 10 r\ of )~(){). A would ha\e reali/cd a 
10" ,,1" S2:; nn Ihc nchallge. II hich I,,,, would not he 
rl'l·(\~nlil·d. 

hUlI//'le 3. II) flll'll J. Cln indil lciual. aC<.juired JI) 

,Iurc, of CIJ" A ,Ind, 01" Cnrpnration X on Date I 
I"nl).1 c,ll'h Clnd I () ,hare, of Cia" B stod of Corpora

III >n \ Oil 1);lIe' 2 Illr SLJ eal'h. On [)"lc .1. Corpnrml<lI1 

Y cICqUlI"L'\ the a"'''L'h of CorporatIOn X In a rcnrgcl-

1l11cI1l<1I1 L1ndel ,Cd ion ,1!lXI ,III 11i.\ I. Pur'L1ant tll the 
[l'nlh or thl' rL11l tit' rcprgcllll!JtIUIl. J ..,urrcnucr\ .. ill 
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of rs shares of Corporation X slOck for 10 shares of 
Corporation Y stock and $100 of cash. On the date of 
the e\chClnge. the fair market value of each share 01 
Cia" A ,tocK 01 Corporation X is $10. the fair market 
value of each share of Class B stock of Corporation X 
i, $ 1II. and the fair market value of each share of Cor
poration Y stock is $10. The terms of the exchange 
dn not specify that ,hare, of Corporation Y stock or 
cash are received III exchange for particular shares of 
Class A ,lock or Cbss B stock of Corporation X. 

of stock or security surrendered or a par
ticular class of stock or securities surren
dered, a pro rata portion of the other prop
erty and money recei ved shall be treated 
as received in exchange for each share of 
stock and security sllrrendered, based on 
the fair market value of such surrendered 
share of stock or securlty. 

(c) If the distribution of such other prop
erty or money by or on behalf of a corpo
ration has the effect of the distribution of 
a di vidend, then there shall be chargeable 
to each distributee (either an individual or 
a corporation)-

(I) As a dividend, such an amount of 
the gain recognized as is not in excess of 
the distributee's ratable share of the undis
tributed earnings and profits of the cor
poration accumulated after February 28, 
1913, and 

(2) As a gain from the exchange of 
property, the remainder of the gain so rec
ognized. 

(d) The rules of this section may be il
lustrated by the following examples: 

Example I. In an exchange to which the provi

sions of section 356 apply and to which section 354 

would apply but for the receipt of property not per
mitted to be received without the recognition of gain 

or loss. A (either an individual or a corporation), re

ceived the following in exchange for a share of stock 
having an adjusted basis to A of $85: 

(ii) Ana/vl'i.\'. Under paragraph (b) of this section. 
because the terms of the exchange do not specify that 
the cash is received in exchange for shares of Class A 
or Class B slOck of Corporation X, a pro rata portion 
of the cash recei ved is treated as recei ved in exchange 
for each share of Class A stock of Corporation X and 
each share of Cia" B stock of Corporation X based 
on the fair market val ue of the surrendered shares. 
Therefore. J is treated as receiving shares of Corpora
tion Y stock with a fair market value of S5G and $50 
of cash in exchange for it, shares of Cia" A stock 



of Corporation X and share, of Corporation Y stock 

with a fair market value of $50 and $50 of cash in ex

change for its shares of Class B stock of Corporation 

X. J realizes a gain of $70 on the exchange of shares 

of Class A stock, $50 of which is recognized under 

section 356 and paragraph (a) of this section. and J re

alizes a gain of S lOon the exchange of shares of Class 

B stock of Corporation X, all of which is recognized 

under section 356 and paragraph (a) of this section. 

Assuming that J's gain recognized is not treated as a 

dividend under section 356(a)(2), such gain shall be 

treated as gain from the exchange of property. 

Example 4. (i) Facts. The facts are the same as in 

Example 3, except that the terms of the plan of reor

ganization specify that J receives 10 shares of stock of 

Corporation Y in exchange for J's ,hares of Class A 

stock of Corporation X and $100 of cash in exchange 

for 1's shares of Class B stock of Corporation X. 

(ii) Analvsis. Under paragraph (b) of thi, sec

tion, because the terms of the exchange speci fy that 

J receives 10 shares of stock of Corporation Y in ex

change for J's shares of Class A stock of Corpora

tion X and $100 of ca,h in exchange for 1's shares of 

Class B stock of Corporation X and such terms are 

economically reasonable, such terms control. J real

izes a gain of $70 on the exchange of shares of Class 

A stock, none of which is recognized undcr section 

356 and paragraph (a) of this section, and J realizes 

a gain of $10 on the exchange of shares of Cia" B 

stock of Corporation X, all of which is recognized un

der section 356 and paragraph (a) of this section. 

(e) Section 30 I (b)(1 )(B) and section 
301(d)(2) do not apply to a distribution 
of "other property" to a corporate share
holder if such distribution is within the 
provisions of section 356. 

(t) See paragraph (t) of § 1.301-1 for 
certain transactions which are not within 
the scope of section 356. 

(g) This section applies to exchanges 
and distributions of stock and securities 
occurring on or after January 23, 2006. 

Par. 3. Section 1.358-1 is revised to 
read as follows: 

§1.358-1 Basis to distributees. 

(a) In the case of an exchange to which 
section 354 or 355 applies in which, un
der the law applicable to the year in which 
the exchange is made, only nonrecognition 
property is received, immediately after the 
transaction, the sum of the basis of all 
of the stock and securities received in the 
transaction shall be the same as the basis of 
all the stock and securities in such corpo
ration surrendered in the transaction, allo
cated in the manner described in § 1.358-2. 
In the case of a distribution to which sec
tion 355 applies in which, under the law 
applicable to the year in which the distribu
tion is made, only nonrecognition property 
is received, immediately after the transac-

tion, the sum of the basis of all of the stock 
and securities with respect to which the 
distribution is made plus the basis of all 
stock and securities received in the distri
bution with respect to such stock and secu
rities shall be the same as the basis of the 
stock and securities with respect to which 
the distribution is made immediately be
fore the transaction, allocated in the man
ner described in §1.358-2. In the case of 
an exchange to which section 351 or 361 
applies in which, under the law applica
ble to the year in which the exchange was 
made, only nonrecognition property is re
ceived, the basis of all the stock and secu
rities received in the exchange shall be the 
same as the basis of all property exchanged 
therefor. If in an exchange or distribution 
to which section 351, 356, or 361 applies 
both nonrecognition property and "other 
property" are received, the basis of all the 
property except "other property" held af
ter the transaction shall be detennined as 
described in the preceding three sentences 
decreased by the sum of the money and the 
fair market value of the "other property" 
(as of the date of the transaction) and in
creased by the sum of the amount treated 
as a dividend (if any) and the amount of 
the gain recognized on the exchange, but 
the term gain as here used does not in
clude any portion of the recognized gain 
that was treated as a dividend. In any case 
in which a taxpayer transfers property with 
respect to which loss is recognized, such 
loss shalt be reflected in detennining the 
basis of the property received in the ex
change. Thc basis of the "other property" 
is its fair market value as of the date of 
the transaction. See § 1.460-4(k)(3 )(iv)(A) 
for rules relating to stock basis adjustments 
required where a contract accounted for 
using a long-tenn contract method of ac
counting is transferred in a transaction de
scribed in section 351 or a reorganization 
described in section 368(a)( I )(0) with re
spect to which the requirements of section 
355 (or so much of section 356 as relates 
to section 355) are met. 

(b) The application of paragraph (a) of 
this section may be illustrated by the fol
lowing example: 

Example. A purchased a share of stock in Cor

poration X in 1935 for $150. Since that date A has 

received distributions out of other than earnings and 

profits (as defined in section 316) totaling $60. so that 

A's adjusted hasis for the stock is $90. In a transaction 

<.jualifying under section .'\')6, A exchanged thiS share 

for one share in Corporation Y. worth $100. cash in 

the amount of$IO, and other property With a fair mar

ket value of $30. The exchange had the effect of the 

distribution of a dividend. A's r;lIable ,hare of the 

earnings and prnfih of Corporation X accumulated 

after February 2R. 1913, was $'), A reali?ed a gain 

of $50 on the exchange. hut the amount recognized is 

limited to $40. the sum of the Glsh received and the 

fair market value of the other property. Of the gain 

recognized, $5 is taxable a, a di vidcnd. and $.1') is 

taxable as a gain from the exchange of property. The 

hasis to A of the one share of ,tock of Corporation Y 
is $90. that is, the adjusted basis of the one share of 

stock of Corporation X ($90), decreased by the sum 

of the cash received ($10) and the fair market valuc of 

thc other property recei vcd ($30) and increased by thc 

sum of the amount treated as a dividend ($5) and the 

amount treated a, a gain from the exchange of prop

erty ($35). The basis of the other property received is 

$30. 

(C) This section applies to exchanges 
and distributions of stock and securities 
occurring on or after January 23, 2006. 

Par. 4. Section 1.358-2 is amended by: 
1. Revising paragraphs (a)( 1) and 

(a)(2). 
2. Removing paragraphs (a)(3), (a)(4), 

and (a)(5). 
3. Revising paragraphs (b)(l) and (c). 
4. Adding paragraph (d). 
The revisions and addition read as fol

lows: 

,91.358-2 Allocation of basis amon!? 
nonrecognition property. 

(a) Allocation of basis in exchanges or 
distributions to which sec/ion 354, 355, or 
356 applies. (I) As used in this paragraph 
the term stock means stock which is not 
"other property" under section 356. The 
term securities means securities (includ
ing, where appropriate, fractional parts of 
securities) which are not "other property" 
under section 356. Stock, or securities, as 
the case may be, which differ either be
cause they are in different corporations or 
because the rights attributable to them dif
fer (although they arc in the same corpo
ration) are considered different classes of 
stock or securities, as the casc may be, for 
purposes of this section. 

(2)(i) If a shareholder or security holder 
surrenders a share of stock or a security 
in an exchange under the terms of section 
354, 355, or 356, the basis of each share of 
stock or security received in the exchange 
shall be the samc as the basis of the share 
or shares of stock or security or ~ecurities 
(or allocable portions thereof) exchanged 
therefor (as adjusted under § 1.35R-I). If 
more than one share of stock or security is 
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received in exchange for one share of ~tock 
or one security. the basi, of Ihe share of 
stock or security surrendered shall bc allo
cated to the ~hares of stock or securities re
ceived in the exchange in proportion to the 
fair market \' alue of the shares of stoc k or 
~ecurities received. If one share of stock or 
~ecurity is received in exchange for more 
than onc ~harc of stock or security or if a 
fraclion of a share of slock or security is re
l'ei ved. then the basis of the shares of stock 
or securities qmendered must he allocated 
to the shares of stock or securities (or allo
cable portions thereof) received in a man
ner that renects. to Ihe greatest extent pos
sible. that a share of stock or security re
cei ved is recei ved in respel'l of shares of 
stock or secunties that were acquired on 
the same date and at the same price. To 
the extent it is not possible to allocate ba
sis in this manner. the basis of the shares of 
stock or securities surrendered must be al
located to the shares of stock or securities 
(or allocable portions thereof) recei ved in a 
manner that minimizes the disparity in the 
holding periods of the surrendered shares 
of stock or securities whose basis is allo
cated to any particular share of stock or se
curity received, 

(ii) If a shareholder or security holder 
surrenders a share of stock or a security 
in all exchange under the terms of section 
354. 355. or 356. and receives shares of 
stock or securities of more than one class. 
or receives "other property" or money in 
addition to shares of stock or securities. 
then. to the extent the terms of the ex
change specify that shares of stock or se
curities of a particular cia,s or "other prop
erty"' or money is received in exchange 
for a particular share of stock or security 
or a particular class of stock or securities. 
for purposes of applying the rules of this 
section. such terms shall control provided 
,uch terms are economically reasonable, 
To the extent the terms of the exchange do 
not specify that shares of stock or secu
rities of a particular class or "other prop
erty" or money is received in exchange for 
a particular share of stock or security or a 
particular class or stock or securities. then. 
for purposes of applying the rules of para
graph (a)(2)(i) of this section. a pro rata 

portion of the ,hares of stock and securi
tics of each class received and a pro rata 

portion of the "other property" and money 
received shall be treated as received in ex
change for each share of stock and security 
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surrendered. based on the fair market value 
of the .~t()ck and securities surrendered, 

(iii) ~or purposes of this section. if a 
,hare holder or security holder surrenders 
a share of stock or a security in a transac
tion under the terms of section 354 (or so 
much of section 356 as relates to section 
354) in which such shareholder or security 
holder recel \'es no property or property 
(including property permitted by section 
354 to be received without the recognition 
of gain or "other property" or money) 
with a fair market value less than that of 
the stock or securities surrendered in the 
transaction. such shareholder or security 
holder shall be treated as follows. First. 
the shareholder or security holder shall 
be treated as receiving the stock. securi
ties. other property. and money actually 
received by the shareholder or security 
holder in the transaction and an amount 
of stock of the issuing corporation (as 
defined in ~ 1.368-1 (b») that has a value 
equal to the excess of the value of the 
stock or securities the shareholder or secu
rity holder surrendered in the transaction 
over the value of the stock, securities, 
other property. and money the shareholder 
or security holder actually received in 
the transaction, If the shareholder owns 
only one class of stock of thc issuing cor
poration the receipt of which would be 
consistent with the economic rights as
sociated with each class of stock of the 
issuing corporation. the stock deemed re
ceived by the shareholder pursuant to the 
previous sentence shall be stock of such 
class. If the shareholder owns multiple 
classes of stock of the issuing corporation 
the receipt of which would be consistent 
with the economic rights associated with 
each class of stock of the issuing corpo
ration. the stock deemed received by the 
shareholder shall be stock of each such 
class owned by the shareholder immedi
ately prior to the transaction. in proportion 
to the value of the stock of each such class 
owned by the shareholder immediately 
prior to the transaction. The basis of each 
share of stock or security deemed received 
and actually received shall be determined 
under the rules of this section. Second, the 
shareholder or security holder shall then 
be treated as surrendering all of its shares 
of stock and securities in the issuing cor
poration. including those shares of stock 
or securities held immediately prior to the 
transaction. those shares of stock or secu-

rities actually received in the transaction. 
and those shares of stock deemed received 
pursuant to the pre\'iolls sentence. in a 
reorganization under scction 368(a)( I )(E) 
in exchange for the shares of stock and 
securities of the issuing corporation that 
the shareholder or security holder actually 
holds immediately aftcr thc transaction. 
The basis of each share of stock and secu
rity deemed received in the reorganization 
under section 368(a)( I )(E) shall be deter
mined under the rules of this section, 

(iv) If a shareholder or security holder 
receives one or more shares of stock or 
one or more securities in a distribution un
der the terms of section 355 (or so much 
of section 356 as relates to section 355), 
the basis of each share of stock or secu
rity of the distributing corporation (as de
fined in §1.355-I(b», as adjusted under 
§ 1.358-1. shall be allocated between the 
share of stock or security of the distribut
ing corporation with respect to which the 
distribution is made and the share or shares 
of stock or security or securities (or alloca
ble portions thereof) received with respect 
to the share of stock or security of the dis
tributing corporation in proportion to their 
fair market values. If one share of stock or 
security is received with respect to more 
than one share of stock or security or if a 
fraction of a share of stock or security is 
received, then the basis of each share of 
stock or security of the distributing corpo
ration must be allocated to the shares of 
stock or securities (or allocable portions 
thereof) received in a manner that reflects 
that. to the greatcst extent possible, a share 
of stock or security received is received 
with respect to shares of stock or securi
ties acquired on the same date and at the 
same price. To the extent it is not possible 
to allocate basis in this manner, the basis of 
each share of stock or security of the dis
tributing corporation must be allocated to 
the shares of stock or securities (or alloca
ble portions thereof) received in a manner 
that minimizes the disparity in the holding 
periods of the shares of stock or securities 
with respect to which such shares of stock 
or securities are received. 

(v) If a shareholder or security holder 
recei ves shares of stock or securities of 
more than one class. or receives "other 
property" or money in addition to stock or 
securities in a distribution under the terms 
of section 355 (or ~o much of section 356 
as relates to section 355), then. to the ex-



tent the terms of the distribution specify 
that shares of stock or securities of a partic
ular class or "other property" or money is 
received with respect to a particular share 
of stock or security of the distributing cor
poration or a particular class of stock or se
curities of the distributing corporation, for 
purposes of applying the rules of this sec
tion, such terms shall control provided that 
such terms are economically reasonable. 
To the extent the terms of the distribution 
do not specify that shares of stock or secu
rities of a particular class or "other prop
erty" or money is received with respect to 
a particular share of stock or security of 
the distributing corporation or a particular 
class of stock or securities of the distribut
ing corporation, then, for purposes of ap
plying the rules of this section, a pro rata 
portion of the shares of stock and securi
ties of each class received and a pro rata 
portion of the "other property" and money 
received shall be treated as received with 
respect to each share of stock and security 
of the distributing corporation with respect 
to which the distribution is made, based on 
the fair market value of each such share of 
stock or security. 

(vi) If a share of stock or a security is 
received in exchange for, or with respect 
to, more than one share of stock or security 
and such shares or securities were acquired 
on different dates or at different prices, the 
share of stock or security received shall be 
divided into segments based on the relative 
fair market values of the shares of stock 
or securities surrendered in exchange for 
such share or security or the relative fair 
market values of the shares of stock or se
curities with respect to which the share of 
stock or security is received in a distri
bution under the terms of section 355 (or 
so much of section 356 as relates to sec
tion 355). Each segment shall have a ba
sis determined under the rules of paragraph 
(a)(2) of this section and a corresponding 
holding period. 

(vii) If a shareholder or security holder 
that purchased or acquired shares of stock 
or securities in a corporation on differ
ent dates or at different prices exchanges 
such shares of stock or securities under the 
terms of section 354, 355, or 356, or re
ceives a distribution of shares of stock or 
securities under the terms of section 355 
(or so much of section 356 as relates to sec
tion 355), and the shareholder or security 
holder is not able to identify which partic-

ular share of stock or security (or allocable 
portion of a share of stock or security) is 
received (or deemed received) in exchange 
for, or with respect to, a particular share of 
stock or security, the shareholder or secu
rity holder may designate which share of 
stock or security is received in exchange 
for, or with respect to, a particular share of 
stock or security, provided that such des
ignation is consistent with the terms of the 
exchange or distribution (or an exchange 
deemed to have occurred pursuant to para
graph (a)(2)(iii) of this section), and the 
other rules of this section. In the case of 
an exchange under the terms of section 
354 or 356 (including a deemed exchange 
as a result of the application of paragraph 
(a)(2)(iii) of this section), the designation 
must be made on or before the first date on 
which the basis of a share of stock or a se
curity received (or deemed received in the 
reorganization under section 368(a)( I )(E) 
in the case of a transaction to which para
graph (a)(2)(iii) of this section applies) is 
relevant. In the case of an exchange or dis
tribution under the terms of section 355 (or 
so much of section 356 as relates to sec
tion 355), the designation must be made 
on or before the first date on which the ba
sis of a share of stock or a security of the 
distributing corporation or the controlled 
corporation (as defined in §1.355~l(b» is 
relevant. The basis of the shares or se
curities received in an exchange under the 
terms of section 354 or section 356, for ex
ample, is relevant when such shares or se
curities are sold or otherwise transferred. 
The designation will be binding for pur
poses of determining the Federal tax con
sequences of any sale or transfer of, or dis
tribution with respect to, the shares or se
curities received. If the shareholder fails to 
make a designation in a case in which the 
shareholder is not able to identify which 
share of stock is received in exchange for, 
or with respect to, a particular share of 
stock, then the shareholder will not be able 
to identify which shares are sold or trans
ferred for purposes of determining the ba
sis of property sold or transferred under 
section 1012 and §1.1012~I(c) and, in
stead, will be treated as selling or trans
ferring the share received in respect of the 
earliest share purchased or acquired. 

(viii) This paragraph (a)(2) shall not 
apply to determine the basis of a share 
of stock or security received by a share
holder or security holder in an exchange 

described in both section 351 and section 
354 or section 356, if, in connection with 
the exchange, the shareholder or security 
holder exchanges property for stock or 
securities in an exchange to which neither 
section 354 nor section 356 applies or 
liabilities of the shareholder or security 
holder are assumed. 

(ix) This paragraph (a)(2) shall apply 
to determine the basis of a share of stock 
or security received by a shareholder or 
security holder in an exchange described 
in both section 1036 and section 354 or 
section 356. 

(b) Allocation of" basis in exchanges to 
which section 351 or 36 J applies. (1) As 
used in this paragraph (b), the term stock 
refers only to stock which is not "other 
property" under section 351 or 361 and 
the term securities refers only to securities 
whieh are not "other property" under sec
tion 351 or 361. 

* * * * * 
(c) Examples. The application of para

graphs (a) and (b) of this section is illus
trated by the following examples: 

Example 1. (i) Facts. J. an individual. acquired 

20 shares of Corporation X stock on Date 1 for $3 
each and 10 shares of Corporation X stock on Date 

2 for $6 each. On Date 3, Corporation Y acquires 
the assets of Corporation X in a reorganization under 

section 368(a)( 1 )(A). Pursuant to the terms of the plan 

of reorganization. J receives 2 shares of Corporation 

Y stock in exchange for each share of Corporation X 

stock. Therefore. J receives 60 shares of Corporation 
Y stock. Pursuant to section 354, J recognizes no 

gain or loss on the exchange. J is not able to identify 

which shares of Corporation Y stock are received in 

exchange for each share of Corporation X stock. 
(ii) Analvsis. Under paragraph (a)(2)(i) of this 

section, J has 40 shares of Corporation Y stock each 
of which has a basis of $1.50 and is treated as having 
been acquired on Date t and 20 shares of Corporation 

Y stock each of which has a basis of $3 and is treated 

as having been acquired on Date 2. Under paragraph 

(a)(2)(vii) of this section. on or before the date on 

which the basis of a share of Corporation Y stock 
received becomes relevant. J may designate which 
of the shares of Corporation Y stock have a basis of 
$1.50 and which have a hasis of S3. 

F\(l1nl,le 2. (i) Foe/s. The facts are the same as in 
Example I. except that instead of receiving 2 shares 

of Corporation Y stock in exchange for each share of 

Corporation X stock. J receives 11/2 shares of Cor
poration Y stock in exchange for each share of Cor

poration X stock. Therefore. J receives 45 shares of 

Corporation Y stock. Again. J is not able to identify 

which shares (or portions of shares) of Corporation Y 

stock are received in exchange for each share of Cor
poration X stock. 

Iii) Analvsis. Under paragraph (aj(2j(i) of this 

section. J has 30 shares of Corporation Y stock each 

of which has a basis of $2 and is treated as having 

heen acquired on Date 1 and 15 shares of Corporation 
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Y stocK each of Ilhil'h has a ha'I' of S~ and I, treated 

as haVing been acyuired on Date 2. Unuel paragraph 

la1(2)1Y111 of thl' ,ection. on \)r hefore the date on 

II hich the [',"1' 01 a ,hare of Corporation Y s[()ck 

reccill'" hCl'Ollll'S IcieYanl. J may designate which 
(If the ,hare, of Corporatioll Y ,tock receiyed have 

,I haQ' 01 '\>2 and which hale a hasis of S~. 
E\(/lllpI1'3.ll)r(/(I.\. J.anindividual.acyuired 10 

,hdre' 01 Cia" A ,tock of Corporation X on Date I 
lor~' each. III ,hare, \)ITla" A ,toch of Corporation 
X on Date 2 for $LJ each. and \0 ,hares of Class B 
stoc'k 01 Corporation X on Date .\ for $3 each. On 
Date~. J ,urrenders all 01 j', ,hares of CIa,s A ,lOck 

In nL'ildnge fllr 211 ,hares of new Class C stock and 
'II ,hare, Ilf new (,1,1" 0 ,tllrk in a reorganization 
uIllkr ,c(lion 36X(:I)(11i E I Pursuant III section 35~. 

J rCc'ognl/e, no gain or 10" on the exchange. On the 

date of the exchange. the fair market value of eaeh 
,hare Df Cia" A stoch i, S(>. the fair market I alue of 

each ,hMe of Cbs, C stock I., $2. and the fair market 
I alue of each ,hare of Cbss 0 stock is $~. The terms 
of the C\change do not speci fy that shares of Class C 
stock or share, of Class D ,ulL'k of Corporation X are 

I'Cl'ei\~d in exchange for particular ,hares of Class A 
,[(lck [)f Corporation X. 

(ii) ,1"alnil'. Under paragraph (a)(2)(ii) of this 
,e(tinn. hecause the terms of the exchange do not 
'peci fy that ,hare, of Class C stock or share, of Class 
\) stock of Curporation X are received in exchange 
for particular share, of Class A stock of Corporatinn 
X. a I,m rota portion of the shares of Class C stock 
and share, of Cia'S D stock received will be treated 
Cl' received In exchange for each share of Class A 

,tock hased on the fair market value of the surren
Jered ,hare, of Class A stock. Therefore. J is treated 
<is recelvlllg one share of Class C stock and one share 
of Class D stock in exchange for each share of CIa" A 
stnck. Under paragraph (a)(2)(i) nfthi, sectHm. J has 
I II ,hares of Class C ,tock. each of which has a basi, 
of $1 and is treared as having been acquired on Date 
I am] 10 shares of Class C stock. each of which has 
a hasi, of $3 and is treated as having heen acquired 
on Date 2. In addllion. J has \0 shares of Class 0 

,tncK. each of which has a baSIS of $2 and is treated 
a' having been acyuired on Dale I and 10 shares of 
Cia" D ,toch. each of which has a basis of $6 and 
i, treated as has ing heen acyuirl'd on Date 2. J's ba
,i, in each ,hare of Class B stock remain, $1 Under 
paragraph la)(2)1 vii) of this section. on or before the 
date on which the basi, of a ,hare of CI"" C stock 
or Class D ,toc\, received hccllmes relevanr. J may 
de.'l~ndle 1\ hieh of the ,h:lres of Class C stock hdve a 
ha,i, of::; I and which have a ha,i, of $3. and which 
"I' the ,hare, of Class D stocK have a hasis of $2 and 
1\ hich ha\ l' a ha,i, of $6. 

Flu/llpl, -I. Iii filet.l. 1. an individual. acquired 
I I) ,hare, uf Cia" !\ stoc~ of Corporation X on Date 
I for:i>2 each. I () ,harl" of CIa" A stocK of Corpora-
11\\11 X on Dale 2 for $-1 cacho and 211 share, of Class 
H ,tock of CorpOrJtl<llj X un Date 3 for $6 eal'h On 
[).ltl' -1. Corporation Y acquire, the a"eh uf C orpora
tll\l1 X in a I'c'nrgani;:ltl<\I1Ulllkr ,ectlon .\n~(a)( IliA). 
Pur,uant 10 the tenm llf the plan of re,)rgani7ation. J 
,urrenJc'f' all of j's ,hare, of CorporatIOn X stod. I'm 

-Ill ,h,lre, (If C"rpmatiol1 Y srock and $2()O nf ra.,h. 
On Ihe d,lle Llf Ihe nchange. Ihe Lm market value of 
e.llh ,h,ll" \>lel,h, A ,rol'~ ofCorporatllll1 X IS $10. 
the I.Ul Iml ~L'I \ alue of each share of Cia" B ,tock 
uf (\lrporalinl1 X i, S I (). and Ihc faIr market value of 
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each share of Corporation Y ,tack is $5. The tcnns 

of the exchange do not specify that shares of Corpo

ratIOn Y stock or cash are received in exchange for 
particular shares of Class A stock or Class B sl~ck of 
Corporation X. 

(il) AIWlvsil. Under paragraph (a)(2)(ii) of this 

section and under ~IJ56-I(h). because the terms of 
the exchange do not specify that shares of Corpora
tion Y slOek or cash are received in exchange for par
ticular shares of Class A stock or Class B stock of 

Corporation X. apm rata portion of the shares of Cor
poration Y stock and cash received will be treated 
as received in exchange for each share of Class A 

stock and Class B stock of Corporation X surrendered 
based on the fair market value of such stock. There

fore. J is treated as recei ving one share of Corporation 
Y stock and $5 of cash in exchange for each share 
of Class A stock of Corporation X and one share of 
Corporation Y stock and $5 of cash in exchange for 

each share of Class B stock of Corporation X. J re
alizes a gain of $140 on the exchange of shares of 

Class A stock of Corporation X. $100 of which is rec
ognized under § 1.356-l(a). J realizes a gain of $80 
on the exchange of Class B stock of Corporation X. 
all of which is recognized under § 1.356-1(a). Under 

paragraph (a)(2)(i) of this section, J has \0 shares of 
Corporation Y stock. each of which has a basis of $2 
and is treated as having been acquired on Datc I, 10 
shares of Corporation Y stock, each of which has a 
hasis of $4 anu is treated as having been acquired on 
Date 2. and 20 shares of Corporation Y stock. each of 
which has a basis of $5 and is treated as having been 
acquired on Date 3. Under paragraph (a)(2)(vii) of 
this section, on or before the date on which the basis 
of a share of Corporation Y stock received becomes 
relevant. J may designatc which of the shares of Cor
poration Y stock received have a basis of $2. which 
have a hasis of $4. and which have a basis of $5. 

Example 5. (i) Facts. The facts are the same as in 
Example 4. except that the tenns of the plan ofreorga
nization specify that J receives 40 shares of stock of 
Corporation Y in exchange for r s shares of Class A 

stock of Corporation X and $200 of cash in exchange 
for r s shares of Class B stock otCorporation X. 

(ii) Alla/vsis. Under paragraph (a)(2)(ii) of this 
section and under § 1.356-l(b). because the terms of 
the exchange specify that J receives 40 shares of stock 
of Corporation Y in exchange for J's shares of Class 
A stock of Corporation X and $200 of cash in ex
change for J's shares of Class B stock of Corporation 
X and such terms are economically reasonable, such 
terms contro\. J realizes a gain of $140 on the ex
change of shares of Class A stock of Corporation X. 
none of which is recognized under * 1.356-1 (a). J re
alizes a gain 01 $W on the exchange of shares of Class 
B stock of Corporation X, all 01 which is recognized 
under 0,356-1(a). Under paragraph (a)(2)(i) of this 
section. J has 20 shares of Corporation Y stock. each 
of which has a hasis of $1 and is treated as having 
been acquired on Datc I. amI 20 shares of Corpo
ralion Y stock. each of which has a hasis of $2 and 
is treated as having been acquired on Date 2. Un
der paragraph (a)(2)( vii) of this section. on or before 
the date on which the basis of a share of Corporation 
Y stock received becomes relevant, J may designate 
whieh of the shares of Corporation Y stock received 
have a hasis of $1 and which have a basis of $2. 

Exalllple 6. (i) Facts. J. an individual. acquired 
10 ,hare, of stock of Corporation X on Date I for 

$~ each. and a securitv issul'd hY' Corporation X to 

J lln Date:' 1\ ith a principal amount 01 $ \lIO and a 
basis III $lllO. On Date _'. Cnrporatinn Y acquires 
the assets of Corporation X III a rl'tlrganiwtion un
der sectilln 36)\(a)( 1)1 A I. Pur,uant to the' terms ofth~ 

plan of reorganllation. J 'UITl'neler, all of J's shart's 
of CorporatIOn X stock in exchange fur 10 shares of 
Corporation Y stlKk and surrenders J's Corporation 
X security in exchange for a Corpllratilln Y secunty. 
On the dare of the cxchange. thc fair market value of 
each share of stock of Curporatilln X is $10. the fair 
market value of J's Corporation X security is $100. 
the fair market value of each share of Corporation Y 
stock is $10. and the fall' market value and prinCipal 
amount of the Corporation Y security received by J is 
$100. 

(ii) Allalysis. Under paragraph (a)(2)(ii) of Ihis 
section and under § I ,354-1 (a). because the tenns of 

the exchange specify that J receives 10 shares of stock 

of Corporation Y in exchange for J's shares of Class 
A stock of Corporation X and a Corporation Y secu
rity in exchange for its Corporation X security and 
such tenns are economically reasonable. such term, 

control. Pursuant to section 354. J recognizes no gain 
on either exchange. Under paragraph (a)(2)(i) of this 

section. J has 10 shares of Corporation Y stock. each 
of which has a basis of $2 and IS treated as having 
been acquired on Date I. and a security that has a ba
sis of $100 and is treated as having been acquired on 
Date 2. 

Example 7. (i) Facts. J. an individual. acquired 
10 shares of Corporation X stock on Date J for $2 
each and \0 shares of Corporation X stock on Date 
2 for $5 each. On Date 3. Corporation Y acquires 
the stock of Corporation X in a reorganization under 
section 368(a)( I )(B). Pursuant to the terms of the plan 
of reorganization. J recci ves onc share of Corporation 
Y stock in exchange for every 2 shares of Corporation 
X stock. Pursuant to section 354. J recognizes no 
gain or loss on the exchange. J is not ahle to identify 
which portion of each share of Corporation Y stock 
is received in exchange for each share of Corporation 
X stock. 

(ii) Allalysis. Under paragraph (a)(2)(i) of this 
section, J has 5 shares of Corporation Y stock each 
of which has a basis of $4 and is treated as having 
been acquired on Date 1 and 5 shares of Corporation 
Y stock each of which has a basis of $1 0 and is treated 
as having been acquired on Datc 2. Under paragraph 
(a)(2)(vii) of this section. on or before the date on 
which rhe basis of a share of Corporation Y stock 
received becomes relevant. J may designate which 
of the shares of Corporation Y srock received have 
a basis of $4 and which have a basis of $10. 

Example g (i) Facts. The facts are the same as in 
Example 7. except that. in addition to transferring the 
stock of CorporatIOn X to Corporation Y. J transfers 
land to Corporation Y In addition. after the transac
tion. J owns .stock of Corporation Y satisfying the re
quirements of .section 368(c). J's transfer of the Cor
poration X stock to Corporation Y i, an exchange de
scribed in sections 351 and 354. J's transfer of land 
to Corporation Y i, an exchange described in sectIOn 
351. 

(ii) Allal\'.\is. Under paragraph (a)(2)(viii) of this 
section. hecause neither section 354 nor section 356 
applie, to the transfer of lanu to Corporation Y. the 
rules of paragraph (a)(2) of this section do not apply 



to determine J's basis in the Corporation Y stock re

ceived in the transaction. 

Example 9. (i) Facts. J. an individual. acquired 10 

shares of Corporation X stock on Date I for $3 each 

and ID shares of Corporation X stock on Date 2 for 

$6 each. On Date 3. Corporation Z. a newly formed. 

wholly owned subsidiary of Corporation Y. merges 

with and into Corporation X with Corporation X sur

viving. As part of the plan of merger. J recei ves one 

share of Corporation Y stock in exchange for each 

share of Corporation X stock. In connection with the 

transaction. Corporation Y assumes a liability of 1. In 

addition. after the transaction. J owns stock of Cor po

ration Y satisfying the requirements of section 368( c). 

1's transfer of the Corporation X stock to Corporatiun 

Y is an exchange described in sections 351 and 354. 

(ii) Analysis. Under paragraph (a)(2)(viii) of this 

section. because. in connection with the transfer of 

the Corporation X stock to Corporation Y. Corpora

tion Y assumed a liability of J. the rules of paragraph 

(a)(2) of this section do not apply to determine J's ba

sis in the Corporation Y stock received in the trans

action. 

Example 10. (i) Facts. Each of Corporation X and 

Corporation Y has a single class of stock outstanding. 

all of which is owned by J. an individual. J acquired 

100 shares of Corporation X stock on Date I for $1 

each and 100 shares of Corporation Y stock on Date 

2 for $2 each. On Date 3. Corporation Y acquires the 

assets ufCurporation X in a reorganization under sec

tion 368(a)( I )(0). Pursuant to the terms of the plan 

of reorganization. J surrenders J's 100 shares of Cor

poration X stock but does not receive any additional 

Corporation Y stock. Immediately before the effec

tive time of the reorganization. the fair market value 

of each share of Corporation X stock and each share 

of Corporation Y stock is $1. Pursuant to section 354. 

J recognizes no gain or loss. 

(ii) Analysis. Under paragraph (a)(2)(iii) of this 

section. J is deemed to have received shares of Cor

poration Y stock with an aggregate fair market value 

of $100 in exchange for J's Corporation X shares. 

Given the number of outstanding shares of stock of 

Curporation Y and their value immediately before the 

effective time of the reorganization. J is deemed to 

have received 100 shares of stock of Corporation Y in 

the reorganization. Under paragraph (a)(2)(i) of thi, 

section. each of those shares has a basis of $1 and 

is treated as having been acquired on Date I. Then. 

the stock of Corporation Y is deemed to be recapi tal

ized in a reorganization under section 368(a)( I )(E) in 

which J recei ves 100 shares of Corporation Y stock 

in exchange for those shares of Corporation Y stock 

that J held immediately prior to the reorganization and 

those shares J is deemed to have received in the reor

ganization. Under paragraph (a)(2)(i). immediately 

after the reorganization. J holds 50 shares of Corpo

ration Y stock each of which has a basis of $2 and 

is treated as having been acquired on Date I and 50 

shares of Corporation Y stock each of which has a 

basis of $4 and is treated as having been acquired on 

Date 2. Under paragraph (a)(2)(vii) of this section. 

on or before the date on which the basis of any share 

of 1's Corporation Y stock becomes relevant. J may 

designate which of the shares of Corporation Y have 

a basis of $2 and which have a basis of $4. 

Example 11. (i) Facts. Corporation X has a single 

class of stock outstanding. all uf which is owned by J. 
an individual. J acquired 100 shares of Corporation 

X stock on Date I for $1 each. Corporation Y has 

two classes of stock outstanding. common stock and 

nonvoting preferred stock. On Date 2. J acquired 100 

shares of Corporation Y common stock for $2 each 

and 100 shares of Corporation Y preferred stock for 

$4 each. On Date 3. Corporation Y acquires the as

sets of Corporation X in a reorganization under sec

tion 368(a)( 1 )(0). Pursuant to the terms of the plan 

of reorganization. J surrender, 1's 100 shares of Cor

poration X stock but does not receive any additional 

Corporation Y stock. Immediately before the effec

tive time of the reorganization. the fair market value 

of each share of Corporation X stock is $10. the fair 

market value of each share of Corporation Y common 

stock is $10. and the fair market value of eaeh share 

of Corporation Y preferred stock is $20. Pursuant to 

section 354. J recognizes no gain or loss. 

(ii) Analysis. Under paragraph (a)(2)(iii) of this 

section. J is deemed to have received shares of Cor

poration Y stock with an aggregate fair market value 

of $1.000 in exchange for 1's Corporation X shares. 

Consistent with the economics of the transaction and 

the rights associated with each class of stock of Cor

poration Y owned by J. J is deemed to receive addi

tional shares of Corporation Y common stock. Be

cause the value of the common stock indicates that 

the liquidation preference associated with the Corpo

ration Y preferred stock could be satisfied even if the 

reorganization did not occur. it is not appropriate to 

deem the issuance of additional Corporation Y pre

ferred stock. Given the number of outstanding shares 

of common stock of Corporation Y and their value 

immediately before the effective time of the reorga

nization. J is deemed to have received 100 shares of 

common stock of Corporation Y in the reorganiza

tion. Under paragraph (a)(2)!i) of this section. each of 

those shares has a basis of $1 and is treated as having 

been acquired on Date I. Then. the common stock 

of Corporation Y is deemed to be recapitalized in a 

reorganization under section 368(a)( I )(E) in which J 
receives 100 shares of Corporation Y common stock 

in exchange for those shares of Corporation Y com

mon stock that J held immediately prior to the reorga

nization and those shares of Corporation Y common 

stock that J is deemed to have received in the reor

ganization. Under paragraph (a)(2)(i), immediately 

after the reorganization. J holds 50 shares of Corpo

ration Y common stock each of which has a hasis of 

$2 and is treated as having been acquired on Date I 

and 50 shares of Corporation Y common stock each 

of which has a basis of $4 and is treated as having 

been acquired on Datc 2. Under paragraph (a)(2j(vii) 

of this section. on or before the date on which the ba

sis of any sharc of 1's Corporation Y common stock 

becomes relevant. J may designate which of those 

shares have a basis of $2 and which have a basis of 

$4. 

8xample 12. (i) Facts. J. an individual. acquired 

5 shares of Corporation X stock on Date I for $4 each 

and 5 shares of Corporation X stock on Date 2 for $8 

each. Corporation X owns all of the outstanding stock 

of Corporation Y. The fair market value of the stock of 

Corporation X is $1800. The fair market value of the 

stock of Corporation Y is $900. In a distribution to 

which section 355 applies. Corporation X distributes 

all of the stock of Corporation Y pro rara to its share

holders. No stock of Corporation X is surrendered in 

connection with the distribution. In the distrihution. 

J receives 2 shares of Corporation Y stock with re-

spect to each share of Corporation X stock Pursuant 

to section 355. J recugnizes no gain or loss on Ihe re

ceipt of the shares of Corporation Y stock. J is not 

able to identify which share of Corporation Y stock 

is received in respect uf each share of Corporation X 

stock. 

(ii) Analysis. Under paragraph (a)(2)liv) of this 

section. because J receives 2 shares of Corporation 

Y stock with respect to each share of Corporation 

X stock. the basis of each sharc of CorpoT<ltion X 
stock is allocated betwccn such share of Corporation 

X stock and two shares of Corporation Y stock in 

proportion to the fair market value of those sharcs. 

Therefore. each of the 5 shares of Corporation X stock 

acquired on Date I will have a basis of $2 and each 

of the 10 shares of Corporation Y stock received with 

respect to those shares will have a basis of $1. In ad

dition. each of the 5 shares of Corporation X stock 

acquired on Date 2 will have a basis of $4 and each 

of the 10 shares of Corporation Y stock received with 

respect to those shares will have a basis of $2e Un

der paragraph (a)(2)(vii) of this section. on or before 

the date on which the hasis of a share of Corporation 

Y stock received becomes relevant. J may designate 

which of the shares of Corporation Y stock have a ba

sis of $1 and which have a basis of $2. 

Example 13. (i) Facts. J. an individual. acquired 

20 shares of Corporation X stock on Date I for $2 

each and 20 shares of Corporation X stock on Datc 2 

for $4 each. Corporation X has 80 shares of stock out

standing. Corporation X owns 40 shares of stock of 

Corporation Y. which represents all of the outstand

ing stock of Corporation Y. The fair market value of 

the stock of Corporation X is $80. The fair market 

value of the stock of Corporation Y is $40. Corpora

tion X distributes all of the stock of Corporation Y in a 

transaction to which section 355 applies. In the trans

action. J surrenders 20 shares of stock of Corporation 

X in exchange for 20 shares of stock of Corporation Y. 
J retains 20 sharcs of Corporation X stock. Pursuant 

to section 355. J recognizes no gain or loss on the re

ceipt of the shares of Corporation Y stock. J is not 

able to identify which shares of Corporation X stock 

are surrendered. In addition. J is not able to identify 

which shares of Corporation Y stock are received in 

exchange for each surrendered share of Corporation 

X stock. 

(ii) Analysis. Under paragraph (a)(2)(i) of this 

section e J has 20 shares of Corporation Y stock each 

of which is treated as received in exchange for one 

share of Corporation X stock. The basis of the 20 

shares of Corporation X stock that are retained by J 
will remain unchanged. Under paragraph (a)(2)(vii) 

of this section. on or before the date on which the ba

sis of a share of Corporation X or Corporation Y stock 

becomes relevant. J may designatc which shares of 

Corporation X stock J surrendered in the exchange 

and which share of the Corporation Y stock reccivcd 

is received for each share of Corporation X stock sur

rendered. Therefore. it is possible that a share of Cor

poratIon Y stock would have a baSIS of $2 and be 

treated as having been acquired on Date I. or would 

have a basis of $4 and be treated as having been ac

quired on Date 2. 

Exoml'le 14. (i) Facts. J. an indiVIdual. acquired 

10 shares of Corporation X stock on Date I for $3 

each, 10 shares of Corporation X stock on Date 2 for 

$18 each. I () shares of Corporation X stock on Date 

3 for $6 each. and 10 shares of Corporation X stock 
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on Date -I for 59 each. On Dak 5. Clll'p(lratlOn Yac

quire, the a"el' of C{\rpOr~lli("l X In a reorgani/atlOn 
under section 36Xla1l11iAI. Pur,uanl lolhe l(rlm nf 

Ihe plan of reorganl/atlnn. J receive, a 3/-1 share of 
Corp[)ration Y ,toeK in e\ehange 1m e,lch ,hare of 

Corporal ion X slocL Then:!'()re. J n:cei\e, 30 ,han." 

[)f Corp(lralion X 'lOCk. Pursuanl III 'CClIUIl 3'1-1. J 
fccogm/C\ no gain or lo~~ nn {ill' exchange. J \\ nor 

ahle to Identify \\ hKh ,hare, "I Curporalion Y ,Iud 
.. lie rl'cci\cu In c\L'hangc for each ~hi.lrc (or rortion~ 

uf ,haresllli Corpnr~II\{)\l X slocK. 

liil A"olnl.\. Under paragLlph lall211il of this 
secllun. J h,,, 7 shares of Corpor~II\{)\l Y stock each 

of \I hich ha' aha", ,,! $-1 and I' IrealL'd as having 

been dcquired on Date I. 7 ,hdrc, "I' Corporation Y 

stllL'K each of \\hlc!r IE" a bas" of $2-1 and i, treatcd 
a, having heen acquired on Date 2. 7 share> of Cor
poralloll Y stocK each of which ha, a hasis of SX and 
i, Ireated a, having hecn acquired on Date .1. and 7 

,hare> uf Corporation Y ,lOCK each of which ha, a 

ha,i, of $12 and i, Ireatcd as having heen acquired 
on OdiC -I. In addllion. J has Iwo ,hares of Corpma
linn Y slocK. each of which i.s divided inlo I\YO equal 
,egments under paragraph (aIl2I1vi) of thi, ,(((ion. 
The firsl nf Ihose two ,hares has one ,egment with a 

1",,1' of $2 that" treated a, hay ing oeen acquired on 
Dale I and a second segment with a oasi, of $12 Ihat 
I' treated as haVing heen acquired on Date 2. The 
,ccond of Ihose Iwo shares has one segmenl with a 

ha,,, of ~-1 thai i, trc~ncd a, having been acquired on 
Date 3 and a second segment with a hasis of $6 that 
is treated as having heen acquired on Date -I. Under 
paragraph la)(2)(viil. on or before the dale on which 
a share of Corporation Y stock received hecomes rei
n ant. J Illay designate which of the share, of Corpo
ration Y stock have a oasis of $-1. which have a oa,is 
of $2-1. which have a basi, of $X. which have a hasis 
of $12. and which sharc has a 'plit basis of $2 and 
$12. and which sharc has a split ba,i, of $-1 and $6. 

(d) Etlectil'e dote. This section applies 
to exchanges and uistributions of stock anu 
securities occurring on or after January 23. 
2006. 

Par. 5. Section 1.1502-19 is amended 
as follows: 

1. Revising paragraph (d). 
2. Revising paragraph (g) Ex(/mple 2. 
3. Adding paragraph (h)(2)(iv). 
4. Adding a sentence at the enu of para

graph (h)(3). 
The revisions and additions read as fol

lows: 

~ 1.1502-]1.) Excess loss (/CC()Wlfs. 

* 
(d) [Rt'servedJ. For further guidance, 

see *1.1502-19T(u). 

(g) * * 
f\lI/lllilc) IRe.lcITedl. For further 

guidance. see * 1.1502-1 srn g I Ex{[mplc 2 
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(h) Effective dates. * * * 
(2) * * * 
(iv) [Reserved]. For further guidance. 

see *I.IS02-19T(h)(2)(iv). 

n) * * * For guidance regarding de
terminations of the basis of the stock of 
a subsidiary acquired in an intercompany 
reorganization before January 23. 2006 . 
see paragraph (d) and (g) Example 2 of 
* 1.1502-19 as contained in the 26 CFR 
part I edition revised as of April 1,2005. 

Par. 6. Section 1.1502-19T is added to 
read as follows: 

.~1.1502-1YT Excess loss accounts 
( tempor(//y). 

* * * * * 
(a) through (cl [Reserved]. For further 

guidance, see §1.l502-19(a) through (c). 
(d) Special allocation of basis in con

nection with (1/1 adjustment or determina
ti{JIl-( I) Excess loss account in original 
shares. If a member has an excess loss ac
count in shares of a class of S' s stock at the 
time of a basis adjustment or determina
tion under the Internal Revenue Code with 
respect to shares of the same class of S' s 
stock owned by the member, the adjust
ment or determination is allocated first to 
equalize and eliminate that member's ex
cess loss account. See *1.IS02-32(c) for 
similar allocations of investment adjust
ments to prevent or eliminate excess loss 
accounts. 

(2) Excess loss account ill new S shores. 
If a member would otherwise determine 
shares of a class of S's stock (new shares) 
to have an excess loss account and such 
member owns one or more other shares of 
the same class of S's stock, the basis of 

such other shares is allocated to eliminate 
anu equalize any excess loss account that 
would otherwise be in the new shares. 

(e) through (g) Example 1 [Reserved]. 
For further guidance, see §1.l502-19(e) 
through (g) Example 1. 

Example 2. Bllsis determiJlllli(JIlS under the Inter

/lcd ReI'l'l1ltl' Code in IIlferconlpul1Y reorganizations

Tralls/er lij shores without all excess loss aCCOllll1. (i! 
Focts. P owns allot the stock of Sand T. P has 150 
shares of S stock that it acquired on Date I. Each 5 
,hare has a $1 ba,i, and a fair market value of $1. 

P ha, 100 ,hare, of T stock that it acquired on Date 
~. Each T ,hare has a $1.20 excess loss account and 
a fair market value of $1. P transfers S's stock to T 
\\ ithout recei, ing additional T stock. The transfer is 
all exchange uescnoed If) both sections 351 and 354. 

1 ii I AlIlIflsil Under sections 351 and 354, P does 
not recognize gain in connection with the transfer. 

Und<-'r ~ I .. ~)~- 2la Il21( iii 1. Pis lil.'clllCLi t(llwei,e 150 
,hare> (lfT ,toc~ Wllhout Ict!arJ t(llhc appireatlon of 
paragr,lph (e1) of this s<-'Cti,lll. under ,cL·tion J~H and 
~U:iH-~(a1l2)(11. P \\\)uld ha\c a $1 hasis in each 
such ,hart~. How~\LT. hccau,c the' haSis llf the addi

tional shares llfT slllcK Wllldel he- dctermincd \\hen P 
has an excess loss aCCllunt In ," original shares of T 
stock. under paragraph ld II I ) of this scclinn. Ihe basis 

that P would othcrwisc hal L' in such additional shares 
would eliminate Ih~ occss loss account in P's orig

inal share, of T ,tock 'lich th,lt each original share 
of T stock would have a hasi, of $0 and cach share 
of T stock deemed recel\ cd 1V0uid have a hasis of 

$0.20. Then, under ~ L"5S-2(a)( 2)(iii). the T stllek is 
deemed to be recapitalized In a reorganization under 
section 368(a)( I )(E) in which P receives 100 shares 

ofT stock (those shares P actually owns immcdiately 
after the transfer) in exchange for those 100 shares 
of T stock that P held immediately prior to the Irans· 
fer and those 150 shares of T stock P is deemed to 
receive in the transfer. Under ~lJ58-2(a)(2)(il, im· 
mediately after the transfer. P holds 100 shares of T 
stock, 60 of which each have a oasis of $0.50 and 40 
of which each have a basis of $0. In addition, T takes 
it $1 hasis in each share of S stock under section 362. 
(If P had actually received an additional 150 shares 
of T stock. paragraph (d)( I) of this section would ap
ply to shift hasis from such additional T shares to p's 
origrnal T shares because the hasis of the additional T 
stock would be determined when P has an excess 10" 

account in its original T shares. P would havc a ba
sis of $0 in each of the original T shares and a $0.20 
oasis in each of the additional T shares.) 

(iii) Trallsfer (if share.\' "'it" WI neess io.\'\' or· 

COWII. The facts are the same as in paragraph (il of 
this Example 2. except that P transfers 1's stock 10 

5 without receiving additional 5 stock. The trans
fer is an exchange described in hoth sections 351 and 
354. Under paragraph (c) of this section. p's trans
fer is treated as a disposition of 1's stock. Under sec
tions 351 and 354 and paragraph (b)12) ofthis section. 
P does not recognize gain from thc disposition. Un
der ,ectiDIl 358 and ~ 1.35R-2(a)(2)(iii). P is deemed 
to have received! 00 shares of S stock. Without re
gard to the application of paragraph (U) of this sec
tion, P would have a $1.20 excess loss accounl in 
each such share. However, hecause P would have an 
excess loss account in such shares and P owns other 
shares of S stock of the same class, under paragraph 
(d)(2) of this section, the excess loss account that P 
would otherwise havc in such shares wou!d decrease 
P's basis in its original shares of S's stock such Ihat 
each such original share would have a basis of $0.20 

and each share deemed received would have a basis 
of $0. Then. under ~ 1.358-2(a)(2)(iii), the S stock IS 
deemed to be recapitalized in a reorganization under 
section 368(3)(1 )(E) in which P receives 150 shares 
of 5 stDck (those shares P actually own' immediately 
after the transfer) ill exchange for those 150 shares 
of S stock that P held immediately prior to the trans
fer and those 100 shares of 5 stock that P is deemed 
to receive to receive in connection with the transfer. 
Under ~ 1.358-2(a)(2)(i!. immediately after the lrans
fer. P holds ISO shares of S stock. 90 of which each 
have a basis of $0.33 and 60 of which each have a ba
sis of 50. In additIOn. 5 takes an excess loss account 
of $1.20 in each share of T stock under section 362 
(If P had actually received I (JO addilional shares of S 
stock. paragraph (d}(2) of thiS section would apply to 



shift basis from P's original S stock because P would 

have otherwise had an excess loss account in such ad

ditional shares and P owns other shares of S stock of 

the same class, The excess loss account that P would 

have otherwise had in such additional shares would 

have decreased P's basis in its original shares of S's 

stock, P would have had a basis of $0.20 in each of 

the original shares and a basis of $0 in each of the ad

ditional shares.) 

(iv) Inrercompunv merger-shares with excess 

loss accoullf rerained, The facts are the same as 

in paragraph (i) of this Example 2, except that S 

merges into T in a reorganization described in sec

tion 368(a)(I)(A) (and in section 368(a)(I)(O». and 

P receives 150 additional shares of T stock in the 

reorganiLation. Under section 354 and paragraph 

(b)(2) of this section, P does not recogni/,e gain, 

Without regard to the application of paragraph (d) of 

this section. under section 358 and ~ 1.358-2(a)(2)(i), 

2. Revising the first sentence of para
graph (h)( 1). 

3. Adding new paragraph (h)(8), 

The revisions and addition read as fol
lows: 

.1$1,1502-32 Investment adjustments. 

* * * * * 
(b) * * * 
(5) * * * 
(ii) * * * 
Example 6, Reorganblfion wirll l)(Jor. (i) Facts, 

P owns all the stock of Sand T. P owns ten shares of 

the same class of common stock of S and ten shares 

of the same class of common stock of T The fair 

market value of each share of S stock is $10 and the 

P would have a $1 basis in each such share. How- fair market value of each share of T stock is $10, On 

ever, because the basis of the additional shares of T 

stock would be determined when P has an excess loss 

account in its original shares of T stock, under para

graph (d)( I) of this scction, the basis that P would 

otherwise have in such additional shares eliminates 

the excess loss account in P's original shares of T 

stock such that each original share of T stock has a 

basis of $0 and each additional share of T stock has 

a basis of $0,20, 

(v) Intercompany merger-shares lI'itil excess 

loss accolll1l surrel1dered, The facts are the same 

as in paragraph (i) of this Example 2, except that 

T merges into S in a reorganization described in 

section 368(a)( I )(A) (and in sec lion :lnS(a)( I )(D». 

and P recei ves 100 additional shares of S stock in 

the reorganization. Under section 354 and paragraph 

(b)(2) of this section, P does not recognize gain from 

the disposition. Without regard to the application 

of paragraph (d) of this section, under section 358 

and § IJ58-2(a)(2)(i). P would have a $1.20 excess 

loss account in each additional share of S stock re

ceived. However, because P would have an excess 

loss account in such shares and P owns other shares 

of S stock of the same class, under paragraph (d)(2) 

of this section, the excess loss account that P would 

otherwise have in such shares decreases P's basis in 

its original shares of S's stock such that each orig

inal share of S stock has a basis of $0,20 and each 

additional share of S stock has a basis of $0, 

(g) Example 3 through (h)(2)(iii) 
[Reserved]. For further guidance, 
see § 1.1502-19(g) Example 3 through 
(h)(2)(iii). 

(h)(2)(iv) Intercompany reorganiza
tions. For guidance regarding determi
nations of the basis of the stock of a 
subsidiary acquired in an intercompany 
reorganization on or after January 23, 
2006, see paragraphs (d) and (g) Example 
2 of this section. 

(3) [Reserved). For further guidance, 
see § 1.1502-19(h)(3). 

Par. 7. Section 1.1502-32 is amended 
by: 

I. Revising Example 6 of paragraph 
(b)(5)(ii). 

January I of Year I, P has a $5 basis in each of its 

ten shares ()f S stock and a $10 hasis in each of its ten 

shares of T stock. Sand T have no items of income. 

gain, deduction, or loss for Year I. Sand T each have 

substantial earnings and profits, At the close of Year 

I, T merges into S in a reorganization described in 

section 368(a)(I)(A) (and in section 368(a)(I)(D»), P 

receives no additional S stock, but does receive $10 

which is treated as a dividend under section 356( a)(2), 

(ii) Analvsis. The merger of T into S is a 

transaction to which §1.1502-13(f)(3) applies, Un

der §1.l502-13(f)(3) and §1.358-2(a)(2)(iii). P is 

deemed 10 receive ten additional shares of S stock 

with a total fair market value of S 100 (the fair mar

ket value of the T stock surrendered by Pl. Under 

§ 1.35R-2(a)(2)(i), P will have a hasis of $1 0 in each 

share of S stock deemed received in the reorgani

zation. Under § 1.358-2(a)(2)(iii). P is deemed to 

surrender all twenty shares of its S stock in a recap

italization under section 368(a)( I )(E) in exchange 

for the ten shares of S stock, the number of shares of 

S stock held by P immediately after the transaction. 

Thus, under § 1.358-2(a)(2)(i), P has five shares of S 

stock each with a basis of $1U and five shares of S 

stock each with a basis of $20, The $10 P received is 

treated as a dividend distribution under section 30 I 

and, under paragraph (b)(3)(v) of this section, the 

$10 is a distribution to which paragraph (b)(2)(iv) of 

this section applies. Accordingly, P's total basis in 

the S stock is decreased by the $10 c1istrihutinn. 

* * * 
(h) Effective date -(1) General rule. 

Except as provided in paragraph (h)(8) of 
this section, this section applies with re
spect to determinations of the basis of the 
stock of a subsidiary (e,g" for determining 
gain or loss from a disposition of stock), in 
consolidated return years beginning on or 

after January 1, 1995. * * * 
(8) Determination o.t'stock basis in reor

ganization with boot, Paragraph (b)(5)(ii) 
Example fi of this section applies only with 
respect to determinations of the basis of the 
stock of a subsidiary on or after January 
23, 2006. For determinations of the basis 
of the stock of a subsidiary before January 

23,2006, see §1.1502-32(b)(5)(ii) EXillll

pIe 6 as contained in the 26 CFR part I edi
tion revised as of April I, 2005, 

Mark E. Matthews, 
Deputy COlIlJlli!),lioner j()f' 

Sen'iecs and En/fJreelllt'nt, 

Approved January 17,2006. 

Eric Solomon, 
Acting Deputy !lssistant 

Secretary ot'the Treasul}' (Tax Polier), 

(Filed by the Oftice of the Federal Regi\ter on January ~3, 
2006, 11:43 a,m .. and publi'hed in the issue of the Federal 
Register for January 2h. ~()()n, 71 FR 42(4) 

Section 367.-Foreign 
Corporations 
26 CFR 1.367(a)-3: Treatmenr o/'trans/,ors of slock 
or securitie,\' to foreign corporations. 

T.D.9243 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Revision of Income Tax 
Regulations Under Sections 
367, 884, and 6038B Dealing 
With Statutory Mergers or 
Consolidations Under Section 
368(a)(I)(A) Involving One or 
More Foreign Corporations, 
and Guidance Necessary to 
Facilitate Business Electronic 
Filing Under Section 6038B 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary regula

tions. 

SUMMARY: This document contains 
final regulations amending thc income 
tax regulations under various provisions 
of the Internal Revenue Code (Code) to 
account for statutory mergers and con
solidations under section 368( a)(1 )( A) 

(including such reorganizations described 
in section 368(a)(2)(D) or (E) involving 

one or more foreign corporations, These 
final regulations are issued concurrently 
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with final regulations (TO, Y~-l-~, ~006-7 
I.R,B, -l-~~) that define a reorganization 
umler sec lion 3flX(a)( I )(A) tll include cer
tain statutory mer,l!ers or consolidations 
effected pur\uant to fnreign law, Thi, 
document abo conta1Jl\ final regulations 
under section 603XB which facilitate the 
electronic filing of Form l)~6 "Refill'll hI' 
if (lS, TrU/I,I/CJ'()/' of ProJlcrt\' fo (/ Foreign 
('( UP( 'm/ i( 1/1," 

DATES: Etfi'c/i\'c f)u/e: These regulations 
are elTecti\ e on January ~3, ~O()fl, 

!\/'piicuiliiitv Dafe.\, For dates 
of applicability, see ~ 1,3fl7(a)-3(c): 
~ 1J67(bl-6(al( I): ~U67(b)-\3(f): 

~ I.XX-l--2(g): and ~ 1.603XB-\(b)( I )(i) 
and (gL 

FOR FURTHER INFORMATION 
CONTACT: Robert W. Lorence, Jr., (202) 
622-3YIX (not a toll-free number), 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in these final regulations has been 
Inie\\ed and apprm'ed by the Office of 
Management and Budget in accordance 
\\ ith the Paperwork Reduction Act (44 
USC 3507( d») under control numbers 
l545-147X and 1545-1617, 

The collcction of information 
III these final regulations IS III 

~ I J67(al-3(d)(2)(vi)(B)( l)(ii) and 
~1.603XB-I(b)(I)(i!. The information 
under ~l.367(a)-3(d)(2)(vi)(B)(1)(ii) is 
required to inform the IRS of a domestic 
cmporation (domestic acquired corpora
tion) that is claiming an exception from 
the application of section 367(a) and 
I d I tor certai n transfers of property to a 
foreign l'nrporatitln that i~ re-transferred 
h: Ihe foreign corporation to a domestic 
l'orporatilln controlled hy the foreign 
corporat inn (t\omcstil' controlled corpo
ration\. The information is in the form 
llf a statement attached to the domeqic 
al'quired l'orpmatJOn's LIS, income tax 
letlllIl for Ihe yearofthe tramfercertifying 
tilat II till' foreign L'orpmatiun disposes 
Ilf the 'tllC~ of the domestic controlled 
l'mplll~1I10n \\ ith a t~l.\ a\oidanl'C purpose, 
thL' dllll1L'\tll' al'ljuired l'llrporation will file 
~In InClll11l' ta\ return (or amended return, 
,1\ I ilL' ,:~l\l' ma: he I reporting gain. The 
c'lllkc'lIIlIl Ill' Informatioll i\ mandatory, 
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The information under §1.6038B-I(bl 
( I )( i) is required to inform the IRS of trans
fers described in section 6038B(a)( I )( A) 
or section 367(d) or (e) by filing Form Y26, 
"Refilm by (/ u.s, Transferor (!( Property 
fo ([ ri)f'('ign Corporarion," and any infor
mation attached to the form with the U,S, 
transferor's income tax return for the tax
able year of the tramfer. The collection of 
information is mandatory, 

An agency may not conduct or sponsor, 
and a person is not required to respond to, a 
collection of information unIess it displays 
a valid control number assigned by the Of
fice of Management and Budget. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law, Generally, tax returns and tax return 
information are confidential, as required 
by 26 U,SC. 6103, 

Background 

On January 24, 2003, the IRS and 
Treasury issued proposed regulations 
(REG-126485-01, 2003-1 CB, 542 [68 
FR 3477]) and temporary regulations (TO, 
9038,2003-1 C.B, 524 [68 FR 3384]), that 
would revise the definition of a statutory 
merger or consolidation undcr scction 
368(a)( I )(A), On January 5,2005, the IRS 
and Treasury issued proposed regulations 
(REG-I 17969-00. 2005-7 I.R,B, 533 [70 
FR 746]) that would revise the definition 
of a section 368(a)( I )(A) reorganization 
to include transactions effected pursuant 
to foreign law and transactions involving 
entities organized under foreign law, Final 
regulations incorporating the temporary 
regulations and both sets of proposed reg
ulations, as modified to retlect comments, 
are being published C()I1currentIy with this 
documcnt. 

On January 5, 2005. the IRS and Trea
sury abo issued proposed regulations 
(REG-12562R-OL 2005-7 I.R.B. 536) 
under sections 358, 367 and 884 (the 2005 
proposed regulations) that would account 
for section 368(a)( I )(A) reorganizations 
involving one or more foreign corpo
rations, The regulations also proposed 
changes to other aspects of the section 
367(a) and (b) rcgulations that would ad
dress additional issues, This document 
contains final regulations that incorporate 

the 200:; proposed regulations amending 

sections .~5X, 367, and XX'+, 
The puhlic hearing with respect to the 

2(0) proposed regulations was cancelled 
because no request to speak was received, 
However. the IRS amI Treasury received 
several written comments, which are dis

cussed bel 0 \\" 

On Occember I y, ~()03, the IRS and 
Treasury issued temporary and final reg
ulations (TD, Y I 00, 2004-1 C.B, 297 
[68 FR 7070 II) modifying regulations 
under section 6038B to eliminate reg
ulatory impediments to the electronic 
submission of Form 926 "Return bv a 

U.S. Transferor of Property to a Foreign 
Corporation." In the same issue of the 
Federal Register, the IRS and Treasury 
issued a not icc of proposed rulemaking 
(REG-I 16664-01, 2004-1 CB, 319 [68 
FR 70747]) cross-referencing the tempo
rary regulations under section 6038B, This 
document contains final regulations incor
porating certain provisions of the tempo
rary regulations under section 6038B. No 
public hearing regarding the notice of pro
posed ru[emaking was requested or held 
and no comments were received, 

Summary of Comments and 
Explanation of Provisions 

A. Basis alld Holding Period Rules 

I, Section 354 exc/zanges 

On May 3, 2004, the IRS and Treasury 
published a notice of proposed rulemak
ing (REG-I 16564-03, 2004-1 c.B. 927) 
in the Federal Register (69 FR 24107) that 
included regulations under section 358 that 
would provide guidance regarding the de
termination of the basis of stock or securi
ties received in either a reorganization de
scribed in section 368 (e.g., in a section 
354 exchange) or a distribution to which 
section 355 applies. The proposed sec
tion 358 regulations would adopt a trac
ing regime for determining the basis of 
each share of stock or security received 
in an exchange under section 354 (or sec
tion 356), Related provisions in the 2005 
proposed regulations followed that general 
tracing regime, with modifications, See 
Prop. Treas, Reg, * 1.367(h)-13(b), Com
ments were received in response to the pro
posed regulations under se<.:tion 358, The 
IRS and Treasury have issued final reg
ulations under section 358 that adopted 



the section 358 proposed regulations, with 
modifications to reflect the comments re
ceived. Sec T.O. 9244, 2006-8 I.R.B. 463. 

The final section 358 regulations re
tained the general tracing regime for de
termining basis in an exchange under sec
tion 354 (or section 356). This tracing 
regime is consistent with the policies and 
requirements underlying the international 
provisions of the Codc, including those un
der section 1248. As a result, these fi
nal regulations do not include the rules 
set forth in §1.367(b)-13(b) of the 2005 
proposed regulations that would determine 
the basis and holding period in stock as 
a result of certain exchanges under sec
tion 354 (or section 356) involving for
eign corporations. Instead, the final regu
lations cross-reference thc regulations un
der section 358 to determine the exchang
ing shareholder's basis in stock or securi
ties received in an exchange under section 
354 (and section 356). Special rules for 
certain triangular reorganizations are dis
cussed below. 

2. Triangular asset reorganizations 

In contrast to the above, the applica
tion of the stock basis rules of § 1.358-6 
in certain triangular asset reorganizations 
involving foreign corporations does not 
accurate I y preserve a shareholder's sec
tion 1248 amount (within the meaning of 
§1.367(b)-2(c». Therefore, the 2005 pro
posed regulations would providc special 
basis and holding period rules for certain 
triangular asset reorganizations involv
ing foreign corporations that have section 
1248 sharcholders (within the meaning 
of §1.367(b)-2(b». See Prop. Treas. 
Reg. §1.367(b)-13(c) through (e). These 
rules would apply to certain reorganiza
tions described in section 368(a)( I )(A) 
and (a)(2)(0) (forward triangular merger), 
triangular reorganizations described in 
section 368(a)( 1 )(C), and reorganizations 
described in section 368(a)( 1 )(A) and 
(a)(2)(E) (reverse triangular merger). 

The 2005 proposed regulations would 
provide that, in determining the stock ba
sis of the surviving corporation in certain 
triangular asset reorganizations, thc ex
changing shareholder's basis in the stock 
of the target corporation will be taken into 
account, rather than target corporation's 
basis in its assets. Further, where applica
ble, the 2005 proposed regulations would 

provide for a divided basis and holding pe
riod in each share of stock in the surviving 
corporation to reflect the relevant section 
1248 amounts, if any, in the stock of the 
target corporation and the surviving cor
poration. If there are two or more blocks 
of stock in the target corporation with 
scction 1248 amounts, then each share of 
the surviving corporation would be fur
ther divided to account for each block of 
stock. If two or more blocks of stock are 
held by one or more shareholders that are 
not section 1248 shareholders, then shares 
in these blocks would be aggregated into 
one divided portion for basis purposes. If 
none of the shareholders is a section 1248 
shareholder, then the asset basis rules of 
§ 1.358-6 would apply. 

Commentators stated that the applica
tion of the special basis rules would cause 
unjustified complexity. One commentator 
stated that such complexity arises in cases 
where the shares of the target corporation 
are widely held or where section 1248 
shareholders hold less than 50 percent of 
the target corporation. The commentator 
recommended that if the special basis rules 
are retained, § 1.358-6 should continue to 
apply where section 1248 shareholders 
hold less than 50 percent of the stock of 
the target corporation. The commentator 
further rccommended that the control
ling corporation be allowed to elect to 
apply the rules under § 1.358-6 in return 
for all exchanging section 1248 share
holders including in income the section 
1248 amounts with respect to their stock. 
The IRS and Treasury have considered 
these comments. On balance, the IRS and 
Treasury have concluded that creating ex
ceptions to the application of the special 
basis rules (e.g., by election) would create 
significant uncertainty for the IRS and 
would not meaningfully reduce admin
istrative complexity. While the IRS and 
Treasury recognize the complexity of the 
rules, the IRS and Treasury nevertheless 
believe it is important to preserve section 
1248 amounts and avoid unnecessary in
come inclusions that might otherwise be 
required. As a result, the final regulations 
do not adopt this recommendation. How
ever, the IRS and Treasury will continue to 
study alternative methods for preserving 
the section 1248 amounts in such transac
tions. 

One commentator suggested that the 
IRS and Treasury consider applying the 

special basis rules to section 368(a) asset 
reorganizations followed by asset trans
fers to a corporation controlled (within 
the meaning of section 368(c» by the ac
quiring corporation pursuant to the same 
transaction (controlled asset transfer), be
cause these transactions are simi lar to 
triangular reorganizations under section 
368(a)( 1 HC) and section 368(a)( I )(A) and 
(a)(2){0). If this suggestion were adopted. 
thc basis in the stock of the controlled sub
sidiary would reflect the basis in the stock 
of the target corporation and not the basis 
of the contributed assets. Because the IRS 
and Treasury are continuing to study the 
application of section 358 to such trans
actions, and because such controlled asset 
transfers may involve only a portion of 
the acquired assets, this comment is not 
adopted at this time. 

Finally, commentators noted that the 
special basis rules of § 1.367(b )-13(c) 
of the 2005 proposed regulations would 
not apply, by their terms, to a forward 
triangular merger or a triangular section 
368(a)(1 )(C) reorganization where no 
shareholder of the target corporation is 
a section 1248 shareholder, but the par
ent of the acquiring corporation is either 
a domestic corporation that is a section 
1248 shareholder of the acquiring corpo
ration or a foreign corporation that has 
a section 1248 shareholder that is also 
a section 1248 shareholder of the ac
quiring corporation. This result was not 
intended, as illustrated by Example 3 of 
§ 1.367 (b )-13( e) of the 2005 proposed 
regulations, which applies the special ba
sis rules of §1.367(b)-13(c) of the 2005 
proposed regulations to such a transaction. 
As a result, the text of the final regulations 
has been modified to apply the special 
basis rules to this type of transaction. 

B. Exceptions to the Application of 
Section 367(a) 

1. Exchanges of stock or securities ill 
certain triangular asset reorganizations 

A U.S. person recognizes gain under 
section 367(a) on the transfer of property 
to a foreign corporation in an exchange 
described in section 351, 354, 356, or 
361, unless an exception applies. Under 
§1.367(a)-3(a), section 367(a) does not 
apply if. pursuant to a section 354 ex
change. a U.S. person transfcrs stock of a 
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domestic or foreign corporation '"for stock 
of a foreign corporation" in an asset reor
ganization described in section 368(a)( 1) 
that is not treated as an indirect stock 

transfer. 
Notwith,tanding the language in the 

current regulations. this exception is in
tended to apply to any section 354 (or 
section 356) exchange made pursuant 
to an asset reorganization under section 
36S(a)( I) that is not treated as an indi
rect stock transfer under ~ 1.367(a)-3(d). 
However. commentators noted that in cer
tam triangular asset reorganizations where 
a U.S. person transfers stock of a for
eign acquired corporation to such foreign 
corporation in a section 354 (or section 
356) exchange. but receives stock of the 
domestic parent of the foreign acquiring 
corporation pursuant to such exchange, 
the transfer by the U.S. person might be 
subject to section 367(a). This would be 
the casc because. under ~ 1.367(a)-3(a), 
the U.S. person does not receive "stock 
of a foreign corporation," This result was 
not intended. Accordingly, the final regu
lations clarify the application of this rule 
by removing the phrase "for stock of a 
foreign corporation." Thus, section 367(a) 
will not apply to any section 354 (or sec
tion 356) exchange of stock or securities of 
a domestic or foreign corporation pursuant 
to an asset reorganization under section 
368(a)( I), unless the exchange is consid
ered an indirect stock transfer pursuant 
to ~ 1.367(a)-3(d). A conforming change 
also is madc to thc section 6038B report
ing rules (see part J. of this preamble). 

2. Erc!wIIXc.\' of" sccllrities ill 
cert(/in rc('({pitoli;:atiolls ({nd other 
rco 'X(/II i ;:uti OilS 

Prior to the issuancc of the 2005 pro
posed regulations. several commentators 
noted that the exception to the appli
cation of section 367(a) contained in 
~ 1.3fl7(a)-3(al applied to exchanges of 
stock. hut not exchanges of securities, 
in section 36R(al( I HE) reorganizations 
allli certain asset reorganizations. In 
n:'r[)IN~. the IRS ailli Treasury issued 
Notice 2005-6. 2005-5 I.R.B. 448. con
cum:ntly with the 200.'i proposed regula
tillIlS. and announced the plan to amend 
~U67Ial-3(a) to apply the exception to 
nchanges of stock or securitics. These 
final regulatilllls incorporate the rule an-
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nounced in Notice 2005-6, including the 
dates of applicability as discussed below 
in part K.3. of this preamble. 

Consistent with these changes, these 
final regulations also amend the indirect 
stock transfer rules of §1.367(a)-3(d) to 
provide that exchanges by a U.S. person 
of stock or securities of an acquired cor
poration for stock or securities of the cor
poration that controls the acquiring corpo
ration in a triangular section 368(a)( I )(B) 
reorganization will be treated as an indirect 
transfer of such stock or securities subject 
to the rules of section 367(a). This amend
ment conforms the treatment of triangular 
section 368(a)( 1 )(B) reorganizations with 
thc other indirect stock transfers described 
in § 1.367(a)-3(d). Although this amend
ment has a prospective effective date, no 
inference is intended as to the application 
of current law to such exchanges. 

Other provisions of the section 367 
regulations also contain references to ex
changes of stock but not to securities. See, 
e.g., ~ 1.367(a)-8(e)(I)(i). The IRS and 
Trcasury are studying these references and 
intend to amend these provisions if these 
omissions are not appropriate. 

C. COllcurrent Application of Sectioll 
367(a) and (b) 

The 2005 proposed regulations would 
modify the concurrent application of sec
tion 367(a) and (b) to exchanges that 
require the inclusion in income of the ex
changing United States shareholder's all 
earnings and profits amount under section 
367(b). The 2005 proposed regulations 
would provide that the rules of section 
367(b). and not section 367(a). apply to 
such exchanges in cases where the all 
earnings and profits amount attributable 
to the stock of an exchanging shareholder 
is greater than the amount of gain in such 
stock subject to section 367(a) pursuant to 
the indirect stock transfer rules. In such a 
case, the shareholder would bc required to 
include in income as a deemed dividend 
the all earnings and profits amount pur
suant to §1.367(b)-3, without regard to 
whether the exchanging shareholder files 
a gain recognition agreement as provided 
under §§ 1.367(a)-3(b) and 1.367(a)-8. 
This change was proposed because the 
IRS and Treasury determined that it was 
contrary to the policy of section 367 (b) 
to allow a shareholder effectively to elect 

to be taxed on the lesser amount of gain 
under section 367(a) simply by failing to 
file a gain recognition agreement. 

Two comments were received with 
respect to this overlap rule. One com
mentator questioned. as a general matter, 
the application of ~ 1.367(b)-3 and the 
all earnings and profits rule to inbound 
asset acquisitions and, more specifically. 
the broadening of the circumstances un
der the 2005 proposed regulations where 
a taxpayer would be required to include 
in income as a deemed dividend the all 
earnings and profits amount. The com
mentator suggested an alternative means 
to taxing the earnings and profits of the 
foreign acquired corporation, such as re
ducing the basis of assets brought into the 
United States to the extent of any previ
ously untaxed earnings and profits. The 
IRS and Treasury, at this time, do not be
lieve that a comprehensive revision of the 
all earnings and profits rule is necessary 
or appropriate. Alternative approaches to 
the all earnings and profits rule are be
yond the scope of this regulation project, 
because, for example, any such revision 
would have to take into account recently 
enacted section 362(e). As a result, this 
comment is not adopted. 

The second comment stated that the 
overlap rule adds unnecessary complexity 
to the section 367 regulations, because it 
is unlikely that a transaction will occur 
that would invoke the rule (i.e., where 
a foreign acquired corporation transfers 
its assets to a domestic subsidiary of a 
foreign parent corporation in a triangular 
reorganization). The overlap rule in the 
2005 proposed regulations was intended to 
address cases that are affected by this rule. 
The IRS and Treasury continue to believe 
that the rule is necessary to preserve the 
policies of section 367(b), and that the 
rule as applied in these contexts does not 
create undue complexity. For this reason, 
the comment is not adopted. 

D. Triangular Section 368(a)(1)(B) 
Reorganizations 

In a triangular se<.:tion 368(a)(1)(B) re
organization, if a U.S. person exchanges 
stock of an acquired corporation for vot
ing stock of a foreign corporation that 
controls (within the meaning of section 
368( c») the acquiring corporation, the 
U.S. person is treated as making an in-



direct transfer of stock of the acquired 
corporation to the foreign controlling cor
poration in a transfer subject to section 
367(a). § l.367(a)-3(d)(1 )(iii). The cur
rent regulations do not, however, treat as 
an indirect stock transfer a triangular sec
tion 368(a)(l )(B) reorganization where the 
acquiring corporation is foreign and the 
controlling corporation is domestic. The 
2005 proposed regulations would extend 
the indirect stock transfer rules to include 
triangular section 368(a)( I )(B) reorgani
zations in which a U.S. person exchanges 
stock of the acquired corporation for vot
ing stock of a domestic corporation that 
controls the foreign acquiring corporation. 
In such a case, the 2005 proposed regula
tions would provide that a gain recognition 
agreement filed pursuant to such transac
tion is triggered if the domestic controlling 
corporation disposes of the stock of the 
foreign acquiring corporation. or the for
eign acquiring corporation disposes of the 
stock of the acquired corporation. 

Commentators stated that because any 
built-in gain in the stock of the acquired 
corporation is reflected in the stock of 
the foreign acquiring corporation held 
by the domestic controlling corporation 
under §1.358-6(c)(3), a gain recognition 
agreement should not be triggered if the 
domestic controlling corporation disposes 
of the stock of the foreign acquiring cor
poration. The IRS and Treasury agree, 
in part, with this comment. Accordingly, 
the final regulations provide that, in cer
tain cases, the disposition of the stock 
of the foreign acquiring corporation is 
not a triggering event. For example, the 
gain recognition agreement terminates in 
such a case if the domestic controlling 
corporation disposes of the stock of the 
foreign acquiring corporation in a taxable 
exchange. See § 1.367(a)-8(h)(l). 

E. Identifying the Stock Transferred 
in Indirect Stock Transfers Involving a 
Change in Domestic or Foreign Status of 
the Acquired Corporation 

Under the current section 367(a) rcgu
lations, if a U.S. person exchanges stock 
or securities of an acquired corporation 
for stock or securities of a foreign ac
quiring corporation in, for example, a 
section 368(a)( 1 )(C) reorganization, and 
the foreign acquiring corporation transfers 
all or part of the assets of the acquired 

corporation to a corporation in a con
trolled asset transfer, the U.S. person is 
treated, for purposes of section 367(a), 
as transferring the stock or securities of 
the acquired corporation to the foreign 
acquiring corporation to the extent of the 
assets transferred to the controlled sub
sidiary. ~1.367(a)-3(d)(l lev): see also 
~1.367(a)-3(d)(3). t-:,ample 5A. 

A commentator stated that the indirect 
stock transfer rules should apply to such 
a transaction based on the status of the 
controlled subsidiary, rather than the sta
tus of the acquired corporation. Under 
this approach, if the acquired corporation 
were domestic and the controlled sub
sidiary were foreign, U.S. persons that 
exchange stock or securities of the domes
tic acquired corporation would be treated 
as having made an indirect stock transfer 
of stock or securities of a foreign corpo
ration to a foreign corporation subject to 
§ 1.367(a)-3(b). rather than of stock or 
securities of a domestic corporation that 
would be subject to the more restrictive 
rules of § 1.367(a)-3(c). 

The IRS and Treasury agree, in part, 
with this comment and believe that 
§1.367(a)-3(c) should not apply to cer
tain indirect stock transfers that occur by 
reason of transactions involving a sub
sidiary member of a consolidated group to 
the extent that the assets of the domestic 
acquired corporation are ultimately trans
ferred to a foreign corporation. Accord
ingly, the final regulations provide that 
where a subsidiary member of a consoli
dated group transfers its assets to a foreign 
corporation pursuant to an asset reorga
nization, and an indirect stock transfer 
described in §1.367(a)-3(d)(l lei) (merg
ers described in section 36R(a)( I HA) and 
(a)(2)(D) and reorganizations described in 
section 368(a)( I )(G) and (a)(2)(0», (iv) 
(triangular reorganizations described in 
section 368(a)(l)(C), or (v) (asset reor
ganizations followed by a controlled asset 
transfer) occurs in connection with such 
transfer, the U.S. persons that exchange 
stock or securities in the domestic ac
quired corporation pursuant to section 354 
(or section 356) will be treated for pur
poses of § 1.367(a)-3 as having made an 
indirect transfer of foreign stock or securi
ties subject to the rules of §1367(a)-3(b) 
(and not domestic stock or securities sub
ject to § 1.367(a)-3(c)). In the case where 
the foreign acquiring corporation transfers 

assets 111 a controlled asset transfer to a 
foreign corporation. the exception applies 
only to the extent of the assets transferred 
to the foreign corporation. Further, the 
exception does not apply to the extent 
that the assets of the domestic acquired 
corporation are ultimately transferred in 
one or more successive controlled asset 
transfers to a domestic corporation. Thus, 
in such a case, the indirect stock transfer 
remains subject to §1.367(a)-3(c). The 
rules relating to foreign acquired corpora
tions remain the same as under current law 
(that is, the indirect stock transfer rules arc 
based on the status of the foreign acquired 
corporation). 

The IRS and Treasury are studying in 
a separate project the intcraction of sec
tion 7874 and § 1.367(a)-3(c). In connec
tion with this study, the IRS and Trea
sury will continue to examine whether the 
recommended change should also apply 
to other transactions. The results of this 
study may be addressed in a future regu
lations project. At this time, however, the 
final regulation will continue to apply to 
other transactions based on the stock that 
is owned and exchanged by the U.S. per
son in the transaction (rather than based 
on stock of the corporation in which the 
assets of the acquired corporation are ul
timately transferred). Comments are re
quested as to whether the exception, de
scribed above, should be expanded to other 
ownership structures (e.,R., where the do
mestic target corporation is an affiliated 
but not consolidated group member). 

F. Coordination ql the indirect Stock 
Transfer Rules and the Asset Tramfer 
Rules 

Under the current regulations, when 
an indirect stock transfer also involves a 
transfer of assets by a domestic corpo
ration to a foreign corporation, section 
367(a) and (d) apply to the domestic cor
poration's transfer of assets prior to the 
application of the indirect ~tock transfer 
rules. However. section 367(a) and (d) do 
not apply to the domestic corporation's 
transfer to the extent that the foreign ac
quiring corporation re-transfers the assets 
reeei vcd in the asset transfer to a con
trolled domestic corporation, provided 
that the controlled domestic corporation' s 
basis in the assets is no greater than the ba-
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~i~ that the domestic acquired corporation 
had in such asscts. 

The 2005 proposed regulations would 
modifv the scope of the coordination rule 
as it a'pplies to asset reorganizations such 
that section 36 7( a) and (d) generally would 
apply to the domestic corporation's trans
fer of assets to thc foreign corporation. 
c\cn if the foreign corporation re-transfers 
all or part of the assets rcccived to a domes
tic corporation in a controlled asset trans
fer. Howcver, the 2005 proposed regula
tions would provide two exceptions to this 
!!cncral rule. The first exception generally 
~vollld apply if thc domestic acquired cor
poration is controlled (within the meaning 
of section 36t)( c)) by 5 or fewer domes
tic corporations. appropriate basis adjust
ments as provided in section 367(a)(5) are 
made to the stock of the foreign acquir
ing corporation. and any other conditions 
as provided in regulations under section 
367(a)(5) are satisfied. 

The second exception would apply 
if the controlled domestic corporation's 
basis in the assets is no greater than the 
domestic acquired corporation's basis in 
such assets and the following two condi
tions are satisfied: (I) the indirect transfer 
of stock of the domestic acquired cor
poration satisfies the requirements of 
* 1.367(a)-3(c)( I Hi). (iii, and (iv), and 
(c)(6i: and (2) the domestic acquired cor
poration attaches a statement to its tax 
rcturn for thc taxable year of the transfcr. 
The statement must certify that the domes
tic acquired corporation will recognize 
gain (as described below) if the foreign 
acquiring corporation disposes of any 
stock of the domestic controlled corpora
tion with a principal purpose of avoiding 
the U.S. lax that would have been imposed 
Oil the domestic acquired corporation had 
it disposed of the 1\~-transferred assets. 
The 20()5 proposed regulations contain a 
rehuttahle pre~umption that the disposi
tioll of stock has a principal purpose of tax 
<\\oidance if the disposition occurs within 
::' years of the transfer. 

When appkable. under this second ex
ception. the domestic acquired corpora
tion \\ ould be required to recognize gain 
,1\ if. immediately prior to the exchange, 
It had transferred the re-transferred assets, 
inL'iuding any intangihle a~,ets. directly 
III a dOIlll'stic corpmation in an exchange 
qualifying under :;ection 351, and immedi
ately sold the stllck to an unrelated party 
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for its fair market value in a transaction 
in which it recognizes gain, if any (but 
not loss). The 2005 proposed regulations 
would provide that the basis that the for
eign acquiring corporation has in the stock 
of the domestic controlled corporation is 
increased immediately prior to its disposi
tion by the amount of gain recognized by 
the domestic acquired corporation. How
ever, the basis of the re-transferred assets 
held by the domestic controlled corpora
tion would not be increased by such gain. 

Several comments were received with 
respect to the second exception. Com
mentators stated that the final regulations 
should provide that the amount of gain rec
ognized by the domestic acquired corpo
ration under the second exception should 
also increase the basis of the re-transferred 
assets held by the domestic controlled cor
poration. As stated in the preamble to the 
2005 proposed regulations, the IRS and 
Treasury believe that the concerns raised 
by the construct that results from a con
trolled asset transfer to a domestic sub
sidiary after an outbound asset transfer are 
analogous to the concerns raised in other 
divisive transactions where gain is recog
nized on the stock of a corporation with
out a corresponding increase in the basis of 
the assets of such corporation. See section 
355(e) and §1.367(e)-2(b)(2)(iii). The tax 
consequences set forth in the final regula
tions are intended to be consistent with the 
tax conscqucnces that result in these other 
transactions. As a result, the final regula
tions do not adopt this comment. 

Commentators also questioned whether 
the proposed modification to the coordina
tion rule is necessary in light of the enact
ment of section 7874 and whether any new 
limitations to the rule should await an anal
ysis of how section 7874 affects the rules 
of §1.367(a)-3(c). Because of the divisive 
concerns present in these types of trans
actions, the IRS and Treasury believe that 
the modifications to the coordination rule 
continue to be necessary and therefore are 
retained. Nevertheless, the IRS and Trea
sury are studying the effect of section 7874 
on the coordination rule, as well as the di
rect and indirect transfer of domestic stock 
under §1.367(a)-3(c). The results of this 
study may be addressed in a future regula
tion project. 

Finally. in light of the enactment 
of seL'lion 7874, Example 6D of 
*1.367(a)-3(d)(3) of the 2005 proposed 

regulations has not been retained. Com
pa~e * 1.367{a)-3{d)(3) Era/llp/e 68. 

G. Treatmellt (l/ II Co/1tro!!ed Asset 
Trans/er Fo/limillg a S('cTion 368( a)( l)( F) 

Reor~ani:::(/Tion as an IndirecT Stock 
Tram/er 

The 2005 proposed regulations would 
revise §1.367(a)-3(d)(I)(v) so that any 
non-triangular asset reorganization fol
lowed by a controlled asset transfer will 
be considered an indircct stock transfer 
under § l.367(a)-3(d)(l). 

Commentators stated, however, that a 
section 368(a)( I )(F) reorganization fol
lowed by a controlled asset transfer should 
not be treated as an indirect stock transfer. 
According to the commentators, because 
a section 368(a)(I )(F) reorganization in· 
volves only a "single" corporation, it 
should be treated in effect as a "non-event" 
for purposes of the indirect stock transfer 
rules. As a result, the commentators be
lieve that the transaction should be treated 
as a mere section 351 transfer of assets 
to the controlled subsidiary and not as an 
indirect stock transfer. 

In response to this comment, the fi
nal regulations exclude from the ap
plication of the indirect stock transfer 
rules same-country 368( a)(l)( F) reorga· 

nizations followed by controlled asset 
transfers. For this purpose, a same-coun
try section 368(a)(l)(F) reorganization 
is a reorganization described in section 
368(a)(1)(F) in which both the acquired 
corporation and the acquiring corporation 
are foreign corporations and are created 
or organized under the laws of the same 
foreign country. This would include, for 
example, situations where the foreign cor· 
poration changes its name, changes its 
location within the foreign country, or 
changes its form within the foreign coun
try. The IRS and Treasury will continue 
to examine whether other foreign-to-for
eign section 368(a)(I )(F) reorganizations 
followed by controlled asset transfers 
should be treated as indirect stock trans· 
fers, however, as the general treatment 
of section 368(a)( I )(F) reorganizations is 
further considered. Outbound reorganiza· 
tions under section 3611(a)( I )(F) followed 
by controlled asset transfers are treated 
as indirect stock transfers under the final 
regulations. See § 1.36 7( a)-l T(f). 



H. Treatment of Reorganizations 
Described in Section 368(a}( I )(G) and 
(a)(2)(D) as Indirect Stock Transj'ers 

Section 368(a)(2)(0) provides that the 
acquisition by one corporation, in ex
change for stock of a corporation which 
is in control of the acquiring corporation, 
of substantially all the properties of an
other corporation does not disqualify a 
transaction from qualifying as a reorga
nization under section 368(a)( I )(A) or 
368(a)(1 )(G), provided certain conditions 
are satisfied. 

Section 1.367(a)-3(d)(1 lei) and (iv) 
of the 2005 proposed regulations would 
treat certain reorganizations described 
in section 368(a)(1 )(A) and (a)(2)(D), 
and certain triangular reorganizations 
described in section 368(a)( I )(C), respec
tively, as indirect stock transfers. More
over, section 1.367(a)-3(d)(1)(v) of thc 
2005 proposed regulations would include 
certain reorganizations describcd in sec
tion 368(a)(1 )(G), followed by controlled 
asset transfers, as indirect stock transfers. 
The 2005 proposed regulations would not 
explicitly treat reorganizations described 
in section 368(a)(1)(G) and (a)(2)(0) as 
indirect stock transfers, even though they 
have the same effect as these other reorga
nizations. As a result. the final regulations 
modify §1.367(a)-3(d)(1)(i), and related 
provisions. to include as indirect stock 
transfers certain reorganizations described 
in section 368(a)(1)(G) and (a)(2)(0). 
Similar modifications are made in other 
sections of the final regulations to take 
into account reorganizations described in 
section 368(a)(1)(G) and (a)(2)(O). 

1. General Operation of Section 367 
Regulations and the Effect of Section 7874 

Comments were received regarding the 
scope of certain portions of the section 367 
regulations in light of the enactment of 
section 7874. In response to the poten
tial overlap of these two provisions, the 
IRS and Treasury are considering possi
ble changes to § 1.367(a)-3(c). Comments 
are requested as to the interaction of sec
tion 7874 and §1.367(a)-3(c), as well as 
to other aspects of the section 367 regula
tions. 

J. Secrioll 60388 Reporting 

Section 6038B provides for reporting 
by U.S. persons that transfer property to 
foreign corporations in an exchange de
scribed in section 332, 351, 354, 355, 
356, or 361. Temporary regulations un
der section 6038B provide an exception 
from reporting for certain transactions 
described in *1.367(a)-3(a). Section 
1.367(a)-3(a) provides an exception to 
section 367(a) for certain exchanges under 
section 354 or 356 of stock or securities in 
section 368(a)( I )(E) reorganizations or in 
asset reorganizations that are not indirect 
stock transfers. These exceptions from 
reporting under section 6038B have been 
amended to conform to the amendments 
to §1.367(a)-3(a). These exceptions are 
incorporated in the final regulations. See 
Part B. of this preamble. 

Section 6038B and the regulations 
thereunder provide for reporting by filing 
Form 926, "Return hy a U.S. Transj'eror 
of Property to a Foreign COIporatioll," 
and any attachments with the income tax 
return for the year of the transfer. Tem
porary regulations under section 6038B 
eliminate the requirement to sign Form 
926, thus permitting the electronic filing 
of the form with the U.S. transferor's fed
eral income tax return. The temporary 
regulations provide that Form 926 and any 
attachments are verified by signing the 
income tax return with which the form and 
attachments are filed. These temporary 
regulations are incorporated in these final 
regulations, except with respect to certain 
filings by corporations which will be ad
dressed as part of a larger final regulation 
dealing with electronic filing. 

K. Effective Dates 

I. General rule 

Except as provided below, the final rcg
ulations apply to transactions occurring on 
or after January 23, 2006. 

2. Retroactil'e application oj' 
§1.367(b)-4(b)( I )(ii) of'the proposed 

regulations 

Under §1.367(b)-4(b). certain share
holders of a foreign acquired corporation 
are required to include in income as a 
deemed dividend the section 1248 amount 

with respect to the stock of the foreign ac
quired corporation if such exchange results 
in the loss of section 1248 shareholder sta
tus. This may occur. for example. if the 
exchanging shareholder receives domestic 
stock in exchangc for the stock of an ac
quired foreign corporation in a triangular 
reorganization where a dOll1e;;tic issuing 
corporation controls the foreign acquiring 
corporation. 

The current regulations consider the 
section 1248 shareholder status to be lost 
in this case because the domestic acquiring 
corporation's basis in the foreign acquir
ing corporation is generally determined 
by reference to the assets of the foreign 
acquired corporation, rather than by refer
ence to the stock of the foreign acquired 
corporation. See * 1.358-6. Under the 
2005 proposed regulations, however. such 
an exchanging shareholder would not be 
required to include in income as a deemed 
dividend the section 1248 amount under 
§ 1.367(b )-4(b), provided that the domes
tic issuing corporation. immediately after 
the exchange, is a section 1248 share
holder of the acquired corporation (in the 
case of a triangular section 368( a)( I)(B) 
reorganization) or the surviving corpora
tion (in the case of a triangular section 
368(a)( I }(C) reorganization. a forward tri
angular merger, a reorganization described 
in section 368(a)( I )(G) and (a)(2)(O). or 
a reverse triangular merger) and such 
acquired or surviving corporation is a con
trolled foreign corporation. This change 
was made in the case of triangular asset 
reorganizations because the special ba
sis rules in *1.367(b)-13(c) of the 2005 
proposed regulations would preserve the 
section 1248 amounts attributahle to the 
stock of the foreign acquired corporation 
in the stock of the foreign acquiring (or 
surviving) corporation held by the domes
tic issuing corporation. The special basi~ 
rules would not apply to triangular reor
ganizations under section 368( a)( I )(B). 
The special basis rules are not needed for 
these transactions because section 1248 
amounts are preserved under the general 
rules of ~ 1.358-6. 

Commentators requested that the mod
ification to ~ 1.367(b)-4 relating to tri
angular section 368( a){ I )( B) reorgani/a
tions be made retroactive to Fehruary 23. 
2000. the date on which ~ 1.307(h)-4 was 
promulgated, hecause the basis rules of 
~ 1.358-6 were in effect at that time and 
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the tr:.lOsactioI1s nen:r rai,ed concern, 
about preser\ing section I ]-1-g amounts. 
The IRS and Trea,ury agree \\lth this com
ment and thereforc the final rcgulations 
allow taxpayers tll apply the modifica
tion tll *1.367(b)--1- to a triangular section 
36S( a)( I )( B I reorganization occurring Oil 

or after February 2.\ 20()O. and during any 
taxahle year which is not closed by the 
perIod of limitations. Taxpayers applying 
this rule. howcver. must do sO consistently 
with re"'pect to all such transactions. 

Commentators also requested that 
the modification to ~ 1.367(b)--+ apply 
tll other triangular reorgani7ations on a 
retroactJ\ e haSls. on the condition that 
taxpayers also apply the special basis 
rub of * U67(h)-13(c) of the 2005 pro
posed regulations retroactively to these 
tr:lI1,action" The IRS and Treasury only 
IIltend for the * 1.367(b)-13(c) basis rules 
to apply on a prospective basis. Elective 
application or these rules to prior years 
would he complex and difficult to admin
i,ter. Accordingly. the IRS and Treasury 
haw not adopted this comment for other 
triangular reorganizations, 

3. En'/i({lIgl'S of .Il'ClIrifil'.\' ill ccrtaill 

rc( '(//)i I({I i;,illioll.l' 0/1(1 I'COlxa 11 i ;:ali OIlS 

As stated above in part B.2. of this pre
amhle. the final regulations provide an ex
l'eption to the application of section 36 7( a) 
to tram,fers of securitie~ by U.S. per,ons in 
a section 35-1- or 356 exchange pursuant to 
a section 36R(a)( I )(E) reorganization. or a 
section 36R(a)( I) asset reorganization that 
i, not treated as an indirect stock trans
kr. This rule applies to transfers occurring 
after January). 2()()). although taxpayers 
Illay apply the rule to transfers of securities 
Ol'cuITing on or after July 20. I L)L)R. and on 
or hefore January 5. 20()). if done consi~
tl'ntly to all transactions. 

-t.,\lI('1 rc(!rg({lli;:ilfioll.l ,tiIIIO\\'cd /Jr 
(1111 rml/I'i/ (/1'1'1'1 1ri1ll.1'j(>1'.I 

Commentators stated that because the 
2()()5 proposl'd regulations did not pro
\ ide an cllcL'ti\c date for the rule that 
trea1'- a ,ecti()n J6X( a)( 1)( F) reorganiza
tion jollu\\ ed hy a controlled asset t~ansfer 
~l, an indirect stock transfer. ,uch rule 
((lull! he interprcted as applying to trans
~ll·tlons occurring on or after July 20. 
1')l)X. \1 hich is the general effective date 
\)j *I,j67(al-,\(d). The final regulations 
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clarify that a section 368(a)(I )(F) reor
ganization followed by a controlled asset 
transfer is treated as an indirect stock 
transfer subject to section 367(a) only if 
the reorganization occurs on or after Jan
uary 23. 2006. 

In general. section 368(a)(I )(D) reor
ganizations followed hy controlled asset 
transfers are treated as indirect stock trans
fers subject to section 367(a) if the reor
ganization occurs after December 9, 2002. 
However, see Rev. Rul. 2002-85.2002-2 
C.B. 986. for special retroactive applica
bility dates. 

5. ElcctronicfiJing under section 60388 

These final regulations provide that 
Form 926 and any attachments will be 
verified by signing the income tax return 
with which the form and attachments are 
filed, in order to facilitate the electronic 
filing of Form 926 with thc transferor's 
incomc tax return. This rule applies to tax
able years beginning after December 31. 
2002. For taxable years beginning before 
January I. 2003, Form 926 must he signcd 
under penalties of perjury declaring that 
the information submitted is true, correct 
and complete to the best of the transferor's 
knowledgc and belief. 

Special Analyses 

It has bcen dctermined that this Trea
sury Decision is not a significant regula
tory action as defined in Executive Order 
12R66. Therefore. a regulatory asscssment 
is not required. It has also been deter
mined that section 553(b) of the Admin
istrative Procedure Act (5 U.S.c. chapter 
5) does not apply to these regulations, and 
because the regulations do not impose a 
collection of information on small entities. 
the Regulatory Flexibility Act (5 U.S.c. 
chapter 6) does not apply. Pursuant to sec
tion 7805(f) of the Code. the notice of pro
poscd rulemaking preceding these regula
tions was submitted to the Chief Counsel 
for Advocacy of the Small Business Ad
ministration for comment on its impact on 
small business. 

Drafting Information 

The principal author of these regula
tions is Robert W. Lorence, Jr., of the Of
fice of Associate Chief Counsel (Interna
tional). However. other personnel from the 

IRS and Treasury participated in their de

velopment. 

* * * i: * 

Adoption of Amendments to the 
Regulations 

Accordingly. 26 CFR parts I and 602 
are amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read, in part, as follows: 

Authority: 26 U.s.c. 7805 * * * 
§1.367(a)-3(b) also issued under 26 

U.S.c. 367(a) * * * 
§ 1.367(b )-13 also issued under 26 

USc. 367(b) * * * 
Par. 2. In § 1.358-6, paragraph (e) is 

amended by adding a sentence at the end 
of the paragraph to read as follows: 

§1.358-6 Stock basis in certain triangular 

reorganiz.ations. 

* * * * * 
(e) * * * For certain triangular reorga

nizations where the surviving corporation 
(S or T) is foreign, see § 1.367(b)-I3. 

* * * * * 
Par. 3. Section l.367(a)-3 is amended 

as follows: 
I. In paragraph (a), remove the third 

and fourth sentences, and add five sen
tences in their place. 

2. In paragraph (a), add a sentence at 
the end of the paragraph. 

3. Revise paragraph (b )(2)(i). 
4. Revise paragraph (c)(5)(vi). 
5. Revise paragraph (d)(l). introduc

tory text. 
6. Revise paragraph (d)(l lei). 
7. In paragraph (d)(l)(ii), add a sen

tence at the end of the paragraph. 
8. Revise paragraph (d)(l)(iii). 
9. In paragraph (d)(l)(iv). remove the 

language "Example 5" and add "Example 

6" in its place, remove "Example 7" and 
add ''Example 8" in its place, and remove 
"Example 1]" and add "Example 14" in its 
place. 

10. Revise paragraph (d)(I)(v). 
11. In paragraph (d)(I )( vi), remove the 

language "Example 10 and Example IDA" 

and add "Example 13 and Example l3A" 
in its place. 

12. Revise paragraphs (d)(2)(i), (ii). 
and (iv). 



13. Revise paragraph (d)(2)(v)(A) and 

(e). 
14. Redesignate paragraph (d)(2)(v)(D) 

as paragraph (d)(2)(v)(F). 
15. Add new paragraphs (d)(2)(v)(D) 

and (El. 

Redesignate 

Example 12 

Examples 11 and 11 A 

Examples 10 and lOA 

Example 9 

Example 8 

Examples 7, 7A, 7B, and 7C 

Examples 6 and 6A 

Examples 5, 5A, and 5B 

Example 4 

Example 3 

Example 2 

20. In paragraph (d)(3), newly desig
nated Example 3, the titIe and paragraph 
(i) are revised. 

21. In paragraph (d)(3), newly desig
nated Example 5, paragraph (i), remove the 
language "paragraph (d)(l)(iii)" and add 
"paragraph (d)(1 )(iii)(A)" in its place. 

22. In paragraph (d)(3), newly desig
nated Example 5, paragraph (ii), last sen
tence, remove the language ", or if S sold 
all or a portion of the stock of y", 

23. In paragraph (d)O), newly desig
nated Example 6A, paragraph (i), the first 

Redesignated Examples 

Example 7, paragraph (i) 

Example 7 A, paragraph (i) and paragraph 

(ii), penultimate sentence 

Example 8, paragraph (i) 

Example 8A, paragraph (i) 

Example 8B, paragraph (i) 

16. Revise paragraph (d)(2)(vi). 
17. Add new paragraph (d)(2)(vii). 
18. In paragraph (d)(3), remove the 

first sentence, and add t\'iO sentences in its 
place. 

As 

Example 16 

Examples 14 and 14A 

Examples 13 and 13A 

Example 12 

Example 9 

Examples 8, 8A, 8B, and 8C 

Examples 7 and 7 A 

t:'xamples 6, 6A, and 68 

Example 5 

Example 4 

Ewmple 3 

and last sentences, and paragraph (ii). the 
first. fourth, and fifth sentences are re
vised. 

24. In paragraph (d)(3). newly desig

nated Example 6B is revised. 
25. In paragraph (d)(3). newly desig

nated Example 8, paragraph (ii). the fourth 

sentence is revised. 
26. In paragraph (d)(3), newly desig

nated Example 9 is revised. 
27. In paragraph (d)(3), newly desig

nated Example 12, paragraph (ii), the fifth 

sentence is revised. 

Remove 

Example 5 

example 6 

Example 5 

Example 7 

Example 7 

19. In paragraph (d)(3). rcdesignatc the 
examples as follows and aud the j'oll(l\\ing 

new examples: 

Add 

EX(//I/ple J 5 

Examples 10 ami J 1 

EX(//l/ple,1 6C 

Eralllp/rJ 5A 

Erample 2 

28. In paragraph (u)(3), revise newly 
designated ExulIlple 16. 

29. In paragraph (d)(3). for each of the 
newly designated examples listed ill the 
first column. replace the language in the 
second column with the language in the 
third column: 

Add 

Example 6 

Exwllple 7 

Exalllpfe 6 

E,{{/J//)fe X 

EWlilple 8 
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Redesignated Examples 

E\wl/{J1e Sf. paragraph 1 i) 

bUll/pie I~, paragraph Ii), third sentence 

f\lIliIlJle 13A. paragraph (i) and paragraph 
1 ii), first ,entence 

E'II/III,le I.JA. paragraph (i) 

30. Paragraph (e)1 I) is re\·ised. 
The 1"C\'i,ions and additions are a, fol

low,: 

~ 1.307( II )-3 Tr('(/tl1/('llt of trllllsfc'rs of 

Itock or s1'cllriries rofi)reigll corporurions. 

(a) " " " HowewL if. in an exchange de
scribed in section 35.+ or 356. aU.S. person 
eXL'hanges stock or securities of a foreign 
corporation in a reorganization described 
in section 36X(a)( I HE). or a U.S. person 
cxchanges stock or securities of a domes
tic or foreign corporation pursuant to an as
set reorganization that is not treated as an 
indirect stock transfer under paragraph (d) 
of this ,ection. such section 35.+ or 356 ex
change i, not a transfer to a forcign cor
poration subject to scction 367(a). See 
pctragraph (d)(3) £.\lIlIIl'le 16 of this sec
tion. For purpose, of this section. an assct 
rcorganization is defined as a reorganiza
tion described in section 368(a)( I) involv
Ing a transfer of asset'> under section 361. 
If. in a transfer described in scction 361. 
a domestic merging corporation transfers 
stock of a controlling corporation to a for
eign surviving corporation in a reorgani
lation descrihed in sections 36X(a)( I )(A) 
and la)(2)(E). such section 361 tramJer is 
not suhject to section 367(a) ifthc stock of 
the controlling corporation is provided to 
the merging corporation by the contrulling 
L'orpmation pursuant to the plan of reor
gani/ation: a section 361 transfer of other 
property. including stock of the controlling: 
C()rpl)ration not pro\'ided hy the control
II ng corporation pursuant to the plan of re
organilation. by the dOll1e,tic merging cor
por~ltilln tll the foreign suniving corpora
tinn pur,uant tn such a reorganization is 
\ubjeL'l to sectIOn 3671a). For special ba
si, and hlliding period rules il1\ol\'ing for
l'ign l'urporatinns that are parties to cer
tain triangular reorgalli/atillns under sec
til)n -,(l~la)( II. see ~1.367Ib)-13.; *' " 
fllr rule, related III C\patriated entities, see 
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RemO\e 

E,l/IJII)le 7 

Erulilple 4 

E\i/II/{J1e 10 

E,(//III'I1' 11 

section 7X7.+ and the regulations thereun
der. 

(b) * ;, * 
(2) * " "-
(i) 111 general. A transfer of foreign 

stock or securities described in section 
367(a) or the regulations thereunder as 
well as in section 367(b) or the regulations 
thereunder shall be subject concurrently to 
sections 367(a) and (b) and the regulations 
thereunder. except as provided in para
graph (b)(2)(i)(A) or (B) of this section. 
See paragraph (d)(3) Examples 11 and 14 
of this section. 

(A) Section 367(b) and the regulations 
thercunder shall not apply if a foreign cor
poration is not treated as a corporation un
der section 367«1)( I). See the example 
in paragraph (b)(2)(ii) of this scction and 
paragraph (d)( 3) Exall1pl c J.J of this sec
tion. 

(B) I I' a foreign corporation transfers as
scts to a domcstic corporation in a transac
tion to which ~1.367(b)-3(a) and (b) and 
the indirect stock transfer rules of para
graph (d) of this section apply, and the 
all earnings and profits amount attributable 
to the stock of an exchanging shareholder 
under ~1.367(b)-3(b} is greater than the 
amount of gain in such stock subjcct to scc
tion 367(a) pursuant to the indirect stock 
transfer rules of paragraph (d) of this sec
tion, thcn thc rules of section 367 (b). and 
not the rules of section 367(a), shall apply 
to the exchange. See paragraph (d)(3) Ex
(Iii/ph J 5 of this section. 

* * * * * 
(c) * [. " 
(5) '" '" '" 

(\i) Tmll.lferl'l! fi)reigll corpora-

tiol7. Except as provided in paragraph 
(d}(2}(i)(B) of this section, a transferee 
foreign corporation is the foreign cor
poration whose stock is received in the 
exchange by U.S, persons. 

* * * * * 

Add 

EXi/II/{J11' <'I 

E.rull/pll' I:? 

EWII1Jlle J 3 

EX([lIlpl e J.+ 

(I) 11/ general. For purposes of this sec
tion, a U.S. person who exchanges, under 
section 354 (or section 356) stock or secu
rities in a domestic or foreign corporation 
for stock or securities in a foreign cor
poration (or in a domestic corporation in 
control of a foreign acquiring corporation 
in a triangular section 368(a)( I )(B) reorga
nization) in connection with a transaction 
described in paragraphs (d)(1 lei) through 
(v) of this section (or who is deemed to 
make such an exchange under paragraph 
(d)(I)(vi) of this section) shalL except as 
provided in paragraph (d)(2)(vii) of this 
section, bc trcatcd as having made an in
direct transfer of such stock or securities 
to a foreign corporation that is subject to 
the rules of this section. including, for 
example, the requircmcnt, where appli
cable, that the U.S, transferor enter into 
a gain recognition agreement to preserve 
nonrecognition treatment under section 
367(a). If the U.S. person exchanges stock 
or securities of a foreign corporation, see 
also section 367(b) and the regulations 
thereunder. For examples of the con
current application of the indirect stock 
transfer rules under section 367(a) and 
the rules of section 367(b), see paragraph 
(d)(3) t'xamples 14 and 15 of this section. 
For purposes of this paragraph (d), if a 
corporation acquiring assets in an asset 
reoroanization transfcrs all or a portion 

b 

of such assets to a corporation controlled 
(within the meaning of section 368(c)) by 
the acquiring corporation as part of the 
same transaction, the subsequent transfer 
of assets to the controlled corporation will 
be refcrred to as a controlled asset transfer. 
See section 368(a)(2)(C). 

(i) Mergers described in sections 

368( a){ 1)( A) and (a)(2)( D) and reorgani· 

zatiom c/ncrihed in sections 368( a)( 1 )(G) 
and (a){2)iD). A U.S. person exchanges 
stock or securities of a corporation (the ac
quired corporation) for stock or securities 
of a foreign corporation that controls the 



acquiring corporation in a reorganization 
described in either sections 368(a)( I )(A) 
and (a)(2)(D), or in sections 368(a)(l)(G) 
and (a)(2)(D). See paragraph (d)(3) Ex
ample 1 of this section for an example 
of a reorganization described in sections 
36S(a)(1)(A) and (a)(2)(D) involving 
domestic acquired and acquiring corpora
tions, and see paragraph (d)(3) Example 
10 of this section for an example involv
ing a domestic acquired corporation and a 
foreign acquiring corporation. 

(ii) * * * See paragraph (d)(3) Ex
ample 2 of this section for an example 
of a reorganization described in sections 
368(a)(1 )(A) and (a)(2)(E) involving do
mestic acquired and acquiring corpora
tions, and see paragraph (d)(3) Example 
11 of this section for an example involv
ing a domestic acquired corporation and a 
foreign acquiring corporation. 

(iii) Triangular reorganizations de
scribed in section 368(a)(I)(B)-(A) A 
U.S. person exchanges stock or securi
ties of the acquired corporation for voting 
stock or securities of a foreign corpo
ration that is in control (as defined in 
section 368(c» of the acquiring corpo
ration in a reorganization described in 
section 368(a)(1)(B). See paragraph (d)(3) 
Example 5 of this section. 

(B) A U.S. person exchanges stock or 
securities of the acquired corporation for 
voting stock or securities of a domestic 
corporation that is in control (as defined in 
section 368(c» of a foreign acquiring cor
poration in a reorganization described in 
section 368(a)(I)(B). See paragraph (d)(3) 
Example 5A of this section. 

* * * * * 
(v) Transfers of assets to subsidiaries 

ill certain section 368( a)( 1) reorganiza
tions. A U.S. person exchanges stock 
or securities of a corporation (the ac
quired corporation) for stock or securi
ties of a foreign acquiring corporation 
in an asset reorganization (other than a 
triangular section 368(a)( 1 )(e) reorgani
zation described in paragraph (d)(1 )(iv) 
of this section, a reorganization described 
in sections 368(a)(1 )(A) and (a)(2)(D) 
or sections 368(a)(1 )(G) and (a)(2)(D) 
described in paragraph (d)(l)(i) of this 
section, a reorganization described in sec
tions 368(a)(1)(A) and (a)(2)(E) described 
in paragraph (d)(l )(ii) of this section, or a 
same-country section 368(a)( 1 )(F) reorga-

nization) that is followed by a controlled 
asset transfer. For purposes of this section. 
a same-country section 368(a)( 1 )(F) reor
ganization is a reorganization described 
in section 368(a)( 1 )(F) in which both the 
acquired corporation and the acquiring 
corporation are foreign corporations and 
are created or organized under the laws of 
the same foreign country. In the case of 
a transaction described in this paragraph 
(d)(l)(v) in which some but not all of 
the assets of the acquired corporation are 
transferred in a controlled asset transfer. 
the transaction shall be considered to be 
an indirect transfer of stock or securities 
subject to this paragraph (d) only to the 
extent of the assets so transferred. The 
remaining assets shall be treated as having 
been transferred by the acquired corpo
ration in an asset transfer rather than an 
indirect stock transfer. and, if the acquired 
corporation is a domestic corporation, 
such asset transfer shall be subject to the 
other provisions of section 367, including 
sections 367(a)(1), (3), and (5), and (d). 
See paragraph (d)(3) Examples 6A and 6B 
of this section. 

* * * * * 
(2) * * * 
(i) Transferee foreign corpora-

tion-(A) General rule. Except as pro
vided in paragraph (d)(2)(i)(B) of this 
section, the transferee foreign corporation 
shall be the foreign corporation that issues 
stock or securities to the U.S. person in the 
exchange. 

(B) Special rule for triangular re
orgalli;:ations described ill paragraph 
(d)( 1 )(iii)(B) of this section. In the case 
of a triangular reorganization described in 
paragraph (d)(1 )(iii)(B) of this section, the 
transferce foreign corporation shall be the 
foreign acquiring corporation. See para
graph (d)(3) Example 5A of this section. 

(ii) Transferred corporation. The trans
ferred corporation shall be the acquiring 
corporation, except as provided in this 
paragraph (d)(2)(ii). In the case of a trian
gular section 368(a)( l)(B) reorganization 
described in paragraph (d)(l )(iii) of this 
section. the transferred corporation shall 
be the acquired corporation. In the case 
of an indirect stock transfer described in 
paragraph (d)( I lei), (ii), or (iv) of this sec
tion followed by a controlled asset transfer. 
or an indirect stock transfer described in 
paragraph (d)(l)(v) of this section. the 

transferred corporation shall be the con
trolled corporation to which the assets arc 
transferred. In the case of successi\'t~ sec
tion 351 transfers described in paragraph 
(d)(I)(vi) of this section, the transfen'ed 
corporation shall be the corporation to 
which the assets are transferred in the fi
nal section 351 transfer. The tramferred 
property shall be the stock or securities of 
the transferred corporation, as appropriate 
under the circumstances. 

* * * * * 
(iv) Gain recognition agreements /11-

l'oll'illg multiple parties. The U.S. trans
feror's agreement to recognize gain, as 
provided in § 1.367(a)-8. shall include 
appropriate provisions consistent with the 
principles of these rules, including a re
quirement that the transferor recognize 
gain in the event of a direct or indirect dis
position of the stock or assets of the trans
ferred corporation. For example. in the 
case of a triangular section 368(a)( 1)(8) 
reorganization described in paragraph 
(d)( 1 )(iii)(A) of this section, a disposition 
of the transferred stock or securities re
quiring the U.S. transferor to recognize 
gain shall include a direct or indirect dis
position of sllch stock or securities by the 
transferee foreign corporation. such as 
a disposition of such stock or securities 
by a foreign acquiring corporation or a 
disposition of the stock of the acquiring 
corporation (either foreign or domestic) by 
the transferee foreign corporation. In the 
case of a triangular section 36R(a)( I )(B) 
reorganization described in paragraph 
(d)( I )(iii)(B) of this section, a disposition 
of the transferred stock or securities re
quiring the U.S. transferor to recognize 
gain shall occur. for example, upon the 
disposition of such stock or securities by 
the acquiring corporation. Moreover. a 
disposition of the stock of the acquiring 
corporation by the domestic issuing cor
poration in a taxable transaction shall. for 
example, terminate the gain recognition 
agreement. See ~ 1.367(a)-8(h)(l) and 
paragraph (d)(3) EX(lmples 5 and 5A of 
this section. 

(v) * * * 
(AI In the case of a reorganization 

described in paragraph (d)( 1 )(i) of this 
section (a reorganization described 111 

sections 36R(a)( I )(A) and (a)(2)(D) or 
sections 368(a)(I )(G) and (a)(2110) or 
a reorganization described in section 
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(J)( I )(iv) of this section (a triangular 
section 36X(a)( I )(C) reorganization). the 
assets of the acquired corporation: 

(c) In the ca~e of an asset remgani/a
tion followed by a controlled a~set transfer. 
as described in paragraph (dl( 1)(\) of this 
~ection, the asseh of the acquired corpora
tion that are transferred III the corporation 
controlled by the acquiring corporation: 

(D) In the ca~e of a triangular reorga
nization described in section 36Xla)( I)(C) 

followed by a controlled asset transfer. 
a reorgani7ation deslTibed in sections 
36Xla}( I )(A) and (a)(2)(D) followed by 
a controlled asset transfer. or a reorgaIl1-
zation described in sections 36R(a)( 1)( G) 
and (a}(2)(D) followed by a controlled 
asset transfer, the assets of the acquired 
corporation including those transferred to 
the corporation controlled by the acquiring 
corporation: 

(E) In the case of a reorganization 
described in sections 368(a)(\ )(A) and 
(a)(2)(E) followed by a controlled asset 
transfer, the assets of the acquiring corpo
ration including those transferred to the 
corporation controlled by the acquiring 
corporation: and 

* * * * * 
(vi) Coordin{{tion bCtH'CCII {{ssct tmll,\'

.kr rules ({nd indirect stoc/.: transFer 
rules-(A) General rule. Except as other
wise provided in this paragraph (d)(2)(vi), 
if. pursuant to any of the transactions de
scribed in paragraph (d)( I) of this section, 
a U.S. person transfers (or is deemed to 
transfer) assets to a foreign corporation 
in an exchange described in section 351 
or section 361, the rules of section 367, 
including sections 367(a)( I L (a)(3), and 
(a)(5), as well as section 367(d), and the 
regulations thereunder shall apply prior to 
the application of the ruks of this section. 

(B) E\('cptillll.l. (J) If a transaction 
is de,cribed in paragraph (d)(2)(vi)(A) of 
thi, section, sections 367(a) and ld) shall 
not apply to the extent a domestic cor
poration (domestic acquired corporation) 
transfers its assets to a foreign corporation 
il,)reign acquiring corporation) in an asset 
reorganization, and such asset> (re-trans
krred assets) are transfem:~d to a domes
tic corporation (dome>tic controlled cor
poration I in a controlled asset transfer, pro
\ ided that the domestic controlled corpora
tion's ha~i, in sllch assets is no greaterthan 
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the basis that the domestic acquired corpo
ration had in such assets and the conditions 
contained in either of the following para
graphs are satisfied: 

(i) The domestIc acquired corpora
tion is controlled (within the meaning of 
section 368(cl) by 5 or fewer domestic 
corporations, appropriate basis adjust
ment> as provided in section 367(a)(5) are 
made to the stock of the foreign acquir
II1g corporation, and any other conditions 
as provided in regulations under section 
36 7( a)( 5) are satisfied. For purposes of 
determining whether the domestic ac
quired corporation is controlled by 5 or 
fewer domestic corporations, all members 
of the same affiliated group within the 
meaning of section 1504 shall be treated 
as I corporation. 

(ii) The requirements of paragraphs 
(c)( I )(i), (ii)' and liv), and (c)(6) of this 
section are satisfied with respect to the 
indirect transfer of stock in the domestic 
acquired corporation, and the domestic 
acquired corporation attaches a statement 
described in paragraph (d)(2)(vi)(C) of 
this section to its U.S. income tax return 
for the taxable year of the transfer. 

(2) Sections 367(a) and (d) shall not 
apply to transfers described in paragraph 
(d)( I )(vi) of this section where a U.S. per
,on transfers assets to a foreign corpora
tion in a section 351 exchange, to the ex
tent that such assets are transferred by such 
foreign corporation to a domestic corpora
tion in another section 351 exchangc, but 
only if the domestic transferee's basis in 
the assets is no greater than the basis that 
the U.S. transferor had in such assets. 

(C) Reqllired statement. The statement 
required by paragraph (d)(2)(vi)(B)(l)(ii) 
of thi~ section shall be entitled "Required 
Statement undcr * U67(a)-3(d) for As
sets Transferred to a Domestic Corpora
tion" and shall be signed under penalties 
of perjury by an authorized officer of the 
domestie acquired corporation and by an 
authorized officer of the foreign acquir
ing corporation. The required statement 
shall contain a ccrtification that, if the for
eign acquiring corporation disposes of any 
stock of the domestic controlled corpora
tion in a transaction described in paragraph 
(d)(2)(vi)(D) of this section, the domestic 
acquired corporation shall recognize gain 
as described in paragraph (d)(2)(vi)(E) of 
this section. The domestic acquired corpo
ration (or the foreign acquiring corporation 

on behalf of the domestic acquired corpo
ration) shall file a U.S. income tax return 
lor an amended U.S. tax return, as the case 
may be) for the year of the transfer report
ing such gain. 

(D) Gaill recognition transaction. (I) 

A transaction described in this paragraph 
(d)(2)(vi)(D) is one where a principal pur
pose of the transfer by the domestic ac
quired corporation is the avoidance of U.S. 
tax that would have been imposed on the 
domestic acquired corporation on the dis
position of the re-transferred assets. A 
transfer may have a principal purpose of 
tax avoidancc cvcn though the tax avoid
ance purpose is outweighed by other pur
poses when taken together. 

(2) For purposes of paragraph 
(d)(2)(vi)(D)(l) of this section, a transac
tion is deemed to have a principal purpose 
of tax avoidance if the foreign acquiring 
corporation disposes of any stock of the 
domestic controlled corporation (whether 
in a rccognition or non-recognition trans
action) within 2 years of the transfer 
described in paragraph (d)(2)(vi)(A) of 
this section. The rule in this paragraph 
(d)(2)(vi)(D)(2) shall not apply if the do
mestic acquired corporation (or the foreign 
acquiring corporation on behalf of the do
mestic acquired corporation) demonstrates 
to the satisfaction of the Commissioner 
that the avoidance of U.S. tax was not a 
principal purpose of the transaction, 

(E) Amount of gain recognized and 
other matters. (1) In the case of a transac
tion described in paragraph (d)(2)(vi)(D) 
of this section, solely for purposes of this 
paragraph (d)(2)(vi)(E), the domestic ac
quired corporation shall be treated as if, 
immediately prior to the transfer described 
in paragraph (d)(2)(vi)(A) of this section, 
it transferred the re-transferred assets, 
including any intangible assets, directly 
to a domestic corporation in exchange 
for stock of such domestic corporation in 
a transaction that is treated as a section 
351 exchange, and immediately sold such 
stock to an unrelated party for its fair 
market value in a sale in which it shall 
recognize gain, if any (but not loss). Any 
gain recognized by the domestic acquired 
corporation pursuant to this paragraph 
(d)(2)(vi)(E) will increase the basis that 
the foreign acquiring corporation has in 
the stock of the domestic controlled corpo
ration immcdiately before the transaction 
described in paragraph (d)(2)(vi)(D) of 



this section, but will not increase the basis 
of the re-transferred assets held by the 
domestic controlled corporation. Section 
l.367(d)-1 T(g)(6) shall not apply with re
spect to any intangible property included 
in the re-transferred assets described in 
this paragraph. 

(2) If additional tax is required to be 
paid as a result of a transaction described 
in paragraph (d)(2)(vi)(D) of this section, 
then interest must be paid on that amount 
at rates determined under section 6621 
with respect to the period between the date 
prescribed for filing the domestic acquired 
corporation's income tax return for the 
year of the transfer and the date on which 
the additional tax for that year is paid. 

(F) Examples. For illustrations of the 
rules in paragraph (d)(2)(vi) of this section, 
see paragraph (d)(3) Examples 6B, 6C, 9, 
and J 3A of this section. 

(vii) Change in status of a domestic ac
quired corporation to a foreign corpora
tion. (A) A U.S. person that exchanges 
stock or securities of a domestic corpo
ration for stock or securities of a foreign 
corporation under section 354 (or section 
356) will be treated for purposes of this 
section as having made an indirect stock 
transfer of the stock or securities of a for
eign corporation (and not of a domestic 
corporation) to a foreign corporation under 
paragraph (b) of this section (but not para
graph (e) of this section), if the acquired 
domestic corporation is a subsidiary mem
ber (within the meaning of §1.l502-1(c» 
of a consolidated group (within the mean
ing of § 1.1502-1 (h» immediately before 
the transaction, and if the transaction is ei
ther of the following: 

(1) Described in paragraph (d)(l)(i) or 
(iv) of this section, but only if the acquir
ing corporation is foreign. See paragraph 
(d)(3) Examples 8,9,10 and 12 of this sec
tion. 

(2) Described in paragraph (d)(l)(v) of 
this section, but only to the extent the con
trolled asset transfer is to a foreign corpo
ration. See paragraph (d)(3) Example 6A 
of this section. 

(B) The rules of paragraph 
(d)(2)(vii)(A) of this section will not 
apply to the extent assets transferred 
to the foreign acquiring corporation in 
a transaction described in paragraph 
(d)(2)(vii)(A)(l) of this section, or assets 
transferred to a foreign corporation in a 
controlled asset transfer in a transaction 

described in paragraph (d)(2)(vii)(A)(2) 
of this section, are retransferred to a 
domestic controlled corporation in one or 
more successi ve transfers as part of the 
same transaction. Sec paragraph (d)(3) 
Example 9 of this section. 

(3) * * * The rules of this paragraph 
(d) and § l.367(a)-8 are illustrated by the 
following examples. For purposes of these 
examples, assume section 7874 docs not 
apply. 

* * * * * 
Example 2. SecTiol1 36ii( £1)( 1)( A)/(a I( 2 I( E) reor-

g(mi~{lti()Il-(i) Facts. The facts are the same as in 

Example I, except that Newco merges lOto Wand 

Newco receives stock of W which it distributes to F 

in a reorganization described in sections 368(a)( I)(A) 

and (a)(2)(E). Pursuant to the reorganization. A re

ceives 40 percent of the stock of F in an exchange 

described in section :;54. 

(ii) Result. The consequences of the transfer are 

similar to those described in E,wll!'le I. Pursuant to 

paragraph (d)( I )(ii) of this section. A is considered rn 

have transferred its W stock to F pursuant to the i ndi

rect stock transfer rules. r is treated as the transferee 

foreign corporation, and W is treated as the trans

ferred corporation. Provided that the requirements of 

paragraph (c)( II of this section arc satisfied. includ

ing the requirement that A enter into a five-year gain 

recognition agreement as described in § 1.36 7(a)-g, 

A's exchange of W stock for F stock under section 

354 will not be subject to section 367(a)( I ). 

Example 3. Taxable tral1sactiol1 p"rsuallt to illdi

recl stock Imllsfer /'lIles-(i) Facts. The facts are the 

same as in Example I, except that A receives 55 per

cent of either the total voting power or the total value 

of the stock of F in the transaction. 

* * * * * 
Example 5A. TriGlIRlI/ar section 3681al( I II B) re

OI'RGnization-(i) Facts. The facts are the same as in 

Example 5, except that F is a domestic corporation 

and S is a foreign corporation. 

(ii) Result. U's exchange of Y stock for stock of 

F. a domestic corporation in control of S, the foreign 

acquiring corporation. is treated as an indirect trans

fer of Y stock to a foreign corporation under para

graph (d)(I)(iii)(B) of this section. U's exchange 

of Y stock for F stock wi II noT he suhject to sec

tion 307(a)( 1) provided that all of the requirements 

of paragraph (c)( I) of this section are satisfied. in

cluding the requirement that U enter into a five-year 

gain recognition agreement. In satisfying the 50 per

cent or less ownership requirements of paragraphs 

(c)(l)(i) and (ii) of this section, U's indirect owner

ship of S stock (through its direct ownership of F) 

will determine whether the requirement of paragraph 

(c)(l)(il of this section is satisfied and will be taken 

into account in determining whether the requirement 

of paragraph (c)( I )(ii) of this section is satisfied. See 

paragraph (c)(4)(iv) of this section. For purposes of 

this section. S is treated as the transferee foreign cor

poration (see paragraph (d)(2)(i)(l3) of this sectIOn). 

The gain recognition agreement would be triggered. 

for example, if S sold all or a portion of the stock of 

y. or if Y sold substantially all of its assets (within 

the meaning of section 368(a)( 1 )(C)). In addition, if 

r disposed 11f rhe stoc~ uf S in a tanhlc transactioll 

the gain recognitioll agreemenl \\(luld he Lt:rl1linatetL 

* 'i, * t .' 

Exal1lple 6A. SeC/i()/I 368( (/)( 1)( C) InIlXlllI;;llriol1 

./;)lImll!d In II lWJ{mlled lII.\I'f lJIIJllln-(i) f'''I.I. 

The facts are the same as in E\<llIfl'le {J. (xc'cpt that 

the transaction is structured as a section 36XWH 111(') 

reorgani/atioll with Z transferring its assets to F f,)I

lowed by a wntrollcd asset tran,fer. and R i.s a for

eign corporation. " '" ." F then contribute, Businesses 

Band C to R in a wntrolled asset transkr 

(ii) l<eslIll. The tralbkr of the Busincss A a"ets 

by Z to F does not constitute an indirect stocK trans

fer under paragraph (d) of this section. and. subject 

to section 367(a)(S).the l3usmess A assets qualify for 

the section 367(a)(3) active trade or business cxccp

tion and are not subject to section 3b7(al.· .. " Sub

ject to section 367(a)(5). the Business B assets may 

qualify for the exception under section 367(a)(3) and 

* L367(a)-2T(c)(2) for assets that will be used hy R in 

an active trade or husiness outside the liniTed States 

Pursu,lIlt to paragraphs (d)(l) and (J )(2)( vil)(A)(2) of 

this section, V is deemed to transfer the stock of a 

foreign corporation to F in a secllon 354 exchange 

subject to the rules of pmagraph, (b) and (d) of this 

section. * * :Y: 

Exa1l1ple 68. Secti(m 368(" J( I )( C) rcorgllni;lItion 

/;)I1(}\\·"d hs II cOl1trol/ed asset tral1s./<'r 10 (/ dom<'.ltic 

cOl1lrolled corl'or([[ioJ1-(i) Facts. The facts arc the 

,ame as in EX(//I1ple 6;\. except that R is a domestic 

corporation. 

(ii) Resull. As In EW1I11'Ie 6A. the outbound trans

fer of the Business A assets to F is not affected by the 

rules of this paragraph (d) and is subject to the general 

rules under section :;07. However. suhjecT TO section 

367(a)(5). the Business A assets qualify for the sec

tion 367Ia)(3) active trade or husiness exception and 

are not subject to section 367(a). The Business Band 

C assets arc part of an indirect stocI., transfer under 

this paragraph (d) but must first he tested under sec

tion 367(a) and (d). The Business B assets qualify 

for the active trade or business exception under scc

tlOn 367(a)(3): the Business C assets dD not. How

ever, pursuant to paragraph (J)(2)(vi)lB) of this sec

tion, the Business Band C assets are not subject to 

section 307(a) or (d). provided that the basis of the 

Business Band C assets in the hands of R is no greater 

than the basis of the assets in the hands of Z, and ap

propriaTe ha,is adjustments are made pursuant to sec

tion 367(a)lS) to the stock of F held by V V also is 

deerneclto make an indirect transfer of Z stocK under 

the rules of paragraph (d I of this section to the extent 

the assets are transfelTed to R. To preserve nnll-reC()g

nition treatment under section 367(al. and assuming 

the other requirements of paragraph (c I of thlS section 

are satisfied, V must enter into a 5-year gain recog

nition agrecment III the amount of $50, the amount 

of the appreciation in the Bu,lIlcss Band C asseh. 

as the transfer of ,uch assets hy Z was not tdxablc un

der section 36 7(a I( I ) and constituted an indirect stoc~ 

transfer. 

EX({1I1!,le 6C Sectilill 3M!( a)( I II C! rcorgul1i;atio/i 

/()lIowed br ({ controlled ({\I·c/fra/ls/a t(l (/ dOli/ClUe 

cOiltrolled c()r!'owti(l/l-( i) [.," t.l. The facts are the 

same as in Exa1l11,Ie {JH. except that Z is (ll' ned hI 

U.S. individuals. none of whom qualIty ,h file-per

cent target shareholders Ilith respcct tn L Illthlll tht' 
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meaning ot paragraph (cI(SlIiii) of this section. The 

flllilm ing additional lach are presenL No U.S. per

sons that arc either officers or direcwrs of Z (l\\ n any 

stock of F immedlatel, after the transfer. F is engaged 

in an acti, e trade or busrne" (lutside the United States 

that satisfies the tcst sCI forth in paragraph (c)(3) of 

thiS secti(Hl 
(II) Rt".IIIIr. The Business A assets transferred to 

F arc not re-transferred tll R andtherei"ore Z"S trans

fer of thcse asse" is not subject to the rules of para
graph I d) of this section. Ho"ewr. the transfer of 
such assets Is subjeci to gain recognition under sec

tion .1117Ia)( II. because the section 367(al(3) active 

Irade or busllless exception is inapplicable pursuant 
10 seclion .i67(a)(S) The Business Band C assets 
are pan of an indirect stock transfer under this para
graph (d) but must first be tested with respect toZ un

der section .'67(a) and (d). as provided in paragraph 
I d)(~)( vi) of this section. The transfer of the Business 
B ,Isseis (which otherwise would satisfy the sectIOn 
36 7(a)(3) active trade or business exception) gener
ally is subject til section 367(a)( I) pursuant to section 
367(a)(). The transfer of the Business C assets gen

~rally is subject to section 367(a)ll) because these as
,CIs do not qualify for the active trade or business ex
ception under section 367(a)(3). However. pursuant 
to paragraph (d)(~l(vi)(B) of this section. the trans
fel" of the Busine" Band C assets is not subject to 
scctlons 367(a)( I) and (d). provided the nasis of the 
Business B amI C assets in the hands of R is no greater 
than the basis in the hands of Z and certain other re
quirements are satisfied. Even though Z is not con
trolled within the meaning of section 368(c) by 5 or 
!ewer oomeqic corporations. Z may avoid immediate 
gam recognition under section 367(a) and (d) on the 
transfers of the Business B and Business C assets to 
r if. pursuant to paragraph (d)(3)(vi)(B) of this sec
tion. the indirect transfer of Z stock satisfies the re
quirements of paragraphs (c)( I )11). (ii). and (iv). and 
Ic)l61 of this section. and Z attaches a statement de
sLTibed in paragraph (d)(2)I.vi)IC) of this section to 
its U.S. income tax retum for the taxable year of the 
transfer. In general. the statement must contain a cer
tification that. if F disposes of the stock of R lin a 
recognition or Iwnrecognition transaction) and a prin
npal purpose of the transfer is the avoidance of U.S. 
tax that would have been imposed on Z on the dis
position of the Businc" Band C assets transferred 
to R. then Z (or r on behalf of Z) will file a return 
lor amended return as the case may be) recognizing 
gain ($50). as If. illllllediately prior to the reorgani
lation. Z transferred the Busine" Band C a"et, to a 
dOllltstic l·orporatinn in exchange for stock in a trans
al"lion treated as a ,ection 351 exchange and imme
diately s"ld such ,tock. to an unrelated party for Its 
fellr mad,et I alue. A tran,actlon is deemed to have a 
principal purpose (If L.S. tax aVOidance if F disposes 
nl R ,tock II !thin two year, of the transfer. unless Z 
\<,r F on oehalf (If Z) can rebut the presumption to 
the satisfaction of the Commissioner. See paragraph 
I J li ~ li' i II DH~) of this ,(ction. With respect til the in
dlrcL"i tran,fer of Z stock. ""ume Ihe requirements of 
p,lragrdphs Icli I IIi!. liil. and IiI) of this section are 
s,ltisfic'J. Thus. assullllllg Z attaches the statement 
described in paragraph Idll~)(\I)(C) of this section l0 
its 1I S Irll"ome tax return Jnd satisties the reporting 
rcquiremellh llf t(116) of this sectioll. the tran,fer of 
BUsllless B ,Ind C ,Isseis is not SUOjel·t to Immediate 
g,lin rccognitilln under sectIon .167(a) or td!. 
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ElIllllple x. ConCllrrent applicatioll or mser 
trUlIs!er alld IIldirect stock tl"(H/sfer rules ill ,:onsoli
dared retllm serrillg-(i) Facts. * * * 

(ii) * * * Pursuant to paragraphs (d)( I) and 
(d)(~)(\ii)(A)(I) of this section, V is deemed to 

transfer the stoL·k of a foreign corporation to F in a 
section 35 .. exchange subject to the rules of para

graphs (b) and (d) of this section. and therefore must 
enter into a gain recognition agreement in the amount 
of $60 (the gain realized but not recogni/ed by V in 
the sl0ck of Z after the $40 basis adjustment). 

* * * * * 
Example 9. Illdirect stock tran.~fer hI· reasol/ of 

Ii cOIllmiled Il.Iset rmmler-(i) FllCIS. The facts are 

the same as in Example 8. except that R transfers the 
Business A assets to M. a wholly owned domestic 

subsidiary of R. in a controlled asset transfer. In ad
dition. V·s basis in its Z stock is $90. 

(ii) ReslIlt. Pursuant to paragraph (d)(2)(vi)(B) of 
this section. sections 367(a) and (d) do not apply to 
Ts transfer of the Business A assets to R. because 

such assets are re-transferred to M. a domestic cor
poration, provided that the basis of the Business A 
assets in the hands of M is no greater than the ba

sis of the assets in the hands of Z. and certain other 
requirements are satisfied. Because Z is controlled 
(within the meaning of section -'tiR(c» by V. a domes
tic corporation. appropriate basis adjustments must 
be made pursuant to section 367(a)(5) to the stock 
of F held by V. Section 367(a)(I) does not apply to 
Ts transfer of its Business B assets to R (which are 
not re-transferred to M) because such assets qualify 
for an exception to gain recognition under section 
367(a)(3). subject to section 367(a)(5). Pursuant to 
paragraphs (d)( I) and (d)(2)( vii)(A)(l) of this sec
tion. V is generally deemed to transfer the stock of 
a foreign corporation to F in a section 354 exchange 
subject to the rules of paragraphs (b) and (d) of this 
sectlOn. including the requirement that Venter into a 
5-year gain recognition agreement and comply with 
the requirements of S 1.36 7(a)-8. However, pursuant 
to paragraph (d)(2)(vii)(B) of this section, paragraph 
(d)(2)(vii)(A)(/) of this section does not apply to the 
extent of the transfer of business A assets by R to M. a 
domestic corporation. As a result, to the extent of the 
business A assets transferred by R to M. V is deemed 
to transfer the stock of Z (a domestic corporation) to F 
in a sectIon 354 exchange subject to the rules of para
graphs (c) and (d) of this section. Thus. with respect 
to V's indirect transfer of Z stock to F, such trans
fer is not subject to gain recognition under section 
367(a)( I) if the requirements of paragraph (c) of this 
section are satisfied. including the requirement that 
Venter IIlto a 5-year gain recognition agreement and 
comply with the requirements of § 1.367(a)-8. Un
der paragraphs (d)(2)(i) and (ii) of this section. the 
transferee foreign corporation is F and the transferred 
corporation is M. Pursuant to paragraph (d)(2)(iv) of 
this section. a dispositlOn by F of the stock of R. or 
a disposition by R of the stock of M. will trigger the 
gain recogmtion agreement. To determine whether an 
as,et di,position constitutes a deemed disposition of 
the transferred corporation' s stock under the rules of 
~ 1.36 7(a)-8(e)(3 )(i). both the Business A assets in M 
and the Business B asset; in R must be considered. 

Exalllple 10. COl/current applicatIOn of direct 
slock (mlllIer alld indirect stock transfer rules in 
senion 368(0)(1 )(A)I(a)(2)(D! reorganization-Ii) 

Faers. The facb are the samc as 111 F.IlIIIII,I,' S. except 

that R acquires all III till' a"Cb Ilf L in a reorganiza· 
tion descrioc'd in sec-tinns -,(,Xl ,Ill I )(.\) and (a)(~)(D). 
Pursuant III the rC'Llrgani/ati,lll. \ IL'C·l'l\ c's.11l percent 
of the stod nl· F III a scctilln .15-+ c\l·hangc' 

(Ii) R,'.wir. ThL' cLln,equences of the transaction 

arc similar to those in E\lIIl1l'/e S. The assets of Busi· 
nesses A and B that arc transfL'ITl'd to R lllust be tested 
under scctlon .167(a) and (d) prinr to thc consllkration 
of the indirect stock lranskr rutes of this paragraph 
(d). The Business B asselS qualify for the actiw trade 
or business exception under section .16 7t a )(.1)' subiect 
to section 367(a)(5). Because the Business A assets 
do not qualify for the exception, Z lllust re(()gnile 

$40 of gain under section 367(a) on the transfer of 
Business A assets til R. Further. because \' and Z tile 
a consolidated return. V's basis in the stock ofZ is in. 
creased from $100 to $140 as a result of Z' s $~O gain. 
Pursuant to paragraphs (d)( I) and (d)(2)(,,,t )(Al( /) of 

this section, V is deemed to transfer the stock of a 
foreign corporation to F in a section 35 .. exchange 
subject to the rules of paragraph (b) and (u) Ilf this 
section. V's indirect transfer of foreign stock will 
be taxable under section -,67(a) unless Venters into 
a gain recognition agreement in the amount of $60 
($200 value of Z stock less $1 .. 0 adjusted basis). 

Example II. Concurrfllt applieatioll of" .I"('("tirlll 
367( (I) and (b) in section 368( 0)( I}( tI )I! oJ( 2}( EJ rmr· 

gal/i~alioll-(i) Faers. F. a foreign corporation. OWIlI 

all the stock of D. a domestic corporation V. a do
mestic corporation, owns all the stock of Z. a foreign 
corporation. V has a basis of $100 in the stock ofZ 
which has a fair market value of $200. D is an op· 
erating corporation with assets valued at $100 with a 
basis of $60. In a reorganization described in sections 
368(a)(I )(A) and (a)(2)(E). D merges into Z. and V 
exchanges its Z stock for 55 percent of the outstand· 
ing F stock. 

(ii) Result. Under paragraph (d)( I )(ii) of this sec
tion. V is treated as making an indirect transfer of Z 
stock to F. V· s exchange of Z stock for F stock will be 
taxable under section 367(a) (and section 1248 will be 
applicable) if V fails to enter into a 5-year gain recog
nition agreement in accordance with the requirements 
of §1.367(a)-S. Under paragraph (b)(2) of this sec· 
tion. if Venters into a gain recognition agreement. 
the exchange will be subject to the provisions of sec
tion 367(b) and the regulations thereunder as well 
as section 367(a). Under § 1.367(b)-4(h). however. 
no income inclusion is required because noth F and 
Z are controlled foreign corporations Wilh respect to 
whieh V is a section 1248 shareholder immediately 
after the exchange. Under paragraphs (d)(2)(i) and 
(Ii) of this section. the transferee foreign corporation 
is F. and the transferred corporation is Z (the acquir
ing corporation). IfF disposes (within the meaning of 
* 1.367(a)-8(e») of all (or a portion) of Z stock within 
the S-ycar term of the agreement (and Y has not made 
a valid elcction under * 1.367(a)-8Ib)( I )(vii)). Y is re
quired to file an amended retum for the year of the 
transfer and include in income. with interest. the gain 
realiLcd out not recogniLed on lhe initial seclion 354 
exchange. Til determine whether Z (the transferred 
corporation) dispmcs of substantially all of its assets. 
only the a"ets of Z immediately prior to the trans
action are taken into account. pursuant to paragraph 
(d)(2)(vJ(B) of this section. Because D is owned by 
r. a foreign corporation. secllon 367(aj(5) precludes 
any a"ets of D from qualifying for nonrecognition 



under section 367(a)(3). Thus, 0 recognizes $40 of 

gain on the transfer of its assets to Z under section 

367(a)(1). 

Example 12. COJ1('Urrelll applicatioll oldirec/ alld 

indirect stock tramier rules-(i) Facts. " * , 
(ii) * * * Pursuant to paragraphs (d)( II and 

(d)(2)(vii)(A)(l) of this sectioll, 0 is deemed to 

transfer the stuck uf a foreign corporation to F in a 

section 354 e.~change subject to the rules of para

graphs (h) and (d) of this sectioll, and lherefore may 

enter inlo a gain recognition agreement for sLlch 

indirect stock transfer as provided in paragraph (h) 

of this section and ~ 1.367(a)-R. * " * 

* * * * * 
Example 15. COIlClirrenr applicllTioll of illdirect 

stock tmllsfer mil'S ol1d sectioll 367( hJ- (i) Focts. F. 
a foreign corporation, owns all of the slock of :>Iewco, 

a dumestic corporation. P, a dumestic corporalion, 

owns all of the stock of Fe. a foreign corpuralion. 

P's basis in the stock of Fe is $50 and the value 

of Fe stock is $100. The all earnings and profits 

amount with respect to the Fe stock held by P is $60, 

See §1.367(b)-2(d). In a reorganization described in 

sections 368(a)(I )(A) and (a)(2)(0) (and paragraph 

(d)(l)(i) of thiS section), Newco acquires all of the 

properties of Fe. and P exchanges its stock in Fe for 

20 percent of the stock in F 

(iij Result. P's section 354 exchange is con

sidered an indirect stock transfer under paragraph 

(d)( I )(i) of this section. Further, because the '-Issets of 

Fe were acquired by Newco, a domestic corporation, 

in an assel reorganization, the transaction is within 

§ 1.367(b )-3(a) and (h). ReCatbe the lransaclion is 

subject to § 1.367(b)-3 and the indirect slock rules 

of paragraph (d) of this section, amI bel<luse the all 

earnings and profits amount with respecl to the Fe 

stock exchanged by P ($601 is greater lhan the g'-lin in 

such stock subject to section 367(a) ($50), the section 

367(b) rules (and not the section 367(a) rules) apply 

to the exchange. See § 1.367(a)-3(b)(2)(i)(B). Under 

the rules of section 367(b), P must include in income 

the all earnings and profits amount of $60 with re

spect to its Fe stock. See § 1.367(b)-3. Allernatively, 

if P's all earnings and profits amount with respect to 

its Fe stock were $30 (which is less than the gain in 

such stock subject to section 367(a) ($50)), section 

367(b) and the regulations thereunder would not ap

ply if there is gain recognition under seclion 367(a) 

Thus, if P failed to enter into a 5-year gain rCCllg

nition agreement in accordance Wilh § 1.3t'l7(a)-R. 

then P would recogni7e S50 of gain IlTlder sectinn 

367(a) and there would be no income inclusion under 

section 367(b). If. instead, P enters into a 5-year gain 

recognition agrcemcnt under § 1.367(a)-8, thereby 

avoiding immediate gain recognition on the entire 

$50 of section 367(a) gain. P is required to include 

in income the all earnings and profits amount of $30. 

In such a case, P will adjust its basis in the Fe stock 

pursuant to §1.367(b)·2(e)(3)(ii) and enter into a 

gain recognition agreement in the amount of $20. 

Example 16. Direct asset r('{)rgal1i~(/ti()11 110/ slIb

ject/o srock trallSler ndes-(i) Fuc/s. 0 is a domestic 

corporalion that owns all the stock of Fl and F2, both 

foreign corporations. In a reorganization described in 

section 368(a)( I )(0), F2 acquires all of the assets of 

Fl, and 0 receives 30 percenl of the stock of F2 in an 

exchange described in section 35'+. 

(ii) Result. The section 36R(a)( I )(0) reorgani

zation is not an indirect ,tock lransfer desuibed in 

paragraph (dl of this ,ection. MorcO\er. the section 

,154 exchange by 0 of F I stock for ['2 ,lock is not an 

exchange described under section 367(a). See pclr,l
graph (a) of this section. 

(e)*;'* 

(I) Rulcs ot' applic(l/Jiliry-(A) Except 

as otherwise provided in this paragraph (e), 

the rules in paragraphs (a), (b), and (d) of 

this section apply to transfers occurring on 
or after July 20, 199R. 

(B) The following rules apply to trans

actions occurring on or after January 23, 
2006. -

(1) The rules in paragraphs (a) and (d) 

of this section, as they apply to section 
368(a)( I leA) reorganizations (includ

ing reorganizations described in section 
368(a)(2)(D) or (E» involving a foreign 

acquiring or foreign acquired corporation: 
(2) The rules in paragraph (b)(2)(i)(B) 

of this section: 
(3) The rules in paragraph (d) of 

this section, as they apply to section 
368(a)(I )(G) reorganizations (includ

ing reorganizations described in section 

368(a)(2)(D»: 
(4) The rules of paragraph (d)( I) and 

(d)(2)(iv), as they relate to exchanges by 

a U,S. person of securities of an acquired 
corporation for voting stock or securities 

of a foreign corporation in control of the 

acquiring corporation in a triangular sec
tion 368(a)(I)(8) reorganization: 

(5) The rules in paragraph (d)( I) and 
(d)(2)(iv) of this section, as they relate to 

exchanges by a U,S, person of stock or 

securities of an acquired corporation for 

voting stock or securities of a domestic 
corporation in control of the foreign ac

quiring corporation in a triangular section 
368(a)(I )(B) reorganization; and 

(6) The rules in paragraph (d)(2)(vii) of 

this section. 
(e) The rules of paragraph (a) of this 

section that apply to transfers of securi

ties in a section 354 or 356 exchange (pur
suant to a section 368(a)( I )(E) reorganiza

tion or an asset reorganization that is not 
treated as an indirect stock transfer) that is 

not subject to section 367(a) apply only to 

transfers occurring after January 5, 2005 

(although taxpayers may apply such pro

vision to transfers of securities occurring 
on or after July 20, 1998, and on or before 

January 5, 2005, if done consistently to all 
transactions), 

(D) The rules in paragraph (d)( I )(vl of 

this section apply to: 

( I) A reorgani7atioll dc\cribcd i t1 sec

tion 36X(a)l1 )(C) followed hy a controlled 

as\et transfer ifsuch reorganifation occurs 
on or after .July 2(), I <)<)S: 

(2) A reorganization descrihed in sec

tion 36X( a)( I )( D) followed hy a controllcd 

asset transfer if such reorgani/ation oc
curs after Decemher 9, 20()2 (for addi

tional guidance concerning such reorgani
zations that occllr on or after July 2(), I <)9S 

and on or before Decemher 9, 2002, see 
Rev. Rut. 2002-85, 2002-2 CB <)S6. and 

*601.601(d)(2) of this chapter): and 

(3) A reorganifatiun described in \ec
tion 368(a)( I )(A), (F). or (G) followed hy 

a controlled asset transfer if such reorgani

zation occurs on or after January 23, 2006. 
(E) The rules of paragraph (d)(2)(\i) of 

this section apply only to transactIons oc
curring on or after January 23, 2006, See 

* 1.367(al-3(d)(2)(vI), as contained in 26 
CFR Part I revised as of April I, 2()05, for 

transactions occurring on or after July 20. 
1998 and before January 23, 2006. 

(F) With respect to certalll transfers of 

domestic stock or securities, the rules in 
paragraph (c) of this section are gener

ally applicable for transfers occurring after 

January 2S1, I SlSI7, See * I 367(a)-3(c)( II ). 
For transition rules regarding certain trans

fers of domestic stock or securities after 
December 16, 1987, and before January 

30, 1997, and transfers of foreign stock 
or securities after Decemher 16, 1987, and 
before July 20,1998, see paragraph (gl of 

this section. 

* * *" * * 
Par. 4, Section I ,367(a)-8 is amended 

as follows: 
I. In paragraphs (c)(2) and (d), remove 

the words "district director" and add "Di

rector of Field Operations" in their place. 
2, In paragraph (e)( I )(i), a sentence is 

added after the first sentence. 

The addition reads as follows: 

~l.3671 a)-8 Guill recognitio/l ogrci'lII(,1I1 

reqll i remc n ts, 

* * * *" * 
(e) * * * 
(/)*** 

(i) * '" '" It also incllldc~ an in
direct dispo~ition of the ~t()C k of the 

transferred corporation a>. de>.crihcd in 

* 1.367( a)-3( d)( 2)( i \), 
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Par. 5. In ~1.367(b)-I(a), remove the 
third and fourth sentences and add a sen
tence in their place to read as follows: 

.~ 1.367(/) )-1 Other lmllsfl'rs. 

(a \ " " " For rules coordinating the con
current application of sections 367(a) and 
(b)' see ~ l.367(al-3(b)(:2\. * '" '" 

* * * * * 
Par. 6. In ~1.367(b)-3(b)(31(ii\. revise 

paragraph (i) of EXillllp/e 5 to read as fol
low,: 

.~ 1.367( Ii )-3 Rcpalriatioll o(f()reigll 

cO/POl'lllC asscts ill cerraillilollrccogilitioll 

trull.luctioIlS. 

* * * * * 
(b) * * * 
(3\ '" * * 
(ii) * '" * 
EIl/IIII'/(' 5. Ii) Facr.'. DCI. a domestic corpo

ratil)n. OI\'nS all of the outstanding stock of FC I. a 
fmcign cmporation. FC I owns all of the outstand
ing \lock uf FC2. a foreign corporation. The all earn
ings and profits amount with respect to the FC2 stock 
owned by FC I is $20. In a reorganization described 
in section 36S(aH I HAl. DC2, a domestic corporation 
unrclakd to FC I or FC2. acquires all of the assets 
and liabilities of FC2 pursuant to a State W merger. 
FC2 receives DC2 stock and distributes such stock to 
FCI. The FC2 stock held by FCI is canceled. and 
FC2 ceases its separate legal existence. 

*~!:*** 

Par. 7. Section l.367(b)--4 is amended 
as follows. 

1. Paragraph (a) is revised. 
2. The title and first sentence of para

graph (b)(1 )(i) are revised. 
3. Paragraph (b)(l)(ii) is redesignated 

as paragraph (b)( I )(iii). and new paragraph 
(bl( I )(iil is added. 

4. In newly designated paragraph 
(h)( I )(iii) Eralllplcs 3A and 38 are added 
after EWlllple 3. 

The rC\isions and additions read as fol
lows: 

~ 1.36 7( h l--J Acquisitioll o(tiJrcign 

cO/porate stock or asscts hy (/ j(1I'cign 

corpora/ion in certain nonrecognition 
t ru IIS( {(til !/IS. 

\<1) .'lCD/)£'. This section applies to an 
aC'quisition h~ a foreign corporation (the 
i'oreign acquiring corporation) of the stock 
or a,seh of a foreign corporation (the for
eign acquired corporation \ in an exchange 
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describcd in section 351 or a reorganiza
tion described in section 368(a)(l)~ In the 
case of a reorganization described in sec
tions 368(a)(1 )(A) and (a)(2)(E), this sec
tion applies if stock of the foreign surviv
ing corporation is exchanged for stock of a 
foreign corporation in control of the merg
ing corporation; in such a case, the foreign 
surviving corporation is treated as a for
eign acquired corporation for purposes of 
this section. A foreign corporation that un
dergoes a reorganization described in sec
tion 368(a)( I )(E) is treated as both the for
eign acquired corporation and the foreign 
acquiring corporation for purposes of this 
section. See § l.367(a)-3(b)(2) fortransac
tions subject to the concurrent application 
of this section and section 367(a). 

(h) * * * 
(I) * * * 
(i) Gcneral rule. Except as provided 

in paragraph (b)(l)(ii) of this section, an 
exchange is described in this paragraph 
(b)(I)(i) if-

* * * * * 
(ii) Exception. In the case of a tri

angular reorganization described 111 

§ 1.358-6(h )(2), or a reorganization de
scribed in sections 368(a)(1 )(G) and 
(a)(2)(0), an exchange is not described 
in paragraph (b)(l lei) of this section if the 
stock received in the exchangc is stock of 
a domestic corporation and, immediately 
after the exchange, such domestic corpo
ration is a section 1248 shareholder of the 
acquircd corporation (in the case of a tri
angular B reorganization) or the surviving 
corporation (in the case of a triangular 
C reorganization. a forward triangular 
merger, a reorganization described in sec
tions 368(a)(I)(G) and (a)(2)(0), or a re
verse triangular merger) and such acquired 
or surviving corporation is a controlled 
foreign corporation. See § l.367(b )-13(c) 
for rules regarding such domestic corpo
ration's basis in the stock of the surviving 
corporation. See paragraph (b) (I )(iii) of 
this section, Example 38 for an illustration 
of this rule. 

(iii) * * * 
EX("'ll'lc 3A. I.i) FUCls. The facts are the same as 

in Ex<llllpic 3. except that FCI merges into FC2 in 
a reorganintion descrihed in sections 368(a)(I )(A) 
and la)(~)IE). Pursuant to the reorganization. DC ex
change, its FC2 stock ror slock of FP. 

I ii I Re.llfll. The result is similar to the result in 
EHIIIII)le 3. The transfer is :m indirect stock transfer 
subject to section 367(a). See § 1.367(a)-3(d)( I )(ii). 
Accordingly. DC's exchange of FC2 stock for FP 

qock will be' ta~al1k under sL'ction ,,67\a) (and sec

tion 124~ \\ ill bL' appliccll1k I if DC fails to enter into a 
gam r(,ct)gl1lti~-'n agrCCllh.'!1t. If DC enters into a gain 

;'eco~l11tll~n al!reel1lcnt. the e\L'hange will bt'subjel·t 

tll th~ PH" 1Sll~n' "r scdinn .'67th) ami the regulations 
thereunder. a, \\'ell a, section "67\;\\. If FP and FC~ 
arc contmlled fillcign corpnrations as to whICh DC is 
a section 124~ .s11;1l't'llllldcr immediately after the re

organilation. then paragraph tl1l( I Hi) of this,winn 
does not apply to require DC to indude in inl'l1ll1e the 
section 12-1); amount attributable to the FC2 stock that 

was exchanged and the amount of the gain rL'cognl' 
tion agreemenl is the amount of gain reali/cd on the 
indirect stock transfer. If FP or FC2 is not a conlrolleJ 
foreign corporation as to \\hich DC is a section 12.JS 
shareholder immediately after the exchange. then DC 

must include in income as a deemed liividend from 
FC2 the section 1248 amount ($20) attribulahle to thc 
FC2 stock that DC exchanged. Under these circlllll· 
stances, the gain recognition agrecment would be the 
amount of gain realized on the indirect transfer. bs 
the $20 section 1248 amount inclusion. 

ExalJ1ple 3E. (il Facls. The facts are the same 
as ExalJ1ple 3, except that USP. a domestic corpora
tion. owns the controlling interest (within the mean· 
ing of section 368(c)} in Fe I stock. In additIOn. FC2 

merges into FC I in a reorganization described in sec· 
tions 368(a)( I )(A) and (a)(2)(D). Pursuant tn the reo 
organiLation. DC exchanges ih FC2 stock for USP 
stock. 

(ii) ResltiL Because DC receives stock of a do· 

mestic corporation. USP. in the section 354 exchange. 
the transfer is not an indirect stock transfer subject 
to section 367(a}. Accordingly. the exchange will 
be subject only to the provisions of section 367(b) 
and the regulations thereunder. Under paragraph 
(b)( I )(ii) of this section. because the stock received 
is stock of a domestic corporation (USPl and. im· 
mediately after the exchange. LJSP is a section 1248 
shareholder of FC I (the survi ving corporation) and 
FC I is a controlled foreign corporation. the exchange 
IS not descflbed in paragraph (b)( I )(i) of this section 
and DC is not required to mclude in income the sec· 
tion 1248 amount attributable to the FCZ stock that 
was exchanged. See ~U67(b)-13(c) for the basis 
and holding period rules applicable to this transac
tion. which cause USP's adju.'ted basis and holding 
period in the stock of FC I after the transaction to 
reflect the basis and holding period Ihat DC had in 
Its FC2 Slack. 

* * * * * 
Par. 8. In §1.367(b)-6, paragraph 

(a)(1), add two sentences to the end to 

read as follows: 

§1.367(b)-6 Efj'ectil'c dates and 
coordination rules. 

(a) * * * 
(I) * * * The rules of §§I.367(b)-3 

and 1.367(b)--4, as they apply to reorgani
zations described in section 368(a)(l)(A) 
(including reorganizations described in 
section 368(a)(2)(0) or (E» involving a 
foreign acquiring or foreign acquired cor
poration, apply only to transfers occurring 



on or after January 23, 2006. Section 
l.367(b)-4(b)( I )(ii) applies to triangular 
B reorganizations OcculTing on or after 
February 23, 2000 and to all other trian
gular reorganizations and reorganizations 
described in section 368(a)(l)(G) and 
(a)(2)(D) occurring on or after January 23, 

2006. 

* * * * * 
Par. 9. Section L367(b)-13 is added to 

read as follows: 

§J.367(b)-13 Special rules for 
determining basis and holding period. 

(a) Scope Cllld dejinitions-(l) Scope. 
This section provides special basis and 
holding period rules to determine the ba
sis and holding period of stock of ccrtain 
foreign surviving corporations held by 
a controlling corporation whose stock is 
issued in an exchange under section 354 
or 356 in a triangular reorganization. This 
section applies to transactions that are 
subject to scction 367(b) as well as section 
367(a). including transactions concur
rently subject to sections 367(a) and (b). 

(2) Definitions. For purposes of this 
section, the following definitions apply: 

(i) A block of stock has the meaning 
provided in §1.l248-2(b). 

(ii) A triangular reorganization is a reor
ganization described in § L358-6(b)(2)(i), 
(ii), or (iii) or in sections 368(a)( 1 )(G) and 
(a)(2)(D) (a forward triangular merger, tri
angular e reorganization, reverse triangu
lar merger, or triangular G reorganization, 
respectively). For purposes of triangular 
reorganizations-

(A) P is a corporation that is a party to 
a reorganization that is in control (within 
the meaning of section 368(c» of another 
party to the reorganization and whose 
stock is transferred pursuant to the rcorga
nization; 

(B) S is a corporation that is a party to 
the reorganization and that is controlled by 
P; and 

(e) T is a corporation that is another 
party to the reorganization. 

(b) Determination of basis for ex
changes of foreign stock or securities 
under section 354 or 356. For rules deter
mining the basis of stock or securities in 
a foreign corporation received in a section 
354 or 356 exchange, see § 1,358-2. 

(e) Detenninatio/1 (~f' basis Clnd holding 
periodfor triangular reorganizatiol1s-( I) 

Application. In the case of a triangular 
reorganization described in paragraph 
(a)(2)(ii) or this section, this paragraph (c) 
applies, if-

(i)(A) Immediately before the transac
tion, either P is a section 1248 shareholder 
with respect to S, or P is a foreign corpo
ration and a United States person is a sec
tion 1248 shareholder with respect to both 
P and S: and 

(B) In the case of a reverse triangu
lar merger. P's exchange of S stock is not 
described in §1.367(b)-3(a) and (b) or in 
§1.367(b)-4(b)(l)(i), (2)(i), or (3); or 

(ii)(A) Immediately before the transac
tion, a shareholder of T is a section 1248 
shareholder with respect to T, or a share
holder of T is a foreign corporation and 
a United States person is a section 1248 
shareholder with respect to both such for
eign corporation and T: and 

(B) With respect to at least one of 
the exchanging shareholders described 
in paragraph (c)(l)(ii)(A) of this sec
tion, the exchange of T stock is not de
scribed in §1.367(b)-3(a) and (b) or in 
§ 1.367(b)-4(b)( I lei), (2)(i), or (3). 

(2) Basis alld holding period rIlles. In 
the case of a triangular reorganization de
scribed in paragraph (c)( 1) of this section, 
each share of stock of the surviving cor
poration (S or T) held by P must be di
vided into portions attributable to the S 
stock and the T stock immediately before 
the exchange. See paragraph (e) of this 
section Examples 1 through 4 for illustra
tions of this rule. 

(il Portiolls attributable to S stock-CAl 
In the case of a forward triangular merger, 
a triangular e reorganization, or a triangu
lar G reorganization, the basis and holding 
period of the portion of each share of sur
viving corporation stock attributable to the 
S stock is thc basis and holding period of 
such share of stock immediately before the 
exchange. 

(B) In the case of a reverse triangular 
merger, the basis and holding period of the 
portion of each share of surviving corpo
ration stock attributable to the S stock is 
the basis and the holding period immedi
ately before the exchange of a proportion
ate amount of the S stock to which the 
portion relates. If P is a shareholder de
scribed in paragraph (c)( l)(i)(A) of this 
section with respect to S, and P exchanges 
two or more blocks of S stock pursuant to 
the transaction, then each share of the sur-

viving corporation (T) attributable to the S 
stock lllu~t be further divided into separate 
portions to account for the separatc blocks 
of stock in S. 

(el If the value of S stock immediately 
before the triangular reorganization is less 
than one percent of the value of the sur
viving corporation stock immediately after 
the triangular reorganization, then P may 
determine its basis in the surviving corpo
ration stock by applying the rules of para
graph (c)(2 J(ii) of this section to determine 
the basis and holding period of the sur
viving corporation stock attributable to the 
T stock, and then increasing the basis of 
each share of surviving corporation stock 
by the proportionate amount of P's aggre
gate basis in the S stock immediately be
fore the exchange (without dividing the 
stock of the surviving corporation into sep
arate portions attributable to the S stock). 

(ii) Portiolls attrihutable to T 
stock-CAl If any exchanging share
holder of T stock is described in para
graph (c)( I )(ii) of this section, the basis 
and holding period of the portion of each 
share of stock in the survi ving corporation 
attributable to the T stock is the basis and 
holding period immediately before the 
exchange of a proportionate amount of the 
T stock to which such portion relates. If 
any exchanging shareholder of T stock is 
described in paragraph (c)(l)(ii) of this 
section, and such shareholder exchanges 
two or more blocks of T stock pursuant to 
the transaction, then each share of surviv
ing corporation stock attributable to the T 
stock must be further divided into separate 
portions to account for the separate blocks 
of T stock. 

(B) If no exchanging shareholder of T 
stock is described in paragraph (c)(\)(ii) of 
this section, the rules of § 1.358-6 apply to 
determine the hasis of the portion of each 
share of the surviving corporation attribut
able to T immediately before the exchange. 

(d) Special rules applicable to di
I'ided shares ofstock-( 1) In general-til 
Shares of stock in different blocks are 
aggregated into one divided portion for 
basis purposes, if such shares immediately 
hefore the exchange are owned by one or 
more shareholders that are-

(A) Not ~ection 1248 shareholders with 
respcct to the corporation: or 

(B) Foreign corporate shareholders, 
provided that no United States persons are 
section 1248 shareholders with respect to 

2006-1 C.B. 491 



both such foreign corporate shareholder, 
and the corporation. 

(ii) For purposes of determining the 
amount of gain realized on the sale or ex
change of stock that has a divided portion 
pursuant to paragraph (c) of this section. 
any amount realized on such sale or ex
change will be allocated to each di\ided 
portion of the stock based on the relative 
fair market value of the ,tock to whIch 
the portion is attributable at the time the 
portions were created. See paragraph (c) 
E.wlIlIJ/e 5 of this section. 

(iii) Shares of stock will no longer be 
required to be divided if section 1248 or 
section l)64(e) would not apply to a dispo
sition or exchange of ,uch stock. 

(2) P/"c-nc!wllgc earnings and profits. 
All earnings and profits (or deficits) ac
cumulated by a foreign corporation be
fore the reorganilation and attributable to 
a share (or block) of stock for purposes of 
section 1248 are attributable to the divided 
portion of stock with the basis and hold
ing period of that ,hare (or block). See 
~ 1367(b)--4(d). 

(3) Post-nc!wllgc camill.R1· and profits. 
Any earnings and profits (or deficits) accu
mulated by the surviving corporation suh
sequent to the reorganization arc attributed 
to each divided ,hare of stock pursuant to 
section 1248 and the regulations thereun
der. The amount of earnings and profits 
(or deficits) attributable to a divided share 
of stock is further attributed to the divided 
portions of such share of stock based on the 
relative fair market value of each divided 
portion of stock. See paragraph (e) EX(JIII

pll! 5 of this section. 
(e) EWIII/llc.l. The rules of this section 

are illustrated by the following examples: 
F'<III1I,lc I. Blod I (lj I/OCI. c.,cl/[JII~(''' ill" frillil' 

~1I1(}r reorg<llli;ufJOII-( I) hid,. (A) US I. a JOl11e,tic 
L'nrl'm'llllln. n\ln, ,dlthe ,tlle, of FI. a foreign cor· 
pm.llilln. FI I'\\n, alilhe ,tlKk of FT. a foreign cor

I'llr'ililHI. \\ ilh 100 ,hJre, of ,loch llUhl'llltilllg. Each 
,h,"e of FT ,toch I' ,,!llled "t $10\ Bee'HI'" FI ac

'lu"'ed the 'IlKk III' FT at tIIll differenl d,ltc,. FI 0\1 Ih 
t\\ll hleIL'" nf FT ,tllc', fill' rllrp(l"~' of ,cction 12.tS. 
The fiN hillc, ClHhhh nf (JII ,hare,. The ,hare, in 
till" fiN bille, h'"e.l ha'l,ofS,OO, (S,;, per ,hare). a 
",lldint! periLld of 10 y"'ar,. and ~2..l1l\ I.j,.\\ per ,hare) 
llt earl1ll1g' and I'fLlfih allnbulahle In the ,hare, for 
purpo ... (' ... of "'('('llon 1 ~-\.S. Thl' '-.el..'ont.i tllock l'on:-'Isb 

LII ~II ,h,lre,. The ,h,lre, In Ihe "~L'llnd hlock hale a 
h.I'I' LII \bOO, I ~ I.' \ pn .,hare I. ,I hnldi ng period of c 
'(,II',. and ~~\)\ I\c, rer ,hare I of earlllng' ami prof· 
Ih ,Illnhulahle ILl Ihe ,hare' for Pllrr'''e, of ,cctilln 
12'\~ 

1 B I L·Sc. a ciLlllle'lI( corpm Jllon. 0\\ n, all of the 
'tLlc', Llf FE J fLlfcl,n corpor,ltlon. I\hich 0111" JIl 
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Llf the stoc\., or FS. a foreign corporalion. FP owns 
t\\ 0 block> of FS ,tock. Each block consists of 10 
,hJr~s II ith a value of S2000( ($20x per share). The 
,hare, in the first bind, have a basis of $50\ ($5\ per 

share!. a holding period of 10 year,. and $5[h ($5\ 

per ,hare 101' earning' and profits attributable to such 
,hares tor purp,bes of ,ection 12·H\. The shares in the 
"'L'{)nU hlock had a basis of $IOOx ($IOx per ,hare). 
a hulding period lIf 5 years. and $20x ($2x per ,hare) 

(If e'arning' and pmfits attributable to such shares for 
purposes Llf section 12..1R. 

(e) FT merges into FS. with FS surviving. and 
1'1 receive, 50 ,hares of FP ,tock with a value of 
$1.0()()x in exchange for its FT stock. The merger 

of FT iJ1lo FS qualifie, as forward triangular merger. 
and immediately after the exchange US I is a section 

12.tX shareholder with respect to FI. the exchanging 
shareholder. FP and FS. all of which are controlled 
forcign corporations. 

Iii) Busis ,,1/" h"ldil/g jJeriod determil/(/tioll. (1) 

USI is a section 12.tS,hareholderofFI. theexchang
ing shareholder. and FT (both of which are controlled 
foreIgn corporation,) immediately before the transac
tion. Moreover. 1'1 is not reqUIred 10 include amounts 
in income under ~ 1.367(b)-3(b) or l.367Ib)-.t(b) as 
descrihed in paragraph (c)(Ij(ii)(B) of this section. 

Aecortlingly. the basis and holding period of the FS 
>lock held by FP immediately after the triangular re
organization is determined pursuant to paragraph (c) 
of this section. 

(2) Pursuant to paragraph (c) of this section. each 
,hare of FS stock is divided into portions attributable 
to the basi, and holding period of the FS ,tock held 
by FP immediately before the exchange (the rs por
tion) and the FT stock held by FI immediately before 
the exchange (the FT portion). The basis and hold
ing period of the FS portion is the hasis and holding 
period of the FS stock held by FP immediately be
fore the exchange. Thus. each share of FS stock in 
the firsl block has a portion wilh a basis of $5x. a 
I alue of $20x. a holding period of 10 years. and $5x 
of earnings and profits attributable to such portion for 
purposes of section 1248. Each share of FS stock in 
the second block has a portion with a basis of $IOx. 
a 1:i1ue of $20x. a holding period of.'i years. and $2x 
of earnings anci profits attributable to such portion for 
purpo,es of ,ectlon 12.t8. 

(3) Because the exchanging ,hareholder of FT 
,toe k (F I) has a section 1248 shareholder (U S I ), the 
holding pcriod and basis of the FT p0l110n is the hold
ing period and the proportIOnate amount of the ba
,is of the FT .stock immediately before the exchange 
to which ,uch portion relates. Further. because FI 
e.\ch'.IIl~eJ two blocks of FT stock. the FT portion 
lIIu,t be di\ided into two ,eparate portions attribut
able to Ihe Iwo block, of FT ,tock. Thus. each share 
of FS ,lIlck will hale a second portion with a basis 
of SI';x ($JOOx ba,is! 20 shares). a value of $30x 
1$60()x ,alue ! 20 shares). a holding period of 10 
year,. and ~ 12x of earnings and profits I $240x I 20 

,hares) attributable to such portion for purposes of 
,ection 1248. Each share of FS stock will have a 
third portion with a basis of $30x ($600x basis I 20 
,hare,). a value of $20x ($..100\ value! 20 shares). a 
holding period of 2 years. and $.tx of earnmgs and 
profits 15811\! 2() ,hare'i attributable to such portion 
for purpme, of section 1248. 

(ill) S"Ii\('{JlwlIf disl'ositioll-jirst block. Assume. 
immediately after the transaction. FP disposes of a 

share nf FS swr\.. from the first hlnc·J.,.. When FP dis
pose, elf an) sharl' Llf It, FS 't<IC\... it is treated as dis
poslIlg I1f e:lL"il di, iJcd porilnn of such share. Wllh reo 

spectto the fir,t poninn laltrlbutable to the' FS Slockl. 
rp reL'll~ni/es a ~ain ,'f S 1)\ 1$2(1:\ ",due - $Sx ba· 
sis). $5; of II hi"I~ Is Ireateci a, a dl\ idend under ,ec· 
tion 12..1~. With resped hI thc sCL'ond portion (allrib. 
utable to the fiN bloc\.. nf FT ,tod.1. FP rec'ognizes a 
gain of $15, ($.'rl\ I ,dUL' . S 15\ basis). S 12\ of which 
is treated as a di\idcnd UllLkr "ctinn 12.tH. With reo 
speci to the thm! portioll lattrihutable to the second 
block of FT ,tock). FP recogni/e, a capital loss of 
$10\ (Si20x ,aluc - $J()x basi,) 

(iv) SUil.H''1I/ellf di."I,osinoll secolIII hiock. As· 
sume further. immediately after the transactIOn. FP 
also di,pose, of a share of stock from the second 
block of FS stock. With respect to the firsl portion 

(attributable to the FS slOck). FP recognizes a gain 
of $IOx ($2()x value - $IOx basis). $2x of whieh is 

treated as a dividend under section 12-lR. Wilh re

spect to the second portion (attributable to the first 
block of FT stock). FP recognizes a gain of $15x 
($30x value - $15x basis). $12x of which is Ireated 
as a dividend under section 1248. With respect 10 

the third portion (attributable to the second block of 
FT stock). FP recognizes a capital loss of $IOx ($20x 
value - $30x basis). 

E.wlllple 2. (I) Facts. The facts are the same as 

in Framl'le 1. except that FS mcrges into IT with 
FT surviving in a reverse triangubr merger. Pursuant 
to the merger. FI receives FP stock with a value of 
S I.OOOx in exchange for its FT stock. and FP receivel 
10 share, of FT stock with a value of $I.OOOx in ex· 
change for its FS stock. Immediately after the ex
change. US I is a section 12-l~ shClreholder with re
spect to FI. the exchanging shareholder. FP, and FT. 
all of which are controlled foreign corporations. 

(ii) Blllis IIlId holdillg period determination-fA) 
The basis and holding period of the siock of the sur
viving corporation held by FP are the same as in Ex
IImplc I. except that each share of the surviving cor
poration (FT. insteCld of FS) will be divided into four 
portions instead of three portions. Because FP ex· 
change, two blocks of FS stock, the FS portion must 
be divided into two separate portions attributable to 
the two blocks of FS ,tock. Because FI exchanges 
two blocks of FT slock. the FT portion must be di
vided into two separate portions attributable to the 
two blocks of FT stock. 

(B) Thus, each share of the surviving corpora
lion (FT) will have a first portion (attributable to the 
first block of FS stock) with a basis of $5x (S50x I 
10 shares). a value of $10x ($20()x I iO shares). a 
holding penod of 10 years, and $5x of earnings and 
profit, ($50x 110 shares) attributable to such portion 
for purposes of section 1248. Each share of FT ,tock 
will have a second portion (attributable to the second 
block of FS stock) With a basis of $ lOx ($IOOx! 10 
shares). a value of S20x ($200x I 10 shares). a hold· 
ing period of 5 years. and $2x of earnings and prof· 
its ($20x I to shares) attributable to such portion for 
purposes of section 12.t8. Moreover. each share ofFT 
stock will have a third portion (attributable to the first 
block of FT stock) with a ba.sis of $30x ($300x basis! 
10 share,). a value of $60x ($600x value 110 shares), 
a holding period of 1 () year,. and $24.x of eamings and 
profits ($240x 110 shares) attributable to such portion 
for purposes of section 12.t8. Lastly. each share of 
FT stock will have a fourth portion (attributable to the 



second block ofFr stock) with a basis of $60x ($600x 

basis I Jl) shares), a value of $40x (S400x value I 10 

shares), a holding period of 2 years, and S8x of earn

ings and profits ($80x 110 shares) attributable to such 

portion for purposes of section 1248. 

E.wmple 3. (i) FoC/s. USP, a domestic corpora

tion, owns all the stock of FS, a foreign corporation 

with 10 shares of stock outstanding. Each share of FS 

stock has a value of $1 Ox, a basis of $5x, a holding 

period of 10 years, and $7x of earnings and profits at

tributable to such share [or purposes of section 1248. 

FP, a foreign corporation, owns the stock of Fr, an

other foreign corporation, FP and Fr do not have any 

section 1248 shareholders. rT has assets with a value 

of $100x, a basis of $50x, and no liabilities. The FT 

stock held by FP has a value of $100x and a basis 

of $75x. FT merges into FS with FS surviving in a 

forward triangular merger. Pursuant to the reorgani

zation, FP receives USP stock with a value of $IOOx 

in exchange for its FT stock. 

(ii) Basis ond holdin!!, period determination-(A) 
Because USP is a section 1248 shareholder of fS im

mediately before the transaction, the basis and hold

ing period of the FS stock held by USP immediately 

after the triangular reorganization is determined pur

suant to paragraph (c) of this section. 

(B) Pursuant to paragraph (c) of this section, each 

share of FS stock is divided into portions attributable 

to the basis and holding period of the FS stock held 

by USP immediately befure the exchange (the FS por

tion) and the FT pan ion immediately before the ex

change. Because FT does not have a section 1248 

shareholder immediately before the transaction, the 

rules of § 1.358-6 apply to determine the basis of the 

IT portion of each share of FS stock. Those rules 

determine the baSIS of FS stock held by USP by ref

erence to the basis of Frs net assets. The basis and 

holding period of the FS portion is the basis and hold

ing period of the FS stock held by USP immediately 

before the exchange. Thus, each share of FS stock 

has a portion with a basis of $5x, a value of $ lOx, a 

holding period of 10 years, and $7x of earnings and 

profits attributable to such portion for section 1248 

purposes. The basis of the FT portion is the basis of 

the FT assets tu which such portion relates. Thus, 

each share of FS stock has a second portiun wi th a 

basis of S5x ($SOx basis in FT's assets / 10 shares) 

and a value of $10;0. ($ JOOx value of Fr's assets / JO 

shares). All of FS's earnings and profits prior to the 

transaction ($70x) is attributed solely to the FS por

tion in each share of FS stock. As a result of each 

share of stock being divided into portions, the basis 

of the FS stock is not averaged with the basis of the 

IT assets to increase the section 1248 amount with 

respect to the stock of the surviving corporation (FS). 

Fxwnple 4. (i) Facts. US, a domestic corporation, 

owns all of the stock of FT, a foreign corporation. 

The FT stock held by US constitutes a single block 

of stock with a value of $1 ,OOOx, a basis of $600x, 

and hulding period of 5 years. USp, a domestic cor

poration, forms FS, a foreign corporation. pursuant 

to the plan of reorganization and capitalizes it with 

$IOx of cash. FS merges into FT with FT surviving 

in a reverse triangular merger and a reorgani73tion de

scribed in section 36R(a)( I )(B) Pursuant to the reor

ganization, US receives USP stock with a value of 

$I.OOOx in exchange for its FT stock, and LJSP re

ceives 10 shares of FT stock with a value of $1.010x 

in exchange for its FS stock. 

(ii) Basis and holdillf!, period derermillario/l. (A) 

US and USP arc section 1248 shareholders of FT and 

FS, respectively, immediately before the transaction. 

:-<either US nor USP is required to include amounts 

in income under *1.367(b)-3(b) or U67(b)-4(b) as 

described in paragraph (c I( I )( i)(8) or (c)( ll(ii)( B) of 

this section. The basis and holding period of the IT 
stock held by USP is determined pursuant to para

graph (c) of this section, 

tB) Pursuant to paragraph (c) of this section, 

because the exchanging shareholder of FT stock 

I. US) is a section 1248 shareholder of fT. each share 

of the surviving corporation (FT) has a proportionate 

amount of the basis and holding period of the FT 

stock immediately before the exchange to which such 

share relates. Thus, the portion of each share of FT 

stock attributable to the FT stock has a basis of $60x 

($600x basis /10 shares), a value of $IOOx ($1.000x 

value / 10 shares), and a holding period of 5 years. 

Because the value of FS stock immediately before 

the triangular rcorganization ($IOx) is less than one 

percent of the value of the surviving corporation 

(FT) immediately after the triangular reorganization 

(SI,OIOx). USP may determine its basis in the stock 

of the surviving corporation (FT) attributable to its 

FS stock basis held prior to the reorganization by 

increasing the basis of each share of Fr stock by the 

proportionate amount of USP's aggregate basis in the 

FS stock immediately before the exchange (without 

dividing each share of Fr stock into separate portions 

to account for FS and Fr). If USP so elects, USP's 

basis in each share of FT stock is increased by $Ix 

($IOx basis in FS stuck I 10 shares). As a result, 

each share of FT stock has a basis of $61 x, a value 

of $IOlx, and a holding period of 5 years. 

EWlIlple 5, (i) Facrs. US, a domestic corpora

tion, owns all of the stock of FI, a foreign corpora

tion, which owns all the stock of Fr, a foreign corpo

ration, The Fr stock held by Fl constitutes one block 

of stock with a basis of $170x, a value of $200x, a 

holding period of 5 years, and SlOx of earnings and 

profits attributable to such stock for purposes of sec

tion 1248, FP, a foreign corporation, owns all the 

stock of FS, a foreign corporation, FS has 10 shares 

of stock outstanding. No United States person is a 

section 1248 shareholder with respect to FP or FS. 

The FS stock held by FP has a value of $1 OOx and 

a hasis of $50x ($5)( per share) FT merges into 

FS with FS survi ving in a forward triangular merger. 

Pursuant to the merger, FI receives FP stock with 

a value of $200x for its Fr stock in an exchange 

that qualifies for non-recognition under section 354. 

US is a section 1248 shareholder with respect to FI. 

the exchanging shareholder, FP, and FS (all of which 

arc controlled foreign corporations) immediately af

ter the exchange. 

(ii) Basis and holdillf!, period determinarion. (A) 

Because US is a section 1248 shareholder of F 1. the 

exchangmg shareholder, and l'T immediately before 

the transaction, and US is a section 1248 shareholder 

of FI, FP, and FS immediately after the transactions, 

F I is not required to include amounts in income un

der §§1.367(b)-3(b) and 1.367(b)-4(b) as described 

in paragraph (c)(l )(ii)(B) of this section. Thus, the 

hasis and holding period of the FS stock held by FP 

immediately after the triangular reorganization is de

termined pursuant to paragraph (c) of this section. 

(B) Pursuant to paragraph (c) of thiS section, each 

share of FS stock is divided into portions attributable 

to the basis and holding period of the FS stock held 

by FP immediarely hefore the e~change (the FS por

tion) and the FT srock held by FI immediately before 

the exchange (the FT portion I. The basis and hold

ing period of the FS portion is rhe basis and holding 

period of the FS stock held by FP immediately he

fore the exchange. Thus. each share of FS qock has a 

portion with a basis of $5)( and a value of $1 Ox. Be

cause the exchanging shareholder of FT stock (FI) 

has a section 124R shareholder of hoth F I ,lIlel FT. the 

basis and holding period of the FT portion is the pro

portionate amount of the basis and the holding period 

of the Fr stock immediately before the exchange to 

which such portion relates. Thus, each share of FS 

stock will have a second portion with a basis of $17x 

($170x basis / 10 shares I, a value of $20x ($20()X 

value / 10 shares), a holding period of 5 years, and 

S I x of earnings and profits ($lOx earnings and profits 

/ IO shares) attributable to such p0l1ion for purposes 

of section 1248. 

(iii) Subsequent disposition. (A) Several years 

after the merger, FP disposes of all of its FS "ock in 

a transaction governed by section 964(el. Ar the lime 

of the disposition, FS stock has decreased in value to 

$21 Ox (a post-merger reduction in value of $90x), and 

FS has incurred a post-merger deficit in earnings and 

profits of $30x. 

(B) Pursuant to paragraph (dl(l)(ii) of this sec

tion, for purposes ot determining the amount of gain 

realized on the sale or exchange of stock that has a 

divided portion, any amount realized on such sale 

or exchange is allocated to each divided portion of 

the stock based on the relative fair market value of 

the stock to which the portion is attributable at the 

time the purtiuns were created. Immediately before 

the merger. the value of the FS stock in relation to 

the value of both the FS stock and the FT stock was 

one-third ($IOOx / ($ 100 x plus $200x». Likewise, 

immediately before the merger, the value of the FT 

stock in relation to the value of both the FT stuck 

and the FS stock was two-thirds ($200x / $IOOx plus 

$200x). Accordingly, one-third of the $21 Ox amount 

realized is allocated to the FS p0l1ion of each share 

and two-thirds to the FT portion of each share. Thus, 

tile amount realIzed allocated to the FS portion of 

each share is $7x (one-third of $210x divided by 10 

shares). The amount realized allocated to the FT por

tion of each share is $14x (two-thirds of $210x di

vided by 10 shares). 

(C) Pursuant to paragraph (d)(3) of this section, 

any earnings and profits (or deficits) accumulared by 

the surviving corporation subsequent to the reorgani

zation are attributed to the divided pnrtions of shares 

of stock based on the relative fair mal ket value of 

each divided portion of stock. Accordingly, one-third 

of the post-merger carnings and profits deficit of $30.\ 

is allocatcd to the FS portion of each share and two

thirds to the FT portion of each share. Thus, the 

deficit in earnings and profits allocated to the FS por

tion of each share is $Ix (one-third of $30x divided 

by 10 shares). The deficit in earnings and profits al

located to the FT portion of each sharc is $2x (tWll

thirds of $30x divided by 10 shares). 

(0) When FP disposes of its FS stock, FP is 

treated as dIsposing of each dis ided portion of a 

share of stock. With respect to the FS portion of 

each share of stock, FP recognizes a gain of $2x ($7x 

value - S5x basis), which is not rccharactefl/ed as 

a dividend because a deficit in earnings and profils 
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of S 1 \ i, attrihulahlc III ,uch I'llrllllll 101 I'urp"'c, "I 
,eclioll 1 ~4K. W,lh IC'!,CCI III the FT jlllrtillil III ea,'il 

,hale of qllck. FP ICCllgIlI/C' ,I 10" of 5.1\ 151-1\ 

\Jlue - S17, ha'hl 

(I) Ffjl'cril't' dutt' Thi~ section applies 
to exchanges occurring on or ,tlkr January 
23, 2006. 

Par. 10. Section 1,88-1-2 is amended as 
follows: 

I. Paragraphs (c)( 3) through 
(c)(6)(i)(A) are revised. 

2. Paragraphs (c)(6)(i)(lh IC). and (0) 

are added, 
3, Paragraphs Icl(6l(ii) through (f) are 

revised. 
-I. Paragraph Ig) is amended hy adding 

a sentence at the end. 
The revisions and additions read as fol

lows: 

,~I ,88';-2 Special rules .tor rerlllin({rion 
or incorporatioll Of'il U.S. tradc or 
/JIIsilless or Iiljl/ic/mio/l or rcorgani;:urion 
(Jlu ii)reign c(Jlpof(ltion or its dOlllestic 
l'II!Jsidiiln'. 

* * * * * 
Ic)!3) through (c)(6)(i)(A) [Reserved]. 

For further guidance, see * 1.884-2T(c)(3) 
through (c)(6)(i)(A). 

(B) Shareholders of the transferee (or of 
the transferee's parent in the case of a tri
angular reorganization described in section 
368(a)( I )(e) or a reorganization described 
in sections 368(a)(1)(A) and 368(a)(2)(D) 
or (E)) who in the aggregate owned more 
than 25 percent of the value of the stock 
of the transferor at any time within the 
12-month period preceding the clme of the 
year in which the section 381(a) transac
tion occurs sell, exchange or otherwise dis
pose of thei r stock or securi tics in the trans
feree at any time during a period of three 
years from the close of the taxable year 
in which the section 381(a) transaction oc
curs, 

(C) In the case of a triangular reorga
ni7ation described in section 36R(a)( I )(C) 

or a reorganization descrihed in sections 
36H(a)( I HA) and 36R(a)(2)(D) or (E). the 
transferee's parent sells, exchanges, or 
otherwise disposes of its stock or securi
ties in the transferee at any time during a 
period of three years from the close of the 
taxable year in which the section 3Rl(a) 
transaction occurs. 

(D) :'\ l"orporatilln related to any such 
shareholder or the shareholder itself if it 
is a corporation (subsequent to an cI'ent 
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described in paragraph (c)(6)(i)(A) or (B) 
of this seL'lion) or the transferee's par
ent (subscquent to an event described in 
paragraph (c)(6l(i)(C) of this section), 
Uses. directly or indirectly, the proceeds or 
propl'rty rl'ceiled in such sale, exchange 
or disposition, or propeny attributable 
thl'reto, in the conduct of a trade or busi
ness in the United States at any time during 
a period of three years from thl' date of sale 
in the case of a disposition of stock in the 
transferor, or from the close of the taxable 
year in which the section 381(a) transac
tion occurs in the case of a disposition 
of the stock or securities in the transferee 
(or the transferee's parent in the case of 
a triangular reorganization described in 
section 368(a)( I )(e) or a reorganization 
described in sections 368(a)( I )(A) and 
(a)(2)(D) or (E». Where this paragraph 
(c)(6)(i) applies, the transferor's branch 
profits tax liability for the taxable year in 
which the section 381(a) transaction oc
curs shall be determined under * 1.884-\, 
taking into account all the adjustments 
in U,S, net equity that result from the 
transfer of U ,S, assets and liabilities to the 
transferee pursuant to the section 3X I (a) 
transaction, without regard to any provi
sions in this paragraph (c). If an event 
described in paragraph (c)(6)(i)(A), (B), 
or (C) of this section occurs after the close 
of the taxable year in which the section 
381 (a) transaction occurs, and if additional 
branch profits tax is required to be paid 
by reason of the application of this para
graph (c)(6)(i), then interest must be paid 
on that amount at the underpayment rates 
determined under section 6h21 (a)(2), with 
respect to the period between the date that 
was prescribed for filing the transferor's 
income tax return for the year in which the 
section 381 (a) transaction occurs and the 
date on Vi hich the additional tax for that 
year is paid. Any such additional tax lia
bility together with interest thereon shall 
be the liability of the transferee within the 
meaning of section 690 I pursuant to sec
tion 6l)() I and the regulations there under. 

(c)(6)(ii) through (f) [Reserved]. For 
further guidance, see ~1.884-2T(c)(6)(ii) 
through m. 

(g) * * * Paragraphs (c)(6)(i)(B), (e), 

and (D), are applicable for tax years be
ginning after December 31, 1986, except 
that such paragraphs are applicable to 
transactions occurring on or after January 
~3. ~006 in the case of reorganizations 

descrihed in sections 36~(a)( I )(A) and 

36~(a)(~)([)) or (El 
Par. II. In ~ !.~R-I-2T, paragraphs 

(c)(6)(i)(Bl. (e), and (0) are re\'ised to 

read as fullows: 

,Ii 1.884-2T Special mit's fi))' terll/illaTion 
or illcorporarion (It II U.S, trade or 
bl/siness or liqllid([tion or rcorg([lIi;.ariol/ 
ot ([ Ji)reign corponttion or its dOlllcsri£' 
slIbsidiary (1'(,lI1po['([rY). 

* * * * * 
(c) * * * 
(6) * * * 
(i) * * * 
(B), (e), and (D) [Reserved], For fur

ther guidance, see * 1.884-2(c)(6)(i)(8), 
(e), and (D)_ 

Par. 12. Section * 1.6038B-l is 
amended as follows: 

I. Paragraphs (b)(1 )(i) and (b)(1 )(ii) are 
revised. 

2. The text of paragraph (g) is redesig
nated as paragraph (g)( I) and the first sen
tence is revised. 

3, Paragraphs (g)(2), (g)(3), and (g)(4) 
are added. 

The revisions and addition are as fol
lows: 

§1.6038B-1 Reporting of certain rransfers 
to foreign corporations, 

* * * * * 
(b) Till1/:' alld /lWIIIlI:'r oj'reporting-O) 

III gClleral-(i) Reporting procedure. 
Except for stock or securities qualify
ing under the special reporting rule of 
* 1.6038B-1 (b )(2), and certain exchanges 
described in section 354 or 356 (listed be
low). any U,S. person that makes a trans
fer descrihed in section 6038B(a)(l )(A), 

367(d) or (e), is required to report pur
suant to section 6038B and the rules of 
* 1.6038B-1 and must attach the required 
information to Form 926, "Return by a 
U.S. 1'rallsj'eror of Property to a Foreign 
Cmpol'({lioll." For special rules regarding 
cash transfers made in tax years beginning 
after February 5, 1999, see paragraphs 
(b )(3) and (g) of this section. For pur
poses of determining a U,S, transferor 
that is subject to section 6038B, the rules 
of §§ l.367(a)-IT(c) and l.367(a)-3(d) 
shall apply with respect to a transfer de
scribed in section 367(a), and the rules 
of §1.367(a)-!T(c) shall apply with re
spect to a transfer described in section 



367(d). Additionally, if in an exchange 
described in section 354 or 356, a U.S. 
person exchanges stock or securities of 
a foreign corporation in a reorganization 
described in section 368(a)(l)(E), or a 
U.S. person exchanges stock or securities 
of a domestic or foreign corporation pur
suant to an asset reorganization described 
in section 368(a)(1) (involving a transfer 
of assets under section 361) that is not 
treated as an indirect stock transfer under 
§1.367(a)-3(d), then the U.S. person ex
changing stock or securities is not required 
to report under section 6038B. Notwith
standing any statement to the contrary on 
Form 926, the form and attachments must 
be attached to, and filed by the due date 
(including extensions) of the transferor's 
income tax return for the taxable year that 
includes the date of the transfer (as defined 
in §1.6038B-IT(b)(4». For taxable years 
beginning before January 1, 2003, any at
tachment to Form 926 required under the 
rules of this section is filed subject to the 
transferor's declaration under penalties of 
perjury on Form 926 that the information 
submitted is true, correct and complctc to 
the best of the transferor's knowledge and 
belief. For taxable years beginning after 
December 31, 2002, Form 926 and any 
attachments shall be verificd by signing 
the income tax return with which the form 
and attachments are filed. 

(ii) [Reserved]. For further guidance, 
see §1.6038B-lT(b)(ii). 

* * * * * 
(g) Effective dates-(l) This section 

applies to transfers occurring on or after 
July 20, 1998, except for transfers of cash 
made in tax years beginning on or beforc 
February 5, 1999 (which are not required 
to be reported under section 6031m), ex
cept for transfers described in paragraphs 
(g)(2) through (4) of this section, and ex
cept for transfers described in paragraph 

(e) of this section, which applies to trans
fers that are subject to ~* 1.367(e)-1 (0 and 
1.367(e)-2(e). * * * 

(2) The rules of paragraph (bj(I)(i) 
of this section as they apply to section 
368(a)( 1 HAl reorganizations (includ
ing reorganizations described in section 
368(a)(2)(D) or (E» apply to transfers 
occurring on or after January 23, 2006. 

(3) Thc rules of paragraph (b)(I lei) 
of this section that provide an exception 
from reporting under section 6038B for 
transfers of stock or securities in a sec
tion 354 or 356 exchange, pursuant to a 
section 368( a)(l)(G l reorganization that 
is not treated as an indirect stock transfer 
under * l.367(a)-3(d), apply to transfers 
occurring on or after January 23, 2006. 

(4) The rules of paragraph (b)(I)(i) 
of this section that provide an excep
tion from reporting under scction 603RB 
for transfers of stock in a section 354 
or 356 exchange. pursuant to a section 
368(a)(l )(E) reorganization or an asset re
organization under section 368(a)( I) that 
is not treated as an indirect stock transfer 
under §1.367(a)-3(d), apply to transfers 
occurring on or after January 23, 2006. 
The rules of paragraph (b)(I)(i) of this 
section that provide an exception from re
porting under section 6038B for transfers 
of securities in a section 354 or 356 ex
change, pursuant to a section 368(a)( 1 )(E) 
reorganization or an asset reorganiza
tion under section 368(a)(I) that is not 
treated as an indirect stock transfer under 
§ 1.367(a)-3(d), apply only to transfers 
occurring after January 5, 2005 (although 
taxpayers may apply such provision to 
transfers of securities occurring on or aftcr 
July 20, 1998 and on or before January 5, 
2005, if done consistently to all transac
tions). See § 1.6038-1 T(b )(i), as contained 
in 26 CFR Part 1 revised as of April I. 
2005, for transfers occurring prior to the 

effective dates described in paragraphs 
(g)(2) through (4) of this'iection. 

Par. 13. In ~1.6038B-IT. paragraph 
(b)(l )(i) is revised to read as follows: 

.91.603RR-1T Reporting of ('erwill 
transactions to foreign corporations 
(temporary). 

* * * * * 
(b) Time alld malliler oj'reporling-(I) 

In general-(i) [Reserved]. For further 
guidance, see § 1.6038B-l (b)(1 )(i). 

* * * * * 

Mark E. Matthews, 
Deputy Commissioner for 
Sell'ices and Enforcement. 

Approved January 17, 2006. 

Eric Solomon, 
Acting Deputy Assistant Secretary 

of the TreaslIn' (Tax Policy). 

Filed by the Oftlce of the Federal Register on January 23. 
2006. 11:43 a.m .. and published in the i"ue of the Fedelal 
Register for January 2n. 200n. 71 FR. 4276) 

Section 664.-Charitable 
Remainder Trusts 
26 CFR 1.664-1: Charitable remainder trusts. 

Extension of the June 28. 200S grandfather date in 

Rev. Pruc. 2005-24 until funher guidance is issued 

hy the IRS. See Notice 2006-15, page 50 I 

Section 1503.-Com~uta
tion and Payment of Tax 

A notice announces the adoption of a reasonahle 

calise standard for curing late filings under section 

1503(d). See Notice 2006-13. page 496. 
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Part III. Administrative, Procedural, and Miscellaneous 
Announcement of Rules 
Adopting a Reasonable Cause 
Standard for Section 1503(d) 
Filings 

Notice 2006-13 

PURPOSE 

This notice ~nnounces that the Inter
nal Rewnue Sen ice (IRS) and Treasury 
intend to issue regulations under section 
ISm(d) of the Internal Revenue Code 
providing that taxpayers who f~il to file 
any agreements. statements. rebuttals. 
requests or other information required 
under section IS03(d) in a timely man
ner may seck relief for such failure under 
a reasonable cause standard similar to 
Prop. Treas. Reg. * I.IS03(d)-I(c)(l). 
Prior to the issuance of those regulations. 
and except as provided below. taxpayers 
may rely on the guidance contained in 
Prop. Treas. Reg. * I.IS03(d)-I(c)(ll. as 
modified by this notice. to cure such late 
filings. During that time. taxpayers may 
continue. in lieu of using the reasonable 
cause procedure contained in this notice, 
tn apply the provisions of Treas. Reg. 
~~ 301.9100-1 through -3. The IRS and 
Treasury intend that the reasonable cause 
procedure set forth in final regulations 
will hc consistent with the reasonable 
cause standard set forth in Prop. Treas. 
Reg. * I.IS03(d)-I(c)(l) and this notice, 
and such final regulations will prw,pec
tively supersede relief under Treas. Reg. 
~~ 301.9100-1 through -3 for purposes 
of curing all late filings required under 
section IS03(dl. 

BACKGROUND 

Section ISm(dl provides that a dual 
COlNllidated loss of a dual resident cor
poration is not a\lowed to reduce the tax
able income of any other member of the 
corporation', affiliated group for any tax
able year. The term dual resident corpora
tion inc'ludes a domestic corporation that is 
subject tll the illL'llllle tax of a foreign coun
tr: on its \\llrld\\'ide income or on a resi
dence basis and a separate unit of a domes
tiC l'llrpnration. SeL'lillns IS03(dll~)(A) 

and (Lil(JI. 
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The IRS and Trcasury issued tempo
rary regulatlons under section 1503(d) 
in 1989 n.D. 8261, 1989-2 C.B. 220) 
and final regulations in 1992 (T.D. 8434. 
1992-2 C. B. 240). The temporary regu
lations were initially designated as Treas. 

Reg. * 1.1503-2T. but were re-desig
nated as Treas. Reg. * l.lS03-2A by the 
final regulations. The temporary regu
lations in Treas. Reg. § 1.1503-2A are 
effective for taxable years beginning after 
December 31, 1986 and before October 
I. 1992. The final regulations in Treas. 
Reg. * 1.1503-2 are generally effective 
for taxable years beginning on or after 
October I, 1992. In 2002. the IRS and 
Treasury issued proposed regulations, 
which were finalized in 2003 (T.D. 9084, 
2003-2 C.B. 742) and are effective with 
respect to transactions constituting trigger
ing events occuning on or after January I. 
2002. These regulations provide that cer
tain events will not trigger the recapture 
of a dual consolidated loss or payment of 
the associated interest charge and identify 
transactions for which a closing agreement 
is no longer required. In addition, in 2003 
the IRS and Treasury issued temporary 
regulations under section IS03(d) (T.D. 
9100.2004-1 C.B. 297) that modified the 
final regulations to facilitate electronic 
filings. These 2003 temporary regulations 
generally are effective for taxable years 
beginning after December 31, 2002. 

Treasury Reg. ** 1.1503-2(g)(2) and 
1.IS03-2T(g)(2) provide an exception 
to the general limitation on the use of 
dual consolidated losses if an election 
is made to be bound by the provisions 
of Treas. Reg. ~* \.1503-2(g)(2) and 
l.lS03-2T(g)(2) by attaching to a timely 
filed U.S. income tax return for the taxable 
year in which the dual consolidated loss is 
incurrcd an agreement ((g)(2) agreement) 
which includes a certification that no por
tion of the dual consolidated loss has been 
or will he used to offset the income of 
another person under the laws of a foreign 
country. In addition to the (g)(2) agree
ment taxpayers may be required to attach 
to their timely filcd income tax return 
other agreements. statements. rebuttals, 
or information. Similar requirements are 
contained in Trcas. Reg. § I.1503-2k 
Taxpayers who fail to file such agree-

ments. statements. rebuttals. requests or 
other information in a timdy manner must 
request an extension of time under Treas. 
Reg. *§ 30 I.LJ 100-1 through -3. 

In order to avoid the recapture of a dual 
consolidated loss with respect to which a 
(g)(2) agreement has been filed. taxpayers 
may, in certain circumstances, enter into 
a closing agreement with the IRS. Treas. 
Reg. * 1.IS03-2(g)(2)(iv)(B)(3). Under 
Rev. Proc. 2000-42.2000-2 C.B. 394, the 
request to enter into a closing agreement 
must be submitted by the due date of the re
turn (including extensions) for the year in 
which the triggering event occurred. Be
fore requesting a closing agreement, a tax
payer is required to have complied with 
the regulations under section 1503(d), in
cluding the requirement that all the req
uisite agreements. elections, and certifi
cations have been filed. To the extent 
the taxpayer has failed to file any agree
ment, election or certification required un
der section 1503(d), the taxpayer must re
quest and secure (or at least simultane
ously request) relief under § 301.9100-1 
through -3. 

On May 24, 2005, Treasury and the 
IRS issued proposed regulations under 
section IS03(d) regarding dual consoli
dated losses to address certain fundamen
tal concerns which arise under the current 
regulations. These proposed rcgulations 
would revise the procedures for taxpayers 
who fail to file any statements, rebuttals, 
requests, or other information required 
under section 1503(d) in a timely man
ner, by replacing the requirement that a 
taxpayer obtain relief pursuant to Treas. 
Reg. §§ 301.9100-1 through -3 with a 
reasonable cause standard. Under Prop, 
Treas. Reg. § 1.1503(d)-I(c)(l), if a 
taxpayer that is permitted or required to 
file an election, agreement, statement, re
buttal, computation, or other information 
fails to make stich filing in a timely man
ner, the taxpayer shall be considered to 
have satisfied the timeliness requirement 
with respect to such filing if the taxpayer is 
able to demonstrate to the Director of Field 
Operations having jurisdiction of the tax
payer's tax return for the taxable year, that 
such failure was due to reasonable cause 
and not willful neglect. This rule applies 
only if, once the taxpaycr becomes aware 



of the failure, the taxpayer attaches all 
documentation that should have been filed 
previously, as well as a written statement 
setting forth the reasons for the failure 
to comply timely, to an amended income 
tax return that amends the return to which 
the documents should have been attached. 
In determining whether the taxpayer has 
reasonable cause, the Director of Field 
Operations shall consider whether the tax
payer acted reasonably and in good faith 
after considering all the facts and circum
stances. The Director of Field Operations 
shall notify the taxpayer in writing within 
120 days of the filing if it is determined 
that the failure to comply was not due to 
reasonable cause, or if additional time is 
needed to make such determination. 

DISCUSSION 

The IRS and Treasury have determined 
that it is appropriate to allow taxpayers 
who fail to file any agreements. state
ments, rebuttals, requests, or other infor
mation required under section IS03(d) in 
a timely manner, to cure such late filings 
under procedures similar to those in Prop. 
Treas. Reg. § l.1S03(d)-I(c)(l) prior 
to its publication as a final regulation in 
the Federal Register. The IRS and Trea
sury believe that these procedures will 
be beneficial to both taxpayers and the 
IRS. Therefore, during the elective pe
riod of these procedures, taxpayers may 
choose to seek relief under Treas. Reg. 
§§ 301.9100-1 through -3 or elect to use 
the reasonable cause standard contained in 
Prop. Treas. Reg. § l.1S03(d)-I(c)( I), as 
modified by this notice. 

In order to qualify for the relief pro
vided in this notice, taxpayers must 
demonstrate to the Area Director, Field 
Examination, Small Business/Self Em
ployed or the Director, Field Operations, 
Large and Mid-Size Business (Director) 
having jurisdiction of the taxpayer's return 
for the taxable year, that the failure to file 
in a timely manner was due to reasonable 
cause and not willful neglect. In addition 
to the requirements contained in Prop. 
Treas. Reg. § l.1S03(d)-I(c)(I), taxpay
ers must provide a copy of the amended 
return and all required attachments to the 
IRS as follows: 

• If the taxpayer is under examination 
for any taxable year when the taxpayer 

• 

requests relief under Prop. Treas. Reg. 
§ l.lS03(d)-I(c)( i) and this notice, the 
taxpayer must provide a copy of the 
amended return and attachments to the 
IRS personnel conducting the exami
nation. 

If the taxpayer is not under exami
nation for any taxable year when the 
taxpayer requests relief under Prop. 
Treas. Reg. § l.1S03(d)-i(c)( I) and 
this notice, the taxpayer must pro
vide a copy of the amended return and 
attachments to the Director having ju
risdiction of the taxpayer's return. 

In determining whether the taxpayer's 
failure to file any such election. agree
ment, statement, rebuttaL computation or 
other information in a timely manner wa, 
due to reasonable cause, the Director shall 
apply the same criteria applicable to rea
sonable cause determinations under other 
provisions of the Code, including sections 
367(a) and 6038B. Under these provisions, 
in general. the taxpayer must demonstrate 
that it exercised ordinary care and pru
dence in meeting its tax obligations but 
nonetheless did not comply \\lith the pre
scribed duty within the prescribed time. 
Similarly, taxpayers may appeal these de
terminations in the same manner as reason
able cause determinations made pursuant 
to other provisions are appealed. A deter
mination that the failure to file in a timely 
manner was due to reasonable cause is not 
a determination that the taxpayer is oth
erwise eligible to file the election, agree
ment, statement, rebuttal. computation or 
other information. A determination that 
such failure to file in a timely manner was 
due to reasonable cause is also not a deter
mination that any information provided or 
position taken by the taxpayer in the elec
tion, agreement, statement, rebuttal. com
putation or other information is correct. 

Proposed Treas. Reg. * 1.1503(d)-1 
(c)(I) provides that the Director shall 
notify the taxpayer within 120 days if it 
is determined that the failure to comply 
with the filing requirements of the section 
i503(d) regulations was not due to reason
able cause or if additional time is needed 
to make such determination. For this pur
pose, the 120 day period will begin to run 
on the date the Service notifies the tax
payer in writing that the request has been 
received and assigned for review. Appro-

priatc procedures will be implemented to 
ensure that the Service general I y issues 
such notification within ten husines, days 
of receipt of a properly submitted request 
for relief. 

Proposed Treas. Reg. * 1.1503( d )-3 
eliminates the closing agreement require
ment contained in the current regulations 
and provides an exception in all such 
cases where a closing agreement would 
otherwise be available if. among other 
things, a new domestic use agreement is 
entered into. This notice does not incor
porate these provisions. Thus. in oreler 
to avoid the recapture of a dual consoli
dated loss with respect to which a (g)(2) 
agreement has been filed, taxpayers must 
continue to apply the provisions of the 
CUITent regulations, including the closing 
agreement requirement. Because reljuests 
for closing agreements under Treas. Reg. 
§ l.lS03-2(g)(2) must be submitted to the 
National Office, taxpayers requiring relief 
to cure a late request for a closing agree
ment must continue to seek extensions of 

time under Treas. Reg. ** 301.9100-1 
through -3 and may not usc the reasonable 
cause procedure contained in this notice. 
This restriction applies only to submis
sions to enter into the closing agreement 
itself. Taxpayers seeking relief for the 
failure to file any election, agreement, 
statement, rebuttal. computation or other 
information required in connection with 
thc closing agreement. in a timely manner. 
may cure the late filing pursuant to Prop. 
Treas. Reg. * IS03(d)-I(c)(I) and this 
notice. In those cases in which requests 
are submitted seeking relief under Treas. 

Reg. ** 301.9100-1 through -3 for the 
closing agreement itself and seeking relief 
under this notice for other late filings in 
connection with the closing agreement. the 
National Office will coordinate with the 
Director to ensure that both requests are 
handled in a consistent and timely manner. 

Until final regulations arc published, 
taxpayers may, in lieu of using the re
lief provided by this notice, continue to 
request extensions of time under Treas. 

Reg. ** 301.9100-i through -3. Tax
payers may not, however, apply for relief 
pursuant to both procedures. For example, 
if a taxpayer is denied relieffor a late filing 
pursuant to Treas. Reg. §§ 301.9100-1 
through -3, such taxpayer may not seek 
relief under the reasonable cause pro
cedures set forth in Prop. Treas. Reg. 
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~ 1.1503(d)-I(c)( I) and this notice. Con
,ideration of any letter ruling request 
received by the National Office will con
tinue to be coordinated with the Director 
having jurisdiction of the taxpayer's In

come tax return. 
Taxpayers who have letter ruling re~ 

quests under Treas. Reg. ** 301.9100-1 
through -3 pending as of March 23. 2006. 
and that have not yet received a deter
mination on their request. may withdraw 
their request. com,istent with the proce
dures contained in Rev. Proc. 2006-1. 
2006-1 I.R.B. I (January 3. 2006) (or any 
succeeding document) and use the reason
able cause procedure set forth in Prop. 
Treas. Reg. * 1.1503(d)-I(c)(l) and this 
notice. In that event. the IRS will refund 
the taxpayer's user fee. 

EFFECTIVE DATE 

This notice is effective on March 23, 
2006. Taxpayers may rely on the rea
sonable cause standard of Prop. Treas. 
Reg. § 1.I503(d)-I(c)( I) and this notice 
until final regulations are issued incorpo
rating these provisions. The IRS and Trea
sury intend that the reasonable cause pro
cedure set forth in final regulations will 
be consistcnt with the reasonable cause 
standard set forth in Prop. Treas. Reg. 
§ 1.1503(d)-I(c)(l) and this notice and 
that such final regulations will prospec
tively supersede relief under Treas. Reg. 
§§ 301.9100-1 through -3 for purposes of 
curing all late filings required under sec
tion 1503(d). 

PAPERWORK REDUCTION ACT 

The collections of information con
tained in this notice have been reviewed 
and approvcd by thc Officc of Manage
ment and Budget in accordance with the 
Paperwork Reduction Act (44 U.s.C. 
* 3507) under control number 1545-1946. 
An agency may not conduct or sponsor, 
and a person is not required to respond 
to. a collection of information unless the 
collection of information displays a valid 
OMS control number. 

The collections of information in this 
notice are described in the Background and 
Discussion paragraphs above. They are re
qUIred to notify the Senice that the tax
payer IS asserting reasonable cause and en
able it to determine whether the taxpayer 
IS entitled to rely on the reasonable cause 
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standard for a permitted or required filing 
under the CUlTCnt section 1503(d) regula
tions. The collections of information are 
required in order to obtain the benefit of 
the reasonable cause standard. The likely 
respondents are businesses. 

The estimated total annual reporting 
and/or recordkeeping burden is 125 hours. 
The estimated annual burden hours per 
respondent and/or recordkeeper is 5 hours. 
The estimated number of respondents 
and/or recordkeepers is 25. The estimated 
frequency of response is occasionaL 

Books or records relating to a collection 
of information must be retained as long as 
their statements may become material in 
the administration of any internal revenue 
law. Generally. tax returns and tax infor
mation are confidential, as required by 26 
U.s.c. § 6103. 

DRAFTING INFORMATION 

The principal author of this notice is 
Margaret A. Hogan of the Office of As
sociate Chief Counsel (International). For 
further information regarding this no
tice, contact Gerard Traficanti at (202) 
622-3619 (not a toll-free call). 

Certain Distributions Treated 
As Sales or Exchanges 

Notice 2006-14 

Section 1. PURPOSE 

This notice invites public comments on 
certain distributions treated as sales or ex
changes under § 751 (b) of the Internal 
Revenue Code. 

Section 2. BACKGROUND 

Section 751 was enacted to prevent 
the conversion of ordinary income into 
capital gain and the shifting of ordinary 
income among partners. See H.R. Rep. 
No. 1337. at 70 (1954), reprinted in 1954 
U.S.C.C.A.N. 4017. 4097. Section 751(a) 
provides for recharacterization of capital 
gain or loss when an interest in a part
nership is sold or exchanged to the extent 
of the selling partner's share of unreal
ized receivables and inventory items of 
the partnership. Section 751(b) overrides 
the nonreco(Ynition scheme of § 731 for 
certain curre~t and liquidating partnership 

distributions that alter a partner's share of 
unre,lli7.ed rccci\ ahks and substantially 
appreciated ill\entor\ itc1l1~ (dispropor
tionate distrihutilllls). Section 751(b)(I) 
provides: 

(I) GENERAL RULE.-To the extent 
a partner receivcs in a distribution-

(A) partnership property which is- (i) 
unrealized recei\ ahles. or (ii) inventory 
items which have appreciatcd substan
tially in value. in exchange for all or a 
part of his interest in other partnership 
property (including money), or 
(B) partnership property (including 
money) other than property described 
in subparagraph (A)(i) or (ii) in ex
change for all or part of his interest in 
partnership property described in sub
paragraph (A)(i) or (ii). such transac
tions shall. under regulations prescribed 
by the Secretary. be considered as a sale 
or exchange of such property between 
the distributee and the partnership (as 
constituted after the distribution). 
The legislative history of § 751 demon

strates that Congress was primarily con
cerned with unrealized appreciation in un
realized receivables and inventory items of 
a partnership. 

The provisions relating to unrealized 
receivables and appreciated inventory 
items are necessary to prevent the use 
of the partnership as a device for ob
taining capital-gain treatment on fees or 
other rights to income and on appreci
ated inventory. Amounts attributable to 
such rights would be treated as ordinary 
income if realized in normal course by 
the partnership. The sale of a partner
ship interest or distributions to partners 
should not be permitted to change the 
character of this income. The statutoII' 
treatment proposed, ill general, regards 
the incollIe rights as severablefi'om the 
partnership interest and as subject to 
the same tax consequences which would 
be ({ccorded lI/1 individual entrepreneur. 

S. Rep. No. 1622, at 99 (1954), reprinted 
in 1954 U.s.C.C.A.N. 4621, 4732 (empha
sis added). 

The current regulations under § 751(b) 
require the identification of two classes of 
assets: (I) hot assets (unrealized receiv
ables as defined in ~ 751 (e) and substan
tially appreciated inventory as defined in 
§ 751(b)(3) and (d)): and (2) cold assets 
(as:,ets other than unrealized receivables 
and substantially appreciated inventory). 



In computing the distributee partner's in
come under § 751 (b), the current regula
tions provide that the distributee partner's 
share of the partnership's hot 3ssets and 

cold assets before and after the distribu
tion must he compared. For purposes of 
this comparison. each partner's share of 
the partnership's hot and cold asset~ is de

termined by reference to the gross value of 
the assets. If the distribution results in an 

exchange of all or a portion of the distrihu
tee partner's share of one c\3SS of assets 
(relinquished 3ssets) for assets in the other 
class (acquired 3ssets), it is necessary to 
construct a deemed exchange by identify
ing which relinquished assets 3re treated as 
exchanged for which acquired assets. 

For example, if a partner receives more 
than the partner's share of the partner
ship's hot assets in a distribution. that part
ner is treated as exchanging a portion of 
the p3rtner's interest in certain cold assets 
of the partnership for the other partners' 
shares of the acquired hot assets. In order 
to accomplish the exchange, the distributee 
partner is treated as (1) receiving the relin
quished assets (the cold assets) in a nonliq
uidating distribution and (2) cngaging in a 
taxable exchange (with the partnership) of 
those 3ssets for the acquired assets (the hot 
assets). Both the distributee partner and 
the other partners may recognize income 
or loss on the exchange. The distributee 
partner and the partnership then hold the 
exchanged assets (or portions thereof) with 
a cost basis under § 1012. The rest of the 
actual distribution (the part th3t is not sub
ject to § 751 (b» is characterized under the 
general rules for partnership distributions 
prescribed in §§ 731 through 736. 

The current regulations under § 751 (b) 
were published in 1956 and have not been 
amended to reflect significant changes 
in subchapter K and in the operations of 

contemporary partnershi ps. Moreover. the 
current § 751 (b) regulations have been 
widely criticized as being extraordinar
ily complex and burdensome and as not 
achieving the objecti ves of the statute. 
As a result, a distribution may reduce a 

Assets Basis 

Cash $60 

Unrealized Receivables $() 

Land $210 

Total $270 

partner's pro rata share of the unrealized 
appreciation in the partnership's hot assets 

without triggering * 751 (b), and a distri
bution can trigger § 751 (b) even if the 

partner's pro rata share of the unrealized 
appreciation is not reduced. 

The Treasury Department and the Ser
vice are considering several possible meth
ods, discussed below, for addressing the is

sues associated with the current * 751 (b) 
regulations. 

Section 3. DISCUSSION 

(a) Defennilling the partners' shares of 
partnership property 

The current regulations under § 751 (b) 
provide little guidance on how each part
ner's share of partnership property is de
termined. Two economic rights are inher
ent in most partnership interests: a right 
to partnership capitaL and a right to part
nership profits and losses. A partner may 
have a different interest in each of these 
rights. and those interests may vary over 
time. Moreover. a partner's share of un
realized partnership items may be affected 
by both the economic arrangement of the 
partners and certain requirements of sub
chapter K, such as § 704(c). 

The legislative history of § 751 (b) 
emphasizes "income rights" of the part
ners and suggests that these rights may be 
treated as severahle and suhject to the same 
tax consequences as those of an individual 
entrepreneur. S. Rep. No. 1622, at 99. 
Consistent with this legislative history. in 
order to determine whether a distribution 
may be subject to § 751 (b), commentators 
have suggested that new regulations could 
require partnerships and their partners to 
compare the amounts of ordinary income 
that would be recognized by the partners if 
the partnership's hot assets (including dis
tributed assets) were sold or exchanged for 
fair market value in a taxable transaction 
both before and after the distribution (hy
pothetical sale approach). If the amount of 
ordinary income that would be allocated 
to any partner (including the distributee) 

Value Capital 

$60 A 

$90 B 

$300 C 

$450 

as a result of such a sale or exchange is 
reduced as a result of a distribution from 

the partnershi p, an analysis under § 75 \( b) 
would be required. The hypothetic31 sale 

approach. combined with the application 
of § 704(c) principles, could provide rules 
that achieve the objective of the statute in 
a less burdensome manner. 

Under 9 704(c), if palinership property 
is sold or exchanged, the built-in gain or 
loss in contributed or revalued partnership 
property must be allocated to the con
tributing or appropriate historic partner 
(§ 704(c) principles). See § 704(c)(l)(A) 
and §§ 1.704-1 (b)(4)(i), 1.704-3(a)(2), 

and 1.704-3(a)(6). As a result of the ap
plication of § 704(c) principles, there can 

be layers of appreciation in partnership 
assets (due to successive revaluations), 
each of which may be allocable separately. 
Moreover, distributed § 704(c) property 
and § 704(c) property with a substantial 
built-in loss must be analyzed separately 
to determine each partner's appropriate 
share of the unrealized gain or loss. See, 
e.g., § 704(c)(I )(B) and (e). As a result, 
§ 704(c) generally operates to preserve 
each partner's share of the built-in ap
preciation and depreciation in partnership 
assets. If the regulations under § 751 (b) 
were amended to specify that § 704(c) 
principles are taken into account for pur
poses of determining whether a partner's 
share of partnership hot assets has been al
tered by a distribution, significantly fewer 
distributions would trigger § 751 (b). 

Example I. Assume that A, fl, and C each con

tribute $120 to partnership ABC ABC purchases land 
for $210. which appreciates in value to $300. At a 
time when the partnership also has $90 of zero-ba

sis unrealized receivables and cash of $150. ABC dis

tributes $90 to C, reducing Cs interest in IIBC from 

1/3 to 1/5. If. immediately before the distribution. 
the partnership's assets are revalued and the partners' 

capital accounts are increased to reflect each partner' s 

share of the unrealized appreciation in the partner
ship's assets. Cs entire pre-distribution share of the 
partnership's unrealized income in the accounts re

ceivahle (1/3 of S90, or S30) is preserved in Cs cap

ital account after the distribution. ABC will have the 
following post-distribution balance sheel (before the 

application ()f section 75I(b): 

Basis Value 

$120 $180 

$12() $180 

$ 30 S 90 

$270 S450 
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If ~ 7()..J.(cl principk\ \\ere applicahle 
for purpme\ of ~ 7) I (h I. the di,tnhution 
to C would nnt trigger ~ 7) Ii h I. a, C', pre
di,trihution ,hare of the unreali/ed illl'0ll1e 
in the n:cei\ able, (S:I()I I'> fully pre\el\ed 
in its capital account after the di,tribu
lion. SeL'lion 7()..J.(c) pril1L'iples \\llltid re
qllll'C the pannel\hip to allocate that ,hare 
of appreCIation to C \\ hen it i, recogI1l1ed. 

Special rub, ll1ay be neceS'>ary to ad
dre,~\ di"trihlltilll1\ of htlt asseh to a partncr 
where the adjusted ha,i, of the di,trihutcd 
a'>seh (and the unrealiied c\ppreciation in 
thlhe a\,eh) is di tlerent in the hands of the 
distrihutee partner than it \\ as in the hand, 
of the partnership. 1I nlkr ~~ 73:2 ( a)(:2) and 
(b I. the adjusted basis of distributed hot as
,eh is reduced (,md the unrealized appreci
ation in thw,e hot asseh is increased) if the 
di,trihutee partner's basi, in its partnership 
interest is insufficient tu ahsorb the part
nership', adjusted hasis in the distributed 
hot asset. If the partnership has a ~ 75..J. 
election in effect at the time of the distri
bution. ~ 73..J.( b I( I I( B) permib the partner
ship to increase the adjusted hasis of the 
partnershl p' s retai ned hot assets to the ex
tent of the reduction in the basis of the 
distributed hot asseh under ~ 732(a)(2) or 
(b). Under these circumstance" the hot as
,et appreciation remaining in the partner
ship is reduced. As such. one uf the issue, 
raised by w,e of a hypothetical sale to mea
sure changes in a partner's interest in hot 
asset appreciation is the extent to which 
ba,is adjustfllenh under ~~ 732 and 734(b) 
should be taken into account. 

Moreover, a hypothetical sale at any 
one point in time does not take into ac
count future allocations that arc planned or 
expected. For example. a partner's alloca
tions with n:spect tn a particular asset may 
\',lry over time. Measuring income or loss 
on a hypothetical sale Dfthat asset at a par
tiCldar time may not accurately retlect that 
partner', income rights with respect to that 
as,~et over the hfe of the partner.'ihip. 

Once it is determined that a partner's 
share of the income rights in the partner
,hip's hot assets hds heen reduced by a 
distribution. the tax cOlbequences of the 
distrihution under ~ 751 (b) must be dder
mined. 

(b) /Jelel'lI/lnln,!; lize lilX cOI/sequcnccs 

I It d i,l]! rl II)(!I'I i I II iii Ie dist ri lilI til!/ls 
The current ~ 7511 h) regulations im

pll,e a cOll1pln decmed distrihution/ex
change approdch for determining the tax 
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l'()nsequences of a disproportionate distri
hution. One possihle way to simplify this 
determination would be to treat a dispro
portionate di,tribution as triggering a tax
able ,ale of the partners' shares of relin
qUished hot assets to the partnership im
mediately before the distribution (hot as
set salL' ;Ippmach). The hot asset sale ap
proach would apply ~ 751 (b) in a fully ag
gregate manner that is arguably consistent 
\\lth its kgislati \'e history (under which 
each partner's tax treatment should be that 
of an individual entrepreneur). 

This approach could be comhined with 
the hypothetical sale approach. Thus. new 
regulation, could provide that ~ 75 I(b) ap
plies if any partner's share of the net un
realized appreciation in hot assets of the 
partnership is reduced as a result of a dis
tribution from the partner-,hip. Under the 
hot asset sale approach. for any partner 
whose share of hot assets is reduced (seil
ing partner), whether or not the selling 
partner is the distributee, the selling part
ner \vould be treated as receiving the re
linquished hot assets in a deemed distribu
tion and selling to the partnership the re
linquished share of the hot assets immedi
ately before the actual distribution. The 
selling paI1ner would recognize ordinary 
income from the deemed sale, and the part
ner's hasis in the partnership interest and 
the partner's capital account would be ad
justed to rellect the consideration treated 
as contributed to the partnership. The as
sets deemed sold to the partnership would 
have a cost basis under ~ 1012. Under the 
hot asset sale approach there would be no 
deemed exchange for cold assets, therehy 
eliminating the need to identify cold assets 
to be exchanged and to construct a deemed 
distribution of those assets. 

The hot asset sale approach can be 
straightforward if the distributee partner's 
share of hot asset appreciation is reduced 
by the distribution. In this situation, the 
partnership would be treated as distribut
ing the relinquished share of hot assets 
to the distributee who sells the hot as~ 

sets back to the partnership, recognizing 
ordinary income, with appropriate adjust
ments to the distributee partner's basis 
in the partnership interest and capital ac
count. The asset deemed sold would take 
a cost basis. and the distribution would be 
governed by ~~ 73 I through 736. 

E\(/!J//'/c 2. "'"ume A. Band C arc oach 113 part
ners In a partnership that holds one hot asset and one 

l'(lld a"el. eaL'h \11th a b'l,i, ,,1' $0 and a fair market 
\ alLic "f S I :'10. ,'\. H. ,mel (. c.lL'h h,n can adJllsted ha

Sis In thl' p,lrtnl'hhlp interl'st nl Sil .. mel a $50 share 
of Ih1t as,,·t appreci'lti,'n. ,\ is full~ rcelL'clllCd hy a 
Jistrihution "I' 21.< pI' thl' <"Id assct ISIOO) Imme
diatd) hdllre the di,lrrhLlill'n. thl' partnership's as
scts arc rc\alucd and the panner,' l'apltal accounts 
arc increaSl'd to $11111 III rdlect each partner's share 
of thc unrc.ri i/cd apprl'ci'lllllil in thl' partncrship's as
sch. BeC'llhC thc cntire ii I 'ill of hot assct apprecia
tion remains in Ihe partnl'rship aner the distrihUIion, 
II'S share 0\ that apprcciati'lI1 has heen reduced hI 
~50, Under the hot assel sale approach. I'RS would 
he treated as distnhuting the rellllqui,hcd ,hare of the 
hot asset ($51l) tori and then purchasing Ihal sharL' for 
$50. :I wOLild recogni/c incllIllc of $50 and would he 
treated as cnnlrihuling the $50 to PRS . .-\', hasis In 
the partnership Intcn:sl would illcrease tll $50andA's 

capital account would he resIored to $100. The por
tion of the hot a"Cl deemed sold would take a Clhl 
basis. increa.sing the pat·tncrship·s basis in the hOI :\s
Sl·t to $50 

In this example, because A's basis in its 
partnership interest is $50, the basis of the 
distributed cold asset would be increased 
under § 732(b) to $50 in A's hands. The 
cold asset remaining in the partnership has 
a $0 basis and would not be subject to a 
basis reduction under § 734(b) even if the 
partnership had a ~ 754 election in effect. 
In these circumstances, $50 of capital gain 
is potentially eliminated from the system. 
however. 

The hot asset sale approach also raises 
certain complications where the distribu
tee partner has insufficient basis in its part
nership interest to absorb the partnership's 
adjusted basis in the distributed hot assets. 
This can lead to rcsults inconsistent with 
the intent of § 751 (b). 

EX({IIII'/e 3. Assume the same facts as Ewmple 
2. excepl that instead of distrihuting 213 of the cold 
asset to A. the partnership fully redeems A by a dis
trihutirln Dr 213 of the hot asset ($100). Because only 
$50 of hot assel appreciation remains in the partner
ship after the distrihution. B's and Cs shares of that 
appreciation have been reduced hy $25 each. Under 
Ihe hot asset sale approach. PRS would be deemed to 
distribute the relinquished share of the hot asset ($50) 
equally to Band C and each would be treating as seil
Ing $25 worth of the hot assct 10 the partnership. B 
and C would each recognize $25 of ordinary income 
and would be treated as contributing $25 to the part· 
nership. The portion of the hot a"et deemed sold 
would take a cost haSis. increasing the partnership's 
hasis in the di.stributed portion of the distributed hot 
a"et to 550. Because A's oasis 111 it.s partnership in
terest is ~O. however. the oa,sis of the distributed hot 
asset would he reduced under ~ 7J::'(hl to $0 in A's 
hands. If the partnership had a * 754 election in ef
tect. the partnershir would illLTeaSC the hasis of the 
retained hot asset under ~ 7.14Ih) hv $50. After the 
di,trihution. A's .sharc of unreali/ed income in hot as
set, "oull! ,till oe $100. and B ;rnd C. who each rec
ognilCd \25 of ordinary inl'llfllc' would rccogni?e no 
addilional ordinary incomc. 



Commentators have suggested that. in 

these situations, it may be appropriate to 
permit or require the distributee partner to 
recognize capital gain to the extent the ad
justed basis of the distributed hot assets ex
ceeds that partner's basis in the partnership 
interest. In Example 3, A could elect, or 

be required, to recognize capital gain equal 
to the amount by which the adjusted basis 

of the distributed hot assets exceeds that 
partner's basis in the partnership interest 

($50), thereby increasing A's basis to $50. 
The distributed hot asset would take a $50 
basis in A's hands under § 732(b), and no 
§ 734(b) adjustment would be made to the 
retained hot asset. If A recognizes capital 
gain on the distribution, future regulations 
could permit an equivalent increase to the 
basis of the partnership's retained cold as

sets. 

Section 4. REQUEST FOR 
COMMENTS 

The Treasury Department and the Ser
vice are conducting a study of the cur
rent § 751 (b) regulations and are consider
ing alternative approaches to achieving the 
purpose of the statute that would provide 
greater simplicity. For example, it may 
be possible to provide safe harbor meth
ods for caleulating the share of ordinary 
income or capital gain that should be rec
ognized as a result of a disproportionate 
distribution that may reduce some admin
istrative burden but still serve the purpose 
of the statute. Tn this regard, the Trea
sury Department and the Service request 
comments on the approaches discussed in 
this notice (as well as other possible ap
proaches) to determining a partner's share 
of hot assets and to prescribing the tax con
sequences of a disproportionate distribu
tion. Comments are requested concerning 
the following issues: 

A. For purposes of determining each 
partner's share of partnership assets 
before and after a distribution that may be 
subject to § 751(b), 

1. Whether the hypothetical sale ap
proach (combined with the appli
cation of § 704(c) principles) for 
determining each partner's share of 
partnership assets provides an ac
curate and appropriate measure for 
purposes of § 751 (b). Tn particular, 

a. Whcther special rules would be 
necessary to address situations in 
which the distributee partner's in

terest in unrealizcd appreciation 
in hot assets prior to the distribu
tion exceeds the part ncr' s inter
est in partnership capital after the 
distribution; 

b. Whether the hypothetical sale ap
proach should be modified to take 
into account changes in alloca
tions that are planned or may oc
cur in the future or changes in the 
partner's interest in anticipated 
future appreciation and deprecia
tion in partnership assets; 

c. The extent to whIch regulations 
adopting the hypothetical sale ap
proach should take into account 
the distributee partner's basis in 
the partnership interest and ba
sis adjustments under § § 734(b) 
and 743(b), including basis ad
justments resulting from the dis
tribution: 

d. Whether the partners' shares of 
partnership liabilities should be 
considered in determining the 
partners' shares of partnership 
assets, and how the rules of § 752 
should be coordinated with those 
of § 751(b). 

2. Whether § 751(b) should be limited 
to transactions that change the part
ners' shares of unrealized apprecia

tion in hot assets or should also apply 
to transactions that change the part
ners' shares of unrealized deprecia
tion in hot assets. 

3. Whether other approaches to deter
mining a partner's share of partner
ship hot and cold assets should be con

sidered. 

B. For purposes of simplifying the tax 
consequences of a distribution that is 
subject to § 75I(b). whether the hot 
asset sale approach is an appropriate 
method of applying § 751 (b) or whether 
other approaches should be considered. 
Comments are specifically requested on 
the following: 

1. Whether the regulations should pro
vide a simple safe harbor that approx
imates the appropriate taxation of a 
disproportionate distribution and. if 

so, the appropriate parameters and 
availability of such a safe harbor. 

2. Whether the current § 751 (b) regu
lations should be generally retained 
or retained in combination with a 
safe harbor, or whether the current 
§ 751 (b) regulations should be com
pletely revised to adopt a new para
digm such as the hot asset sale ap
proach. 

3. Whether mandatory or elective capital 
gain recognition should be included in 

the hot asset sale approach. 
Comments should be submitted in 

writing on or before August 2, 2006, 
and should include a reference to No
tice 2006-14. In addition to the top
ics on which comments are specifi
cally requested above. comments are 
requested on any other matters that should 
be addressed in future guidance under 
§ 751(b). Comments may be submit
ted to CC:PA:LPD:PR (Notice 2006-14), 

Room 5226, Internal Revenue Service, 
PO Box 7604, Ben Franklin Station, 
Washington, DC 20044. Alternatively, 
comments may be submitted electroni
cally via the following e-mail address: 
Notice. COf//lIlents@irscounsel.treas.gov. 

Please include "Notice 2006-14" in the 
subject line of any electronic communica
tions. Submissions may be hand delivered 
Monday through Friday between the hours 
of 8 a.m. and 5 p.m. to CC:PA:LPD:PR 
(Notice 2006-14), Courier's Desk, Inter
nal Revenue Service, 1111 Constitution 
Avenue, NW, Washington, DC 20224. 

DRAFTING INFORMATION 

The principal author of this notice is 
Charlotte Chyr of the Office of Associate 
Chief Counsel (Passthroughs & Special In
dustries). For further information regard
ing this notice, contact Charlotte Chyr at 
(202) 622-3070 (not a toll-free call). 

Extension of June 28, 2005, 
Safe Harbor Date 

Notice 2006-15 

The purpose of this notice is to extend 

the June 28, 2005, grandfather date in Rev. 
Proc. 2005-24,2005-16, I.R.B. 909. until 

further guidance is issued by the Internal 
Revenue Service. 
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Rev. Proc. 2005-24 applies to any 
charitable remainder annuity trust (CRAT) 
or charitable remainder unitrust (CRUT) 
that is created by the grantor, G, if. under 
applicable state law, G's slirviving srome, 
S, has a right of election exercisable on 
G's death to receive an elective, statLltory 
share of G's estate. and slich share could 
be satisfied in whole or in part from the as
sets of the CRAT or CRUT in violation of 
* 664(d)(1 )(B) or (d)(2)(B) of the Internal 
Rnenue Code. Rev. Proc. 2005-24 pro
vides a safe harbor procedure under which 
the Service will disregard the right of elec
tion for purposes of determining whether 
the CRAT or CRUT meets the require
ments of * 664(d)( I )(B) or (d)(2)(B) con
tinuously since its crcation, if S irrevoca
bly waives the right of election in the man
ner prescribed in the revenue procedure, 
For trusts created before June 28,2005, the 
Service will dlSfegard the right of election, 
even without a waiver. but only if S does 
not exercise the right of election. 

Commentators have asserted that Rev. 
Proc. 2005-24 places an undue burden on 
taxpayers and trustees seeking to comply 
with the safe harbor rule. Some commen
tators have recommended that the Service 
withdraw the revenue procedure. Other 
commentators have suggested alternative 
safe harbor rules. The Service and Trea-

sury are reconsidering the approach of 
Rev. Proc. 2005-24, including the safe 
harbor rule. The Service and Treasury 
are also considering alternative safe har
bor rules. Consequently, the Service is 
extending the June 28, 2005, grandfather 
date. Until further guidance is published 
regarding the effect of a spousal right 
of election on a trust's qualification as a 
CRAT or CRUT, the Service will disregard 
the existence of such a right of election, 
e\en without a waiver as described in Rev. 
Proc. 2005-24, but only if the surviving 
spouse does not exercise the right of elec
tion. 

The principal author of this notice is 
Susan H. Levy of the Office of Associate 
Chief Counsel (Passthroughs and Special 
Industries). For further information re
garding this notice, contact Susan H. Levy 
at (2(J2) 622-3090 (not a toll-free call). 

Recomputed Differential 
Earnings Rate for Mutual Life 
Insurance Companies 

Notice 2006-18 

This notice publishes a tentative deter
mination under § 809 of the Internal Rev
enue Code of the "recomputed differential 

Notice 2006-1S Table I 

Tentative Determination of Rates To Be Used For Taxable Years Beginning in 2005 

Recomputed differential earnings rate for 2004 .......................... 0 

Imputed earnings rate for 2004 

Base period stock earnings rate 

Current stock earnings rate for 2004 ................................... . 
Stock earnings rate for 200 I .......................................... . 
Stock earnings rate for 2002 .......................................... . 
Stock earnings rate for 2003 .......................................... . 
Avcrage mutual earnings rate for 2004 ................................. . 

DRAFTING INFORMATION 

4.449 

18.221 

4.913 
2.354 

-1.876 
14.261 
10.450 

For additional background concerning 
the tentative recomputed differential carn
ings rate. ,ee Notice 2002-19. 2002-1 
C.B.nI9. 

The principal author of this notice is 
Katherine A. Hossofsky of the Office of 
the Associate Chief Counsel (Financial In-
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earnings rate" for 2004. This rate is used 
by mutual life insurance companies to cal
culate their federal income tax liability for 
taxable years beginning in 2005. 

The Job Creation and Worker Assis
tanceActof2002.Pub. L.107-147,§611, 
amended * 809 hy adding new paragraph 
(j). Section 809(j) provides that the differ
ential earnings rate shall be treated as zero 
for purposes of computing both the differ
ential earnings amount and the recomputed 
differential earnings amount for a mutual 
life insurance company's taxable years be
ginning in 200 1,2002, or 2003. See Notice 
2002-33,2002-1 C.B. 989. Subsequently, 
the Pension Funding Equity Act of 2004, 
Pub. L. IOS-218, § 205, repealed § 809 of 
the Code for taxable years beginning after 
December 31, 2004. Therefore, the Inter
nal Revenue Service is required to deter
mine a differential earnings rate for 2004 
and a recomputed differential earnings rate 
for 2004. The differential earnings rate for 
2004 was zero. See Rev. Rul. 2005-58, 
2005-36 I.R.B. 465. 

The tentative determination of the rates 
is set forth in Table 1. 

stitutions and Products). For further in
formation regarding this notice, contact 
Ms. Hossofsky at (202) 622-8435 (not a 
toll-free call). 



Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations 

Treatment of Excess Loss 
Accounts 

REG-138879-05 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions. 

SUMMARY: In this issue of the Bulletin, 
the IRS is issuing temporary regulations 
(T.D. 9244) that provide guidance un
der section 1502 that governs certain 
basis determinations and adjustments of 
subsidiary stock in certain transactions in
volving members of a consolidated group. 
The text of those regulations also serves 
as the text of these proposed regulations. 

DATES: Written or electronic comments, 
and a request for a public hearing, must be 
received by April 26, 2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-138879-05), room 
5203, Internal Revenue Service, P.O. Box 
7604, Ben Franklin Station, Washing
ton, DC 20044. Submissions may be 
hand-delivered Monday through Friday 
between the hours of 8 a.m. and 4 p.m. 
to CC:PA:LPD:PR (REG-l 38879-05), 
Courier's Desk. Internal Revenue Service. 
1111 Constitution Avenue, NW, Wash
ington, DC, or sent electronically, via 
the IRS internet site at www.irs.gov/regs 
or via the Federal eRulemaking Por
tal at www.regulations.gov (IRS and 
REG-138879-05). 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed 
regulations, Theresa M. Kalish, (202) 
622-7530, concerning submissions 
of comments, Treena Garrett, (202) 
622-7181 (not toll-free numbers). 

SUPPLEMENTARY INFORMAnON: 

Background and Explanation of 
Provisions 

Temporary Regulations in this issue of 
the Bulletin amend 26 CFR Part 1 relat
ing to section 1502. The temporary regula
tions add § 1.1502-19T. The text of those 
regulations also serves as the text of these 
proposed regulations. The preamble to the 
temporary regulations explains the amend
ments included in these proposed regula
tions. 

Special Analysis 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in Exec
utive Order 12866. Therefore, a regula
tory assessment is not required. Further. 
it is hereby certified that these proposed 
regulations will not have a significant eco
nomic impact on a substantial Illlmber of 
small entities. This certification is based 
on the fact that these regulations will pri
marily affect affiliated groups of corpo
rations that have elected to file consoli
dated returns, which tend to be larger busi
nesses. Moreover, the number of taxpay
ers affected and the average burden are 
minimal. Accordingly, a Regulatory Flexi
bility Analysis under the Regulatory Flex
ibility Act (5 U.s.C. chapter 6) is not re
quired. Pursuant to section 71)05(0 of the 
Code, this notice of proposed rulemaking 
will be submitted to the Chief Counsel for 
Advocacy of the Small Business Adminis
tration for comment on its impact on small 
business. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
will be given to any written comments 
(a signed original and eight copies) that 
are submitted timely to the IRS. Alterna
tively, taxpayers may submit comments 
electronically via the IRS Internet site at 
wwwirs.gov/regs or via the Federal eRule
making Portal at www.regulatiolls.gOl'. 

The IRS and Treasury Department request 
comments on the clarity of the proposed 
rules and how they can be made easier to 
understand. All comments will be avail
able for public inspection and copying. 
i\ public hearing may be scheduled if 
reljuested in writing by any person who 
timely submits written comments. If a 
public hearing is scheduled, notice of the 
date. time, and place of the hearing will he 
published in the Federal Register. 

Drafting Information 

The principal authors of these reg
ulations are Emidio J. Forlini, Jr. and 
Theresa M. Kolish of the Office of Asso
ciate Chief Counsel (Corporate). Other 
personnel from Treasury and the IRS par
ticipated in their development. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly. 26 CFR part I is proposed 
to be amended as follows: 

PART I - INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read, in part. as follows: 

Authority: 26 U.s.c. 7805 * * * 
Section 1.1502-19 also issued under 26 

U.s.c. 1502. * * * 
Par. 2. Section 1.1502-19 is amended 

by: 
I. Revising paragraph (d). 
2. Revising paragraph (g) Example 2. 
3. Adding paragraph (h)(2)(iv). 
4. Adding a new sentence at the end of 

paragraph (h)(3). 
The revisions and additions read as fol

lows: 

~1.1502-19 Excess loss accounts. 

[The text of the proposed § 1.I502-19 
is the same as the text for § 1502-19T pub
lished elsewhere in this issue of the Bul
letin]. 
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Mark E. Matthews, 
Deputy Commissioner for 
Sen'ices and En/c) rCl.'IIl ellf. 
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Notice of Proposed 
Rulemaking 

Designated Roth Accounts 
Under Section 402A 

REG-146459-05 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking. 

SUMMARY: This document contains pro
p()~ed regulations under sections 402(g), 
~()2A, ~03(b), and 408A of the Internal 
Revenue Code (Code) relating to desig
nated Roth accounts. These regulations 
will affect administrators of, employers 
maintaining, participants in, and beneficia
ries of section 401(k) and section 403(b) 
plans, as well as owners and beneficiaries 
of Roth IRAs and trustees of Roth IRAs. 

DATES: Written or electronic comments 
and requests for a public hearing must be 
received by April 26, 2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-146459-05), room 
5203, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washing
ton. DC 20044. Submissions may be 
hand-delivered Monday through Friday 
between the hours of 8 a.m. and 4 p.m. 
to: CC:PA:LPD:PR (REG-146459-05), 
Courier's Desk, Internal Revenue Service, 
1111 Constitution Avenue, NW, Wash
ington, D.C. Alternatively, taxpayers may 
submit comments electronically directly to 
the IRS Internet site at lI'\iw.irs.gol'/regs. 

or via the Federal eRulemaking Por
tal at 11'\I·II'.1'egll!utio/l.I.gOl' (IRS
REG-146459-05 ). 

FURTHER INFORMATION 
CONTACT: Concerning the regulations. 
R. Li,a l\1ojiri-Azad, 202-622-6060 or 
Cath) A. \'ohs. 202-622-6090: concern
ing the ~ubmissl0n of COlllments or to 
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request a public hearing, Richard Hurst at 
Richard.A.Hurst@irscOUllseitreaoo. 

.• ' ." ~O\ or 
(202) 622-71 80 (not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information contained 
in this notice of proposed rulemaking has 
been submitted to the Office of Manage
ment and Budget for review in accordance 
with the Paperwork Reduction Act of 1995 
(44 U.S.C. 3507(d». Comments on the 
collection of infonnation should be sent 
to the Office of Management and Budget, 
Attn: Desk Officer for the Department 
of the Treasury, Office of Infonnation 
and Regulatory Affairs, Washington, DC 
20503, with copies to the Internal Rev
enue Service, Attn: IRS Reports Clear
ance Officer, SE:W:CAR:MP:T:T:SP; 
Washington, DC 20224. Comments on 
the collection of information should be 
received by March 27, 2006. Comments 
arc specifically rcquested concerning: 

Whether the proposed collection of in
formation is necessary for the proper per
fonnance of the functions of the Internal 
Revenue Service, including whether the 
infonnation will have practical utility; 

The accuracy of the estimated burden 
associated with the proposed collection of 
infonnation (see below); 

How the quality, utility, and clarity of 
the information to be collected may be en
hanced; 

How the burden of complying with the 
proposed collection of information may be 
minimized, including through the appli
cation of automated collection techniques 
or other fonns of infonnation technology; 
and 

Estimates of capital or start-up eosts 
and costs of operation. maintenance, and 
purchase of service to provide information. 

The collection of infonnation in 
this proposed regulation is in 26 CFR 
§ I A02A-2. This information is required 
to comply with the separate accounting 
and recordkeeping requirements of sec
tion 402A. This information will be used 
by the IRS and employers maintaining 
designated Roth accounts to insure com
pliance with the requirements of section 
402A. The collection of information is 
required to obtain a benefit. The likely 
record keepers are state or local govern-

ments, businesses or other for-profit insti
tutions, nonprofit institutions, and small 
businesses or organit.ations. 

Estimated total annual recordkeeping 
burden: 828,O()() hours. 

Estimated average annual burden hours 
per recordkeeper: 2.3 hours. 

Estimated number of recordkeepers: 
357,000. 

An agency may not conduct or sponsor, 
and a person is not required to respond to, a 
collection of information unless it displays 
a valid control number assigned by the Of
fice of Management and Budget. 

Books or records relating to a collection 
of information must be rctained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidential, as required 
by 26 U.s.c. 6103. 

Background 

This document contains proposed reg
ulations under sections 402(g), 402A, 
403(b), and 408A of the Internal Revenue 
Code. Section 402A. which sets forth 
rules for designated Roth contributions, 
was added to the Code by section 617(a) 
of the Economic Growth and Tax Relief 
Reconciliation Act of 2001, Public Law 
107-16 (115 Stat. 1(3) (EGTRRA), ef
fective for taxable years beginning after 
December 31, 2005. 

Section 40 I (k) sets forth rules for qual
ified cash or deferred arrangements under 
which an employee may make an election 
between cash and an employer contri
bution to a plan qualified under section 
401(a) and section 403(b) permits a similar 
salary reduction agreement under which 
payments are made to a section 403(b) 
plan. Section 402(e)(3) provides that an 
amount is not includible in an employee's 
income merely because the employee has 
an election whether these contributions 
will be made to the trust or annuity or 
received by the employee in cash. 

Amounts contributed pursuant to these 
qualified cash or deferred arrangements 
and salary reduction agreements are de
fined in section 402(g)(3) as elective defer
rals and section 402(g)( I) provides a limit 
on the amount of elective deferrals that 
may be excluded from an cmployee's in
come for a taxable year. Section 402(g)(2) 
provides for thc distribution of elective de-



ferrals that exceed the annual limit on elec
tive deferrals (an excess deferral). 

A designated Roth contribution is an 
elective deferral, as described in section 
402(g)(3)(A) or (e), to a section 401(k) 
or 403(b) plan that has been designated by 
an employee, pursuant to section 402A, as 
not excludable from the employee's gross 
income. Under section 402A(b)(2), des
ignated Roth contributions must be main
tained by the plan in a separate account (a 
designated Roth account). 

Under section 402(a), a distribution 
from a plan qualified under section 40l(a) 
is taxable under section 72 to the dis
tributee in the taxable year distributed. 
However, pursuant to section 402A( d)( I), 
a qualified distribution from a designated 
Roth account is excludable from gross in
come. A qualified distribution is defined 
in section 402A(d)(2) as a distribution that 
is made after completion of a specified 
5-year period and the satisfaction of other 
specified requirements. 

If the distribution is not a qualificd dis
tribution, pursuant to section 72, the distri
bution is includcd in the distributee's gross 
income to the extent allocable to income 
on the contract and excluded from gross in
come to the extent allocable to investment 
in the contract (basis). The amount of a 
distribution allocated to investment in the 
contract is determined by applying to the 
distribution the ratio of the investment in 
the contract to the account balance. 

Section 402( c) provides rules under 
which certain distributions from a plan 
qualified under section 401(a) may be 
rolled over into another eligible retirement 
plan. In such a case, the distribution is not 
currently includible in the distributee's 
gross income. Undcr scction 402(c)(2), to 
the extent some or all of the distribution 
from a plan qualified undcr scction 40 I (a) 
would not have been includible in gross 
income if it were not rolled over, that por
tion of the distribution can only be rolled 
over into an individual retirement plan. 
or through a direct rollover to another 
plan qualified under section 40 I (a) which 
agrees to separately account for such 
rolled over amounts. Section 403(b)(8)(B) 
provides that the rules of section 402(c)(2) 
also apply for purposes of the rollover 
rules under section 403(b)( 8). 

Under section 402(c)(8) and 
402A( c)( 3), a distribution from a 
designated Roth account can be rolled 
over only to another designated Roth 
account or to a Roth IRA. Under section 
408A, a Roth IRA is a type of individ
ual retirement plan (IRA) under which 
contributions to the account are never 
deductible and qualified distributions 
from the account are excludable from 
gross income. Section 40SA(d)(4) sets 
forth special ordering rule~ for the return 
of basis in the case of a distribution from 
a Roth IRA. Under these ordering rules, 
in the case of a nonqualified distribution 
from the account. basis is recovered 
before income is taxed. 

Section 6l7( d) of EGTRRA amended 
section 605I(a)( 8) to require the report
ing of designated Roth contributions on 
Form W-2, "Wage and Tax StatcmenL" 
and added a new subsection (f) to sec
tion 6047 to require plan administrators or 
other responsi ble persons of section 40 I (k) 
or 403(b) plans to make such returns and 
reports regarding designated Roth contri
butions to the Secretary of the Treasury 
and such other persons the Secretary may 
prescribe. 

Final regulations (T.D. 9169. 2005-5 
IKB. 381) under section 401(k) were 
issued on December 29, 2004 (69 FR 
78144). Those final regulations re
served ~ 1.401 (k)-l (f) for special rules 
for designated Roth contributions. On 
March 2, 2005. proposed regulations 
(REG-152354-04, 2005-13 IKB. 805) 
to fill in that reserved paragraph and 
provide additional rules applicable to des
ignated Roth contributions were issued 
(70 FR 10062). Final regulations (T.D. 
9237. 2006-6 LR.B. 394) adopting those 
proposed regulations, with certain modi
fications, were issued on January 3. 2006 
(71 FR 6). The provisions of the final 
section 40l(k) regulations regarding des
ignated Roth contributions do not address 
the taxability of distributions from des
ignated Roth accounts or the reporting 
requirements that apply to contributions 
of designated Roth contributions or distri
butions from the accounts.' 

These proposed regulations under sec
tion 402A are intended to provide com
prehensive guidance on the taxation of 

distributions from designated Roth ac
counts under section 40 I( k) and section 
403(b) plans. The proposed regulations 
also provide guidance on the reporting 
requirements with respect to these ac
counts. In addition. these proposed reg
ulations provide guidance with respect 
to designated Roth contributions under 
section 403(b) plans by amending the pro
posed section 403(b) regulations issued 
in 2004 (2004 proposed section 403(b) 
regulations), which were published in the 
Federal Register on November 16. 2004 
(REG-155608-02, 2004-2 C.B. 924 [69 
FR 67075]). to retlect the provisions of 
section 402A. 

Finally. these proposed regulations in
clude amendments to the regulations un
der section 402(g) issued in 1991 in order 
to retlect the enactment of section 402A 
(as well as other statutory changes since 
those regulations were issued) and to make 
changes to conform the regulations under 
section 402(g) to the final section 401(k) 
regulations. These proposed regulations 
also add a new § 1.40SA-1O to the ex
isting regulations under section 408A for 
Roth IRAs (§ 1.408A-I through 9) issued 
in 1999 to reflect the interaction between 
section 408A and section 402A. 

Explanation of Provisions 

Overview 

These proposed regulations provide 
guidance on the taxation of distributions 
from designated Roth accounts and other 
related issues. A designated Roth ac
count is a separate account under a section 
401(k) plan or section 403(b) plan to 
which designated Roth contributions are 
made, and for which separate account
ing of contributions, gains, and losses are 
maintained. These proposed regulations 
clarify that any transaction or accounting 
methodology involving an employee's 
designated Roth account and any other 
accounts under the plan or plans of an 
employer that has the effect of directly or 
indirectly transferring value from another 
account into the designated Roth account 
violates the separate accounting reyuire
ment under sectIon 402A. 

I The preamble to the prnpo\ed rcguiJlion;., under ~ection 401~kl regarding de ... ignated Roth contnhution ... , \I,/hlch were I',-.,ued on March ::!. ~()()5, fCqUt':-.tl'U cOllllllenh 011 thl' 1~"'UI'''' for \\ hieh 
gUldanc.:e i~ needed with respect to the taxation of distributions from deSIgnated Roth accounts und any other i.'!;-.ut'~ under ,('CtIOi1 402A un \\ 11Ieh ~lIltLIIKt· i ... T1lTlkd. A Illllllhcl oj C{lllll1ll'nI\ 

were received in fC'pOn\c to that \olicltatiun ami thn .... e cOlllment:-. htJVe been taken into account in developing the,!:.' propo\ed regulatlOTh. 
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The taxation of a distribution from 
a designated Roth account depends on 
whether or not the di,tribution is a quali
fied distribution. A qualified distribution 
from a designated Roth account is not 
includible in the employee' s gross in
come. A qualificd distribution is generally 
a distlibution that is made after a 5-tax
able-year period of participation and that 
either (I) is made on or after the date the 
employee attains age 59 1/c. (2) is made 
after the employee's dcath. or (3) is attrib
utable to the employee' s being disabled 
within the meaning of section 72(m)(7) 

Deterlllination of 5-yeor Rille fiJI' 
Qualified Distributions 

In order for a distribution from a desig
nated Roth account to be a qualified distri
bution and thus not includihle in gross in
come. a 5-taxable-year requirement must 
be satisfied. These proposed regulations 
would reflect the rule in section 402A that 
the 5-taxable-year period during which a 
distribution is not a qualified distribution 
begins on the first day of the employee's 
taxable year for which the employee first 
had designated Roth contributions made to 
the plan and ends when 5 consecutive tax
able years ha ve been completed. However. 
if a direct rollover is madc from a desig
nated Roth account under another plan. the 
5-taxable-year period for the recipient plan 
hegins on the first day of the employee's 
taxable year for which the employee first 
had designated Roth contributions made to 
the other plan. if earlier. 

Taxation of NOllqualificd DistriblltiOlls 

Some commentators requested that the 
special ordering rules in section 408A(d). 
providing that the first distributions from 
a Roth IRA are a return of contrihutions 
(and thus not includible in gross income) 
until all contributions have been returned 
as basis. be applied to distributions from 
a designated Roth account. Although 
designated Roth contributions to a desig~ 
nated Roth account bear some similarity 
to contributions to a Roth IRA (e.g .• con
trihution, to either type of account are 
after-tax contributions and qualified dis
trihutions from either type of account are 
ncludahle from gross income). there arc 

many differences hetween these types of 
alTill1gements. 

Section 402A does not provide that the 
special ordering rules of section 408A(d) 
apply to distributions from designated 
Roth accounts and, thus. these proposed 
regulations do not apply those special or
dering rules. The only special rule under 
section 402A for nonqualified distribu
tions from a designated Roth account is 
that the account is treated as a separate 
contract for purposes of section 72. Thus, 
these proposed regulations provide that a 
distribution from a designated Roth ac~ 

count that is not a qualified di~tribution is 
taxable to the distributee under section 402 
(or section 403(b)(I », treating the desig
nated Roth account as a separate contract 
under section 72. In applying that treat
ment. the portion of any distribution that 
is includible in gross income as an amount 
allocable to income on the contract and 
the portion not includible in income as 
an amount allocable to investment in the 
contract is generally determined under 
section 72(e)(8). For example, if a non
qualified distribution of $5,000 is made 
from an employee's designated Roth ac
count when the account consists of $9,400 
of designated Roth contributions and $600 
of earnings, the distribution consists of 
$4.700 of designated Roth contributions 
(that are not includible in the employee's 
gross income) and $300 of earnings (that 
are includible in the employee's gross in
come). 

RollOl'er ofDesignoted Roth C(}ntributiolls 

As described above in the Background 
section of thi~ preamble, section 402(c)(2) 
provides that, if a portion of the distri
bution from a plan qualified under sec
tion 401(a) is not includible in income (de
termined without regard to the rollover), 
that portion of the distribution can only be 
rolled over by a direct rollover of the dis
tribution to another plan qualified under 
section 40 I (a) that agrees to separately ac
count for the amount not includible in in
come. (Alternatively the distribution can 
be rolled over to an IRA in either a 60-day 
rollover or direct rollover.) The rule under 
section 402( c )(2) requiring direct rollover 
is designed to insure that the portion of the 
rolled over distribution that is investment 

in the contract is properly accounted for in 

the recipient plan. 
Section 402A(c)(3) provides that a 

rollover contribution of a distribution 
from a designated Roth account may only 
be made to the extent it is otherwise al
lowable. Section 402(c)(2) provides rules 
regarding when a rollover contribution of 
amounts not includable in gross income 
are allowable. The IRS and Treasury De
partment believe that the rules in section 
402(c)(2) relating to the distribution of 
an amount not includable in gross income 
apply to a distribution from a designated 
Roth account.2 Thus, these regulations 
would provide that if the portion of a dis
tribution from a designated Roth account 
under a plan qualified under section 401(a) 
that is not includible in income is to be 
rolled over into a designated Roth account 
under another plan, the rollover of the dis
tribution must be accomplished through a 
direct rollover (i.e., a rollover to another 
designated Roth account is not available 
for the portion of the distribution not in
cludible in gross income if the distribution 
is made directly to the employee) and can 
only be made to a plan qualified under 
section 40 I (a) which agrees to separately 
account for the amount not includible in 
income (i.e., it cannot be rolled over into a 
section 403(b) plan). To insure that there 
is proper accounting in the recipient plan. 
as described under Reporting and record
keeping the distributing plan is required 
to report the amount of the investment 
in the contract and the first year of the 
5-year period to the recipient plan so that 
the recipient plan will not need to rely on 
information from the distributee. 

If a distribution from a designated Roth 
account is made to the employee, the em
ployee would still be able to roll over the 
entire amount (or any portion thereof) into 
a Roth IRA within a 60-day period. Un
der section 402(c)(2). if only a portion of 
the distribution is rolled over, the portion 
that is not rolled over is treated as consist
ing first of the amount of the distribution 
that is includible in gross income. These 
regulations would provide that the income 
limits for contributions fur Roth IRAs do 
not apply for this purpose. 

Alternatively. the employee is permit
ted to roll over the taxable portion of the 

: hlr JI,rnnut]nJl' fWIll dC\lgnJtcu Roth dLT\lUn[\, Ihefe I, the ... ame need for proper accounting of investm~nt in t~e ~ontract as for distribution:'> from other account .... that include afteHax 
u ll1tn htHllHl', In .lddlthlfl. It 1'\ lk'll>""clf:- to tr~lL'''' \\ hether (he cmr10yee h,-l' ...,ati..,fied the 5-year rule for quallfied dl~tnbutlOns. 
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distribution to a designatcd Roth account 
under either a section 401(a) or 403(b) 
plan within a 60-day period. In such a 
case, additional reporting is required from 
the recipient plan, as described below un
der the heading Reporting and recordkeep
ing. In addition, the employee's period of 
participation under the distributing plan is 
not can'ied over to the recipient plan for 
purposes of determining whcther the em
ployee satisfies the 5-taxable-year require
ment under the recipient plan. 

Determination of 5-Taxable-year Period 
after a Rollover to a Roth IRA 

Section 402A and section 408A each 
provide for a 5-taxable-year period that 
must be completed in order for a distri
bution from a designated Roth account or 
a Roth IRA to he a qualified distribution. 
However, each of these sections contains 
different rules for determining when the 
5-taxable-year requirement is satisficd. 
Generally, under section 402A, satisfac
tion of the 5-taxable-year requirement 
with respect to a designated Roth account 
under a plan is based on the years since 
a designated Ruth contribution was first 
made by the employcc undcr that plan. In 
contrast, the 5-year period under section 
408A begins with the first taxable year for 
which a contribution is made to any Roth 
IRA. 

Commentators suggested that, if a dis
tribution from a designated Roth account 
to an individual is rolled into a Roth IRA, 
the individual receive credit under the 
5-year rule in section 408A for the years 
since the individual first made a contri
bution to a designated Roth account. The 
IRS and Treasury Department do not be
lieve that the Code permits this interaction 
between the two 5-year rules. Instead, 
these proposed regulations would provide 
that the 5-taxable-year period described 
in section 402A and the 5-taxable-year 
period described in section 408A(d)(2)(B) 
are determined indcpendcntly. Thus, in 
the case of a rollover of a distribution from 
a designated Roth account maintained un
der a section 40 I (k) or 403(b) plan to a 
Roth IRA, the period that the rolled-over 
funds were in the designated Roth account 
does not count towards the 5-taxable-year 
period for detennining qualified distribu
tions from the Roth IRA. However, if an 
individual had established a Roth IRA in 

a prior year, the 5-year period for deter
mining qualified distributions from a Roth 
IRA that began as a result of that earlier 
Roth IRA contribution applics to any dis
tributions from the Roth IRA (including 
a distribution of an amount attrihutahle to 
a rollover contribution from a designated 
Roth account). 

If a nonqualified distribution from a 
designated Roth account is rolled over into 
a Roth IRA, the portion of thc distribution 
that constitutes a nontaxable return of in
vestment in the contract is treated as ba
sis in the Roth IRA. However, the pro
posed regulations would provide that, if 
a qualified distribution from a designated 
Roth account is rolled over into a Roth 
IRA, the entire amount of the distribu
tion will he treated as basis in the Roth 
IRA. As a result, a subsequent distribution 
from the Roth IRA in the amount of the 
rollover would be treated as a tax-free re
turn of hasis regardless of whether the in
dividual had maintained a Roth IRA for 5 
years (although the investment return on 
that amount earned in the Roth IRA would 
not be excluded from income when dis
tributed unless the distribution satisfied the 
requirements for a qualified distribution 
from a Roth IRA). 

Under section 402A(c)(3)(B), only an 
amount rolled over from a designated Roth 
account is not taken into account for pur
poses of section 402A( c). Thus, these pro
posed regulations provide that a distribu
tion from a Roth IRA cannot be rolled over 
into a designated Roth account. 

Certain Amounts not Qualified 
Distributions 

Section I A02(c)-2, A-4, provides a 
list of amounts that are not treated as eli
gible rollover distributions and are instead 
currently includible in income. These 
proposed regulations would provide that 
these same amounts also cannot be quali
fied distributions. Distributions described 
in A-4(a) (distribution of elective defer
rals in excess of the section 415 limits), 
(b) (corrective distribution of excess de
ferrals), and (c) (correcti ve distribution of 
excess contributions or excess aggregate 
contributions), have statutorily specified 
tax treatments. In the case of a deemed dis
tribution under section 72(p) or the cost of 
current life insurance protection, an actual 
amount has not in fact been distributed. 

In the case of distributions of dividends 
deductible undcr section 404( k). section 
72(e){5)(D) and §1.404k-I(t) provide that 
these amounts are treated as paid under a 
separate contract providing only for pay
ment of deductible dividends. However, if 
a dividend described in scction 404(k) has 
been reinvested in accordance with section 
404(k)(2)(iii)(II), then a distribution of the 
reinvested amount can be a qualified dis
tribution. 

DistributiolJ of Emplover Securities 

The proposed regulations would also 
provide rules relating to the distribution of 
employer securities and the application of 
the net unrealized apprcciation clcction of 
section 402(e)(4). If a qualified distribu
tion includes employer securities, the dis
tribution is not includible in gross income 
and the basis of each sccurity in thc hands 
of the distributee is the fair market value of 
thc security on the date of the distribution. 
In such a case, the distributee will receive 
capital gains treatment at thc timc of any 
future disposition of the security, to the ex
tent of any post-distribution appreciation. 
If a distribution with respect to employer 
securitics is not a qualified distrihution, the 
rules of section 402(e )(4) apply in the same 
manner as to any other distribution except 
that the designated Roth account is treated 
as a separate contract. 

Designated Roth Accounts under Section 
403( b) Plalls 

These proposed regulations amend the 
2004 proposed section 403(b) regulations 
to reflect the provisions of section 402A. 
Generally, these proposed regulations 
merely incorporate basic and definitional 
rules for a designated Roth program in 
§ 1.40 I (k)-I (f) under a section 40 I (k) plan 
into the 2004 proposed section 403(h) pro
posed regulations under section 403( b). 
Further, these proposed regulations also 
incorporate the taxation rules in section 
402A into the 2004 proposed regulations 
under section 403(b) and clarify the tax
ation rules of section 402( c)(2) as they 
would apply to distributions from a sec
tion 403(b) plan. Thus, these proposed 
regulations provide that to the extent some 
or all of the distribution from a section 
403(b) plan (including a di~tributiun of an 
amount from a designated Roth account) 
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W(luld not have heen includihle in gross 
income if it \vere not rolled o\er. that por
tion of till' di,trihution can unly be rolled 
()\er into an indi\ idual retirement plan, or 
through a direl't rolll1\ er t(l <1nllthcr ,ection 
-HL'( h) pl~ln \\ hich ~tgl·ee, to separately 
~tCCOUllt fur ,ul'h wiled o\'er ;lmuunb, 

HD\\ cn:r. tilere i, olle issue that is 
ulllque III 'l'L'lion -I())(h) plans: the in
ILral'tiDn hl't\\ l'en till' right to make des
ignated Roth contrihu\10lh and the uni
\ L'rsal a\ailability reljuirellll'nt in section 
-ItL'(!l)( 1~)('\)(iiL These proposed regula
tlllll, pnn Ide that the uniycrsal availability 
I'equirl'ment of seL'liun -I03( h)( 12) includes 
the right to make designated Roth contri
hutillns. Thw" if any employee is given 
till' opportllnity to deSIgnate seetion -I03(b) 
electi \e deferrab as designated Roth con
tributions, then all employees must be 
given tilat right. These proposed regu
Iat i 11I1S do not address what other rights 
with respel't to section -J.03(b) elective 
deferrals under a section 4())( h) plan may 
abo he suhjeL'l to the universal availability 
requirement. 

RC/'onilig ({lid Rc('ordkccpillg 

Linder these proposed regulations, the 
plan administrator or other responsible 
party "ith respect to a plan with a desig
nated Roth aCl'oullt would he responsible 
tor keeping trad of the :'i-taxable-year 
period fllr each employee and the amount 
Df deSignated Roth contrihutions made 
on hehalf llf such employee, In addition, 
the plan administrator or other responsi
hle party of a plan directly rolling over 
a distribution would be required to pro
I Ide the plan administrator of the recipient 
pl.t11 li,I',. Ihe pbn accepting the eligihle 
rnllmer distribution) \1 ith a statement 
i11dil'ating either the first year of the :'i-tax
ahk-YL·.tl pCI'ind for the cmployee and the 
p'lrtion of such distrihution attrihutable to 
h~tsis ,lr that the distrihution is a qualified 
dlstrihution, If the distribution is not a 
llirl'L'I mlln\ cr to a lksignated Roth ac
L,IUIH under anuther eligihle plan, the plan 
~ldllli11lstlatnr or responsihle party Illust 
pllll Ilk tll the emplnycL'. upon request, 
Ihis Sdllll' information, except the statc
IlIl'llt Illxd Iwt indicIte the first year of 
thl' :'i-LI\ahlc-Yl'ar pcriod. The statement 
II "lIld hl' rl'LJlIirl'd tll he pnl\ided within 
;1 Il';I\lln;lbk pL'riod fnl\olling the direct 
r"llllll'r 1"1 elllployee request). hut in no 
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e\ent later than 30 days following the di
rect rollover (or employee requ;st). and 
the plan administrator or other responsi
hIe party for the recipient plan would be 
permitted to rely on these statements. 

In order to gi ve plans sufficient time to 
de\elop systems to comply with these re
porting requirements, these reporting and 
rccord keeping requirements are proposed 
tll be effective beginning with the 2007 
taxable year. However, plan administra
tors are cautioned that it will not be pos
sible for a plan to comply with the sepa
rate accuunting requirement under section 
402A and the recently published final reg
ulations with respcct to Roth 40 I (k) plans 
without keeping track of each employee's 
investment in the contract under the desig
nated Roth account Further, for any plan 
accepting a rollover from another desig
nated Roth account, thc proposed regula
tions only permit reliance for purposes of 
the record keeping requirement in future 
yean, on a statement from the plan admin
istrator (or other responsible party) for the 
other plan. Consequently, we would antic
ipate that plans accepting a rollover contri
bution to a designated Roth account during 
2006 would request representations from 
the other plan administrator (or responsi
ble party) that the distributiun being rolled 
over is from a designated Roth account and 
stating what portion of the distribution is 
investment in the contract. 

As nuted above, to the extent that a por
tion of a distribution is includible in in
come (determined without regard to the 
rollover), if any portion of that distribu
tion is rolled over to a designated Roth 
account by the distributee rather than by 
direct rollover, the plan administrator of 
the recipient plan must notify the IRS of 
its acceptance of the rollover contribution, 
The notification is required to be sent to 
an address to be specified by the Com
missioner and must include: I) the em
ployee's name and social security number; 
2) the amount rolled over; 3) the year in 
which the rollover contribution was made; 
and -J.) such other information as the Com
mi"ioner may require in future published 
guidance in order to determine that the 
all1llunt rolled over is a valid rollover con
tribution. 

With respect to other reporting, gen
erally, the same reporting requirements 
apply to plans with designated Roth ac
counts as apply to other plans, A contribu-

tion to and a distribution from a designated 
Roth account lllust be reported on Form 
W-2 and Form IOL)9-R, "DiSTribUTions 
From PCllsions. AlllluiTies. RCTircmellT or 
Protir-Slwrillg Plans. IRAI. Insurance 
COllTracrs. eTC.," respectively. in aCCor
dance with the instructions thereto. It 
is expected that the instructions to Form 
I 099-R will be changed to require that a 
separate Form I 099-R be used to report the 
amount of a distribution from a designated 
Roth aecount. the taxable amount with re
spect to the distribution, and the first year 
of the :'i-taxable-year period. An employee 
has no reporting obligation with respect to 
designated Roth contributions under a sec· 
tion 401 (k) or 403(b) plan. However. an 
employee rolling over a distribution from 
a designated Roth account to a Roth IRA 
should keep track of the amount rolled 
over in accordance with the instructions to 
Form 8606, "Nondeductible IRAs." 

Designated Roth ConlributiollS (IS Excess 
Deferrals 

Even though designated Roth contribu
tions are not excluded from income when 
contributed, they are treated as elective 
deferrals for purposes of section 402(g). 
Thus, to the extent total elective deferrals 
for the year exceed the section 402(g) limit 
for the year, the excess amount can be dis
tributed by April 15 th of the year follow· 
ing the year of the excess without adverse 
tax consequences. However, if such ex· 
cess deferrals are not distributed by April 
15 th of the year following the year of the 
excess, these proposed regulations would 
provide that any distribution attributable 
to an excess deferral that is a designated 
Roth contribution is includible in gross in
come (with no exclusion from income for 
amounts attributable to basis under section 
72) and is not eligible for rollover. These 
regulations would provide that if there are 
any excess deferrals that are designated 
Roth contributions that are not corrected 
prior to April 15 th of the year following the 
excess, the first amounts distributed from 
the designated Roth account are treated as 
distributions of excess deferrals and earn
ings until the full amount of the excess de
ferrals (and attributable earnings) are dis
tributed, 



Gap Period Income 

In addition, these proposed regulations 
conform the gap period income rules for 
a distribution of excess deferrals under 
section 402(g) to the gap period income 
rules in the 2004 final section 40 I (k) and 
401 (m) regulations by providing that gap 
period income (i.e., income for the pe
riod after the taxable year) needs to be 
included in the distribution to the extent 
the employee is or would be credited with 
allocable gain or loss on those excess de
ferrals for that period, if the total account 
were to be distributed. This gap period 
income rule applies to both pre-tax excess 
deferrals and designated Roth contribu
tions. 

Effective Date 

Section 402A applies to employees' 
taxable years beginning on or after Jan
uary 1, 2006. The proposed regulations 
under section 402A are generally proposed 
to be applicable for taxable years begin
ning on or after January I, 2007. However, 
certain provisions in the proposed regula
tions under section 402A are proposed to 
be applicable at the same time as section 
402A. These include the clarification that 
the separate accounting requirement does 
not permit any transaction or accounting 
methodology that transfers value between 
designated Roth accounts and other ac
counts under a plan and the rules relating 
to rollovers to designated Roth accounts 
and Roth IRAs. Similarly, the proposed 
regulations under section 408A would 
be applicable at the same time as section 
402A. These proposed regulations also 
address the treatment of rollover contribu
tions to Roth IRAs and designated Roth 
accounts. 

The proposed amendments to the reg
ulations under section 402(g) relating to 
designated Roth contributions also are 
proposed to be applicable at the same time 
as section 402A. Thus, those proposed 
amendments would be applicable for ex
cess deferrals for taxable years beginning 
on or after January 1, 2006. The rule re
quiring distribution of gap period income 
on excess deferrals applies to distributions 
in taxable years beginning on or after 
January I. 2007, and thus will generally 
also apply for excess deferrals for taxable 
years beginning on or after January 1. 

2006. As a result, this requirement gen
erally would become applicable when the 
corresponding requirement under the 2004 
final 40 1 (k) and (m) regulations that distri
butions to correct excess contributions and 
excess aggregate contributions include 
gap period income becomes applicable. 

The proposed amendments to the 2004 
proposed section 403(b) regulations will 
not be applicable earlier than the applica
bility date of those regulations when they 
are finalized. The IRS and Treasury De
partment expect that the 2004 proposed 
section 403(b) regulations when finalized 
will be applicable for taxable years on or 
after January 1, 2007. 

For the period after section 402A is ap
plicable and before these proposed regula
tions are made final, taxpayers may rely on 
these proposed regulations. If, and to the 
extent, future guidance is more restrictive 
than the guidance in these proposed regu
lations, the future guidance will be applied 
without retroactive effect. 

These regulations do not provide rules 
for the application of the EGTRRA sun
set provision (section 901 of EGTRRA), 
under which the provisions of EGTRRA 
do not apply to taxable, plan, or limitation 
years beginning after December 31. 2010. 
Unless the EGTRRA sunset provision is 
repealed before it becomes effective, ad
ditional guidance will be needed to clarify 
its application. 

Special Analyses 

It has been determined that this notice 
of proposed rule making is not a signifi
cant regulatory action as defined in Exec
utive Order 12866. Therefore, a regula
tory assessment is not required. It has also 
been determined that S U.S.c. SS3(b) does 
not apply to these regulations. It is hereby 
certified that the collection of information 
in these regulations will not have a sig
nificant economic impact on a substantial 
number of small entities. This certification 
is based on the fact that most small enti
ties that will maintain a designated Roth 
account already use a third party provider 
to administer the plan and the collection of 
information in these regulations, which is 
required to comply with the separate ac
counting and recordkeeping requirements 
of section 402A(b), will only minimally 
increase the third party provider's admin
istrative burden with respect to the plan. 

Therefore, an analysis under the Regu
latory Flexibility Act (5 Us.c. chapter 
6) is not required. Pursuant to section 
nOS(f) of the Code, this notice of pro
posed rulemaking will be submitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for comment on 
its impact on small business. 

Comments and Public Hearing 

Before these proposcd regulations are 
adopted as final regulations, considera
tion will be given to any written (a signed 
original and eight (8) copies) or electronic 
comments that are submitted timely to the 
IRS. The IRS and Treasury Department 
specifically request comments on the clar
ity of the proposed regulations and how 
they may be made easier to understand. 
All comments will be available for public 
inspection and copying. A public hearing 
will be scheduled if requested in writing 
by any person that timely submits written 
comments. If a public hearing is sched
uled, notice of the date, time, and place for 
the public hearing will be published in the 
Federal Register. 

Drafting Information 

The principal authors of these 
regulations are Cathy Vohs and 
R. Lisa Mojiri-Azad, Office of Division 
Counsell Associate Chief Counsel (Tax 
Exempt and Government Entities). How
ever, other personnel from the IRS and 
Treasury Department participated in the 
development of these regulations. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part I is proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I is amended to read, in part, as fol
lows: 

Authority: 26 U.S.c. 780S * * * 
Section 1.402A-l is also issued under 

26 Us.c. 402A * * * 
Par. 2. Section 1.402(g)-1 is amended 

as follows: 
I. Revise the second sentence and add 

a third sentence to paragraph (a). 
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} Add new paragraphs (b)(5) and 

(b )(6). 

3. Revise paragraph (d). 
.f. Revise paragraph (e)(2) introductory 

text. 
S. Revise paragraph (e)(2)(i). 
6. Rn Ise the second sentence and 

add a new third sentence in paragraph 
(e)('\)(i)(,\). 

7. Revise paragraph (e)(S)(i). 
X. Add a sentence after the last sentence 

ill paragraph (e)(S)(ii). 
Y. Revise paragraph (e)(S)(iii). 
10. Add paragraph (e)(S)(v). 
11. Add paragraph (e)( 8)( iv). 
The additions and revIsIons to 

~ 1 A02(g)-1 read as follows: 

\' J .';02(g)- J Limitatioll Oil exclusioll for 
cicctil'£' i/cti'rmls. 

(a) 111 gCllcml. ,,* '" , except to the 
extent the excess deferrals are comprised 
of designated Roth contributions, and thus, 
are already includible in gross income. A 
designated Roth contribution is treated as 
an excess deferral only to the extent that 
the total amount of designated Roth con
tributions for an individual exceeds the ap
plicable limit for the taxable year or the 
designated Roth contributions are identi
fied as excess deferrals and the individual 
receives a distribution of the excess defer
rals and allocable income under paragraph 
(e)(2) or (e)(.\) of this section. 

(b) " * * 
(S) Any designated Roth contributions 

described in section 402A (before apply
i ng the limits of section 402(g) or this sec
t ion). 

(6) Any elective employer contribu
tions to a SIMPLE retirement account, 
on behalf of an employee pursuant to a 
4ualified salary reduction arrangement as 
described in section 401l(p)(2) (before ap
plying the limits of section 402(g) or this 
section ). 

(d) Ailpliclih/c /ilJlit-( I) 111 gellcra/. 
Except as provided under paragraph (d)(2) 
of tim section, the applicable limit for 
an indi\idual's taxahle year is the ap
plicable dollar amount set forth in sec
tilln -l()2(g)( I )( B I. Thi., applicable dollar 
amount is increased for the taxable year 
beginning in 2()07 and later years in the 
same manner as the dollar amount under 
section -I.1:'i(b)( I HAl is adjusted pursuant 
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to section 41S(d). See §1.402(g)-2 for 
the treatment of catch-up contributions 
described in section 4l4(v). 

(2) Special adjustmem for elective de
krrals with respect to section 403(b) an
nllit\' contracts fe)r certain long-term em
plowes. The applicable limit for an in
dividual who is a qualified employee (as 
defined in section 402(g)(7)(C)) and has 
elective deferrals describcd in paragraph 
(b)(3) or (5) of this section for a taxable 
year is adjusted by increasing the applica
ble limit otherwise determined under para
graph (d)( 1) of this section in accordance 
with section 402(g)(7). 

(e) * " * 
(2) Correction of excess deferrals after 

tlze taxable war. A plan may provide that 
if any amount is an excess deferral under 
paragraph (a) of this section: 

(i) Not later than the first April 15 (or 
such earlier date specified in the plan) fol
lowing the close of the individual's tax
able year. the individual may notify each 
plan under which deferrals were made of 
the amount of the excess deferrals received 
by the plan. If any designated Roth contri
butions were made to a plan, the notifica
tion must also identify the extent to which, 
if any, the excess deferrals are comprised 
of designated Roth contributions. A plan 
may provide that an individual is deemed 
to havc notified thc plan of excess deferrals 
(including the portion of excess deferrals 
that are comprised of designated Roth con
tributions) to the extent the individual has 
excess deferrals for the taxable year calcu
lated by taking into account only elective 
deferrals under the plan and other plans of 
the same employer and the plan may pro
vide the extent to which such excess defer
rals are comprised of designated Roth con
tributions. A plan may instead provide that 
the employer may notify the plan on be
half of the individual under these circum
stances. 

* * * * * 
(3) " * * 
(i) * * * 
(A) '" * * If any designated Roth con

tributions were made to a plan, the noti
fication must identify the extent to which, 
if any, the excess deferrals are comprised 
of dcsignated Roth contributions. A plan 
may provide that an individual is deemed 
to have notified the plan of excess defer
rals (including the portion of excess defer-

rals that are comprised of designated Roth 
contributions) for the taxable year calcu
lated bv taking into account only elective 
deferra-Is unde~ the plan and other plans of 
the same employer and the plan may pro
vide the extent to which such excess defer
rals are comprised of designated Roth con

tributions. * * * 

* * * * * 
(5) Incollle allocable to excess defer

rals-(i) General rulc. The incomealloca
ble to excess deferrals is equal to the sum 
of the allocable gain or loss for the taxable 
year of the individual and, in the case of a 
distribution in a taxable year beginning on 
or after Jan uary 1, 2007, made to correct 
an excess deferral, to the extent the excess 
defcrrals are or will be credited with gain 
or loss for the gap period (i.e., the period 
after the close of the taxable year and prior 
to the distribution) if the total account were 
to be distributed, the allocable gain or loss 
during that period. 

(ii) Method of allocating income. * * * 
A plan will not fail to use a reasonable 
method for computing the income alloca
ble to cxccss deferrals merely because the 
income allocable to excess deferrals is de
termined on a date that is no more than 7 
days before the distribution. 

(iii) Alternative method of allocating 
taxable year income. A plan may deter
mine the income allocable to excess de
ferrals for the taxable year by multiplying 
the income for the taxable year allocable 
to elective deferrals by a fraction. The nu
merator of the fraction is the excess defer
rals by the employee for the taxable year. 
The denominator of the fraction is equal to 
the sum of: 

(A) The total account balance of the 
employee attributable to elective deferrals 
as of the beginning of the taxable year, plus 

(B) The employee's elective deferrals 
for the taxable year. 

* * * * * 
(v) Alternative method jar allocating 

plan vear and gap period income. A plan 
may determine the allocable gain or loss 
for the aggregate of the taxable year and 
the gap period by applying the alternative 
mcthod provided by paragraph (e)(5)(iii) 
of this section to this aggregate period. 
This is accomplished by substituting the 
income for the taxable year and the gap 
period for the income for the taxable year 
and by substituting the elective deferrals 



for the taxable year and the gap period for 
the elective deferrals for the taxable year in 
determining the fraction that is multiplied 
by that income. 

* * * * * 
(8) * * * 
(iv) Distributions of excess deferrals 

from a designated Roth account. The rules 
of paragraph (e)(8)(iii) of this section 
generally apply to distributions of excess 
deferrals that are designated Roth contri
butions and the attributable income. Thus, 
if a designated Roth account described in 
section 402A includes any excess defer
rals, any distribution of amounts attribut
able to those excess deferrals are includi
ble in gross income (without adjustment 
for any return of investment in the contract 
under section n(e)(8)). In addition, such 
distributions cannot be qualified distri
butions described in section 402A(d)(2) 
and are not eligible rollover distributions 
within the meaning of section 402(c)(4). 
For this purpose, if a designated Roth ac
count includes any excess deferrals, any 
distributions from the account are treated 
as attributable to those excess deferrals 
until the total amount distributed from the 
designated Roth account equals the total 
of such deferrals and attributable income. 

* * * * * 
Par. 3. Sections I.402A-l and 

1.402A-2 are added to read as follows: 

§1.402A-l Designated Roth Accounts 

Q-I. What is a designated Roth ac
count? 

A-I. A designated Roth account is a 
separate account under a qualified cash 
or deferred arrangement under a section 
401(a) plan, or under a section 403(b) plan, 
to which designated Roth contributions 
are made that satisfies the requirements 
of § 1.40 I (k)-l (f) (in the case of a section 
401(a) plan) or §1.403(b)-3(c) (in the case 
of a section 403(b) plan). 

Q-2. How is a distribution from a des
ignated Roth account taxed? 

A-2. (a) The taxation of a distribution 
from a designated Roth account depends 
on whether or not the distribution is a qual
ified distribution. A qualified distribution 
from a designated Roth account is not in
cludible in the distributee's gross income. 

(b) Except as otherwise provided in 
paragraph (c) of this A-2, a qualificd dis
tribution is a distribution that is both-

( I) Made after the 5-taxable-year period 
of participation defined in A-4 of this sec
tion has been completed: and 

(2) Made on or after the date thc em
ployee attains age 59 112, made to a benefi
ciary or the estate of the employee on or af
ter the employee's death, or attributable to 
the employee's being disabled within the 
meaning of section n(m)(7). 

(c) A distribution from a designated 
Roth account is not a qualified distribution 
to the extent it consists of a distribution of 
excess deferrals and attributable income 
described in §I.402(g)-I(e). See A-II of 
this section for other amounts that are not 
treated as qualified distributions, including 
excess contributions described in section 
401(k)(8), or excess aggregate contribu
tions described in section 401(m)(8), and 
income on any of these excess amounts. 

Q-3. How is a distribution from a des
ignated Roth account taxed if it is not a 
qualified distribution? 

A-3. Except as provided in A-II of 
this section, a distribution from a desig
nated Roth account that is not a qualified 
distribution is taxable to the distributee un
der section 402 in the case of a plan quali
fied under section 40 I (a) and under section 
403(b)( I) in the case of a section 403(b) 
plan. For this purpose, a designated Roth 
account is treated as a separate contract 
under section n. Thus, except as other
wise provided in A-5 of this section for 
a rollover, if a distribution is before the 
annuity starting date, the portion of any 
distribution that is includible in gross in
come as an amount allocable to income on 
the contract and the portion not includi
ble in gross income as an amount alloca
ble to investment in the contract is deter
mined under section n(e)(8), treating the 
designated Roth account as a separate con
tract. Similarly, if a distribution is on or af
ter the annuity starting date, the portion of 
any annuity payment that is includible in 
gross income as an amount allocable to in
come on the contract and the portion not 
includible in gross income as an amount 
allocable to investment in the contract is 
determined under section neb), treating 
the designated Roth account as a separate 
contract. For purposes of section n, des
ignated Roth contributions are employer 
contributions described in section n(t)( I) 

(contributions that arc includible 111 gross 
income). 

Q-4. What is the 5-taxable-year period 
of participation described in A-2 of this 
section? 

A-4. (a) The 5-taxable-year period of 
participation described in A-2 of this sec
tion for a plan is the period of 5 consecu
tive taxable years that begins with the first 
day of the first taxable year in which the 
employee makes a designated Roth contri
bution to any designated Roth account es
tablished for the employee under the same 
plan and ends when 5 consecutive taxable 
years have been completed. For this pur
pose, the first taxable year in which an em
ployee makes a designated Roth contribu
tion is the year in which the amount is in
cludible in the employee's gross income. 

(b) Generally, an employee's 5-taxable
year period of participation is determined 
separately for each plan (within the mean
ing of section 414(1) in which the em
ployee participates. Thus, if an employee 
has elective deferrals made to designated 
Roth accounts under two or more plans, the 
employee may have two or more different 
5-taxahle-year periods of participation, de
pending on when the employee first had 
contributions made to a designated Roth 
account under each plan. However, if a 
direct rollover contribution of a distribu
tion from a designated Roth account un
der another plan is made by the employee 
to the plan, the 5-taxable-year period of 
participation begins on the first day of the 
employee's taxable year in which the em
ployee first had designated Roth contribu
tions made to such other designated Roth 
account. if earlier. 

(c) The beginning of the 5-taxable-year 
period of participation is not redetermined 
for any portion of an employee's desig
nated Roth account. This is true even if 
the employee dies or the account is divided 
pursuant to a qualified domestic relations 
order, and thus, a portion of the account is 
not payable to the employee and is payable 
to the employee's heneficiary or an alter
nate payee. The same rule applies if the en
tire designated Roth account is distributed 
during the 5-taxable-year period of par
ticipation and the employee subsequently 
makes additional designated Roth contri
butions under the plan. 

Q-5. How do the taxation rules apply 
to a distribution from a designated Roth 
account that is rolled over') 
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A-S. (a) An eligible rollover distribu
tion from a de,ignated Roth account is per
mitted to be rolled over into another des
ignated Roth account or a Roth IRA. and 
the amount rolled O\'er IS not currently in
cludable III gross income, In accordance 
wi th section .f02( c)( 2 l. to the extent that a 
portion of a distribution from a plan qual
ified under section .fO I (al is not includi
ble in income (determined without regard 
to the rollover), if that portion of the dis
tribution is to be rolled over into a des
ignated Roth account. the rollover must 
be accomplished through a direct rollover 
of the entire distribution (i.e .. a 60 day 
rollover to another designated Roth ac
count is not available for this portion of the 
distribution) and can only be made to an
other plan qualified under section 401 (a) 
which agrees to separately account for the 
amount not includible in income (i.e., it 
cannot be rolled over into a section 403(b) 
plan). See ~ 1.403(b)-7(a) for the corre
sponding rule applicable to section 403(b) 
plans, If a distribution from a designated 
Roth account is instead made to the em
ployee. the employee would still be able to 
roll over the entire amount (or any portion 
thereof) into a Roth IRA within the 60-day 
period described in section 402(c)(3). 

(b) In the case of an eligible rollover 
distribution from a designated Roth ac
count that is not a qualified distribution, if 
the entire amount of the distribution is not 
rolled over. the part that is rolled over is 
dcemed to consist first of the portion of the 
distribution that is attributable to income 
under section 72(e)(8), 

(e) If an employee receives a distribu
tion from a designated Roth account, the 
portion of the distribution that would be 
includible in gross income is permitted to 
be rolled over into a designated Roth ac
l'ount under another plan, In such a case, 
* 1.402A-2. A-3. provides for additional 
reporting by the recipient plan. In addi
tion. the employee's period of participa
tion under the distributing plan is not car
ried over to the recipient plan for purposes 
or satisfying the 5-taxable-year period of 
participation requirement under the recip
Ient plan, 

I d) The following example illustrates 
the application of this A-5: 

hOI/I/,/e Employee B receive, a $1..),000 eligi~ 

hie' ,.ullmcr JI,lnhutllln th~lt i, not a qualitied distri~ 
hUIIlHl Ir(\lIl B', Je'i~nateJ Roth account. consisting 
III '.II,()()O 01 In\e,tment 10 the contract and $lOOO 
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of income. Wilhin 60 days of receipt, Employee B 
rolls over S7,OOO of the distribution into a Roth IRA. 
The $ 7 ,000 is deemed to consist of $3,000 of income 
and S..),OOO of IOvestment In the contract. Because the 
only portion of the distribution thai could be includi~ 
ble in gross income (Ihe income) is rolled over, none 
of the distribution is includible in Employee B's gross 
income, 

(e) This A-5 applies for taxable years 
beginning on or after January 1,2006. 

Q-6. In the case of a rollover contribu
tion to a designated Roth account, how is 
the amount that is treated as investment in 
the contract under section 72 determined? 

A-6. If the entire amount of a distri
bution from a designated Roth account is 
rolled over to another designated Roth ac
count, the amount of the rollover contribu
tion allocated to investment in the contract 
in the recipient designated Roth account is 
the amount that would not have been in
cludible in gross income (determined with
out regard to section 402(e)(4) if the dis
tribution had not been rolled over. Thus, 
if an amount that is a qualified distribu
tion is rolled over, the entire amount of 
the rollover contribution is allocated to in
vestment in the contract. If less than the 
entire amount of a distribution is rolled 
over, A-S(b) of this section provides a rule 
for determining the portion of the rollover 
contribution treated as investment in the 
contract. 

Q-7. After a qualified distribution from 
a designated Roth account has been made, 
how is the remaining investment in the 
contract of the designated Roth account 
determined under section 72? 

A-7. (a) The portion of any qualified 
distribution that is treated as a recovery of 
investment in the contract is determined in 
the same manner as if the distribution were 
not a qualified distribution, (See A-3 of 
this section) Thus, the remaining invest
ment in the contract in a designated Roth 
account after a qualified distribution is de
termined in the same manner after a quali
fied distribution as it would be determined 
if the distribution were not a qualified dis
tribution. 

(b) The following example illustrates 
the application of this A-7: 

Example, Employee C receives a $12,000 dis~ 
tribution. which is a qualified distribution that is 
attributable to the employee being disabled within 
the meaning of section 72(m)(7), from C's designated 
Roth account. Immediately prior to the distribution. 
the account consisted of $21.850 of investment in 
the contract (i,e, , designated Roth contributions) 
and $1.150 of income For purposes of deterrnin-

ing recovery of investment in the contract under 
section 72, the dislribulion is deemed to consist 
of $IIAOO of imcstmcnt in the contract 1$12.000 

x 21.R5()/( 1.150 + : U\:iO) I, and $60() of income 
1$12.000 x I.1:iO/(1.150 + 21.850l1, Immedialeiy 
after the distribution, Cs oesignated Rolh account 
consists of $lOA50 of inwstmcnl in the contra.:1 
and $550 of income, ThIS determination of Ihe re
maining investment in the contract will be needed 
if C subsequently is no longer disabled and takes a 
nonqualified distribution from the designated Roth 
account, 

Q-8. What is the relationship be-
tween the accounting for designated Roth 
contributions as investment in the con
tract for purposes of section 72 and their 
treatment as elective deferrals available 
for a hardship distribution under section 
401(k)(2)(B)? 

A-8. (a) There is no relationship be
tween the accounting for designated Roth 
contributions as investment in the con~ 

tract for purposes of section 72 and their 
treatment as elective deferrals available 
for a hardship distribution under section 
401(k)(2)(B). A plan that makes a hardship 
distribution under section 401 (k)(2)(B) 
from elective deferrals that includes desig
nated Roth contributions must separately 
determine the amount of dcctive defer
rals available for hardship and the amount 
of investment in the contract attribut
able to designated Roth contributions for 
purposes of section 72, Thus, the en
tire amount of a hardship distribution is 
treated as reducing the otherwise maxi
mum distributable amount for purposes of 
applying the rule in section 401(k)(2)(B) 
and §IAOl(k)-1(d)(3)(ii) that generally 
limits hardship distributions to the princi
pal amount of elective deferrals made less 
the amount of elective deferrals previously 
distributed from the plan, even if a portion 
of the distribution is treated as income 
under section 72(e)(8). 

(b) The following example illustrates 
the application of this A-8: 

Example, Assume the same facts as in the Ex~ 
ample in A-7 of this section, except that Employee 
C is not disabled, the distribution is a hardship dis~ 
tribution, and Employee C has received no previous 
distributions of elective deferrals from the plan. The 
adjustment to the investment in the contract is the 
same as in A-7 of this section, but for purposes of de~ 
termining the amount of elective deferrals available 
for future hardship distribution, the entire amount 
of the distribution is subtracted from the maximum 
distributable amount. Thus, Employee C has only 
$9.gS0 ($21,850 - $12,0(0) available for hardship 
distri bution from C's designated Roth account. 

Q-9, Can an employee have more than 
one separate contract for designated Roth 



contributions under a plan qualified under 
section 401(a) or a section 403(b) plan? 

A-9. (a) Except as otherwise provided 
in paragraph (b) of this A-9, for purposes 
of section 72, there is only one separate 
contract for an employee with respect to 
thc designated Roth contributions under a 
plan. Thus, if a plan maintains one sep
arate account for designated Roth contri
butions made under the plan and another 
separate account for rollover contrihutions 
received from a designated Roth account 
under another plan (so that the rollover ac
count is not required to be subject to the 
distribution restrictions otherwise applica
ble to the account consisting of designated 
Roth contributions made under the plan), 
both separate accounts are considered to be 
one contract for purposes of applying sec
tion 72 to the distributions from either ac
count. 

(b) If a separate account with respect 
to an employee's accrued benefit consist
ing of designated Roth contributions is es
tablished and maintained for an alternate 
payee pursuant to a qualified domestic re
lations order and another designated Roth 
account is maintained for the employee, 
each account is treated as a separate con
tract for purposes of section 72. The al
ternate payee's designated Roth account 
is also a separate contract for purposes of 
section 72 with respect to any other ac
count maintained for that alternate payee. 
Similarly, if separate accounts arc cstab
lished and maintained for different bene
ficiaries after thc death of an employee, 
the separate account for each beneficiary 
is treated as a separate contract under sec
tion 72 and is also a separate contract with 
respect to any other account maintained for 
that beneficiary under the plan that is not a 
designated Roth account. When the sep
arate account is established for an alter
natc payee or for a beneficiary (after an 
employee's death), each separate account 
must receive a proportionate amount at
tributable to investment in the contract. 

Q-lO. What is the tax treatment of em
ployer securities distributed from a desig
nated Roth account? 

A-1O. (a) If a distribution of employer 
securities from a designated Roth account 
is not a qualified distribution, section 
402(e)(4)(B) applies. Thus. in the case 
of a lump-sum distribution that includes 
employer securities, unless the taxpayer 
elects otherwise, net unrealized apprecia-

tion attributable to the employcr securities 
is not includible in gross income; and such 
net unrealized appreciation is not included 
in the basis of the distributed securities and 
is capital gain to the extent such appreci
ation is realized in a subsequcnt taxable 
transaction. 

(b) In the case of a qualified di~tribu
tion of employer securities from a desig
nated Roth account, the distributee's basis 
in the distributed securities for purposes of 
subscquent disposition is their fair market 
value at the time of distribution. 

Q-II. Can an amount described in A-4 
of § 1.402( c )-2 with respect to a designated 
Roth account be a qualified distribution" 

A-II. No. An amount describcd in 
A-4 of §IA02(c)-2 with respect to a des
ignated Roth account cannot be a qualificd 
distribution. Such an amount is tax
able under the rules of §§ 1.72-lo(h), 
1.72(p)-1, A-II through A-l3. 
1.402(g)-1 (e )(8). lAO I (k)-2(b )(2)(vi), 
1.401(m)-2(b)(2)(vi). or IA04(k)-IT. 
Thus, for cxample. loans that are treated 
as deemed distributions pursuant to sec
tion 72(p), or dividcnds paid on employer 
securities as described in section 404(k) 
are not qualified distributions even if the 
deemed distributions occur or the divi
dends are paid after the employee attains 
age 59 112 and the 5-taxable-year period of 
participation defined in A-4 of this section 
has been satisfied. However, if a dividend 
is reinvested in accordance with section 
404(k)(2)(A)(iii)(II), the amount of such 
a di vidend is not precluded from heing a 
qualified distribution if later distributed. 

Q-12 . If any amount from a designated 
Roth account is included in a loan to an 
employee, do the plan aggregation rules of 
section 72(p)(2)(D) apply for purposes of 
determining the total amount an employee 
is permitted to borrow from the plan, even 
though the designated Roth account gener
ally is treated as a separate contract under 
section 72? 

A-12. Yes. If any amount from a des
ignated Roth account is included in a loan 
to an employee, notwithstanding the gen
eral rule that the designated Roth account 
is treated as a separate contract under sec
tion 72, the plan aggregation rules of sec
tion 72(p)(2)(D) apply for purposes of de
termining the maximum amount the em
ployee is permitted to borrow from the 
plan and such amount is based on the to
tal of the designated Roth contributions 

amounts and the other amounts under the 
plan, regardlcss of whether the loan is from 
the designated Roth account or other ac
counts under the plan. However. to the ex
tent a loan is from a designated Roth ac
count, the repayment requireIllent of sec
tion 72(p)(2)(C) must be satisficd sepa
rately with respect to that portion of the 
loan and with re~pect to the portion of the 
loan from other accounts under the plan. 

Q-13. Docs a transaction or account
ing methodology involving an employee's 
designated Roth account and any other ac
counts under the plan or plans of an em
ployer that has the effect of transferring 
value from the other accounts into the des
ignated Roth account violate the separate 
accounting requirement of section 402;\" 

A-13. Yes. Any transaction or ac
counting methodology involving an em
ployee's designated Roth account and any 
other accounts under the plan or plans of 
an employer that has the effect of directly 
or indirectly transferring valuc from an
other account into the designated Roth ac
count violates the separate accounting rc
quirement under section 402A. However, 
any transaction that merely exchanges in
vestment\ between accounts at fair market 
value will not violate the separate account
ing requirement. This A-13 applies to des
ignated Roth accounts for taxable ycars be
ginning on or after January I. 2006. 

Q-14. When is section 402A and this 
§ 1402A-I applicable? 

;\-14. Section 402A is applicahle for 
taxable years beginning on or after January 
I, 2006. Except as otherwise provided in 
A-5 and A-13 of this section, the rules 
of this ~ IA02A-I apply for taxable years 
beginning on or after January I, 2007. 

~ 1.402A-2 Reportillg and recordkeepillf!, 
requirements with respect to desigllated 
Roth {lCCOLIIlTs. 

Q-1. Who is responsible for keeping 
track of the S-taxable-year period of par tic
ipation and the investment in the contract. 
i.e., the amount of unrecovered designated 
Roth contributions for the employee? 

A-I. The plan administrator or other 
responsible party WIth rcspect to a plan 
with a designated Roth account is re\pon
siblc for keeping track of thc S-taxahle
year period of participation for each em
ployee and the amount of il1vc,t1l1cnt in 
the contract (unrecO\ ered designated Roth 
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c'ontnhutillll,) Oil hehal! nf such employee, 
hlr rurpll'l~' nj the precedlllg sentellce, 
III the ,Ih'l'nce nj actual knnlllcdge to the 
'llntr,ln,the plan administrator or uther re
,pulNhlc part) i, permitted tll a\sume that 
dl! cmpl,') l'l'" t,l\ahlc ) car i, the c,tlendar 
I l',IL III the ca'l' uf ,1 dlrl'ct mllmer from 
,1I1Othl'r designatcd Roth 'lccoun!. the plan 
,ldminl,trCltur or other rcsponsihlc party of 
till' rl'l'lplcnt plan can rely on reasonahle 
rl'prc,cntatinlh made hy the plan admini\
trdtor pr rc\pon,ihk party lIith respect to 
thl' plan with thc other dc\ignated Roth ac
l'(lunt. Sec A-~ of thi."cLlion for state
Illenh rl'Ljuircd III the ca,e of roll overs, 

()-2, In the ca,c of an eligible rollovcr 
di\tnhutilln trom a designated Roth ac
l'l1Un!. II hat allditional information must 
ill' prm ided IIlth n:spect to such distribu
tion,' 

A-2, 1,1) Pursuant to ,ectilJn 60471fl. if 
an amount i, distributed from a designated 
Ruth ,Iccount. the plan administrator or 

other rl'\pnnsible party with respect to the 
plan must provide a statement as described 
helm\' in the tulluwing situations-

11) In the G1Se of a dircct rollover of 
a dhtnbutiol1 from a designated Roth ac
count under a plan to a designated Roth 
,ICClHlIlt LInder another plan, the plan ad
Illlnistrator or other respol1sible party must 
prm ide to the plan administrator or re
'pollsihk party of the recipient plan either 
a \t,ltement indicatin(! the first year of the 
.'I-ta\ahle-year period described in A-I of 
th is \ection and the portIon of the distrihu
tilln that is attrihutahle to investment in the 
l'()ntract under section 72. or a statement 
that thl' di,lrihuti()n i, a ljualified distrihu
t lun. 

12) If the di,trihution is not a direct 
I"lllllll 1'I" to a de\i(!nated Roth accounl un
Lin anotiler plan. the plan administrator or 

rl'\l'lln,ihle party Illust provide to the em
plo\ ee, UpOIl reljue\t. the same informa
tlllil dl',crlhcd ill paragr;lph I a)( I ) ()f thi, 
,\-~, C\l'CPt the \tatement need not indi
c;I\L' thl' first Yl'ar nf the .'I-taxahle-year pe
rlud dcsnihed III A-I of the seL'lion. 

(h I Thl' statement descrlhed III para
gr,lph lal of this A-~ muc,( he prm'ided 
\\ Ilhln ,I Il''\'LlIlahk pel'illll i()llo\\inL! the 
dlll'c't I"llllll\er llI' dl,tnhutee reque\t hut in 
Il'l CI l'lll !;Ik'r th;m .~II days fllllullin" the 
dlrcL'1 Illll,)ll'l III distrihu;ee reljuest. '=' 

(J-.i II d plall qu,tilfled under section 
--liIII.,I) \lr ,I ,cdillil -(1).i(h) plan accepts a 
hll-d.l\ I"lllllll,'r III l',lrIling\ frolll a dcs-
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ignateu Roth acCOUnt. what report to the 
IRS must be provided with respect to such 
rnllm'Cr contribution'? 

:'\-3, A plan qualified under section 
·m I (a l. or a section 403 ( b) plan. accept
ing a rollovcr contribution (other than a 
direct rollO\er contribution) undcr sec
tion 40~(c)(~). or section 403(b)(8)(B). 
of the portion of a distribution from a 
designated Roth account that would have 
been includable in gross income must 
notify thc Commissioner of its accep
tance of the rollover contribution no later 
than the due date for filing Form 1099-R, 
"Disrrilmriolls From PellsiollS, Alllluities, 
Reriremenr or Profit-Sharing Plans, IRAs, 
IllslIrance Contracts, etc." The notifica
tion is required to be sent to an address 
to be specified by the Commissioner and 
Illust include the employee's name and 
social security number, the amount rolled 
over. the year in which the rollover con
tribution was made, and such other infor
mation as the Commissioner, in revenue 
rulings, notices, or other published guid
ance 111 thc Internal Revenue Bulletin (see 
~601.601(d)(2) of this chapter) may re
quire in order to determine that the amount 
rolled over is a valid rollover contribution. 

Q-4. When is this ~ I A02A-2 applica
hle? 

A-4. The rules of this § I A02A-2 are 
applicable for taxable years beginning on 
or after January I. 2007, 

Par. 4. Section IA03(b )-2 as set forth 
in Paragraph 5 of the 2004 section 403(b) 
proposed regulations (69 FR 67075) is 
amended by revising paragraph (a)(l7) to 
read as follows: 

~J..t()3(h)-2 Definitiolls, 

(a) 'I' * * 
( 17) S['ct/Oll 403( b) eiectil'e deferral: 

c/esigllrlted Roth (,()Iltributioll-(i) Section 
..t03( /J) decti!'e deferral means an elective 
deferral that is an employer contribution to 
a sectinn 403( h) plan for an employee. See 
~ 1.-I03(b)-)(b) for additional rules with 
respect to a section 403(b) electi ve defer
ral. 

IIi) Designilted Roth contribution un
der a s<c:etion -I03(b) plan means a sec
tion -I03(b) elective deferral that satisfies 
~ 1403(b)-3Ic). 

Par. 5, Section 1.403(b )-3, as set forth 
in paragraph 5 of the 2004 section 403(b) 

proposed re~ulations (69 FR 67075) is 
amended tll read as fllilows: 

I, A sentence is added to the end of 
paragraph (a) introductory text 

2, Paragr,lph (c) is redesignated as para
graph (d) and a ne\\ paragraph (c) is addcd, 

~ 1.403( /) )-3 ExclllsiolljeJ/' ('IlIlrriblltioll,\' 
to purchase seet/oll 4()3( /l) cOlltmcts, 

(a) Exclllsion jel/' sect/oil 403( h) COil· 

tracts, *' *' * Howevcr. thc preceding two 
sentences do not apply to designated Roth 
contributions: see paragraph (c) of this sec
tion and §IA03(b)-7(e) for special taxa
tion rules that apply with respect to des
ignated Roth contributions under a section 
403(b) plan, 

* * * * * 
(c) Special rules for desigllared 

Roth contriblltions, (I) The rules of 
§ 1.401(k)-l(t)(l) and (2) for designated 
Roth contributions under a qualified cash 
or deferred arrangement apply to desig
nated Roth contributions under a section 
403(b) plan, Thus, a dcsignatcd Roth con
tribution under a section 403(b) plan is 
a section 403(b) electi ve deferral that is 
designated irrevocably by the employee at 
the time of the cash or deferred election 
as a designated Roth contribution that is 
being made in lieu of all or a portion of the 
section 403(b) elective deferrals the em
ployee is otherwise eligible to make under 
the plan: that is treated by the employer as 
includible in the employee's gross income 
at the time the employee would have re
ceived the amount in cash if the employee 
had not made the cash or deferred elec
tion (e.g., by treating the contributions as 
wages subject to applicable withholding 
requirements); and that is maintained in a 
separate account (within the meaning of 
§ 1.40 I (k)-I (012». 

(2) A designated Roth contribution un
der a section 403(b) plan must satisfy the 
requirements applicable to section 403(b) 
elective deferrals, Thus, for example, des
ignated Roth contributions under a section 
403(b) plan must satisfy the requirements 
of § I A03(b )-6(d), Similarly, a designated 
Roth account under a ,ection 403(h) plan is 
subject to the rules of section 401 (a)(9)(A) 
and (8) and ~ L403Ib)-6(e), 

* * * * * 
Par. 6, Section I A03(b)-5, as set forth 

in paragraph 5 of the 2004 section 403(b) 



proposed regulations (69 FR 67075), is 

amended by adding a sentence to the end 

of paragraph (b)(I ) to read as follows: 

§I .403( h )-5 N olldiscrillli!latioll rules 

(a) '" '" '" 
(b) * * '" (1) '" '" '" Further, the em

ployee's right to make electi ve defen-als 

also includes the right to designate sec

tion 403(b) elective deferrals as designated 

Roth contributions. 

'" '" '" '" '" 
Par. 7. Section 1.403(b)-7, as set forth 

in paragraph 5 of the 2004 section 403(b) 

proposed regulations (69 FR 67075). is 

amended as follows: 

I. A sentence is added before the last 
sentence in paragraph (b)(1). 

2. A sentence is added before the last 

sentence in paragraph (b)(2). 
3, A paragraph (e) is added. 

The additions are to read as follows: 

.~I .403 ( b )-7 Taxation of distributions (lnd 
benefits 

* * * * * 
(b) '" '" '" (1 ) '" '" '" Thus, to the ex tentthat 

a portion of a distribution (including a dis
tribution from a designated Roth account) 

would be cxcluded from gross income if it 
were not rolled over, if that portion of the 

distribution is to be rolled over into an el
igible retirement plan that is not an IRA, 

the rollover must he accomplished through 

a direct rollover of the entire distribution 
(i.e., a 60-day rollover to another section 

403(b) plan is not available for this por
tion of the distribution) to a section 403(b) 

plan that agrees to separately account for 

the amount not includible in income (i.e .. 

it cannot be rolled over into a plan quali

fied under section 401(a». * * * 
(2) * '" '" Thus, the special rule in 

§1.401(k)-1(f)(3)(ii) with respect to dis

tributions from a designated Roth account 
that are expected to total less than $200 

during a year applics to designated Roth 

accounts under a section 403(b) plan. * * * 

'" '" '" '" * 
(e) Special rules relating to distribu

tions from a designated Roth aCcoullt, If 
an amount is distributed from a desig
nated Roth account under a scction 403(b) 

plan, the amount, if any. that is includi

ble in gross income and the amount, if 

any, that may be rolled over to another 

section 403(b) plan is determined under 

§ 1.402A-I. Thus, the designated Roth 

account is treated as a separate contract 

for purposes of section n, For example, 

the rules of section n(b) must bc applied 

separately to annuity payments with re

spect to a designated Roth account under 

a section 403(b) plan and separately to 

annuity payments with respect to amounts 

attributable to any other contributions to 

the section 403(b) plan. 

Par. S. Section 1.40SA-IO is added to 
read as follows: 

.i$1.40RA-IO Coordinatioll beTweel/ 
designated Roth (lCcount,l' ({!ld Roth IRAs 

Q-I. Can an eligible rollover distri

bution, within the meaning of section 
402(c)(4), from a designated Roth account 

as defined in A-I of * 1.402A- L be rolled 
over to a Roth IRA? 

A-I. Yes, An eligible rollover dis

tribution, within the meaning of sectioll 
402(c)(4). from a designated Roth account 
may be rolled over to a Roth IRA. For pur

poses of this section, designated Roth ac
count means a designated Roth account as 

defined in A-Ion 1.402A-1. 
Q-2. Can an eligible rollover distri

bution from a designated Roth account be 

rolled over to a Roth IRA even if the dis
tributee is not otherwise eligible to make 
regular or conversion contributions to a 

Roth IRA? 
A-2. Yes. An individual may estab

lish a Roth IRA and roll over an eligi
hie rollover distribution from a designated 

Roth account to that Roth IRA even if such 
individual is not eligible to make regular 

contributions or conversion contributions 
(as described in section 40SA(c)(2) and 

(d)(3), respectively) because of the modi

fied adjusted gross income limits in section 

408A(b)(3). 
Q-3. For purposes of the ordering rules 

on distributions from Roth IRAs, what por
tion of a distribution from a rollover con

tribution from a designated Roth account 

is treated as contributions? 
A-3. Under section 408A(d)(4). dis

tributions from Roth IRAs are deemed 
to consist first of regular contributions. 

then of conversion contributions, and 

finally, of earnings. For purposes of sec

tion 408A(d)(4), the amount of a rollO\'CI' 
contribution that is treated as a regular 

contrihutioll is the portioll of the Lli\lri

bution that is treated as in\'estmcnt in the 
c()ntract under A-6 of ~ 1,"(()2 1\-1. and 

the remaInder of the rollO\er contribution 

is treated as earnings. Thus. the entire 

amount of any qualified distribution from 

a designated Roth account that is rnlled 
over into a Roth IRA is treated as a regular 

contribution to the Roth IR.A. Accurdingl). 
a subsequent distributioll from the Roth 

IRA in the amount of that rollover contri

bution is not includible in grm,s income 

under the rules of A-II of * I ,..(OXA-6, 
Q-4. In the case of a rollover from a 

designated Roth account to a Roth IRA. 
when does the 5-taxable-year period (de
scribed in section 40gA(d)(2)(B) and A-I 

of * 1.408A-6) for determining qualified 
distributions from a Roth IRA begin') 

A-4. (a) The 5-taxable-yea'i' period 

for determining a qualified distribution 
from a Roth IRA (described in ~cction 

40SArcl)(2)(B) and A-I of *1...(OXA-(JI 

begins with the earlier of the taxablc year 

described in A-2 of * 1,401jA-6 or the tax
able year in which a rollover contribution 
from a designated Roth account i~ lIIade to 
a Roth IRA. The 5-taxabk-year period de
scrihed in this A-4 and the 5-taxahle-ye,1I 

period of participation described in /\-4 of 
~ 1.402A-I are determined indepcllllcntly. 

(b) The following examples illustrate 

the applicatioll of this A-4: 
E\(IIII{'/<' j, Employee D. II ho I' ()I,'r :Ii'" 'iLl 'I'. 

take, a distribution fnll11 I)', dnignatecl R,lIh <ll'

count in 201JX. prior to the end of the )-ta\"hk-)cal 
pCI'iod of particiration u,ed to determine qualilied 

distrihution, frol11 u dc,ignutcd Roth dCCOUIlt. Th,' 
distributIOn is an eliglhle rnllm er di,tJ'lhutillll dlld II 
rolls it over ill accordance \\'lIh 'eetlon., .. 02[l·) alld 
"(CA(c)(.') to D', Roth IRA. which was estahlished 
in 200., ii.£' .. e,tdbli,hed I'or Illore than 'i )ear". All\ 

,ubsequellt distribution frol11 the Rllth IRA (\1 th,' 

alllount mllcd in. plu, camillg' thereoll. would IlOt 
he includlhle in gross inl'onw I hec.use " w(\uld h,' a 
qu;..dified di"ltnhllli()r1 v.:!lhlll lhe Illeanlng of ..... L'L'l]()[) 

"08Ald)(2)), 
E.I(/III{'/" 2. A\sUllle the facl' arc thc ',lin,' ;IS 

in E\(/)/I{'/" j except that Ihe Roth IRA i, I)', lir,t 
Roth IRA and i, e,tahli,hed \\ lIh the I<llh;\ cr ill 'I)I)X, 

which i, thc only contribution madc to the Roth IRA. 

If a distribution is lllelde from Ihe Roth IRA 1)],](11' tll 
the end 01 the 5· tu\ahle-) car pc ri od used tlllie-te nlllll,' 

quallfieu di>1nhutlon, lroll1 a Roth fR,\ 1\\ hich be:· 

gins in 211tiX, the year ,,1 the mil", L'l which (,Idh· 
li,hed the Roth IRA) the di,trihlltion \\(\ukl not h,'" 

Ljllaltfieu diqnhutlon \\ .th.n the meaning oj ,ect"'ll 

~I)XA(d)(2), and all) amount III the J"inhlltioll th"t 

e,\cecdcd the portiOll of the rllllOl Cl' l'olltnhutioll th;l1 

l'o\l,iqed "f 111\ c,tllll'nt ill thl' cOlltract I' 1I1clllLi.hk 
in LY ... gro ......... lnC\)IllC. 
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r \tI/lI/,/l' 3 ... \ .... "UI1lL' th~' tad .... 11\:' Ilk' "a 111 l' a" III 

I ''''lij,ft ~ e\eepl IluI Illl' dl,lnhuII<11l trdill Ihe dl"-

1~1l"led Rulh ,lll\lUllll' ,tiler Ihe elld \lllhl' '-Id\dhk

~l',\1 pl'nl)d III pclrtll'II);lllI111U"'l'd IP dl'll'rlllllll' qual i
Ill'd dhlllhullUlh 11(1111 ,I de"~I1;II,'d R,lIh ;leePUnt II 

,I dl,lnhull(l1l I' 1ll,ldl' Ir"llllh,' R(lih IRA pripr lolh.

l'\I'II'dU,l[l (lllhe '-I,I\ahk-\e;lr Pl'IWd lhl'd Iu dl'Ie'r

Illllll' qll,lldled dhlrlhllll(ll1, 11\1111,1 R,'lh IR.\.lhe dl'

Illhllll(lil \\Iluld ll(ll hl' ,I qll,llrli,'d dl'lllilllll(lil Ililhlll 

I IlL' nll'..lll1ll~ 1..\1 "l'\.:lll\Il-\.(IS'\ldH21, and ,ln~ .lllh)lIllt 

(II Ih,' dhlllhullllI11h,lll'\el'l'lkd Ih,' ;lllhlUI1I r,llkd 111 

1 .... IIh:iudlhk III n· ... ~r\h .... IIlL't)I1K 

Q 5, Can ClnHlunt, di,trihut~d fmm 
~l Roth IRA b~ mlled \1\C!" to a d~,ig
n~lt~d Ruth ~ICL'(lllllt CI, ddin~d in A-I of 
~ I-H)~A-l) 

A-5. No. Amount:- di,trihuted from 
a Ruth IRA may h~ rolled O\er or trans
kITed only t(1 al1nth~r Roth IRA and ar~ 
not pnmitt~d to hL' rolled (l\ er to a desig
nall'd Rnth account under a section 40 I( a) 
tlr ,~l'ti()n 4(U(hl plan. Th~ sam~ rule ap
pli~s ~\~n if all th~ alllount, in the Roth 
IRA arc dttrihutahle to a rollo\'t.~r distribu
ti\ln tWill a lksignall'd Roth account in a 
plan. 

Q-6. When is thi, ~ 1.40t<A-1 0 appli
cahle') 

A-6, The rub of ~ 1.4()~A-1 () apply 
for taxahle ye~lI', heginning on or after Jan
uarv I, 20()6. 

Mdrk E. Matthew". 
DeJiuty COll/missioller Ior 

Serl'iccs alld Ellti)rCClllelll. 

Ihl~'d h~ (Ill' ()!!ll ... ' I..i! 11K' h.'dcr.t! R.l·~I\k'l (Ill J,lIll1.ll~ 2:\ 
~(I()(). S -1-.;;; .1111 . .Illll jluhll ... lll'd III I Ill' 1 .... "lIl' nt till' h',k 1.1 I 
f{"':':I,,L .. '1 111I J,lIHldl\ ~(l. ~n()(). 71 FR. -L~2()1 

Foundations Status of Certain 
Organizations 

Announcement 2006-14 

The following organi/<ltiom hale failed 
ttl ~st~lhlish or ha\e h~~n unahle to mall1-
talll their \t<ltl", a, puhlic chariti~, or a, op
eratIng foundations. Accordingly, grantor\ 
~lIld ctlntrihuttlr, Illay not. after this date, 
rL'l~ un pin \(lU\ ruling, or desiglJatitlm 
In the CumuLrtilL' Li\t 1llOrganiJatinll' 
I Puhlicati\ln 7:-; I. ur on the pre\ulllptinn 
~111\lng !'t\llllthe filing nf notice, und~r sec
tlun 51l:-;lbltll til( ('\)dL' Thi\ II\tlng doe, 
IIO! indic<ltl' tlut the llrgdni/ation\ ha\~ lost 
thl'ir ,Utu, ~I\ llrgani/<ltion\ de,crihed in 
'L(tllll) :"lllll'II.". eligihk to I"l.'l'l'i\c de
ductlhk clllltrrbutllln\. 
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Fonller Pllhiic Charirics. The fol\o\\
ing organi7ations (which have been treated 
a, orgalllzation, that are not private foun
dations described in section 509(a) of the 
Code) ar~ no\\ classified as private foun
dation,: 

.-\ & G Ranch and Recreation. 
Houston. TX 

AcclaImed Dance Company. [nc .. 
Baton Rouge. LA 

Alex Group, Inc. Middle Island. NY 
American Friends of Afikei Torah. 

Chicago,IL 
Am~rtcan Samoa Alternat~ Native 

Ornamental Development. 
Pago Pago. AS 

Andrew Merritt Ministries. Inc. 
Ddroit. MI 

Ange Gardian Foundation. Naalehu. HI 
Angelic Foundation. Arlington. VA 
Animal Fair. Lincoln. NE 
Art Amba\Sador,. Oakland. C A 
Arb & Academic Learning Centers. 

Lw, Angeles. CA 
A,hton Charities. [nc. Chester. NJ 
Austin, Angel Memorial Fund. 

Germantown. MD 
Awareness Foundation for the Disabled, 

Inc .. Cranston. RI 
B<lIIk Creek-Ida Grove School 

Foundation. Inc. Ida Grove. IA 
BBS Charitie,. Inc .. St. Louis, MO 
Big Fun Experiential Education Trips. 

Inc .. Bryan. TX 
Birthright of Aurora. Aurora. MN 
Brian D. Berlin Memorial Charitable 

Trust. Alherhon. NY 
C Heart. Chandron, NE 
Care At Home. Inc. Houston. TX 
Caring Hands Training Center. 

Mableton. GA 
Cent~r of Liling Growing Gardening. 

Mattlaka. \VV 
Centcr Street Community Development 

Corporation. Oakland, C A 
Central Fulton Educational Foundation. 

McConnellsburg. PA 
Charlie Hodge Youth Club. 

Helld~lvl\l, :'>IC 
Chtld Friendly foundation, San Diego. C A 
Childrem Enrichment Services. Inc .. 

Sacramento. C A 
Circle Blue Productions, Malibu, CA 
Cleota Youth and Women Service Center. 

Car,on. CA 
Collcge Bound Funding. Portland. OR 

Colorado Fr~edom of Expr~ssion 
Foulltbtion. Del1\er. CO 

Community Hl'alth Car~. Inc .. 
Gr~enshorll. NC 

COIllIllunity Outreach S~n'ic~s. Inc .. 
Bronx, NY 

Constitutional Educational Association. 
Inc .. Bath. OH 

Corsica Riler Foundation. Inc.. 
Centrcville. MD 

Council for Organilational Research and 
Evaluation. Inc. Marriotsville. MD 

Country Doctor Outreach, Kahuku. HI 
Crisis Institute. New Orleans. LA 
DAJ Unlimited. Inc .. Ft. Lauderdale. FL 
Daughters of Africa in the Diaspora. 

Newark. NJ 
Dega International. Inc.. Apopka. FL 
Desilu Too Foundation. Houlder City. NY 
Dilworth Group. EI Paso. TX 
OJ Angels. Inc .. Independence. MO 
Donna Maria Zerbo. Morristown. NJ 
Downtown Elkhart Development 

Corporation. Elkhart. IN 
Drum Beauty. Inc.. Stillwater. MN 
Eastbay Works. Inc .. Oakland, CA 
Eben. Inc.. Mesa. A7 
Education Training and Comulting, 

Incorporated. Sarasota, FL 
Educational Solutions Unlimited, Inc .. 

Holton. NC 
Elder Louisianians Development 

& Education Resource, Inc .. 
Baton Rouge. LA 

Emmett Lockley Community 
Development Corporation, 
New Orleans. LA 

Empower Charitable Corporation. 
Wading River. NY 

Ethiopian-Somali Charity Association. 
Inc.. East Boston. MA 

Fair Haven Primate Sanctuary, Inc., 
Loxahatchee, FL 

Fair Hope Academy. Inc., 
Saint Albans. WV 

Falconer Stamps Community Center, 
Marlin. TX 

Fort Bayard Historic Preservation Society, 
Ft. Bayard. NM 

Foundation Earth. Inc., Niantic. CT 
Frankfort Action Committee for 

Toman-ow, Inc., Frankfort, NY 
Frewsburg Area Youth Soccer League, 

Frewsburg. NY 
Friend, of Myers Cemetery. Berkeley, CA 
Friends of the Health & Human Services 

Academy. Washington. DC 



Friends of the Museum of Modem Art of 
Sao Paulo, Inc., Washington, DC 

Generation's Family Tree, Tucson, AZ 
George Washington Carver 

PrimarylWheatltey Child Parent 
Center, Chicago, IL 

Global Institute, U.S.A., Kelowna, BC 
Global Vision Ministries, Kennebunk, ME 
Great Bay Regional Police Athletic 

League, Manahawkin, NJ 
Hanul Foundation, Glendale, CA 
Hawkins House, Inc., Buffalo, NY 
Help and Hope AIDS Society, Blaine, WA 
Herbert Wommack Ministries, 

Normandy, MO 
Hidden People Ministries, 

Castro Valley, CA 
Home of Grace Rehabilitation Center, 

Inc., Norman, OK 
Homes Anew I Ltd., Old Bethpage, NY 
Horizon Family Services, Inc., 

Citrus Heights, CA 
Housing Opportunities Arizona One, Inc., 

Northridge, CA 
Institute for Cultural Enterprise, 

New York, NY 
Institute for Reproductive Health, 

Monterey, CA 
International Foundation for 

Environmental Sustainable 
Development, Inc., Charleston, SC 

International Muslims Organization, Inc., 
Albany, NY 

International Society for Biomems 
and Biomedical Nano Technology, 
Dublin,OH 

ITS A T Lucretia Brown Ministries, Inc., 
Glen Burnie, MD 

It Starts With a Story, Roslyn, NY 
Janiel Educational Services, Wheeling, IL 
Jasmine Foundation, Inc., Woodstock, NY 
J.E.F.E., Inc., Littleton, CO 
Jericho Alternative Community 

Development Corporation, Atlanta, GA 
Jesus Is The Way Out Outreach Ministries, 

Richmond, VA 
Jubilee Center of Christ Church, Inc., 

East Orange, NJ 
Kaiji Foundation, Inc., McLean, VA 
Kids & Chocolate, Inc .. Denver, CO 
Kids Fighting for Kids, Goodyear, AZ 
Latvian Ministries, Inc., Jewett City, CT 
Learning Through Creativity and 

Communication, Mount Shasta, CA 
Lewis Street Housing Development Fund 

Company, Inc., Buffalo. NY 

Limecrest Tcnder Loving Care 
Community Assoc., Inc., 
Springfield,OH 

Living in Harmony With Nature in the 
Church of Life, Las Vegas, NV 

Long Term Care Managcment 
Representative Payee Services, 
Inc., Pocatello. ID 

Los Amigos Baseball Association, 
Santa Monica, CA 

Los Angeles Church Planting 
and Leadership Training, 
Redondo Beach, CA 

Low Country Men, North Charleston, SC 
Lyle Baker Veterinary Scholarship Board, 

San Anselmo, CA 
Maine State Teacher of the Year 

Association, Sullivan, ME 
Mainstreetweek.com Foundation, Inc., 

Orlando, FL 
McCormick Sanctuary, Napa, CA 
Mentor Charitable Fund, Inc., Boston, MA 
Miami-Cass County Freedom Bound 

Wildlife Rehabilitation Center, Inc .• 
Peru, IN 

Migdal Ohr, Inc., Miami Beach, FL 
Ministry of Gold Undenominational 

Church, Inc., Sarasota, FL 
Montgomery Young Life Office. Inc., 

Montgomery, AL 
Mountain Opportunities Corporation. 

Clarksburg, WV 
Nantucket Homes for People, Inc., 

Southborough, MA 
National African American Tobacco 

Prevention Network, Lake Mary, FL 
National Association of the Children of 

Hope Northwest, Tacoma. WA 
National Civility Center. Muscatine, IA 
New Horizon Community Service. 

Jesup, GA 
Nob Hill Group Homes for Children. Inc., 

Rancho Santa Margarita, CA 
North Hills Jaycees Foundation Charitable 

Trust, Simi Valley, CA 
Northern Indiana Riding for the 

Handicapped Association, Inc .. 
Plymouth. IN 

NW Friends of the Park Foundation, 
New Waterford, OH 

Omentum Research Foundation, 
San GabrieL C A 

Orchard Park CCRe. Inc., Buffalo, NY 
Pacesetter Youth Group, Inc., Canton, GA 
Palmers Family Services, 

College Park, GA 
Pardee Cancer Treatment Fund of Gratiot 

County, Alma, MI 

Pathways to Strong Families. Lincoln. CA 
Peace B Still Foundation. Inc .. 

Lehigh Acres, FL 
Pcasc Productions Corp .. 

Farmington Hills, MI 
Peshtigo Boxing Club. Peshtigo. WI 
Piedmont Crime Control. Inc .. 

Greensboro, NC 
Planet Dog Philanthropy. Portland. ME 
Prayer Line, Spanish Fork, UT 
Providence Place. Defiance. MO 
Recovery Research Foundation. Inc .. 

Jacksonville. FL 
Returning Home, Inc .. Rialto. CA 
Ritoka Foundation, Inc., Houston. TX 
RR&N Ministries. Inc .. Fayetteville. AR 
S W Washington Development 

Association, Las Vegas. NV 
Safe Water International. Carpinteria. C A 
Samaritan Housing Foundation IV. Inc .. 

Atlanta. GA 
Sav-A-Pet, Franklin. IN 
Seaside Helping Hands Services, 

Seaside, CA 
Senior Services Foundation, Inc .. 

Cortez. CO 
Seniors Charities, Las Vegas. NV 
Seventy Plus Women of Valor. 

Arlington, TN 
Shamel Maurice Strobert & Society. Inc .. 

Stone Mountain, GA 
Shekinah Ranch, Fraser. CO 
Shepherds Light Harvest Outreach 

Ministries, Inc .. Harvest, AL 
Smithville Crime Stoppers, Smithville, TX 
Snead Research Institute, Georgetown. TX 
Snodgrass Educational Foundation. 

Chico, CA 
South Texas Life Resources, Inc., 

Falfurrias. TX 
Spirit of Padre Pio-Our Lady of Grace 

Foundation. Califon, NJ 
St. Vrain Foundation, Allenspark. CO 
Syracuse Holistic Health Council, 

Syracuse, :-,ry 
Szczecin-America Club. Inc., 

New York. NY 
Team Glory Baseball Ministries. Inc .. 

Olive Branch. MS 
Teens for Congress, Inc .. Anni;,ton. AL 
TIPI Center. Santa Fe. NM 
Tricity Community Action, Fairfield. CA 
Trinity Foundation for Humanity. 

Rancho Cucamonga, CA 
True Heart Christian Camp. Sunfield. MI 
UNEED@. Milpitas, CA 
United Art Spectrum. Inc .. Stockton. CA 
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United Development Corporation, 
Ocoee, FL 

Unity Training Group, Inc .. San Jose, CA 
US Friends of NCAD, Inc., 

Stonington, CT 
Vermont Liturgical & Music Association, 

Inc .. Woodstock, VT 
Vision Unlimited, Inc .. Honesdale, PA 
Wauwatosa Mayfair Rotary Club 

Charities, Inc., Brookfield, WI 
Weedy-Rough De~ign & Environmental 

Photography, Inc .. Paonia, CO 
Wenger Grist Mill Foundation, 

Ephrata, PA 
West Central Common Bonds, 

Glenwood, MN 
West High Athletic Alumni Association, 

Anchorage, AK 
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Wetohkatowak, Inc., Keshena, WI 
Wild Migrations Org., Vancouver. WA 
Will A. Waldrop Ministries, Inc., 

Jacksonville. FL 
Williams Economic Development. Inc., 

Ocala, FL 
Wishart Memorial Learning Center, 

Flushing, NY 
Witness, Inc .. Albuquerque, NM 
Women Helping Womcn. Aloha, OR 
Women of the Most High. Sacto. CA 
Woodruff-Adams Foundation, 

Poplar Bluff, MO 
Wound Biotechnology Foundation. Inc., 

Boston, MA 
Wrangel Island Org., Ltd., Centerport, NY 
Yorke Development Corporation. Inc .. 

Wildwood, NJ 

Youth Motivation Task Force. 
Compton, CA 

Youth Visions. St. George. UT 

If an organization listed above submits 
information that warrants the renewal of 
its classification as a public charity or as 
a private operating foundation. the Inter
nal Revenue Service will issue a ruling or 
determination letter with the revised clas
sification as to foundation status. Grantors 
and contributors may thereafter rely upon 
such ruling or determination letter as pro
vided in section 1.509(a)-7 of the Income 
Tax Regulations. It is not the practice of 
the Service to announce such revised clas
sification of foundation status in the Inter
nal Revenue Bulletin. 



Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 45.-Electricity 
Produced From Certain 
Renewable Resources, etc. 

Section 45 credit offset. The credit 
under section 45 of thc Code for electricity 
produced from qualified energy resources 
at a qualified facility is not reduced under 
section 45(b)(3) on account of a state or 
local tax credit. 

Rev. Rul. 2006-9 

ISSUE 

Is the credit under § 45 of the Inter

nal Revenue Code for electricity produced 
from qualified energy resources at a qual
ified facility reduced under ~ 45(b)(3) on 
account of a state or local tax credit? 

FACTS 

State X provides tax credits for wind
powered electric generation facilities lo
cated in State X. Corporation P constructs 
in State X a wind-powered electric gener
ation facility that is a qualified facility un
der § 45(d)(l). The electricity produced 
from the facility qualifies for the produc
tion credit under § 45. In addition, the fa
cility qualifies for the State X tax credits. 

LAW AND ANALYSIS 

Section 45(a) provides a renewable 
electricity production credit for any tax
able year in an amount equal to the prod
uct of 1.5 cents multiplied by the kilo
watt-hours of electricity-

(A) produced by the taxpayer (i) from 
qualified energy resources, and (ii) at a 
qualified facility during the credit period 
beginning on the datc the facility was orig
inally placed in service; and 

(B) sold by the taxpayer to an unrelated 
person during the taxable year. 

Under § 45(b)(l), the amount of the 
credit determined under § 45(a) is reduced 
by an amount which bears the same ratio to 
the amount of the credit (determined with
out regard to § 45(b)(l» as-

(A) the amount by which the reference 
price for the calendar year in which the sale 

occurs exceeds 8 cents, bears to 

(B) 3 cents. 

Under § 45(b)(2), the 1.5 cent amount 
in § 45(a) is adjusted by multiplying that 

amount by the intlation adjustmcnt factor 
for the calendar year in which the sale oc
curs. 

Under § 45(c)(l )(A), the term "quali
fied energy resourcc" includes wind. 

Under section 45(d)( l). in the case of a 
facility using wind to produce electricity. 
the term "qualified facility" means any fa
cility owned by the taxpayer that is origi
nally placed in service after December 3l, 
1993. and before January l. 2008. 

Under § 45(b)(3), the amount of the 
credit determined under § 45(a) (deter
mined after the application of § 45(b)(I) 
and (2» with respect to any project for 
any taxable year (the otherwise allowable 
credit for the project) is reduced if spec
ified governmental assistance has been 
provided with respect to the project. The 
amount of the reduction is equal to the 
otherwise allowable credit for the project 
multiplied by the lesser of one-half or a 
fraction-

(A) the numerator of which is the sum, 
for the taxable year and all prior taxable 
years, of the specified governmental assis
tance provided with respect to the project; 

and 
(B) the denominator of which is the ag

gregate amount of additions to the capital 
account for the project for the taxable year 
and all prior taxable years. 

The following governmental assistance 
is taken into account in determining the 
numerator of the fraction: 

(i) grants provided by the United States, 

a state, or a political subdi vision of a state 
for use in connection with the project; 

(ii) proceeds of an issue of state or lo
cal government obligations used to pro
vide financing for the project the interest 
on which is exempt from tax under § lO3, 

(iii) the aggregate amount of subsidized 

energy financing provided (directly or in
directly) under a federal. state, or local 
program provided in connection with the 
project. and 

(iv) the amount of "'any other credit al
lowable" with respect to any property that 
is part of the project. 

The amounts under the preceding sentence 

for any taxable year are determined as of 
the close of the taxable year. 

Neither § 45(b)(3)(A)(ivl. which pro

vides for the reduction on account of other
wise allowable credits. nor the legislative 
history underlying section 45 (H.R. Rep. 
No. 102-1018 (1992) (Conf. Rep.). at 
404,405, 1993-l C.B. 273. 274) contains 
any reference to states or Im:alities. Ac
cordingly, the term "any other credit al
lowable" in § 45(b)(3)(A)(iv) will be con

strued to include only federal tax credits 
allowable under the Code with respect to 
property that is part of a project. and not to 
include state or local credits. Thus, Cor
poration P's § 45 credit is not reduced un
der § 45(b )(3) on account of the State X 
tax credits. The result would be the same 
if, instead of a wind facility, Corporation P 
had constructed a qualified facility using 
another qualified energy resource subject 
to § 45(b)(3). 

HOLDING 

The credit under § 45 for electricity pro
duced from qualified energy resources at 
a qualified facility is not reduced under 
§ 45(b )(3) on account of a state or local tax 
credit. 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is David Selig of the Office of As
sociate Chief Counsel (Passthroughs & 
Special Industries). For further informa
tion regarding this revenue ruling. contact 
David Selig at (202) 622-3040 (not a 
toll-free call). 

Section 168.-Accelerated 
Cost Recovery System 

rvlay a taxpayer elect 10 recover the cost of a liual· 

ified revitalization building placed in service after 

December 31. 200 I. in the expanded area of a re

newal community under * 1-1.001 of the Internal Rev

enue Code Instead of under * 168" Sec Rev. Proc. 

2006-16. page 539. 
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Section 179.-Election 
to Expense Certain 
Depreciable Business 
Assets 
~D ('f R I, 17Y-5: Tillie will /Il1/1I11('/' ot'makillg elee-

{/(Jll. 

H(m is the ~ 179 election (or the revocation of the 

eke'tlOn) made for qualified renewal property placed 

in service by d tnpayer in the expanded area in 2002, 

200.1, 2()()-l, or 2()()5) See Rn. Proc. 2006-16, page 

:i.19 . 

Section 446.-General Rule 
for Methods of Accounting 
26 eFR IJI6-1. GClleral rule for methods of ae-

countll1g. 

If a taxpayer changes from claiming depreciation 
,!educt ions to claiming commercial revitalization de

ductions tor a qualified revitalization building that 

is rlaced III ,en·icc by the taxpayer after December 
'1, 2()() I, in the expanded area of a renewal commu-

nity and for which the taxpa\Jer recei"ed ' 
J • a retroaCl1ve 

commercial revitalization expenditure' II . . . a Ocatmn. IS 

thiS change a change in method of accounting'] See 
Rev. Proc. 2006-16. page 5.,9. 

Section 472.-Last-in 
First-out Inventories ' 
26 eFR 1472-1: Last-ill. Firsl-oul inl'entories, 

LIFO; price indexes; department 
stores. The December 2005 Bureau of 
Labor Statistics price indexes are accepted 
for use by department stores employing 
the retail inventory and last-in, first-out 
inventory methods for valuing inventories 
for tax years ended on, or with reference 
to, December 31, 2005. 

Rev. Rul. 2006-8 

The following Department Store In
ventory Price Indexes for December 2005 
were issued by the Bureau of Labor Statis-

tics. The indexes are accepted hy the Inter
nal Revenue SL'nice. under * IA72-I(k) 
of thL' Income Tax Regulations and Rev. 
Proc. R6--+6. 19R6-2 C.B. 739. for ap
propriate application to inventories of 
department stores employing the retail 
inventory and last-in, first-out inventory 
methods for tax years ended on. or with 
reference to, December 31, 2005, 

The Department Store Inventory Price 
Indexes arc prepared on a national basis 
and include (a) 23 major groups of depal1-
ments, (b) three special combinations of 
the major groups - soft goods, durable 
goods, and miscellaneous goods, and (c) a 
store total, which covers all departments, 
including some not listed separately, ex
cept for the following: candy. food. liquor, 
tobacco, and contract departments. 

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

I. 
-, 

3. 
-+ . 
5. 
6. 
7. 
H. 
9, 
10. 
II. 
12. 
13. 
14, 
15, 
16. 
17, 
IK, 
Ill, 
20. 
21. 
~-, 

23. 

520 

Groups 

Piece Goods ........................ , , , , , ............... . 
Domestics and Draperies ... , , , ........................... . 
Women's and Children's Shoes ........................... . 
Men's Shoes ........ , ., " '., . '" " .............. , .. ,' , , .. 
Infants' Wear,." ....................................... . 
Women's Underwear., ............. , ..................... . 
Women's Hosiery .. "" .. ,., ' ... , " .... ,., .............. . 
Women's and Girls' Accessories .... , ..................... . 
Women's Outerwear and Girls' Wear ...................... . 
Men's Clothing .... " " .. '" .. ,' , ., ,., .................. . 
Men's Furnishings ....................................... . 
Boys' Clothing and Furnishings ........................... . 
Jewelry ............. , , ........ , , , ... , , ................ , .. 
Notions .. ' .................................... . 
Toilet Articles and Drugs, ................................ . 
Furniture and Bedding .... , , , ...... ' . , .. , , , ........ , , , . , , , 
Floor Coverings, , .. , , . , , .......... ' ..................... . 
Housewares .. ............................................ 
Major Appliances ...... , , , , , . , . , , ...... , , , ........... , . , , . 
Radio and Television 
Recreation and Educ~ti~)~i' ............................... . 

'1 ••••••••••••••••••••••••••••••.•• 

Home Improvements- ..... , , , . , , , ... , , , . , , , .............. . 
Automotive Accessories" , ................................ . 
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Dec. 2004 

495.2 
527.4 
650.7 
841.5 
577.4 
517.2 
339.2 
565.6 
352.5 
535.8 
569.9 
414.2 
866.2 
792.2 
992,1 
602.0 
592.5 
708,0 
199.9 
40.3 
78.3 

131.7 
112.9 

Percent Change 
from Dec. 2004 

Dec. 2005 to Dec. 2005 1 

467,2 -5.7 
506.3 -4.0 
659.5 1.4 
862.7 2.5 
568.5 -1.5 
547.0 5.8 
337.9 -0.4 
558.5 -1.3 
350.8 -0.5 
527.4 -1.6 
560.6 -1.6 
394.0 -4.9 
842,7 -2,7 
801.0 1.1 

1000.7 0.9 
602.9 0.1 
614.5 3.7 
697.7 -1.5 
205.0 2.6 

37.7 -6.5 
77.4 -1.1 

136.7 3,8 
117.0 3.6 



BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

Percent Change 
from Dec. 2()O-1-

Groups Dec. 2004 Dec. 20()5 to Dec. 20()5 i 

Groups 1-15: Soft Goods ...................................... . 552.5 54X.O -(UI 
378.5 375.7 -0.7 

92.2 93.0 (J.l) 

Groups 16-20: Durable Goods .................................. . 
Groups 21-23: Misc. Goods2 ................................... . 

Store Total" ............................................. . 490.1 487.2 -0.6 

1 Absence of a minus sign before the percentage change in this column signifies a price increase. 

2Indexes on a January 1986 = 100 base. 

3The store total index covers all departments, including some not listed separately. except for the following: candy. food. liquor. 
tobacco, and contract departments. 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is Michael Burkom of the Office 
of Associate Chief Counsel (Income Tax 
and Accounting). For further informa
tion regarding this revenue ruling, contact 
Mr. Burkom at (202) 622-7924 (not a 
toll-free call). 

Section 86I.-lncome 
From Sources Within the 
United States 
26 CFR 1.1161-9: Allocatiol/ 1II1l1 "I'I'OrtiO/IIlIl'lIt ()f' 
interest CYl'fIlse. 

T.D.9247 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Allocation and Apportionment 
of Expenses Alternative 
Method for Determining Tax 
Book Value of Assets 

AGENCY: Internal Revenue Service 
(IRS). Treasury. 

ACTION: Final and temporary regula
tions. 

SUMMARY: This document contains fi
nal regulations providing an alternative 
method of valuing assets for purposes of 

apportioning expenses under the tax book 

value method of * 1.861-9T The alter
native tax book value method, which is 
elective. allows taxpayers to determine, 
for purposes of apportioning expenses, the 
tax book value of all tangible property that 
is subject to a depreciation deduction un
der section 1615 by using the straight line 
method, conventions, and recovery peri
ods of the alternative depreciation system 
under section 168(g)(2). The alternative 
tax book value method is intended to min
imize basis disparities between foreign 
and domestic assets of taxpayers that may 
arise when taxpayers use adjusted tax ba
sis to value assets under the tax book value 
method of expense apportionment. These 
final regulations may affect taxpayers that 
are required to apportion expenses under 
section 861. 

DATES: Effccril'C Datc: These regulations 

are effective January 30, 2006. 
Applicability Dmcs: For dates of appli

cability, see * I. 861-<;l( i)( 4). 

FOR FCRTHER INFORMATION 

CONTACT: David Bergkuist at (202) 
622-3850 (not a toll-free call). 

SUPPLEMENTARY INFORMATION: 

Background 

On September 14, 1988, the IRS pub

lished temporary regulations (TO. 152215. 
1988-2 C.B. 136 [53 FR 35467]) that ad
dress the allocation and apportionment of 
interest expense. On March 26. 2004. the 
IRS published a Treasury decision, TO. 

9120,2004-1 C.B. 881 169 FR 156731, 
which contained temporary regulation~ 

that provide for an alternative mcthod nf 
valuing asscts for purposcs of apportion
ing expenses under the tax book value 
mcthod of * 1.861-9T and a noticc of pro
posed rulemaking that cro~s-referenccs the 
temporary regulations, REG-129447-01. 
2004-1 C.B. 894 (69 FR 15753). A public 
hearing was held on July 19, 2004. 

For purposes of allocating and appor
tioning expenses, a taxpayer may compute 
the value of its assets under either the 
tax hook value method or the fair market 
value method. Sections 1.861-8T(c)(2) 
and 1.861-9T(gH I )(ii). The temporary 

and proposed regulations issued in 2004 
provided taxpayers with an alternative 
method of apportioning expenses under 
the tax book value method. This alter
native tax book value method, which is 
elective, allows taxpayers to determine. 
for purposes of apportioning expenses, 
the tax hook value of all tangible property 
that is subject to a depreciation deduction 
uncler section 168 by u~ing the straight 
line method, conventions, and recovery 
periods of the alternative depreciation 
system under section 168Ig)(:2). Thc alter
native method provided in the tcmporary 

and proposed regulations is lI1tcndcd to 
minimize basis disparities between for
cign and domestic asseh of taxp,lycrs that 

may arise when taxpayers use adiustcd tax 
basis to value assets under thc tax hUllk 
value method of expense apportionment. 

Taxpayers u~ing the tax hook \aluc 

method, including thosc that ha\e e1cctcd 
the alternati ve tax book valuc mcthod, 
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may elect III change to the fair market 
\,duc method at any time. I{e\. Pro(. 
2()(l:\-37. 2()()3-1 C.B. 950 (May 27. 
20031. Tax[layer, that deL·t to LN' the 
fair market \ alue Illethud IllU,t L'ulltinue 
to u,e that mcrh(ld unk" expressly au
thdri/\.'d by the C(lmmissillner to L'hange 
method,. Sec ~ U\61-XT( c)( 2l. See also 
R\.'\. Proc. 2()()5-2X. 20ll5-21I.R.B. Ill93 
(May 23. 2()()Sl. rcgarding automati( con
sent [lfOL·\.'dure applicable for taxable years 
b\.'ginlllng on l)r after Marl'h 26. 200-L but 
hefore t\1arch 26. 2006. for which no re
tlll'1l ha, prniou,ly been filed. Revocation 
of all election to use the alternative tax 
book \alue method. other than in con
Junction with an election to use the faIr 
market \alue method. for a taxable year 
prim to the sixth taxable year for which 
the election applies requires the consent of 
the Commissioner. 

Explanation of Provisions and 
Summary of Comments 

These final regulations adopt the rules 
of the temporary and proposed regulations. 
The alternative tax book value method. as 
set forth in ~ l.X61-9( i l. allows a taxpayer 
to elect to determine thc tax book value 
of its tangible property that is subject to 
depreciation under section 168 of the In
ternal Revenue Code (Code) as though all 
such propcrty had been depreciated using 
the alternative depreciation system under 
section 168(g) during the entire period in 
which the property has been in scrvicc. 
These final regulations prescribe the appli
cation of section 168(g)(2) solei y for deter
mining an asset's tax hook value for pur
puses of apportioning expenses (including 
the calculation of the alternative minimum 
tax foreign tax credit pursuant to section 
SL)( a)) under the asset method described 
in ~ I.X61-L)T(g). Application of section 
16X(gI(2) pursuant to these final regula
tions does not otherwise affect the results 
llnJcrother provisions of the Code. includ
ing the amoullt of any deduction claimed 
under SCl'Iions 167. 16R. 169. 263(a). 617. 
or any other capital cost recovery provi
'Ion . 

..... .., \\Ith the temporary and propmed 
regulation,. the final regulations generally 
prm Ide th~lt. rllr a taxpayer that elects the 
alternatl\e tax houk value method. the tax 
hllOk \alue of tangible property that is dc
prL'L'iatcd under section 16R of the Code is 
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determined as though such property were 
subject to the altt:'rnative depreciation sys
It~munder section 16~(g) for the entire pe
rim! that ,ueh property has heen in ser
yiLT. Thus. If a t~lxpayer elects the alter
native tax book value method effeeti\'C for 
the 2005 taxable year. the tax book value 
of tangible property placed in sen'ice in 
2005 is determined each year using the 
rules of section 168(g) that apply to prop
erty placed in service in 2005 and the tax 
hook value of tangible property placed in 
service in 2006 is determined each year 
using the rules of section 168(g) that ap
ply to property placed in service in 2006. 
However. in the case of tangible property 
placcd in service in a taxable year prior 
to the first taxable year to which the elec
tion to use the alternative tax book value 
method applies. the tax book value of such 
property is determincd using the alterna
ti ve depreciation system rules that appl y 
to property placed in service in the tax
able year to which the election first ap
plies. Thus. if a taxpayer elects the alter
native tax book value method effecti ve for 
the 2005 taxable year. the tax book value 
of tangible property placcd in service in 
2004 and prior years is determined each 
year using the rules of section 168(g) that 
apply to property placed in service in 200S. 
A special rule also applies in determining 
tax book value in cases where a taxpayer 
makes an election to use the alternative tax 
book value method after recently (within 
three years) revoking a prior election to use 
that method. 

A public hearing was held and com
ments were received. 

One commentator viewed the rule 
for property placed in service prior to 
the election to use the alternative tax 
book value method as unclear and sug
gested alternative phrasing to that in 
S 1.861-9Tti)( 1)( ii) As the commentator 
noted. any lack of clarity arises only if the 
rule of SI.861-9T(i)(l)(ii) is read in iso
lation. without reference to Example I in 
~ 1861-9T( i)( I )( v). Bccause the Treasury 
Departmcnt and the IRS believe that the 
provision is clear when read in context and 
properly illustrated in § 1861-9T(j)( I j(v). 
and because the alternative phrasing sug
gested by the commentator would raise 
greater questiol1~ of clarity. the language 
from the temporary regulation is retained. 

Commentators also requested that dis
parities in addition to depreciation, such 

as the treatment of int;lngibk drillIng costs 
and cerlain in\entLlr:- adjw;tnll'nts. be ad
dressed as part of thc alternati\c tax book 
value method. TIll' TrL'a,ury Department 
and the IRS arc acti\el\ studying thest' 
and other disparities as \\ ell ;IS \\hat rules 
might be fashioned [0 address them. The 
final regulations therefore include a sub
section that resen'es as to certain other ad
justments. pending the outcome of this re
view. The Treasury Department and the 
IRS welcome specific suggestions as tn 
proper treatment of such adjustments. 

One commentator requested that the 
IRS issue guidance granting automatic 
consent to (hange from the fair mar
ket value method to the tax book ralue 
method. including an election to deter
mine tax book value using the alternative 
tax book method. in the context of a 
merger or acquisition. allowing the parties 
to the transaction to conform their meth
ods. This comment is beyond the scope of 
the regulations, as it is part of a broader 
issue as to how to address inconsistent 
elections when companies merge or enter 
into simIlar transactions. Accordingly. the 
Treasury Department and the IRS h;ne 
not considered it as part of finalizing the 
temporary and proposed regulations. 

One commentator suggested that tax
payers be able to elect the use of the alter
native tax book value method for all open 
years. Adoption of this suggestion would 
raise significant fairness and administra
tive concerns. Accordingly. the sugges
tion was not adopted. and the effective date 
set forth in the temporary regulations is re
tained. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12R66. Therefore. a regulatory assessment 
is not required. It also has been deter
mined that section 553(b) of the Admin
istrative Procedure Act (5 U.s.c. chapter 
5) does not apply to these rcgulations. Be
cause the regulations do not impose a col
Iectio1l uJinfofmation on small entities, the 
Regulatory Flexibi IIty Act (5 U .S.c. chap
ter 6) doe\ not appl y. Pursuant to sec
tion 7R()S( fJ of the Code. the proposed reg
ulations preceding these regulations were 
submitted to the Chief Counsel for Advo
cacy of the Small Business Administration 



for comment on their impact on small busi
nesses. 

Drafting Information 

The principal author of these regula
tions is David Bergkuist, Office of Asso
ciate Chief Counsel (International). How
ever, other personnel from the IRS and the 
Treasury Department participated in their 
development. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph. 1. The authority for part 1 
continues to read, in part, as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.861-9 is amended as 

follows: 
1. Revise paragraphs (h)(6) and (j). 
2. Add paragraph (i). 
The revision and addition read as fol

lows: 

§1.861-9 Allocation and apportionment 
of interest expense. 

* * * * * 
(h)(6) [Reserved]. For further guid

ance, see §1.86I-9T(h)(6). 
(i) Alternative tax book value 

method-(l) Alternative value for cer
tain tangible property. A taxpayer may 
elect to determine the tax book value of its 
tangible property that is depreciated under 
section 168 (section 168 property) using 
the rules provided in this paragraph (i)( 1) 
(the alternative tax book value method). 
The alternative tax book value method ap
plies solely for purposes of apportioning 
expenses (including the calculation of the 
alternative minimum tax foreign tax credit 
pursuant to section 59(a» under the asset 
method described in paragraph (g) of this 
section. 

(i) The tax book value of section 168 
property placed in service during or after 
the first taxable year to which the elec
tion to use the alternative tax book value 
method applies shall be determined as 
though such property were subject to the 
alternative depreciation system set forth in 

section I68(g) (or a successor provision) 
for the entire period that such property has 
been in service. 

(ii) In the case of section 168 property 
placed in service prior to the first taxable 
year to which the election to use the alter
native tax book value method applies, the 
tax book value of such property shall be 
determined under the depreciation method. 
convention, and recovery period provided 
for under section I68(g) for the first tax
able year to which the election applies. 

(iii) If a taxpayer revokes an election to 
use the alternative tax book value mcthod 
(the prior election) and later makes an
other election to use the alternative tax 
book value method (the subsequent elec
tion) that is effective for a taxable year that 
begins within 3 years of the end of the last 
taxable year to which the prior election ap
plied, the taxpayer shall determine the tax 
book value of its scction 168 property as 
though the prior election has remained in 
effect. 

(iv) The tax book value of section 168 
property shall be determined without re
gard to the election to expense certain de
preciable assets undcr section 179. 

(v) Examples. The provisions of this 
paragraph (i)(l) are illustrated in the fol
lowing examples: 

Example 1. In 2000. a taxpayer purchases and 

places in service section 168 property used solely in 

the United States. In 2005. the taxpayer elects to use 

the alternative tax book vallie method. effective for 
the current taxable year. For purposes of determin

ing the tax hook value of its section 168 property. the 

taxpayer's depreciation deduction is determined by 

applying the method. convention. and recovery pe
riod rules of the alternative depreciation system un

der section 168(g)(1) as in effect in 2005 to the tax

payer's original cost basis in such property. In 2006. 

the taxpayer acquires and places in service in the 

United States new section 168 property. The tax book 

value of this section 168 property IS determined under 

the rules of sectIon 168(g)ll) applicable to property 

placed in service in 2006. 
Example 2. Assume the same facts as in Example 

1. except that the taxpayer revokes the alternative tax 

hook value method election effective for taxable year 

20 I O. Additionally. in 20 I I. the taxpayer acquires 

new section 168 property and places it in service in 

the United States. If the taxpayer elects to use the 

alternative tax. book value methud effective for tax
able year 2012. the taxpayer must detennine the tax 

book value of its section 168 property as though the 

prior election still applied. Thus. the tax book value 

of property placed in scrvicc prior to 2005 would be 

determined by applying the method. conventIon. and 

recovery period rules of the alternative depreciatIon 

system under section l68(g)(2) applicable to prop

erty placed in service in 2005. The laX book value 

of section 168 property placed in service during any 

taxable year after 2()(J~ wnulu he determined hy ap

plying the methou. convention. Jnd recmery perioo 

rules of the ,tlternati \' C uepreciati(ln systelllllnder sec

tion I o~lg)( 2) applicable tll proper!} placed in senice 

in such taxahle year. 

(2) Timing lIlId scope olelcctio/l. (i) Ex
cept as provided in this paragraph (i)(2). 
a taxpayer may elect to use the alterna
tive tax book value method with respect 
to any taxable year beginning on or af
ter March 26. 2004. However. pursuant 
to ~ 1.861-8T(c)(2). a taxpaycr that has 
elected the fair market value method must 
obtain the consent of the Commissioner 
prior to electing the alternative tax book 
value method. Any election made pur
suant to this paragraph (i)(2) shall apply 
to all members of an affiliated group of 
corporations as defined in §§ 1.861-11 (d) 
and I.S61-IIT(d). Any election made pur
suant to this paragraph (i)(2) shall apply 
to all subsequent taxable years of the tax
payer unless revoked by the taxpayer. Re
vocation of such an election. other than in 
conjunction with an election to use the fair 
markct value method. for a taxable year 
prior to the sixth taxable year for which the 
election applies requires the consent of the 
Commissioner. 

(ii) Example. The provisions of this 
paragraph (i)(2) are illustrated in the fol
lowing example: 

E'{//I/I'le. Corporation X. a calendar year tax
payer. elects on its original. timely tiled tax return 

for the taxable year ending Decemher 31. 2007. to 

use the alternative tax hook value method for its 2007 
year. The alternative tax book value method applies 

to Corporation X's 2007 year and all subsequent tax

able years. Corporation X Illay not. without the con

sent of the CommiSSIoner. revoke its election and de

termine tax book value using a method other than 
the alternative tax book value method with respect to 

any taxahle year beginning before January 1. 2012. 

However. Corporation X may automatically elect to 

change from the alternative tax book value method to 

the faIr market value method for any open year. 

(3) Certain other adjustments. [Re
served.] 

(4) Effective date. This paragraph (i) 
applies to taxable years beginning on or 
after March 26, 2004. 

(j) [Reserved]. For further guidance, 
see § 1.861-9T(j). 

Par. 3. Section 1.861-9Tisamendedas 
follows: 

I. Revise the second sentence in para
graph (g)( 1 )(ii) introductory text. 

2. Revise paragraph (i). 

The revisions read as follows: 
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,91. R61-9T Allocution (/lId (/JipO rtiolllllellt 
of interest expense (tcmporary). 

;:, * * * * 
(gl" , * 
( I 1 *' '" ." 
(ii) '" * *For mit" concerning the appli

cation or an alternati \'e method of valuing 
assets for purpmes of the tax book value 
method. see ~ U';ol-lJl i). '" '" * 

(il IReserved], For further guidance. 
see ~ U';61-lJ( i 1. 

Mark E. Matthews. 
Di'plIt\' C()mmissioner fiJr 
Scrl'ices and EntiNn'mi'llt. 

Approved January 20. 2006. 

Eric Solomon. 
Acting Deput\' Assistant Secretan' 

or tize Tre({sllrv. 

(hk'o \0:- tilt..' UtflL'L' llf the Fcocra\ Rcghter nil Januar: 27. 
~()t 1(1, :-; .... 1-5 d 111 .. <Ind puhl1 ... lh.'J III the 1:. .... Ut' of the Federal 
KL'gl .... tl'r for J~lI1uar) 3U. 2()(Hl, 71 F.R 4XI31 

Section 937.-Residence 
and Source Rules Involving 
Possessions 
~() CFR I <;~17-I' ROIl({ lide (<'I'll/I'll('\' ill [/ !,OSSCl'

\;011 

T.D.9248 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Residence Rules Involving 
U.S. Possessions 

AGENCY: Internal Revenue Service 
(i RS 1. Treasury. 

,o\CTION: Final regulations. temporary 
regulations. and removal of temporary 
regulations. 

S UI\I MARY: This documcnt contams 
final regulations that pro\'ide rules for 
determining hllnll tide residency in the 
fol\O\\ing U.S. possessions: American 
Sanllla. Guam. the Northern Mariana Is
lands. Puerto Rico. and the United State, 
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Virgin Islands under sections 937(a) and 
881 (b) of the Internal Revenue Code 
(Cude). 

DATES: Effectil'i' Date: These regulations 
are cffecti \'C January 31. 2006. 

Applicabilitv DMes: For dates of 
applicability, see §§1.881-5(f)(8) and 
1.937-1(i). 

FOR FURTHER INFORMATION 
CONTACT: J. David Varley, (202) 
435-5262 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collections of information con
tained in these final regulations have been 
reviewed and approved by the Office of 
Management and Budget in accordance 
with the Paperwork Reduction Act of 1995 
(44 U.S.c. 3507(d)) under control number 
1545-1930. 

The collections of information in these 
final regulations are in §1.937-1. The 
collection of information required by 
§1.937-1(h) is to ensure that individu
als claiming to become, or cease to be. 
residents of a U.S. possession file notice 
of such a claim with the Internal Rev
enue Service in accordance with section 
937(c) of the Code. Individuals subject 
to this reporting requirement must retain 
information to establish their residency 
a, required by section Y37(c) of the Code 
and § 1.937-1. An additional collection of 
information in these final regulations is in 
§ 1.937-1(c)(4)(iii). This information is 
required to satisfy the documentation and 
production requirements for individuals 
who come within an exception to the pres
ence test of ~ l.Y37-1(c) as a conscquence 
of receiving (or accompanying certain 
family members who reeeive) qualifying 
medical treatment. 

The collections of information are 
mandatory and will be used for audit and 
examination purposes. The likely respon
dents are individuals who become (or 
cease to be) bonafide residents of a U.S. 
pos,e;,;,ion and individuals who, in satisfy
mg the presence test requirement for bona 
fide residence in a possession. exclude 
day, in the U.S. or include days in a rel
evant possession because they receive (or 
accompany certain family members who 
recei ve) quali fying medical treatment. 

Estimated total annual reporting and/or 
recordkeeping burden: 30().OOO hours. 

Estimated a\'erage annual burden hours 
per respondent: 4 hours. 

Estimated number of respondents: 
75.000 

Esti mated annual frequency of re
sponse,: annually. 

An agency may not conduct or sponsor. 
and a person is not required to respond to. a 
collection of information un less it displays 
a valid control number assigned by the Of
fice of Management and Budget. 

Comments concerning the accuracy of 
this burden estimate and suggestions for 
reducing this burden should be directed to 
the Office of Management and BUdget, 
Attn: Desk Officer for the Depal1111ent of 
Treasury, Office of Information and Reg
ulatory Affairs, Washington, DC 20503, 
with copies to the Internal Revenue Ser
vice, Attn: IRS Reports Clearance Officer. 
SE:W:CAR:MP:T:T:SP, Washington, DC 
20224. 

Books or records relating to a collection 
of information must be retained as long 
as their contents might become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidential, as required 
by 26 U.S.c. 6103. 

Background 

The American Jobs Creation Act of 
2004 (Public Law 108-357) was enacted 
on October 22, 2004. Section R09 of 
the Act added section 937 to the Code, 
relating to residence, source, and effec
tively connected income with respect to 
the U.S. possessions. On April 11, 2005, 
the IRS and Treasury published in the 
Federal Register temporary regulations 
(T.D. 9194, 2005-20 I.R.B. 1016 [70 FR 
18920], as corrected at 70 FR 32589-01), 
which provided rules to implement section 
937 and to conform existing regulations 
to other legislative changes with respect 
to U.S. possessions. A notice of proposed 
rulemaking (REG-l 59243-03, 2005-20 
I.R.B. 1075 [70 FR 1~949]) cross-ref
erencing the temporary regulations was 
published in the Federal Register on 
the same day. Written comments were 
received in response to the notice of pro
posed rulemaking and a public hearing 
on the proposed regulations was held on 
J ul y 21, 2005. The proposed regulations 



relating to the residence rules (specifi
cally, §§1.937~1 and I.SSl-5T(t)(4» are 
adopted as amended by this Treasury de
cision, and the corresponding temporary 
regulations are removed. The revisions 
are discussed below. The remainder of the 
proposed and temporary regulations, re
lating to source and effectively connected 
income with respect to U.S. possessions, 
will be finalized together with the other 
conforming changes in a forthcoming 
Treasury decision. 

Explanation of Provisions and 
Summary of Comments 

The proposed and temporary regula
tions under Code section 937(a) provide 
rules for determining whether an indi
vidual is a "bona fide resident" of a U.S. 
possession. Generally, §1.937-lT pro
vides that an individual is a bona fide 
resident of a possession if the individual 
meets a presence test, a tax home test and 
a closer connection test. The IRS received 
comments relating to each of the three 
tests. 

l. Presence Test 

A. General rule 

Under section 937(a)(I), in order to sat
isfy the presence test, a person must be 
present in the possession for at least IS3 
days during the taxable year (the IS3-day 
rule). The proposed and temporary regu
lations provide several alternatives to the 
I 83-day rule for purposes of satisfying the 
presence test. Thus, an individual who 
does not satisfy the IS3-day rule neverthe
less meets the presence test under the pro
posed and temporary regulations if the in
dividual spends no more than 90 days in 
the United States during the taxable year; 
the individual spends more days in the pos
session than in the United States and has no 
earned income in the United States; or the 
individual has no permanent connection to 
the United States. 

The proposed and temporary regu
lations also provide a special rule for 
nonresident aliens in lieu of the 183-day 
rule and its alternatives. This special rule 
reflects the intention of the IRS and Trea
sury to adopt, to the extent possible, the 
generally applicable rules of residence 
with respect to nonresident aliens. Thus, 
the special rule requires nonresident aliens 

to satisfy a mirrored version of the sub
stantial presence test of section 7701 (b) in 
order to meet the presence test of section 
93 7(a)( 1). 

A number of commentators suggested 
that the IRS and Treasury should also al
low U.S. citizens and residents to satisfy 
the IS3-day rule of section 937(a)(I) by 
satisfying a milTored version of the sub
stantial presence test of section 770 l(b). 
These comments generally argued that the 
IS3-day rule fails to provide the flexibil
ity necessary to reflect the realities of is
land life. The comments also stated that 
the proposed and temporary regulations 
subject U.S. citizens and residents to a 
higher presence requirement than nonres
ident aliens. 

The final regulations do not incorpo
rate the rules of section 7701 (b) as an 
alternative to the 183-day rule of section 
937(a)(I) for U.S. citizens and residents. 
Congress considered but specifically re
jected adopting section 7701 (b) as the 
general rule for determining residency 
in a possession. See H.R. Conf. Rep. 
No. IOS-755, at 791~795 (2004). In
stead, Congress adopted the 183-day rule 
and gave the Service authority to adopt 
appropriate exceptions to the rule to pro
vide sufficient flexibility. The proposed 
and temporary regulations follow that 
approach and providc alternatives to the 
IS3-day rule intended to address the ne
cessity of off-island travel. The IRS and 
Treasury do not believe it is appropriate 
to adopt a section 770 I (b) rule by regu
lations when Congress expressly rejected 
this view. Accordingly, the IRS and Trea
sury generally retain the approach of the 
proposed and temporary regulations in the 
final regulations but also provide addi
tional t1exibility in the application of the 
IS3-day rule and its alternati ves to meet 
the needs of island residents and offset 
differences between the rules applicable 
to U.S. citizens and residents and the rules 
applicable to nonresident aliens. 

Commentators also suggested that the 
IS3-day rule should serve as a safe har
bor whereby individuals who were present 
in the possession for at least IS3 days 
would not need also to satisfy the tax home 
and closer connection tests. The IRS and 
Treasury believe that this type of safe-har
bor rule is inconsistent with the three-part 
test provided by Congress under section 
937(a), which requires individuals to pass 

an objective presence test as well as the 
more subjective tax home and closer con
nection tests. In addition, the IRS and 
Treasury believe that applying the pres
ence test in combination with the tax home 
and closer connection tests is the most re
liable method of determining whether an 
individual is a bOlla fide resident of a pos
session. 

B. Counting days o.lpresence 

A number of commentators suggested 
that certain days an individual is not 
physically present in the possession never
theless should be considered days during 
which the individual is present in the 
possession. Specifically, commentators 
suggested that days spent outside of the 
possession for medical treatment of the 
individual or a family member or because 
of a natural disaster in the possession, a 
family emergency, charitable pursuits, or 
business travel should be counted as days 
of presence in the possession for purposes 
of applying the IS3-day rule. Similarly, 
commentators suggested that days spent in 
the United States for such purposes should 
not count as days spent in the United States 
under the alternatives to the U\3-day rule. 

In response to these comments, the final 
regulations liberalize the rules on count
ing days of presence. Consistent with the 
legislative history of section 937(a), the 
IRS and Treasury believe that it is de
sirable to allow for situations in which 
an individual's presence outside the pos
session is unlikely to be attributable to a 
tax avoidance purpose. See H.R. Conf. 
Rep. No. IOS-755, at 791-795 (2004). 
Accordingly, the final regulations provide 
additional flexibility for certain situations 
involving medical conditions and natural 
disasters. 

The proposed and temporary regula
tions provide that any day that an indi vid
ual is prevented from leaving the United 
States because of a medical condition that 
arose while the individual was present in 
the United States is not treated as a day of 
presence in the United States for purposes 
of the alternatives to the 183-day rule. 
In response to the comments received, 
the final regulations provide additional 
flexibility for medical treatment. Under 
the final regulations, a temporary stay in 
the United States for certain documented 
medical treatment of the individuaL or a 
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parent. spouse or child whom the imli \'id
ual accompanies to the treatment. will not 
count as days spent in the United States for 
purposes of the alternatives to the l83-day 
rule. irrespective of where the medical 
condition arose. Further. such a temporary 
stay outside of the possession. whether in 
the United States. another possession or 

a foreign country. also will count as days 
of presence in the possession. Qualifying 
medical treatment generally involves any 
period of inpatient care in a hospital or 
hospice in the United States. and any tem
porary period of time spent in the United 
States for medically necessary inpatient 
care in a residential medical care facility. 
The final regulations focus on the place of 
treatment and the formal credentials of the 
health care provider as an objective proxy 
for a determination that a medical condi
tion is serious enough to entail periods of 
treatment that may not be readily covered 
by other alternatives to the l83-day rule. 

With respect to disasters. the final 
regulations provide that if an individual 
leaves. or is unable to return to. a relevant 
possession during (I) a two-week period 
within which an officially declared major 
disaster in the relevant possession occurs. 
or (2) the period in which a mandatory 
evacuation order applies. then the individ
ual will not count any day during either 
period as a day of presence in the United 
States. even though the individual has 
evacuated to or is otherwise present in the 
United States. The Federal Emergency 
Management Agency lists officially de
clared major disasters on its wehsite at 
11'II'11'jellw.f{()I'llIell'sldisaste rs je III {I . Fur
thermore. the individual may count that 
day (whether the individual's temporary 
presence was in the United States or in 
some other location outside the relevant 
possession) as a day of presence in the 
relevant possession even though the major 
disaster or mandatory evacuation order 
prevented the individual from being phys
ically present in the relevant possession. 

The final regulations do not adopt 
commentators' suggestion that days spent 
outside of a possession for nonmcdical 
family emergencies. charitable pursuits or 
business traYeI should count as days spent 
in the possession and outside the United 
States. These additional exceptions would 
haw heen administratively difficult to 
implement and monitor. The IRS and 
Treasury belie\'e that in these situations. 
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and in medical situations not otherwise 
provided for in the final regulations. the 
I 83-day rule in comhination with the alter
natives to that rule. as liberalized in these 
final regulations. provide sufficient tlexi
bility to accommodate absences from the 
possession to pursue a range of activities. 

C. PerJllwleJ1l connection 

Under the proposed and temporary 
regulations. an individual may satisfy the 
presence test if the individual has "no per
manent connection" to the United States 
during the taxable year. Thc proposed and 
tcmporary regulations provide a nonex
clusive list of three items each of which 
constitutes a permanent connection. The 
enumerated items are a "permanent home" 
in thc United States. a spouse or depen
dent having a principal place of abode in 
the United States. and current registration 
to vote in any political subdivision of the 
United States. 

The IRS and Treasury believe that the 
term sigllifical/t cOIlIlectio/l is more precise 
and accurate than the term permallent con

nection. As a result. the final rcgulations 
use the term significant connection rather 
than permanent connection. In addition, 
the IRS and Treasury have concluded that 
the rules of the proposed and temporary 
regulations should be amended in several 
respects. 

The IRS and Treasury believe that it is 
not appropriate for the listing of items con
stituting a significant connection to be a 
nonexclusive list that leaves open the pos
sibility that undefined or unspecified fac
tors could result in a determination that an 
individual has a significant connection to 
the United States in a particular case. The 
significant connection test is an alternative 
under the presence test. which itself is fun
damentally an objective standard. Section 
937(a) and the regulations already pro
vide a more subjective. facts-and-circum
stances standard in the form of the closer 
connection test. With respect to the sig
nificant connection test. the IRS and Trea
sury helieve that the regulations should 
provide certainty and that the three items 
enumerated in the proposed and tempo
rary regulations are the critical significant 
connections. Accordingly. the final regu
lations adopt these items as the exclusive 
list of significant connections to the United 
States. 

The proposed and temporary regula
tions define pl'l'IIWlIl'lIt IlOl/w by general 
reference to *301.7701(b)-2(d)(2). Com
mentators asserted that this definition does 
not provide adequate guidance as to the 
application of the significant connection 
test in the common situation of individ
uals who own sC\'eral homes. including 
vacation homes. In response to these com
ments. the final regulations provide an 
exception for rental property. 

With respect to a spouse or dependent 
whose principal place of abode is in the 
United States. commentators requested 
that an estranged spouse and a child of a 
noncustodial parent not be treated as a sig
nificant connection. These commentators 
observed that the noncustodial parent may 
not have any control over the place where 
the child resides and that a finding of sig
nificant connection in such circumstances 
would be inappropriate. The IRS and 
Treasury agree, and the final regulations 
exclude such children from the definition 
of significant connection. In addition. the 
final regulations provide that only minor 
children are the type of dcpcndent that 
constitutes a significant connection. Fur· 
ther. the final regulations do not treat as a 
significant connection a minor child who 
resides in the United States as a student. 
or a spouse from whom the individual is 
legally separated. 

D. Earned income 

The proposed and temporary regula
tions provide that an individual may satisfy 
the presence test if the individual spends 
more days in the possession than in the 
United States and has no earned income 
in the Unitcd States. Commentators sug
gested that the regulations should permit 
an individual to qualify under this alter
native even with some de minimis amount 
of earned income in the United States. 
In addition. commentators suggested that 
income earned on any day excluded for 
purposes of counting days of presence in 
the United States under the presence test 
(for example, for certain medical treat
ment) should be excluded from earned 
lllcome. 

The IRS and Treasury agree that from 
the standpoint of practicality, fairness and 
administrability. de minimis amounts of 
U.S.-earned income should not render un
available this alternative to the 183-day 



rule. In establishing a permitted amount 
of earned income for this purpose, the IRS 
and Treasury believe it appropriate to look 
to existing de minimis provisions of the 
Code involving compensation for services. 
In this regard, the final regulations cross
reference the maximum amount ($3,000 
under current law) of compensation for 
labor or personal services performed in 
the United States that is not deemed to 
be income from sources within the United 
States under section 861(a)(3). The final 
regulations do not incorporate the sugges
tion that income earned on days excluded 
for purposes of counting days of presence 
should be excluded from earned income. 
The IRS and Treasury believe that this type 
of exclusion from earned income would be 
difficult to administer and could lead to 
abuse of this alternative, particularly given 
the additional flexibility provided in the fi
nal regulations with respect to days that 
can be excluded for purposes of counting 
days of presence. 

Commentators also suggested that the 
no-U.S.-earned-income alternative to the 
183-day rule should be applied by treating 
each state or other defined geographic area 
as a separate location so that the United 
States is not treated as a single location 
for purposes of determining if an individ
ual was present for more days in the pos
session than in the United States under this 
alternative. The IRS and Treasury believe 
that this type of rule could be easily manip
ulated and difficult to administer. Further, 
with respect to residency determinations, 
the Code typically treats the United States 
as a single location. Therefore, the final 
regulations do not adopt this suggestion. 

II. Tax Home Test 

Sections 931, 932, 933 and 935 gener
ally apply to an individual who is consid
ered a bona fide resident of the respective 
possession under Code section 937(a) for 
the entire taxable year. The proposed and 
temporary regulations treat an individual 
as a bona fide resident of a possession for 
the entire taxable year only if the individ
ual satisfies the presence, tax home, and 
closer connection tests for the taxable year. 

Commentators suggested that it may be 
difficult for an individual moving to a pos
session during a taxable year to satisfy the 
tax home test if the individual had a reg
ular or principal place of business in the 

United States or a closer connection to the 
United Stales for the portion of the year 
prior to the date of the move to the posses
sion. These commentators suggested that 
individuals should be able to prorate their 
income for the taxable year of the movc in 
accordance with the portion of the year for 
which they satisfy the tax home test. 

The IRS and Treasury agree that spe
cial rules are appropriate for the year of a 
move to a possession and believe that sim
ilar rules are appropriate for the year of a 
move out of a possession. However, the 
IRS and Treasury do not believe that gen
eral statutory authority exists for the pro
ration of a taxpayer's income for the tax
able year in this context. Only in the case 
of Puerto Rico does the Code expressly al
low for prorating income according to pe
riods of residency, and then only when an 
individual moves out of Puerto Rico. See 
section 933(2). Sections 931,932 and 935 
contain no analogous proration provisions. 
As a result, except for a special rule ap
plicable to certain individuals who move 
from Puerto Rico, the final regulations do 
not provide proration rules. 

Instead, the final regulations adopt a 
standard whereby an individual moving to 
a possession during the taxable year gener
ally will satisfy the tax home test if the in
dividual does not have a tax home outside 
that possession during any part of the last 
183 days of that taxable year. To prevent 
abuse of this special rule, the regulations 
further require in order to use the rule that 
the individual not have been a bOlla .fide 

resident of the relevant possession during 
the three taxable years before the move and 
that the individual continue to qualify as 
a bona fide resident of the possession for 
the three taxable years following the year 
of the move. Corresponding rules will ap
ply to the taxable year in which an indi
vidual moves from a possession. However. 
reflecting that section 933(2) provides for 
proration of a U.S. citizen's income with 
respect to hona fide residents who move 
from Puerto Rico, the final regulations pro
vide a special rule that allows qualifying 
individuals to be treated as bOlla fide res
idents for the part of the year before they 
move from Puerto Rico. 

Under the tax home test. the proposed 
and temporary regulations provide a spe
cial rule applicable to seafarers. The spe
cial rule prevents an individual from be
ing considered to have a tax home outside 

a particular possession solely by reason of 
employment on a ship or other seafaring 
vessel that is used predominantly in local 
and international waters. As set forth in 
the proposed and temporary regulations, 
the special rule does not specify how to 
treat time that the ship spends in waters of 
another possession. The final regulations 
clarify that time spent in the waters of an
other possession is treated the same as time 
spent in the waters of the United States or 
a foreign country. Thus, under the final 
regulations, a ship is considered to be used 
predominantly in local or international wa
ters if the total time it is used in local and 
international waters during a taxable year 
exceeds the total time it is used in the terri
torial waters of the United States. another 
possession, and any foreign country. 

See section V of this preamble for an 
explanation of the transition rule concern
ing the effective date of the tax home test. 

III. Closer Connection Test 

Under section 937(a)(2), III order to 
be a hOlla .fide resident of a possession, 
a person must not have a closer connec
tion (determined under the principles of 
section 7701(b)(3)(B)(ii» to the United 
States or a foreign country than to the 
relevant possession. The regulations un
der section 7701(b)(3)(B)(ii) provide a 
facts-and-circumstances test to determine 
whether an individual has a closer con
nection with the United States or with a 
foreign country. This facts-and-circum
stances test provides a nonexclusive list 
of factors to be taken into consideration. 
See §30 I. 7701 (h)-2(d). The proposed 
and temporary regulations under section 
937 apply the principles of and factors 
provided in ~301.7701(b)-2(d) in deter
mining whether an individual meets the 
closer connection test of section 937. 

Commentators suggested that the final 
regulations designate certain factors as 
primary and others as secondary, thereby 
indicating the relative weight of the fac
tors listed in ~301.7701(b)-2(d). Alter
natively, commentators requested that the 
final regulations indicate that an individual 
who meets a majority offactors establishes 
a closer connection. Some commentators 
criticized Example 6 under § 1.937-IT(f) 
(the closer connection example) for failing 
to take into account all factors listed in 
~301.770I(b)-2(d) and for not providing 

2006-1 C.B. 527 



an analy~i~ of ho\\ the exampk concludes 
that the indi\'idual fail\ to satis!y thc doser 
conncctiun test, Thc,e commcntators ap
peclred to hdine that the closer connection 
eXc\lnpk sllggests that the locatioIl of an 
Individual's spollse and children IS more 
important than other factors or even is de
terminati\e of \\hether the individual has 
a closer connection to the United States or 
the posse,sion, Some commentators also 
\eemed to confuse these factors with the 
permanent connection alternative to the 
presence test and heliewd that the closcr 
connection test requires an individual's 
spouse and dependcnt children also to 
reside in the possession. Commentators 
noted that if it applied. this requirement 
would apparently cllntlict with the joint 
filing rule of section 932(d). 

The closer connection test is a facts
and-circumstances test. The very nature 
of the test does not allow for weighting 
of factors because a factor with respect 
to nne set of facts and circumstances may 
hc kss important than with respect to an
other set of facts and circumstances. Be
cause the test must be applied to a wide 
variety of individual situations. the final 
regulations do not designate specific fac
tors as primary. adopt a weighting of fac
tors. or adopt a rule that counts a ma
jority of the factors to determine closer 
connection. Further. because the list in 
(I01.77()l(h)-2(d) is not exclusive. other 
factors. including. for example. whether 
the individual was born and raised in the 
relevant possession. may be considered in 
the determination. The final regulations 
amend Example 6 to demonstrate that all 
factors (including any factors important in 
a pal1icular case but not on the nonexclu
sive list) must be considered in determin
ing an individual's closer connection. 

Although the location of the individ
ual's family is often a vcry important fac
tor. it is one of III any factors to be evaluated 
qualitatively under the facts-ancl-circum
stances test. and in a particular case it may 
not be an important or overriding factor. 
Thus. unlIke the n(H,ignificant-connec
tion alternatIve IprcYiously the no-penna
ncnt-conncction alternative) to the pres
enL'e test, the closer connection test can 
be satIsfied. Lkpcnding on an individual's 
particular bcts and circumstanccs. even 
If. fm example. the indi\idual's spouse 
resides in the United Stdtes. In addition. 
Cllngrcss pn1\ided in scctlon 9371a) that 
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individuals must satisfy the closer connec
tion test to establish bOllatlde residency in 
a possession notwithstanding the statu;ory 
joint filing rule provided in section 932(d). 
For these reasons. the regulations under 
section 937 do not contlict with section 
932(d). 

The proposed and temporary regula
tions require that an individual satisfy the 
closer connection test for the entire taxable 
year in order to he considered a bOllo fide 
resident of a relevant possession. Com
mentators noted that. as with the tax home 
test. it may be difficult for an individual 
moving into a possession during a tax.
able year to satisfy the closer conncction 
test for the entire taxable year. Accord
ingly. the final regulations provide special 
year-of-move rules under the closer con
nection test similar to those descrihed in 
section II of this preamble (relating to the 
tax home test). 

The final regulations make clarifying 
amendments to the closer connection test. 
Section 1.937-IT(e)(2) of the proposed 
and temporary regulations specifies that 
another possession is not considered a 
foreign country for purposes of the closer 
connection test. The final regulations do 
not specify this because a special rule 
distinguishing possessions from foreign 
countries is unnecessary and potentially 
confusing. In the ahsencc of an explicit 
provision. possessions are not treated as 
foreign countries under the Code or Trea
sury Regulations. The final regulations 
also clarify that an individual's connec
tions to the United States and foreign 
countries are considered in the aggregate. 
rather than on a country-by-country basis. 
when comparing those connections with 
the individual's connections to the rele
vant possession. 

See section V of this preamble for an 
ex.planation of the transition rule concern
ing the effective date of the closer connec
tion test. 

IV. Withholding Tax Exceptiolls for 
err/oill Possessiolls Corporations 

Section 881 (b) provides exemptions 
from. or reductions of. withholding tax and 
hranch profits tax on certain U.S.-source 
income received by corporations orga
nized in U.S. possessions. As one of 
the conditions for such treatment in cer
tain cases. section 881(b)(l)(C) sets forth 

a "hase-erosion'" test requiring that no 
suhstantial part of the possessions corpo
ration's i IlCOIllC be used to satisfy obliga
tions to '"persons" \\'ho arc not bOlla ,fide 
residents of such a possession or of the 
United States Section 937(a) provides in 
relevant part that for purposes of section 
881 (b). except as provided in regulations. 
a "person" is a hOllO/Ide resident if the per
son satisfies the requirements of section 
937(a). For purposes of the base-erosion 
test. * 1.881-5T(f)(4)(i) defines a bOllajide 

resident of a possession by reference to 
§ 1.937-1 T. which provides that only a nat
ural person. rather than a juridical person. 
may qualify as a bOlla fide resident of a 
possession. Similarly, * 1.881-5T(f)(4)(ii) 
defines bOlla fide residents of the United 
States for purposes of the base-erosion 
test as including only certain individuals 
who are citizens or residents of the United 
States. 

Commentators ohserved that the inter
action of these rules in the proposed and 
temporary regulations could result in dis
qualifying income from the withholding 
tax exceptions in any situation where the 
possessions corporation makes payments 
to satisfy obligations to persons other 
than individuals. These commentators 
further noted that many common busi
ness arrangements would run afoul of the 
base-erosion test if corporations cannot 
constitute bona fide residents. 

The IRS and Treasury agree that such 
results would be undesirable and unin
tended. In the context of section 881(b). 
the IRS and Treasury believe that the statu
tory terms persons and bonafide residents 
should not be interpreted as limited to indi
viduals. Accordingly, the final regulations 
additionally provide that a corporation. or 
a business association that is treated as a 
corporation for tax purposes, may qualify 
as a bOlla .tide resident of a relevant pos
session or the United States for purposes 
of the base-erosiun test if it is created 
or organized in that jurisdiction. The fi
nal regulations reflect that section 937(a) 
and the regulations under that section are 
intended to apply only to individuals in 
determining whether a person is a bona 
fide re,idenl of a possession within the 
meaning of section ~81(h)( I)(C). 

Note that the IRS and Treasury believe 
that the words '"direct or indirect" in sec
tion 8~1(b)(l)(C) (and *I.R81-5(c)(3) 
would authorize an anti-abuse rule that 



prohibits payments to possessions cor~ 

porations that are a part of back-to-back 

loan arrangements or other base erosion 

schemes. Accordingly, the IRS and Trea

sury are strongly considering including 
such an anti-abuse rule when finalizing 

the remaining proposed and temporary 
regulations under section 881(b). It is ex

pected that any such anti-abuse rule would 

be retroactive to January 31, 2006. 

Commentators also proposed that the 

final regulations adopt a special rule 

whereby publicly traded corporations may 

qualify for favorable tax treatment with

out regard to the conditions under section 

881 (b)(l), including the base-erosion test. 
A similar rule is provided under section 

884(e)(4)(B) and ~1.884-5(d) under the 

branch profits tax. However, the final 

regulations do not adopt such a special 
rule in this context. The IRS and Treasury 

note that section 881(b) does not grant 
authority to depart from the statutory con~ 

ditions of section 88I(b)(1), including the 

base-erosion test. 

V. Effective Date 

The proposed and temporary regula

tions are generally effective for tax years 

ending after October 22, 2004. Consistent 
with the effective date of section 937(a), 

the proposed and temporary regulations 
provide a transition rule that delays the 

effective date of the presence test un
til tax years beginning after October 22, 

2004 (tax year 2005 for calendar year 
taxpayers). A number of commentators 

suggested that the final regulations should 

provide a similar transition rule with re

spect to the effective date of the tax home 
and closer connection tests so that the 

prior-law, facts-and-circumstances test 
continues to apply through tax years be

ginning on or before October 22, 2004. 

The IRS and Treasury believe that it 

is appropriate to provide a transition rule 
with respect to the tax home and closer 

connection tests consistent with the effec

tive date of the presence test. The effec
tive date ofthe final regulations reflects the 

fact that most taxpayers already will have 

filed their income tax returns for taxable 

year 2004. As a result, this transition rule 
is elective so that taxpayers may apply at 

their option the prior-law test for determin

ing residency. 

Under section 937(a), an individual's 

tax home outside the relevant posses

sion conclusivcly forecloses hOI/({ fide 
residency in the possession, rather than 

being one of a number of facts and cir

cumstances that are considered under thc 

prior-law test. However, in most instances 

the outcome of the residency determina

tion under prior law should be the same 

as with the application of the section 

937(a) tax home and closer connection 

tests because individuals are required 

to demonstrate similar factors to support 

claims that they are hOl/iljide residents of a 

particular possession. See, e.g .. Socliurek 
\'. Commissioner, 300 F.2d 34, 38 Oth 
Cir. 1962) (enumerating representative 

factors), and R£'IXf'rsen I'. Commissioner, 
109 F.3d 56, 61-62 (1st Cir. 1997), affg 

T.C. Memo 1995-424 (applying prior-law 

facts-and-circumstances test in same way 

closer connection test is applied by "tak

ing account of all of the Itaxpayers'l ties 
to both places" to determine residency 

under principles of ~* 1.871-2 through 
1.871-5). The optional effective date for 

the tax horne and closer connection tests 
is intended to create symmetry with the 

effective date of the presence test. No in
ference is intended or may be drawn from 

this transition rule as to the result under 
prior law. 

VI. Misce{loneolls Changes 

Consistent with section 937(£1), the final 

regulations specify that the residency rules 

apply for purposes of the income tax and 
certain other enumerated provisions of the 

Code. With respect to the estate and gift 

taxes. see **20.2209-1 and 25.2501-l(d). 
The final regulations also rctlect var

ious nonsubstantive stylistic edits to the 

proposed and temporary regulations to en
hance clarity and readability. 

VII. Mutual Agreement Pmcedllres 

In the application of the operative 

provisions of the Code relating to posses

sions, for example sections 931 through 
935, section 937(a) and the final regu

lations govern whether an individual is 
a bonG fide resident of a particular pos

session. A commentator ohserved that 

there is a possibility that the IRS and the 
taxing authority of a particular posses

sion might reach different conclusions 

with respect to certain determinations, 

including residency, when administering 

their respective income tax laws. In such 

cases. taxpayer, are advised that mutual 

agreement procedures are available. For 

proccdures to request the assistance of the 

IRS when a taxpayer is or may be subject 

to inconsistent tax treatment by the IRS 

and a possession tax agency. see Revenue 
Procedure 89-8, 1989-1 C.B. 778. 

Special Analyses 

It has been determined that this Trea

sury decision is not a significant regula
tory action as defined in Executive Order 

12866. Therefore, a regulatory assessment 
is not required. It also has been deter

mined that section 553(b) of the Admin

istrative Procedure Act (5 U.S.c. chapter 
5) does not apply to these regulations. Be

cause the regulations do not impose a col
lection of information on small entities, the 

Regulatory Flexibility Act (5 U.s.c. chap
ter 6) does not apply. Pursuant to sec

tion 7805(f) of the Code. the notice of pro

posed rulcmaking preceding these regula
tions was submitted to the Chief Counsel 
for Advocacy of the Small Business Ad
ministration for comment on its impact on 

small business. 

Drafting Information 

The principal author of these regula
tions is J. David Varley, Office of the As

sociate Chief Counsel (International). IRS. 
However, other personnel from the IRS 

and Treasury Department participated in 
their development. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR parts I and 602 
are amended as follows: 

PART I - I:"J"COME TAXES 

Paragraph I. The authority citation for 

part I is amended by adding entries in nu

merical order to read, in part as follows: 

Authority: 26 U.s.c. 7805 * * * 
Section 1.931-IT also issued under 26 

U.s.c. 7654(e). 

Section 1. 932-lT also issued under 26 
U.s.c. 7654(e). 
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Section 1.935-1 T also issued under 26 

U.s.c. 7654(e). * * * 
Section 1.937-1 also issued under 26 

U.S.c. 937(a). * * * 
Par. 2. Section 1.881-5 is added to read 

as follows: 

*1.881-5 i:\ceptioll for certaill 

possessiolls ('orporatiolls. 

(a) through (fl(3) [Reserved]. For more 
information, see §1.881-5T(a) through 
(0(3). 

(0(4) Bonufide resident-

(i) With respect to a particular posses
SIon, means-

(A) An individual who is a bona fide 

resident of the possession as defined in 
§ 1.937-1: or 

(B) A business cntity organized under 
the laws of the possession and taxable as a 
corporation in the possession; and 

(ii) With respect to the United States, 
means-

(Al An individual who is a citizen or 
resident of the United States (as defined 
under section 7701 (b)( I)(A)); or 

(B) A business entity organized under 
the laws of the United States or any State 
that is classified as a corporation for fed
eral tax purposes under §301.7701-2(b) of 
this chapter. 

(5) through (7) [Reserved]. For more 
information, see §1.881-5T(f)(5) through 
(7). 

(8) Effect;I'e date. This section applies 
to payments made after January 31, 2006. 
However. taxpayers may choose to apply 
this section to all payments made after Oc
tober 22, 2004 for which the statute of lim
itations under section 6511 is open. 

(g) through (il [Reserved]. For marc 
information, see § 1.881-5T(g) through (i). 

Par. :I. In ~ 1.881-5T, paragraph (0(4) 
is revised to read as follows: 

,~U181-5T Eruption for certain 

possessions corporatiolls (tempol'llr\' J. 

* * * * * 
(f)(4) [Reserved]. For more informa

tion, see ~ 1.881-5(f)(4). 

* * * * * 

§1.931-lT [Amended] 

. Par. 4. In ~1.9:1I-lT. paragraph (a)(2) 
IS amended by removing and reservino the 
EWlI1ple. e 
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§1.932-1T [Amended] 

Par. 5. In § 1.932-lT, paragraph (i) is 
amended by removino and re . E 

I 
0 serving x-

amp e 2. 

§1.933-1T [Amended] 

. Par. 6. In § I. 933-1 T, paragraph (a)(2) 
IS amended by removing and reservino the 
Example. e 

§1.935-lT [Amended] 

Par. 7. In § 1.935-1 T. paragraph (f) is 
amended by removing and reserving Ex

amples 1 and 2. 
Par. 8. Section 1.937-1 is added to read 

as follows: 

§1.937-1 Bona fide residency in a 

possession. 

(a) Scope- (l) III general. Section 
937(a) and this section set forth the rules 
for determining whether an individual 
qualifies as a bona fide resident of a 
particular possession (the relevant pos
session) for purposes of Subpart 0, Part 
III. Subchapter N. Chapter 1 of the In
ternal Revenue Code as well as section 
865(g)(3), section 876, section 881 (b). 
paragraphs (2) and (3) of section 901(b), 
section 957(c), section 3401(a)(8)(C), and 
section 7654(a). 

(2) Definitions. For purposes of this 
section and §§ 1.937-2 and 1.937-3-

(i) Possession means one of the fol
lowing United States possessions: Amer
ican Samoa. Guam, the Northern Mari
ana Islands. Puerto Rico. or the Virgin Is
lands. When used in a geographical sense, 
the term comprises only the territory of 
each such possession (without application 
of sections 932(c)(3) and 935(c)(2) (as in 
effect before the effective date of its re
peal) ). 

(ii) United States, when used in a ge
ographical sense, is defined in section 
7701(a)(9). and without application of 
sections 9:12(a)(3) and 935(c)(l) (as in ef
fect before the effective date of its repeal). 

(b) BOlla fide resident- (1) General 

rule. An individual qualifies as a bona 
fide resident of the relevant possession if 
such individual satisfies the requirements 
of paragraphs (c) through (e) of this sec
tion with respect to such possession. 

(2) Special nile till' IIICIII/)('I'S of" the 

Arllled Forces. A member of the Armed 
Force~ of the LJ ll1ted States who qualified 
as a bOllo .tidc resident of the rele\'ant pos· 
session in a prior tax.ahle year is deemed 
to ha\'e satisfied the requirements of para· 
graphs (c) through tel of this section for a 
subsequent taxable year if such individual 
otherwise is unable to satisfy such require. 
ments by reason of being absent from such 
possession or present in the United States 
during such year solely in compliance with 
military orders. Conversely. a member of 
the Armed Forces of the United States 
who did not qualify as a bOlla fide resi· 
dent of the relevant possession in a prior 
taxable year is not considered to have sat· 
isfied the requirements of paragraphs (c) 

through (e) of this section for a subsequent 
taxable year by reason of being present 
in such possession solely in compliance 
with military orders. Armed Forces of the 
United States is defined (and members of 
the Armed Forces are described) in scction 
770 I (a)(l5). 

(3) luridical persolls. Except as pro· 
vided in § 1.881-5(f): 

(i) Only natural persons may qualify as 
bonafide residents of a possession: and 

(ii) The rules governing the tax treat· 
ment of bonafide residents of a possession 
do not apply to juridical persons (includ
ing corporations, partnerships. trusts, and 
estates ). 

(4) Transition rule. For taxable years 
beginning before October 23, 2004, and 
ending after October 22, 2004, an individ· 
ual is considered to qualify as a bOlla fide 
resident of the relevant possession if that 
individual would be a bonafide resident 
of the relevant possession by applying the 
principles of §§ 1.871-2 through 1.871-5. 

(5) Special rule for cessation of bOlla 
fide residence in Puerto Rico. See para
graph (f)(2)(ii) of this section for a special 
rule applicable to a citizen of the United 
States who ceases to be a bona fide resi· 
dent of Puerto Rico during a taxable year. 

(c) Prescncc test- (I) III general. 

A United States citizen or resident 
alicn individual (as defined in section 
770 I(b)(i )(A) satisfies the requirements 
of this paragraph (c) for a taxable year if 
during that taxable ycar that individual-

(i) Was present in the relevant posses
sion for at least 183 davs 

(ii) Was present in the United States for 
no more than 90 days: 



(iii) Had earned income (as defined in 
§1.911-3(b)) in the United Statcs, if any, 
not exceeding in the aggregate the amount 
specified in section 861(a)(3)(B) and was 
present for more days in the relevant pos
session than in the United States: or 

(ivJ Had no significant connection to 
the United States. See paragraph (c)(5) of 
this section. 

(2) Special rule for alien individuals. 
A nonresident alien individual (as defined 
in section 7701(b)(I)(B)) satisfies the re
quirements of this paragraph (c) for a tax
able year if during that taxable year that in
dividual satisfies the substantial presence 
test of §301.7701(b)-I(c) of this chapter 
(except for the substitution of the name of 
the relevant possession for the term United 
States where appropriate). 

(3) Days of presence. For purposes of 
paragraph (c)(l) of this section-

(i) An individual is considered to be 
present in the relevant possession on: 

(A) Any day that the individual is phys
ically present in that possession at any time 
during the day: 

(B) Any day that an individual is out
side of the relevant possession to receive, 
or to accompany on a full-time basis a par
ent, spouse, or child (as defined in sec
tion 152(f)( I)) who is receiving, qualifying 
medical treatment as defined in paragraph 
(c)(4) of this section; and 

(C) Any day that an individual is out
side the relevant possession because the in
dividualleaves or is unable to return to the 
relevant possession during any-

(1) 14-day period within which a major 
disaster occurs in the relevant possession 
for which a Federal Emergency Manage
ment Agency Notice of a Prcsidcntial dec~ 
laration of a major disaster is issued in the 
Federal Register; or 

(2) Period for which a mandatory evac
uation order is in effect for the gcographic 
area in the relevant possession in which the 
individual's place of abode is located. 

(ii) An individual is considered to be 
present in the United States on any day that 
the individual is physically present in the 
United States at any time during the day. 
Notwithstanding the preceding sentence. 
the following days will not count as days 
of presence in the United States: 

(A) Any day that an individual is tem
porarily present in the United States un
der circumstances described in paragraph 
(c)(3)(i)(B) or (Cl of this section: 

(B) Any day that an individual is in tran
sit between two points outside the United 
States (as described in §301.7701(b)-3(d) 
of this chapter), and is physically present in 
the United States for fewer than 24 hours; 

(C) Any day that an individual is tem
porarily present in the United States as 
a professional athlete to compete in a 
charitable sports event (as described in 
~301.7701(b)-3(b)(5) of this chapter); 

(D) Any day that an individual is tem
porarily present in the United States as a 
student (as defined in section 152(f)(2»; 
and 

(E) In the case of an individual who 
is an elected representative of the relevant 
possession, or who serves full time as an 
elected or appointed official or employee 
of the government of the relevant posses
sion (or any political subdivision thereof), 
any day spent serving the relevant posses
sion in that role. 

(iii) If, during a single day, an individ
ual is physically present-

(A) In the United States and in the rel
evant possession, that day is considered a 
day of presence in the relevant possession; 

(B) In two possessions, that day is con
sidered a day of presence in the possession 
where the individual's tax home is located 
(applying the rules of paragraph (d) of this 
section). 

(4) Qualifying medical treatment-(iJ 
In general. The term qualifying medical 
treatment means medical treatment pro
vided by (or under the supervision of) a 
physician (as defined in section 213(d)(4) 
for an illness, injury, impairment, or phys
ical or mental condition that satisfies the 
documentation and production require
ments of paragraph (c)( 4 )(iii) of this sec
tion and that involves-

(A) Any period of inpatient care in a 
hospital or hospice and any period imme
diatcly before or after that inpatient care to 
the extent it is medically necessary; or 

(B) Any temporary period of inpatient 
care in a residential medical care facility 
for medically necessary rehabilitation ser
vices. 

(ii) Inpatient care. The term inpatient 
care means care requiring an overnight 
stay in a hospital, hospice, or residential 
medical care facility, as the case may be. 

(iii) Documentation and production re~ 
quirements. In order to satisfy the docu
mentation and production requirements of 
this paragraph, an individual must, with re-

spect to each qualifying medical treatment. 
prepare (or obtain), maintain, and, upon a 
request by the Commissioner (or the per
son responsible for tax administration in 
the relevant possession), make available 
within 30 days of such request: 

(A) Records that provide-
(1) The patient's name and relationship 

to the individual (if the medical treatment 
is provided to a person other than the indi
vidual); 

(2) The name and address of the hos
pital, hospice, or residential medical care 
facility where the medical treatment was 
provided; 

(3) The name, address, and telephone 
number of the physician who provided the 
medical treatment; 

(4) The date(s) on which the medical 
treatment was provided; and 

(5) Receipt(s) of payment for the med
ical treatment; 

(B) Signed certification by the pro
viding or supervising physician that the 
medical treatment was qualified medical 
treatment within the meaning of paragraph 
(c)( 4 )(i) of this section, and setting forth-

(I) The patient's name; 
(2) A reasonably detailed description of 

the medical treatment provided by (or un
der the supervision of) thc physician; 

(3) The dates on which the medical 
treatment was provided; and 

(4) The medical facts that support the 
physician's certification and determina
tion that the treatment was medically 
necessary; and 

(C) Such other information as the Com
missioner may prescribe by notice, form, 
instructions, or other publication (see 
§601.601(d)(2) of this chapter). 

(5) Significant connection. For pur
poses of paragraph (c)(l)(iv) of this sec
tion-

(i) The term significant connection to 
the United States means-

(A) A permanent home in the United 
States; 

(B) Current registration to vote in any 
political subdivision of the United States: 
or 

(C) A spouse or child (as defined in 
section 152(f)(1») who has not attained the 
age of 18 whose principal place of abode 
is in the United States other than-

(1) A child who is in the United States 
because the child is living with a custodial 
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parent under a cu,todial uenee or multiple 
support agreement: or 

(2) A child who is in the United 
States as a student (as ddined In ,ec
t i on l.'i 21 f)( 2 ) l. 

Iii) PeJ'Jllllll£'1I1 h(}I1/£'- IA) Gel/

/'I"i1/ m/e. Fur purp()ses of paragraph 
Ic)(.'i)(i)(A) of this ,ectl(ln. except as pro
vided in paragraph (c}(.'i)(ii)IB) of this 
section. the term penl/i1l/elll flom£' has the 
same meaning a, in *3()1.7701Ibl-2(d)(2) 
of this chapter. 

(B) flU'IIlioll fill' rel1tll/ propert\'. If 
an II1dividual or the in(liYidual's ,pouse 
my ns property and ren\', it to another per
son at any time during the taxable year. 
then notwith,tanding that the rental prop
erty may con\litute a permanent home un
der ~301.77()\(b)- 2(d}(2) of this chapter. 
it is not a permanent home under this para
graph (c)(.'i)(ii) unless the taxpayer uscs 
any portion ()f it a, a residence during the 
taxable year under the principles of see
tion 280A( d). In applying the principles 
llfsectiLJn 280A(d) for this purpose. an in
dividual is treated as using the rental prop
erty for personal purposes on any day de
termined under the principles or section 
280A(d)(2) or on any day that thc rental 
property (or any portion of it) is not rented 
to another person at fair rental for the en
tire day. The rental property is not used for 
personal purposes on any day on which the 
principal purpose of the use of the rental 
property is to perform repair or mainte
nance work on the property. Whether the 
principal purpose of the use of the rental 
property is to perform repair or mainte
nance work is determined in light of all 
the facts and circumstances including. but 
not limited to. the following: the amllunt 
of time deHlted to repair and maintenance 
work. the frequency of the use for repair 
and maintenance purposes during a tax
aok year, and the presence and activitie, 
of l'ompaniom. 

I iii) For purpost.?s of this paragraph 
(c)(:) I, the terml{Jolllc does not include 
a spouse from whom the individual is 
legally separated under a decree of di
\ mce or separate maintenance. 

(d I 11/\ hO/l/!' tnl- ( I ) Gel/I'm! rule. 
Except as provided in paragraph (d)(2) of 
this sec'tion. an individual satisfie.s the re
quirements of this paragraph I d) for a tax
aok year if that indi\ idual did not have a 
tax horne olitsidt.? thl' rl'levant pcwicssion 
duri Ilg ,lilY part of the taxaole year. For 
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purposes of section 937 and this section, an 
indi\iJual's tax home is determined under 
the prinCiples of section 911(d)(3) with
out regard to the seconJ sentence thereof. 
Thus. undt.?r section 937. an individual's 
tax home is considt.?red to be located at the 
indi\'idual's regular or principal (if more 
than ont.? regular) place of husiness. If the 
individual has no regular or principal place 
of huslIless because of the nature of the 
hll';iness. or because thl' individual is not 
engaged in carrying on any trade or husi
ness within the meaning of section 162( al. 
then thl' individual's tax home is the in
dividual's regular place of abode in a real 
and substantial sense. 

(2) ExU'ptiol/s- (i) Yeor o{lIlove. See 
paragraph (f) of this section for a special 
rule applicable to an individual who be
comes or ceascs to be a bono fide resident 
of the relevant possession during a taxable 
year. 

(ii) Special rule .fiJI' seafarers. For 
purpose,; of section 937 and this section, 
an individual is not considered to have a 
tax home outside the relevant possession 
solely by reason of employment on a ship 
or other seafaring vessel that is predom
inantly used in local and international 
waters. For this purpose. a vessel is con
sidered to be predominantly used in local 
and international watcrs if. during the tax
able year. the aggregate amount of time it 
is used in international waters and in the 
waters within three miles of thc relevant 
possession cxcccds the aggregate amount 
of time it is used in the telTitorial waters 
of the United States. another possession. 
and a foreign country. 

(iii) Specia! rule fin' stlldellts and gov
emll/ent ofticio/s. Any days described in 
paragraphs (c)(3)(ii)(D) and IE) of this 
section are disregarded for purposes of 
determining whether an individual has a 
tax home outside the relevant possession 
under paragraph (d)( I) of this scction dur
ing any part of the taxable year. 

(e) Closer ClJlllleclioll 11'.1/- (I) Gen

era/ ru/f'. Except as provided in paragraph 
(ell 2) of this section. an individual satisfies 
the requirements of this paragraph (e) for a 
taxable year if that indi vidual did not have 
a closcr connection to the United States or 
a foreign country than to the relevant pos
session during any part of the taxable year. 
For purposes of this paragraph (e)-

(i) The principles of section 
770I(b)(3)(B)(ii) and §301.7701(b)-2(d) 

of this chapter apply (without regard to 
the final sentence of *301.7701(h)-~(b) 

of this chapter): and 
(ii) An individual's connections to the 

relevant possession are compared to the 
aggregate of the individual's connections 
with thc United States and foreign coun
tries. 

(2) ErCl'pliol1 fiJI' r(,l1/" or /lWI·e. See 
paragraph ef) of this section for a special 
rule applicable to an individual who be
comes or ceases to be a bOlla .fide resident 
of the relevant possession during a taxable 
year. 

(f) Year of mol' 1'- (I) MOl'e to a posses
SiOll. For the taxable year in which an indi
vidual's residence changes to the relevant 
possession, the individual satisfies the re
quirements of paragraphs (d)(l) and (e)(l) 
of this section if--

(i) For each of the 3 taxable years im
mediately preceding the taxable year of the 
change of residence, the individual is not a 
bonafide resident of the relevant posses
sion; 

(ii) For each of the last 183 days of the 
taxable year of thc change of residence. 
the individual does not have a tax home 
outside the relevant possession or a closer 
connection to the United States or a for
eign country than to the relevant posses
sion; and 

(iii) For each of the 3 taxable years im
mediately following the taxable year of the 
change of residence. the individual is a 
bOlla fide resident of the relevant posses
sIOn. 

(2) Move from a p(}.~sessi(}l1- (i) Gen

eral rule. Except for a bona fide resident 
of Puerto Rico to whom § 1.933-1 (b) and 
paragraph (f)(2)(ii) of this section apply, 
for the taxable year in which an individual 
ceases to be a bOlla fide resident of the rel
evant possession, the individual satisfies 
the requirements of paragraphs Cd)( I) and 
(e)(I) of this section if--

(A) For each of the 3 taxable years im
mediately preceding the taxable year of the 
change of residence, the individual is a 
bOlla fide resident of the relevant posses
sion; 

(B) For each of the first 183 days of the 
taxable year of the change of residence, 
the individual does not have a tax home 
outside the relevant possession or a closer 
connection to the United States or a for
eign country than to the relevant posses
sion; and 



(e) For each of the 3 taxable years im
mediately following the taxable year of the 
change of residence, the individual is not a 

bona fide resident of the relevant posses

sion. 
(ii) Year of move from Puerto Rico. 

Notwithstanding an individual's failure to 

satisfy the presence, tax home, or closer 
connection test prescribed under para
graph (b)(l) of this scction for the taxable 
year, the individual is a bOlla fide resident 
of Puerto Rico for that part of the taxable 
year described in paragraph (f)(2)(ii)(E) 
of this section if the individual-

(A) Is a citizen of the Unitcd States; 
(B) Is a bOlla fide resident of Puerto 

Rico for a period of at least 2 taxable years 
immediately preceding the taxable year; 

(C) Ceases to be a bonafide resident of 
Puerto Rico during the taxable year; 

(D) Ceases to have a tax home in Puerto 
Rico during the taxable year; and 

(E) Has a closer connection to Puerto 

Rico than to the United States or a foreign 
country throughout the part of the taxable 
year preceding the date on which the indi
vidual ceases to have a tax home in Puerto 
Rico. 

(g) Examples. The principles of this 
section are illustratcd by the following ex
amples: 

Example I. Presellce test. W. a U.S. citizen. lives 

for part of the taxable year in a condominium. which 

she owns, located in Possession P. W also owns a 

house in State N where she lives for 120 days ev

ery year to be near her grown children and grandchil

dren. W is retired and her income consists solely of 

pension payments, dividends. interest. and Social Se

curity benefits. For 2006, W is only present in Pos

session P for a total of 175 days because of a 70 day 

vacation to Europe and Asia. Thus, for taxable ycar 

2006. W is not present in Possession P for at least 183 

days, is present in the United States for more than 90 

days, and has a significant connection to the United 

States by reason of her permanent home. However. 

under paragraph (c)( I )(iii) of this section. W still sat

isfies the presence test of paragraph (c) of this sec

tion with respect to Possession P because she has no 

earned income in the United States and is present for 

more days in Possession P than in the United States. 

Example 2. Pre,ellce tesT. T. a U.S. citizen. was 

born and raised in State A. where his mother still lives 

in the house in which T grew up. T is a sales rep

resentative for a company based in Possession V. T 

lives with his wife and minor children in their hOLlse 

in Possession V. T is registered to vote in Possession 

V and not in the United States. In 2006. T spends 

120 days in State A and another 120 days in foreign 

countries. When traveling on buslfle" to State A, T 

often stays at his mother's house in the bedroom he 

used when he was a child. T's stays are always of 

short duration, and T asks for his mother', permis

sion before visiting to make sure that no other guests 

are using the room and that she agrees to have him 

as a guest in her house at that time. Therefore. un

der paragraph Ic)(5j(ii) of this section. rs Illother's 

house is not a permanent home of T. Assuming that 

no other accommodations in the United States consti

tute a permanent hllme with respect tll T. then under 

paragraphs (c)( I )(iv) and Ic)!5) of this section. T has 

no significant connection to the United States. Ac

cordingly. T satisfies thc p'Tsence test of paragraph 

Ie) of thi.s section for taxahle year 20()fl. 

Ewml'le 3. Aliell re.l'idelll O!I)(}S.I·('.I.I'i()lI- I,rn

e/lcc le.l't. F is a citizen of Country G. F's tax home 

is in Possession C and F has no closer connection to 

the United States or a foreign country than to Pos

session C. F is present in Possession C for 12.1 days 

and in thc United States for 110 days every year. Ac

cordingly, F is a nnnrcsidcnt alien with respect to the 

United States under section 770J(h). and a I)("wj;de 
resident of Possession C under paragraphs (h). (c)(2). 

(d), and (e) of thIS section. 

£.\wlIl'le 4. S,'ajarers.- lax hO/lle. S. a U.S. citi

zen. is employed by a fishery and spends 250 days at 

sea on a fishing vessel in 2006. When not at sea. S re

sides with his wife at a house they own in PossesSion 

G. The fishing vessel upon which S works depal1s and 

arrives at various ports in Possession G, other pos

sessions. and foreign countries. but is in international 

and local waters (within the meaning of paragraph 

(d)(2) of this section) for 225 days in 200fl Under 

paragraph (d)C) of this scction. for taxahle year 2006. 

S will not be considered to have a tax home outside 

Possession G for purposes of section 937 and this sec

tion solely by reason of S', employment on hoard the 

fishing vessel. 

£.\(/lIIl'le 5. Scasollal 1I·()rl.er5- Illx hOlllc (/1/(1 

closer cO//IIeclioll. P. a U.S. Citizen. is a permanent 

employee of a hotel in Possession I, but works only 

during the tourist season. For the remainder of each 

year, P lives with her husband and children in Posses

sion Q. where she has no outside employment. Most 

of P' s personal helonging.s, including her automobile. 

are located in PosscS'ion Q. P is registered to vote in. 

and has a driver's license issued by. Possession Q. P 

does her personal banking in Possession Q and P rou

tinely lists her address in Possession Q as her penna

nent address on form.s and documents. P satisfies the 

presence test of paragraph Ie) of this section with re

spect to both Possession Q and Posscssion I. hecausc, 

among other reasons, under paragraph (c)( I )(ii) of 

this section she does not spend more than 90 days 

in the United States during the taxable year. P satis

fies the tax home test of paragraph (d) of this section 

only with respect to PossessIOn I. because her regu

lar place of husiness is in Possession 1. P satisfies the 

closer connection test of paragraph (e) of this section 

with respect to both Possession Q and Possession I, 

because she does not have a closer connection to the 

United States or to any foreign country (and posses

sions generally are not treated as foreign countriesi. 

Therefore. P is a hOJ/utilic resident of Possession I for 

purposes of the Internal Revenue Code. 

E'(I/ilple 6. (,IIJler 1"IIIIIlectiO/l to (fllitl'd Slltln 

th(1II 10 posse.l.lioJ/. Z. a U.S. citizen. relocates to 

Possession V in a prior taxable year to stan an in

vestment consulting and venture capital business. Z's 

wife and two teenage children remain in State C to 

allow the children to complete high school. Z trav

els back to the United State, regularly to see his wife 

and children, to engage III business activities. and to 

take vacat)(\Ils. He has an apartment availahle fm his 

full-tllne US" In PllSsc.s.sion V. hut he remain, a joint 

owner "f the reSidence in State C where his Wltc and 

children reside. Z and hIS lamlly have automohiles 

and personal belon~ings such as furniture. clothing.. 

and Jewelry located at hoth residence,. Although Z 

is a member of the Possession V Chamber of Com

merce. Z also belongs to and has current relationships 

with social. political. cultural. and religious organiza

tions in State C. Z recell c, mail in State C. including 

hrokerage statements. credit card bills. and bank ad

vices. 7 conducts his personal banking activities in 

State C. Z holds a State C driver's license and is reg

istered to vote in State C Based on the totality <If the 

particular facts and circumstances pertaining lcl Z. Z 
is not a /JOIlU lide resident of Posse.ssion V becausc 

he has a closer connection to the United States than III 

Possession V and therefore fails to satisfy the require

ments of paragraphs (h)( I) and lei of this section. 

E.rl/ll/plc 7. Y,'III "rll/ol'e 10 j!(!.ISCS.lioll. D. a U.S. 

citizen. files returns on a calendar year basis. From 

January :2003 through May 2006. D resides in State 

R.ln June 2006. D Illoves to Possession N. purchases 

a house. and accepts a permanent position with a local 

employer. D's principal place of bu,iness from July 

I through December 31. 200fl is in Possession N. and 

during that period (which totals at least I1B days I D 

does not have a closer connectIOn to the United States 

or a foreign country than to Possession N. For the re

mainder of 200fl. and throughout years 20()7 through 

2009. D continues to live and work in Possession N 

and maintains a closer l'(lflnection to Possession N 

than to the United States or any foreign country D 

satisfies the tax home and closer connection tests for 

2006 under paragraphs (d)(2), le)(2). and (f)( I) of this 

section. Accordingly, assuming that D also satisfies 

the presence test in paragraph Ie) of this section. D is 

a bOlla fide resident of Possession N for all of taxable 

year 2006. 

Example 8. }I'ar of ))/{II'e jmm possessiol/ (olher 

lilllil PlIerl" Ric,,). 1. a U.S. citizen. fi les returns on a 

calendar year basis. From January 2D07 through De

cember 2009. J is a hOlla fide resident of Possession 

C hecause she smisfies the requirements of paragraph 

(h)( I) of this section for each year. J continues to re

side in Possession (' until September 6. 2010. when 

she accepts new employment and moves to State H. 

rs principal place of business from January I through 

September 5. 20 I () is in Possession C. and during 

that period (which totals at least 183 days) J docs not 

have a closer connection to the C nited States or a for

eign country than to PossesSion C. For the remainder 

of 2010 and throughout years 2011 through 2()13. 0 
continues to live and work III State H and is not a hOllil 

fide resident of Possession C. J satisfies the tax home 

and closer connection tests for 2010 with respect to 

Posses,ion C under paragraphs (d)(2)(1). (e)(2), and 

(0(2)(i) olthis section. Accordingly. assuming that J 

also satisfies the presence test of paragraph (e) of this 

section. J is a hOllll .fide re,ident of Possession C for 

all of taxahle year 2010. 

Ellllllj,le <) Year or /1/(11'(, //"/11/1 Pller/I! Ric/!. R. 

a U.S. (iti/.en who fiks returns on a calendar year 

ba.sis satisllcs the rcquirements of paragraphs (h) 

through I e I of this section for years ~()06 and 2007. 

Frol11 January through April 20()X. R continlll's tn 

reside and maintain his principal phce or husiness 

III and closer connection to Puerto Rico. On May 5. 

200H. R I11mcs and chan~cs his prinCipal placc of 
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busine" (tax homel to StoIC N and later that year 

establishes a cilber conneclilln to the Umted States 

than to Puerto Rlell. R docs not satisfy the presence 

test of paragraph IC) for 2()()X with resrect to Puerto 

Rico. Moreover. hel'au,e R had a tax home outside 

of Puerto Rico and esuhli,hes a closer U)[lileclion 

to the United Stilles In 2(10X. R does not sall,fy tlk' 

requirements of raragrarh 1 d II I I or te)1 1101' thiS "~l'

tlon for 200X. However, heeau>c R lIas a "'iIlil lid" 
reSident of Puerto Rico for at least tllO taxahle years 

bdore his change of residence to State N In 2()(IX, he 

I s a hOI/a lid" resident of Puerto RIco fmm January 

I thmllgh May .+, 2110X under raragraphs 1 h)(5) and 

tf)(2)(ii) of thiS sl'ction. Sec section <).1.112) and 

~ Ll)33~lth) for rules on attrihutlon of Income 

(h) illji)f'Jllatioll reporting rel/lli relll ent , 
The following individuals are required to 
file noticc of their ncw tax status in such 
time and manner as the Commissioner may 
prescribe by notice, form, instructions, or 
other publication (see ~601.601(d)(2) of 
this chaptcr): 

(I) Individuals who take the position for 
U,S, tax reporting purposes that they qual
i fy as bOlla fide residents of a possession 
for a tax year subsequent to a tax year for 
which they were required to file Federal in
come tax returns as citizens or residents of 
the United States who did not so qualify, 

CFR part or section where 
identified and described 

* * * * * 
\.937-1 
* * * * * 

Mark E. Matthews, 
Deputy COll1missioner for 
Sen'ices alld ElljrJr('emcnt, 

Approved January 20, 20()6, 

Eric Solomon, 
Actillg Deputy Assistllllt Secretary 

(~f the Treasury (Tax Policv), 

(Flkd h;. the OfficL' lIf (hL' Federal Regi:-.lcr on Jalluar: ,(), 
~()()6. X:..J.5 ~LI1l., and rllhh~ht~d In the 1-."1Il' of Iht.' Fl'ueral 
Rl..'glqn jor JJlluary .11. 20()(1. 71 F.R 49(0) 

Section 1400F.-Renewal 
Community Capital Gain 

~Ia) J taxpayer under ~ I'+OOF ufthe Internal Rev

enue Code exclude fmm gross income any qualified 

carital gain from the sale l)r exchange llf a qualified 

,'ommunit, asset that IS In the expanded area of a re

nellal community and that is held for more than 5 

years'.' See ReI, Proc, ~1I06-16, page 'i N. 
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(2) Ci tizens and residents of the United 
States who take the position for U ,S, tax 
reporting purposcs that they do not qualify 
as !JOIllIjide residents of a possession for a 
tax year ,uh,equent to a tax year for which 
they v"ere required to fik income tax re
turn, (with thc Intcrnal Rcvenue Service, 
the tax authorities of a possession, or both) 
as individuab who did so qualify, 

(3) BOil (I .Ii de residents of Puerto Rico 
or a section 931 possession (as defined 
in ~L9)I-lT(c)(I)) who take a position 
for U ,S, tax rcporting purposes that they 
qualify as hO/lll fide residents of that pos
session for a tax year subsequent to a tax 
year for which they were required to file 
IIlcome tax returns as hOlla fide residents 
of the United States Virgin Islands or 
a section 935 possession (as defined in 
~ I ,935-1 T(a)(3)(i)), 

(i) Eff'ectil'e date, Except as provided 
in this paragraph (i), this section applies 
to taxable years ending after January 31, 
2006, Paragraph (h) of this section also 
applies to a taxpayer's 3 taxable years 
immediately preceding the taxpayer's 
first taxable year ending after October 22, 

Section 14001.-Commer
cia I Revitalization Deduction 

Maya commercial revitalization agency retroac

tively allocate commercial revitalization expenditure 

amounts under * i'+O()l(d) of the Internal Revenue 

Code for a qualified revitaliLation huilding placed in 

servicc after Deccmhcr 3 L ~I)OI, in thc expanded 

area of a renc'wal community, and how does the re

cipient of this allocation elect the commercial revital

i/atlOn deduction under ~ 140OJla)') See Rev. Proc. 

~()Ofl-I fl, page 5.,9. 

Section 1400J.-lncrease 
in Expensing Under 
Section 179 

Is ~ 17l) property that is qualified renewal prop

erty and placed III sen'lce in the expanded area of a 

rene"al community eligible for the increased § 179 

expensing prlmded hy * 14()OJ of the Internal Rev

enue Code' See Rev. Proc. 2U06-16, page 539, 

2004, Taxpayers also may choose to apply 
this section in its entirety to all taxable 
years ending after Octoher 22, 2004 for 
which the statute of limitations under sec
tion 6511 is open, 

§1.937-lT [Removed] 

Par. 9, Section 1.937-ITisremoved, 

PART 602 - OMB CONTROL 
NUMBERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 10, The authority citation for part 
602 continues to read as follows: 

Authority: 26 USC 7805, 
Par. II. In §602, 10 I. paragraph (b) 

IS amended by removing the entry for 
"\.937-IT" and adding a new entry for 
"1.937-1" in numerical order to the table 
to read as follows: 

§602,JOI OMB COlltrolnumbers, 

* * * * * 
(b) * * * 

Current OMB 
control No, 

1545-1930 

Section 7701.-Definitions 
26 CFR 3()J.770J~2: Business emities; definitions, 

T.D.9246 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 301 

Clarification of Definitions 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations, 

SUMMARY: This document contains final 
regulations defining the terms corporation 
and domestic in circumstances in which a 
business entity is created or organized in 



more than one jurisdiction. These regula
tions affect business entities that are cre
ated or organized under the laws of more 
than one jurisdiction. 

DATES: Effective Date: These regulations 
are effective January 30, 2006. 

Applicability Dates: For the dates 
of applicability of these regulations, see 
§§301.7701-2(e)(3) and 301.7701-5(c). 

FOR FURTHER INFORMATION 
CONTACT: Thomas Beem, (202) 
622-3860 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

On August 12, 2004, the IRS and Trea
sury issued temporary regulations (TD. 
9153, 2004-2 C.B. 5 I 7), 69 FR 49809, 
and a notice of proposed rulemaking 
(REG-l 24872-04, 2004-2 C.B. 533). 69 
FR 49840. regarding the classification of 
business entities that are created or orga
nized under the laws of more than one 
jurisdiction (dually chartered entities). 

Under the provisions of the temporary 
and proposed regulations. classification of 
a dually chartered entity involves two in
dependent determinations: (I) whether the 
entity is a corporation; and (2) whether the 
entity is domestic or foreign. The entity 
is a corporation under §30 1.770 1-2T(b )(9) 
if its form of organization in anyone of 
the jurisdictions in which it is created or 
organized would cause it to be treated as 
a corporation under §30 I. 770 1-2(b). The 
entity is domestic under §301.7701-5T if 
it is organized as any kind of entity in 
the United States or under the law of the 
United States or of any State. The tempo
rary regulations were effective for all enti
ties existing on or after August 12, 2004. 

The public hearing concerning the pro
posed regulations was canceled because no 
requests to speak were received. How
ever, the IRS and Treasury received sev
eral written comments on the temporary 
and proposed regulations. which are dis
cussed below. 

Explanation of Provisions 

A. Dates of Applicaliun 

The preamble to the temporary and pro
posed regulations notes that the IRS and 
Treasury consider the regulations to be 

a clarification of the entity classification 
rules as they existed prior to the issuance 
of the temporary and proposed regulations 
(pre-existing regulations). This belief 
is based on the view that, even absent 
these regulations, a proper application of 
the pre-existing regulations produces the 
same result as the rules of the temporary 
and proposed regulations. Some commen
tators suggest that this discu~sion in the 
preamble to the temporary and proposed 
regulations indicates that the regulations 
apply prior to August 12, 2004. and thus 
the rules are retroactive in their effect. 

Also. all of the commentators note that 
while the temporary and proposed rules are 
a reasonable interpretation of the statute 
and the pre-existing regulations. other 
reasonable interpretations of the pre-ex
isting regulations are also possible and 
that some taxpayers classified their dually 
chartered entities under those other inter
pretations. Therefore. the commentators 
question whether it is appropriate to view 
the temporary and proposed regulations as 
a clarification of the existing regulations. 
Further, the commentators state that where 
taxpayers have reasonably relied on an 
alternative interpretation of the existing 
regulations, the immediate application of 
the temporary regulations cause an unex
pected change in the classification of those 
taxpayers' dually chartered entities. often 
with adverse tax consequences. More
over, the commentators point out that the 
tax costs of converting a dually chartered 
entity from this unexpected classification 
to the taxpayer's desired classification 
could be significant and could, in some 
instances, effectively prevent the taxpayer 
from undertaking the con version. For 
these reasons. all the commentators object 
to the effective date provisions of the tem
porary regulations and they request that 
the final regulations provide either a tran
sition period before the rules take effect, 
or a rule that exempts dually chartered 
entities that were in existence on August 
12. 2004, from the application of the rules. 

Neither the temporary regulations nor 
these final regulations are retroactive. The 
earliest date that any entity is subject 'to 

these regulations is August 12, 2004. For 
periods prior to the date these final regula
tions apply (i.e .• prior to August 12, 2004). 
the classification of dually chartered enti
ties is governed by the pre-existing regu
lations. Further, based upon the comments 

discussed above, but without any inference 
intended as to the proper interpretation of 
the pre-existing regulations. the IRS and 
Treasury conclude that, while the final reg
ulations generally are effective as of Au
gust 12, 2004, a transition rule is appropri
ate. The transition rule provides lhat for 
dually chartered entities existing on Au
gust 12, 2004. the provisions of this fi
nal regulation apply as of May I, 2006. 
The IRS and Treasury recognize that tax
payers eligible for the transition rule may 
have completed transactions after August 
12.2004, relying upon the temporary reg
ulations and therefore these taxpayers may 
rely upon the final regulations as of August 
12.2004. 

B. Effect on Dually Chartered Entities 
Not Organized Anywhere as Per Se 
COIporatiolls 

Several commentators state that it is 
unclear whether §301.7701-2T(b)(9) ap
plies in the case of a dually chartered en
tity not created or organized in any juris
diction in a manner that would cause it 
to be treated as a per se corporation. A 
per se corporation is an entity described in 
§301.7701-2(b)(l). (3), (4). (5). (6), (7), 
or (8), and thus is not an eligible entity as 
defined in §301.7701-3(a). A per se cor
poration is, therefore. ineligible to elect its 
classification. 

Even though a dually chartered entity 
is not created or organized anywhere in a 
manner that would cause it to be classified 
as a per se corporation. it is still necessary 
to classify the entity. For example, a du
ally chartered entity may be organized in 
one jurisdiction in manner that would re
sult in a default classification as a corpora
tion and in another jurisdiction in a manner 
that would result in a default classification 
as a partnership. Absent an election, a rule 
is necessary to resolve the conflicting de
fault classifications. Therefore, the regu
lation and examples have been modified to 
clarify that the rules apply even in circum
stances in which the entity is not organized 
anywhere in a manner that would make it 
a pCI' se corporation. 

Several commentators state that even 
if a dually chartered entity is not created 
or organized in any jurisdiction as a per 
se corporation, §301.7701-2T(b)(9) could 
be interpreted as making the entity a per 
se corporation in some circumstances and 
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thus prohibiting the entity from electing 

it" classification. According to these com

mentators. this occurs because the literal 

language of the regulation only consid

ers an entity" s default classification at the 

time of its formation and ignores any entity 

classification election under §301.770l-3 

that would otherwise apply to the en

tity at the time the entity classification 

determination is made. The regulations 

are not intended to operate in that man

ner. Therefore. a sentence is added to 

~301.770l-2(b)(9) of the final regulations 

to clarify that a dually chartered entity that 

is an eligible entity in each jurisdiction in 

which it is created or organized will con

tinue to be considered an eligible entity 

under ~301.770l-3(a). In addition, the 
examples were modified to illustrate this 
provision. 

The proposed regulations under section 
770 I are adopted as modified by this Trea
sury decision and the preceding temporary 
regulations are removed. 

Special Analyses 

It has been determined that this Trea

sury decision is not a significant regula
tory action as defined in Executive Order 
In66. Therefore, a regulatory assessment 
is not required. It also has been deter
mined that section 553(b) of the Admin
istrative Procedure Act (5 V.S.c. chapter 
5) does not apply to these regulations, and 
because these regulations do not impose a 
collection of information on small entities, 
the provisions of the Regulatory Flexibil
ity Act (S U.S.c. chapter 6) do not apply. 
Pursuant to section 7805(f) of the Inter
nal Revenue Code. the temporary and pro
posed regulations that preceded these reg
ulations were submitted to the Chief Coun
sel fm Advocacy of the Small Business 
Administration for comments on its impact 
on small business. 

Drafting Information 

The principal author of these regula
tions is Thomas Beem of the Office of 
Associate Chief Counsel (International). 
However. other personnel from IRS and 
Treasury participated in their develop
ment. 

* * * * * 
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Amendments to the Regulations 

Accordingly, 26 CFR part 301 IS 

amended as follows: 

PART 301 - PROCEDURE AND 

ADMINISTRATION 

Paragraph I. The authority citation for 

part 30 I continucs to read, in part, as fol

lows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. In §301.7701-1, paragraph (d) 

is revised to read as follows: 

§301.7701-1 Classification of 
organiz.ations for federal tax purposes. 

* * * * * 
(d) Domestic alld foreign business en

tities. See §301.770l-5 for the rules that 

determine whether a business entity is do

mestic or foreign. 

* * * * * 
§301.7701-lT [Removed] 

Par. 3. Section 301.7701-lT is re
moved. 

Par. 4. In §301.770\-2, paragraphs 
(b)(9) and (e)(3) are revised to read as fol
lows: 

§301.7701-2 Business entities; 
definitions. 

* * * * * 
(b)(9) Business entztles with multiple 

charters. (i) An entity created or organized 
under the laws of more than one jurisdic
tion if the rules of this section would treat it 

as a corporation with reference to anyone 
of the jurisdictions in which it is created 
or organized. Such an entity may elect its 
classification under §301.770J-3, subject 
to the limitations of those provisions, only 
if it is created or organized in each jurisdic
tion in a manner that meets the definition 
of an eligible entity in §301.7701-3(a). 
The determination of a business entity's 
corporate or non-corporate classification is 
made independently from the determina
tion of whether the entity is domestic or 
foreign. See §30 1.770 1-5 for the rules that 
determine whether a business entity is do
mestic or foreign. 

(ii) Examples. The following examples 
illustrate the rule of this paragraph (b )(9): 

Example I. (i) Facts. X is an entity with a single 
owner organized under the laws of Country A as an 

entity that is listed In paragraph (h)(8)(i) of this sec
tion. Under the ruks Dr this section. such an entity 
is a corporation for rederal ta \ purposes and under 
§301.7701-J(a) IS unahk tll clect its daS>ltlcation. 
Several years after ih fllrnution. '( files a certiticate 
of domestication in Stale B as a 1IIIIited liahility com· 
pany (LLC). Under the laws of State B. X is consid· 
ered to be created or organlfed in State B as an LLC 
upon the filing of the certificate of domestication and 
is therefore subject to the I,m s of State B, Under the 
rules of this section and §3() 1.7701-3. an LLC lIith a 
single owner organized only in State B is disregarded 
as an entity separate from its owner for Federal tax 
purposes (absent an election to be treated as an asso· 
ciation). Neither Country A nor State B law requires 
X to terminate its charter in Country A as a result of 
the domestication. and in fact X dnes not terminate 
its Country A charter, Consequently. X is now orga
nized in more than one jurisdiction. 

(ii) Result. X remains organized under the laws 
of Country A as an entity that is listed in paragraph 
(b)(8)(i) of this section. and as such. it is an entity 
that is treated as a corporation under the rules of thil 
section. Therefore. X is a corporation for Federal tax 
purposes because the rules of this section would treat 
X as a corporation with reference to one of the ju· 
risdictions in which it is created or organized, Be· 
cause X is organized in Country A in a manner that 
does not meet the definition of an eligible entity in 
§301.7701-3(a). it is unable to elect its classification. 

Example 2. (i) Fact,I·. Y is an entity that is incor· 
porated under the laws of State A and has two share· 
holders. Under the rules of this section. an entity in· 
corporated under the laws of State A is a corporation 
for Federal tax purposes and under *301.7701-3(a) 
is unable to elect its classification. Several years af· 
ter its formation. Y files a certificate of continuance 
in Country B as an unlimited company. Under the 
laws of Country B. upon filing a certificate of contino 
uance. Y is treated as organized in Country B. Under 
the rules of this section and §301.7701-3. an unlim· 
ited company organized only in Country B that has 
more than one owner is treated as a partnership for 
Federal tax purposes (absent an election to be treated 
as an association). Neither State A nor Country B law 
requires Y to terminate its charter in State A as a result 
of the continuance. and in fact Y does not terminate 
its State A charter. Consequently. Y is now organized 
in more than one jurisdiction. 

(ii) Resull. Y remains organized in State A as a 
corporation, an entity that is treated as a corporation 
under the rules of this section. Therefore. Y is a cor· 
poration for Federal tax purposes because the rules of 
this section would treat Y as a corporation with refer· 
ence to one of the jurisdictions in which it is created 
or organized. Because Y is organized in State A in a 
manner that does not meet the definition of an eligi· 
ble entity in §30 1.770 l-3(a). it is unable to elect it; 
classification. 

Example 3. (i) Facts. Z is an entity that has more 
than one owner and that is recognized under the laws 
of Country A as an unlimited company organized in 
Country A. Z is organized in Country A in a man· 
ner that meets the definition uf an eligible entity in 
§301.7701-3(a). Under the rules of this section and 
§301.7701-3. an unlimited company organized only 
in Country A with more than one owner is treated as a 
partnership for Federal tax purposes (absent an elec· 
tion to be treated as an a""elatlon). At the time Z 



was formed, it was also organized as a private lim

ited company under the laws of Country B. Z is or
ganized in Country B in a manner that meets the def

inition of an eligible entity in ~3()1.7701-3(a). Un

der the rules of this section and ~301.77()1-3. a pri

vate limited company organized only in Country B 

is treated as a corporation tor Federal tax purposes 

(absent an election to be treated as a partnership). 

Thus, Z is organized in more than one jurisdiction. 

Z has not made any entity classificatIOn elections un

der §301.7701-3. 
(ii) Result. Z is organized in Country B as a pri

vate limited company. an entity that is treated (absent 

an election to the contrary) as a corporation under the 

rules of this section. However. because Z is organized 

in each jurisdiction in a manner that meets the defi

nition of an eligible entity in §30 1.770 1-3(a). it may 

elect its classification under §301.7701-3. subject to 

the limitations of those provisions 

Example 4. (i) FaCis. P is an entity with more 

than one owner organized in Count ry A as a gen

eral partnership. Under the rules of this section and 

§301.7701-3. an eligible entity with more than one 

owner in Country A is treated as a partnership for fed

eral tax purposes (absent an election to be treated as 

an association). P tiles a certificate of continuance 

in Country B as an unlimited company. Under the 

rules of this section and S301.7701 3. an unlimited 

company in Country B with more than one owner is 

treated as a partnership for federal tax purposes (ab

sent an election to be treated as an association). P 

is not required under either the laws of Country A 
or Country B to terminate the general partnership in 

Country A. and in fact P does not terminate its Coun

try A partnership. P is now organized in more than 

one jurisdiction. P has not made any entity classifi

cation elections under ~30 I. 7701-3. 

Iii) Result. p's organiLation in both Country A 
and Country B would result in P being clu>sified as a 

partnership. Therefore. since the rules of this section 

would not treat P as a corporation with reference to 

any jurisdiction in which it is created or organized. it 

is not a corporation for federal tax purposes. 

* * * * * 
(e) * * * 
(3)(i) General rule. Except as provided 

in paragraph (e)(3)(ii) of this section, the 
rules of paragraph (b )(9) of this section 
apply as of August 12,2004, to all business 
entities existing on or after that date. 

(ii) Transition rule. For business enti
ties created or organized under the laws of 

more than one jurisdiction as of August 12. 
2004, the rules of paragraph (b)(9) of this 
section apply as of May I, 2006. These 
entities, however, may rely on the rules of 
paragraph (b )(9) of this section as of Au
gust 12, 2004. 

* * * * * 

§301.7701-2T [Removed] 

limited company. It IS abo an entity that is llrganized 

as a limited liability company I LLC) under the laws 

of State B. Y is classified as a corporation for Federal 

tax purposes under the rules of ~~3()1.77()1-~. and 

301.771J1-3. 

(ii) Result. Y is a domestic corporation because it 

is an entity that is classified as a corporation and it is 

organized as an entity under the laws of State B. 

Ewmple 2. (i I Fucts. P IS an entity with more 

than onc owner organized under the laws of Country 

A as an unlimited company. It is also an entity that 

is organized as a general partnership under the laws 

Par. 5. Section 301.770 1-2T IS re- of State R. Pis c1assitled as a partnership for Federal 

moved. 
Par. 6. Section 301.7701-5 is revised 

to read as follows: 

~JOl.7701-5 Domestic and foreign 
business entities. 

(a) Domestic andforeign business enti
ties. A business entity (including an entity 
that is disregarded as separate from its 
owner under §301.7701-2(c» is domestic 
if it is crcated or organized as any type 
of entity (including, but not limited to, a 
corporation, unincorporated association. 
general partnership, limited partnership. 
and limited liability company) in the 
United States, or under the law of the 
United States or of any State. Accord
ingly, a business entity that is created or 
organized both in the United States and in 
a foreign jurisdiction is a domestic entity. 
A business entity (including an entity that 
is disregarded as separate from its owner 
under §30 1.770 1-2(c» is foreign if it is not 
domestic. The determination of whether 
an entity is domestic or foreign is made 
independently from the determination of 
its corporate or non-corporate classifica
tion. See §OOl.7701-2 and 301.7701-3 
for the rules governing the classification 
of entities. 

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

Example I. (i) Facts Y is an entity that is created 

or organized under the laws of Country A as a public 

tax purposes under the rules or *ii30 1.770 1-2. and 

301.770\-3. 
(ii) Resull. P is a dornestic partnership hecause it 

is an entity that is classified as a partnership and it is 

organized as an entity under the laws of State R. 

(c) Effective date.-( 1) General rule. 
Except as provided in paragraph (c)(2) of 
this section, the rules of this section apply 
as of August 12, 2004, to all business enti
ties existing on or after that date. 

(2) Transition rule. For business en
tities created or organized under the laws 
of more than one jurisdiction as of August 
12,2004, the rules of this section apply as 
of May 1, 2006. These entities. however, 
may rely on the rules of this section as of 
August 12, 2004. 

§301.7701-ST [Removed] 

Par. 7. Section 301.770 1-5T is re
moved. 

Mark E. Matthews, 
Deputy Commissioner for 
Se rvices and Enforcemellt. 

Approved January 17. 2006. 

Eric Solomon, 
Acting Deputy Assistant Secretary 

of the Treasury. 

IFiled by the OfTicc of the Federal RegISter on January n. 
2006. 8:45 a.m .. and publIShed in the i"uc of the Federal 
Register for January 30. 2006. 71 F.R. 4X1S) 
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Part III. Administrative, Procedural, and Miscellaneous 
Tax Avoidance Using Notional 
Principal Contracts 

Notice 2006-16 

SECTION 1. PURPOSE 

This notice clarifies 0Jotice 20ll2-35, 
2002-1 e.B. 992, by illustrating certain 
transactions that arc not the same as or 
substantially similar to the transaction de
scribed in Notice 2002-35, and thm are 
not "listed transactions" for purposes of 
*~ 6111 and 6112 of the Internal Revenue 
Code (Code) and ~ 1.6011--4(b)(2) of the 
Income Tax Regulations. This notice also 
modifies Notice 2002-35 by providing a 
safe harbor from the disclosure require
ment otherwise imposed by * 1.6011--4 
for taxpayers that have, solely as a re
sult of their direct or indirect interest in a 
pass-through entity, participated in a trans
action that is the same as or substantially 
similar to the transaction described in No
tice 2002-35 (as clarified by section 3.01 
of this notice). 

This notice responds to concerns ex
pressed by commentators that the diffi
culty in identifying transactions that are 
the same as or substantially similar to the 
transaction described in Notice 2002-35 
has caused taxpayers to file large numbers 
of disclosure statements on Form 8886, 
Reportable Trallsactioll Disclosure State
lIIellf, for common transactions, such as to
tal return swaps, that are entered into for 
bOllafide non-tax purposes. This notice is 
intended to nan-ow the scope of reportable 
transactions that might be perceived to be 
substantially similar to the transaction de
scribed in Notice 2002-35, and is intended 
to reduce the number of Form R886 filings. 
This notice should not be construed as ex
panding the scope or potential application 
of Notice 2002-35 in any way. Specd'
ically, no inference i, intended regarding 
whether transactions not described in Sec
tion .lOI are or arc not required to be re
ported under Notice 2002-35. 

SECTION 2. BACKGROllND 

Notice 2()()2--,5 identifies as a listed 
tr~1I1,action under ~ 1.00 11--4( b)( 2) a tralb
actioll that Llses a notional principal con
tract (NPC) to claim current deductions 
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for periodic payments made by a taxpayer 
while disregarding the accrual of a right to 
recei"e offsetting payments in the future, 
The specific facts of the listed transaction 
are sct forth in Notice 2002-35, 

On February 26, 2004, the Treasury De
partment and the IRS published in the Fed
eral Register (REG-1660 12-02, 2004-1 
C.B. 655 [69 FR 8886]) proposed regu
lations (hereinafter the "Contingent NPC 
Proposed Regulations") under * 446(b) of 
the Code. Section 1.446-3(g)(6) of the 
Contingent NPC Proposed Regulations 
describes an accounting method for con
tingent nonperiodic payments under an 
NPC. That method requires that contin
gent nonperiodic payments be spread over 
the term of the NPC. Section 1.446-3(i) of 
the Contingent NPC Proposed Regulations 
also provides an elective mark-to-market 
regime for certain NPCs with nonperiodic 
payments, 

The preamble to the Contingent NPC 
Proposed Regulations states; "With re
spect to NPCs that provide for contingent 
non periodic payments and that are in ef
fect or entered into on or after 30 days 
after [February 26, 2004]. if a taxpayer 
has not adopted a method of accounting 
for these NPCs, the taxpayer must adopt a 
method that takes contingent nonperiodic 
payments into account over the life of the 
contract under a reasonable amortization 
method. which may be, but need not be, a 
method that satisfies the specific rules in 
these proposed regulatiom." 

Section 1.6011--4(c)(3)(i)(A) of the In
come Tax Regulations provides that a tax
payer has participated in a listed transac
tion if the taxpayer's tax return reflects tax 
consequences or a tax strategy described 
in published guidance that lists the trans
action under * 1.6011-4(b)(2). Section 
1.60 11--4( c)( 3)( i)( A) also provides that a 
taxpayer has pal1icipated in a listed trans
action if the taxpayer knows or has reason 
to know that the taxpayer's tax benefits are 
derived directly or indirectly from tax con
sequences or a tax strategy that is a listed 
transaction. 

SECTION 3. DISCUSSION 

,01 Trallsactiolls ExciudedjivlII the Scope 

of Notice 2002-35 

An NPC that requires a counterparty to 
make a contingent non periodic payment. 
whether or not the non periodic payment 
consists of contingent and noncontingent 
components, is not a "listed transaction" 
for purposes of *§ 6111 and 6112, or for 
purposes of § 1.60 11-4(b )(2), by reason 
of being the same as or substantially sim
ilar to the transaction described in Notice 
2002-35 if: 

a. The taxpayer uses a method of ac
counting for the NPC that takes the 
contingent non periodic payment into 
account over the life of the con
tract under a reasonable amortization 
method; 

b. The taxpayer properly accounts for 
the NPC under § 475 of the Code; 

c. The taxpayer properly accounts for 
the NPC under § 1.446-4; 

d. The taxpayer properly accounts for 
the NPC as a § 1,988-5(a) hedge in 
connection with a qualified hedging 
transaction; or 

e. The taxpayer properly accounts for 
the NPC under § J.988-2(e) (includ
ing the application of § 1.446-3(g)(4) 
as appropriate). 

,02 Disclosure Requirement Safe Harbor 

J. A taxpayer that, solely by reason 
of that taxpayer's direct or indi
rect interest in a pass-through entity, 
participated (within the meaning of 
* 1.6011--4(c)(3)(i)(A» in a transac
tion that is the same as or substantially 
similar to the transaction described in 
Notice 2002-35 (as clarified by sec
tion 3.01 this notice) is not required 
under § 1.6011-4 to file a disclo· 
sure statement with respect to that 
transaction if the taxpayer meets the 
requirements of section 3,02(2) of this 
notice. 

2, This section 3.02 will apply if a tax
payer receives acknowledgement that 
the pass-through entity has or will 
comply with its separate disclosure 
obligation under § 1.6011-4 with 
respect to a transaction described 



in Notice 2002-35 (as clarified by 
section 3.0 I of this notice), and if 
the taxpayer's only obligation under 
§ 1.6011-4 to file a disclosure state
ment with respect to that transaction 
arises from the taxpayer's direct or 
indirect interest in that pass-through 
entity. The acknowledgment can be a 
copy of the Form 8886 filed (or to be 
filed) by the pass-through entity, and 
must be received by the taxpayer prior 
to the time set forth in § 1.60 11-4( e) in 
which the taxpayer would otherwise 
be required to provide disclosure. 

Taxpayers meeting the requirements 
of section 3.02 of this notice will not be 
treated as having participated in an undis
closed listed transaction for purposes of 
§ 1.6664-2(c)(3)(ii). 

.03 Continuing Disclosure Obligations 

Transactions described in sections 3.0 I 
or 3.02 of this notice may be described in 
§ 1.6011-4(b)(3) through (b)(5) or (b)(7) 
and, notwithstanding this notice, may be 
subject to disclosure by taxpayers under 
§ 1.6011-4(a), and subject to disclosure 
and list maintenance requirements by ma
terial advisors under §§ 6111 and 6112. 
For example, an NPC that results in a large 
loss for a taxpayer under § 165 may be 
subject to disclosure by the taxpayer un
der § 1.6011-4(b)(5), notwithstanding that 
under this notice it is not subject to disclo
sure under § l.60 11-4(b )(2). 

For Plan Years 
Beginning in: 

Month Year 

February 2006 

Drafting Information 

The principal authors of this notice 
are Paul Stern and Tony Montanaro of 
the Employee Plans, Tax Exempt and 
Government Entities Division. For fur
ther information regarding this notice, 
please contact the Employee Plans' tax
payer assistance telephone service at 
1-877-829-5500 (a toll-free number), 
hetween the hours of 8:30 a.m. and 
4:30 p.m. Eastern time. Monday through 
Friday. Mr. Stern may be reached at 
1-202-283-9703. Mr. Montanaro may 

SECTION 4. EFFECTIVE DATE 

Section 3.01 of this notice is effective 
as of May 6, 2002. Section 3.02 of this 
notice is effecti ve for disc losure statements 
that would otherwise be due on or after 
February 13, 2006. 

SECTION 5. EFFECT ON OTHER 
DOCUMENTS 

Notice 2002-35 is clarified and modi
fied. 

SECTION 6. CONTACT 
INFORMATION 

For further information regarding this 
notice, contact Dale S. Collinson at (202) 
622-3900 (not a toll-free number). 

Weighted Average Interest 
Rate Update 

Notice 2006-19 

Sections 412(b)(5)(B) and 412(\)(7) 
(C)(i) of the Internal Revenue Code gen
erally provide that the interest rates used 
to calculate current liability for purposes 
of determining the full funding limitation 
under § 412( c )(7) and the required con
tribution under § 412(1) must be within 
a permissible range around the weighted 
average of the rates of interest on 30-year 
Treasury securities during the four-year 

30-Year 

period ending on the last day before the 
beginning of the plan year. 

Notice 88-73, 1988-2 C.B. 383. pro
vides guidelines for determining the 
weighted average interest rate and the 
resulting permissible range of interest 
rates used to calculate current liability for 
the purpose of the full funding limitation 
of § 412(c)(7) of the Code. 

Section 417(e)(3)(A)(ii)(I\) defines 
the applicable interest rate. which must 
be used for purposes of determining the 
minimum present value of a participant's 
benefit under § 417(e)(\) and (2), as the 
annual rate of interest on 30-year Treasury 
securities for the month before the date 
of distribution or such other time as the 
Secretary may by regulations prescribe. 
Section 1.4l7(e)-I(d)(3) of the Income 
Tax Regulations provides that the applica
ble interest rate for a month is the annual 
interest rate on 30-year Treasury securi
tics as specified by the Commissioner for 
that month in revenue rulings, notices or 
other guidance puhlished in the Internal 
Revenue Bulletin. 

The rate of interest on 30-year Treasury 
securities for January 2006 is 4.59 percent. 
Pursuant to Notice 2002-26. 2002-1 C.B. 
743, the Service has determined this rate 
as the monthly average of the daily deter
mination of yield on the 30-year Treasury 
bond maturing in February 2031. 

The following 30-year Treasury rates 
were determined for the plan years begin
ning in the month shown below. 

Treasury 90% to 105% 90% to 110% 
Weighted Permissible Permissible 
Average Range Range 

4.84 4.35 to 5.08 4.35 to 5.32 

be reached at 1-202-283-9714. The tele
phone numbers in the preceding sentences 
are not toll-free. 

26 CFR 601.105: Examination o(returns and claims 
jor refillld. credit or abatement; determinatioll o{cor· 
reet tax liabilil.". 
(Also Fart I. !i.~ 1611. 179.446. J400F, 14001. 1400); 
I. 179-5. 1.446-1.) 

Rev. Proc. 2006-16 

SECTION I. PURPOSE 

This revenue procedure explains how 
a commercial revitalization agency may 
retroactively allocate commercial revi
talization cxpenditure amounts for cer
tain buildings located in the expanded 
area of a renewal community pursuant to 
~ 1400E(g) of the Internal Revenue Code. 
This revenue procedure also explains 
how a taxpayer may make a commercial 
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re\italilation deduction ekction under 
~ 1-1-(Hlll a I tor the,e huilding~ and may 
deduct the increased ~ 17LJ expensing 
,lmount under ~ 1-1-00J fur certain ~ 17LJ 
propnty that i, placed in sen icc in the 
l'xpaIlLkd arc a of d n:nc\\ al cummunit\, 
pUI,uant to ~ 1-1-()()Elgl. 

SfTTI()!\ 2. 1),\CKClROUND 

.01 Section 1-1-()()E.a, added hy* IOI(a) 
III the COllllllunitv Rene\\al Tax Relief Act 
01 20t)() I"CRTRA"I. 2()()()-~ C.B. 23LJ. 

2-1- I. pr\l\ idL's for the designation of cer
t,lin l'ollllllunities a, renewal communities. 
:\n area designated as a renewal commu
IlIty IS eligihle tor certain tax incentives 
including a cOlllmnclal rc\italIzation de
ductinn under * 1-1-00L increased expens
Ing umier * 17LJ pursuant to * 1-1-0OJ, and 
gm\S lncunle exclusion for capital gain 
I mill the sale of ljualifying assets pursuant 
tn * 1-1-()OF A "renewal community" is de
ri ned 111 * I-WOE( a)( I) as any area that 
I' 1ll1lllinaled hy (lne or more local gov
l'rIlmenh and the state or states in which 
the area is located for designation as a re
ne\\ al comillunity (the "nominated area") 
aIlLI that the Secretary of Housing and Ur
ban [)ewlopment ("HUD" I designates as 
,1 renl'\\al community. 

.()2 To hc designated as a renewal com
Illunity. ~ 1-1-0()E(c) reljuires that the nom
inatcd arca lIleet certain criteria. Section 
1-1-()OE(a)(-1.)(B) and (f)(-1-) provides that 
thl' deSignation:-, of renewal communities 
\\ crc rcquired to hc madc by Deccmbcr 31. 
2()() I. w,ing )9LJ() c(nsu, data to determine 
the population and pml'rty rate criteria. 

.0., Section 222(cl) of the American 
J(lh, Creation Act of 2()O-1. (the ··AJCA"), 
Puh. L. No. IOX-l'i7. IIX Stal. 14XO 
(( >etobl'r 22, 2()O-1. I, amcnded ~ 1400E 
h: ~lddlng ~ 14()OE(gl. which authorizes 
IIl'l). ul1dL'll'crtain circulll.,tances and at 
thl' requl'st of ~tli gm'cnll11en{s that l1omi-
1l.ltl'd clll arl'a ~IS ,I rClll'wal community, to 
~Idd .1 (()ntlglHlll' (ClhUS tLl(t to a rcnewal 
(lI1lI11Unlt\ hased generally on 2()()() c(n
'11' lLI t~L SL'ct ion 22 2( b I (If the AJC A 
pr\l\ Idl" tltdt ~ )-1.()()l(gl is ctfccti\c as 
II Illc'ludl'd in the dlllcndments made by 
~ IIII (lllhl' CRTRA. 

.il4 \ [;I\P,I\ L'l md: makl' a (Ollllller
ll.d l'ell(,dl/atiol1 dcduction election L1n
dL'1 ~ 14tIlJlI.t) tUl ,I qualtfied rc\italiza
lilln bUilding (,1\ ddinl'd III ~ 1-1.()()jlhll I)) 
ll11il III thl' l'\knt that a (\ll1ll1lereidl re\'I-
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talization expenditure amount is allocated 
to the huilding LInder ~ 1-1.001 hy the com
mercial re\itali7atiol1 agency (as defined 
in ~ 1-1.00l(dl(3)) for the state in which 
thl' huilding is located. Section 14001 al-
100\s a taxpayer to elect to recover thl' cost 
of a qualificd rc\italilation huilding us
ing a morc accclerated method than is oth
er\\l~e allowahle under * loX. Pursuant 
to ~ 1400l(a). a taxpayer may elect ei
ther ( I I to deduct one-half of any ljuali
fied rnitalilation expenditures (as defined 
in * 1400l(b)(2)) chargeable to a capital 
account with respect to any qualified re
vitalization huilding for the taxable ycar 
in which the building is placed in ser
vice, or (2) to amortize all of these ex
penditures ratably over the 120-month pe
riod beginning with the month in which 
the building is placed in service. Pursuant 
to * 1400l(c). the aggregate amount that 
may be treated as qualified revitalization 
expenditures with respect to any qualified 
re\italization building cannot exceed the 
lesser of (I) $10 million. or (2) the com
mercial revitalization expenditure amount 
allocatcd to the building under ~ 14001 by 
the commercial revitalization agency for 
the state in which the building is located. 

.05 Under * 1400I(d). the commer
cial revitalization agency for each state 
is permitted to allocate up to $12 million 
of commercial revitalization expenditure 
amounts with respect to each renewal com
munity located within the state for each 
calendar year after 200 I and before 20 I O. 
Pursuant to * 140()[(e). the allocation must 
be made pursuant to a ljualified alloca
tion plan (as defined in ~ 1400\(1.")(2)) 
that is approved by the go\'crnmental unit 
of which the commercial reVitalization 
agency is a part. 

.00 RC\. Proc. 2003-3X. 2003-1 C.B. 
1017. provides the time and manner for a 
u1mmercial revitalization agency to makc 
allocation, under ~ 140()[ of the commer
cial re\'ital ization expenditure amount for 
a ljualified re\italilation building that is 
placed III ,en'ice in a renewal commu
nity and explain, how a taxpayer may 
make a commercial revitalization dedue
tiUl1 election under * 1-1.00l(a). Pursuant 
to Re\'. Proc. 2003-3H. a commercial 
re\italilation agency may make: (I) an 
allocation of ulllllllercial re\'italization 
expenditure amounts for a ljualified rCY'i
tali/ation huilding in the calendar year in 
which that huilding i, placed in service 

by the taxpayer (a "placed-in-service year 
allocation"; sec section -1- of Re\·. Prol'. 
200~-~H): or (2) an allocation of commer
cial re\'italiJation n.penditurc amounts 
for a qualified rcyitalilation hllilding that 
is not yet placed in ser\'ice, hut will be 
placed in sen ice hy a taxpayer not later 
than the dose of the sccond calendar year 
following the calendar year in which the 
allocation is made. provided the taxpayer's 
hasis in the project of which the huilding 
is a part (as of the later of the date that is 6 
months after the date that the allocation is 
made or the close of the calendar year in 
which the allocation is made) is more than 
10 percent of the taxpayer's reasonably 
expected basis in the project as of the close 
of the second calendar year following the 
calendar year in which the allocation is 
made (a "carryover allocation"; .lee sec
tion 6 of Rev. Proe. 2003-3X). 

.07 Section 179 provides that. in lieu 
of depreciation. a taxpayer may elect to 

deduct the cost of ~ 17LJ property (as 
defined in ~179(d)(I)), up to a certain 
amount, placed in service by the taxpayer 
for the taxable year. The total cost of 
~ 179 property that a taxpayer may elect 
to deduct under ~ 179 (the "dollar limit") 
is $24.000 for 2002, $100,000 for 2003, 
$1 ()2,()()0 for 2004, and $105,000 for 
2()05. However. the dollar limit is reduccd 
(but not below zero) by the amount by 
which the cost of § 179 propel1y placed 
in service by the taxpayer during the tax
able year exceeded $200,000 for 2002, 
$400,()()0 for 2003, $410,000 for 2004. 
and S42().()OO for 2005 (the "reduced dol
lar limiCl. The election under § 179 is 
made within the time and in the manner 
provided in ~ 1.179-5 of the Income Tax 
Regulations. 

.08 If ~ 179 property is also qualified re
newal property, ~ 1400J(a) and § I 397A(a) 
modify the dollar limit and thc reduced 
dollar limit for purposes of § 179. The 
dollar limit under ~ 179 is increased by 
the lesser of $35,000, or the cost of § 179 
property that is qualified renewal prop
erty placed in service during the taxable 
year. Consequently, if a taxpayer placed 
in service in 2002. 2003. 2004, and 2005, 
* 179 property that i~ al~o qualified re
newal property at a cost of $35,000, the 
dollar limit under ~ 179 is $59,000 for 
2002, $135,000 for 2003, $137.000 for 
2004, and $140.000 for 2005. further. in 
determining the reduced dollar limit. a tax-



payer takes into account only 50 percent 
(instead of 100 percent) of the cost of qual
ified renewal property placed in service 
during the taxable year. 

"Qualified renewal property" is de
fined in § 140OJ(b) as any property to 
which § 168 applies (or would apply but 
for § 179) if the property was acquired 
by the taxpayer by purchase (as defined 
in § 179(d)(2» after December 31,2001, 
and before January I, 2010, and the prop
erty would be qualified zone property 
(as defined in § 1397D) if references to 
renewal communities were substituted 
for references to empowerment zones in 
§ 1397D. Accordingly, computer software 
described in § 179(d)(l )(A)(ii) to which 
§ 167 applies (and not § 168) is not quali
fied renewal property. 

.09 Section 1400F provides that gross 
income docs not include any qualified cap
ital gain (as defined in § 1400F(c» from 
the sale or exchange of a qualified commu
nity asset (as defined in § 1400F(b» held 
for more than 5 years. 

SECTION 3. RETROACTIVE 
ALLOCATION OF COMMERCIAL 
REVITALIZATION EXPENDITURE 
AMOUNTS FOR A QUALIFIED 
REVITALIZATION BUILDING IN THE 
EXPANDED AREA 

.01 In general. If HUD approves the 
expansion of the area of a renewal com
munity pursuant to § 1400E(g) (the "ex
panded area" of a renewal community), the 
commercial revitalization agency for that 
renewal community may make a retroac
tive allocation described in section 3.04 
of this revenue procedure of the "unal
located commercial revitalization expen
diture amount" (as determined in section 
3.02 of this revenue procedure) for the re
newal community for 2002, 2003, 2004, or 
2005, as applicable, for a qualified revital
ization building in the expanded area of the 
renewal community. The general rules for 
making this retroactive allocation are pro
vided in section 3.03 of this revenue pro
cedure. 

.02 Unallocated commercial revitaliza
tion expenditure amount. 

(1) In general. For purposes of 
§ I40or(d)(l) and this revenue proce
dure, the aggregate amount that a com
mercial revitalization agency may allocate 
for 2002, 2003, 2004, or 2005, for any 

qualified revitalization building in the ex
panded area of a renewal community is 
the unallocated commercial revitalization 
expenditure amount for the renewal com
munity for 2002, 2003, 2004, or 2005, as 
applicable. 

(2) Determination of amount. The un
allocated commercial revitalization expen
diture amounts for 2002, 2003, 2004, and 
2005, are determined as follows: 

(a) 2002 calendar year. Pursuant to 
section 8.01 of Rev. Proc. 2003-38, the 
$12 million commercial revitalization ex
penditure ceiling for 2003 for a renewal 
community is increased by any portion of 
the 2002 commercial revitalization expen
diture ceiling for that renewal community 
that was not allocated in 2002 (after tak
ing into account any aggregation and 
apportionment of the 2002 commercial 
revitalization expenditure ceiling made in 
accordance with section 8.02 of Rev. Proc. 
2003-38). Accordingly, the unallocated 
commercial revitalization expenditure 
amount for any renewal community for 
2002 is zero. But see section 3.04(1) of 
this revenue procedure for a retroactive 
commercial revitalization expenditure al
location allowable for certain qualified 
revitalization buildings placed in service 
in 2002. 

(b) 2003 calendar year. The unallo
cated commercial revitalization expen
diture amount of a renewal community 
for 2003 is determined by reducing the 
renewal community's commercial revital
ization expenditure ceiling for 2003 by the 
amounts previously allocated for 2003. 
For 2003, the commercial revitalization 
expenditure ceiling for a renewal commu
nity is $12 million plus the amount of the 
2002 commercial revitalization expendi
ture ceiling for that renewal community 
that was not allocated in 2002 (after tak
ing into account any aggregation and 
apportionment of the 2002 commercial 
revitalization expenditure ceiling made in 
accordance with section 8.02 of Rev. Proc. 

2003-38). 
For example, if State A has only one re

newal community, RC, and only $7 mil
lion of the $12 million commercial revi
talization expenditure ceiling for 2002 for 
RC was allocated for qualified revitaliza
tion buildings in RC in 2002, the commer
cial revitalization ceiling for 2003 for RC 
in State A is $17 million pursuant to sec
tion 8.01 of Rev. Proc. 2003-38. If $14 

million of this $17 million was allocated 
for qualified revitalization buildings in RC 
in 2003, the unallocated commercial revi
talization expenditure amount for 2003 for 
RC is $3 million. 

(c) 2()04 calendar year. The unallo
cated commercial revitalization expendi
ture amount of a renewal community for 
2004 is determined by reducing the $12 
million commercial revitalization expen
diture cciling for the renewal community 
for 2004 by the amounts previously allo
cated for 2004. 

(d) 2005 calendar vear. The unallo
cated commercial revitalization expendi
ture amount of a renewal community for 
2005 is determined by reducing the $12 
million commercial revitalization expen
diture ceiling for the renewal community 
for 2005 by the amounts previously allo
cated for 2005. 

(3) Failed building amount. For pur
poses of section 3.02(2) of this revenue 
procedure, the amounts previously al
located for 2002, 2003, 2004, or 2005, 
include any "failed building amount." A 
failed building amount is the amount of 
any allocation made in 2002, 2003, 2004, 
or 2005, as applicable, to a building or 
project that does not qualify as a qual
ified revitalization building within the 
period required by * 14001 and Rev. Proc. 
2003-38. However, the failed building 
amount does not include the amount of a 
carryover allocation made before July I 
for which the taxpayer does not meet the 
10-percent basis requirement by the close 
of the calendar year if the taxpayer notifies 
the renewal community or the commercial 
revitalization agency in that calendar year 
that the 10-percent basis requirement was 
not met. In the case of a placed-in-service 
year allocation, the failed building amount 
also does not include any amount that was 
allocated for a building if the taxpayer no
tifies, in the same calendar year in which 
the allocation was made, the renewal com
munity or the commercial revitalization 
agency for that renewal community that 
the building was not placed in service by 
the taxpayer by the close of the calendar 
year for which the allocation wa~ made. 

For example, suppose State B has one 
renewal community, RC I. In 2004, RC I 
allocated its entire $12 million commer
cial revitalization expenditure ceiling as 
follows: (a) on June I, 2004, RC 1 made 
a carryover allocation of $4 million for a 
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qualified revitalization huilding. QRB I. in 
RC I. but the taxpayer failed to mect the 
I O-percent basi~ requirement by Decem
ber 31. 2004. and notified RC I in 2004 
that the IO-percent basis requirement was 
not met: i b) on September 15. 2004. RC I 
made a placed-in-service year allocation of 
<;,3 million for another qualified revitaliza
tion building. QRB2. in RC I. but the tax
payer notified RC I on February I. 2005. 
that QRB2 \\as not placed in service by 
December 31. 2004: and (c) on December 
10. 2004. RC I made a Gln'yover alloca
tion of $5 million for a third qualificd rc
\italization huilding. QRB3. in RC I. but 
the taxpayer rai led to meet the IO-percent 
basis requirement by June 16.2005. The 
June I. 20()4. carryover allocation is not a 
failed building amount and is treated as not 
having been made for 2004 and. therefore. 
IS included ill the unallocated commercial 
revitalization expcnditure amount for 2004 
for RCI (provided the $4 million was not 
re-allocated in 20(4). The September 15, 
2004. placed-in-service year allocation is 
a failed building amount and is treated as 
having been made for 2004 and, therefore. 
is not included in the unallocated com
mercial revitalization expenditure amount 
for 2004 for RC I. The Decembcr 16. 
2004. carryover allocation is a failed build
ing amount and is treated as having been 
made for 2004 and. accordingly. is not in
cluded in the unallocated commercial re
vitalization expenditure amounts for 2004 
for RC I. Thereforc. pursuant to sections 
3.02(2J(c) and 3.02(3) of this rcvenue pro
cedure. the unallocated commercial revi
talization expenditure amount for 2004 for 
RC I is $4 million. 

.03 Gel1(,l'lIlmlesj(Jr II/({ki/l~ a retroa('
til'e Illiocutio/l o/'tlre III/ullocaled cOlllmer
cial rc\'itilli;'lItioll expenditllre (//llOlInt. 

(I) RCTroilcTil'e allocmioll lIlust hc lIlilde 
lin' ('(/clr h/lildill~. A separate retroactive 
allocation of the unallocated commer
cial revitalization expenditure amount 
(a "retroactive commercial revital ization 
expenditure allocation") must be madc 
for each qualified re\italization building. 
whether ncw or \ubstantially rehabilitated. 
placed in service in the expanded area 
lit' a renewal community. A retroactive 
c'oll1mcrclal revitali/ation expenditure 
allocation is not permitted for a quali
fied rc\itali/ation building that is located 
tllibide the expanded area of a renewal 
community. 
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(2) Aggregation and carryforward (~r 

the IIllallocated cOllllllercial rel'itali:::.atio/l 
expenditure ({//IOU/It are /lot permitted. The 
unallocated commercial revitalization ex
penditure amount for any renewal commu
nity within a state for any given calendar 
year lllay not be allocated, in whole or in 
part. to another renewal community. If a 
commercial revitalization agency does not 
allocate all of the unallocated commercial 
revitalization expenditure amount for a re
newal community for any given calendar 
year. the unused amounts lllay not be car
ried forward to a later year. 

(3) Qualified allocatioll plallmust be ill 
effect. A retroactive commercial revital
ization expenditure allocation for a quali
fied revitalization building in the expanded 
arc a of a renewal community can only be 
made if a qualified allocation plan (as de
fined in § 1400I(e)(2)) is in effect for the 
placed-in-service year of the building. 

.04 Tvpes of retroactive commercial 
revitali:::.ation expenditure allocations al
lowed. 

( 1 ) Unallocated commercial revitaliza
tion expenditure amount for 2003. Up 
to the unallocated commercial revitaliza
tion expenditure amount for 2003 for a 
renewal community. a commercial revi
talization agency may makc the follow
ing types of a retroactive commercial revi
talization expenditure allocation to a tax
payer: 

(a) A retroactive placed-in-service year 
allocation for a qualified revitalization 
building that was placed in service by the 
taxpayer in the expanded area of the re
newal community in 2002 or 2003; or 

(b) A retroactive carryover allocation 
for a qualified revitalization building that 
was placed in service by the taxpayer in the 
expanded area of the renewal community 
on or before December 31. 2005. provided 
the taxpayer's basis in the project of which 
the building is a pal1. as of June 30. 2004, 
is more than 10 percent of the taxpayer's 
reasonably expected basis in the project as 
of December 31.2005. 

(2) Unallocated commer(,ial revitaliza
Tion expenditure amount for 2004. Up 
to the unallocated commercial revitaliza
tion expenditurc amount for 2004 for a 
renewal community. a commercial revi
talization agency may make the follow
ing types of a retroactive commercial revi
talization expenditure allocation to a tax
payer: 

(a) A retroacti\'e placed-in-service year 
allocation for a qualified revitalization 
building that was placed in service by the 
taxpayer in the expanded area of the re
newal community in 2004: or 

(b) A retroactive can-yowr allocation 
for a qualified revitalization building that 
will be placed in service by the taxpayer in 
the expanded area of the renewal commu
nity on or before December 31,2006, pro
vidcd the taxpayer's basis in the project of 
which the building is a part. as of June 30, 
2005, is more than IO percent of the tax
payer's reasonably expected basis in the 
project as of December 31, 2006. 

(3) Unallocated commercial revitaliza
tion expenditure amount .tC)f· 2005. Up 
to the unallocated commercial revitaliza
tion expenditure amount for 2005 for a 
renewal community, a commercial revi
talization agency may makc the follow
ing types of a retroactive commercial revi
talization expenditure allocation to a tax
payer: 

(a) A retroactivc placed-in-service year 
allocation for a qualified revitalization 
building that was placed in service by the 
taxpayer in the expanded area of the re
newal community in 2005: or 

(b) A retroactive can-yover allocation 
for a qualified revitalization building that 
will bc placed in service by the taxpayer in 
the expanded area of the renewal commu
nity on or before December 31, 2007, pro
vided the taxpayer's basis in the project of 
which the building is a part, as of June 30. 
2006. is more than IO percent of the tax
payer's reasonably expected basis in the 
project as of Dccember 31, 2007. 

(4) Time and manner of making a 
retroactive cummercial revitalization ex· 
penditure allocation. A retroactive com
mercial revitalization expenditure alloca
tion described in section 3.04( I), (2), or 
(3) of this revenue procedure: 

(a) must be made by the later of the date 
that is (i) 9 months after the date that HUD 
approves the expanded area of the renewal 
community in which the qualified revital
ization building is located, or (ii) Novem
ber 27. 2006; and 

(b) is made when an allocation docu
ment is completed, signed, and dated by 
an authorized official of the commercial 
revitalization agency. For a retroactive 
placed-in-service year allocation, this 
allocation document must contain the in
formation described in section 4.02(2) of 



Rev. Proc. 2003-38, the placed-in-ser
vice year of the qualified revitalization 
building, and the year of the unallocated 
commercial revitalization expenditure 
amount from which the allocation is made 
(that is, 2003, 2004, or 2005). For a 
retroactive carryover allocation, the al
location document must contain the in
formation described in section 6.02(2) 
of Rev. Proc. 2003-38 and the year of 
the unallocated commercial revitalization 
expenditure amount from which the al
location is made (that is, 2003, 2004, or 
2005). The agency must send a copy of 
the allocation document to the taxpayer 
receiving the retroactive commercial revi
talization expenditure allocation no later 
than 60 calendar days following the date 
on which the allocation document is com
pleted, signed, and dated by an authorized 
official of the commercial revitalization 
agency. Neither the original nor a copy of 
the allocation document is to be sent to the 
Internal Revenue Service. 

.05 HUD approval of expanded area 
after 2005. If HUD approves an ex
panded area of a renewal community 
after 2005 pursuant to § 1400E(g), the 
commercial revitalization agency for that 
renewal community may be unable (due 
to time constraints), in the same calendar 
year in which HUD approval was made 
(the "HUD approval year"), to make a 
commercial revitalization expenditure 
allocation under section 4 or 6 of Rev. 
Proc. 2003-38 to a qualified revitalization 
building placed in service in the expanded 
area of that renewal community in the 
HUD approval year. In this case, the com
mercial revitalization agency may make 
a retroactive allocation of the unallocated 
commercial revitalization expenditure 
amount for that renewal community for 
the same year in which HUD approved the 
expanded area by following the rules in 
sections 3.02(2)(d), 3.02(3), 3.03, 3.04(3), 
and 3.04(4) of this revenue procedure, ex
cept that: (I) the year "2005" in sections 
3.02(2)(d) and 3.04(3) is replaced with the 
HUD approval year, (2) the years "2002, 
2003, 2004, or 2005" in section 3.02(3) 
are replaced with the HUD approval year, 
(3) the date "December 31, 2007" in sec
tion 3.04(3)(b) is replaced with December 
31 st of the second calendar year following 
the HUD approval year, and (4) the date 
"June 30, 2006" in section 3.04(3)(b) is 

replaced with June 30th of the calendar 
year following the HUD approval year. 

For example, suppose State C has one 
renewal community, RC I. In October 
2006, HUD approves the expanded area 
of RC I. Because the expanded area was 
approved by HUD late in the calendar 
year, RC I is unable to make allocations 
in 2006 to any qualified revitalization 
building placed in service in 2006 in its 
expanded area. However, in 2006, RC I 
allocated $10 million of its $12 million 
commercial revitalization expenditure 
ceiling for 2006 to qualified revitalization 
buildings placed in service in the original 
boundaries of RC I. Assuming there is not 
any failed building amount attributable to 
2006, RCI 's unallocated commercial revi
talization expenditure amount for 2006 is 
$2 million. In accordance with this section 
3.05 and section 3.04(3) of this revenue 
procedure, RC I may allocate this $2 mil
lion to any qualified revitalization building 
that either (I) was placed in service by a 
taxpayer in the expanded area of RC I in 
2006, or (2) will be placed in service by a 
taxpayer in the expanded area of RC I on 
or before December 31, 2008, provided 
the taxpayer's basis in the project of which 
the building is a part, as of June 30, 2007, 
is more than 10 percent of the taxpayer's 
reasonably expected basis in the project as 
of December 31,2008. RCI must make 
this allocation in accordance with section 
3.04(4) of this revenue procedure. 

SECTION 4. COMMERCIAL 
REVITALIZATION DEDUCTION 
ELECTION FOR A QUALIFIED 
REVITALIZATION BUILDING IN THE 
EXPANDED AREA 

.01 Return alreadyfiledfor the placed
in-service year of a qualified revitalization 
building in the expanded area. 

(I) In general. If a taxpayer receives 
a retroactive commercial revitalization ex
penditure allocation made in accordance 
with section 3 of this revenue procedure 
for a qualified revitalization building that 
was placed in service by the taxpayer in 
the expanded area of a renewal community 
and the taxpayer filed the federal tax re
turn for the placed-in-service year of that 
building on or before the date the tax
payer received the retroactive commercial 
revitalization expenditure allocation, the 
taxpayer must make the commercial revi-

talization deduction election provided by 
* 1400l(a) for the building within the time 
and in the manner described in section 
4.0 I (2) of this revenue procedure. The 
election is made by each person owning 
the qualified revitalization building (for 
example, by the member of a consolidated 
group, the partnership, or the S corpora
tion that owns the building). The election 
only applies to the extent that a retroactive 
commercial revitalization expenditure al
location was timely made to the building 
by the commercial revitalization agency of 
the state in which the building is located. 
If the amount of that allocation exceeds the 
amount properly chargeable to a capital ac
count for the building, the qualified revital
ization expenditures eligible for the com
mercial revitalization deduction election 
arc limited to the amount properly charge
able to a capital account for the building. 

(2) Time alld manner for making the 
election. A taxpayer described in sec
tion 4.0 I (I) of this revenue procedure may 
make the commercial revitalization deduc
tion election for the qualified revitalization 
building in the renewal community's ex
panded area either by: 

(a) filing an amended federal tax re
turn(s) (or a qualified amended return(s) 
under Rev. Proc. 94-69, 1994-2 c.B. 
804, if applicable) for the placed-in-ser
vice year and all subsequent affected tax
able year(s), provided that the placed-in
service year and all subsequent taxable 
year(s) are open under the period of limita
tions for assessment under * 6501(a). The 
amended federal tax return(s) (or qualified 
amended return(s» must include the ad
justment to taxable income for the com
mercial revitalization deduction election 
and any collateral adjustments to taxable 
income or to the tax liability (for example, 
the amount of depreciation claimed in that 
taxable year under * 168 for the qualified 
revitalization building to which the elec
tion pertains). The amended federal tax 
return(s) (or qualified amended return(s» 
should include the statement "Filed Pur
suant to Rev. Proc. 2006-16" at the 
top of the amended return(s) (or quali
fied amended return( s». In accordance 
with * 1.446-I(e)(3)(ii), section 2'<)4 of 
Rev. Proc. 2002-9,2002-1 C.B. 327 (as 
modified and clarified by Announcement 
2002-17,2002-1 C.B. 56/, modified and 
amplified by Rev. Proc. 2002-19, 2002-1 
C.B. 696, amplified, clarified, and modi-
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fied by Rev. Proc. 2002-54, 2002-2 C.B. 
432, and modified by Rev. Proc. 2004-11, 
2004-1 C.B. 311), and Rev. Rul. ':10-38, 
1990-1 C,B. 57. the Commissioner specif
ically grants consent to a taxpayer com
plying with the provisions of this section 
4.01(2)(a) to make a retroactive chanoe 
. b 

In method of accounting for the commer-
cial revitalization deduction allowed under 
~ 1400l(a); or 

(b) obtaining the consent of the Com
missioner under ~ 446( e) to change the 
taxpayer's method of accounting for the 
commercial revitalization deduction al
lowed under § 1400l(a) by filing a Form 
3115, Application.t()r Challge in Accoullt
ing Method, with the taxpayer's federal 
tax return for the taxable year that includes 
the date on which the commercial revi
talilation agency makes the retroactive 
commercial revitalization expenditure al
location. or with the taxpayer's federal tax 
return for the first taxable year succeeding 
the taxable year that included the date 
on which the commercial revitalization 
agency made the retroactive commercial 
revitalization expenditure allocation. To 
obtain this consent, the taxpayer must 
follow the automatic change in method 
of accounting provisions in Rev. Proc. 
2002-9 or any successor, with the follow
ing modifications: 

(i) The scope limitations in section 4.02 
of Rev. Proe. 2002-9 do not apply: and 

(ii) For purposes of section 6.02(4)(a) 
of Rev. Proc. 2002-9, the taxpayer should 
include on line la of the Form 3115 the 
designated automatic accounting method 
change number for the change in method 
of accounting for depreciation made under 
this section 4. This number for this method 
change is 97. 

.02 Return not filed for the placed
in-sl'I'l'ice \,(,(11' of a qualified rCl'itali;,:a
lioll hllildillg ill Ihe expallded area. If a 
taxpayer receives a retroactive commer
cial revitalization expenditure allocation 
made in accordance with section 3 of this 
rewnue procedure for a qualified revital
ilation building that was or will be placed 
in sen'ice by the taxpayer in the expanded 
area of a reneWed community and the 
taxpayer files the federal tax return for 
the placed-in-service year of that build
IIlg aftn the date the taxpayer received 
the retroactlw commercial revitalization 
expenditure allocation, the taxpayer must 
make the commercial revitalization deduc-
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tion election provided by § 1400I( ) f 
th b 'Id' b a or . e U1 IIlg Y following the procedures 
III sectIOns 7.01 and 7.02 of Rev. Pr ' 
2003-38. oc. 

.03 Other rules applicable to the com
mercial revitalization deduction election. 
Sections 7.03,7.04, and 7.05 of Rev. Proc. 
2003-38 (as modified by this revenue pro
cedure) also apply to a taxpayer described 
in, or to the commercial revitalization de
duction election made in accordance with, 
section 4.0 I or 4.02 of this revenue proce
dure. 

SECTION 5. SECTION 179 ELECTION 
FOR QUALIFIED RENEWAL 
PROPERTY PLACED IN SERVICE BY 
A TAXPAYER IN THE EXPANDED 
AREA IN 2002, 2003, 2004, OR 2005 

An item of section 179 property (as de
fined in § 179(d)(l» that is also quali
fied renewal property and is placed in ser
vice in the expanded area of a renewal 
community is eligible for the increased 
§ 179 expensing provided by § 14001. If 
this property is placed in service by a tax
payer in 2002, 2003, 2004, or 2005, and 
the taxpayer wants to make an election 
under § 179 to use the increased § 179 
expensing, the taxpayer makes the elec
tion under § 179 (or, if necessary, revokes 
an election previously made under § 179) 
by filing an amended federal tax return(s) 
for the placed-in-service year and any af
fected subsequent taxable year, provided 
that the placed-in-service year and any af
fected subsequent taxable year(s) are open 
under the period of limitations for assess
ment under § 6501(a). This election (or the 
revocation of the election) must be made 
in the manner described in § 1.179-S(c)(2) 

(or in § 1.179-5(c)(3) in the case of a re
vocation of a previously made § 179 elec
tion). 

SECTION 6. EXCLUSION FROM 
GROSS INCOME FOR A QUALIFIED 
COMMUNITY ASSET IN THE 
EXPANDED AREA OF A RENEWAL 
COMMUNITY 

Any qualified capital gain (as defined in 
§ 1400F( c») from the sale or exchange of 
a qualified community asset (as defined in 
§ 1400F(b») that is in the expanded area of 
a renewal community and that is held for 

more than 5 years is excluded from gross 
income pursuant to § 1400F. 

SECTION 7. EFfECTIVE DATE 

This revenue procedure is effective: (I) 
under § 14001, for a qualified revitalization 
building placed in service after December 
31,2001, in the expanded area of a renewal 
community; (2) under § 14001, for a quali
fied renewal property placed in service af
ter December 31, 200 I, in the expanded 
area of a renewal community: and (3) un
der § 1400F, for a qualified community as
set acquired after December 3 L 2001, in 
the expanded area of a renewal community 
that is held for more than 5 years. 

SECTION 8. EFFECT ON OTHER 
DOCUMENTS 

.01 Rev. Proc. 2002-9 is modified and 
amplified to include the automatic change 
in method of accounting provided under 
section 4.01(2)(b) of this revenue proce
dure in the APPENDIX of Rev. Proc. 
2002-9. 

.02 Section 7.05 of Rev. Proc. 2003-38 
is modified to read as follows: "If a tax
payer does not make the commercial re
vitalization deduction election for a quali
fied revitalization building within the time 
and in the manner prescribed in section 
7.02 of this revenue procedure, the amount 
of depreciation allowable for that property 
must be determined under § 168 for the 
placed-in-service year and for all subse
quent years. Thus, the commercial revital
ization deduction election cannot be made 
by the taxpayer in any manner other than 
as set forth in section 7.02 of this rev
enue procedure (for example, through a re
quest under § 446(e) to change the tax
payer's method of accounting), except as 
otherwise expressly provided by the Inter
nal Revenue Code, the regulations under 
the Code, or other guidance published in 
the Internal Revenue Bulletin." 

SECTION 9. PAPERWORK 
REDUCTION ACT 

The collection of information con
tained in this revenue procedure has been 
reviewed and approved by the Office 
of Management and Budget in accor
dance with the Paperwork Reduction Act 
(44 U.S.c. 3507) under control number 
1545-2001. 



An agency may not conduct or sponsor, 

and a person is not required to respond 
to. a collection of information unless the 
collection of information displays a valid 
OMB control number. 

The collection of information in this 

revenue procedure is in section 3.04 of this 
revenue procedure. This information is re

quired to obtain an allocation of commer
cial revitalization expenditure amounts for 
a qualified revitalization building in the 
expanded area of a renewal community. 
This information will be used by the Ser
vice to verify that the taxpayer is entitled 
to the commercial revitalization deduction. 

The collection of information is required 
to obtain a benefit. The likely respondents 

are state or local governments and business 
or other for-profit institutions. 

The estimated total annual reporting 
burden is 150 hours. 

Thc estimated annual burden per re
spondent varies from 1 to 4 hours, depend
ing on individual circumstances, with an 
estimated average of 2.5 hours. The esti
mated number of respondents is 60. 

The estimated annual frequency of re
sponses is on occasion. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may bccome material in 
the administration of any internal revenue 
law. Generally tax returns and tax return 

information are confidential. as required 
by 26 U.s.c. 6103. 

DRAFTING INFORMATION 

The principal author of this revenue 
procedure i~ Charle~ Magee of the Office 
of Associate Chief Counsel (Passthroughs 
and Special Industries). For further infor
mation regarding this revenue procedure. 
contact Mr. Magee at (202) 622-3110 
(not a toll-free call). For information 
regarding the renewal community em

ployment credit under * 1400H, contact 
Karin Loverud at (202) 622-6080 (not a 

toll-free number). 

2006-1 C.B. 545 



Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 42.-Low-lncome 
Housing Credit 

I ill' ,IdIU\[l'd "l'pliC:,Ihlc !cdcl,,1 \IHlrt-Ienn. mid· 

klili. ,HId Illn~-Il'rrn I ,Ill'\ all' \el I"rlh I"r Ihl' mOlllh 

III \Ial,h ~11It(, Sel'Rn RlIl. 200IJ-III, page 557. 

Section 280G.-Golden 
Parachute Payments 

1 l'Iic-I,1i \h"n·[crrn, mid-[elm. and l()ng-[Clm ralc\ 

,Ill' ,,'I I(lrlil 1,," lill' m()nlh (II IVLllch 2U()6. Sl','Rev. 

Rill. 211l1()-III.I',I~e 557 

Section 382.-Limitation 
on Net Operating Loss 
Carryforwards and Certain 
Built-In Losses Following 
Ownership Change 

I hl' ,,,lllI\lL'd applicahle fednal long-Ierm rale i, 

'cl Ilinh i,," Ihc IIHlIlih "i rvLtleh 2111JtJ. Sct' Rn. Rill 

2111Ih-lll. p"gc 'i.'i7 

Section 412.-Minimum 
Funding Standards 

Till' .lllll"ll'd ,lrplll',Ihk kderal \hort-Ierm. mid

krill. and lung-term rall'\ arc .... ('1 rorth fur the month 

"I ~1.lleh 2111111. SeC Re\. Rill. 211I1IJ-IO, pai!c 557. 

Section 467.-Certain 
Payments for the Use of 
Property or Services 

Thl' adlll\[l'd applicahk IcdcLIi \h(lrt-Iefm, mid

krill .. IIlL! 11l1l':;-krm r~dL"" arC' \l'! forth for thl' month 

III ~1.lldl 211116. Sce Rn. Rill. 2()06-111. p.lgc 557. 

Section 468.-Special 
Rules for Mining and Solid 
Waste Reclamation and 
Closing Costs 

I hl' ,lcill"lL'd dl'l'l"dhic- iL'lklal ,hllr\-ILTIll. Illld

Il'!lll. ,llld 1\\n~-tl,]"11l [~ltc .... ,Ill' "l" r()rlh rl))" the month 

(Ii \1.11\·11 ~(l(1(1 "'l'l'Rl'\ Rul 20IJh-I(). pagl.' )')7 
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Section 468B.-Special 
Rules for Designated 
Settlement Funds 
:tJ eFR I. -1688-/: Ql/lIlitit'<! serrll'lIll'mfllnd.\' 

T.D.9249 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Escrow Funds and Other 
Similar Funds 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contai ns final 
regulation~ relating to the taxation and re
porting of income earned on qualificd set
tlement funds and certain other escrow ac
counts. trusts, and funds. and uther related 
rules. The final regulations affect qualified 
settlement funds. escrow accounts estab
lished in connection with sales of property, 
disputed ownership funds, and the parties 
to thcse escrow accounts. trusts, and funds. 

DATES: Effectil'e Date: These regulations 
are effecti ve on February 3. 2006. 

Applicabilitr Dates: For dates of appli
cability. see ** 1.468B-5( c), 1.468B-7(f). 
and 1.468B-9(j). 

FOR FURTHER I]\;FORMATION 
CONTACT: Richard Shevak or 
A. Katharine Jacob Kiss, (202) 622-4930 
(not a toll-frcc numbcr). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collections of information con
tainct.! in these final regulations have 
been reviewct.! and approved by the Of
fice of Management and Budget in ac
cordance with the Paperwork Reduction 
Act (-1-4 USc. 3507(d)) under control 
number 1545-1631. The collections of 
information in *~ 1.468B-1(k)(2) and 

1.468B-\.)( c)( 2)( ii) arc to obtain bene
fih ant.! the collcction of information in 
* 1.468B-9(g) is mandatory. 

An agency may not conduct or sponsor, 
and a persun is not required to respond 
to. a collection of information unless the 
collection of information displays a valid 
control number assigned by the Office of 
Management and Budget. 

The estimated annual burden per re
spondent is .40 hours. 

Comments concerning the accuracy 
of this burden estimate and sugges
tions for reducing this burt.!en should 
be sent to the Internal Revenue Service, 
Attn: IRS Reports Clearance Officer, 
SE:W:CAR:MP:T:T:SP. Washington, DC 
20224. and to the Office of Manage
ment and Budget, Attn: Desk Officer for 
the Department of the Treasury, Office 
of Information and Regulatory Affairs. 
Washington. DC 20503. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidential, as required 
by 26 USc. 6103, 

Background 

This document contains amendments 
to 26 CFR part I under section 4688 of 
the Internal Revenue Code (Code), This 
document does not adopt § 1.4688-6 
of a notice of proposed rulemaking 
(REG-209619-93, 1999-1 C.B. 689) 
published in the Federal Register on Feb
ruary L 1999 (64 FR 4801), relating to 
the current taxation and reporting of in
come earned on qualified settlement funds 
and certain other escrow accounts, trusts, 
and funds, which is withdrawn and repro
posed by a notice of proposed rulemaking 
(REG-113365-04) published elsewhere 
in this issue of the Bulletin. This docu
ment also does not adopt § 1.4688-8 of 
the notice of proposed rulemaking, which 
is reserved. 

Section 468B was added to the Code 
by section 1807(a)(7)(A) of the Tax Re
form Act of 198o, Puhlic Law 99-514 
(100 Stat. 2814), and was amended by 



section lOI8(f) of the Technical and Mis

cellaneous Revenuc Act of 1988. Public 
Law 100-647 (102 Stat. 3582). Section 
468B(g) provides that nothing in any pro
vision of law shall be construed as pro
viding that an escrow account. settlement 

fund. or similar fund is not subject to cur
rent income taxation. and that the Secre

tary shall prescribe rcgulations providing 
for the taxation of such accounts or funds. 
whether as a grantor trust or otherwise. 

On December 23, 1992. final regula
tions (T.D. 8459. 1993-1 C.B. 68) under 
section 468B(g) concerning the taxation 
of qualified settlement funds (QSF) were 

published in the Federal Register (57 FR 
60983) (the QSF regulatiom). The QSF 
regulations do not address the taxation of 
other types of escrow accounts, trusts. or 
funds. The preamble to the QSF regula
tions states that future regulations would 
address thc incomc tax treatment of ac
counts, trusts, or funds other than QSFs, 
specifically, escrow accounts uscd in the 
sale of property and sec.:tion 1031 qualified 
escrow accounts. 

On February I, 1999, the IRS and the 

Treasury Department published a notice of 
proposed rulemaking (REG-2096 19-93 ) 
in the Federal Register (64 FR 480 I) re
garding the proposed income tax treatment 
of these other funds. The proposed reg
ulations provide rules for taxing income 
earned by (I) qualified escrow accounts 
and qualified trusts used in deferred like
kind exchanges under section 1031. (2) 
pre-closing escrows used in sales or ex
changes of real or personal property. (3) 
contingent-at-closing escrows established 
on account of contingencies existing at the 
closing of certain sales of business or in
vestment property. and (4) disputed own
ership funds established under the juris
diction of a cOUI1 to hold money or prop
erty subject to disputed claims of owner
ship. Additionally. the proposed regula
tions provide rulcs pcrmitting a transferor 
to a QSF to elect taxation of the QSF as a 
grantor trust. 

Written comments responding to the 
notice of proposed rulemaking were re
ceived. A public hearing was held on 
May 12, 1999 . After consideration of the 
comments, the proposed regulations are 
adopted as revised by this Treasury deci
sion. 

Explanation of Provisions and 

Summary of Comments 

l. Eleci ion 10 Treat II QlIolified 

Settlement Flind ((s ([ Grantor Tl'llst Under 
§ 1.468B-1 (k) 

The proposed regulations provide that. 
if there is only one transferor to a qual

ified settlement fund. the transferor may 
make an election to treat the qualified set

tlement fund as a grantor trust. all of which 
is treated as owned by the transferor (a 
grantor trust election). The election may 
be revoked only for compelling circum
stances upon consent of the Commissioner 
by private letter ruling. 

Commentators recommended expand
ing the scope of the grantor trust election 
by allowing the election even if there 
are multiple transferors to a qualified 
settlement fund. Certain commentators 
suggested that this rule could be limited to 
situations in which all of the grantors are 
members of the same consolidated group. 
These comments were not adopted be
cause they would result in undue complex
ity. For example. extending the grantor 
trust election to multiple-transferor trusts 
would require the allocation of items of 
income, deduction and credit (including 
capital gains and losses) among the vari

ous transferors. Although *1.671-3 of the 
Income Tax Regulations contains rules for 
making such allocations. the IRS and the 
Treasury Department do not believe that 
these rules address the complex sharing 
arrangements that Illay arise in a qualified 

settlement fund. Moreover. if some. but 
not all, of the transferors elected grantor 
trust treatment, another allocation method 
would be necessary to allocate the items 
of income, deduction, and credit (includ
ing capital gains and losses) between the 

grantor trust portion of the fund and the 
qualified settlement fund portion of the 

fund. 
Commentators recommended allowing 

transferors to make the grantor trust clec
tion in taxable years after the taxable year 
in which the fund is established. This com
ment was not adopted because allowing 
a grantor trust election for a taxable year 
other than the taxable year in which the 
fund is established gives rise to complex 

issues regarding the tax treatment of the 
fund upon conversion to a grantor trust. 

For example. any deduction claimed by the 

transferor for amounts contnbutcd It) the 
qualified settlcment fund would llel'd tll 

be recaptured. Furthcr. adjustments \\ (luld 
be necessary to take into accollnt income 
prcviously taxed to the qualified settlc
ment fund and ditlerences in the account
ing methods used by the tran~ferm and the 
fund. 

However. the final regulations allow a 
transferor to a qualified settlement fund to 
elect grantor trust treatment for the fund's 
first taxable year and all subsequent ycar, 
if the fund was established on or before 
February 3, 2006. and the applicable pe
riod of limitations for filing an amenlil'd 

return has not expired for the qualified set
tlement fund's first and all subsequent tax
able years. and for the transferor' s cor
responding taxable years. To make the 
grantor trust election. the qualified settle
ment fund and the transferor must amend 
all affected income tax returns. 

2. Trl'lltlll('nt o/Sectio/l 1031 QlIlIiifil'll 

Escrow Accol/nts o/ld QlIlllitil'd hllsls 

IIlider §1.468B-6 

Section 1.468B-6 of the proposed reg
ulations provides rules for the current 
taxation of incorne of a qualified escrow 
account or qualified trust used in a de
fen'ed exchange under section 1031. The 
proposed regulations provide that. in gen
eral, the taxpayer (the transferor of the 
property) is the owner of the assets in a 
qualified escrow account or qualified trust 
and must take into account all items of 
income. deduction. and creJit (including 
capital gains and losses) of the qualified 
escrow account or qualified trllst. How
ever. if. under the facts and circumstances. 
a qualified intermediary or the transferee 
has the beneficial use and enjoyment of the 
assets. then the qualified intermediary 01" 

transferee is the owner of the assets in the 
qualified escrow account or ljualifil'd trllst 
and must take into account all items of 
incollle. deduction. and credit (including 
capital gains and losses) of the qualIfied 
escrow account or qualified trust. In ad
dition to other relevant facts and circum
stances, the proposed regulations list three 
factors that will he considcn:d in deter
mining whether the qualified intcrmediary 
or transferee. rather than thc taxpayer. has 
the beneficial use and enjoyment of a\\eh 
of a qualified e~cro\\ account or qualified 

trust. The proposed regulation, furthL'1 
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provide that. if a qualified intermediary 
or transferee is the owner of the assets 
transferred. section ]x72 may apply if the 
deferred exchange in\'ol\'es a below-mar
ket loan from the taxpayer to the owner. 

The comments retlected substantial dis
agreement on the proper rules for taxing 
these amll1gcmcnts. For examplc. some 
commentators recommended that the facts 
and circumstances test be replaced by a per 

.Ie rule reljuiring transferors to take into ac
count the trust's or account's income in 
all cascs. Othcr commentators urged that 
the ownership factors should apply in all 
circumstances. Commentators suggested 
that the rules of * 1.46:-1B-6 should apply to 
all funds held by ljualified intermediaries 
as well as to funds hcld in a qualified es
crow account or qualified trust. while other 
commentators argued that the rules should 
apply only to qualified escrow accounts 
and qualified trU'its. Some commentators 
agrced that certain of these transactions 
create below-market loans, and other com
mentators asserted that the transactions do 
not create below-market loans. 

The IRS and the Treasury Department 
have concluded that these issues merit fur
ther consideration. Therefore. a notice of 
proposed rulemaking published elsewhere 
in this issue of the Bulletin withdraws that 
portion of the notice of proposed rulemak
ing that relates to the current taxation of 
income of a qualified escrow account or 
qualified trust used in a deferred exchange 
under section 1031. This section has been 
omitted from the final regulations and is 
published as proposed regulations else
where in this issue of the Bulletin. The 
preamble to those proposed regulations 
Illore fully discusses the comments re
cei\'ed. 

3. Pre-Closing ESC/'IIlLI IInder ~1.468B-7 

Section 1.-t6:-1B-7 provides rules for the 
Uxation or income earned on certain es
crows estahlished 111 connection with the 
sale of prop~rty. or pre-closing escrows. 
The proposed regulations reljuire the pur
chaser to takc into account all items of 
incollle. deduction. and credit (including 
clpital gains and losses) of the pre-clos
ing eScrm\. Th.: only eOIl1lllenh receiyed 
\\ ith respel'l tll this ,ection relate to re
pmting llhltgation, (11' the escr()\\ holder 
or trllstL'C. TI1\lSC comments are addre,sed 
I~\[er in this preambk. The final regula-
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tlons adopt * 1.468B-7 as proposed with 
minor change ... to improve clarity. 

4. COl/TillgC/II-(II-C/osillg ESCr01l'S lI//(ler 
~J.-+68B-8 

Section 1.-t68B-8 of the proposed reg
ulations provides rules for taxing the in
come of a contingent-at-closing escrow. 
which is an escrow account. trust. or fund 
established in connection with the sale or 
exchange of real or personal property to 
account for contingencies existing at clos
mg. The proposed regulations provide 
that, in computing taxable income. the pur
chaser must take into account all items of 
income. deduction. and credit (including 
capital gains and losses) of the escrow until 
the date on which specified events occur or 
fail to occur (the determination date). Be
ginning on the determination date. the pur
chaser and seller must each take into ac
count the income. deductions, and credits 
of the escrow that conespond to thcir rc
speetive ownership interests in each asset 
of the escrow. 

The IRS and the Treasury Department 
have concluded that this section requires 
further consideration. Therefore. this sec
tion has been omitted from the final reg
ulations and will bc published as separate 
regulations. 

5. Di.lplIlcd Ownership Fllnds under 

~1.468B-9 

Section 1.468B-9 provides rules for 
the taxation of a disputed ownership fund 
(OOF). Under the proposed regulations. a 
DOF is an escrow account. trust. or fund 
that is not a QSF and that (I) is established 
to hold money or property subject to con
flicting claims of ownership. (2) is subject 
to the continuing jurisdiction of a court. 
and (3) requires approval of the court to 
payor distribute money or property to. or 
on behalf of. a claimant or transferor. 

The final regulations specifically ex
clude bankruptcy estates under title II of 
the United States Code from the defini
tion of di,puted ownership funds to avoid 
COlllliL'l with section 1398. which provides 
rules for the taxation of bankruptcy estales 
in cases under chapters 7 and II of title 
II imohing indi\'idual debtors. and sec
tion 13l)l). which provides that no separate 
taxable entity results from the commence
ment of a case under title I I except in a 
case to \\ hich section 1398 applies. 

The final regulations also exclude liq
uidating trusts from the definition of dis· 
puted ownership fund. although they may 
ha\'e a similar purpose. because liquidat
ing trusts are taxed as grantor trusts. See 
*301. 770 I---J.(dl. which provides that a liq
uidating trust is organized for the primary 
purpose of liquidating and distributing as
sets. However. in the case of certain liq
uidating trusts established in connection 
with bankruptcy proceedings, it is uncer
tain who is properly taxable on income 
earned with respect to assets set aside to 
satisfy disputed claims of creditors. There
fore. the trustee of a liquidating trust es
tablished pursuant to a plan confirmed by 
the court in a case under title II of the 
United States Code may. in its first tax
able year. elect to treat an escrow account, 
trust. or fund that holds assets of the liq
uidating trust that are subject to disputed 
claims as a disputed ownership fund. The 
trustee makes an election to treat this por
tion of the liquidating trust as a DOF by 
attaching an election statement to a timely 
filed Federal income tax return of the DOF 
for the taxable year for which the election 
becomes effective. The trustee may revoke 
the election only with the Commissioner's 
consent by private letter ruling. The regu
lations do not otherwise affect the rules for 
the taxation of liquidating trusts. 

Under the proposed and final regula
tions. a DOF generally is taxable (I) as 
a QSF under * 1.4688-2 if all the assets 
transfened to the fund are passive assets, 
or (2) as a C corporation in all other cases. 
The claimants to a DOF also may request 
a pri vate letter ruling proposing an alterna
tive method of taxation. These final reg
ulations clarify that a DOF holding ex
clusively passive assets is taxable under 
§ 1.468B-2 as if it were a qualified set
tlement fund, but is not subject to all of 
the rules applicable to qualified settlement 
funds. Additionally. because the final reg
ulations include certain rules that differ 
from. and apply in lieu of. the rules in 
§ 1.468B-2, the final regulations expressly 
identify the provisions of § 1.4688-2 that 
do not apply. 

The final regulations generally follow 
the substantive rules of the proposed reg
ulations. but have been restructured for 
greater clarity. For example, the final reg
ulations provide separate paragraphs for 
rules applicable to a transferor that is not 
a claimant to the DOF as well as rules ap-



plicable to a transferor that is a claimant 
(transferor -c laimant). 

Unless a grantor trust election is made, 
the transfer of money or property to a qual
ified settlement fund generally gives rise 
to economic performance. In contrast, un
der both the proposed regulations and the 
final regulations, the transfer of money or 
property to a DOF gives rise to economic 
performance only if the transferor does not 
claim ownership of any part of the prop
erty that is transferred to the DOF (the 
transferor is not a transferor-claimant). 
The transfer of property to the DOF is 
not treated as a transfer to the claimants 
for economic performance purposes if the 
transferor continues to claim ownership 
of some or all of the transferred prop
erty. Consistent with this approach, the 
proposed regulations provide that, if the 
transferor claims ownership of the trans
ferred property after the transfer to the 
fund, then the transfer of property to the 
DOF is not treated as a sale or exchange 
under section 1001 and the transferor is 
not taxed on distributions that the trans
feror receives from the DOF. 

The final regulations further provide 
that a distribution from the DOF to a trans
feror-claimant is not treated as a sale or 
exchange under section 1001 (a). Distri
butions from the DOF to claimants other 
than the transferor-claimant are deemed 
to be made first to the transferor-claimant 
and then from the transferor-claimant to 
another claimant. These rules are in
tended to put the transferor-claimant in the 
same position for purposes of determining 
whether a deduction is allowable with re
spect to the transfer as it would have been 
in if the money or property had not been 
transferred first to a DOF. 

A commentator requested that the final 
regulations exempt court registry funds 
from the rules for DOFs. The commenta
tor asserted that complying with the DOF 
rules would impose an undue burden on 
courts. This comment was not adopted 
because an exemption for court registry 
funds would be inconsistent with section 
468B(g), which requires current income 
taxation of escrow accounts, settlement 
funds, and similar funds. Because court 
registry funds are similar to escrow ac
counts and settlement funds, they fall 
within the plain meaning of the statute. 
The commentator also requested clarifi
cation of whether bail bonds or appellate 

bonds filed with a court are DOFs. The 
final regulations include an example to 
clarify that these types of surety bonds do 
not create DOFs. 

6. Information Reporting Requirements 

Generally, §§ 1.468B-6 through 
1.468B-8 of the proposed regulations 
state that an escrow holder (escrow agent, 
trustee or other person responsible for 
administering the escrow) must report 
the income of an escrow account, trust, 
or fund on a Form 1099 "in accordance 
with" subpart B, Part III, subchapter A, 
chapter 61, Subtitle F of the Code (cur
rently, sections 6041 through 6050T). 
Several commentators expressed concern 
that these provisions expand the existing 
information reporting obligations in sec
tions 6041 through 6050T. 

The proposed regulations were not in
tended to create new information reporting 
requirements but merely to alert escrow 
holders and other responsible persons of 
the potential obligation to report. To clar
ify this intent, the final regulations pro
vide that a payor must report to the extent 
required by sections 6041 through 6050T 
and these regulations. 

Effect on Other Documents 

Rev. Rul. 77-230, 1977-2 C.B. 214, is 
obsolete as of February 3, 2006. 

Effective Date 

The regulations apply to qualified set
tlement funds, pre-closing escrows, and 
disputed ownership funds created af
ter February 3, 2006. A transferor to a 
qualified settlement fund, however, may 
make a grantor trust election for a quali
fied settlement fund created on or before 
February 3, 2006, if the applicable pe
riod of limitations on filing an amended 
return has not expired for the qualified 
settlement fund's first taxable year and 
all subsequent taxable years and for the 
transferor's corresponding taxable year 
or years. Additionally, for pre-closing 
escrows and disputed owncrship funds es
tablished after August 16, 1986, but before 
February 3, 2006, the IRS will not chal
lenge a reasonable, consistently applied 
method of taxation. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. Pursuant to section 7805(1) 
of the Code, the notice of proposed rule
making preceding these regulations was 
submitted to the Chief Counsel for Advo
cacy of the Small Business Administration 
for comment on its impact on small busi
nesses. 

Final Regulatory Flexibility Act 
Analysis 

This final regulatory flexibility analy
sis has been prepared for this Treasury de
cision under 5 U.S.c. 604. The objective 
of the regulations is to ensure that the in
come of certain escrow accounts, trusts. 
and funds is subject to current taxation 
by identifying the proper party or partics 
subject to tax. Section 468B(g) provides 
the legal basis for thc requirements of the 
regulations. The IRS and the Treasury 
Dcpartment are not aware of any Federal 
rules that may duplicate, overlap, or con
tlict with the regulations. An cxplanation 
is provided below of the burdens on small 
entities resulting from the requirements of 
the regulations. A description also is pro
vided of alternative rules that were consid
ered by the IRS and the Treasury Depart
ment but rejected as too burdensome. 

1. Grantor Trust Election 

Under §1.468B-l(k), a transferor to 
a qualified settlement fund may elect to 
have the qualified settlement fund treated 
as a grantor trust all of which is owned by 
the transferor (grantor trust election). The 
election is available only to a qualified set
tlement fund established after February 3, 
2006. However, a transferor may make a 
grantor trust election under * 1.468B-1 (k) 
for a qualified settlement fund that was es
tablished on or beforc February 3, 2006, if 
the applicable period of limitations on fil
ing an amended return has not expired for 
both the qualified settlement fund's first 
taxable year and all subsequent taxable 
years and the transferor's corresponding 
taxable year or years. 

To make a grantor trust election, a 
transferor must attach a statement to a 
timely filed (including exten~iom) Form 
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1041, "U.S. Income Tux Retll rn fill' Estates 
alld TrusTS." The statement must include 
the transferor' s name. address. taxpayer 
identification number. and the legend. 
"~1.468B-I(k) Election." 

Approximately gOO qualified settle
ment fund returns are filed each year. 
Only a small number of these returns 
are filed for newly created qualified set
tlement funds. Because a grantor trust 
election may be made only for a qualified 
settlement fund that has one transferor. the 
IRS and the Treasury Department believe 
that a very small number of grantor trust 
elections will be made each year. 

Similarly. the IRS and the Treasury De
partment believe that a very small number 
of grantor trust elections will be made for 
past years. A retroacti ve grantor trust elec
tion may impose an additional burden on a 
taxpayer because the taxpayer may be re
quired to file amended returns. However, 
this election is voluntary. 

The alternatives to the regulations are 
( 1 ) to limit the grantor trust election by per
mitting the elections only for QSFs estab
I ished on or after the date the final regula
tions are published. or (2) to eliminate the 
opportunity to make a grantor trust elec
tion by retaining the current rules. which 
do not permit the election. These alterna
tives were rejected because they might re
sult in a greater burden on small entities 
than that imposed by these regulations. 

2. Di.l/nltfd Ownership Funds 

Section 1.468B-9( c)( I ) provides that a 
disputed ownership fund is a separate tax
able entity. 

Section 1.4688-9(g) requires that a 
transferor provide to the IRS and the ad
ministrator of a disputed ownership fund 
a statement that itemizes the property 
other than cash transferred to the disputed 
ownership fund during the calendar year. 
The statement must indicate the basis and 
holding period of the property. This in
formation is required to substantiate the 
transfer and to determine the proper tax 
consequences of the transfer to the fund 
and of a transfer of property from the fund 
to a claimant. To minimize the burden. 
Ill) statement is required for transfers of 
cash and any two or more transferors may 
prOlide a combined statement. There are 
no kllll\\n altenrati\ es to these rules that 
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are less hurdensome to small entities and 
accomplish the purpose of the regulations. 

The trustee of a liquidating trust estab
lished pursuant to a plan confirmed by the 
court in a case under title II of the United 
States Code may, in the liquidating trust's 
first taxable year. elect to treat an escrow 
account, trust. or fund that holds assets of 
the liquidating trust that are subject to dis
puted claims as a disputed ownership fund. 
The trustee makes an election by attaching 
an election statement to a timely filed Fed
eral income tax return of the disputed own
ership fund for the taxable year for which 
the election becomes effective. This elec
tion is voluntary. There are no known al
ternatives to this requirement that are less 
burdensome and accomplish the purpose 
of the regulations. 

The IRS and the Treasury Department 
estimate that there are approximately 
5,000 disputed ownership funds created 
annually. Many of these funds do not 
involve small entities. 

Drafting Information 

The principal authors of these 
regulations are Richard Shevak and 
A. Katharine Jacob Kiss of the Officc 
of Associate Chief Counsel (Income Tax 
& Accounting). However, other personnel 
from the IRS and the Trcasury Department 
participated in their development. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR parts I and 602 
are amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I is amended by: 

a. Removing the entries for "Section 
1.468B" and "Sections 1.4688-0 through 
1.468B-5." 

b. Adding entries for §§1.468B-I 
through 1.4688-9. 

The additions read as follows: 
Authority: 26 USc. 7805*** 
Section 1.4688-1 also issued under 26 

U.S.c. 461 (h) and 468B(g). 
Section 1.4088-2 also issued under 26 

USc. 461(h) and 4688(g). 

Section 1.-+68B-.3 also issued under 26 
U.S.c. 461(h) and 4688(g). 

Section 1.-+688-4 also issued under 26 
U.S.C. 461(h) and 468B(g). 

Section 1.4688-5 also issued under 26 
U.S.c. 461(h) and 468B(g). 

Section 1.4688-7 also issued under 26 
U.S.c. 461(h) and 4688(g). 

Section 1.4688-9 also issued under 26 
U.S.c. 461(h) and 468B(g).* * * 

Par. 2. Section 1.468B-O is amended 
by: 

a. Revising the introductory text of 
§1.4688-0. 

b. Revising the entries for § 1.4688-1. 
paragraph (k). 

c. Adding an entry for § 1.468B-I, 
paragraph (I). 

d. Revising the entry for the section 
heading for § 1.468B-5. 

e. Adding an entry for § 1.468B-5, 
paragraph (c). 

f. Adding entries for ~§ 1.468B-6 
through 1.468B-9. 

The additions and revisions read as fol
lows: 

§1.468B-O Table of contents. 

This section lists the table of contents 
for §§ 1.468B-I through 1.468B-9. 

§ 1.468B-1 Qualified settlement funds. 

* * * * * 
(k) Election to treat a qualified settle

ment fund as a subpart E trust. 
( I) In general. 
(2) Manner of making grantor trust 

election. 
(i) In general. 
(ii) Requirements for election state

ment. 
(3) Effect of making the election. 
(I) Examples. 

* * * * * 

§1.468B-5 Effective dates and transition 
rules applicable to qualified settlement 
funds. 

* * * * * 
(c) Grantor trust elections under 

§ 1.468B-l (k). 
(I) In general. 
(2) Transition rules. 



(3) Qualified settlement funds estab

lished by the U.S. government on or before 

February 3, 2006. 

§1.468B-6 Escrow accounts. trllsts, and 
other funds used in deferred exchanges 
of like-kind property under section 
1031(a)(3). [Reserved]. 

§1.468B-7 Pre-closing escrows. 

(a) Scope. 

(b) Definitions. 

(c) Taxation of pre-closing escrows. 

(d) Reporting obligations of the admin-

istrator. 
(e) Examples. 

(f) Effective dates. 

(1) In general. 

(2) Transition rule. 

§1.468B-S Contingent-at-closing 
escrows. [Reserved]. 

§1.468B-9 Disputed ownership jimds. 

(a) Scope. 

(b) Definitions. 

(c) Taxation of a disputed ownership 

fund. 

(1) In general. 

(2) Exceptions. 

(3) Property received by the disputed 

ownership fund. 

(i) Generally excludcd from incomc. 

(ii) Basis and holding period. 

(4) Property distributed by the disputed 
ownership fund. 

(i) Computing gain or loss. 

(ii) Denial of deduction. 

(5) Taxable year and accounting 
method. 

(6) Unused carryovers. 

(d) Rules applicable to transferors that 

are not transferor-claimants. 

(1) Transfer of property. 

(2) Economic performance. 

(i) In general. 

(ii) Obligations of the transferor. 

(3) Distributions to transferors. 

(i) In general. 

(ii) Exception. 

(iii) Deemed distributions. 

(e) Rules applicable to trans-

feror-claimants. 

(1) Transfer of property. 

(2) Economic performance. 

(i) In general. 

(ii) Obligations of the trans-

feror-claimant. 

(3) Distributions to transferor-

claimants. 

(i) In general. 

(ii) Deemed distributions. 

(f) Distributions to claimants other than 
transferor-c lai mants. 

(g) Statement to thc disputed owner

ship fund and the Internal Revenue Service 

with respect to transfers of property other 

than cash. 

( 1 ) In general. 

(2) Combined statements. 

(3) Information required on the state-

ment. 

(h) Examples. 

(i) [Reservedl 

(j) Effective dates. 

( 1) In general. 

(2) Transition rule. 

Par. 3. Sccti on 1.468 B-1 is amended 

by redesignating paragraph (k) as para

graph (I) and adding a new paragraph (k) 

to read as follows: 

.91.468B-1 Qualified settlement funds. 

* * * * * 
(k) Election to treal a qualified settle

ment ftmd as a subpart E tl'llst-( I ) In gen
eral. If a qualified settlement fund has 

only one transferor (as defined in para

graph (d)(I) of this section), the transferor 

may make an election (grantor trust c1ec

tion) to treat the qualified settlement fund 

as a trust all of which is owned by the trans

feror under section 671 and the regulations 

thereunder. A grantor trust election may be 

made whether or not the qualified settle

ment fund would be classified, in the ab

sence of paragraph (b) of this section, as a 

trust all of which is treated as owned by the 

transferor under section 671 and the regu

lations thereunder. A grantor trust election 

may be revoked only for compelling cir

cumstances upon consent of the Commis

sioner by private letter ruling. 

(2) Manner oj II/aking gralltor lrust 
election-( i) In gene mi. To make a 

grantor trust election, a transferor must 

attach an election statement satisfying the 

requirements of paragraph (k)(2)(ii) of 

this section to a timely filed (including 

extensions) Form 1041, .. U.S. Income Tax 
Retum for Estates and TI'lI.I'ts." that the 

administrator files on behalf of the quali

fied settlement fund for the taxable year in 

which the qualified settlement fund IS e,

tablished. However. if a Form 10...J.1 i, not 

otherwise required to be fi led (for exam

ple. because the provi,ions of * 1.6 71--Hb) 

apply), then the transfcl'Or makes a grantor 

trust election by attaching an election 

statement satisfying the requirements of 

paragraph (k)(2)(ii) of this section to a 

timely filed (including extensions) income 

tax return of the transferor for the taxable 

year in which the qualified settlement fund 

is established. See ~ 1.46RB-5(c)(2) for 

transition rules. 

(ii) Requirelllcnt.1 fin' election statc

ment. The election statement must include 

a statement by the transferor that the trans

feror will treat the qualified settlement 

fund as a grantor trust. The election state

ment must include the transferor's name. 

address, taxpayer identification number. 

and the legend, "*1.468B-I(k) Election." 

The election statement and the statcment 

described in *1.671-4(a) may be com

bined into a singlc statement. 

(3) Effect of'making the eleerion. If a 

grantor trust election is made-

(i) Paragraph (b) of this section. and ** 1.468B-2, 1.468B-3. and 1.468B-S( a) 
and (b) do not apply to the qualified set

tlement fund. However. this section (ex

cept for paragraph (b) of this section) and 

§ 1.468B-4 apply to the qualified settle

ment fund: 

(ii) The qualified settlement fund is 

treated, for Federal income tax purposes, 

as a trust all of which is treated as owned 

by the transferor under section 671 and the 

regulations thereunder: 

(iii) The transferor must take into ac

count in computing the transferor's in

come tax liability all items of income. de

duction. and credit (including capital gains 

and losses) of the qualified settlement fund 

in accordance with *1.671-3(a)(l); and 

(iv) The reporting obligations imposed 

by * 1.671-4 on the trustee or a trust apply 

to the administrator. 

* * * * * 
Par. ...J.. Section I A68B-S is amended 

by revising the section heading and adding 

paragraph (c) to read as follows: 

.91.468B-5 Etfectil'c dutes und IJ'lIII.litillll 

/'lIles applicublc to quuli/icd .I('ttlell/tllt 

fill/dol'. 

* * * * * 
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(c) Gmlllo/" tmst eiectiolls IIllder 
.~1.-I688-1(k)~( 1) 111 general. A trans
feror muy muke u grantor trust election 
under * 1.46gS-\(k) if the qualified settle
ment fund is estublished ufter February 3, 
2006. 

(2) Tmllsitiun mles. A transferor 
may make a grantor trust election under 
* 146gS-1 (k) for a qualified settlement 
fund that was established on or before 
February 3. 2006, if the applicable pe
riOlt of limitation on filing an amended 
return ha~ not expired for both the qual
itied settlement fund' s first taxable year 
and all subsequent taxable years and the 
transferor's corresponding taxable year or 
years. A grantor trust election under this 
paragraph (c)(2) requires that the returns 
of the qualified settlement fund and the 
transferor for all affected taxable years 
are consistent with the grantor trust elec
tion. This requirement may be satisfied by 
timdy filed original returns or amended 
returns filed before the applicable period 
of limitation expires. 

(3) Qualified selliemenl funds estab
lished b\' lhe U.S. gOl'ernment Oil or before 
Febmlln' 3, 2006. If the U.S. government, 
or any agency or instrumentality thereof, 
established a qualified settlement fund 
on or before February 3, 2006, and the 
fund would have been classified as a trust 
all of which is treated as owned by the 
U.S. government under section 671 and 
the regulations thereunder without regard 
to the regulations under section 468B, 
then the U.S. government is deemed to 
have made a grantor trust election under 
* 1.468B-I (k). and the election is applica
ble for all taxable years of the fund. 

Par. 5. Section 1.468B-6 is added and 
reserved to read as follows: 

~ 1.-1608-6 Escrow (I ceo lintS, trusts, and 
oliler/illuis lIsed in deferred exchanges 
ot" like-kind properlY IInder sec/ion 
j(}3 ! ((/)( 3). [Reservcd I. 

Par. 6. Section 1,4688-7 is added to 
rcad as follo\\'~,: 

~ l-Ifl8R-7 Pre-closing CI(TOl\·S. 

(~l) SCOj'c. This section pro\'ides rules 
under ,eel ion -1-6RB( g) for the current tax
ation of income of a pre-closing escrow. 

(b) [)l'tinilioll.l. For purposes of this 
,cctilln~ 
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(I) A pre-closillg escrow is an escrow 
account, trust, or fund-

(i) Established in connection with the 
sale or exchange of real or personal prop
erty; 

(ii) Funded with a down payment, 
earnest money, or similar payment that is 
deposited into the escrow prior to the sale 
or exchange of the property; 

(iii) Used to secure the obligation of the 
purchaser to pay the purchase price for the 
property; 

(iv) The assets of which, including any 
income earned thereon, will be paid to the 
purchaser or otherwise distributed for the 
purchaser's benefit when the property is 
sold or exchanged (for example, by being 
distributed to the seller as a credit against 
the purchase price); and 

(v) Which is not an escrow account or 
trust established in connection with a de
ferred exchange under section 1031 (a)(3). 

(2) Purchaser means, in the case of an 
exchange, the intended transferee of the 
property whose obligation to pay the pur
chase price is secured by the pre-closing 
escrow; 

(3) Purchase price means, in the case 
of an exchange, the required consideration 
for the property; and 

(4) Administrator means the escrow 
agent, escrow holder, trustee, or other 
person responsible for administering the 
pre-closing escrow. 

(c) Taxation of pre-closing escrows. 
The purchaser must take into account in 
computing the purchaser's income tax lia
bility all items of income. deduction, and 
credit (including capital gains and losses) 
of the pre-closing escrow. In the case of an 
exchange with a single pre-closing escrow 
funded by two or more purchasers, each 
purchm,er must take into account in com
puting the purchaser's income tax liability 
all items of income, deduction. and credit 
(including capital gains and losses) earned 
by the pre-closing escrow with respect to 
the money or property deposited in the 
pre-closing escrow by or on behalf of that 
purchaser. 

(d) Reporting obligatiolls of the admin
iSlralOr. For each calendar year (or portion 
thereof) that a pre-closing escrow is in ex
istence. thc administrator must report the 
income of the pre-closing escrow on Form 
1099 to the extent required by the infor
mation reporting provisions of subpart B, 
Part III. subchapter A, chapter 6L Subti-

tie F of the Intcrnal RC\'enue Code and the 
regulations thereunder. Sec * 1.60-H-l(t) 
for rules relating to thc amount to be re
ported whcn fees. expenscs. or commis
sions owed by a payee to a third party are 

deducted from a payment. 
(e) Examples. The provisions of this 

section may be illustrated hy the following 
examples: 

Example I. P enters intn a contract \\'Ith S for the 
purchase of residentlJI prnperty OWlleU hy S for Ihe 
price of $100.000. Pi, required to deposit $10.1I(x) 

of earnest money Into all escrow. At closing. th( 
$10.000 and the interest earned thereon will be credo 
ited against the purchase price 01 the property. The 
escrow is a pre-closing escrow. P is taxable on the in
terest earned on the pre·c1osing escm", prior to c1os· 
ing. 

Example 2. X and Y enter into a contract in which 

X agrees to exchange certain construction equipment 
for residential property owned by Y. The contmct rc· 
quires X and Y to each deposit $10.000 of earnest 
money into an escrow. At c1osmg. $10.000 and the 
interest earned thereon Will be paid to X and $10,000 

and the interest earned thereon "'ill be paid to Y. The 
escrow is a pre-closing escrow. X is taxable on the in· 

terest earned prior to closing on the $10.000 of funds 
X deposited in the pre-clOSing escrow. Similarly, Y 

is taxable on the interest carned prior to closing on 
the $10.000 of funds Y deposited in the pre·closing 

escrow. 

(f) Effective dates~( I) In general. This 
section applies to pre-closing escrows es· 
tablished after February 3, 2006. 

(2) TrallSilion rule. With respect to a 
pre-closing escrow established after Au
gust 16. 1986. but on or before Febru
ary 3, 2006, the Internal Revenue Service 
will not challenge a reasonable, consis
tently applied method of taxation for in· 
come earned by the escrow or a reasonable, 
consistently applied method for reporting 
the income. 

Par. 7. Section 1.468B-8 is added and 
reserved to read as follows: 

§1.4688-8 Contingent-at-closing 
escrows. [Reserved]. 

Par. 8. Section 1.468B-9 is added to 
read as follows: 

.§1.4688-9 Di.lputed ownership fUllds. 

(a) Scope. This section provides rules 
under section 468B(g) relating to the cur· 
rent taxation of income of a disputed own
ership fund. 

(b) Definitions. For purposes of this 
section~ 

(I) Dispwed ownership fund means an 
escrow account. trust. or fund that~ 



(i) Is established to hold money or prop
erty subject to conflicting claims of owner

ship; 
(ii) Is subject to the continuing jurisdic

tion of a court; 

(iii) Requires the approval of the court 
to payor distribute money or property to, 
or on behalf of. a claimant, transferor, or 
transferor-claimant; and 

(iv) Is not a qualified settlement fund 
under § 1.468B-1, a bankruptcy estate 
(or part thereof) resulting from the com

mencement of a case under title II of the 
United States Code, or a liquidating trust 
under §301.7701-4(d) of this chapter (ex
cept as provided in paragraph (c)(2)(ii) of 
this section); 

(2) Adminislrator means a person des

ignated as such by a court having jurisdic
tion over a disputed ownership fund, how
ever, if no pcrson is designated. the admin
istrator is the escrow agent. escrow holder, 
trustce, receiver, or othcr pcrson rcsponsi
ble for administering the fund; 

(3) Claimant means a person who 
claims ownership of. in whole or in part, 
or a legal or equitable interest in, money 
or property immediately before and im
mediately after that property is transferred 
to a disputed ownership fund; 

(4) Court means a court of law or eq
uity of the United States or of any state 
(including the District of Columbia), ter
ritory, possession, or political subdivision 
thereof; 

(5) Disputed property means money or 
property held in a disputed ownership fund 
subject to the claimants' conflicting claims 
of ownership: 

(6) Related persoll means any person 
that is related to a transferor within the 
meaning of section 267(b) or 707(b)( I): 

(7) Transj'eror means, in general. a per
son that transfers disputed propcrty to a 
disputed ownership fund, except that-

(i) If disputed property is transferred by 
an agent, fiduciary, or other person acting 
in a similar capacity, the transferor is the 
person on whose behalf the agent, fidu
ciary, or other person acts; and 

(ii) A payor of interest or other income 
earned by a disputed ownership fund is not 
a transferor within the meaning of this sec
tion (unless the payor is also a claimant): 

(8) Transferor-claimant means a trans
feror that claims ownership of. in whole 
or in part, or a legal or equitable inter
est in, the disputed property immediately 

before and immediately after that prop

erty is transferred to the disputed owner
ship fund, Because a transferor-claimant 

is both a transferor and a claimant, gener
ally the terms trunsferor and claill/ant also 

include a transferor-claimant. See para
graph (d) of this section for rules applica

ble only to transferors that are not trans
feror-claimants and paragraph (e) of this 
section for rules applicahle only to trans
ferors that are also transferor-claimants, 

(c) Taxmion of (/ displlted ownership 

fillld-( I) III f!,el/eral. For Federal income 
tax purposes, a disputed ownership fund 
is treated as the owner of all asscts that 
it holds. A disputed ownership fund is 
treated as a C corporation for purposes of 
subtitle F of the Internal Revenue Code. 
and the administrator of thc fund must ob
tain an employer identification number for 
the fund, make all required income tax 
and information returns. and deposit all tax 
paymcnts. Except as otherwise provided 
in this section, a disputed ownership fund 
is taxable as-

(i) A C corporation, unless all the as
sets transferred to the fund by or on be
half of transferors are passive investment 
assets, For purposes of this section. pas
sive investment assets are assets of the type 
that generate portfolio income within the 
meaning of § 1.469-2T(c)(3)(i); or 

(ii) A qualified settlement fund, if all 

the assets transferred to the fund by or 
on behalf of transferors are passive invest
ment assets. A disputed ownership fund 
taxable as a qualified settlement fund un

der this section is subject to all the provi
sions contained in § 1.468B-2, except that 
the rules contained in paragraphs (c)( 3), 
(4). and (c)(5)(i) of this section apply in 
Iicu of the rules in § 1.468B-2(b)( I), (d), 

(e), (f) and (j). 
(2) E,ceptiollS. (i) The claimants to 

a disputed ownership fund may submit 
a privatc Icttcr ruling request proposing 
a method of taxation different than the 
method provided in paragraph (cl( I) of 

thi s secti on. 
(ii) The trustee of a liquidating trust es

tablished pursuant to a plan confirmed by 
the court in a case under title 11 of thc 
United States Code may, in the liquidating 
trust's first taxahle year. elect to treat an es
crow account, trust. or fund that holds as
sets of the liquidating trust that are suhject 
to disputed claims as a disputed ownership 
fund. Pursuant to this election. creditors 

holding disputed claims are not trealed as 

transferors of the moncy or property trans
ferred to the disputed ownership fund. A 
trustee makes the election hy attaching a 
statement to the timely filed Federal in
come tax return of the disputed m\'ner,hip 
fund for the taxable year for \\hich the 
election becomes effective, The election 
statement must include a statement that 
the trustee will treat the escrolA account. 

trust, or fund as a disputed ownership lund 
and must include a legend ... ~ I ,.+6XB-l)(c) 

Election," at the top of the page. The elec
tion may be revoked only upon consent of 
the Commissioner by private letter ruling, 

(3) Propern' rcceil'cd hy Ihe di,I/JlIlCd 

ol1'nership fillld-( i) Gcncra/fy cXc/I/(/cd 

/imn incollle. In general. a disputed own
ership fund does not includc an amount in 
income on account of a transfer of disputed 
property to the disputed ownership fund. 
However. the accrual or receipt of income 
from the disputed property in a disputed 
ownership fund is not a transfer of disputed 
property to the fund, Therefore, a disputed 
ownership fund must include in income all 
income received or accrued from the dis
puted property, including items such as-

(A) Payments to a disputed ownership 
fund made in compensation for late or de
layed transfers of money or property: 

(B) Dividends on stock of a transferor 
(or a related person) held by the fund: and 

(C) Interest on debt of a transferor (or a 
related person) held by the fund. 

(ii) B(lsis (Ind holding pl'riod. In gen
eral. the initial hasis of property trans
ferred by, or on behalf of, a transferor 
to a disputed ownership fund is the fair 
market value of the property on the date 
of transfer to the fund. and the fund' s 
holding period begins on the date of the 
transfer. However. if the transferor i~ a 
transferor-claimant. the fund's initial basis 
in the property is the same as the basis 
of the transferor-claimant immediately 
before the transfer to the fllnd. and the 

fund's holding period for the property is 
determined under section 1123(1), 

(4) Property distributed hv the di,I/JI!fc!l 
ownership /illlc!-(i) COli/pilling guin or 

/oss. Except in the case of a di,tribu
tion or deemed distribution de'icribed in 
paragraph (e)(3) of this section. a disputed 
ownership fund must treat a distribution 
of disputed property as a \ale or C\ch<lIlgc 
of that property for purposes of section 
I(JOI(a). In computing gain or los\. the 
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amount realized by the disputed ownership 
fund is the fair market value of that prop~ 
erty on the date of distribution. 

(ii) Deniu/ ot dedllction. A disputed 
ownership fund is not allowed a deduction 
for a distribution of disputed property or 

llf the net after-tax income earned by the 
disputed ownership fund made to or on 
behalf of a transferor or claimant. 

(5) Tuxuhlc rcar and accollnting 
IIIcthod. (i) A disputed ownership fund 
taxable as a C corporation under para
graph (cl( I Hi) of this section may com
pute taxahle income under any accounting 
method allowable under section 446 and 
is not subject to the limitations contained 
in section 448. A disputed ownership fund 
taxahle as a C corporation may use any 
taxable year allowable under section 441. 

(ii) A disputed ownership fund taxable 
as a qualified settlement fund under para
graph (cl( I )(ii) of this section may com
pute taxable income under any accounting 
method allowable under section 446 and 
may use any taxable year allowable under 
section 441. 

(i i i) Appropriate adjustments must be 
made by a disputed ownership fund or 
transferors to the fund to prevent the fund 
and the transferors from taking into ac
count the same item of income, deduc
tion, gain, loss, or credit (including capital 
gains and losses) more than once or from 
omitting such items. For example, if a 
transferor that is not a transferor-claimant 
w,es the cash receipts and disbursements 
method of accounting and transfers an ac
count receivable to a disputed ownership 
fund that uses an accrual method of ac
counting, at the time of the transfer of the 
account receivable to thc disputed own
ership fund, the transferor must include 
in its gross income the value of the ac
count receivable because, under paragraph 
(c)( 3 )(ii) of this section, the disputed own
ership fund will take a fair market value 
hasis in the receivable and will not in
clude the fair market value in its income 
\1 hen recei \'ed from the transferor or when 
paid by the customer. If the account re
cci\ahlc were transfen'ed to the disputed 
ll\\nep,hip fUlld by a transferor-claimant 
l\',ing the cash receipts and disbursements 
method, howewr. the di,puted ownership 
fund \\ould take a basis ill the receivable 
equal to the transferor's basis, or $0, and 
\\lllild be required to report the income 
upon l'llllcL'tillIl of the account. 
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(6) Unused carryo\'ers. Upon the ter
mination of a disputed ownership fund, 
if the fund has an unused net operating 
loss carryover under section 172, an un
used capital loss can'yover under section 
1212, or an unused tax credit carryover, 
or if the fund has, for its last taxable year, 
deductions in excess of gross income, the 
claimant to which the fund's net assets are 
distributable will succeed to and take into 
account the fund's unused net operating 
loss carryover. unused capital loss carry
over, unused tax credit carryover, or ex
cess of deductions over gross income for 
the last taxable year of the fund. If the 
fund's net assets are distributable to more 
than one claimant, the unused net oper
ating loss carryover. unused capital loss 
carryover. unused tax credit carryover, or 
excess of deductions over gross income 
for the last taxable year must be allocated 
among the claimants in proportion to the 
valuc of the assets distributable to each 
claimant from the fund. Unused carry
overs described in this paragraph (c)(6) are 
not money or other property for purposes 
of paragraph (e)(3)(ii) of this section and 
thus are not deemed transferred to a trans
feror-claimant before being transferred to 
the claimants described in this paragraph 
(c)(6). 

(d) Rules applicable to transferors that 
are not transferor-claimants. The rules 
in this paragraph (d) apply to transferors 
(as defined in paragraph (b )(7) of this sec
tion) that are not transferor-claimants (as 
defined in paragraph (b )(8) of this section). 

(I) Trall~fer of property. A transferor 
must treat a transfer of property to a dis
puted ownership fund as a sale or other dis
position of that property for purposes of 
section 1001(a). In computing the gain or 
loss on the disposition, the amount realized 
by the transferor is the fair market value 
of the property on the date the transfer is 
made to the disputed ownership fund. 

(2) Economic pfljcJrlnance-(i) 111 
general. For purposes of section 461 (h). 
if a transferor using an accrual method 
of accounting has a liability for which 
economic performance would otherwise 
occur under §1.461-4(g) when the trans
feror makes payment to the claimant or 
claimants, economic performance occurs 
with respect to the liability when and to the 
extent that the transferor makes a transfer 
to a disputed ownership fund to resolve or 
satisfy that liability. 

(ii) Obligations orthe trallsferor, Eco
nomic performance does not occur when 
a transferor using an accrual method of 
accounting issues to a disputed owner
ship fund~ its debt (or provides the debt 
of a related person). Instead, economic 
performance occurs as the transferor (or 
related person) makes principal payments 
on the debt. Economic performance does 
not occur when the transferor provides to 
a disputed ownership fund its obligation 
(or the obligation of a related person) to 
provide property or services in the fu
ture or to make a payment described in 
§ 1.461-4(g)(l )(ii)(A), Instead. economic 
performance occurs with respect to such 
an obligation as property or services are 
provided or payments are made to the 
disputed ownership fund or a claimant. 
With regard to interest on a debt issued 
or provided to a disputed ownership fund, 
economic performance occurs as deter
mined under §1.461-4(e). 

(3) Distributions to tramferors-(i) 

In general. Except as provided in sec
tion lll(a) and paragraph (d)(3)(ii) of 
this section, the transferor must include 
in gross income any distribution to the 
transferor (including a deemed distribu
tion described in paragraph (d)(3)(iii) of 
this section) from the disputed ownership 
fund, If property is distributed, the amount 
includible in gross income and the basis in 
that property are generally the fair market 
value of the property on the date of distri
bution, 

(ii) Exceptioll. A transferor is not re
quired to include in gross income a dis
tribution of money or property that it pre
viously transferred to the disputed owner
ship fund if the transferor did not take into 
account, for example. by deduction or cap
italization. an amount with respect to the 
transfer either at the time of the transfer 
to, or while the money or property was 
held by, the disputed ownership fund, The 
transferor's gross income does not include 
a distribution of money from the disputed 
ownership fund equal to the net after-tax 
income earned on money or property trans
ferred to the disputed ownership fund by 
the transferor while that money or property 
was held by the fund. Money distributed to 

a transferor by a disputed ownership fund 
will be deemed to be distributed first from 
the money or property transferred to the 
disputed ownership fund by that transferor. 
then from the net after-tax income of any 



money or property transferred to the dis
puted ownership fund by that transferor, 
and then from other sources. 

(iii) Deemed distributions. If a dis
puted ownership fund makes a distribution 
of money or property on behalf of a trans
feror to a person that is not a claimant, the 
distribution is deemed made by the fund to 
the transferor. The transferor, in turn, is 
deemed to make a payment to the actual 
recipient. 

(e) Rules applicable to trans
feror-claimants. The rules in this para
graph (e) apply to transferor-claimants (as 
defined in paragraph (b )(8) of this sec

tion). 
(1) Transfer of property. A transfer of 

property by a transferor-claimant to a dis
puted ownership fund is not a sale or other 
disposition of the property for purposes of 
section 1001(a). 

(2) Eronomic performance-(i) III gen
eral. For purposes of section 461 (h), if 
a transferor-claimant using an accrual 
method of accounting has a liability for 
which economic performance would oth
erwise occur under §1.461-4(g) when 
the transferor-claimant makes payment to 
another claimant, economic performance 
occurs with respect to the liability when 
and to the extent that the disputed owner
ship fund transfers money or property to 
the other claimant to resolve or satisfy that 
liability. 

(ii) Obligations of the trans-
feror-claimant. Economic performance 
does not occur when a disputed owner
ship fund transfers the debt of a trans
feror-claimant (or of a person related 
to the transferor-claimant) to another 
claimant. Instead, economic performance 
occurs as principal payments on the debt 
are made to the other claimant. Eco
nomic performance does not occur when 
a disputed ownership fund transfers to 
another claimant the obligation of a trans
feror-claimant (or of a person related to the 
transferor-claimant) to provide property or 
services in the future or to make a payment 
described in § 1.461-4(g)(l)(ii)(A). In
stead, economic performance occurs with 
respect to such an obligation as property 
or services are provided or payments are 
made to the other claimant. With regard 
to interest on a debt issued or provided 
to a disputed ownership fund, economic 
performance occurs as determined under 
§1.461-4(e). 

(3) Distrihutions to 
claimants-(i) In general. 

tral1.l/em/
The gross 

income of a transferor-claimant does 
not include a distribution to the trans
feror-claimant (including a deemed dis
tribution described in paragraph (e)(3)( i i) 
of this section) of money or property 
from a disputed ownership fund that the 
transferor-claimant previously transferred 
to the fund, or the net after-tax income 
earned on that money or property while 
it was held by the fund. If such property 
is distributed to the transferor-claimant 
by the disputed ownership fund, then the 
transferor-claimant's basis in the property 
is the same as the disputed ownership 
fund's basis in the property immediately 
before the distribution. 

(ii) Deemed distributions. If a disputed 
ownership fund makes a distribution of 
money or property to a claimant or makes 
a distribution of money or property on be
half of a transferor-claimant to a person 
that is not a claimant, the distribution is 
deemed made by the fund to the trans
feror-claimant. The transferor-claimant. in 
turn, is deemed to make a payment to the 
actual recipient. 

(0 Distributions to claimants other thnn 
transferor-claimants. Whether a claimant 
other than a transferor-claimant must in
clude in gross income a distribution of 
money or property from a disputed own
ership fund generally is determined by ref
erence to the claim in respect of which the 
distribution is made. 

(g) Statement to the disputed ownership 
fund and the Internal ReI'enlie Sen'ice with 
respect to tral!sfers of property other thull 
cash-( I) III general. By February 15 of 
the year following each calendar year in 
which a transferor (or other person acting 
on behalf of a transferor) makes a trans
fer of property other than cash to a dis
puted ownership fund, the transferor must 
provide a statement to the administrator of 
the fund setting forth the information de
scribed in paragraph (g)(3) of this section. 
The transferor must attach a copy of this 
statement to its return for the taxable year 

of transfer. 
(2) Combined statements. If a disputed 

ownership fund has more than one trans
feror, any two or more transferors may pro
vide a combined statement to the admin
istrator. If a combined statement is used. 
each transferor must attach a copy of the 
eomhined statement to its return and main-

tain with ib books and records a sched
ule describing each asset that the transferor 
transferred to the disputed ownership fund. 

(3) IlljiJrlI1({tiol1 fee/llired Oil Ihe state
lIIent. The statement required by para
graph (g)( 1 ) of this section must include 
the following information-

(i) A legend, "~ 1.4688-9 Statement:' 
at the top of the first page: 

(ii) The transferor's name. address, and 
taxpayer identification number: 

(iii) The disputed ownership fund's 
name, address, and employer identifica
tion number: 

(iv) A statement declaring whether the 
transferor is a transferor-claimant; 

(v) The date of each transfer; 
(vi) A description of the property (other 

than cash) transfelTed; and 
(vii) The disputed ownership fund's ba

sis in the property and holding period on 
the date of transfer as determined under 
paragraph (c)(3)(ii) of this section. 

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

EWlIIl'll' I. Ii) X Corporation petitions the United 

States Tax Court in 200n for a redetermination of its 

tax liability fOI the 2003 taxable year. In 200n, the 

Tax Court determines that X Corporation is liable fur 

an income tax deficiency for the 2003 taxable year. 

X Corporation files an appellate bond in accordance 

with section 74~5(a) and files a notice of appeal with 

the appropriate United States Court of Appeals. In 

2006. the Court of Appeals affirms the deciSion of the 

Tax Court and the UllIted States Supreme Court de

nies X Corporatlon's petition for a writ of certiorari. 

(ii) The appellate bond that X Corporation files 

with the COllrt for the purpose of staying assessment 

and collection of deficiencies pending appeal is not 

an esCrllW account. trust or fund estahlished to hold 

prllperty subject to conflicting claims uf ownership. 

Although X Corporation was found liable for an in

come tax deficiency, ownership of the appellate bond 

is not disputed. Rather. the bond servcs as security 

for a disputed liahility. Therefore, the bond is not a 

disputed ownership fund. 

E.,wlI/,/e 2. (i) The facts are the same as Example 

J. except that X Corporation deposits United States 

Tre~Nlry bonds with the Tax COllrt in accordance with 

section 7X-"51( 1(2) and 31 USC 9303, 

(ii I The depmlt of United States Treasury bonds 

with the cnurt for the purpose of Slaying assessment 

and collection of deficiencies while X Corporation 

prosecutes an appeal docs not create a disputed own

ership fund because ownership urthe bonds is not di,

puted. 

E.mllll'll' 3. (i I Prior to A', dealh. A wa, the in· 

,ured under a life In,urance poliCY issued by X, an 

Insurance company, X usc, an accrualmcthod of ac

counting. Both As current 'pouse and A', former 

'pouse claim to be the beneficiary under the policy 

allLi entitled to the policy proceed, lSI million) In 

2005, X file, an Interpleader action and depOSits S I 

million into the regi'try of the court. On June I, 2()()6, 
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a final utl~nllindll\)[l i, IlldUC that A', current 'PlllhC 

i, the heneficl'lr; unuel Ihe P,)!tC) anu emit leu tn the 

mllnL'\ held in Ih,' re~i'lr\ uf the ,·"url. Tk inter

c't earneu on the re~i,tr\ 'lccnUllt i, ~ I :,OllO. The 

llhll1C'} in thl' rL'gi"ltr) al'l't1Unt \ ... dl\tnhutl'd tn A"' ellr

rL'nt ",puu\c 

Iii I The mont" held ill the rl'~I'tr) uf the ,'llUrt 

(UI1'htlllg pt thl' PLilil') rn)(L'('d~ ~lIlJ tilt' carning~ 

Ihnelln arc a ui'puh:d 1\\lI1Cr,hlp lund tauhk a, if 

II 11,'r,' ,I qualiflcu 'ettlcm,'nt funu. SeL' par'l~ral'h' 

1\111.11 and Iclll Hill uf Ihi, ",,'Iillil The fUlll\" ~rl\" 

IIKUnle' doc, nllt indlllk the S I millilln Iran,ferred tl\ 

thc fund 10\ \, hll\\t'\'(I'. Ihe Sl2,OOO inlere,t i, ill

c1l1LieU In Ihe fund', ~m" incollle In accordance \lilh 

It- IIIl'lhllU of aCUluntlng. Sec paragraph I.,·)(.'illill f 

Ihi, ,ccli,\n. l!IIdL'1 paragraph IC)(-+)(II) 1\1' thi, ,cc

t\(\n, thc rUllll i, not all\l\ll'd 'I ucductinl1 for a ul,tri

butllln tll A', current 'pou,,' Ill' Ihe 51 milliol1 llr the 

Intere.,t inL'ollle earned by the fund. 
I iii I X i, a transkror that is not a trans-

krur-c 1,1Illlant. Sec p,JrClgraphs I b 117) and (b)( g) 

of this section. 
IiI I WhelhL'1 A', clIITenl spou,e lllust induue in 

In,'llllle Ihl' $1 million in,urance proceeds anu the 

lIlterest receil cd from the fund is uetennined unuer 
nthL'r prm isions of the InternJI Relenue Coue. See 

paragraph 11'101' thl' seclilln. 
bu,"!,le -I. (I) Cnrporation B and unrelated indl

I idual C cLlim \l\\nership of certain rental property. 

B U'C' 'III ",crual ml'llHlu of accounting. Thc rental 
propertl is prnpert) u'ed in a trade or husine<s. B 
claims to hale purchaseJ the pmperty flllm Cs fa
ther. Howeler. C asserts that the purported sale to B 
was inefkctlve and that C acquired ownef'hip of rhe 

property throuf!h Intestate succes,ion upon the death 
ofC, father. I'or several years. B has maintained and 

receiICd the rent from the pmperty. 
Ilil Pending the re,olution 01 the title dispute be

tll'een Band C. the title tLl the rental pfllperty is trans
krred 10 ~I court-supervised registry account on Feh
ruary I. ~()()5. On Ihat Jale the cuurt appoints R as 
recei,er I'm the property. R collccls the renl earned 
on the property and hires employees necessary for the 

I iii I On June I. ~()()h. the court makes '1 final de
tefllllnatlon that thc rental property is owned b\ C 

Thl' (ourt ordcrs C to rdund to R thc purchase price 

palo h\ B til Cs falher plus interest on that 'llllnunt 
frllm Fchnlar) I, 2()()5. The court also orders that 

a Llistributilln be made to C of all funds held in the 

(nurt registr) consisting of the rent collected hy Rand 

Ihc income earned therelln. C takes tItle to the rental 
prnpcrty 

(il I The rental p"'pert) and the fund., held by the 

,'ourt registry are a disputed ownership fund under 

paragraph I b II I ) of this section. The fund is taxable 

as if it were a C corporation because the rental prop

crt) is not a passive 11lIcstment asset withIn the mean

i ng nf paragraph (c l( Il( i) of this section. 

(\ I The fund', gros, incomc docs not 11lL'lude the 

\'alue of the rental property transferred to the fund 

by B. See paragraph (c)(3l(i) of this section. Under 

paragraph Ie )(3 )Iii) of this section, the fund's initial 

ba,is in the property is thc same as B's adjusted ba

si, Illllnediately before the transfer to the fund and 

the fund's holding period is determined under scc

Ilon 1223(21. The fund's gross income includes the 

rents collected hy R and any income earned thereon. 

For the period bet\\een February I. 2005, and June 

I, 2006, the fund may bc a\lowed deductions for de

preciation and for the costs of maintenance of the 

property because the fund is treated as owning thc 
property during this period. See sections 162, 167, 

and IhR. Under paragraph Ic)(-+)(ii) of this section, 

the fund may not deduct the distribution to C of the 
property, or the rents (or any income earned thereon) 

collccted from the property while the fund holds the 

property. No gain or loss is recogniled by the fund 
from this distrihution or from the fund's transfer of 

the rental propel1y to C pursuant to the court's deter
mination that C owns the propel1y. See paragraphs 
(c)(-+)(i) and (e)(31 of thiS section. 

(vi) B is the transferor to the fund. Under para
graphs (bl(XI and (e)( I) of this section, B is a trans

feror-claimant and does not recognize gain or loss un

der section 1001(a) on transfer of the property to the 
disputed ownership fund. The mnney and property 

maintenance of the prnperty. The rents paid III R can- distributed from the fund [0 Cis deemcd to be dis-
not he Lilstnbuted to B or C without the court's ap- tributed first to B and then transferred from B to C. 
111'1\\31. See paragraph (e)(3)(ii) of this section. Under para

graph (e )(2)(i) of this section. economic performance 
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Eric Solomon. 
Actillg Depllty AssiSlant 

Secrctan of the Treasury. 

I Filed hI' Ihe Otfice of the Feeleral RegISter on February 3. 
cOlin. ~ '-15 a.m. and pubhshed in the issue of the Federal 
Regi'ler for FebruJr) 7, :006, 71 F.R. 6197) 

1l,'c'Llrs \\ hl'n the disputed Oil nL'rship fund tran.lfers 

thc pmpert) and .\11) earnlll~s therClln to C. The in, 

(llinc ta\ ,'(In'''quenL'cs "I thL' deemed Iransfer from 
B tll C Cis "ell ~I' the IIlL'OI11l' ta\ ,'clll,equences ofC, 

refund tIl B llf the ptllchasl' pricc paid til C s father 

and interest thnelln arc JL'il'rl11ined under other prn

"Isions of the Intern,11 RL'\ enUL' Code. 

(i) [Reser\'l~dl 
U) Efj'ec1il'l' dates-( 1) III general. 

This section applies to disputed ownership 
funds established after February 3. 2006, 

(2) Trallsitioll rule. With respect to a 
disputed ownership fund established after 
August 16. 1986. but on or before Feb
ruary 3. 2006, the Internal Revenue Ser
vice will not challenge a reasonable, can. 
sistently applied method of taxation for in
come earned by the fund. transfers to the 
fund, and distributions made by the fund, 

PART 602 - OMB CONTROL 
NUMBERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par, 9, The authority citation for part 
602 continues to read as follows: 

Authority: 26 U,S,c. 7805, 

Par. 10, In §602,10I. paragraph (b) 
is amended by adding entries in numerical 
order to read. in part. as follows: 

.§602, 101 OMB Collfrolllllmbcrs, 

* * * * * 
(b) * * * 

CUITent OMB 
control No, 

1545-1631 
1545-1631 

Section 482.-Allocation 
of Income and Deductions 
Among Taxpayers 

Federal short-term, mid-term, and long-term rates 

are set forth for the month of March 2006. See ReI. 
Rul. 2006-10, page 557. 



Section 483.-lnterest on 
Certain Deferred Payments 

The adjusted applicable federal short-term, mid

term, and long-term rates are set forth for the month 

of March 2006. See Rev. Rul. 2006-10, page 557. 

Section 642.-Special 
Rules for Credits and 
Deductions 

Federal short-term, mid-term, and long-term rates 

are set forth for the month of March 2006. See Rev. 

Rul. 2006-10, page 557. 

Section 807.-Rules for 
Certain Reserves 

The adjusted applicable federal short-term, mid

term, and long-term rates are set forth for the month 

of March 2006. See Rev. Rul. 2006-10, page 557. 

Section 846.-Discounted 
Unpaid Losses Defined 

The adjusted applicable federal short-term. mid

term, and long-term rates are set forth for the month 

of March 2006. See Rev. Rul. 2006-10, page 557. 

Section 1274.-Determi
nation of Issue Price in the 
Case of Certain Debt Instru
ments Issued for Property 
(Also Sections 42, 280G, 382, 412, 467, 468. 482. 
483.642.807.846. 1288. 7520. 7872.) 

Federal rates; adjusted federal rates; 
adjusted federal long-term rate and the 
long-term exempt rate. For purposes of 
sections 382, 642, 1274, 1288, and other 
sections of the Code, tables set forth the 
rates for March 2006. 

Rev. Rul. 2006-10 

This revenue ruling provides various 
prescribed rates for federal income tax 

purposes for March 2006 (thc current 
month). Table I contains the short-term, 
mid-term, and long-term applicable fed
eral rates (AFR) for the current month 
for purposes of section I 274(d) of the 
Internal Revenue Code. Table 2 contains 
the short-term, mid-tenn, and long-term 
adjusted applicable federal rates (adjusted 
AFR) for the current month for purposes 
of section 1288(b). Table 3 sets forth the 
adjusted federal long-term rate and the 
long-term tax-exempt rate described in 
section 382(f). Table 4 contains the ap
propriate percentages for determining the 
low-income housing credit described in 
section 42(b)(2) for buildings placed in 
service during the current month. Finally, 
Table 5 contains the federal rate for deter
mining the present value of an annuity, an 
interest for life or for a tenn of years, or 
a remainder or a reversionary interest for 
purposes of section 7520. 

REV. RUL. 2006-10 TABLE 1 

Applicable Federal Rates (AFR) for March 2006 

Period for Compounding 

Annual Semiannual Quarterly Monthly 

Short-term 

AFR 4.58% 4.53% 4.50% 4.49% 
110% AFR 5.04% 4.98% 4.95% 4.93% 
120% AFR 5.51% 5.44% 5.40% 5.38% 
130% AFR 5.98% 5.89% 5.85% 5.82% 

Mid-term 

AFR 4.51% 4.46% 4.44% 4.42% 
110% AFR 4.97% 4.91% 4.88% 4.86% 
120% AFR 5.42% 5.35% 5.31% 5.29% 
130% AFR 5.88% 5.80% 5.76% 5.73% 
150% AFR 6.80% 6.69% 6.63% 6.60% 
175% AFR 7.96% 7.81% 7.74% 7.69% 

Long-term 

APR 4.68% 4.63% 4.60% 4.59% 
110% AFR 5.15% 5.09% 5.06% 5.04% 
120% AFR 5.64% 5.56% 5.52% 5.50% 
130% AFR 6.11% 6.02% 5.98% 5.95% 
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Short-term adjusted 
AFR 

Mid-term adjusted AFR 

Long-term adjusted 
AFR 

Anllual 

3.15% 

3.50% 

4.23% 

REV RUL. 2006-10 TABLE 2 

Adjusted AFR for March 2006 

Period for Compollnding 

Semiallllual 

3.13% 

3.47% 

4.19% 

REV. RUL. 2006-10 TABLE 3 

Quarterlv 

3.12% 

3.46% 

4.17% 

Rates Under Section 382 for March 2006 

Adjusted federal long-term rate for the current month 

Long-term tax-exempt rate for ownership changes during the current month (the highest of the adjusted 
federal long-term rates for the current month and the prior two months.) 

REV RUL. 2006-10 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for March 2006 
Appropriate percentage for the 70% present value low-income housing credit 

Appropriate percentage for the 30% present value low-income housing credit 

REV RUL. 2006-10 TABLE 5 

Rate Under Section 7520 for March 2006 

Applicable federal rate for determining the present value of an annuity, an interest for life or a term of years, 

MOllthly 

3.11% 

3.45% 

4.15% 

4.23% 

4.36% 

8.07% 

3.46% 

or a remainder or reversionary interest 5.4% 

Section 1288.-Treatment 
of Original Issue Discount 
on Tax-Exempt Obligations 

The adjuqed applicable federal short-term. mid· 

term. and long-term rates are set fonh for the month 

of March 2006. See Rev. Rul. 2006-10. page 557. 
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Section 7520.-Valuation 
Tables 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of March 2006. See Rev. Rul. 2006-10. page 557. 

Section 7872.-Treatment 
of Loans With Below-Market 
Interest Rates 

The adjusted applicable federal short-term. mid· 

term. and long-term rates are set forth for the month 

of March 2006. See Rev. Rul. 2006-10, page 557. 



Part III. Administrative, Procedural, and Miscellaneous 
Clean Renewable Energy 
Bonds 

Notice 2006-7 

SECTION 1. PURPOSE 

This notice provides guidance with re

spect to facilities that may be financed 
with the proceeds of clean renewable en
ergy bonds under § 54(a) of the Internal 
Revenue Code (the Code). In addition, 
this notice provides guidance with respect 
to the entities that may own facilities fi
nanced with the proceeds of clean renew
able energy bonds and the entities that 
may issue clean renewable energy bonds. 
This notice supplements Notice 2005-98, 
2005-52 I.R.B. 1211, which was published 
on December 27, 2005. 

SECTION 2. BACKGROUND 

Section 1303 of the Energy Tax Incen
tives Act of 2005, Pub. L. No. 109-58, 
added § 54 to the Code. In general, § 54 
authorizes up to $800,000,000 of tax credit 
bonds to be issued by qualified issuers to 
finance certain renewable energy projects 
described in § 45(d) of the Code. 

Section 54(a) provides that a taxpayer 
that holds a "clean renewable energy 
bond" on one or more credit allowance 
dates of the bond occurring during any 
taxable year is allowed as a nonrefundable 
credit against Federal income tax for the 
taxable year an amount equal to the sum 
of the credits determined under § 54(b) 
with respect to such dates. Section 54(d) 
provides that a "clean renewable energy 
bond" means any bond issued as part of an 
issue if: (l) the bond is issued hy a qual
ified issuer pursuant to an allocation by 
the Secretary to the issuer of a portion of 
the national clean renewable energy bond 
limitation under § 54(f)(2); (2) 95 percent 
or more of the proceeds of the issue are to 
be used for capital expenditures incurred 
by qualified borrowcrs for one or more 
qualified projects; (3) the qualified issuer 

designates the bond for purposes of § 54 
and the bond is in registered form; and 
(4) the issue meets certain requirements 
described in § 54(h) with respect to the 
expenditure of bond proceeds. 

Section 54(j)( 4) define~ a "qualified is

suer" as: (1) a clean rcncwable energy 
bond lender (as defined in § 54(j )(2»: (2) 

a cooperative electric company (as defined 

in § 54U)(1»; or (3) a governmental body. 
Section 54(j)(3) defines the term "gov

ernmental body" as any State, territory, 
possession of the United States, the Dis

trict of Columbia, Indian tribal govern
ment, or any political subdi vision thereof. 
Section 54(j)(5) provides that a "qualified 
borrower" is: (1) a mutual or cooperative 
electric company dcscri bed in § 501 (c)( 12) 
or § 1381(a)(2)(C); or (2) a governmental 
body. Section 54(d)(2)(A) defines the term 
"qualified project" as any of the qualified 
facilities dcscribed in §§ 45(d)(I) through 
(d)(9) (determined without regard to any 
placed in service date) owned by a quali
fied borrower. 

Notice 2005-98 solicits applications for 
allocations of the $800,000,000 clean re
newable energy hond limitation and pro
vides guidance on certain other matters un
der § 54. 

SECTION 3. TEMPORARY 
REGULATIONS 

The Treasury Department and the Inter
nal Revenue Service intend to issue tempo
rary and proposed regulations (the "Tem
porary Regulations") under § 54 to provide 
guidance to holders and issuers of clean 
renewable energy bonds. It is anticipated 
that the Temporary Regulations will pro
vide, in part, as follows: 

I. For purposes of § 54. the term "qual
ified project" includes any facility owned 
by a qualified borrower that is function
ally related and subordinate (as determined 
under § 1.I03-8(a)(3) of the Income Tax 
Regulations) to any qualified facility de
scribed in §§ 45(d)(l) through (d)(9) (de

termined without regard to any placed in 
service date) and owned by such borrower. 

2. For purposes of § 54, the term "polit
ical subdivision" will have the same mean

ing as in § 1.1 03-1. 
3. A clean renewable energy bond may 

be issued on behalf of a State or polit
ical subdivision within the meaning of 
§ 1.103-1 (b) under rules similar to those 
for determining whether a bond issued on 
behalf of a State or political subdivision, 

constitutes an obligation of that State or 
political subdivision for purposes of § 103. 

4. For purposes of § 54. the term "quali
fied borrower" includes an instrumentality 

of a State or political subdivision (as deter
mined for purposes of § 103). 

SECTION 4. DRAFTING 
INFORMATION 

The principal authors of this notice 
are Timothy L. Jones and Aviva M. Roth 
of the Office of Associate Chief Counsel 
(Tax Exempt & Government Entitie~). 

However, other personnel from the IRS 
and the Treasury Department partici
pated in its development. For further 
information regarding this notice, contact 
Timothy L. Jones or Aviva M. Roth at 
(202) 622-3980 (not a toll-free call). 

Postponement of Deadline for 
Making an Election to Deduct 
Certain Losses Attributable to 
Hurricanes Katrina, Rita, and 
Wilma 

Notice 2006-17 

PURPOSE 

This notice under § 7508A of the Inter
nal Revenue Code postpones until Octo
ber 16, 2006. the deadline to make an elec
tion under § 165(i) to deduct in the preced
ing taxable year losses attributable to Hur
ricane Katrina, Rita, or Wilma sustained 
in Presidentially declared disaster areas in 
Alabama, Louisiana, Florida, Mississippi. 
and Texas eligible for Public Assistance 
or Public Assistance and Individual Assis
tance. 

BACKGROUND 

Section 165(i) provides that if a tax
payer sustains a loss attributable to a dis
aster occurring in an area subsequently de
termined by the President of the United 
States to warrant assistance by the Federal 
Government under the Robert T. Stafford 
Disaster Relief and Emergency Assistance 
Act. 42 U.s.c. §§ 5121-5206 (the Stafford 
Act), the taxpayer may elect to deduct that 
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los~ on the taxpayer', return for the tax
able year immediately preceding the tax
able year in which the disaster occurred. 
For purposes of * 16S(i). a disaster in
cludes an event declared a major disaster 
that occurred in an area later determined 
by the Federal Emergency Management 
Agency (FEMA) to be eligible for Individ
ual Assistance. Puhlic Assistance. or both. 
under the Stafford Act. 

Generally. * 1.16S-11 (e) of the Income 
Tax Regulations provides that a taxpayer 
must make the ~ 16S(i) election by fil
ing a return. an amended rcturn. or a re
fund claim on or before the later of (1) the 
due date of the taxpayer's income tax re
turn (determined without regard to any ex
tension of time for filing the return) for 
the taxable year in which the disaster ac
tually occurred. or (2) the due date of the 
taxpayer's income tax return (determined 
with regard to any extension of time for fil
ing the return) for the immediately preced
ing taxable ycar. The election is irrevoca
ble 90 days after it is made. 

Section 7508A provides the Secretary 
with authority to postpone the time for 
performing certain acts under the internal 
revenue laws for up to one year for a tax
payer affected by a Presidentially declared 
disaster. Section 30 I. 7S08A-I (c)( I ) of the 
Regulations on Procedure and Administra
tion lists several specific acts performed 
by taxpayers for which ~ 7S08A relief 
may apply, and ~ 301.7S08A-!(c)(l)(vii) 
allows the Secretary to specify addi
tional a<:ts. Section 30 l.7S0SA-l (d)(l) 
describes several typcs of "affected tax
payers" eligible for relief under § 7508A. 
Section 301.7S0SA-I(d)(l)(vii) autho
rizes the Service to detcrmine that any 
other person is affected by a Presidentially 
declared disaster and therefore eligible for 
relief. Under § 301.750SA-!(d)(2). the 
area of a Presidentially declared disaster 
for which the Service has determined that 
the postponement of one or more dead
lines applies is referred to as a "covered 
disaster area." 

AFFECTED TAXPAYERS FOR WHICH 
THE SECTION 16S(i) DEADLINE IS 
POSTPONED 

Under the authority of ~ 7508A and 
~ 301.7S()~A-J(d)(2). the Service has de
termined that the counties and parishes 
that FEMA has determined to be eligible 
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for Public Assistance or Public Assistance 
and Individual Assistance pursuant to the 
major disaster declarations issued in re
,ponse to Hurricanes Katrina. Rita. and 
Wilma, are covered disaster areas. See No
tice 200S-73, 200S--42 I.R.B. 723 (Octo
ber 17. 2(05) (Katrina); IRS News Re
lease IR-2005-ll 0 (Rita): IRS News Re
lease IR-2005-J28 (Wilma); and Publica
tion 4492 for a list of counties and parishes 
constituting covered disaster areas, 

Undcr the authority of 
§ 301.7508A-l(d)(1)(vii), a taxpayer 
is an "affected taxpayer" to which the 
postponement of the deadline for making 
the § 16S(i) election applies if (l) the 
taxpayer sustained a loss attributable to 
Hurricane Katrina. Rita. or Wilma; (2) 
the loss occurred in the covered disaster 
area for the hUITicane (regardless of 
whether the taxpayer' s principal residence 
or principal place of business is in one 
of the covered disaster areas); and (3) 
the deadline for the taxpayer to make a 
§ 165(i) election for that loss, but for this 
notice. would be before October 16.2006. 

Affected taxpayers for purposes of 
this notice and the § 165(i) election are 
not affected taxpayers for purposes of 
other relief provided by the Service un
less the taxpayer separately qualifies as an 
affected taxpayer under other guidance is
sued by the Service. See Notice 2005-73. 
IR-2005-110. and IR-2005-12S for the 
definition of an affected taxpayer for pur
poses of Hurricanes Katrina. Rita. and 
Wilma. 

GRANT OF RELIEF 

Under the authority of § 750SA, 
affected taxpayers, as defined above. 
are granted a postponement to Octo
ber 16. 2006, to make an election under 
§ 165(i) for losses attributable to Hurri
cane Katrina, Rita. or Wilma. 

In order to assist thc Service in identi
fying affected taxpayers to ensure that they 
receive the extension to make the § 165(i) 
election. affected taxpayers should mark 
"Hurricane Katrina," "Hurricane Rita." or 
"Hurricane Wilma" in red ink on the top of 
the return. amended return, or refund claim 
on which they are making the election. See 
Publication 4492 for special instructions 
on completing forms to make the § 165(i) 
eie<:tion for a loss attributable to Hurricane 
Katrina. Rita. or Wilma. 

This notice is limited to making of an 
election under § 165(i) and does not affect 
the application of any other section of the 
Code or the regulations. 

DRAFTING INFORMATION 

The principal author of this notice is 
Norma Rotunno of the Office of Associate 
Chief Counsel (Income Tax & Account
ing). For further information regarding 
this notice. contact Ms. Rotunno at (202) 
622-7900 (not a toll-free call). 

Additional Postponement 
of Deadlines for Certain 
Taxpayers Affected By 
Hurricane Katrina 

Notice 2006-20 

PURPOSE 

This notice supplements Notice 
2005-73. 2005-42 I.R.B. 723 (October 
17, 2005); News Release IR-2005-112 
(September 28, 20(5); Notice 2005-81, 
2005-471.R.B. 977 (November 21, 2(05): 
and Notice 2005-66, 2005-40 I.R.B. 620 
(October 3, 2005) which, under the au
thority of section 7508A. postponed until 
Fcbruary 28. 2006, deadlines for certain 
taxpayers affected by Hurricane Katrina 
to perform the acts described in Notice 
2005-73 (e.g., filing returns and other 
documents. payment of taxes), and for the 
Internal Revenue Service (IRS) to perform 
the acts described in Notice 2005-81 (e.g., 

assessment and collection of tax). This 
notice further postpones those deadlines 
through August 28. 2006, for the IRS and 
for affected taxpayers in the parishes in 
Louisiana and the counties in Mississippi 
and Alabama that the Federal Emergency 
Management Agency (FEMA) determined 
were eligible for Individual Assistance or 
Individual and Public Assistance. 

Affected Parishes and Counties 

On August 28, 2005 and August 29, 
2005. the President issued four federal 
disaster declarations pertaining to Hurri
cane Katrina. The disaster declarations 
included the states of Louisiana, Mis
sissippi. and Alabama. The Presidential 
declarations authorized FEMA, under the 



Robert T. Stafford Disaster Relief and 

Emergency Assistance Act. 42 U.S.c. 
§§ 5121-5206, to provide assistance to 

counties and parishes in each state. Un
der that authority, FEMA determined that 
certain counties and parishes within those 
states were eligible for Individual Assis
tance or Individual and Public Assistance. 

Both FEMA and the IRS have closely 
monitored the effects of Hurricane Katrina 
in the Gulf region and, due to continued 
widespread devastation from the hurri
cane and subsequent t1ooding. the IRS has 
determined that certain parishes and coun

ties in Louisiana and Mississippi require 
additional disaster relief. These counties 
and parishes were hit the hardest by Hur
ricane Katrina and its aftermath and either 
remain uninhabitable or have a large num
ber of displaced individuals and/or trail
ers in use as temporary housing. These 
include Cameron, Jefferson, Orleans, 
Plaquemines, St. Bernard. St. Charles. 
and SI. Tammany parishes in Louisiana. 
and Hancock, Harrison, and Jackson coun
ties in Mississippi. The Service will au
tomatically provide the additional relief 
described below to affected taxpayers in 
these parishes and counties. 

In addition, the IRS has determined that 
some affected taxpayers in other parishes 
and counties in Louisiana. Mississippi. and 
Alabama may require additional disaster 
relief. The parishes and counties identi
tIed by the IRS in which some taxpayers 
may require additional disaster relief are 
as follows: Alabama (Baldwin. Choctaw, 
Clarke, Greene, Hale, Marengo, Mobile, 
Pickens, Sumter, Tuscaloosa, and Wash
ington); Mississippi (Adams. Amite. At
tala, Claiborne, Choctaw, Clarke, Copiah. 

Covington, Franklin. forrest. George. 
Greene, Hinds. Holmes. Humphreys, 
Jasper, Jefferson. Jefferson Davis. Jones. 
Kemper, Lamar, Lauderdale. Lawrence, 
Leake, Lincoln. Lowndes. Madison. 
Marion, Neshoba, Newton, Noxubee. Ok
tibbeha, Pearl River. Perry, Pike. Rankin. 
Scott. Simpson. Smith, Stone, Walthall. 
Warren, Wayne, Wilkinson, Winston. 
and Yazoo); Louisiana (Acadia, Ascen
sion, Assumption. Calcasieu, East Baton 
Rouge, East Feliciana, Iberia. Iberville, 
Jefferson Davis. Lafayette. Lafourche. 

Livingston. Pointe Coupee. SI. Helena. 
St. James, St. John the Baptist. St. Mary. 
St. Martin, Tangipahoa, Terrebonne. Ver
milion. Washington. West Baton Rouge. 

and West Feliciana). In these counties and 
parishes, affected taxpayer~ can receive 

relief by identifying themselves to the IRS 
as discussed in the Idellfij'\'illg Affected 
Toxpuvers section. ill/i·u. The counties and 
parishes in which taxpayers receive re
lief automatically or by self-identification 
constitute a "covered disaster area" within 
the meaning of section 30 l.75()~A-l (d)( 2) 
for purposes of the relief provided by this 
notice. This definition of covered disaster 
area differs from the covered disaster area 
for purposes of other relief provided by 
the IRS. including different counties and 
parishes. 

Affected Taxpayers Whose ACls M({r he 
Postpolled 

Under the authority of section 
30 l.7508A-1( d)( I ). "affected taxpay
ers" eligible for the relief provided by 
this notice include: any individual whose 
principal residence. and any business en
tity whose principal place of business. 
is located (or was located on August 29. 
2005) in the covered disaster area; any 
individual who is a relief worker affil
iated with a recognized government or 
philanthropic organization and who is as
sisting in the covered disaster area; any 
individual whose principal residence. and 
any business entity whose principal place 
of business. is not located in the covered 
disaster area, but whose records neces
sary to meet a filing or payment deadline 
are maintained (or were maintained on 
August 29. 20(5) in the covered disaster 
area; any estate or trust that has (or had as 
of August 29, 2(05) tax records necessary 

to meet a filing or payment deadline in the 
covered disaster area: and any spouse of 
an affected taxpayer, solely with regard to 
a joint return of the hushand and wife. 

Additionally. under section 
301.7508A-l(d)(l )(vii). the IRS may 
determine that any other perwn is affected 
by a Presidentially-declared disaster and 
therefore eligible for relief. Accordingly. 
the IRS has determined that the following 
persons are abo affected by Hurricane 
Katrina and its aftermath: (I) all \\;orkers 

assisting in the relief acti \lities in the cov
ered disaster areas, regardless of whether 

they are affiliated with recognized gov
ernment or philanthropic organizations: 
(2) any individual whose principal res
idence. and any business entity whose 

principal placc of businc~~. is not located 
ill the co\"(~red disaster area, but \\ hose 
tax profcssional/practitioner' s office i., 

located (or was located as of August 
29. 2(05) in the cmer-ed disaster area: 
and (3) individual~. vi~iting the covercd 
disaster area. who were killed or injured 
as a result of Hurricane Katrina and its 
afterJllath. For purposes of (3) above. the 
estate of an individual \isiting the covered 
disa~ter area who was ki lied as a result of 
the hurricane is also considered to be an 
affected taxpayer. 

Extensioll oj" the Postponelllent Period 

Section 7508A authorizes a postpone
ment of deadlines for up to one year for 
taxpayers affected by a Presidentially-de
clared disaster. The IRS has determined 
that affected taxpaycrs as described in 
this notice in the parishes and counties 
identified by the IRS as eligible for addi
tional relief shall receive a further post
ponement through August 28. 2006. of 
deadlines fur the acts specified in Notice 
2005-73 (including the acts listed in sec
tion 301.7508A-l(c)( I) and Rev. Proc. 
2005-27. 2005-20 I.R.H. 1(50), Thus. if 
the last day to perfoI'm one of the specified 
acts falls on or after August 29. 2005. and 
before August 28. 2006. then the last day 
for an affected taxpayer to timely perform 
the act is August 28, 2006. Furthermore, 
the IRS has concluded that some affected 
taxpayers as described in this notice may 
still have difficulty in making timely 
federal tax deposits in accordance with 
section 6302. Accordingly. for deposits 
required to be made by affected taxpayers 
on or after August 29. 2005, and before 
August 28. 2006. the IRS will waive the 
addition to tax under section 6656 for the 
failure to timely make any deposit of tax 
if the deposit is made on or before August 
28, 2006. The relief from the failure to 
timely deposit addition to tax is intended 
for taxpayers who are unable to meet their 
depOSIt obligations because their (or their 
serv ice provider' s) records. computers. or 
other essential supporting services were 
damaged. or essential personnel were in
jured. hy the hurricane or any subsequent 
flooding. Thu~. although the waiver ap
plies to all affected taxpayers. taxpayers 
that are reasonably able to make their de
posits are encouraged to do so. 
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Likewise, the IRS is granted a further 
postponement through August 28, 2006, 
to perform the acts specified in Notice 
2005-66 (including the acts listed in sec
tion 3017508A-I(c)(2)), with respect to 
affected taxpayers as described in this no
tIce in the parishes and counties identified 
by the IRS as eligible for additional relief. 
Thus, if the last day for the IRS to perform 
one of the specified acts falls on or after 
September 6, 2005. and before August 28, 
2006, then the last day for the IRS to timely 
perform the act is August 28,2006. The act 
of issuing a notice of final partnership ad
ministrative adjustment (FPAA) to the Tax 
Matters PaI1ner under section 6223 with 
respect to the tax attributable to the part
nership items of partners of any partner
ship that is an affected taxpayer was added 
to the list of items postponed for the IRS 
by Notice 200S-X I. If the last date for is
suance of the FPAA is on or after Novem
ber 7, 2005, and before August 28, 2006, 
then there is a postponement through Au
gust 2X, 2006. 

Requests for Further Relief 

Affected taxpayers described in this 
notice who receive relief under section 
7508A until August 28, 2006, may re
quest, if applicable, additional time to file 
and/or pay after August 28, 2006, under 
other provisions of the Internal Revenue 
Code and regulations thereunder. 

Section 6081 provides that the Secre
tary may grant a reasonable extension of 
time (generally not to exceed six months) 
for filing any return, declaration, state
ment, or other document required by the 
Code or by regulations thereunder. Section 
6161 provides that the Secretary may grant 
a reasonable extension of time (generally 
not to exceed six months) for paying the 
amount (or any installments) of tax shown 
or required to be shown on any return or 
declaration required by the Code or by reg
ulations thereunder. To the extent that a 
taxpaycr has not previously received a full 
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six-month extension of time under section 
60S I , then the taxpayer will be entitled to 
request an extension of time to file under 
section 6081. For example, an affected in
dividual income taxpayer's 2005 Federal 
income tax return (including any payment) 
is due on April 17, 2006. Under the relief 
provided by this notice, the taxpayer wou Id 
be required to file the return (and pay) on 
or before August 28, 2006. As the post
ponement from April 17, 2006, through 
August 28, 2006, was under the author
ity of section 7508A, the taxpayer would 
be eligible to request a further extension 
of time, up through February 28, 2007, to 
file (and pay) under section 6081 and sec
tion 6161. The granting of the extension 
of time to file (and pay) would be based 
on the standards applicable to all taxpay
ers, not just affected taxpayers. 

Except in the case of taxpayers who are 
abroad, a taxpayer who has previously re
ceived a full six-month extension of time 
under section 6081 will not be entitled to 
request an extension of time to file under 
section 6081. Although the taxpayer could 
not receive an extension beyond August 
28, 2006, if the taxpayer is unable to file 
by that date, the taxpayer can request that 
the IRS grant relieffrom any penalty if the 
failure to file is due to reasonable cause 
and not due to willful neglect. The waiver 
of the penalty would be based on the stan
dards applicable to all taxpayers, not just 
affected taxpayers. 

Idelltifvillg Affected Taxpayers 

In order to assist the IRS in identifying 
affected taxpayers as described in this no
tice, to ensure that they receive the relief 
to which they are entitled, affected taxpay
ers should mark "Hurricane Katrina" in red 
ink on the top of their returns and other 
documents for which the IRS has post
poned the due dates. In addition, affected 
taxpayers may identify themselves as eli
gible for relief by calling the IRS Disas
ter Hotline at (866) 562-5227. In the three 

Mississippi counties and seven Louisiana 
parishes where relief is heing: granted auto
matically, affected taxpayers are nonethe
less strongly encouraged to mark their re
turns and other documents or otherwise 
alert the IRS to the need I'm relief In the 
other counties and p,lrishes identified in 
this notice, and for other affected taxpayers 
(e.g., relief workers). taxpayers must no
tify the Service in order to ensure that they 
receive the relief. Accordingly, these tax
payers need to mark their returns and doc
uments, or otherwise alert the IRS to the 
need for relief. Affected taxpayers should 
also identify themselves as such if the IRS 
sends them a notice or makes any other di
rect contact, e.g., telephone calls. 

Taxpayers Not Receiving WI Extension of 
the Postponement Period 

The grant of relief provided by this no
tice applies only to affected taxpayers with 
respect to the counties and parishes listed 
in this notice. If an affected taxpayer de
scribed in Notice 2005-73 is not described 
as an affected taxpayer under this notice, 
and that taxpayer determines that addi
tional time is needed, that taxpayer may 
request an extension under sections 6081 
and 6161 (so long as the taxpayer has not 
previously received a full six-month exten
sion of time to file or pay under those pro
visions for the specified act) and/or relief 
under any other provision providing for a 
waiver of a penalty for reasonable cause, 
such as sections 6651 and 6656. 

DRAFTING INFORMATION 

The principal author of this notice is 
Dillon Taylor of the Office of Associate 
Chief Counsel, Procedure and Administra
tion (Administrative Provisions and Judi
cial Practice Division). For further infor
mation regarding this notice, you may call 
(202) 622--4940 (not a toll-free call). 



Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking and Notice of 
Public Hearing 

Regulations Governing 
Practice Before the Internal 
Revenue Service 

REG-122380-02 

AGENCY: Office of the Secretary, Trea
sury. 

ACTION: Notice of proposed rule making 
and notice of public hearing. 

SUMMARY: This document proposes 
modifications of the regulations govern
ing practice before the IRS (Circular 230). 
These proposed regulations affect indi
viduals who practice before the IRS. The 
proposed amendments modify the general 
standards of practice before the IRS. This 
document also provides notice of a public 
hearing on the proposed regulations. 

DATES: Written or electronically gener
ated comments must be received by Friday, 
April 28, 2006. Outlines of topics to be 
discllssed at the public hearing scheduled 
for Wednesday, June 21, 2006 at 10 a.m., 
in the auditorium of the Internal Revenue 
Service building at 1111 Constitution Av
enue, NW, Washington, DC 20224, must 
be received by Friday, May 31, 2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-122380-02l, room 
5203, Internal Revenue Service, PO Box 
7604, Ben Franklin Station, Washington, 
DC 20044. 

Submissions may he hand delivered 
Monday through Friday between the hours 
of 8 am and 4 pm to: CC:PA:LPD:PR 
(REG-122380-02), Courier's Desk, In
ternal Revenue Service. 1111 Constitution 
Avenue, NW, Washington, DC. Alterna
tively, taxpayers may submit comments 
electronically via the IRS Internet site at 
www.irs.gol'/regs or via the Federal eRule
making Portal at www.regulations.gov 
(IRS and REG-122380-02). The public 
hearing will be held in auditorium of the 
Internal Revenue Building, 1111 Constitu
tion Avenue, NW, Washington, DC. 

FOR FURTHER INFORMATION 
CONTACT: Concerning issues for 
comment, Brinton T. Warren at (202) 
622-7800; concerning submissions 
of comments and the public hearing, 
Robin Jones at (202) 622-7180; (not 
toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

Section 330 of title 31 of the United 
States Code authorizes the Secretary of the 
Treasury to regulate the practice of rep
resentatives before the Treasury Depart
ment. The Secretary is authorized, after 
notice and an opp0l1unity for a proceeding, 
to censure, suspend or disbar from prac
tice before the Treasury Department those 
representatives who are incompetent, dis
reputable, or who violate regulations pre
scribed under section 330 of title 31. The 
Secretary also is authorized to impose a 
monetary penalty against these individu
als. Pursuant to section 330 of title 31, the 
Secretary has published the regulations in 
Circular 230 (31 CFR part 10). These reg
ulations authorize the Director of the Of
fice of Professional Responsibility to act 
upon applications for enrollment to prac
tice before the IRS, to make inquiries with 
respect to matters under the Office of Pro
fessional Responsibility's jurisdiction, to 
institute proceedings to impose a monetary 
penalty or to censure, suspend or disbar a 
practitioner from practice before the IRS, 
to institute proceedings to disqualify ap
praisers, and to perform other duties nec
essary to carry out these functions. 

Circular 230 has been amended period
ically. For example, on June 20, 1994 (59 
FR 31523), the regulations were amended 
to provide standards for tax return prepa
ration by practitioners, to limit the use 
of contingent fees by practitioners in tax 
return or refund claim preparation and to 
provide expedited rules for suspension 
from practice before the IRS. 

On December 19, 2002 
(REG-l 22380--02, issued as Announce
ment 2003-5, 2003-1 C.B. 397 [67 FR 
77724)), the Treasury Department and the 
IRS issued an advance notice of proposed 
rulemaking (2002 ANPRM) requesting 
comments on amendments to the regula-

tions relating to the Officc of Professional 
Responsibility, unenrolled practice, el
igibility for enrollment, sanctions and 
disciplinary proceedings. contingent fees 
and confidentiality agreements. This doc
ument proposes amendments reflecting 
the Treasury Department and the IRS 
consideration of the comments received in 
response to the 2002 ANPRM and reflect
ing amendments to section 330 of title 31 
made by the American Jobs Creation Act 
of 2004, Public Law 108-357 (118 Stat. 
1418) (the Jobs Act). The proposed regu
lations include conforming amendments 
to reflect the final regulations relating to 

best practices, covered opinions and other 
written advice published as T.D. 9165, 
2005-4 I.R.B. 357, on December 20,2004 
(69 FR 75839) and as T.D. 9201, 2005-23 
I.R.B. 1153, on May 19, 2005 (70 FR 
28824), but do not otherwise address 
those final regulations. 

Explanation of Provisions 

Over 60 written comments were re
ceived in response to the 2002 ANPRM. 
All comments were considered and are 
available for public inspection upon re
quest. A number of these comments are 
summarized below. Comments relating 
to matters about which the Treasury De
partment and the IRS declined to propose 
changes are not generally discussed. The 
scope of these regulations is limited to 
practice before the IRS. These regulations 
do not alter or supplant ethical standards 
that might otherwise be applicable to prac
titioners. 

Director of the Office of Professional 
Responsibility 

In the 2002 ANPRM, the Treasury De
partment and the IRS solicited comments 
relating to the name of the office and ap
pointment of the Director. In January of 
2003, the Office of Professional Respon
sibility was established and replaced the 
office of the Director of Practice. This 
change. which was supported by many 
commentators, reflects the office's com
mitment to ensuring the integrity of the 
tax system and recognition of tax profes
sionals as an integral pm1 of effecti ve tax 
administration. The proposed regulations 
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change rderenccs to the Offil'l' of the 
Director of Practil'l' to thl' Otlicl' of Pro
fes,ional Responsibility. The Dirl'ctor of 
the Ollicl' of Professional Respum,lbility 
is appointed by thl' Secrctar:-, l1!' hi, or her 
delegate. The tnt of the rl'gulations also 
will be changed to elimlll<lte referl'nces 
to the OffIce of the Secretary to rdlcct 
the prior transfer of thl' Office of Proks
sional Rl'sponsibility to the IRS. See -1-7 
FR 2l)l)IX (July 9. Il)X21. 

f)c/il/iriol/.I - Praclicc Rctin'c rhe InrcrJ1ul 
R(,I'cl/l/e Sen'icc 

On October 22. 200-1-, the President 
signed the Johs Act. Section R221 h) of 
the Act amends section 330 of title 31 
of the United States Code by adding a 
provision that recognizes the Secretary's 
authority to impose standards for written 
advice rendered with respect to any entity. 
transaction plan or arrangement. or other 
plan or arrangement having a potential for 
tax avoidance ur evasion. Accordingly. 
~ I O.2( d I of the proposed regulations is 
modified to clarify that the rendering of 
this written advice is practice before the 
IRS subject to Circular no when it is 
provided by a practitioner. 

Who IIWY Practice 

The Advisory Committee for Tax Ex
empt/Governmental Entities recently sug
gested that individuals who provide tech
nical services to plan sponsors to main
tain the tax qualified status of their re
tirement plans (retirement plan administra
tors) should he authorized to practice pro
vided they demonstrate the competency to 
do so. The Treasury Department and the 
IRS are considering this proposal and in
vite public comments evcn though text is 
not proposed in this notice of proposed 
ruiemaking. The Advisory Committee' s 
propw,al suggests limiting the practice by 
this group of individuals to representation 
relati ng to fi ling appl ications for deterrni
natitlll letters. Fonm 55()(). employee plan 
audits. and neg()ti~lting with the IRS with 
respeL't to \ (Jluntary compliance mailers, 

In additIon. the Advi,ory Committee 
prnpo,sl'" procedures for enrollment simi
lar to the current Enrolled Agent program 
(,ee ~~ 1().-I~IO,ol. Including an examina
tion to determine competency, a renewal 
(lrpcess and continuin,l! professional edu-
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cation requirements, For more informa
tion relating to practice by retirement plan 
administrators. see Establishing the En
ml/('(I RetirclIlent Pion Agel/t Under CirclI
luI' 23(), AJ,isory Committee for Tax Ex
empt/Governmental Entities (June 20(5). 
The Treasury Department and the IRS also 
ill\ite comments on pruposals relating to 
limited practice hy other individuals that 
the puhlic helieves competent to represent 
taxpayers before the IRS, and whether the 
Director of the Office of Professional Re
sponsibility should have the authority to 
rl'gulate these individuals through IRS no
tice procedures. 

Enrolllllent Procedllres 

Section 10,5 of the regulations sets 
forth the applicable procedures relating to 
the enrollmcnt of an enrolled agent. The 
proposed regulations provide that appli
cants for enrollment must utilize forms and 
comply with procedures established and 
published by the Office of Professional 
Responsibility. The proposed regulations 
permit the Office of Professional Respon
sibility to change the "Application for 
Enrollment to Practice Before the IRS" 
and other requirements pertaining to the 
procedures to apply for enrollment. 

Section 10.6 of the regulations sets 
fllfth the procedures for renewal of enroll
ment to practice before the IRS, Under 
the current regulations. the Director of 
the Office of Professional Responsibility 
must maintain a list of enrolled agents. in
cluding those who are active, inactive and 
sanctioned. This requirement is combined 
with the roster requirements of ~ 10,90 in 
the proposed regulations to clarify that all 
rosters. including those related to enrolled 
agents. will be maintained and made avail
able for public inspection in the time and 
manner prescribed by the Secretary. 

The proposed regulations clarify the re
quirements to maintain active enrollment 
to practice before the IRS, An enrolled 
agentlllust apply for renewal of enrollment 
between November I and January 31 of the 
relevant period described in ~ 1 0.6( d). The 
effecti\e date of renewal is the first day 
of the third month following the close of 
the period for renewaL i.e" April I. An 
enrolled agent must complete 72 hours of 
cOlltinuing professional education during 
each enrollment cycle. with a minimum of 
16 hours (including two hours of ethics) 

during each enrollment year. The enroll
ment ~vear is each calendar year. i.e .. Jan
uary i to December 31. in the enrollment 
cycle. The enrollment cycle is the three 
successi ve enrollment years preceding the 
April I effective date ofrenewal. Thus. an 
enrolled agent whw;e social security num
ber ends with () must renew enrollment be
tween November I. 2006, and January 31. 
2007 The enrolled agent must have com
pleted T2 hours of continuing professional 
education between January l. 2004, and 
December 31. 2000. with at least 16 hours 
(including two hours of ethics) during each 
calendar year. Similarly. the proposed reg
ulations require sponsors of continuing ed
ucation courses to renew their status as 
qualified sponsors every three years. 

The proposed regulations require that 
a qualifying course enhance professional 
knowledge in Federal taxation or Federal 
tax related matters and be consistent with 
the Internal Revenue Code and effective 
tax administration, 

Limited Practice Be{ore the IRS 

In the 2002 ANPRM, the Treasury 
Department and IRS solicited comments 
relating to limited practice by unenrolled 
return preparers, Most commentators 
opposed expanding the authority of the 
Director of the Office of Professional 
Responsibility to include the authority 
to modify the scope of limited practice 
by unenrolled preparers without further 
amendment to Circular 230, Most com
mentators agreed that the Director of 
the Office of Professional Responsibility 
should not be given the authority to deter
mine the eligibility for limited practice by 
unenrolled preparers. 

Section 1O.7(c)(\ )(viii) currently au
thorizes an individual, who is not other
wise a practitioner, to represent a taxpayer 
during an examination if that individual 
prepared the return for the taxable period 
under examination. The proposed regula
tions revoke this authorization because it 
is inconsistent with the requirement that 
all individuals permitted to practice before 
the IRS demonstrate their qualifications 
to advise and assist persons in presenting 
their cases to the IRS. 

Under the proposed regulations, an un
enrolled return preparer may not represent 
a taxpayer unless otherwise authorized by 
S I 0.7( C)(I Hi) ~ (vii), These individuals no 



longer may negotiate with the IRS on be
half of a taxpayer during an examination 
and no longer may bind a taxpayer to a 
position during an examination. For ex
ample, an unenrolled return pre parer may 
not sign a Form 872, "Consent to Extend 
the Time to Assess Tax," with regard to 
the tax return prepared for that individual. 
In addition, an unenrolled return preparer 
may not agree to any adjustment to the tax
payer's reported tax liability. 

Individuals who are not eligible to prac
tice and who prepare an original return 
may assist in the exchange of information 
with the IRS regarding a taxpayer's re
turn if the taxpayer has specifically autho
rized the preparer to receive confidential 
tax information from the IRS. Revocation 
of the authority for limited practice will 
not preclude a return preparer from assist
ing a taxpayer in responding to questions 
regarding the taxpayer's return. The pro
posed regulations do not preclude an un
enrolled return preparer from accompany
ing a taxpayer to an examination, provided 
the taxpayer authorizes the IRS to disclose 
confidential tax information to the unen
rolled return preparer. 

Practice by Fonner Government 
Employees, Their Partners and Their 
Associates 

Section 10.25 sets forth rules governing 
practice by former government employ
ees, their business par1ners and their asso
ciates. These rules were first promulgated 
in 1976 to address discrepam:ies bet ween 
the Government-wide post-employment 
statute, 18 U.S.c. 207, its implementing 
regulations and the codes of professional 
responsibility (e.g., ABA Model Rules 
of Professional Conduct, AICPA Code of 
Professional Conduct and individual state 
rules of professional conduct) applicablc 
to practitioners who appear before the IRS. 

Section 10.25 of the proposed regula
tions has been conformed with the termi
nology used in 18 U.S.c. 207, and 5 C.F.R. 
parts 2637 and 2641 (or superseding regu
lations), by eliminating the definitions of 
official responsibility in § 1O.25(a)(5), par
tiCipate or participation in § I 0.25(a)(6). 
and transaction in § I 0.25(a)(8) and substi
tuting the term particular matter il1l'Ulving 
specific parties in § I 0.25(a)( 4) (formerly 
§ 10.25(a)(8». 

The proposed regulations also eliminate 
the prohibition in ~ I 0.25( b)(3) against as
sisting in the representation in matters in 
which the former cmployee had otficial re
sponsibility during the former employee's 
last year of service. Existing statutes, reg
ulations and codes of professional respon
sihility are adequate to protect against con
flicts of interest and protect thc intcgrity 
of the tax system, including the prohibition 
on representation in 18 U.S.c. 207. 

Section 1O.25(b )(2) of the proposed 
rcgulations continues to prohibit former 
employees who personally and substan
tially participated in a matter while in 
Government service from representing or 
assisting in the representation in the same 
matter while in private practice. In these 
matters, the former employee's firm may 
represent the taxpayer in the matter if thc 
former employee is isolated from the mat
ter and isolation statements arc filed with 
the Office of Professional Responsibility 
in accordance with § 10.25(c). 

Contingent Fees 

In the 2002 ANPRM, the Treasury De
partment and the IRS solicited comments 
relating to contingent fees. Most commen
tators opposed further limitations on con
tingent fees under § 10.27. The Treasury 
Department and the IRS continue to be
lieve that a rule restricting contingent fees 
for preparing tax returns supports volun
tary compliance with the Federal tax laws 
by discouraging return positions that ex
ploit the audit selection process. Addi
tionally, a broader prohibition against con
tingent fee arrangements is appropriate in 
light of concerns regarding attorney and 
auditor independence. The recent shift to
ward even greater independence, includ
ing rules adopted by the Securities and Ex
change Commission (SEC) and the Pub
lic Company Accounting Oversight Board, 
also support expanding the prohibition on 
contingent fees with respect to Federal tax 
matters. 

Under section 10.27 of the proposed 
regulations, a practitioner generally is 
precluded from charging a contingent 
fee for services rendered in connection 
with any matter before the Service, in
cluding the preparation or filing of a tax 
return, amended tax return or claim for 
refund or credit. A practitioner may, how
ever. charge a contingcnt fcc for scrviccs 

rendered in connection with the IRS's ex
amination of, or challenge to, an original 
tax return. Practitioners also may charge 
a contingent fee for services rendered in 
connection with thc IRS' s examination 
of, or challenge to, an amended return or 
claim for refund or credit filed prior to the 
taxpayer receiving notice of the exami
nation of, or challenge to the original tax 
return. A written notice of examination 
would include the written notice furnished 
to taxpayers subject to the Coordinated 
Industry Case procedures requesting a 
statement showing additional tax due (or 
an adequate disclosure with respect to an 
item or position) to avoid the imposition 
of certain accuracy-related penalties if 
no other written notice of examination is 
received. Contingent fees also may be 
chargcd for services rendered in connec
tion with a judicial proceeding arising 
under the Federal tax laws. 

Conflicting interests 

Section 10,29 of the regulations pro
hibits a practitioner from representing con
flicting interests before the IRS, except 
with the express consent of all directly in
terested parties after full disclosure. Sec
tion 10.29 is generally consistent with Rule 
1.7 of the ABA Model Rules of Profes
sional Conduct (Model Rules). which was 
amended just prior to the July 26. 2002 
amendment to the regulations. 

Section 10.29 of the proposed regula
tions clarifies that a practitioner is required 
to obtain consents in writing from each af
fected client in order to represent the con
flicting interests. The written consent may 
vary in form. The practitioner may pre
pare a letter to the client outlining the con
flict, as well as the possible implications 
of the contlict, and submit the letter to the 
client for the client to countcrsign. Unlike 
the Model Rules, which permit affected 
clicnts to provide informed consent orally 
if the consent is contemporaneously docu
mented by the practitioner in writing, an 
oral consent followed by a confirmation 
letter authored by the practitioner will not 
satisfy § 10.29 unless the confirmation let
ter is countersigned by the client. 
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Standards With Rf.lpect to Tllx Rerllm.l· 
und DOClIlIlel/ts. Attici(/\'its (ll/d Other 
Papers 

Section IOJ-l sets forth standards ap
plicable to advice with respect to tax re
turn pm, it ions and applIcable to prepar
ing or signing returns. Section IlU-l of 
the propmed regulations sets forth stan
dards applicable to practitioners who ad
vise clients with respect to documents, af
fidavits and other papers submitted to the 
IRS. The proposed regulations also pro
vide separate standards for papers that take 
a position with respect to Federal tax mal
ters and standards for advising a client to 
file papers involving procedural or factual 
matters. 

Under the proposed regulations, a prac
titioner may not advise a client to take a 
position on a submission to the IRS un
less the position is not frivolous. A practi
tioner also may not advise a client to sub
mit a document to the IRS that is meant 
primarily for delay: is frivolous or ground
less: or contains or omits information in 
a manner that demonstrates an intentional 
disregard of a rule or regulation. With re
ganl to factual matters, a practitioner may 
rely upon information furnished by the tax
payer with respect to tax returns and doc
uments, affidavits and other papers, un
less the information appears to be incor
rect, inconsistent with an important fact or 
another factual assumption, or incomplete. 
These standards would supplement the ex
isting requirement in § 10.22 that practi
tioners exercise due diligence in preparing, 
or assisting in the preparation of. tax re
turns and other documents relating to IRS 
matters. 

SUllcliollS 

In accordance with section 822(a) of the 
Jobs Act, proposed §10.50 authorizes the 
Secretary to impose a monetary penalty 
against a practitioner if the practitioner is 
shown to be incompetent or disreputable, 
fails to comply with any regulation in part 
10, or with intent to defraud, willfully and 
knowingly misleads or threatens a client or 
prospective client. 

Under the proposed regulations, the 
monetary penalty may be imposed in addi
tion to, or in lieu of, any other sanction. If 
a practitioner acts on behalf of the practi
tioner's employer. firm or other entity and 
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the employer. firm or other entity knew or 
should have known of the practitioner's 
conduct. the Secretary may impose a mon
etary penalty on the employer, firm or 
other entity. The Treasury Department 
and the IRS will issue procedures relating 
to the imposition of the monetary penalty 
through separate published guidance. 

The proposed regulations also contain 
conforming amendments to other provi
sions relating to sanctions. 

JIlCOlllpClence (lnd Disreplltahle Conduct 

In the 2002 ANPRM, the Treasury De
partment and the IRS solicited comments 
re lating to whether the definition of disrep
utable conduct should include the willful 
failure of a preparer who is a practitioner 
to sign a return. Many commentators sup
ported expanding the definition of disrep
utable conduct to specifically include the 
willful failure of a practitioner who is a tax 
return preparer to sign a return. 

Section 10.51 of the regulations defines 
disreputable conduct for which a practi
tioner may be sanctioned. Section 10.51 of 
the proposed regulations modifics the def
inition of disreputable conduct to include 
willful failure to sign a tax return prepared 
by the practitioner. The definition of dis
reputahle conduct also includes the disclo
sure or use of returns or return information 
by practitioners in a manner not authorized 
by the Code, a court of competent juris
diction, or an administrative law judge in a 
proceeding instituted under section 10.60. 

SlIpplemellted Chw:fies 

Section 10.65 provides that the Director 
of the Office of Professional Responsibil
ity may filc supplemental charges against a 
practitioner or appraiser. Section 10.65 of 
the proposed regulations provides that the 
Director may file supplemental chargcs 
against a practitioner by amending the 
complaint to reflect the additional charges 
if the practitioner is given notice and an 
opportunity to prepare a defense to the 
supplemental charges. 

Hearings and Discovery 

In the 2002 ANPRM, the Treasury 
Department and the IRS solicited com
ments relating to expanding discovery and 
providing greater procedural protections 

in disciplinary proceedings. Most com
mentators supported I.':xpanding the use 
of discovery in disciplinary procel.':dings. 
Most cnmmentators also supported pro
viding further procedural protections such 
as a guarantee of the right to cross-exam
ine witnesses. 

These proposed regulations redesig
nate the provisions relating to hearings, 
evidcnce and depositions and discovery. 
Proposed * 10.71 addresses discovery, 
proposed * 10.72 addresses hearings and 
proposed § 10.73 addresses evidence. 

I. Motions and requests 

Section 10.68 of the regulations sets 
forth procedures for filing a motion or re
quest with the Administrative Law Judge 
presiding over a disciplinary proceeding. 
The regulations provide that a party is not 
presumed to oppose a motion for decision 
by default for failure to file a timely answer 
or for failure to prosecute. The proposed 
regulations amend § I 0.68 to expressly al
Iowa party to file a motion for summary 
adjudication if there is no genuine issue as 
to any material fact. 

2. Discovery in Disciplinal)' Pmceedings 

Section 10.71 of the proposed regula
tions clarifies the discovery methods avail
able to the paliies in preparation for a disci
plinary hearing. The Administrative Law 
Judge may authorize discovery if the party 
seeking discovery establishes that it is nec
essary and relevant. Discovery methods 
include depositions upon oral examination 
and requests for admission. The Admin
istrative Law Judge should weigh factors 
slich as the ultimate relcvancy and antici
pated costs to determine the least burden
some method in ordering discovery. 

Discovcry is not permitted if the infor
mation is privileged or the information re
lates to mental impressions, conclusions 
or legal theories of any attorney, party, or 
other representative of a party prepared in 
anticipation of a proceeding. 

To address practitioners' due process 
rights without creating a formal court pro
ceeding, the proposed regulations require 
the Director of the Office of Professional 
Responsibility to turn over the documen
tation used in support of a complaint filed 
with the Administrative Law Judge. Under 
§ 1O.63(d) of the proposed regulations, this 



infonnation must be served on the practi
tioner or appraiser, or the representative, 
within 10 days of serving the complaint. 
This requirement, however, is only an ini
tial disclosure of the evidence of record at 
the time of the complaint. Supplemental 
evidence developed during preparation for 
the hearing is not prohibited from being in
troduced. 

Under § 1O.62(c) of the proposed regu
lations, the Director of the Office of Pro
fessional Responsibility must notify the 
practitioner or appraiser of the time for an
swering the complaint, which cannot be 
less than 30 days. When determining the 
time for answering the complaint, the Di
rector will take into account the amount of 
the evidence in support of the complaint 
and the complexity of the charges to allow 
the practitioner or appraiser time to pre
pare an adequate answer in defense to the 
complaint. 

3. Hearings 

Section 10.72 of the regulations sets 
forth the procedures for an administrative 
hearing pursuant to Circular 230. The Ad
ministrative Law Judge should conduct the 
hearing within 180 days of the time for fil
ing of the answer, absent circumstances re
quiring that, in the interest of justice, thc 
hearing be held at a later date. The pro
posed regulations amend § 10.72 to allow 
each party to a disciplinary proceeding, as 
may be required for a full and true dis
closure of the facts, to question, in the 
presence of the Administrative Law Judge, 
a person whose statement is offered by 
the opposing party. The proposed regula
tions incorporate the requirements of the 
Administrative Procedure Act (5 U.S.c. 
556(d». The proposed regulations do not 
prohibit a party from presenting evidence 
contained in a deposition if all parties to 
the proceeding were given an opportunity 
for full examination and cross-examina
tion of the witness under § 10.71. The pro
posed regulations generally require pre
hearing memoranda. The Administrative 
Law Judge may determine that pre-hear
ing memoranda are not necessary or, by or
der, require other information with respect 
to the disciplinary proceeding. 

4. Publicity of Disciplinary Proceedings 

Currently, disciplinary proceedings 
brought pursuant to Circular 230 are 

closed to the public unless the Adminis
trative Law Judge grants a practitioner's 
request that the proceedings be public. The 
proposed regulations amend § 10. 72( d) to 
provide that all hearings, reports, evidence 
and decisions in a disciplinary proceeding 
be available for public inspection. The 
proposed regulations mandate procedures 
to protect the identities of any third party 
taxpayers contained in returns and return 
information obtained pursuant to section 
6103(1)(4) for use in an action or proceed
ing under subpart D. The procedures to 
protect the identities of third party taxpay
ers also must be observed with respect to 
discovery matters. 

The Administrative Law Judge must is
sue a protecti ve order in the event that 
redactions of taxpayer identifiers render 
documents unintelligible or may still per
mit indirect identification of the taxpayer. 
The Administrative Law Judge may, for 
good cause, order proceedings closed to 
the public or may order nondisclosure of 
materials associated with the proceeding, 
such as in the case in which disclosure 
is prohibited by 18 U.S.c. 1905 or sec
tion 6103. The Administrative Law Judge 
also may order limited access to materials 
which are confidential or sensitive in some 
other way. 

The proposed regulations provide that, 
at the conclusion of a proceeding, the Sec
retary, or his or her delegate, shall ensure 
that all returns and return information, in
cluding the names, addresses or other iden
tifying details of third party taxpayers, are 
redacted and replaced with the code as
signed to the corresponding taxpayer in all 
documents prior to such documents being 
made available for further public inspec
tion. 

Decision of Administrative Law Judge 

Section 10.76 of the regulations sets 
forth the requirements for the decision of 
the Administrative Law Judge. The pro
posed regulations amend § 10.76 to provide 
that the Administrative Law Judge should 
render a decision within 180 days after the 
conclusion of the hearing. If a party files a 
motion for summary adjudication, the Ad
ministrative Law Judge should rule on the 
motion within 60 days after a written re
sponse to the motion for summary adjudi
cation or, if no written response is filed, 90 

days after the motion for summary adjudi
cation is filed. 

The proposed regulations provide that 
the decision of the Administrative Law 
Judge will become the final decision of 
the agency 45 days after the date the deci
sion is served on the parties. The Secretary 
may, however, either in response to a peti
tion for review filed by a party or on the 
Secretary's own initiative, intervene and 
order review of the Administrative Law 
Judge's decision before the decision be
comes final. The petition for review must 
be filed within 30 days of the date the de
cision is served on the parties. 

If the Secretary grants a petition or oth
erwise orders review, the Secretary must 
notify the parties within 45 days from the 
date the Administrative Law Judge's deci
sion is served on the parties. The notice 
must state that (1) the decision is under re
view, (2) no final agency decision has been 
made, (3) any action of the Administrative 
Law Judge is inoperative, and (4) a final 
decision of the agency made by the Secre
tary is required before judicial review can 
be obtained. The Secretary will not review 
an interlocutory order or ruling, e.g., a dis
covery request ruling, of the Administra
tive Law Judge prior to the rendering of a 
decision by the Administrative Law Judge 
that would dispose of the proceeding. 

Expedited Suspension 

Section 10.82 of the regulations autho
rizes the Director of the Office of Profes
sional Responsibility to suspend immedi
ately a practitioner who has engaged in cer
tain conduct. The proposed regulations ex
tend the expedited process to practitioners 
who are in egregious noncompliance with 
their tax obligations or have been adjudi
cated as having advanced arguments, re
lating to the practitioner's own tax obliga
tions or the obligations of the client, pri
marily for delay. 

The Treasury Department and the IRS 
are aware of a number of practitioners 
who are not in compliance with their own 
Federal tax obligations, but continue to 
represent taxpayers, and of situations in 
which practitioners advance frivolous or 
obstructionist positions relating to their 
own tax obligations and the obligations of 
their clients. Under the proposed regula
tions, a practitioner who is not compliant 
with the practitioner's own Federal tax 
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obligations may be subject to expedited 

disciplinary proceedings. In addition, 

a practitioner who has been found by a 

court of competent jurisdiction to have ad

vanced frivolous arguments or advanced 

arguments primarily for delay, either relat

ing to a taxpayer's tax liability or relating 

to the practitioner'S own tax liability, will 

be subject to an expedited disciplinary 

proceeding. 

Proposed Effective Date 

These regulations are proposed to apply 

on the date that final regulations are pub

lished in the Federal Register. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a significant 

regulatory action as defined in Executive 

Order 12866. Therefore, a regulatory 
assessment is not required. It is hereby 
certified that these regulations will not 

have a significant economic impact on 
a substantial number of small entities. 
The general requirements of these regu
lations are substantially the same as the 
requirements of the regulations that these 
regulations replace. Persons authorized 
to practice have long been required to 
comply with certain standards of conduct 
when practicing before the Internal Rev
enue Service. These regulations do not 
alter the basic nature of the obligations 

and responsibilities of these practitioners. 
These regulations clarify those obligations 
in response to public comments, replace 
certain terminology to conform with the 
terminology used in 18 U.S.c. 207. and 
5 C.F.R. parts 2637 and 2641 (or super
seding regulations), make modifications 

to reflect amendments to section 330 of 
title 31 made by the Jobs Act, and make 
other modifications to reflect concerns 
about greater independence, transparency 
and due process. Therefore, a regulatory 
tlexihility analysis under the Regulatory 
Flexibility Act (5 U.s.c. chapter 6) is not 
required. Pursuant to section 7805(f) of 
the Internal Revenue Code. this notice of 
proposed rule making will be submitted 
to the Chief Counsel for Advocacy of the 
Small Business Administration for com
mcnt on its impact on small businesses. 
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Comments and Public Hearing 

Before the regulations are adopted as fi

nal regulations, consideration will be oiven 
. 0 

to any wntten comments (a signed original 
and eight (8) copies) and electronic com

ments that are submitted timely to the IRS. 

The Treasury Department and IRS specif

ically request comments on the clarity of 

the proposed regulations and how they can 

be made easier to understand. All com

ments will be available for public inspec

tion and copying. 

The public hearing is scheduled for 

Wednesday, June 21, 2006 at 10:00 a.m., 

and will be held in the auditorium of the 

Internal Revenue Building, 1111 Constitu
tion Avenue, NW, Washington, DC. Due 

to building security procedures, visitors 

must enter at the Constitution Avenue 

entrance. All visitors must present photo 
identification to enter the building. Be

cause of access restrictions, visitors will 
not be admitted beyond the immediate 

entrance area more than 30 minutes before 
the hearing starts. For information about 

having your name placed on the building 
access list to attend the hearing, see the 
"FOR FURTHER INFORMATION CON

TACT' section of this preamble. 
The rules of26 CFR 60\.601(a)(3) ap

ply to the hearing. Persons who wish to 
present oral comments at the hearing must 
submit written or electronic comments by 
Friday, April 28, 2006, and an outline of 

the topics to be discussed and the time to 
be devoted to each topic by May 31,2006. 
A period of 10 minutes will be allocated to 
each person for making comments. 

An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for receiving outlines has passed. 
Copies of the agenda will be available free 
of charge at the hearing. 

Drafting Information 

The principal authors of these reg
ulations are Brinton T. Warren and 
Heather L. Dostaler of the Office of As
sociate Chief Counsel (Procedure and 
Administration), Administrative Provi
sions and ludicial Practice Division. 

* * * * * 

Proposed Amendments to the 

Regulations 

Paragraph I. The authority citation for 

31 CFR part lOis amended to read as fol

lows: 
[Authority: 5 U.S.C. 301, S()(), 

551-559; 31 U.S.c. 321; 31 U.s.c. 330, 

as amended by P.L. 108-357, Sec. 822J 

Par. 2. In Part 10, remove the lan
guage "Director of Practice" and add. in its 

place, the language "Director of the Office 

of Professional Responsibility" in each of 

the following sections and paragraphs: 

Section 1O.4(a), (b) introductory text. 
(b)(l), (b)(2); 

Section 10.5(c), (d), (e); 

Section 1O.6(b), (g)(2)(iii), (g)(2)(iv), 

(g)(4), (j)(I), (j)(2), (j)(4), (k)(l), (k)(2), 

(n); 
Section 10.7(c)(2)(iii), (d); 

Section 10.20(b), (c); 

Section 1O.62(a), (b); 

Section 1O.63(c); 
Section 1O.64(a); 

Section 10.66; 
Section 1O.69(a)(I), (b); 

Section 1O.73(a); 
Section 10.81; 
Section 1O.82(a), (c) introductory text, 

(c)(3), (d), (e), (f)O), (g). 

Par. 3. Section 10.1 is revised to read 

as follows: 

§ I O. J Director of the Office of Professional 
Responsibility. 

(a) Establishment of office. The Of
fice of Professional Responsibility is es
tablished in the Internal Revenue Service. 
The Director of the Office of Professional 
Responsibility is appointed by the Secre
tary of the Treasury, or his or her delegate. 

(b) Duties. The Director of the Office 
of Professional Responsibility acts on ap
plications for enrollment to practice before 
the Internal Revenue Service; makes in
quiries with respect to matters under his 
or her jurisdiction; institutes and provides 
for the conduct of disciplinary proceed
ings relating to practitioners (and employ
ers, firms or other entities, if applicable) 
and appraisers; and performs other duties 
as are necessary or appropriate to carry out 
his or her functions under this part or as 
are otherwise prescribed by the Secretary 
of the Treasury, or his or her delegate. 



(c) Acting Director of the Office of Pro

fessional Responsibility. The Secretary of 
the Treasury, or his or her delegate, will 
designate an officer or employee of the 
Treasury Dcpartmcnt to act as Director of 
the Office of Professional Responsibility 
in the absence of the Director or a vacancy 

in that office. 
(d) Effective date. This section is appli

cable on the date that final regulations are 
published in the Federal Register. 

Par. 4. Section 10.2 is amendcd to read 
as follows: 

§JO.2 Definitions. 

(a) As used in this part, except where 
the text provides otherwise-

( I ) Attorney means any person who is a 
member in good standing of the bar of the 
highest court of any State, territory, or pos
session of the United States, including a 
Commonwealth. or the District of Colum
bia. 

(2) Certified public accolA/lfant means 
any person who is duly qualified to prac
tice as a certified public accountant in any 
State, territory, or possession of the United 
States, including a Commonwealth, or the 
District of Columbia. 

(3) Commissioner refers to the Com
missioner of Internal Revenue. 

(4) Practice before the Internal Rev
enue Service comprehends all matters con
nected with a presentation to the Internal 
Revenue Service or any of its officers or 
employees relating to a taxpayer's rights, 
privileges, or liabilities under laws or reg
ulations administered by the Internal Rev
enue Servicc. Such presentations include, 
but are not limited to, preparing and fil
ing documents, corresponding and com
municating with the Internal Revenue Ser
vice. rendering written advice with respect 
to any entity, transaction plan or arrange
ment, or other plan or arrangement having 
a potential for tax avoidance or evasion, 
and representing a client at conferences, 
hearings and meetings. 

(5) Practitioner means any individual 
described in paragraphs (a), (b), (cl. or (d) 
of§IO.3. 

(6) A fax return includcs an amended 
tax return and a claim for refund. 

(7) Service means the Internal Rcvenue 
Service. 

(b) Effective date. This section is appli
cable on the date that final regulations are 
published in the Federal Register. 

Par. 5. Section 10.5 is amended by 
revising paragraphs (a) and (b) and adding 
paragraph (f) to read as follows: 

.~ 10. 5 Application for enrol/ment. 

(a) Form; address. An applicant for en
rollment must apply as required hy forms 
or procedures established and published 
by the Office of Professional Responsibil
ity, including proper execution of required 
forms under oath or affirmation. The ad
dress on the application will be the address 
under which a successful applicant is en
rolled and is the address to which all corre
spondence concerning enrollment will be 
sent. 

(b) Fee. The applicant must pay the 
fee established and published by the Office 
of Professional Responsibility. This fee 
will be reflected on applicable forms and 
will be retained regardless of whether the 
applicant is grantcd cnrollment. 

* * * * * 
(f) Effective date. This section is appli

cable to enrollmcnt applications received 
on or after the date that final regulations 
are published in the Federal Register. 

Par. 6. Section 10.6 i~ amended by: 
1. Removing paragraph (a). 
2. Redesignating paragraph (c) as para

graph (a). 
3. Adding a new paragraph (c). 
4. Revising paragraphs (d) introduc

tory text, (d)(S), (d)(6), (d)(7), (e), (f)(\), 
(f)(2)(iv)(A), (g)(5), (k)(7) and (I). 

5. Adding a new paragraph (p). 
The revisions and additions read as fol

lows: 

§JO.6 Enrollment. 

* * * * * 
(cl Change of' address. An enrolled 

agent must send notification of any change 
of address to the address specified by the 
Director of the Office of Professional Re
sponsibility. This notification must in
clude the enrolled agent's name, prior ad
dress, new address, social security number 
or tax identification number and the date. 

(d) Renewal of enroffment. To main
tain active enrollment to practice before 
the Internal Revenue Service, each indi-

vidual is required to have his or her enroll
ment rencwcd. Failure to receive notifica
tion from the Director of the Office of Pro
fessional Responsihility of the renewal re
quirement will not be justification for the 
individual's failure to satisfy this require
ment. 

* * * * * 
(5) The Dircctor of the Office of Pro

fessional Responsibility will notify the in
di vidual of his or her renewal of enroll
ment and will issue the individual a card 
evidencing enrollment. 

(6) A reasonable nonrefundable fee 
may he charged for each application for 
renewal of enrollment filed with the Di
rector of the Office of Professional Re
sponsibility. 

(7) Forms required for renewal lllay be 
obtained by sending a written request to 
the Director of the Office of Professional 
Responsibility, Internal Revenue Service, 
1111 Con~titution Avenue, NW, Washing
ton, DC 20224 or from such other source 
as the Director of the Office of Profes
sional Responsibility will publish in the 
Internal Revenue Bulletin (see 26 CFR 
~601.601(d)(2» and on thc Internal Rcv
enue Service webpage (lVww.irs.gov). 

(e) Condition for renewal: continuing 
professional education. In order to qual
ify for renewal of enrollment. an individ
ual enrolled to practice before the Internal 
Revenue Service must ccrtify, on the ap
plication for renewal form prescribed by 
the Dircctor of the Office of Professional 
Responsibility, that he or she has satisfied 
the following continuing professional edu
cation requirements. 

(I) Definitiolls. For purposes of this 
section-

(i) Enro{{menf year means January 1 to 
December 31 of each year of an enrollment 
cycle. 

(ii) Enrollment cycle means the three 
successive enrollment years preceding the 
effective date of renewal. 

(iii) The e{fecfil'e date of'renelt'lll is the 
first day of the third month following the 
close of the period for renewal described 
in paragraph (d) of this scction. 

(2) For rel/ewed enrollli/eni e{fecril'e af
ter Decemher 3/. 2006-( i) Requirements 
for enrollment cycle. A minimum of 72 
hours of continuing education credit must 
be completed during each enrollment cy
cle. 
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(ii) Requirements for enrol/ment veor. 
A minimum of 16 hours of continuing edu
cation credit. including 2 hours of ethics or 
professional conduct. must be completed 
during each enrollment year of an enroll
ment cycle. 

(iiI) Ellrollment during ellrollment cv
c/c-( A) In gt'lleral. Subject to paragraph 
(:2)( iii)( B) of this section, an individual 
who receives initial enrollment during an 
enrollment cycle mu~t complete :2 hours 
of qualifying continuing education credit 
for each month enrolled during the enroll
ment cycle. Enrollment for any part of a 
month is considered enrollment for the en
tire month. 

(B) Ethics. An individual who receives 
initial enrollment during an enrollment cy
c Ie must complete :2 hours of ethics or pro
fessional conduct for each enrollment year 
during the enrollment cycle. Enrollment 
for any part of an enrollment year is con
sidered enrollment for the entire year. 

m Qualif"illg continuing educa
lion-( I ) General. To qualify for contin
uing education credit, a course of learning 
must-

(i) Be a qualifying program designed to 
enhance professional knowledge in Fed
eral taxation or Federal tax related mat
ters, i.e., programs comprised of current 
suhject matter in Federal taxation or fed
eral tax related matters, including account
ing. tax preparation software and taxation 
or ethics: 

(ii) Be a qualifying program consistent 
with the Internal P.evenue Code and effec
tive tax administration: and 

(iii) Be sponsored by a qualifying spon
sor. 

(2) * * * 
liv) Credit .f(lr published articles. 

hooks, etc. (A) Continuing education 
credit will be awarded for publications on 
Federal taxation or Federal tax related mat
ters, including accounting, tax preparation 
software, and taxation or ethics, provided 
the content of such publications is current 
and designed for the enhancement of the 
professional knowledge of an individual 
enrolled to practice before the Internal 
Revenue Service. Thc publication must be 
consistent with the Internal Revenue Code 
and effective lax administration. 
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(:)) Spollsor rene\l'ul-(i) III gelleral. A 
sponsor maintains its status as a qualified 
sponsor during the sponsor enrollment cy
cle. 

(ii) RCII('\\'(/l period. Each sponsor must 
file an application to renew its status as 
a qualified sponsor between May I and 
July 31, :200R. Thereafter, applications for 
renewal will be required hctwcen May 1 
and July 31 ofcvcry subsequent third year. 

(iii) Effectil'e date of rellewal. The ef
fective date of renewal is the first day of 
the third month following the close of the 
renewal period. 

(iv) Spollsor enmlllllellt cycle. The 
sponsor enrollment cycle is the three 
successive calendar years preceding the 
effective date of renewal. 

(k) * * * 
(7) Inactive enrollment status is not 

available to an individual who is the sub
ject of a disciplinary matter in the Office 
of Professional Responsibility. 

(1) Illactive retirement status. An indi
vidual who no longer practices before the 
Internal Revenue Service may request be
ing placed in an inactive retirement sta
tus at any time and such individual will be 
placed in an inactive retirement status. The 
individual will be ineligihle to practice be
fore the Internal Revenue Service. Such 
individual must file a timely application 
for renewal of enrollment at each applica
hIe renewal or enrollment period as pro
vided in this section. An individual who is 
placed in an inactive retirement status may 
be reinstated to an active enrollment sta
tus by filing an application for renewal of 
enrollment and providing evidence of the 
completion of the required continuing pro
fessional education hours for the enroll
ment cycle. Inactive retirement status is 
not available to an individual who is the 
subject of a disciplinary matter in the Of
fice of Professional Responsibility. 

* * * * * 
(p) Effective date. This section is appli

cable to enrollment effective on or after the 
date that final regulations are published in 
the Federal Register. 

Par. 7. Section 10.7 is amended by: 
I. Removing paragraph (c)(l)(viii). 
2. Revising paragraph (c)(2)(ii). 
3. And adding paragraph (g). 
The revisions and additions read as fol

lows: 

~JO.7 Represcnting oneself:' participating 
ill rulelllakillg: limited practice: special 
appearances: (lnd rerum preparatioll. 

* * * * * 
tcl * * * 
(2) * * * 
(ii) The Director. after notice and op

portunity for a conference. may deny eligi
bility to engage in limited practice before 
the Internal Revenue Service under para
graph (c)(I) of this section to any individ
ual who has engaged in conduct that would 
justify a sanction under § 10.50. 

* * * * * 
(g) Effectil'e date. This section is appli

cable on the date that final regulations are 
published in the Federal Register. 

Par. 8. Section 10.22 is amended by re
vising paragraph (b) and adding paragraph 
(c) to read as follows: 

§ I 0.22 Diligence as to accuracy. 

* * * * * 
(b) Reliance on others. Except as pro

vided in §§10.34 and 10.35, a practitioner 
will be presumed to have exercised due 
diligence for purposes of this section if the 
practitioner relies on the work product of 
another person and the practitioner used 
reasonable care in engaging. supervising, 
training, and evaluating the person, taking 
proper account of the nature of the rela
tionship between the practitioner and the 
person. 

(c) Effective date. This section is appli
cable on the date that final regulations are 
published in the Federal Register. 

Par. 9. Section 10.25 is revised to read 
as follows: 

.§JU.25 Practice by former Government 
employees, their partners and their 
associate s. 

(a) Definitions. For purposes of this 
section-

(I) Assist means to act in such a way as 
to advise, furnish information to, or other
wise aid another person, directly, or indi
rectly. 

(2) Government employee is an officer 
or employee of the United States or any 
agency of the United States, including a 
special government employee as defined 
in 18 U.s.c. 202(a), or of the District of 
Columbia, or of any State, or a member of 
Congress or of any State legislature. 



(3) Member of a firm is a sole practi
tioner or an employee or associate thereof, 
or a partner, stockholder, associate, affili
ate or employee of a partnership, joint ven
ture, corporation, professional association 
or other affiliation of two or more prac
titioners who represent nongovernmental 

parties. 
(4) Particular matter involvill[? specific 

parties is defined at 5 CFR 2637.20 I (c), or 
superseding post-employment regulations 
issued by the U.S. Office of Government 

Ethics. 
(5) Practitioner includes any individual 

described in ~ 1O.2(a)(5). 
(6) Rule includes Treasury regulations, 

whether issued or under preparation for 
issuance as notices of proposed rulemak
ing or as Treasury decisions; revenue rul
ings; and revenue procedures published in 
the Internal Revenue Bulletin (see 26 CFR 
§60 l.60 1 (d)(2)). 

(b) General rules. (I) No former Gov
ernment employee may, subsequent to his 
or her Government employment, represent 
anyone in any matter administered by the 
Internal Revenue Service if the represen
tation would violate 18 U .S.c. 207 or any 
other laws of the United States. 

(2) No former Government employee 
who personally and substantially partic
ipated in a particular matter involving 
specific parties may, subsequent to his or 
her Government employment, represent or 
knowingly assist, in that particular matter, 
any person who is or was a specific party 
to that particular matter. 

(3) A former Government employee 
who within a period of one year prior 
to the termination of Government em
ployment had official responsibility for a 
particular mattcr involving specific parties 
may not, within two years after his or her 
Government employment is ended, repre
sent in that particular matter any person 
who is or was a specific party to that par
ticular matter. 

(4) No former Government employee 
may, within one year after his or her Gov
ernment employment is ended, appear be
fore any employee of the Treasury Depart
ment in connection with the publication, 
withdrawal, amendment, modification, or 
interpretation of a rule the development of 
which the former Government employee 
participated or for which, within a period 
of one year prior to the termination of his 

or her Government employment, the for
mer government employee had otficial di
rect responsibility. Thi~ paragraph (b)(4) 
does not, however. preclude such former 
employee from appearing on his or her 
own behalf or from representing a tax
payer before the Internal Revenue Service 
in connection with a particular matter in
volving specific parties involving the ap
plication or interpretation of such a rule 
with respect to that particular matter. pro
vided that such former employee does not 
utilize or disclose any confidential infor
mation acquired by the former employee 
in the development of the rule. 

(c) Firm representation. (I) No mem
ber of a firm of which a former Govern
ment employee is a member may represent 
or knowingly assist a person who was or 
is a specific party in any particular mat
ter with respect to which the restrictions 
of paragraph (b )(2) of this section apply to 
the former Government employee, in that 
particular matter, unless the firm isolates 
the former Government employee in such 
a way to ensure that the former Govern
ment employee cannot assist in the repre
sentation. 

(2) When isolation of a former Gov
ernment employee is required under para
graph (c)(I) of this section, a statement af
firming the fact of such isolation must be 
executed under oath by the former Gov
ernment employee and by another mem
ber of the firm acting on behalf of the 
firm. The statement must clearly iden
tify the firm, the former Government em
ployee, and the particular matter(s) requir
ing isolation. The statement must be re
tained by the firm and, upon request, pro
vided to the Director of the Office of Pro
fessional Responsibility. 

(d) Pending represenratiol1. The pro
visions of this regulation will govern 
practice by former Government employ
ees. their partners and associates with 
respect to representation in particular mat
ters involving specific parties where actual 
representation commenced before the ef
fective date of this regulation. 

(e) This section is applicable on the date 
that final regulations are puhlished in the 
Federal Register. 

Par. 10. Section 10.27 is revised to read 
as follows: 

.910.27 Fees. 

(a) In geneml. A practitioner may not 
charge an unconscionable fee in connec
tion with any matter before the Internal 
Revenue Service. 

(b) Contingent fee s. (I) Except as pro
vided in paragraphs (b)(2) and (3) of this 
section, a practitioner may not charge a 
contingent fee for services rendered in 
connection with any matter before the In
ternal Revenue Service. 

(2) A practitioner may charge a contin
gent fee for services rendered in connec
tion with the Service's examination of. or 
challenge to-

(i) An original tax return: or 
(ii) An amended return or claim for re

fund or credit filed prior to the taxpayer re
ceiving a written notice of the examination 
of, or a written challenge to the original tax 
return. 

(3) A practitioner may charge a contin
gent fee for services rendered in connec
tion with any judicial proceeding arising 
under the Internal Revenue Code. 

(c) Definitions. For purposes of this 
section-

(I) COlltingent fee is any fee that is 
based, in whole or in part, on whether 
or not a position taken on a tax return or 
other filing avoids challenge by the Inter
nal Revenue Service or is sustained either 
by the Internal Revenue Service or in lit
igation. A contingent fee includes a fee 
that is based on a percentage of the re
fund reported on a return, that is based on a 
percentage of the taxes saved, or that oth
erwise depends on the specific result at
tained. A contingent fee also includes any 
fee arrangement in which the practitioner 
will reimburse the client for all or a por
tion of the client's fee in the event that a 
position taken on a tax return or other fil
ing is challenged by the Internal Revenue 
Service or is not sustained, whether pur
suant to an indemnity agreement, a guaran
tee, rescission rights, or any other arrange
ment with a similar effect. 

(2) Matter before the Infernal ReI'enllc 
Service includes tax planning and advice. 
preparing or filing or assisting in prepar
ing or filing returns or claims for refund 
or credit, and all matters connected with a 
presentation to the Internal Revenue Ser
vice or any of its officers or employees 
relating to a taxpayer's rights, privileges. 
or liabilities under laws or regulations ad-
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miniqen:d by the Internal Revenue Ser
\ icc. Such pre\entati()n~ include. but are 
not limited to. preparing and filing dOClI

Il1enh. corresponding and communicating 
\lith the Internal Re\ enue Sen·ice. render
in!.! \\ ritten ad\ ice \lith re~pect tn any 1.'11-

tit~. transaction. plan or arrangement. and 
repre,enting a l·lient at conferenees. hear
in!.!,. ~\l1d meeting\. 

'Ill) Flli'Clil'c d(/Ic. Thi, section is appli
cdhk nn the date that final regulations are 
puhlished in the Federal Register. 

Par. II. Section 10.29 is revised to read 
~lS follll\\s: 

.~/lLll) COIl/liClillg il/ICU'.III. 

(a) Except as provided by paragraph (b) 
of thi, section. a practitioner shall not rep
re,ent a client in his or her practice before 
the Internal Revenue Serviee if the repre
sentatilln ill\·oln.'s a contlict of interest. A 
cllntlict nf interest exists If-

( I ) The representation of one client will 
he directly adverse to another client: or 

(2) There is a significant risk that the 
representation of one or more clients will 
he materially limited by the practitioner's 
rcsponsibilities to another client, a former 
client or a third person or by a personal 
intercst of the practitioner. 

(h) NotwitlNanding the existence of a 
cllntliCl nf interest under paragraph la) of 
this section. thc practitioner may represent 
a client if-

( I ) The practitioner reasonably believes 
that the practitioner will be able to provide 
competent and diligent representation to 
each affected client: 

(») Thl' representation is not prohibited 
hy law: and 

(3) Each affected client waives the con
!lid of intl'rest and gives informed con
,ent. confirmed in writing by the affected 
client. at the time the existence of the con
flict [)f intere,t i, known by the practi
tioner. 

I c) C,)pies of the written consents must 
hl' retlinl'd hy the practitioner for at least 
.'h 1l111nth, from the date nf the conclusion 
\)f thl' repre,elltatJl)n of the affected dients. 
~llId till' II rilten consents must be provided 
to ~llly llf!ll'l'r or employee of the Internal 
RCI l'nue Sen ice on request. 

(d) This sel'lion is applicable on the date 
Ih,lt fill a I rcgul;ltilln\ are published in the 
Ft'deral Register. 
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Par. 12. Section 10.34 is revised to read 
as follows: 

* J O.3.J Slwu/urds Il'iTIi respeCT To tax 

refilms and docl/ments, {dfidal'ils and 

mller papers. 

(a) Tt.1.\' reru/'//.\. A practitioner may not 
sign a tax return as a prepareI' if the prac
titioner determines that the tax return con
tains a position that does not have a real
istic possibility of heing sustained on its 
merits (the realistic possibility standard) 
unless the position is not frivolous and is 
adequately disclosed to the Internal Rev
enue Service. A practitioner may not ad
vise a client to take a position on a tax re
turn. or prepare the portion of a tax return 
on which a position is taken. unless-

( I) The practitioner determines that the 
position satisfies the realistic possibility 
standard: or 

(2) The position is not frivolous. 
(b) Documellts, affidavits alld other pa

pers. (I) A practitioner may not advise a 
client to take a position on a document. af
fidavit or other paper submitted to the In
ternal Revenue Service unless the position 
is not frivolous. 

(2) A practitioner may not advise a 
client to submit a document. affidavit or 
other paper to the Internal Revenue Ser
vice-

(i) The purpose of which is to delay or 
impede the administration of the Federal 
tax laws: 

(ii) That is frivolous or groundless: or 
(iii) That contains or omits infonnation 

in a manner that demonstrates an inten
tional disregard of a rule or regulation. 

(c) Adl'i.l'ill/i cliellts Oil potential penal
lies. (I) A practitioner must inform a client 
of any penalties that are reasonably likely 
to apply to the client with respect to-

(i) A position taken on a tax return if
(A) The practitioner advised the client 

with respect to the position; or 
(8) The practitioner prepared or signed 

the tax return: and 
(ii) Any document, affidavit or other 

paper submitted to the Internal Revenue 
Service. 

(2) The practitioner also must infonn 
the client of any opportunity to avoid any 
such penalties by disclosure, if relevant, 
and of the requirements for adequate diS
closure. 

(3) This paragraph (c) applies even if 
the practitioner is not subject to a penalty 
under the Internal Rcvcnue Code with re
spect to the position or with respect to the 
document. affidavit or other paper submit
ted. 

(d) Relyillg Oil illjiJl'lllofionflmlished by 
clients. A. practitioner advising a client to 
take a position on a tax return. document, 
affidavit or other paper submitted to the 
Internal Revenue Service. or preparing or 
signing a tax return as a preparer, generally 
may rely in good faith without verification 
upon infonnation furnished by the client. 
The practitioner may not, however, ignore 
the implications of information furnished 
to, or actually known by, the practitioner, 
and must make reasonable inquiries if the 
information as furnished appears to be in
cOlTecl, inconsistent with an important fact 
or another factual assumption. or incom
plete. 

(e) Definitions. For purposes of this 
section: 

(I) Realistic possihility. A position 
is considered to have a realistic possibil
ity of being sustained on its merits if a 
reasonable and well-informed analysis of 
the law and the facts by a person knowl
edgeable in the tax law would lead sueh 
a person to conclude that the position has 
approximately a one in three, or greater. 
likelihood of being sustained on its mer
its. The authorities described in 26 CFR 
1.6662-4(d)(3)(iii). or any successor pro
vision. of the substantial understatement 
penalty regulations may be taken into ac
count for purposes of this analysis. The 
possibility that a tax return will not be 
audited. that an issue will not be raised on 
audit. or that an issue will be settled may 
not be taken into account. 

(2) Frivolous. A position is frivolous if 
it is patently improper. 

([) Effective date. This section is appli
cable to tax returns, documents, affidavits 
and other papers filed on or after the date 
that final regulations are published in the 
Federal Register. 

Par. 13. In §10.35(b)(l) remove the 
language "*1O.2(e)" and add the language 
"§ 1O.2(a)(5)" in its place. 

Par. 14. Section 10.50 is amended by 
revising paragraph (a) and adding para
graphs (c) and (d) to read as follows: 



§JO.50 Sanctions. 

(a) Authority to censure, suspend, or 
disbar. The Secretary of the Treasury, or 
his or her delegate, after notice and an 
opportunity for a proceeding, may cen
sure, suspend, or disbar any practitioner 
from practice before the Internal Revenue 
Service if the practitioner is shown to 
be incompetent or disreputable (within 
the meaning of § 10.51), fails to comply 
with any regulation in this part (under the 
prohibited conduct standards of § 10.52), 
or with intent to defraud, willfully and 
knowingly misleads or threatens a client 
or prospective client. Censure is a public 
reprimand. 

* * * * * 
(c) Authority 10 impose monetary 

penalty-( 1) In general. (i) The Secretary 
of the Treasury, or his or her delegate, after 
notice and an opportunity for a proceed
ing, may impose a monetary penalty on 
any practitioner who engages in conduct 
subject to sanction under paragraph (a) of 
this section. 

(ii) If the practitioner described in para
graph (c)(l lei) of this section was acting on 
behalf of an employer or any firm or other 
entity in connection with the conduct giv
ing rise to the penalty, the Secretary of the 
Treasury, or his or her delegate, may im
pose a monetary penalty on the employer, 
firm, or entity if it knew, or reasonably 
should have known, of such conduct. 

(2) Amount of penalty. The amount of 
the penalty shall not exceed thc gross in
come derived (or to be derived) from the 
conduct giving rise to the penalty. 

(3) Coordination with other sanctions. 
Subject to paragraph (c)(2) of this sec
tion-

(i) Any monetary penalty imposed on a 
practitioner under this paragraph (c) may 
be in addition to or in lieu of any sus
pension, disbarment or censure and may 
be in addition to a penalty imposed on an 
employer, firm or other entity under para
graph (c)(1)(ii) of this section. 

(ii) Any monetary penalty imposed on 
an employer, firm or other entity may be in 
addition to penalties imposed under para
graph (c)(I)(i) of this section. 

(d) Effective date. This section is appli
cable to conduct occurring on or after the 
date that final regulations are published in 
the Federal Register. 

Par. 15. Section 10.51 is revised to read 
as follows: 

§iO.5i incompetence and disreputable 
conduct. 

(a) incompetence and disreputable con
duct. Incompetence and disreputable con
duct for which a practitioner may be sanc
tioned under § 1 0.50 includes, but is not 
limited to: 

(I) Conviction of any criminal offense 
under the Federal tax laws. 

(2) Conviction of any criminal offense 
involving dishonesty or breach of trust. 

(3) Conviction of any felony under Fed
eral or State law for which the conduct 
involved renders the practitioner unfit to 
practice before the Internal Revenue Ser
vice. 

(4) Giving false or misleading informa
tion, or participating in any way in thc giv
ing of false or misleading information to 
the Department of the Treasury or any offi
cer or employee thereof, or to any tribunal 
authorized to pass upon Federal tax mat
ters, in connection with any matter pending 
or likely to be pending before them, know
ing such information to be false or mis
leading. Facts or other matters contained 
in testimony, Federal tax returns, financial 
statements, applications for enrollment, af
fidavits, declarations, or any other docu
ment or statement, written or oral, are in
cluded in the term information. 

(5) Solicitation of employment as pro
hibited under § 10.30, the use of false or 
misleading representations with intent to 
deceive a client or prospective client in or
der to procure employment, or intimating 
that the practitioner is able improperly to 
obtain special consideration or action from 
the Internal Revenue Service or officer or 
employee thereof. 

(6) Willfully failing to make a Federal 
tax return in violation of the Federal tax 
laws, or willfully evading, attempting to 
evade, or participating in any way in evad
ing or attempting to evade any assessment 
or payment of any Federal tax. 

(7) Willfully assisting, counseling, en
couraging a client or prospective client 
in violating, or suggesting to a client or 
prospective client to violate, any Federal 
tax law, or knowingly counseling or sug
gesting to a client or prospective client an 
illegal plan to evade Federal taxes or pay
ment thereof. 

(8) Misappropriation of, or failure prop
erly or promptly to remit funds received 
from a client for the purpose of payment 
of taxes or other obligations due the United 
States. 

(9) Directly or indirectly attempting to 
influence, or offering or agreeing to at
tempt to influence, the official action of 
any officer or employee of the Internal 
Revenue Service by the use of threats. false 
accusations, duress or coercion, by the of
fer of any special inducement or promise 
of an advantage or by the bestowing of any 
gift, favor or thing of value. 

(10) Disbarment or suspension from 
practice as an attorney, certified public 
accountant, public a(;(;ountant or actuary 
by any duly constituted authority of any 
State, territory, possession of the United 
States, including a Commonwealth, or the 
District of Columbia. any Federal court 
of record or any Federal agency, body or 
board. 

(11) Knowingly aiding and abetting an
other person to practice before the Internal 
Revenue Service during a period of sus
pension, disbarment or ineligibility of such 
other person. 

(12) Contemptuous conduct in connec
tion with practice before the Internal Rev
enue Service, including the use of abu
sive language, making false accusations or 
statements, knowing them to be false or 
circulating or publishing malicious or libel 
matter. 

(13) Giving a false opinion, knowingly, 
recklessly, or through gross incompetence, 
including an opinion which is intention
ally or recklessly misleading, or engaging 
in a pattern of providing incompetent 
opinions on questions arising under the 
Federal tax laws. False opinions described 
in this paragraph (13) include those which 
reflect or result from a knowing misstate
ment of fact or law, from an assertion of a 
position known to be unwarranted under 
existing law, from counseling or assisting 
in conduct known to be illegal or fraudu
lent. from concealing matters required by 
law to be revealed, or from consciously 
disregarding information indicating that 
material facts expressed in the opinion or 
offering material are false or misleading. 
For purposes of this paragraph (a)( 13), 
reckless conduct is a highly unreasonable 
omission or misrepresentation involving 
an extreme departure from the standards 
of ordinary care that a practitioner should 
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()b~erve unuer the circumstances. A pat
tern of conuuct is a factor that will be 
taken into account in uetennining whether 
a practitioner acted knowingly. recklessly. 
or through gross incompetence. Gross in
competence includes conduct that retlects 
gros,> indifference. preparation which 
is grossly inadequate under the circllm
,tances. and a consistent failure to perfmm 
obligations to the client. 

( 14) Willfully falling to sign a tax return 
prepared hy the practitioner when such sig
nature is required by the Federal tax laws. 

( 151 Wi lIfully disclosing or otherwise 
using a tax return or tax return information 
in a manner not authorized by the Inter
nal Revenue Code. contrary to the order of 
a court of competent jurisdiction. or con
trary to the order of an ,ldministrative law 
judge in a proceeding instituted under sec
tion I (lo(l. 

(b) E{t£'ctil'c datc. This section is appli
cahk to conduct occurring on or after the 
date that final regulations are published in 
the Federal Register. 

Par. 10. Section 10.52 is revised to read 
as follows: 

~ I 1).52 Violatiolls slIiJject to sallctioll. 

(a) A practitioner may be sanctioned 
under ~ I 0.50 if the practitioner-

( I ) Willfully violates any of the regula
tions (other than ~ 10.33) contained in this 
part: or 

(2) Recklessly or through gross in
competence (within the meaning of 
~ 10.5 I(a)( 13)) violates ~ 10.34. 10.35. 
1036 or ](U7. 

(b) This section is applicable to conduct 
occurring on or after the date that final 
regulations are puhlished in the Federal 
Register. 

Par. 17. Section 10.60 is amended by 
rc\'i,ing paragraph (a) and adding para
graph (d) to read as follows: 

~ I IUd) Insti/ll/ iOIl o(pm(('cr/illg. 

(a) Whenc\cr the Director of the Of
fice of Professional Responsibility deter
Jllllles that a practitioner (or employer. firm 
llr other entity. if applicable) violated any 
prm i,ion of the laws governing practice 
hetore the Internal Revenue Service or the 
regulations in this part. the Director of 
the Office of Prolessional Responsibility 
md) reprimand the practitioner or, in ac
cordancc \\ ith ~ 10.62. institute a procced-

574 2006-1 C.B. 

ing for a sanction described in * 10.50. A 
procccding is instituted by the filing of a 
complaint. the contents of which are more 
fully described in * 10.62. 

* * * * * 
(d) This section is applicable on the date 

that final regulations are published in the 
Federal Register. 

Par. I g. Section 10.61 is revised to read 
as follows: 

§10.61 Conferences. 

(a) In general. The Director of the 
Office of Professional Responsibility may 
confer with a practitioner, employer, firm 
or other entity. or an appraiser concerning 
allegations of misconduct irrespective of 
whether a procceding has been instituted. 
If the conference results in a stipulation in 
connection with an ongoing proceeding in 
which the practitioner, employer, finn or 
other entity, or appraiser is the respondent, 
the stipulation may be entered in the record 
by either party to the proceeding. 

(b) Resignation or voluntary sal1c
tioll-( I) III general. In lieu of a proceed
ing being instituted or continued under 
* 10.60(a), a practitioner or appraiser (or 
employer. firm or other entity, if applica
hIe) may offer a consent to be sanctioned 
under § 10.50. 

(2) Discretion; acceptance or declilla
tio/l. The Director of the Office of Pro
fessional Responsibility may, in his or her 
discretion. accept or decline the offer de
scribed in paragraph (b)( I) of this sec
tion. In any declination, the Director of 
the Office of Professional Responsibility 
may state that he or she would accept the 
offer described in paragraph (b)( I) of this 
section if it contained different terms. The 
Director of the Office of Professional Re
sponsibility may. in his or her discretion, 
accept or reject a revised offer submitted 
in response to the declination or may coun
teroffer and act upon any accepted coun
teroffer. 

(c) Effective date. This section is appli
cable on the date that final regulations arc 
published in the Federal Register. 

Par. 19. Section 10.62 is amended by 
revising paragraph (c) and adding para
graph (d) to read as follows: 

.910.62 COli/elliS of complaint. 

:;.: * * * * 

(c) Dell/illld .tiJr 1lI/.mer. The Director 
of the Office of Professional Responsibil
ity must. in the complaint or in a separate 
paper attached to the complaint. notify the 
respondent of the time for answering the 
complaint. which may not be less than 30 
days from the date of service of the com
plaint. the name and address of the Ad
ministrative Law Judge with whom the an
swer must be filed, the name and address 
of the person representing the Director of 
the Office of Professional Responsibility 
to whom a copy of the answer must be 
served, and that a decision by default may 
be rendered against the respondent in the 
event an answer is not filed as required. 

(d) Efrective date. This section is appli
cable to complaints brought on or after the 
date that final regulations are published in 
the Federal Register. 

Par. 20. Section 10.63 is amended by: 
I. Revising paragraph (a)( 4). 
2, Redesignating paragraph (d) as para

graph (e), 
3. Adding new paragraphs (d) and (f). 
The revisions and additions read as fol

lows: 

§JO.63 Service of complaint; service 
of other papers; sen-ice of evidence ill 
support of complaillt; filing of papers. 

(a) * * * 
(4) For purposes of this section, "re

spondent" means the practitioner, em
ployer, firm or other entity, or appraiser 
named in the complaint or any other per
son having the authority to accept mail on 
behalf of the practitioner, employer. firm 
or other entity, or appraiser. 

* * * * * 
(d) Service of evidence in support of 

complaint. Within 10 days of serving the 
complaint, copies of the evidence in sup
port of the complaint must be served on 
the respondent in any manner described in 
paragraphs (a)(2) and (3) of this section. 

* * * * * 
(f) Effective date. This section is appli

cable to complaints brought on or after the 
date that final regulations are published in 
the Federal Register. 

Par. 21. Section 10.65 is revised to read 
as follows: 



§JO.65 Supplemental charges. 

(a) In general. The Director of the 
Office of Professional Responsibility may 
file supplemental charges, by amending 
the complaint, against the respondent, if, 
for example-

(I) It appears that the respondent, in the 
answer, falsely and in bad faith, denies a 
material allegation of fact in the complaint 
or states that the respondent has insuffi
cient knowledge to form a bclief, when the 
respondent possesses such information; or 

(2) It appears that the respondent has 
knowingly introduced false testimony dur
ing the proceedings agai nst the respondent. 

(b) Hearing. The supplemental charges 
may be heard with other charges in the 
case, provided the respondent is given due 
notice of the charges and is afforded a rea
sonable opportunity to prepare a defense to 
the supplemental charges. 

(c) Effective date. This section is appli
cable on the date that final regulations are 
published in the Federal Register. 

Par. 22. Section 10.68 is revised to read 
as follows: 

§10.68 Motions and requests. 

(a) Motions-( 1) In general. At any 
time after the filing of the complaint, any 
party may file a motion with the Admin
istrative Law Judge. Unless otherwise or
dered by the Administrative Law Judge, 
motions must be in writing and must be 
served on the opposing party as provided 
in § 1O.63(b). A motion must concisely 
specify its grounds and the relief sought, 
and, if appropriate, must contain a memo
randum of facts and law in support. 

(2) Summary adjudication. Either 
party may move for a summary adjudi
cation upon all or any part of the legal 
issues in controversy. If the non-moving 
party opposes summary adjudication in 
the moving party's favor, the non-moving 
party must file a written response within 
30 days unless ordered otherwise by the 
Administrative Law Judge. 

(3) Good Faith. A party filing a mo
tion for extension of time, a motion for 
postponement of a hearing, or any other 
non-dispositive or procedural motion must 
first contact the other party to determine 
whether there is any objection to the mo
tion, and must state in the motion whether 
the other party has an objection. 

(b) Response. Unless otherwise ordered 
by the Administrative Law Judge, the non
moving party is not required to file a re
sponse to a motion. If the Administrative 
Law Judge does not order the nonmoving 
party to file a response, and the nonmov
ing party files no response, the nonmoving 
party is deemed to oppose the motion. If a 
nonmoving party does not respond within 
30 days of the filing of a motion for deci
sion by default for failure to file a timely 
answer or for failure to prosecute, the non
moving party is deemed not to oppose the 
motion. 

(c) Oral motions; oral argument. (1) 

The Administrative Law Judge may, for 
good cause and with notice to the parties, 
permit oral motions and oral opposition to 
motions. 

(2) The Administrative Law Judge may, 
within his or her discretion, permit oral 
argument on any motion. 

(d) Orders. The Administrative Law 
Judge should issue written orders dispos
ing of any motion or request and any re
sponse thereto. 

(e) Effective date. This section is appli
cable on the date that final regulations are 
published in the Federal Register. 

Par. 23. Section 10.70 is amended 
by revising paragraphs (a) and (b)( 6) and 
adding paragraph (c) to read as follows: 

§1O. 70 Administrative Law Judge. 

(a) Appointment. Proceedings on com
plaints for the sanction (as described in 
§ 10.50) of a practitioner, employer, firm or 
other entity, or appraiser will be conducted 
by an Administrative Law Judge appointed 
as provided by 5 U.S.c. 3105. 

(b) '" * * 
(6) Take or authorize the taking of de

positions or answers to requests for admis
sion; 

* * * * * 
(c) This section is applicable on the date 

that final regulations are published in the 
Federal Register. 

Par. 24. Section 10.73 is removed. 

§ 10.73 [Removed] 

Par. 25. Section 10.72 is redesignated 
as § 10.73. 

§10.72 [Redesignated as §10.73] 

Par. 26. Section 10.71 is redesignated 
as § 10.72. 

§10.71 [Redesignated as §10.72] 

Par. 27. New § I 0.71 is added to read as 
follows: 

§l0.71 Discoverv. 

Ca) In general. Discovery may be per
mitted, at the discretion of the Adminis
trative Law Judge, only upon written mo
tion demonstrating the relevance, materi
ality and reasonableness of the requested 
discovery and subject to the requirements 
of § 1O.72(d)(2) and (3). Within 10 days 
of receipt of the answer, the Administra
tive Law Judge will notify the parties of 
the right to request discovery and the time
frames for filing a request. A request for 
discovery, and objections, must be filed in 
accordance with § 10.68. In response to a 
request for discovery. the Administrative 
Law Judge may order: 

(I) Depositions upon oral examination; 
or 

(2) Answers to requests for admission. 
(b) Depositions upon oral examination. 

(I) A deposition must be taken beforc an 
officer duly authorized to administer an 
oath for general purposes or before an of
ficer or employee of the Internal Revenue 
Service who is authorized to administer an 
oath in Federal tax law matters. 

(2) In ordering a deposition, the Ad
mini strati ve Law Judge will require rea
sonable notice to the opposing party as to 
the time and place of the deposition. The 
opposing party, if attending, will be pro
vided the opportunity for full examination 
and cross-examination of any witness. 

(3) Expenses in the reporting of deposi
tions shall be borne by the party at whose 
instance the deposition is taken. Travel 
expenses of the deponent shall be borne 
by the party requesting the deposition, un
less otherwise authorized by Federal law 
or regulation. 

(c) Requests for admissioll. Any party 
may serve on any other party a written 
request for admission of the truth of any 
matters which are not privileged and are 
relevant to the subject matter of this pro
ceeding. Requests for admission shall not 
exceed a total of 30 (including any sub
parts within a specific request) without 
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the approval from the Administrative Law 

Judge. 
(d) Limiwtioll.l. Discovery shall not be 

authorized if-
I I) The request fails to meet any re

quirement set forth in paragraph (a) of this 

sectIOn: 
(.2) It wi II unduly delay the proceeding: 
(3) It will place an undue burden on 

the party required to produce the discovery 
sought; 

(4) It is frivolous or abusive: 
(5) It is cumulative or duplicative: 
(6) It is privileged or otherwise pro

tected from disclosure by law: 
(7) It relates to mental impressions. 

conclusions. or legal theories of any party, 
attorney. or other representative. of a party 
prepared in anticipation of a proceeding; 
or 

(g) It is available generally to the pub
lie. equally to the parties, or to the party 
seeking the discovery through another 
source. 

(e) Failure to comply. Where a party 
fails to comply with an order of the Admin
istrative Law Judge under this section. the 
Administrative Law Judge may, among 
other things. infcr that the information 
would be adverse to the party failing to 
provide it. exclude the inforn1ation from 
evidence or issue a decision by default. 

(f) Other discovery. No discovery other 
than that specifically provided for in this 
section is permitted. 

(gl Effecti"e date. This scction is appli
cable to proceedings initiated on or after 
the date that final regulations are published 
in the Federal Register. 

Par. 28. Newly designated §10.72 is 
amended by: 

I. Revising paragraph (a). 
2. Redesignating paragraphs (b), (c) 

and (d) as paragraphs (d). (e) and (f), re
spectively. 

3. Adding new paragraphs (b) and (c). 
4. Revising newly designated para

graph (d) 
5. Adding a new paragraph (g). 
The additions and revisions read as fol

lo\\"s: 

.~/(}.72 Hcurings. 

(,l) III gClll'ml-( I) Presiding officer. 
,\n Administrative Law Judge will preside 
at the h<.?aring on a complaint filed under 
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§ 10.60 for the sanction of a practitioner. 
employer, firm or other entity, or appraiser. 

(2) Time for hearing. Absent a deter
mination by the Administrative Law Jud"e 

e 
that, in the interest of justice, a hearing 
must be held at a later time, the Adminis
trative Law Judge should. on notice suffi
cient to allow proper preparation, schedule 
the hearing to occur no later than ISO days 
after the time for filing the answer. 

(3) PlVcedural requirements. (i) Hear
ings will be stenographically recorded and 
transcribed and the testimony of witnesses 
will be taken under oath or affirmation. 

(ii) Hearings will be conducted pur
suant to 5 U.S.c. 556. 

(iii) A hearing in a proceeding re
quested under § IO.S2(g) will be conducted 
de novo. 

(iv) An evidentiary hearing must be 
held in all proceedings prior to the is
suance of a decision by the Administrative 
Law Judge unless-

(A) The Director of the Office of Pro
fessional Responsibility withdraws the 
complaint; 

(B) A decision is issued by default pur
suant to § 1O.64( d); 

(C) A decision is issued under 
§1O.82(e); 

(D) The respondent requests a decision 
on the written record without a hearing: or 

(E) The Administrative Law Judge 
issues a decision under §1O.6S(d) or by 
virtuc of ruling on another motion that 
disposes of the case prior to the hearing. 

(b) ClVss-examination. A party is enti
tled to present his or her case or defense by 
oral or documentary evidence, to submit 
rebuttal evidence, and to conduct cross-ex
amination, in the presence of the Admin
istrative Law Judge, as may bc required 
for a full and true disclosure of the facts. 
This paragraph (b) does not limit a party 
from presenting evidence contained within 
a deposition when the Administrative Law 
Judge determines that the deposition has 
been obtained in compliance with the rules 
of this subpart D. 

(c) Prehearing memorandum. Unless 
otherwise ordered by the Administrative 
Law Judge, each party shall file, and 
serve on the opposing party or the op
posing party's representative, prior to any 
hearing, a prehearing memorandum con

taining-

(I) A list (together with a copy) of all 
proposed exhibits to be used in the party's 

case in chief: 
(2) A list of proposed witnesses. includ

ing a synopsis of their expected testimony, 
or a statement that no witnesses will be 
called; 

(3) Identification of any proposed ex
pert witnesses, including a synopsis of 
their expected testimony and a copy of 
any report prepared by the expert or at his 
or her direction; and 

(4) A list of undisputed facts. 
(d) Publicity of proceedings-OJ /11 

general. Except as provided in paragraph 
(d)(3) of this section, all hearings before 
the Administrative Law Judge, all plead
ings filed with the Administrative Law 
Judge, all evidence received by the Ad
ministrative Law Judge, and all reports 
and decisions of the Administrative Law 
Judge in a proceeding under Subpart D 
will, subject to paragraph (d)(3) of this 
section, be public and open to inspection. 
Copies of these documents may, at the 
Secretary's discretion, be made publicly 
available on the Internal Revenue Service 
webpage (www.irs.gov) or through other 
means. 

(2) Returns and return infol7nation-(i) 
Disclosure to practitioner or appraiser. 
Pursuant to section 6103(1)(4 )(A) of the In
ternal Revenue Code, the Secretary, or his 
or her delegate, may disclose returns and 
return information, upon written request, 
to any practitioner or appraiser, or to the 
authorized representative of such practi
tioner or appraiser, whose rights are or may 
be affected by an administrative action or 
proceeding under subpart 0, but solely for 
use in such action or proceeding and only 
to the extent that the Secretary, or his or 
her delegate, determines that such returns 
or return information are or may be rele
vant and material to the action or proceed
ing. 

(ii) Disclosure to officers and employ
ees of the Department of Treasury. Pur
suant to section 6103(1)(4)(B) of the Inter
nal Revenue Code, the Secretary may dis
close returns and return information to of
ficers and employees of the Department of 
the Treasury for use in any action or pro
ceeding under subpart D, to the cxtent nec
essary to advance or protect the interests of 
the United States. 

(iii) Use of returns and return infor
mation. Recipients of returns and return 



information under this paragraph (d)( 2) 

may use such returns or return information 
solely in the action or proceeding, or in 
preparation for the action or proceeding, 

with respect to which the disclosure was 

made. 
(iv) Procedures for disclosure of re

tums and return inj"ormation-(A) Re
quests for iJ~f()rmation. Thc practitioner 
or appraiser, or his or her authorized rep
resentative, may request returns or return 
information for use in the action or pro
ceeding, or preparation for such action 
or proceeding in accordance with the re
quirements of section 6103(1)(4 )(A) of the 

Internal Revenue Code. The practitioner 
or appraiser, or his or her authorized repre

sentative, may not obtain returns or return 
information from the Internal Revenue 
Service for use in a disciplinary proceed
ing under subpart D through any other 

process or procedure. 
(B) Responding to requests for inf()f'

mation. The Secretary will respond to a 
properly constituted written request for re
turns or return information made pursuant 
to paragraph (d)(2)(iv)(A) of this section 

by providing-
(1) To the extent authorized by sec

tion 6103(1)(4 )(A) of the Internal Revenue 
Code, returns or return information re
quested by the practitioner or appraiser, 
coded for identifying all third party tax
payers; 

(2) A key to the coded information; 
(3) A letter informing the practitioner 

or appraiser, and his or her authorized rep
resentative, of the restrictions on the use 
and disclosure of thc returns and return in
formation, the applicable damages remedy 
under section 7431 ofthe Internal Revenue 
Code, and that unauthorized disclosure of 
information provided by the Internal Rev
enue Service under this paragraph (d)(2) is 

also a violation of this part. 
(C) Filing documents. The parties must 

redact from all documents filed with the 
Administrative Law Judge (including at
tachments and exhibits) any names. ad
dresses or other identifying details of third 
party taxpayers and replace such informa
tion with the code assigned to the corre

sponding taxpayer. 
(D) Oral testimony. The parties shall 

provide a key to the coded third party re
turns and return information described in 
paragraph (d)(2)(iv)(B) of this section to 

each person giving oral testimony before 

the Administrative Law Judge, but only 
to the extent relevant to the person's tes
timony. The Administrative Law' Judge 
should direct all persons giving oral tes

timony to use the code during such testi
mony, or, if impractical, issue a protective 
order in accordance with paragraph (d)(3) 
of this section. 

(3) Prolectil'e /IIeu.llIres-(i) Mandu

tol"\' protectil"(, order. If redaction of 
names, addresses, and other identifying 

information of third parties would render 
documents unintelligible for use in the 

proceeding or may still permit indirect 
identification of any third party taxpayer. 
the Administrative Law Judge will is
sue a protective order to ensure that such 
identifying information is available to the 
parties and the Administrative La",,' Judge 
for purposes of the proceeding. but is not 
disclosed to, or open to inspection by, the 
public. 

(ii) Authori::ed orders. (A) Upon mo
tion hy a party or any other affected per
son, and for good cause shown, the Admin
istrative Law Judge may make any order 
which justice requircs to protect any per
son in the event disclosure of information 
is prohibited by law, privileged, confidcn
tial, or sensitive in some other way, includ

ing, but not limited to. onc or more of the 
following-

(I) That disclosure of information be 
made only on specified term~ and condi
tions, including a designation of the time 

or place; 
(2) That certain matters not be inquired 

into, or that the inquiry be limited to cer
tain matters or to any other extent; 

(3) That the hearing or deposition be 

conducted with no one prcsent cxccpt 
persons designated by the Administrative 
Law Judge; 

(4) That a deposition or any written ma
terials be sealed, and be opened only by or
der of the Admini~trative Law Judge: 

(5) That a trade ~ecret or other informa

tion not be disclosed, or be disclosed only 

in a designated way: and 
(6) That the parties simultaneously file 

specified documents or information en
closed in sealed cnvclopcs to be opened 
only as directed by the Administrative 

Law Judge. 
(B) If a discovery request has been 

madc, then the movant shall attach as an 
exhibit to a motion for a protective order 
under this section a copy of any discCl\'ery 

request in respect of which the motion is 
filed. 

(iii) {)clliO/s If a motion for a protec

tive order is denicd in whole or in part. 
then the Administrative Law Judge may, 

on such terms or conditions as he or she 
deems just. order any party or person to 
comply with. or respond in accordance 
with, the procedure involved. 

(i v) Concilisioll o{ Proceedings. At the 
conclusion of a proceeding the Secrctary, 
or his or her delegate. shall ensure that 
all returns and return information, includ
ing the names, addre~ses or other identi
fying details of third party taxpayers, are 
redacted and replaced with the code as
signed to the corresponding taxpayer in all 
documents prior to such documents being 
made available for further public inspec
tion. 

(g) Effectil'e date. This section is appli
cable on the date that final regulations are 
published in the Federal Register. 

Par. 29. Newly designated SIO.73 is 

amended by: 
I. Revising paragraph (b). 
2. Redesignating paragraphs (c), (d). 

and (e) as paragraphs (d), (e), and (tl re

spectively. 
3. Adding new paragraphs (c) and (g). 
4. Revising newly designated para

graph (d). 
The revisions and additions read as fol

lows: 

.910.73 EI'idcnce. 

* * * * * 
(b) Depositions. The deposition of any 

witness taken pur~uant to S Hl.71 may be 
admitted into evidence in any proceeding 
instituted under S 10.60 

(c) Requests Fir admissiol1. Any matter 
admitted in response to a reque~t for ad
mission under ~IO.71 is conclusivcly es
tablished unless the Administrative Law 

Judge on motion permits WIthdrawal or 
modification of the admission. Any ad
mission made by a party is for the purposes 
of the pending action only and is not an ad
mission by such party for any other pur
pose, nor may it be used against such party 
in any othcr proceeding. 

(d) Proo{ o{ documents. Official docu

ments. records. and paper~ of the Internal 
Revenue Service and the Office of Profes
"ional Respol\"ibility are aumis<.,ihle in C\'-
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idence \\ ithout the production of an offi
cer or employee to authenticate them. Any 
\uch documents. records. and papers may 
be evidenced by a copy attested or identi
fied by an officer or employee of the Inter
nal Revenue Service or the Treasury De
partment. as the ca,e may be. 

(g) E{t('Cfil'c dUfl'. This section is appli
cable on the date that final regulations are 
publi\hed in the Federal Register. 

P,lf ~() Section 10.76 is revised to read 
a, follows: 

~ 10.70 Decision or Admilli.ltrufil'e Lmr 

Judge. 

(a) In gcncrul-( I) Hcarings, Within 
I XO days after the conclusion of a hear
ing ami the receipt of any proposed find
ing\ and conclusions timely submitted by 
the partIes, the Administrative Law Judge 
should enter a decision in the case. The de
cisionmust include a statement offindings 
and conclusions, as well as the reasons or 
basi, for making such findings and conclu
sions, and an order of censure, suspension, 
disbarment. monetary penalty, disqualifi
cation, or dismissal of the complaint. 

(21 Summary (le/judication. In the event 
that a motion for summary adjudication 
is filed, the Administrative Law Judge 
should rule on the motion for summary 
adjudication within 60 days after the party 
in opposition files a written response, or 
If no written response is filed, within 90 
days after the motion for summary adjudi
cation is filed. A decision shall thereafter 
be rendered if the pleadings, depositions, 
admissions. and any other admissible evi
uence ~how that there is no genuine issue 
of material fact and that a decision may be 
rendered as a matter of law. The decision 
must include a statement of conclusions, 
as well as the reasons or basis for making 
such conclusions, and an order of censure, 
,u'pension. disbarment, monetary penalty, 
disqualification, or dismissal of the com
plaint. 

(3) Relllm.1 lind rClllm illjill'll/arion. 
In the deci,ion. the Administrative Law 
Judge should use the code assigned to third 
party taxpayer~ (descrihed in §IO.72(d». 

(hi Silinilard IItpl'l!o( If the sanction 
is ccn~ure or a suspension of less than six 
1I111nth,' duration. the Administrative Law 
Judge. in rendering findings and conclu
,illll\. \\ ill consider an allegation of fact to 
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be proven if it is established by the party 
who is alleging the fact by a preponderance 
of the evidence in the record. If the sanc
tion is a monetary penalty, disbarment or 
a suspension of six months or longer du
ration, an allegation of fact that is neces
sary for a finding against the practitioner 
must be proven by clear and convincing 
evidence in the record. An allegation of 
fact that is necessary for a finding of dis
qualification against an appraiser must be 
proven by clear and convincing evidence 
in the record. 

(c) Copy of' decision, The Administra
tive Law Judge will provide the decision to 
the Director of the Office of Professional 
Responsibility, with a copy to the Direc
tor's authorized representative, and a copy 
of the decision to the respondent or the re
spondent's authorized representative. 

(d) When final. The decision of the Ad
ministrative Law Judge will become the fi
nal decision of the agency 45 days after the 
date the Administrative Law Judge's deci
sion is served on the parties unless, either 
in response to a petition for review to the 
Secretary, or his or her delegate, filed by 
a party, or on his or her own initiative, the 
Secretary, or his or her delegate, provides 
the written notice described in § 1O.77(e) to 
the parties. 

(e) Effecti!'e date. This section is appli
cable to proceedings initiated on or after 
the date that final regulations are published 
in the Federal Register. 

Par. 31. Section 10.77 is revised to read 
as follows: 

§ 1 0.77 Petitioll fiJr review of decision of 
Administrativc Law Judge. 

(a) Petition for rcview, Any party to the 
proceeding under subpart D may file a pe
tition for review of the decision of the Ad
ministrative Law Judge with the Secretary, 
or his or her delegate. 

(1) Briell. The petition must include a 
brief that states exceptions to the decision 
of the Administrative Law Judge and sup
porting reasons for such exceptions. 

(2) Publicity of re!'iew-(i) In general. 
All petitions and briefs, any responses 
thereto, filed with the Secretary, or his 
or her delegate, and all decisions of the 
Secretary, or his or her delegate, will be 
public and open to inspection. Copies of 
these documents may, at the Secretary's 
discretion, be made publicly available on 

the Internal Revenue Service webpage 
(11'l1'll'.irs.gor) or through other means, 

(ii) Retllms U/1d refilm il(tiJr//1atiOIl, 
The parties must delete from all docu, 
ments filed with the Secretary, or his or 
her delegate, (including attachments and 
exhibits) and the Secretary, or his or her 
delegate, will delete from the decision 
any names, addresses or other identifying 
details of third party taxpayers and replace 
the information with the code assigned to 
third party taxpayers in accordance with 
§l0,72(d). 

(b) Time and place forfi/ing (!j'petitiOIl 
for review. The petition for review, and 
brief. must be filed, in duplicate, with the 
Director of the Office of Professional Re, 
sponsibility within 30 days of the date that 
the decision of the Administrative Law 
Judge is served on the parties. The Direc, 
tor of the Office of Professional Respon
sibility will immediately furnish a copy of 
the petition to the Secretary or his or her 
delegate who decides appeals. A copy of 
the petition for review must be sent to any 
non-petitioning party. If the Director of the 
Office of Professional Responsibility files 
a petition for review, he or she shall certify 
to the respondent that the petition has been 
filed along with a copy of the petition. 

(c) Discretionary reFiew. In determin, 
ing whether to grant review of the deci
sion of the Administrative Law Judge, the 
Secretary, or his or her delegate, may can, 
sider whether the petition for review shows 
that-

(I) A prejudicial error was likely com, 
mi tted in the conduct of the proceeding; or 

(2) The decision-
(i) Likely contains a finding or conclu

sion of material fact or conclusion of law 
that is clearly erroneous; or 

(ii) The Secretary, or his or her dele
gate, detennines that such error should be 
reviewed. 

(d) Secretary review other than pur
suant 10 a petition for review. The Secre
tary, or his or her delegate, may, on his or 
her own initiative, order review of any Ad
ministrative Law Judge decision within 45 
days of the date of the decision. 

(e) Notice of review. If the Secretary, 
or his or her delegate, grants a petition for 
review or orders review on his or her own 
initiative, the Secretary, or his or her dele
gate, will notify the partie" within 45 days 
from the date the decision of the Adminis-



trative Law Judge is served on the parties, 
that-

(1) The decision of the Administrative 
Law Judge has been taken under review by 
the Secretary, or his or her delegate; 

(2) No final agency decision has been 
made; 

(3) The action of thc Administrative 
Law Judge, including the decision and or
der, is inoperative pcnding review by the 
Secretary, or his or her delegate; and 

(4) A final decision of the agency to be 
made by the Secretary is required before 
judicial review can be obtained. 

(f) Deemed denial. A petition for re
view will be deemed to be denied where 
the Secretary. or his or her delegate, issues 
no notice of review. 

(g) Interlocutory review. The Secre
tary will not review an Administrative Law 
Judge's ruling prior to the Administrative 
Law Judge rendering a decision that would 
dispose of the entire proceeding. 

(h) Effectil'e date. This section is appli
cable on the date that final regulations are 
published in the Federal Register. 

Par. 32. Section lO.n is revised to read 
as follows: 

§JO.78 Decision on reFiew. 

(a) Scope of review. If the Secretary, or 
his or her delegate, provides written notice 
to the parties pursuant to § 10.77 that a de
cision of the Administrative Law Judge is 
under review. the Secretary. or his or her 
delegate, may affirm, reverse, modify, set 
aside or remand for further proceedings, in 
whole or in part, the decision by the Ad
ministrative Law Judge and may make any 
findings and conclusions that in his or her 
judgment are proper and on the basis of the 
record. The decision of the Administrative 
Law Judge will not be reversed unless it is 
established that the decision is clearly erro
neous in light of the evidence in the record 
and applicable law. Issues that are exclu
sively matters of law will be reviewed de 
1101'0. In the event that the Secretary, or 
his or her delegate, determines that there 
are unresolved issues raised by the record, 
the case may be remanded to the Adminis
trative Law Judge to elicit additional testi
mony or evidence. A copy of the agency 
decision will be provided by the Secretary, 
or his or her delegate, contemporaneously 
to the Director of the Office of Professional 

Responsibility and the respondent or their 
authorized representatives. 

(b) Record 011 reFie\\'. The Director of 
the Office of Professional Responsibility 
must provide the entire record, including 
copies of any petition for review. brief, and 
any reply brief, to the Secretary, or his or 
her delegate, within 30 days of the date 
the Secretary, or his or her delegate, pro
vides written notice to the parties pursuant 
to § 10.77 that a decision of the Administra
tive Law Judge is under review. The Direc
tor of the Office of Professional Respon
sibility shall certify to the respondent that 
such documents have been so provided. 

(c) Reply alld supplemental brief~. The 
Secretary, or his or her delegate, may order 
the filing of a reply brief that responds to 
the petition for review, either before the 
period for notice of review expires or after 
a notice of review is issued. The Secretary, 
or his or her delegate, may order the parties 
to fi Ie supplemental briefs on any or all 
issues. 

(d) Effective date. This section is appli
cable on the date that final regulations are 
published in the Federal Register. 

Par. 33. Section 10.82 is amended by 
revising paragraph (b) and adding para
graph (h) to read as follows: 

~JO.82 Expedited sllspensioll. 

* * * * * 
(b) To whom applicable. This section 

applies to any practitioner who, within five 
years of the date a complaint instituting a 
proceeding under this section is served: 

(1) Has had his or her license to prac
tice as an attorney, certified public accoun
tant, or actuary suspended or revoked for 
cause (not including failure to pay a pro
fessionallicensing fee) by any authority or 
court, agency, body, or board described in 
§ 1 0.51(a)(11). 

(2) Has, irrespective of whether an ap
peal has been taken, been convicted of any 
crime under title 26 of the United States 
Code, any crime involving dishonesty or 
breach of trust, or any felony for which the 
conduct involved renders the practitioner 
unfit to practice before the Internal Rev
enue Service. 

(3) Has violated conditions imposed on 
the practitioner pursuant to § 10. 79(d). 

(4) Has demonstrated a pattern of egre
gious conduct by-

(i) Failing to file a return or pay a tax, 
required annually hy the Internal Rnenue 
Code, during three of the five immediately 
proceeding taxable years; or 

(ii) Failing to file a return or pay a tax, 
required more freyuently than annually hy 
the Internal Revenue Code. during tOllr of 
the seven immediately proceeding tax pe
riods; and 

(iii) Is not in compliance with his or 
her Federal tax ohligations at the time the 
notice of suspension is issued under para
graph (f) of this section. 

(5) Has been sanctioned by a court of 
competent jurisdiction, whether in a civil 
or criminal proceeding (including suits for 
injunctive relief), relating to a taxpayer's 
tax liability or relating to the practitioner's 
own tax liability. for-

(i) Instituting or maintaining procced
ings primarily for delay; 

(ii) Advancing frivolous or groundless 
arguments; or 

(iii) Failing to pursue available admin
istrative remedies. 

* * * * * 
(h) Effectil'e date. This section is appli

cable on the date that final regulations are 
published in the Federal Register. 

Par. 34. Section 10.90 is revised to read 
as follows: 

§ 1 O. 90 Rec() rd.\". 

(a) Roste r. The Director of the Office of 
Professional Responsibility will maintain, 
and may make available for public inspec
tion in the time ami manner prescribed by 
the Secretary, or his or her delegate, rosters 
of-

e 1) Enrolled agents, including indIvidu
als-

(i) Granted active enrollment to prac
tice; 

(ii) Whose enrollmcnt has been placed 
in inacti ve status for fai I ure to meet the 
requirements for renewal of enrollment; 

(iii) Whose enrollment has been placed 
in inactive retirement status: and 

(iv) Whose offer of C()I1sent to resign 
from enrollment has been accepted hy the 
Director of the Office of Professional Re

sponsibility under * 10.61; 
(2) Individuals (and employers, firms 

or other entities. if applicable) censured, 
suspended, or disbarred from practice be
fore the Internal Revenue Service or upon 
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\\ hom a monetary penalty \\ a, Impo,ed: 

and 
I)) Di,qualified appraisers, 
(b) Olher rnordl, Other rel·ord ... of the 

Director ot tIll? OtllCe ot Prnk,siollal Re
,pon ... ibility may be di ... clt)Sed upon ... pe
citic reque ... t. In aCUlrdalll'e \\ ith thl' ap
pliclble di"dll ... un: nile, of the Internal 
Re\enue Sl'n ice and the Treasury Depart
ment. 

(b) Etfl'cri\,l' dUll', Thi ...... ectioll i, appli
cable Oil the date that tinal regulations are 
publi ... hed in the Federal Register. 

Par. ) 5, Section I (), L) I is re\lsed to read 
,\'-, follo\\ ,;: 

~ j(J. c) I SUling /IJ"(1I·i,lion. 

Any proceeding in,tituted under this 
part prior to July 26. 2()02. for which a 
final liL'cisioll has not beell reached or 
I'm \\hich judicial re\iew is still available 
\\ ill not be affected by the,e revisions. 
Any proceeding under this part based on 
conduct engaged in prior to the effective 
dales of these revisions, which is instituted 
,Iher that date. ,hall apply subpart D and 
E or this part as rnised. but the conduct 
engaged in prior to the effective date of 
these re\'isions shall be judged by the reg
ulations in effect at the time the conduct 
occurred. 

Mark E, Matthews. 
[)c/!lIt\' COIlllni,l',l'ioncr tin' 
Sen'ice,1 (//1(1 Enti)J"('('lIIcnr. 

Appro\'ed Fehruary 2. 2()()6, 

Arnold I. Havens. 
GCI/cml COl/liSe/, 

Ot!ice (It the Se crc torY. 

I hlL'd h~ till' (Htll"L' {I! 11ll' Fl'lkr,tI R.l'~I'[L'1 l\ll h'hrll,11"\ _'

=1!O(l. 11 til .1.111.. -II1d puhll"hl..'d In till: 1""llL' (If the h,JI'Lti 
R.l'~lql'l I\lI h'hnLlr~ ~ =I)()() 71 I~R ()-1--'11 
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Partial Withdrawal of Notice of 
Proposed Rulemaking, Notice 
of Proposed Rulemaking, and 
Notice of Public Hearing 

Escrow Accounts, Trusts, and 
Other Funds Used During 
Deferred Exchanges of 
Like-Kind Property 

REG-113365-04 and 
REG-209619-93 

AGENCY: Internal Revenue Service 
(IRS). Treasury. 

ACTION: Partial withdrawal of notice of 
propo~ed rulemaking. notice of proposed 
rulemaking. and notice of public hearing. 

SUMMARY: This document withdraws in 
part a notice of proposed rulemaking un
der section 468B of the Internal Revenue 
Code (Code) relating to the taxation amI 
reporting of income earned on qualified 
settlcment funds and certain other funds. 
trusts, and escrow accounts. This docu
Illent also contains proposed regulations 
under section 4fl8B regarding the taxa
tion of the income earned on escrow ac
counts. trusts. and other funds used dur
ing deferred exchanges of like-kind prop
erty. and proposed regulations under sec
tion 7872 regarding below-market loans to 
facilitators of these exchanges. The pro
posed regulations affect taxpayers that en
gage in deferred like-kind exchanges and 
escrow holder~. trustees. qualified inter
mediaries. and others that hold funds dur
ing deferred like-kind exchanges. This 
document also provides notice of a public 
hearing on these proposed regulations. 

DATES: Written or electronic comments 
must be recei ved by May 8. 2006. Outlines 
of topics to he discussed at the public hear
ing scheduled for June 6. 2006. at 10 a.m. 
nlU ... t be received by May 16.2006. 

ADDRESSES: Send submissions to 
CC:PA:LPD:PR (REG-I I 33fl5-04). room 
5203. Internal Re\enue Service. POB 
7604. Ben Franklin Station. Washing
ton. DC 20()44. Submissions may be 
hand dt:! i \ered Monday through Friday 
between the hours of 8 a.m. and 4 p,m, 
to CC:PA:LPD:PR (REG-I 13365-04). 

couner" s desk. Internal Re\ enue Ser
vice. IIII COllslItllti(ln :\\l'nue. NW, 
Washlllgton. DC. Alternati \ ely. tax
payers may submit electronic com
ments directly to the IRS internet site at 

\\'\\·l\'.irs.gol'lrl'g,\ or \ ia thl' Federal eRule
making Portal ,It \\'\\'\\'. reguliltions.gor 

(IRS-REG-I 13365-ll4). The public hear
ing will be held in the auditorium. Internal 
Revenue Building. 1III Constitution A\,
enue. NW. Washington. DC. 

FOR FURTHER INFORMATION 
CONTACT: Concerning the pro
posed regulations under section 468B. 
A. Katharine Jacob Kiss. (202) 622-4930; 
concerning the proposed regulations un
der sectioll 7872. David Silber, (202) 
622-3930: concerning submission of COI11-

ments, the hearing. and/or to be placed on 
the building access list to attend the hear
ing. Trecna Garrett, (202) 622-3401 (not 
toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

This document withdraws * 1.468B-6 
of a notice of proposed rulemaking 
(REG-2096 I Sl-93. 1999-1 C.s. 689) 
relating to the taxation of qualified set
tlement funds and certain other escrow 
accounts, trusts, and funds under section 
468B(g) that was published in the Fed
eral Register (64 FR 4S0 I) on February 
I. 1999 (the 1999 proposed regulations). 
This document contains new proposed reg
ulations that provide rules under sections 
468B(g) and 7872 regarding the taxation 
of qualified escrow accounts, qualified 
trusts. and other escrow accounts, trusts, 
or funds used during section 1031 deferred 
exchanges of like-kind property. 

Section 468B was added by section 
1807(a)(7)(A) of the Tax Reform Act of 
1986 {public Law 99-514. 100 Stat. 2814) 
and was amended by section 1018(f) of 
the Technical and Miscellaneous Revenue 
Act of 1988 (Public Law lOO-647. 102 
Stat. 3582). Section 468B(g) provides 
that nothing in any provision of law shall 
be construed as providing that an escrow 
account. settlement fund, or similar fund 
is not subject to current income tax. and 
that the Secretary shall prescribe regula
tions providing for the taxation of such 
accounh or funds whether as a grantor 
trust or otherwise. 



Section 7872 was added to the Internal 
Revenue Code by the Tax Reform Act of 
1984 (Public Law No. 98-369, 98 Stat. 
494). Section 7872 provides rules for 
certain direct and indirect below-market 
loans enumerated in section 7872(c)(l). 
The legislative history of section 7872 
states that the term loan is to be inter
preted broadly for purposes of section 
7872, potentially encompassing any trans
fer of money that provides the transferor 
with a right to repayment. See H.R. Rep. 
98-861, 98th Cong., 2d Sess. 1018 (1984). 

In general, section 7872 recharac
terizes a below-market loan (a loan in 
which the interest rate charged is less 
than the applicable Federal rate (AFR)) as 
an arm's-length transaction in which the 
lender makes a loan to the borrower at the 
AFR, coupled with an imputed payment 
or payments to the borrower sufficient 
to fund all or part of the interest that the 
borrower is treated as paying on that loan. 
The amount, timing, and characterization 
of the imputed payments to the borrower 
under a below-market loan depend on the 
relationship between the borrower and the 
lender and whether the loan is character
ized as a demand loan or a term loan. 

Written comments responding to the 
1999 proposed regulations under section 
468B were received. A public hearing 
was held on May 12, 1999. After consid
eration of all the comments, portions of 
the 1999 proposed regulations are adopted 
in a Treasury decision (T.D. 9249) pub
lished elsewhere in this issue of the Bul
letin. The rules relating to the taxation 
of qualified escrow accounts, qualified 
trusts, and other escrow accounts, trusts, 
or funds used during deferred exchanges 
of like-kind property under section 1031 
have been substantially revised and are 
reproposed in this notice of proposed 
rulemaking. All comments received in 
connection with the 1999 proposed regu
lations will continue to be considered in 
finalizing these proposed regulations. 

Explanation of Provisions and 
Summary of Comments 

1. OveflJiew 

Section 1.468B-6 of the 1999 proposed 
regulations provides rules for the current 
taxation of income of a qualified escrow 
account or qualified trust used in a sec-

tion 1031 deferred exchange of like-kind 
property. The 1999 proposed regulations 
provide that, in general, the taxpayer (the 
transferor of the property) is the owner of 
the assets in a qualified escrow account 
or qualified trust and must take into ac
count all items of income, deduction, and 
credit (including capital gains and losses) 
of the qualified escrow account or qual
ified trust. However, if, under the facts 
and circumstances, a qualified intermedi
ary or transferee has the beneficial use and 
enjoyment of the assets, thcn the qualified 
intermediary or transferee is the owner of 
the assets in the qualified escrow account 
or qualified trust and must take into ac
count all items of income, deduction. and 
credit (including capital gains and losses) 
of the qualified escrow account or quali
fied trust. The 1999 proposed regulations 
further provide that. if a qualified inter
mediary or transferee is the owner of the 
assets transferred. the transaction may be 
characterized as a below-market loan from 
the taxpayer to the owner to which section 
7872 may apply. 

The comments received reflect dif
fering interpretations of the 1999 pro
posed regulations and disagreement on the 
proper rules for taxing these transactions. 
The comments address three major issues 
(I) whether § 1.468B-6 should apply to all 
funds and accounts maintained by qual
ified intermediaries to facilitate deferred 
like-kind exchanges as well as to qualified 
escrow accounts and qualified trusts (the 
scope of the rules); (2) whether the regu
lations should adopt a per se rule in place 
of the facts and circumstances ownership 
test; and (3) whether these arrangements 
may be properly characterized as loans. 
Other comments requested clarification of 
the information reporting provisions. 

2. Scope of the Rule 

Section l.l 031 (k)-1 (g) of the Income 
Tax Regulations provides safe harbors that 
allow taxpayers to engage in deferred ex
changes of like-kind property and to avoid 
being determined to be in actual or con
structive receipt of the proceeds from the 
sale of the taxpayers' relinquished prop
erty during the exchange period. The pro
ceeds may be held in a qualified escrow 
account or qualified trust or may be held 
by a qualified intermediary. The 1999 pro
posed regulations address the treatment of 

only qualified escrow accounts and quali
fied trusts whether or not used by a qual
ified intermediary, and do not addres~ ac
counts or funds used by a qualified inter
mediary that are not qualified escrow ac
counts or qualified trusts. 

Commentators on the 1999 proposed 
regulations ~tated that qualified intermedi
aries may maintain funds in accounts that 
are not qualified escrow accounts or quali
fied trusts. including accounts in which the 
proceeds of a disposition of relinquished 
property are commingled with other as
sets, such as the proceeds from deferred 
like-kind exchanges entered into by other 
taxpayers. Some commentators recom
mended applying the rules of § 1.468B-6 
to income earned on amounts held in any 
escrow account. trust, or other account or 
fund used by a qualified intermediary in 
connection with a deferred like-kind ex
change. They suggested that the limited 
scope of the 1999 proposed regulations 
may result in uncertainty and inconsistent 
treatment of the different types of accounts 
that may be used for similar purposes in 
deferred like-kind exchanges. 

Other commentators took the contrary 
position, that is. that applying the rules 
proposed in 1999 to accounts other than 
qualified escrow accounts or qualified 
trusts is inappropriate. One commentator 
stated that at least one party (either the 
taxpayer or the qualified intermediary) 
is taxed on the income earned on every 
account used by a qualified intermediary. 
Therefore, the commentator reasoned, be
cause there are no instances of homeless 
income (income that is not currently being 
taxed because the identity of the taxpayer 
has yet to be determined), applying the 
proposed regulations to escrow accounts 
or funds that are not qualified escrow 
accounts or qualified trusts would not ad
vance the purpose of the statute. Another 
commentator opined that section 46HB 
was intended to apply only to segregated 
accounts. 

Other commentators urged that the 
1999 proposed regulations be finalized 
without change or that the appropriate 
rules for taxation of accounts used in 
deferred like-kind exchanges other than 
qualified escrow accounts and qualified 
trusts should be considered at a later time. 

The IRS and the Treasury Department 
have concluded that the same rules should 
apply to all escrow account~. trusts. and 

2006-1 C.B. 581 



funds u,ed during deferred exchanges to 
provide certainty and consistency of treat
ment. Additionally. the IRS and the Trea
sury Department have concluded that the 
rules should apply equally to escrow ac
counts. trusts. and funds used during ex
changes that are intended to qualify as like
kind but fail to satisfy a requirement of 
section 1031. Therefore. these regulations 
propose to apply to c.rciwlIgc fimds. de
fined as the relinquished property (if held 
in kind). cash. or cash equivalent that se
cures an obligation of a transferee to trans
fer replacement property. or the proceeds 
from a transfer of relinquished property. 
held in a qualified escrow account. qual
ified trust. or other escrow account. trust. 
or fund during a defelTed exchange. 

3. Facts alld Circumstances Ownership 
Test 

Under the 1999 proposed regulations, 
the taxpayer generally is treated as the 
owner of a qualified escrow account or 
qualified trw,t and is taxed on the income. 
If. under thc facts and circumstances, how
ever, a qualified intermediary or transferee 
has the beneficial use and enjoyment of the 
assets in the account, the qualified interme
diary or transferee is the owner and is taxed 
on the income. The 1999 proposed regula
tions provide three factors that will be con
sidcrcd in addition to other relevant facts 
and circumstances in determining whether 
the transferee or qualified intermediary, 
rather than the taxpayer. has the beneficial 
use and enjoyment of the assets of the ac
count or trust (I) who enjoys the use of the 
earnings of the account or trust; (2) who 
receives the benefit from appreciation in 
the value of the assets; and (3) who bears 
any risk of loss from a decline in the value 
of the assets. The 1999 proposed regula
tions include two examples that conclude 
that the taxpayer is the owner of the assets 
if the income from a qualified escrow ac
count or qualified trust is paid to the quali
fied intermediary or transferee as compen
sation for services performed for the tax
payer. Sce Old C%m' Trust I'. COl11mis
si(lIIer. 279 U.S. 716 (1929). 

Some commentators recommended that 
the facts and circumstances test be elim
inated and that the regulations provide a 
per sc rule that the taxpayer must always 
take into account all items of income, de
duction. and credit (including capital gains 
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and losscs) of the exchange funds in com
puting the taxpayer's income tax liabil
ity. They suggested that the taxpayer al
ways owns the exchange funds and any 
income earned on the funds that is re
tained by the qualified intermediary con
stitutes compensation to the qualified in
tennediary for services rendered to the tax
payer in facilitating the deferred like-kind 
exchange. Therefore, consistent with the 
principles of Old Colony Trust, the tax
payer should be taxed on all the earnings 
in all cases. 

Other commentators urged that the facts 
and circumstances test should be retained. 
They stated that like-kind exchanges are 
often structured so that a qualified inter
mediary has all the benefits and burdens of 
ownership of the exchange funds and that, 
in those circumstances, a qualified inter
mediary is the owner of the assets under 
general tax principles. These commenta
tors explained that qualified intermediaries 
frequently charge separately stated fees 
that are the same if the earnings are paid 
to the taxpayer or retained by the qualified 
intermediary. indicating, they asserted, 
that the qualified intermediary's retention 
of the income is not properly character
ized as compensation for services. These 
commentators further suggested, there
fore, that in appropriate cases the qualified 
intermediary is the actual owner of the 
assets and the Old Colony Trust doctrine 
is inapplicable. These commentators also 
recommended that the rules should be 
sufficiently broad to permit parties to de
ferred like-kind exchanges flexibility in 
structuring the transactions, for example 
in the disposition of the income earned 
and in the use of commingled rather than 
segregated accounts. 

A commentator recommended modify
ing the ownership rule to allow the alloca
tion of the tax liability among the parties to 
the exchange and the qualified intermedi
ary to the extent that those parties actually 
sharc the income earned on a qualified es
crow account or qualified trust. 

To enhance administrability, provide 
greater certainty, and ensure consistent 
treatment of taxpayers, these proposed 
regulations eliminate the facts and cir
cumstances ownership test and propose 
specific rules that determine whether the 
income of an escrow account, trust, or 
fund used in a deferred like-kind exchange 
is taxed to the taxpayer or to an exchange 

facilitator. which is a qualified intemledi
ary. transferee. or other party that holds the 
exchange funds. These rules are discussed 
further below. 

Because the ownership test has been 
eliminated. these proposed regulations 
also eliminate the requirement in the 1999 
proposed regulations that the parties pro
vide a statement to the escrow holder or 
trustee when the taxpayer is not the owner 
of the assets. 

4. Loan Treatment 

One commentator argued that the treat
ment of a qualified intermediary as ac
quiring the relinquished propcrty under the 
section 1031 regulations applies solely for 
purposes of section 1031. Thi s commenta
tor suggested that proceeds from the sale of 
the relinquished property in a deferred ex
change are properly characterized in one of 
only two ways: (1) the taxpayer owns the 
funds and is taxed on the earnings; or (2) 
under section 7872, the taxpayer is treated 
as lending the funds to the qualified inter
mediary, in which case the qualified inter
mediary (or exchange facilitator) owns the 
funds and is treated as paying interest on 
the loan. The commentator also urged that, 
for reasons of administrati ve convenience, 
the parties should be permitted to elect ei
ther characterization and the rules should 
apply prospectively. 

Other commentators stated that, if a 
qualified intermediary has the benefits and 
burdens of ownership, the funds are owned 
by the qualified intermediary and not the 
taxpayer, and therefore could not be loaned 
by the taxpayer. Because the taxpayer is 
deemed not to have actual or constructive 
receipt of the exchange funds under the 
rules of § 1.1031 (k)-I, these commentators 
reasoned that a taxpayer cannot lend assets 
it does not possess. 

The IRS and the Treasury Department 
agree with the comment that exchange 
funds held by exchange facilitators in 
connection with deferred like-kind ex
changes are propcrly characterized either 
as the taxpayer's funds or as loans from 
the taxpayer to the qualified intermediary 
or other exchange facilitator. Character
izing the exchange funds as having been 
loaned is consistent with the broad defi
nition of the term loan in the legislative 
history of section 7872. The provisions 
of § 1.1 031 (k)-I stating that the taxpayer 



is deemed to not have actual or construc
tive receipt of the exchange funds if the 
safe harbors apply do not preclude loan 
treatment. These rules permit taxpayers 
to engage in like-kind exchanges on a 
deferred basis but are not statements of 
general tax principles. See §1.l031-I(n). 

Therefore, these proposed regulations 
provide that exchange funds are treated, as 
a general rule, as loaned by a taxpayer to 
an exchange facilitator. and the exchange 
facilitator takes into account all items of 
income, deduction, and credit (including 
capital gains and losses). If, however, 
the escrow agreement, trust agreement, or 
exchange agreement specifies that all the 
earnings attributable to exchange funds 
are payable to the taxpayer, the exchange 
funds are not treated as loaned from the 
taxpayer to the exchange facilitator, and 
the taxpayer takes into account all items of 
income, deduction, and credit (induding 
capital gains and losses). If an cxchange 
facilitator commingles exchange funds 
with other funds (for example, for invcst
ment purposes), all the earnings attribut
able to the exchange funds are treated as 
paid to the taxpayer if the exchange facili
tator pays the taxpayer all the earnings of 
the commingled account that are allocable 
on a pro-rata hasis (using a reasonable 
method that takes into account the time 
that the exchange funds are in the commin
gled account, actual rate or rates of return, 
and the respective principal balances) to 
the taxpayer's exchange funds. Payments 
from the exchange funds, or from the earn
ings attributable to the exchange funds, 
for the taxpayer's transactional expenses 
are treated as first paid to the taxpayer and 
then paid by the taxpayer to the recipient. 
Transactional cxpenses include the costs 
of land surveys, appraisals, title examina
tions, termite inspections, transfer taxes, 
and recording fees. An exchange facili
tator's fee is a transactional expense only 
if the escrow agreement, trust agreement, 
or exchange agreement, as applicable, 
provides that (I) the amount of the fee 
payable to the exchange facilitator is fixed 
on or before the date of the transfer of 
the relinquished property by the taxpayer 
(either by stating the fee as a fixed dollar 
amount in the agreement or determining 
the fee by a formula, the result of which 
is known on or before the transfer of the 
relinquished property by the taxpayer), 
and (2) the amount of the fee is payable 

by the taxpaycr rcgardless of whether the 
earnings attributable to the exchange funds 
are sufficient to pay the fee. 

5 Treatmel1t under Section 7872 o(Lo(llls 
to Exchal1ge Facilit({tors 

The 1999 proposcd regulations provide 
that if a qualified intermediary or trans
feree is the owncr of the assets transferred. 
section 7872 may apply "if the deferred ex
change involves a below-market loan from 
the taxpayer to the owner." 

Several commentators did not agree 
that section 7872 could apply to cxchange 
funds and suggested that the reference 
should be dclctcd. Commentators also 
suggested that, even if a transfer of the 
exchange funds from the taxpaycr to an 
exchange facilitator is a loan, it \vould 
constitute a loan given in consideration for 
the sale or exchange of property (within 
the meaning of section 1274(c)(l» or a 
deferred payment on account of a sale or 
cxchange of property (within the meaning 
of section 483) and would be exempt from 
section 7872 under the rules contained 
in § 1.7872-2(a)(2)(ii) of the proposed 
regulations that were published in the 
Federal Register (LR-165-84. 1985-2 
cn. 812 [50 FR 33553]) 011 August 20, 
1985 (the 1985 proposed regulations). 
These commentators further argued that 
exchange facilitator loans should be ex
empted from section 7872 because those 
loans must be repaid within six months. 
These commentators argued that the sec
tion 1274 exclusion of debt instruments 
payable within six months evidences Con
gress' intent that burdensome reporting 
and recordkeeping requirements should 
not apply to short-term loans. 

Having considered the comments re
ccivcd, thc IRS and the Treasury Depart
ment conclude that section 7872, rather 
than sections 1274 or 4R3, applies to loans 
from taxpayers to exchange facilitators. 
Therefore, these proposed regulations pro
vide special rules under section 7872 for 
the treatment of exchange facilitator loans. 
Under these proposed regulations, an ex
change facilitator 10al1 is a transaction 
that. under § 1.468B-6( c)(1), is treated as 
a loan from the taxpayer to an exchange 
facilitator in connection with a scction 
!O31 deferred exchange. Below-market 
exchange facilitator loans are trcatcd as 
compensation-related loans under section 

7872( c)( I )( B) and are treated as demand 
loans for purposes of section 7XT::'. 

A commentator suggested that. if sec
tion 78T!. applics to these transactions. 
interest should be tested and imputed at 
an alternative rate (similar to the alterna
tive rate in *1.l274--4(a)(iii)) rather than 
at the short-term AFR. These proposed 
regulations provide an alternati ve rate 
(the 182-day rate) for exchange facilitator 
loans for purposes of section 78T!.. ThIS 
rate is equal to the investment rate on a 
182-day Treasury bill dctcrmined on the 
auction date that most closely precedes 
the date that the exchange facilitator loan 
is made. This rate is based on semi-an
nual compounding and may bc found at 
H'H'wspliblicdebt. t rea.l'.gOl '1AIIO F Bills. 
The IRS and the Treasury Department 
request comments regarding alternative 
rates for exchange facilitator loans un
der section 7872. including whether the 
182-day Treasury hill rate is an appropri
ate rate. Notwithstanding * I. 7872-13 of 
the 1985 proposed regulations. the tax
payer and exchange facilitator may use 
the approximate method to determine the 
amount of forgone interest on an exchange 
facilitator loan. 

One commentator urged that a de min
imis exception for loans of exchange 
funds under $10.000,000 should be added 
under § 1.7872-5T because these loans 
are without signi ficant tax effect. Sev
eral other commentators opined that 
* 1. 7872-5T(b)( 14) should exempt loans 
of exchange funds from section 7871 be
cause they are loans without significant 
tax effect. However, the proposed regu
lations provide that exchange facilitator 
loans are not eligible for the exemp
tions listed in * 1.7872-5T(b), including 
* I. 7872-5T(b )(14). An exchange fa
cilitator loan may be excepted from the 
application of section 7871 only if the 
loan qualifics for thc $10,000 de minimis 
exception in section 7872( c )(3) for com
pensation-related loans. 

6. In(()n/wti()n Rcporting 

The 1999 proposed regulations state 
that an escrow holder or trustee must re
port the income of the escrow. trust. or 
fund on Form 1099 in accordance with 
subpart B. Part III. subchapter A, chapter 
61. Subtitlc F of the Code (currently. sec
tions 6041 through 6050T). and prmilie 
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rules for identifying the payee. Several 
commentators expressed concern that 
these pro\isiolb expand the existing infor~ 
mation reporting obligations In sections 
60-l1 through 60.')OT. The 1999 proposed 
regulations were not intended to create 
new information reporting requirements 
but merely to alert responsible persons of 
the potential obligation to report. To clar
ify this intent. these proposed regulations 
provide that a payor must report to the 
extent reqUlred by sections 60-l1 through 
605llT and these regulations. 

To enhance compliance. a commenta
tor recommended that payors should be re
quired to furnish Forms 1099 to corporate 
payees involved in deferred like-kind ex
changes. This suggestion was not adopted 
because it would be inconsistent with pro
visions of sections 6041 through 6050T 
and the regulations thereunder th~.t exempt 
payments to corporations from the infor
mation reporting requirements. 

7. Etfl'Clil'1' Dales 

Sections 1.468B-6 and 1.7872-16 ap
ply. respectively, to transfers of property 
made by taxpayers and to exchange facili
tator loans issued after the date these regu
lations are published as final regulations in 
the Federal Register. Section 1.468B-6 
of these proposed regulations incorporates 
a transition rule similar to the transition 
rule in the 1999 proposed regulations. The 
transition rule provides that, with respect 
to transfers of property made by taxpay
ers after August 16. 1986. but on or before 
the date these regulations are published as 
final regulations in the Federal Register, 
the IRS will not challenge a reasonable. 
consistently applied method of taxation for 
income attributable to exchange funds. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a significant 
regulatory actinn as defined in Executive 
Order l2H66. Therefore. a regulatory as
sessment is not required. An initial regula
tory tlexibility analysis has been prepared 
for this notice of proposed rulemaking un
der ::; U.s.C 603. The analysis is set forth 
belm\" under the heading "Initial Regula
tory Flexibility Analysis." Pursuant to sec
tion 7H05( n of the Code. this notice of pro
posed rulemaking will be submitted to the 
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Chief Counsel for Advocacy of the Small 
Business Administration for comment on 
its impact on small businesses. 

Initial Regulatory Flexibility Analysis 

The reasons for promulgation of these 
rules, and their legal basis, are set forth 
in this preamble under the heading "Back
ground." 

These rules impact exchange facilita
tors that hold exchange funds for taxpay
ers engaging in deferred exchanges of like
kind property. Exchange facilitators may 
be individuals. large entities such as banks, 
or small businesses. The IRS and the Trea
sury Department estimate that nationwide 
there are approximately 325 small busi
nesses providing services as exchange fa
cilitators, primarily as qualified intermedi
aries. For this purpose. a small business 
is defined as a business with annual re
ceipts of up to $1.5 million. as provided 
in the Small Business Administration size 
standards set forth at 13 CFR 121.201 for 
NAICS code 531390 (other activities re
lated to real estate). 

Section 1.468B-6( c )(2) provides that 
exchange funds are not treated as loaned 
to an exchange facilitator if all the earn
ings attributable to the exchange funds are 
paid to a taxpayer. If the exchange facili
tator commingles the exchange funds. the 
exchange facilitator will be required to 
account for the earnings attributable to the 
taxpayer's exchange funds. 

As an alternative to these rules, retain
ing the facts and circumstances test of the 
1999 proposed regulations was considered 
but rejected because the test lacks admin
istrability and is subject to abuse. Other 
alternatives were considered and rejected 
as inconsistent with the statutory require
ments of section 7872. 

The number of transactions involving 
small entities that will be impacted by 
these regulations. and the full extent of 
the economic impact, cannot be precisely 
determined. Exchange facilitators may 
simplify the accounting for the earnings 
attributable to each taxpayer's exchange 
funds held in a commingled account by de
positing each taxpayer's exchange funds 
in a segregated account and paying the 
taxpayer all the earnings of that account. 

Comments are requested on the nature 
and extent of the economic burden im
posed on small entities by these rules and 

on alternatives that would he less burden
some to small entities. 

The IRS and the Treasury Department 
are not aware of any duplicatile. overlap
ping. or contlicting federal rules. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations. consideration 
will be given to any electronic or writ
ten comments (a signed original and eight 
(8) copies) that are submitted timely to the 
IRS. The IRS and the Treasury Department 
specifically request comments on the clar
ity of the proposed regulations and how 
they may be made easier to understand. 
All comments will be available for public 
inspection and copying. 

A public hearing has been scheduled for 
June 6, 2006, at 10 a.m .. in the auditorium, 
Internal Revenue Building, 1111 Constitu
tion Avenue, NW, Washington, DC. Due to 
building security procedures. visitors must 
enter at the Constitution Avenue entrance. 
In addition, all visitors must present photo 
identification to enter the building. Be
cause of access restrictions. visitors will 
not be admitted beyond the immediate en
trance more than 30 minutes before the 
hearing starts. For information about hav
ing your name placed on the building ac
cess list to attend the hearing, see the "FOR 
FURTHER INFORMATION CONTACT" 
section of this preamble. 

The mles of 26 CFR 601.601(a)(3) ap
ply to the hearing. Persons who wish to 
present oral comments at the hearing must 
submit electronic or written comments and 
an outline of topics to be discussed and the 
time devoted to each topic (signed origi
nal and eight (8) copies) by May 16,2006. 
A period of 10 minutes will be allotted to 

each person for making comments. 
An agenda showing the scheduling of 

the speakers will he prepared after the 
deadline for receiving outlines has passed. 
Copies of the agenda will be available free 
of charge at the hearing. 

Drafting Information 

The principal authors of these reg
ulations are A. Katharine Jacob Kiss 
of the Office of Associate Chief Coun
sel (Income Tax & Accounting) and 
Rebecca Asta of the Office of Associate 
Chief Counsel (Financial Institutions & 



Products). However, other personnel from 
the IRS and the Treasury Department par
ticipated in their development. 

* * * * * 

Withdrawal of Proposed Amendments 
to the Regulations 

Accordingly, under 
ity of 26 U.S.c. 7805, 
and 1.l031(k)-I(g)(3)(i) 

the author-
§§1.468B-6 
and (h)(2) 

of a notice of proposed rulemaking 
(REG-209619-93) amending 26 CFR 
part 1 that was published in the Federal 
Register (64 FR 480 I) on February I, 

1999, are withdrawn. 

Proposed Amendments to the 
Regulations 

Accordingly, under the authority of 26 

U.S.C. 7805, 26 CFR part 1 is proposed to 
be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part 1 is amended by adding entries in nu
merical order to read. in part, as follows: 

Authority: 26 U.S.c. 7805* * * 
Section 1.468B-6 also issued under 26 

U.S.c. 468B(g). * * * 
Section 1.7872-16 also issued under 26 

U.S.c. 7872. * * * 
Par. 2. Section 1.468B-0 is amended 

by revising the entries for § 1.468B-6 to 
read as follows: 

§1.468B-O Table of contents. 

* * * * * 

§1.468B-6 Escrow accounts. trusts. 
and other funds used during deferred 
exchanges of like-kind property under 
section 1031(a)(3). 

(a) Scope. 
(b) Definitions. 
(I) In general. 
(2) Exchange funds. 
(3) Exchange facilitator. 
(4) Transactional expenses. 
(i) In general. 
(ii) Special rule for certain fees for ex

change facilitator services. 
(c) Taxation of exchange funds. 
(1) Exchange funds generally treated as 

loaned to an exchange facilitator. 

(2) Exchange funds not treated as 
loaned to an exchange facilitator. 

(i) Scopc. 

(ii) Treatment of the taxpayer. 

(d) Information reporting requirements. 
(el Examples. 
(f) Effecti ve dates. 

( I) In general. 
(2) Transition rule. 

* * * * * 
Par. 3. Section 1.468B-6 is added to 

read as follows: 

~ 1.468B-6 Esc 1'01 V ({(,(,OUlltS. trusts. 
and otherfllnds IIsed dllrillg deferred 
exchanges of like-kind property under 
sectioll I031(a)(3). 

(a) Scope. This section provides rules 
under section 468B(g) relating to the cur
rent taxation of escrow accounts. trusts. 
and other funds used during deferred ex
changes. 

(b) DefinitiollS. The definitions in this 
paragraph (b) apply for purposes of this 
section. 

(I) In general. Deferred exchange. es
crow agreement, escro\\' holder, exchange 
agreement. exchange period. qllalified 
escrow account, qualified interlllediar\,. 
qual(fied trust, relinquished property. re
placement propert\'. taxpaver. trust agree
ment, and trustee have the same meanings 

as in *1.103I(k)-I; deferred exchal/Re 
also includes any exchange intended to 
qualify as a deferred exchange, and quali
fied intermediary also includes any person 
or entity intended by a taxpayer to be a 
qualified intermediary within the meaning 

of *1.l03l(k)-I(g)(4). 
(2) Exchange funds. Exchange funds 

means relinquished property, cash, or cash 
equivalent, that secures an obligation of 

a transferee to transfer replacement prop
erty, or proceeds from a transfer of relin

quished property, held in a qualified es
crow account, qualified trust, or other es
crow account. trust, or fund during an ex
change period. 

(3) Exchange facilitator. Exchange fa
cilitator means a qualified intermediary. 
transferee, escrow holder. trustee. or other 
party that holds exchange funds for a tax
payer during an exchange period. 

(4) Transactional expenscs-( i) In Ren
eral. Transactional expenses means the 
usual and customary expenses paid or 

incurred in connection w] th ,] uefened 

exchange. For example, the co~h ot land 
sllr\ey~. apprai~al~. title examinatiom. 

termite inspections. transfer taxes. and 
recording fees are transactional expen~e~. 
Except as provided in paragraph (b)( -i. III i) 
of this section, the fee for the services Llf 
an exchange facilitator is not freclted ;IS ;1 

transactional expense. 
(ii) S/)eci({/ /'IIII' jiJ/' Cl'rlaiu/('('s Ii n' c.\'

cl/anRe j(ICilit(/tor s('}'I'icel'. The fee for the 
services of an exchange facilitator will be 
treated as a transactional expense if the es
crow agreement, trust agreement. or ex
change agreement. as applicable. provides 
that-

(A) The amount of the fee payable to 
the exchange facilitator is fixed on or be
fore the date of the transfer of the relin
quished property by the taxpayer (either by 
stating thc fcc as a fixed dollar amount III 

the agreement or determining the fee by a 
formula. the result of which is known on 
or before the transfer of the relinquished 
property by thc taxpayer): and 

(B) The amount of the fee is payable 
by the taxpayer regardless of whether the 
earnings attributable to the exchange funds 
are sufficient to pay the fee. 

(c) Ta.wtion o/,cxc/l(lngcjilllds-( I) Ex
chanRe filllds generall\' treated (/.1 IO({l/ed 
to on exchange f(ICilitator. Except as pro
vided in paragraph (c)(~) of this section, 

exchange funds are treated as loaned from 
a taxpayer to an exchange facilitator. The 
exchange facilitator must take into ac
count all items of income, deduction. and 
credit (ineluding capital gains and losses) 
attributable to the exchange funds. See 
SI.7872-16 to determine if a loan from 
a taxpayer to an exchange facilitator is a 
below-market loan for purposes of section 
7872. 

(2) Exchange ./i/luls I/ot treated liS 

louned to 1111 C.\'chunge /llcili IlltOJ'-( i) 
SCO!)l'. This paragraph (c)(~) applies if. 
in accordance with an escrow agreement. 

trust agreement. or exchange agreement. 
as applicable, all the earnings attri butablc 
to a taxpayer's exchangc funds arc paid 
to the taxpayer. For purposes of this para
graph (c)(~)-

(A) Any payment from the taxpayer's 

exchange funds. or from the earnillg~ 

attributable to the taxpayer's exchange 

fund~. for a transactional expense of the 
taxpayer (as defined in paragraph (b)(-i.) llr 
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this ,eetion) is treated as firsl paid to the 
taxpayer and then paid by the taxpayer to 

the recipient: and 
(B) If an exchange facilitator commin

gles (for investment or otherwise) the tax
payer\ exchangc funds with other funds 
or as'-eh (whether or not the taxpayer's 
funds are in a segregated account), all the 
earnings attributable to the taxpayer's ex
change funds are paid to the taxpayer if all 
of the earnings of the commingled funds or 
assets that are allocable on a pm-rata basis 
(lhing a reasonable method that takes into 
account the time that the exchange funds 
are in the commingled account, actual rate 
or rates of return. and the respective ac
count balances) to the taxpayer" s exchange 
funds either are paid to the taxpayer or are 
treated as paid to the taxpayer under para
graph (c )(2)(i )(A) of this section. 

(jj) Treatmel1t or the taxpayer. If this 
paragraph (c)(2) applies. exchange funds 
arc not treated as loaned from a taxpayer to 
an exchange facilitator. The taxpayer must 
take into account all items of income. de
duction. and credit (including capital gains 
and losses) attributable to the exchange 
funds. 

(d) illtimnatioll reportillR reqlliremellfs. 
A payor (as defined in 91.6041-1) must 
report the income attributable to exchange 
funds on Form 1099 to the extent required 
by the information reporting provisions of 
subpart B. Part III. subchapter A. chapter 
61, Subtitle F of the Internal Revenue 
Code. and the regulations thereundcr. 
See ~L6041-l(f) for rules relating to the 
amount to be reported when fees, expenses 
or commissions owed by a payee to a third 
party are deducted from a payment. 

Ie) Examples. The provisions of this 
section are illustrated by the following ex
amples in which T is a taxpayer that uses a 
l'alendar taxable year and the cash receipts 
and disbursements method of accounting. 
The examples are as follows: 

bUll/I'''' I. A/I comillg.\ (/rtrihllluhic 10 ncilllllgc 

IUlld\ /,(/i" I,' 1(/\1'(/\('''. Ii) T enter, into a ddelTed 
,'\chang~ 1\ ith R. The 'ale, agreement proyides that 
T \\ Illlr~ln,rcr property Ilhe relinqUished propenyl 10 
Rand R \\ ill tralhier repiJcement properly to T R's 
ohllgClli'"l 1"Iran,kr repiJcement property to T is se· 
c'llred hy ,'a,h "qual 10 Ih~ lair marker \alue of the re
illlqul'hed prop~rt, that R \\ill dep",;1 inln a qualified 
,',,'1'<'\\ CIC,',)lll1t Ihal T e,tahh,he, \\llh l:!. a financial 
llhtl1utJl)l1. T ('Iller" into an c<..,crow agr~('mel1t \\ lth B 

Ih,l1 prl" Ide, Ihal all Ihe earning, attributable to Ihe 
eS"hang,' tunlh \I ill he paid 10 T 

1111 On Fehnl",", I. 2()()6. T tran,fer, property 
\\,Ih ,I Lm lll"r~L'I "tlUl' llf SI()().(lIlil 10 R ,tnd R de-
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posits SlOO.OOO in T"s qualified eSCrow accounl with 
B. Belween February I and June L 2006. T"s e\
change funds earn $750. On June L 2006. R Iran,. 
lers replacement property worth $lOO,OOO to T and 
R pa), S IOO.OOD from the qualified escrow account 
to R. Additionally. on June L B credits the qualified 
e,crow account with $750 of earnings and pays the 
t'arning~ to T. 

liiil Under paragraph (b) of this section. the 
$](lO.OOO deposited \\ ith B are exchange funds and 
B is an exchange facilitator. Because all the earnings 
attributable to the exchange funds are paid to T in 
ac(ordance with the escrow agreement. paragraph 
(c)12) of thiS section applies. The exchange funds are 
nut treated a, loaned from T to B. and T must take 
into account in computing T"s income tax liability for 
2006 the $750 of earnings credited to the qualified 
escrow account. 

Example 2. Pm'lIlellt of trallsactiollal expellses 
.liwlI eamillgs. Ii) The facts are the same as It1 Exam

ple I. except that the escrow agreement provides that, 
prior to paying the earnings to T, B may deduct any 
amounts B has paid to third parties for T"s transac
tional expenses. B pays a third party $350 on behalf 
of T for a survey of the replacement property. Af
ter deducting 5350 from the earnings attributable to 

T"s qualified escrow account. B pays T the remain
der ($'+00) of the earnings. 

(ii) Under paragraph (b)(') of this section, the cost 
of the survey is a transactional expense. Under para
graph (c)(2)(i)(A) of this section. the $350 that B pays 
for the survey is treated as first paid to T and then 
from T to the third party, Therefore. all the earnings 
attributable to T's exchange funds are paid or treated 
as paid to T in accordance with the escrow agreement. 
and paragraph (e )(2) of this section applies. The ex
change funds are not treated as loaned from T to B. 
and T must take into account in computing T's in
come tax liability for 2006 the $750 of earnings cred
ited to the qualified escrow account. 

t"xwllplc 3. Earnings retained by excllllllge Fl' 
eilitalor as compensation tlJr sen'ices. (i) The facts 
are the same as in Example J, except that the es
crow agreement provides that B also may deduct any 
outstanding fees owed by T for B's services in fa
cilitating the defelTed exchange. In accordance WIth 
paragraph (b)('+)(li) of this section. the escrow agree
ment provides for a fixed fee of $200 for B's services. 
which is payable by T regardless of the amount of 
earnings atLributable to the exchange funds. Because 
the earnings on the exchange funds in this case ex
ceed $200. B retains $200 as the unpaid portion of its 
fee and pays T the remainder ($550) of the earnings. 

(iii C nder paragraph (b)( 4) of this section. B' s fee 
is treated a, a transactional expense. Under paragraph 
(c )12)( 1)( A) of this section. the $200 that B retains for 
its fee i, treated as first paid to T and then from T 
to B. Thcrefllre. all the earnings attributable to T"s 
e.xchange fund, ,Ire paid or treated as paid to T in ac
cordance with the escrow agreement. and paragraph 
(c){2) of this section applies. The exchange funds arc 
not treated as loaned from T to B. and T must take 
into account in computing T"s income tax liability for 
2006 the S750 of earnings credited to the qualified es
crow account. 

EWIIl!,le.f. SI,I/cd rate or interesl on account less 
Ihllll (llmings attributable to exchange funds. (i) The 
facts are the same as in Example I. except that the 
e,crow agleement provides that the qualified escrow 

3(L'Ounl will earn a stated rate of interest. B invests 
tilt' eschange funds and carns 5750. but credits $500 
In the qualillcd ",,:ro\\ JCl'Oll!1t at the stated rate. B 
pays to T Ihe S:iLltI of inter~SI earned at the stated rate 

on the qualified escroll ;Icc"unl. 
(ii I Paragraph 1 c l( I ) Ill' I hi, sc,tion applies and the 

exchange fund, ar~ tr~aled as loaned from T to B. B 
must take into account l!1l'omputing B's income tax 
liability all item, of income. deductilln. and credit (in· 
cluding c;lpital gains and losses) attrihutable to the 
exchange funds Paragraph (C)I 2) of thIS section doe, 
not apply because B doc' not pay all the eamings at
tributable to the exchange funds to T. See * 1.7R72-16 
for mles relating to exchange facilitator loans. 

Example 5. Exc/wlIge fimds del){)siled br ex· 
challge .facilitator I\'ith .finwlcwl illstillllioll ill ae. 

COllllt in tcupayer's /lame. (i) The facts are the same 
as in Example I. except that. instead of entering 
into an escrow agreement. T enters into an exchange 
agreement with QI. a qualified intermediary. The ex
change agreement provides that R will pay $100,000 
to QI. QI will deposit $ 100.000 into an account with 
a financial institution under Ts name and taxpayer 
identification number (TIN), and all the eamings 
attrihutable to the account will be paid to T. 

(ii) On February I. 2006. T transfers property 
with a fair market value of $100.000 to R. R deliv· 
ers $100.000 to QI. and QI deposits $100,000 into a 
money market account with B. a financial institution 
unrelated to QI. under Ts name and TIN. Between 
February I and June I. 2006, the account earns $500 
of inlerest at the stated rate established by B. On June 
I. 2006. QI llses $100.000 of the funds in the account 
to purchase replacemenl property identified by T and 
transfers the replacement property to T B pays to T 
the $500 of interest earned on the money markel ac· 
count. 

(iii) Under paragraph (b) of this section, the 
$100.000 QI receives from R for the relinquished 
propeny are exchange funds and QI is an exchange 
facilitator. R is not an exchange facilitator. T has 
no direct relationship with B. and QI. not B, holds 
the exchange funds on behalf of T. Because all the 
earnings attributable to the exchange funds held by 
Ql are paid to T in accordance with the exchange 
agreement, paragraph (c)(2) of this section applies. 
The exchange funds are not treated as loaned from 
T to QI. and T must take into account in computing 
Ts income tax liability for 2006 the $500 of interesl 
earned on the money market account. 

Exumple 6, All earnings attributable to commin· 
gled excl/(Jl/ge funds paid to taxpayer. (i) The facts 
are the same as in Example 5, except that the ex· 
change agreement does not specify how the $100.000 
QI receives from R must he invested. 

(ii) On Fehruary I. 2006. QI deposits the 
$100,000 with B. a financial institution. in a pre-ex· 
isting interest-bearing account under QI's name and 
TIN. The account has a total balance of $275.000 
immediately thereafter. On the last day of each 
month between February and June, 2006, the account 
earns interest as follows: S690 in February, $920 in 
March, $S 16 in April. and $lJH6 in May. On April I I. 
2006. Ql deposits S50.00() In the account. On May 
15.2006. Q1 withdraws $175.000 from the account. 

(iii) Ql calculates T's pro-rata share of the earn· 
ings allocable to the $IOO.OOD based on the actual 
return. the average daily principal balances. and a 
3D-day month convention. as follows: 



Account's T's 

Month Avg. Daily Bal. Avg. Daily Bal. T's Share* 

February $275.000 $100.000 36.4% 

March $275.690 $100.251 36.4% 

April $309.943 $100.586 32.5% 

May $236.626 $\00.754 42.6% 

* Ts Average Daily Balance.,. Account's Average Daily Balance 

**T's beginning balance + [(T's share)(Monthly Interest)] 

(iv) On June \. 2006. QI uses S 100.000 of the 
funds to purchase replacement property identified by 
T and transfers the property to T. QI pays $1.174. 
the earnings of the account allocated to T's exchange 

funds. to T. 
(v) Under paragraph (b) of this section, the 

$\00.000 from the sale of the relinquished property 
are exchange funds and QT is an exchange facilitator. 
Because QI uses a reasonable method to calculate 
the pro-rata share of account earnings allocable 
to T's exchange funds and pays all those earnings 
to T. paragraph (c)(2) of this section applies. The 
exchange funds are not treated as loaned from T 
to QL T must take into account in computing T's 
income tax liability for 2006 the $1.174 of earnings 
attributable to T s exchange funds. 

(f) Effective dates-( 1) In general. 
This section applies to transfers of prop
erty made by taxpayers after the date these 
regulations are published as final regula
tions in the Federal Register. 

(2) Transition rule. With respect to 
transfers of property made by taxpayers af
ter August 16, 1986, but on or before the 
date these regulations are published as fi
nal regulations in the Federal Register, 
the Internal Revenue Service will not chal
lenge a reasonable, consistently applied 
method of taxation for income attributable 
to exchange funds. 

Par. 4. Section l.1031(k)-1 is amended 
by adding a sentence at the end of para
graph (h)(2) to read as follows: 

§1.1031(k)-1 Treatment of deferred 
exchanges. 

* * * * * 
(h) * * * 
(2) * * * For rules under section 

468B(g) relating to the current taxation 
of qualified escrow accounts, qualified 
trusts, and other escrow accounts, trusts, 
and funds used during deferred exchanges 
of like-kind property, see § 1.468B-6. 

* * * * * 
Par. 5. Section 1.7872-16 is added to 

read as follows: 

§1.7872-16 Loans to an exchange 
facilitator under §1.468B-6. 

(a) Special rules applicable to loans 
made to an exchange facilitator un
der §1.468B-6-(l) Scope. This sec
tion applies to a transaction that, under 
§ 1.468B-6( c)( 1), is treated as a loan to 
an exchange facilitator in connection with 
a deferred exchange (exchange facilita
tor loan). For purposes of this section, 
the terms deferred exchange, exchange 
agreement, exchange facilitator, exchange 
funds, qualified intermediary, replace
ment property, and taxpayer have the 
same meanings as in § 1.468B-6(b). 

(2) Treatment as compensation-related 
loans. If an exchange facilitator loan is a 
below-market loan, the loan is treated as 
a compensation-related loan under section 
7872(c)(l)(B). 

(3) Treatment of exchange facilitator 
loan as a demand loan. For purposes of 
section 7872, exchange facilitator loans 
are treated as demand loans. 

(4) 182-day rate for exchange facil
itator loans. For purposes of section 
7872(f)(2), in lieu of thc applicable Fed
eral rate (AFR) provided under section 
1274(d)(l), the taxpayer and the exchange 
facilitator must use the 182-day rate for an 
exchange facilitator loan. For purposcs of 
the preceding sentence, the 182-day rate is 
cqual to the investment rate on a l82-day 
Treasury bill determined on the auction 
date that most closely precedes the date 
that the exchange facilitator loan is made. 

(5) Use of approximate method permit
ted. The taxpayer and exchange facilita
tor may use the approximate method under 
§1.7872-13(b)(2) to determine the amount 
of forgone interest on any exchange facili
tator loan. 

(b) No exemption for below-market ex
change facilitator loans. If an exchange 
facilitator loan is a below-market loan. 

Monthly 
Interest T's End Bal.*'· 

56,)() $100.251 

S920 $100.586 

$516 $ 100.754 

$986 $101.174 

the loan is not eligible for the exemp
tions listed under ~ 1.7872-5T(b), includ
ing §1.7872-5T(b)(l4) (relating to loans 
without significant-tax effect). 

(c) Example. The provisions of this sec
tion are illustrated by the following exam
ple. 

Example. (i) T enters into a deferred exchange 
with QT. a qualified intermediary. The exchange is 
governed by an exchange agreement. The exchange 
funds held hy QI pursuant to the exchange agreement 
are treated as loaned to QT under § 1.468B-6(c)( I). 

Under paragraph (a)O) of this section. the loan 
between T and QI is an exchange facilitator loan. 
The exchange agreement between T and QI provides 
that no earnings will be paid to T. On December I. 
2006. T transfers property with a fair market value 
of $1,000.000 to QI and QI deposits $\.000.000 in a 
money market account. On March 1,2007. QI uses 
$\.000.000 of the funds in the account to purchase 
replacement property identified by T. and transfers 
the replacement property to T. The amount loaned for 
pllrposes of section 7872 is $1.000.000 and the loan 
is outstanding for three months. The 182-day rate 
under paragraph (a)(4) of this section is I percent. 
compounded semi-annually. 

(ii) Under paragraph (a) of this section. the loan 
from T to QI is treated as a compensation-related 
demand loan. Because there is no interest payable 
on the loan from T to QI. the loan is a below-market 
loan under section 7872. Under section 7872(e)(2J. 
the amount of forgone interest on the loan for 2006 
is $833 ($1.000.000'0112* 116). Under section 
7872(e)(2), the forgone interest for 2007 is $1667 
($1.000.000*0112*2/6). The $833 for 2006 is 
deemed transferred as compensation by T to QI and 
retransferred as interest by QI to T on December 31. 
2006. The $1667 for 2007 is deemed transferred as 
compensation by T to QI and retransfen'ed as interest 
by QI to T on March I. 2007. 

(d) Effective date. This section applies 
to exchange facilitator loans issued after 
the date these regulations are published as 
final regulations in the Federal Register. 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

(Filed by lile Office of the Federal Register on February 3, 
]006. 8:45 a.m .. and publi,hed In the i\Suc of the Federal 
Register for February 7. ]006. 71 F.R. 62311 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 367.-Foreign 
Corporations 

~6 erR J.36~1,1I-3. hellrn,ell/ 0,/,.<11/1/<'1'\ oj Ilod 

OJ" \('cuiliu , It! I('reign ("orponlf/ol1.\. 

T.D.9250 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Application of Section 367 
in Cross Border Section 
304 Transactions; Certain 
Transfers of Stock Involving 
Foreign Corporations 

AGENCY: Internal Revenue Service 
( IRS l. Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains final 
regulations that address the interaction of 
section 304 and section 367. These regu
lations provide that section 367(a) and (b) 
do not apply to a deemed section 35 I ex
change resulting from a section 304(a)( I) 
transaction. These regulations may apply 
to taxpayers transferring stock to related 
foreign corporations. 

DATES: Effeclil'e DlIle: This regulation is 
cffecti ve February 2 L 2006. 

/\Pll/i('({bilit\' Dates: For dates of ap
plicability. see ~ 1.367(a)-3(e)(1 )(G) and 
~IJ67(b)-6\a)(l) 

FOR FURTHER INFORMATION 
CONTACT: Tasheaya L. Warren Ellison. 
(202) 622-3870 (not a toll-free call). 

SUPPLEMENTARY INFORMATION 

Background 

On May 25. 2005. the IRS and Trea
sury published in the Federal Regis
ter a notice of propo,ed rulcmaklIlg 
\REG-127740-04. 2005-24 I.R.B. 1254 
170 FR 3()036 j) under section 36 7( a) and 
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\ b) of the Internal Re\'enue Code (pro
posed regulations) pursuant to the regu
latory authority under section 367. The 
proposed regulations would provide that 
if. pursuant to section 304(a)(I). a U.S. 
person is treated as transferring stock of a 
domestic or foreign corporation to a for
eign corporation in exchange for stock of 
such foreign corporation in a transaction to 
which section 351 (a) applies. such deemed 
section 351 exchange is not a transfer to 
a foreign corporation subject to section 
367(a). The proposed regulations would 
further provide that if. pursuant to section 
304(a)( 1), a foreign corporation is treated 
as acquiring the stock of another foreign 
corporation in a transaction to which sec
tion 351 (a) applies. such deem cd section 
351 exchange is not an acquisition subject 
to section 367(b). 

A public hearing was not held with re
spect to the proposed regulations because 
no requests to speak were received. How
ever. several written comments were re
ceived. 

After consideration of the comments. 
the proposed regulations are adopted. as 
revised by this Treasury decision. The 
comments received and the revisions arc 
discussed below. 

Explanation of Provisions and 
Summary of Comments 

A. NOJlapplicatioll of Section 367( a) and 
(b) to Deemed Section 351 Exchanges 

Section 304(a)(1) generally provides 
that. for purposes of sections 302 and 303, 
if one or more persons are in control of 
each of two corporations and in return for 
property one of the corporations (the ac
quiring corporation) acquires stock in the 
other corporation (the issuing corporation) 
from the person (or persons) so in control, 
then such property shall be treated as a 
distribution in redemption of the acquir
ing corporation stock. To the extent the 
distribution is treated as a distribution to 
which section 30 I applies. the transferor 
and the acquiring corporation are treated 
as if (I) the transferor transferred the stock 
of the issuing corporation to the acquiring 
corporation in exchange for stock of the 
acquiring corporation in a transaction to 

which section J51 (a) applies. and (2) the 
acquiring corporation then redeemed the 
stock it is treated ;lS haying issued. Under 
section 301(c)(11. the distribution is first 
treated as a diyidend to the extent of cer
tain earnings and profits of the acquiring 
corporation and the issuing corporation. 
See sections 316 and 304(b). Then under 
section 30I{c)(2) and (3). the remain
ing portion of the distribution is applied 
against and reduces the adjusted basis of 
the stock. and finally is treated as gain 
from the sale or exchange of property. 

Section 367(a)(1) provides that if. in 
connection with certain nonrecognition 
transactions. including section 351. a 
United States person transfers property 
to a foreign corporation, such foreign 
corporation shall not, for purposes of de
termining the extent to which gain shall be 
recognized on such transfer. be considered 
to be a corporation. In addition. certain 
section 351 exchanges can cause the ex
changing shareholder to include in income 
a deemed dividend under section 367(b). 
§ 1.367 (b)--4. 

Under current law, certain section 
304(a)(I) transactions can also be subject 
to section 367. The result of this overlap
ping application is considerable complex
ity. uncertainty, and the risk of multiple 
income inclusions. In such a transaction. a 
U.S. person could recognize income (div
idend or capital gain) equal to the built-in 
gain in the stock of the issuing corporation 
under section 367, and income (dividend 
or capital gain) pursuant to section 304. 
The total income recognized could exceed 
the fair market value of the transferred 
stock of the issuing corporation. 

The proposed regulations would ex
clude from the application of sections 
367(a) and (b) a deemed section 351 
exchange that arises by reason of a trans
action described in section 304(a)(I). 
The IRS and the Treasury believe that 
the interests of the government are pro
tected. and the policies underlying section 
367(a) and (b) are preserved, in a section 
304(a)(1) transaction without regard to 
the application of section 367. The IRS 
and Treasury believe that. in most or all 
cases. the income recognized in a section 
304 transaction will equal or exceed the 



transferor's inherent gain in the stock of 
the issuing corporation transferred to the 
foreign acquiring corporation. Elimina
tion of the application of section 367(a) 
and (b) in this context will also serve the 
interests of sound tax administration by 
creating greater certainty and simplicity 
in these transactions, and by avoiding the 
over-inclusion of income that could result 
when section 367 and section 304 both ap
ply to such transactions. As a result, this 
Treasury decision finalizes the proposed 
regulations and makes section 367(a) and 
(b) inapplicable to deemed section 351 
exchanges pursuant to section 304(a)(1) 
transactions. 

Commentators did note that in certain 
cases, depending on how the basis and dis
tribution rules are applied, the amount of 
income recognized under section 304(a) 
may not equal or exceed the transferor's 
inherent gain in the stock of the issuing 
corporation. In the example cited, P, a do
mestic corporation, owns all the stock of 
F1 and F2, both of which are foreign cor
porations. P has an adjusted basis of $0 
in its F 1 stock and $lOOx in its F2 stock. 
p's stock ofF1 and F2 each has a fair mar
ket value of $lOOx. Neither F 1 nor F2 
has current or accumulated earnings and 
profits. P sells its Fl stock to F2 for its 
fair market value of $100x in a transaction 
subject to section 304(a)(l). Under sec
tion 304(a)(l), the transaction is treated as 
if P had transferred its Fl stock to F2 in 
exchange for F2 stock in a transaction to 
which section 351 (a) applies, and then F2 
had redeemed such deemed issued stock. 

These commentators posit that P in the 
above example may not recognize income 
or gain because the adjusted basis of both 
the F2 stock that is treated as being issued 
in the deemed section 351 exchange, and 
the adjusted basis of the F2 stock already 
held by P prior to the transaction, is avail
able for reduction under section 301 (c )(2). 
On these particular facts (i.e., no earnings 
and profits in either the acquiring corpora
tion or the issuing corporation), this basis 
position would mean that income or gain 
is not recognized as a result of the trans
action. The IRS and the Treasury believe, 
however, that current law does not pro
vide for the recovery of the basis of any 
shares other than the basis of the F2 stock 
deemed to be received by P in the sec
tion 351(a) exchange (which would take a 
basis equal to p's basis in the F 1 stock). 

Thus, in the case described, P would recog
nize $lOOx of gain under section 301(c)(3) 
(the built-in gain on the FI stock), and P 
would continue to have a $100x basis in 
its F2 stock that it holds after the transac
tion. This issue will be addressed as part of 
a larger project regarding the recovery of 
basis in all redemptions treated as section 
30 I distributions. This larger project will 
be the subject of future guidance. Com
ments are requested about the appropriate 
treatment of basis in such redemptions. 

B. Adjustments under Section 304(b)(6) 

Section 304(b)(6) provides that in the 
case of any acquisition to which section 
304(a) applies, where the acquiring or is
suing corporation is a foreign corporation, 
the Secretary shall prescribe regulations, 
as appropriate, in order to eliminate a mul
tiple inclusion of any item in income and to 
provide appropriate basis adjustments (in
cluding modifications to the application of 
sections 959 and 961). The preamble to 
the proposed regulations requested com
ments on basis adjustments under section 
304(b)(6). The preamble also requested 
comments regarding similar adjustments 
that could be made outside the context of 
section 304(b)( 6). 

Several comments were received in re
sponse to this request, and will be consid
ered in a separate guidance project. The 
IRS and Treasury request additional com
ments on section 304(b )(6), particularly 
comments that would take into account the 
effect of section 362( e), enacted on Octo
ber 22, 2004, by the American Jobs Cre
ation Act of 2004 (Public Law 108-357). 

Comments also were received regard
ing the application of section 959 to pre
viously taxed amounts in connection with 
section 304(a)(1) transactions. These 
comments are being considered in a sep
arate guidance project under section 959, 
and therefore are not addressed in these 
final regulations. 

C. Transfer of Issuing Stock in Retumfor 
Property and Stock of Acquiring 

The proposed regulations would apply 
to exclude a section 351 exchange from the 
application of section 367(a) only to the 
extent the exchange is treated as such by 
reason of section 304(a)( I). Thus, section 
367(a) would continue to apply to applica
ble transfers of property subject to section 

351 by reason other than the operation of 
section 304(a)( 1). 

One commentator notes that the pro
posed regulations would not address the 
treatment of stock sales for an amount less 
than the fair market value of the trans
ferred stock where the acquiring corpora
tion would be deemed to issue stock to the 
transferor other than as a result of the ap
plication of section 304(a)( 1). See, for ex
ample, section 367(c)(2). The commen
tator states that in such a case the trans
fer would be, in part, a section 304(a)( I) 
transaction and. in part, a section 351 (a) 
exchange (other than by reason of sec
tion 304( a)( 1 ». The commentator requests 
guidance on such transactions, including. 
for example, whether such a transaction 
would be bifurcated and, if so, how the ba
sis in the transferred stock would be allo
cated between the two parts of the trans
action. The same bifurcation and related 
issues occur in section 304(a)(1) transac
tions where the acquiring corporation ac
tually issues its own stock in partial con
sideration for the stock of the issuing cor
poration. 

As was the case with the proposed reg
ulations, these final regulations only apply 
to the extent of deemed section 351 ex
changes resulting from section 304(a)(l) 
transactions. In addition, these regulations 
could apply to certain transactions that are, 
in part, still subject to the stock trans
fer rules of section 367(a) (e.g., a section 
304( a)( 1) transaction in which both acquir
ing stock and property are used as consid
eration). The issues raised by this com
mentator are relevant to a wide range of 
transactions, and are not limited to section 
304 transactions that are subject to these 
regulations. As a result. the IRS and Trea
sury believe that the resolution of these is
sues is beyond thc scope of this project, 
and this comment is not addressed in these 
final regulations. 

D. Effective Dates 

The proposed regulations stated that 
the rules would apply to section 304(a)( I) 
transactions occurring on or after the date 
of publication of the regulations in the 
Federal Register. Several commenta
tors rcquested that the final regulations 
be made retroactive at the election of the 
taxpayer. 
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These final regulations adopt the gen
eral effective date contained in the pro

posed regulations and therefore apply to 
section 304(a)( 1) transactions occurring 
on or after February 21,2006. In response 
to the comments received, however, the fi

nal regulations provide that taxpayers may 
rely on the final regulations for all (but 
not less than all) section 304(a)( 1) trans

actions that occurred in all their open tax 
years: in such cases, any gain recognition 
agreements filed pursuant to § 1.367(a)-8 
with respect to such transactions shall ter

minate and have no further effect. 

Effect on other Documents 

Rev. Rul. 91-5, 1991-1 C.B. 114, and 
Rev. Rul. 92-86, IlJ92-2 CB. 199, are 

modified to the extent inconsistent with 

these regulations. 

Special Analyses 

The IRS and the Treasury have deter
mined that the adoption of these regula
tions is not a significant regulatory action 
as defined in Executive Order 12866. 
Therefore, a regulatory assessment is not 
required. It has also been determined that 
section 553(b) of the Administrative Pro
cedure Act (5 U.S.C chapter 5) does not 
apply to these regulations and because 
these regulations do not impose a collec
tion of information on small entities, a 
Regulatory Flexibility Analysis under the 
Regulatory Flexibility Act (5 U.s.c. chap
ter 6) does not apply. Pursuant to section 
7805(f) of the Internal Revenue Code, the 
notice of proposed rulemaking was sub
mitted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small business. 

Drafting Information 

The principal author of these regula
tions is Tasheaya L. Wan'en Ellison, Of

fice of the Associate Chief Counsel (Inter
national). However, other personnel from 
the IRS and Treasury participated in their 
development. 

* * * * * 
Adoption of Amendments to the 
Regulations 

Accordingly. 26 CFR part 1 is amended 
as follows: 
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PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read. in part, as follows: 

Authority: 26 U.S.C 7805 * * * 
Par. 2. Section 1.367(a)-3 is amended 

as follows: 
I. A sentence is added to paragraph 

(a) immediately following the second sen

tence. 
2. The new fourth sentence of para

graph (a) is amended by removing the lan
guage "However" and adding "In addi
tion" in its place. 

3. Adding new paragraph (e)(l)(G). 

The additions read as follows: 

§J.367(a)-3 Treatment oftramfers of 
stock or securities toforeign corporations. 

(a) In general. * * * However, if, pur
suant to section 304(a)(1), a U.S. person is 

treated as transferring stock of a domestic 
or foreign corporation to a foreign corpora
tion in exchange for stock of such foreign 
corporation in a transaction to which sec
tion 351 (a) applies, such deemed section 
351 exchange is not a transfer to a foreign 

corporation subject to section 367(a). * * * 

* * * * * 
(e) * * *(1) * * * 
(G) Except as otherwise provided in 

this paragraph (e)(I)(G), the third sentence 
of paragraph (a) of this section shall ap
ply to section 304(a)(1) transactions occur
ring on or after February 21, 2006. How
ever, taxpayers may rely on the third sen
tence of paragraph (a) of this section for all 
section 304(a)(1) transactions occurring in 
open tax years; in such cases any gain 
recognition agreements filed pursuant to 
S 1.367(a)-8 with respect to such transac
tions shall terminate and have no further 

effect. 

* * * * * 
Par. 3. In S1.367(b)-4, a sentence is 

added to paragraph (a) immediately fol

lowing the first sentence to read as follows: 

.~ 1.367( b)-4 Acquisition of foreign 
corporate stock or assets by a foreign 
corporation ill certain nonrecognition 

transactions. 

(a) Scope. * * * However, ifpursuant to 
section 304(a)(1), a foreign acquiring cor
poration is treated as acquiring the stock of 

a foreign acquired corporation in a transac
tion to which section 351(a) applies, such 
deemed section 351 exchange is not an ac

quisition subject to section 36 7(b). * * * 

* * * * * 
Par. 4. In S U67(b)-6. paragraph 

(a)( I) is amended by adding a sentence to 

the end to read as follows: 

§1.367(bJ-6 Effectil'e dates alld 

coordinatioll rule 

(a) Effective date-( 1) III general. 

* * * The second sentence of paragraph 
(a) in §1.367(b)-4 shall apply to section 
304(a)( I) transactions occurring on or af
ter February 21, 2006; however, taxpayers 
may rely on this sentence for all section 
304(a)(1) transactions occurring in open 

tax years. 

* * * * * 
Mark E. Matthews, 

Deputy Commissioner for 
Sen!ices and Enforcement. 

Approved February 8, 2006. 

Eric Solomon, 
Acting Deputy Assistant 

Secretary of the Treaswy (Tax Policy). 

{Filed by the Office of the Federal Register on February 17, 
2006. 8:45 a.m. and published in the issue of the Federal 
Reg,'ter for February 21. 2006. 71 F.R. 8802) 

Section 951.-Amounts 
Included in Gross Income of 
United States Shareholders 
26 CFR 1.951-1: Amounts illcluded ill gross income 
of United States shareholders. 
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Internal Revenue Service 
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Certain Section 951 Pro Rata 
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(IRS), Treasury. 
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SUMMARY: This document contains fi
nal regulations under section 951 (a) of the 
Internal Revenue Code (Code) regarding 
a United States shareholder's pro rata 
share of a controlled foreign corporation's 
(CFC's) subpart F income, previously ex
cluded subpart F income withdrawn from 
investment in less developed countries, 
and previously excluded subpart F income 
withdrawn from foreign base country 
shipping operations. These regulations are 
intended to ensure that a CFC's earnings 
and profits for a taxable year attributable 
to a section 304 transaction will not be 
allocated in a manner that results in the 
avoidance of Federal income tax. These 
regulations are also intended to ensure 
that earnings and profits of a CFC are not 
allocated to certain preferred stock in a 
manner inconsistent with the economic 
interest that such stock represents. 

DATES: Effective Date: These regulations 
are effective February 22, 2006. 

Applicability Date: For dates of appli
cability, see §1.951-1(e)(3)(v), (e)(4)(ii) 
and (e)(7). 

FOR FURTHER INFORMATION 
CONTACT: Jefferson VanderWolk, (202) 
622-3810 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

On August 6, 2004, the IRS pub
lished in the Federal Register a notice of 
proposed rulemaking (REG-12977 1-04, 
2004-2 e.B. 453) under section 951 of 
the Code. After consideration of com
ments received, the proposed regulations 
were modified and adopted as final with 
the publication of T.D. 9222, 2005-40 
I.R.B. 614, on August 25, 2005 (70 FR 
49864). In response to comments, the IRS 
published at the same time in the Federal 
Register a notice of proposed rule making 
(REG-129782-05, 2005-40 I.R.B. 675 
[70 FR 49894]) under section 951 of the 
Code. No written comments were received 
in response to that notice of proposed rule
making. No public hearing was requested 
or held on the notice of proposed rulemak
ing. The proposed regulations are adopted 
as final regulations with the modifications 
discussed below. 

Explanation of Changes 

Section 1.951-1(e) defines pro rata 
share for purposes of section <)51 (a) of 
the Code. The general rule, set forth in 
§1.951-I(e)(3)(i), provides for the allo
cation of current earnings and profits to 
different classes of stock on the basis of 
the respective amounts of such earnings 
and profits that would be distributed with 
respect to each class if such earnings and 
profits were distributed on the last day of 
the CFC's taxable year on which it is a 
CFe. 

Section 1.9S1-I(c)(3)(v) providcs a 
special rule that modifies the general rule 
regarding thc allocation of a CFC' s current 
earnings and profits to more than one class 
of stock. The special rule applies where a 
CFC has earnings and profits and subpart 
F income for its taxable year attributable 
to a transaction described in section 304 
of the Code and that transaction is part of 
a plan a principal purpose of which is to 
avoid Fedcral income taxation by allocat
ing the subpart F income resulting from 
the section 304 transaction disproportion
ately to a tax-indifferent party. Pursuant 
to the rule, such earnings and profits are 
allocated to each class of stock of the CFC 
in accordance with the value of such class 
relative to all other classes. 

Several practitioners noted in oral com
ments that proposed §1.9S1-J(e)(6), h
ample 9, which illustrates the application 
of proposed §1.951-J(e)(3)(v), presented 
facts whose characterization under other 
Code sections could be unclear under the 
circumstances. In response to these com
ments, the IRS and Treasury Department 
have revised the example in order to limit 
the issues presentcd. 

A comment on the rules originally 
proposed on August 6, 2004, rcqucsted 
guidance to eliminate inappropriate dis
tortions between subpart F inclusions and 
economic realization that taxpayers may 
achieve if accumulated but unpaid div
idends with respect to preferred stock 
are not discounted to present value for 
purposes of determining the hypothetical 
distribution. As a partial response to that 
comment, proposed § 1.951-1(e)(4)(ii) 
provided a special rule requiring accumu
lated but unpaid dividcnds with respect 
to mandatorily redeemable cumulative 
preferred stock be takcn into account at 
present value for purposes of the hypo-

thetical distribution. Comments were 
requcsted regarding the treatment of cu
mulative preferred stock that does not havc 
a mandatory redemption date or that is 
subject to a shareholder-level agreemcnt, 
such as a purchase option. In addition, 
the preamble stated that the IRS and the 
Treasury Department anticipated that any 
such rules would be effective for taxable 
years of a controlled foreign corporation 
beginning on or after lanuary 1,2006. No 
further comments were received beyond 
the original comment. 

The IRS and Treasury Department 
agree with the commentator that accrued 
but unpaid dividends generally present 
possibilities for distortion between sub
part F income inclusions and economic 
income realization. These distortions are 
similar to those that can arise from stock 
with discretionary distribution rights. Ac
cordingly, * 1.9S1-J(e)(4)(ii) adds a rulc 
that generally treats cumulative preferred 
stock with accrued but unpaid dividends 
in the same manner as stock with discre
tionary distribution rights (as defined in 
§1.951-1(e)(3)(ii»). Earnings and profits 
are allocated to such stock on the basis of 
the value of such stock relative to the value 
of other classes of stock outstanding. 

There are two exceptions to this gen
eral rule. First, to thc extent that dividends 
are paid with respect to such stock during 
the year, earnings and profits cqual to the 
amount of such dividends are first allo
cated to that class of stock. Additional 
earnings and profits are allocated to that 
class of stock only in the amount (if any) 
by which the value-based allocation of 
earnings and profits to that class of stock 
exceeds the amount of such dividends. 
Second, thc final regulations preserve the 
special present-value rule (with technical 
modifications) for certain mandatorily re
deemable cumulative preferred stock. 

Consistent with the comment received, 
and as provided in the preamble to the pro
posed regulations, these rules are effective 
for taxable years of a controlled foreign 
corporation beginning on or after January 
1,2006. 

Special Analyses 

It has bccn determined that this notice 
of proposed rulemaking is not a significant 
regulatory action as defined in Executive 
Order 12866. Therefore, a rcgulatory 
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assessment is not required. It has also 
been determined that section 553(b) of the 
Administrative Procedure Act (5 U.s.c. 
chapter 5) does not apply to these regu
lations and because these regulations do 
not impose a collection of information 
on small entities. a Regulatory Flexibility 
Analysis under the Regulatory Flexibility 
Act (5 U.S.c. chapter 6) does not apply. 
Pursuant to section 7805(0 of the Code. 
the notice of proposed rulemaking preced
ing thcse regulations was submitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for commcnt on 
its impact on small business. 

Drafting Information 

The principal author of these regula
tions is Jeffrey Vinnik of the Office of the 
Associate Chief Counsel (International). 
However. other pcrsonnel from the IRS 
and Treasury Department participated in 
their development. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly. 26 CFR part I is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part I continues to read. in part. as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.951-1 is amended 

by revising paragraphs (e)(3)(v). (e)(4)(ii). 
and the first sentence of paragraph (e)(7). 
and adding paragraph (c)(6) Example 9. 

The revisions and addition read as fol
lows: 

.1l1.95/-/ Amollnts included in gross 
income of United States shareholders. 

* * * * * 
(e) * * * 
(3) * * * 
(v) Earnings (/fill profits attriblltable to 

certain seerioll 30-1 transactiolls. For tax
able years of a controlled foreign corpo
ration beginning on or after January I. 
2006. if a controllcd foreign corporation 
has more than one class of stock outstand
ing and the corporation ha, earnings and 
profits and subpart F income for a taxable 
year attributable to a transaction described 
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111 section 304. and such transaction is part 
of a plan a principal purpose of which is 
the avoidance of Federal income taxation. 
the amount of such earnings and profits al
located to anyone class of stock shall be 
that amount which bears the same ratio to 
the remainder of such earnings and profits 
as the value of all shares of such class of 
stock. determined on the hypothetical dis
tribution date, bears to the total value of all 
shares of all classes of stock of the corpo
ration. determined on the hypothetical dis
tribution date. 

(4) * * * (i) * * * 
(ii) Certain cumulative preferred stock. 

For taxable years of a controlled foreign 
corporation beginning on or after January 
I, 2006, if a controlled foreign corpora
tion has one or more classes of preferred 
stock with cumulative dividend rights, 
such stock shall be considercd for the 
purposes of this section as stock with dis
cretionary distribution rights. As a result, 
the provisions of paragraph (e)(3)(ii) of 
this section shall apply for purposes of al
locating earnings and profits to such stock. 
except that earnings and profits shall first 
be allocated to the stock under paragraph 
(e)(3)(i) of this section to the extent of 
any dividends paid with respect to the 
stock during the taxable year. Additional 
earnings and profits will be allocated to 
the stock only in an amount equal to the 
excess (if any) of the amount of earnings 
and profits allocated to the stock under 
paragraph (e )(3)(ii) of this section over the 
amount of such dividends. Notwithstand
ing the foregoing, if a class of redeemable 
preferred stock with cumulative dividend 
rights has a mandatory redemption date, 
and all dividend arrearagcs with respect 
to such stock compound at least annually 
at a rate that is not lower than the appli
cable Federal rate (as defined in section 
1 274(d)( I)) (AFR) that applies on the date 
the stock is issued for the term from such 
issue date to the mandatory redemption 
date. based on a comparable compound
ing assumption. such stock shall not be 
considered for purposes of this section 
as stock with discretionary distribution 
rights. 

* * * * * 
(6) * * * 
Exalllple 'I. (I) Facts. In 2006. FCIO. a con-

trolled foreIgn corporation within the meaning of sec
tion 957(a). has outstanding 100 shares of cornman 
stock and 100 shares of 6-percent. voting. preferred 

stock with a par \alu.: of $10.\ per share. All of the 
colllmon stod. IS held by Corp H. a fur.:ign curpora
tinn. \\ hich 1m cstcd $1 (lOlh in FC IO in exchangefor 
the comlllon stocl-. All,)f th.: prd.:rred stock is held 
by Corp J. a d()l11cstlc corporation. which invested 
$S()()()x in FC I () in e\chanl'c for the preferred stock. 
Corp H is unrelated to Corp J. In 2006. FCIO bor
rows $JOOOx frol11 a hank and invests $5000x in pre· 
ferred stock issued by FC II. a foreign corporation the 
common stock of which is owned by Corp 1. Corp)"s 
adjusted basi, in lis FC II common stock IS $5000x. 
FC II. which has no current or accumulated earnings 
and profits. distributes the $SOOOx to Corp J. Subse. 
quently. in 2007. FC 10 sells the FC II preferred stock 
to FCI2. a wholly-owned foreign subsidiary ofFC11 
that has $5000x of accumulated earnings and profits. 
for $50()()x in a transaction described in section 304. 
FCIO repays the bank loan in full. For 2007. FCIO 
has $5000x of earnings and profits. all of which is 
subpart F income attributable to a section 304 divi. 
dend arising from FC I O' s sale of the FC II preferred 
stock to FCI2. At all relevant times. the value of the 
common stock ofFCIO is $IOOOx and the value of the 
preferred stock of FC 10 is $5000x. 

(ii) Analysis. The acquisition and sale of the FCII 
preferred stock by FC 10 was part of a plan a princi· 
pal purpose of which was the avoidance of Federal 
income tax by depleting the earnings and profits of 
FC 12 and allowing FC II to make a distribution to 
Corp J that it characterizes entirely as a return of ba· 
sis. FC 10 has $5000x of earnings and profits for 2007 
attributable to a dividend from a section 304 transac· 
tion which was part of such plan. Under paragraph 
(e)(3)(v) ofthis section. these earnings and profits are 
allocated to the comlllon and preferred stock of Fe 10 
in accordance with the relative value of each class of 
stock ($IOOOx and $5000x. respectively). Thus, for 
taxable year 2007. $833x (116 x $5000x = $833x) of 
these earnings and profits is allocated to FC 10's com
mon stock and S4167x (5/6 x $5000x = $4167x) is 
allocated to its preferred stock. 

(7) Effective dates. Except as provided 
in paragraphs (e)(3)(v) and (e)(4)(ii) of this 
section, this paragraph (e) applies for tax
able years of a controlled foreign corpora
tion beginning on or after January 1,2005. 

* * * 
* * * * * 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

Approved February 8, 2006. 

Eric Solomon. 
Acting Deputy Assistant 

Secretary of the Treasury (Tax Policy). 

(Filed by the Office of the Federal Register on February 21. 
2006. 8:45 a.m .. and published in Ihc issue of the Federal 
RegISter for February 22. 200/). 71 F.R. 8943) 



Part III. Administrative, Procedural, and Miscellaneous 
2006 Calendar Year Resident 
Population Estimates 

Notice 2006-22 

This notice informs (I) state and lo

cal housing credit agencies that allocate 
low-income housing tax credits under 
§ 42 of the Internal Revenue Code and 
(2) states and other issuers of tax-exempt 
private activity bonds under § 141, of 

the proper population figures to be used 
for calculating the 2006 calendar year 

population-based component of the state 
housing credit ceiling (Credit Ceiling) 
under § 42(h)(3)(C)(ii), the 2006 calen
dar year volume cap (Volume Cap) under 
§ 146, and the 2006 volume limit (Volume 
Limit) under § 142(k)(5). 

The population figures both for the 
population-based component of the Credit 
Ceiling and for the Volume Cap are de
termined by reference to § 146U). That 
section provides generally that determina-
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Kentucky 

tions of population for any calendar year 
are made on the basis of the most recent 
census estimate of the resident population 
of a state (or issuing authority) released 

by the U.S. Census Bureau before the 
beginning of such calendar year. Section 
142(k)(5) provides that the Volume Limit 

is based on the State population. 
The population-based component of 

the Credit Ceiling and the Volume Cap 
are adjusted for inflation pursuant to 
§§ 42(h)(3)(H) and 146(d)(2), respec

tively. The adjustments for the 2006 cal
endar year were published in Rev. Proc. 
2005-70, 2005-47 I.R.B. 979. Section 
3.07 of Rev. Proc. 2005-70 provides 
that. for calendar year 2006, the amounts 
used under § 42(h)(3)(C)(ii) to calculate 

the Credit Ceiling is the greater of $1.90 
multiplied by the State population (see 
the resident population figures provided 
helow) or $2,190,000. Further, section 

3.15 of Rev. Proc. 2005-70 provides 
that the amounts used under § I 46(d)( I) 

Residellf Poplllation Fi!illres 

to calculate the Volume Cap for calendar 

year 2006 is the greater of $t\0 multiplied 
by the State population (see the resident 

population figures pro\,lded below) or 
$246,610,000. 

The proper population figures for calcu
lating the Credit Ceiling, the Volume Cap, 
and the Volume Limit for the 2006 cal

endar year are the estimates of the resi
dent population of the 50 states, the Dis

trict of Columbia, and Puerto Rico released 
by the U.S. Census Bureau on Decem
ber 22,2005, in Press Release CB05-187. 
The proper population figures for calcu
lating the Credit Ceiling. the Volume Cap. 
and the Volume Limit for the 2006 calen
dar year for the insular areas (American 
Samoa, Guam, Northern Mariana Islands, 
and U.S. Virgin Islands) arc the figures re
leased electronically by the U.S. Census 
Bureau on July 17.2003. and referenced in 
Census Bureau Tip Sheet TP03-16, dated 
August 8. 20D3. For convenience. these 
estimates are reprinted below. 

4.557,808 
663,661 

57,881 
5.939.292 

2,779,154 

36.132.147 
4,665.177 
3.510,297 

843,524 

550,521 

17,789,864 

9,072,576 

168,564 

1.275,194 

1,429,096 

12,763.371 

6,271,973 

2.966,334 

2,744.687 

4.173.405 
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Louisiana 
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The principal authors of this notice are 
Christopher J _ Wilson, Office of the As
sociate Chief Counsel (Passthroughs and 
Special Industries) and Timothy L. Jones, 
Office of the Division Counsel/Associate 
Chief Counsel (Tax-Exempt and Govern
ment Entities)_ For further information re-
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garding this notice, contact Mr. Wilson at 
(202) 622-3040 (not a toll-free caIl)_ 

-I.523.62R 

1.321.505 
5.600J8R 
6._~9R. 7-13 

10.120.860 
5.1.32.799 
2.921,088 
5,800J10 

935.670 

1,758.787 
2,414,807 
1.309,940 
8,717,925 
1,928,384 

19,254,630 
8,683,242 

636,677 
80,362 

11,464,042 
3,547,884 
3,641,056 

12,429,616 
3,912,054 

1,076,189 

4,255,083 
775,933 

5,962,959 
22,859,968 

108,708 
2,469,585 

623,050 
7,567,465 

6,287,759 
1,816,856 
5,536,201 

509,294 

Patriots' Day Filings and 
Payments 

Notice 2006-23 

This notice provides guidance regard
ing the impact of Patriots' Dayan the April 
17, 2006, due date for filing Federal tax 
documents and making fed~ral tax pay-



ments. For filing season 2006 (tax year 
2005), individual income taxpayers living 
in Maine, Massachusetts, New Hampshire, 
New York, Vermont, Maryland, and the 
District of Columbia have until Tuesday, 
April 18,2006, to file documents in paper 
or electronic form that are otherwise due 
on April 17. 2006. These documents in
clude U.S. individual incomc tax returns in 
the Form 1040 series and Form 4868, Ap
plication for Automatic t.,xtension of Time 
To File U.S. Individual Income Tax Return. 
Individual income taxpayers in these states 
and the District of Columbia also have un
til April 18, 2006, to make Federal tax pay
ments otherwise due on April 17,2006, in
cluding the first installment of estimated 
tax for tax year 2006. 

The principal author of this notice is 
John M. Moran of the Office of Associate 
Chief Counsel, Procedure & Administra
tion (Administrative Provisions and Judi
cial Practice Division). For further in
formation regarding this notice, contact 
John M. Moran at (202) 622-4940 (not a 
toll-frec call). 

Qualifying Advanced Coal 
Project Program 

Notice 2006-24 

SECTION 1. PURPOSE 

This notice establishes the qualify
ing advanced coal project program under 
§ 48A(d) of the Internal Revenue Code. 
The purpose of the program is the deploy
ment of advanced coal-based generation 
technologies. 

SECTION 2. BACKGROUND 

.01 Section 46 provides that the amount 
of the investment credit for any taxable 
year is the sum of the credits listed in § 46. 
Section 1307(a) of the Energy Policy Act 
of 2005, Pub. L. 109-58, 119 Stat. 594 
(August 8, 2005) (the "Act"), amended 
§ 46 to add two new credits to that list: 
the qualifying advanced coal project credit 
and the qualifying gasification project 
credit. 

.02 The qualifying advanced coal 
project credit is provided under § 48A, 
as added by § 1307(b) of the Act. Sec
tion 48A(a) provides that the qualifying 
advanced coal project credit for a taxable 

year is an amount equal to (1) 20 percent 
of the qualified investment (as defined 
in § 48A(b» for that taxable year in cer
tified qualifying advanced coal projects 
(as defined in § 48A(c)(l) and (e» using 
an integrated gasification combined cycle 
OGCC) (as defined in § 48A(c)(7», and 
(2) 15 percent of the qualified investment 
for that taxable year in other certified qual
ifying advanced coal projects . 

. 03 Section 48A(d)(3)(A) provides 
that the aggregate credits allowed under 
§ 48A(a) may not exceed $1.3 billion. 
Section 48A(d)(3 )(B) provides that (i) 
$800 million of credits are to be allocated 
to IGCC projects, and (ii) $500 million of 
credits are to be allocated to projects that 
use other advanced coal-based generation 
technologies (as defined in § 48A(c)(2) 
and (f). 

.04 Section 48A(e)(3)(A) provides 
that the credits for IGCC projects must 
be allocated in accordance with the pro
cedures set forth in § 48A(d), and in 
relatively equal amounts to (i) projects 
using bituminous coal as a primary feed
stock, (ii) projects using subbituminous 
coal as a primary feedstock, and (iii) 
projects using lignite as a primary feed
stock. Further, § 48A(e)(3)(B) provides 
that IGCC projects that include (i) green
house gas capture capability (as defined 
in § 48A(c)(5», (ii) increased by-product 
utilization, and (iii) other benefits must 
be given high priority in the allocation of 
credits for IGCC projects. 

.05 The at-risk rules in § 49 and the re
capture and other special rules in § 50 ap
ply to the qualifying advanced coal project 
credit. Further, the qualifying advanced 
coal project credit generally is allowed in 
the taxable year in which the eligible prop
erty (as defined in § 48A(c)(3» is placed 
in service by the taxpayer. Pursuant to 
* 48A(D)(2)(E), a taxpayer that receives 
a certification under § 48A(d)(2)(D) has 5 
years from the date of issuance of the cer
tification to place the qualifying advanced 
coal project in service. 

SECTION 3. QUALIFYING 
ADVANCED COAL PROJECT 
PROGRAM 

Section 48A( d)(l) provides that the 
Secretary, in consultation with the Sec
retary of Energy, shalt establish a quali
fying advanced coal project program for 

the deployment of advanced coal-based 
generation technologies. The Treasury 
Department and the Internal Revenue Ser
vice are establishing this program under 
the rules set forth in sections 4 through 9 
of this notice. 

SECTION 4. ESTABLISHMENT OF 
QUALIFYING ADVANCED COAL 
PROJECT PROGRAM 

.0 I III General. The Service will con
sider a project under the qualifying ad
vanced coal project program only if the 
U.S. Department of Energy ("DOE") pro
vides a certification of feasibility and con
sistency with energy policy goals ("DOE 
certification") for the project. Accord
ingly, a taxpayer must submit, for each 
qualifying advanced coal project: (l) an 
application for certification by the DOE 
("application for DOE certification"), and 
(2) an application for certification under 
§ 48A(d)(2) by the Service ("application 
for § 48A certification"). Both applica
tions may be submitted only during the 
3-year period beginning on February 21, 
2006. Certifications wilt be issued and 
credits will be allocated to projects in an
nual allocation rounds. The initial allo
cation round will be conducted in 2006. 
If necessary, additional allocation rounds 
will be conducted in 2007 and 2008. 

.02 Program Specifications. 
(1) The Service will determine the 

amount of the qualifying advanced coal 
project credits allocated to a qualifying 
advanced coal project at the time the Ser
vice accepts the application for § 48A 
certification for that project in accordance 
with section 4.02(10) of this notice (see 
section 5 of this notice for the require
ments applicable to the application for 
DOE certification and the application for 
§ 48A certification). 

(2) The qualifying advanced coal 
project credits of $1.3 billion and the 
applications for certification will be sepa
rated into the following four pools: 

(a) Projects using an advanced 
coal-based generation technology other 
than IGCC. The aggregate amount of 
qualifying advanced coal project credit for 
this pool is $500 million. The maximum 
amount of credits that will be allocated to 
a project is $125 million. 

(b) IGCC projects using bituminous 
coal as a primary feedstock. The aggre-
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gate amount of qualifying advanced coal 
project credit for thl~ pool IS $~67 million. 
The maximum amount of credits that will 
be allocated to a project IS $13.1..:' million. 

(CI IGCC projects w,ing subbituminous 
coal as a pnmary feedstock. Thl' aggre
gate amount of qu~t1itying <lLhanceu co.tl 
prnjcct credit for thi, pool i~ 5267 million. 
The maximum amount of credits that wi 11 
be .tllocatell to a projcct is $U~.5 million. 

(1I) IGCC projects using lignite as a pri
mary fel'dstock. Thl' aggregate amount Llf 
qualifying advanced coal project credit for 
this pool i, $266 million. The maximum 
amount of credits that will be allocated to 

a pmjcct is $1 ~~ million. 
(3) For projl'cts using an advanced 

coal-based generation technology othcr 
than IGCC. the aggregate credit of $500 
million for this pool as described in section 
·.u)2(~)(a) of this notice will be allocated in 
the initial mumi of allocations to projects 
providing thc highest ratio of total name
plate generating capacity to requested 
allocation of credits. 

(41 For each IGee pool described in 
section 4.02{~)(b), IC), and (d) of this no
tice. the aggregate credit for that pool will 
be allocated as follows in the initial round 
of allocations: 

(a) The aggregate credit will be allo
cated first to the projects entitled to priority 
under ~ 4RA( e)( ~)( B) for greenhouse gas 
capture capability or increased by-product 
utilitation. 

(h) If the requested allocation of cred
its for thcsc priority projects exceeds the 
aggregate credit for the pool. the credit 
fur that pool will he allocated to the prior
ity proJccts providing the highest ratio of 
total nameplate generating capacity to re
quested allocation of credih. 

(c) If thc rcqucstcd allocation of creuits 
for the priority projects in a pool does not 
excced the aggregate credit for the pooL 
thc remaining amount of the crcdit will be 
allllcatcd to the non priority projects pro
\'iding the highest ratio of total nameplate 
gcncrating capacity to requested allocation 
of credih. 

(51 It thc aggregate credit for a pool 
i, not fully allocated in the initial round 
of allocation, 111 2()06. similar allocation 
fllund, will he conducted in 2007 and 2008 
until the aggregate credit is fully allocated. 
(Jenerally. thc 1\?sulh of each year will be 
~l1lnollnl·ed. 

596 2006-1 C.B. 

(6) If the same project would otherwise 
be allocated credits under both the qualify
ing advanced coal project program under 
this noticc and the qualifying gasification 
project program under Notice 2006-25, 
20()6-11 I.R.B. 609, the following rules 
apply: 

(a I If the project is allocated the full 
amount of the qualifying advanced coal 
project credit requested hy thc taxpayer. no 
qualifying gasification project credit will 
he allocated to the project 

(b) If the project is allocated the full 
amount of the qualifying gasification 
project credit requested by the taxpayer, 
no qualifying advanced coal project credit 
will be allocated to the project: 

(c) If the project is allocated less than 
the full amount of the qualifying advanced 
coal project credit requested by the tax
payer, the qualifying gasification project 
credit may be allocated to the project with 
respect to the qualified investment under 
~ 48B for which a qualifying advanced 
coal project credit is not allowed under 
~ 48A: and 

(d) If the project is allocated less than 
the full amount of thc qualifying gasifi
cation project credit requested by the tax
payer, the qualifying advanced coal project 
credit may be allocated to the project with 
respect to the qualificd investment under 
~ 48A for which a qualifying gasification 
project credit is not allowed under § 48B. 

(7) For each allocation round there will 
bc an annual application period during 
which a taxpayer may file its application 
for ~ 4RA certification. The Service will 
consider a project in an allocation round 
only if the application for ~ 48A certifica
tion for the project is submitted during the 
application period for that round and the 
DOE provides the DOE certification for 
the project before the end of the applica
tion period. 

(8) For the initial allocation round con
ducted in 2006, the application period be
gins on February 21, 2006, and ends on 
October 2. 2006. Any completed appli
cation for § 48A certification received by 
the Service before October 3, 2006, will be 
deemed to be submitted by the taxpayer on 
October 2,2006. For 2007, the application 
period begins on October 3,2006, and ends 
on October 1,2007, and any completed ap
plication for ~ 4RA certification received 
bv the Service after October 2, 2006, and 
b~fore October 2, 2007, will be deemed to 

he submitted by th~ taxpayer on October 
I. 20()7. For 200S. the application period 
begins on October 2, 2007, and cnds on 
October I, 20()R. and any compl~t~d ap· 
plication for § .tXA certification received 
by th~ Servicc after October I. 2007, and 
before October 2, 2()()R, will b~ deemed to 
he submitted by the taxpayer on October 
I. 2008. For purposes of this notice, an 
application that is submitted by U.S. mail 
will be treated as received by the Service 
on the date of the postmark and an applica· 
tion submitted by a private delivery service 
will be treated as received by the Service 
on the date recorded or the date marked in 
accordance with § 7502(f)(2)(C). 

(9) See section 5.02 of this notice and 
Appendix B to this notice for the infor. 
mation to be submitted to the DOE in an 
application for DOE certification. Ap· 
pendix B to this notice also provides the 
instructions and address for filing the ap
plication for DOE certification. The DOE 
will determine the feasibility of the project 
and its consistency with energy policy 
goals and, if the project is determined to 
he feasible and consistent with energy pol· 
icy goals, will provide a DOE certification 
for the project to the Service. If an appli· 
cation for DOE certification is postmarked 
on or heforc June 30 of a calendar year, 
the DOE will determine the feasibility of 
the project and its consistency with energy 
policy goals and (for projects determined 
to be feasible and consistent) provide the 
DOE certification by October I of that 
calendar year. 

(10) By November 30 of the calendar 
year in which an application for § 48A cer
tification is deemed to be submitted (as de
termined under section 4.02(R) of this no
tice), the Service will accept or reject the 
taxpayer's application for § 48A certifica
tion and wi II notify the taxpayer, by letter, 
of its decision. 

(II) If the taxpayer's application for 
§ 48A certification is accepted, the ac
ceptance letter will state the amount of 
the credit allocated to the project. If a 
credit is allocated to a taxpayer's project, 
the taxpayer will be required to execute a 
closing agreement in the form set forth in 
Appendix A to this notice. By January 31 
of the following year, the taxpayer must 
execute and return the closing agreement 
to the Service at the appropriate address 
listed in section 5.04 of thIS notice or listed 
in later guidance published in the Internal 



Revenue Bulletin. The Service will exe
cute and return the closing agreement to 
the taxpayer by March 31 of such follow
ing year. The executed closing agreement 
applies only to the accepted taxpayer. Ac
cordingly, any successor in interest must 
execute a new closing agreement with the 
Service. If the successor in interest does 
not execute a new closing agreement, the 
following rules apply: 

(a) In the case of an interest acquired at 
or before the time the qualifying advanced 
coal project is placed in service. any credit 
allocated to the project will be fully for
feited (and rules similar to the recapture 
rules of § 50(a) apply with respect to qual
ified progress expenditures); and 

(b) In the case of an interest acquired af
ter the qualifying advanced coal project is 
placed in service, the project ceases to be 
investment credit property and the recap
ture rules of § 50(a) (and similar rules with 
respect to qualified progress expenditures) 
apply. 

SECTION 5. APPLICATIONS FOR 
CERTIFICATIONS 

.01 In General. An application for 
§ 48A certification and a separate ap
plication for DOE certification must be 
submitted for each qualifying advanced 
coal project. If an application for DOE 
certification does not include all of the in
formation required by section 5.02 of this 
notice and meet the requirements in sec
tions 7.01 and 7.02 of this notice, the DOE 
may decline to accept the application. If 
an application for § 48A certification does 
not include all of the information listed in 
section 5.03 of this notice and meet the 
requirements in sections 7.01 and 7.02 
of this notice, the application will not be 
accepted by the Service. 

.02 Information Required in the Appli
cationfor DOE Certification. An applica
tion for DOE certification must include all 
of the information requested in Appendix 
B to this notice and all of the following: 

(1) The name, address, and taxpayer 
identification number of the taxpayer; 

(2) The name and telephone number of 
a contact person; 

(3) The name and address (or other 
unique identifying designation) of the 
qualifying advanced coal project; 

(4) A statement specifying whether the 
project is an IGCC project or a qualifying 

advanced coal project that uses another ad
vanced coal-based technology: 

(5) In the case of an IGCC project, a 
statement specifying the type of coal (bi
tuminous coal, subbituminous coal, or lig
nite) that will be the primary feedstock. An 
application for DOE certification with re
spect to an IGCC project will not be con
sidered unless one of these types of coal 
is the primary feedstock. For purposes of 
* 48A(e)(3)(A), a type of coal is the pri
mary feedstock only if at all times more 
than 50 percent of the cumulative total fuel 
input (coal and any other fuel input) for the 
project will consist of that type of coal; 

(6) The estimated total cost of the 
project and the estimated total qualified 
investment in the eligible property that 
will bc part of the project: 

(7) The amount of the qualifying ad
vanced coal project credit requested for the 
project. The amount requested must not 
exceed the maximum amount provided in 
section 4.02(2) of this notice: 

(8) If the taxpayer is or will be request
ing an amount of the qualifying gasifica
tion project credit under § 48B for the same 
project, a statement specifying the credit 
the taxpayer prefers to recei ve; 

(9) A statement spccifying whether the 
project is a new electric generation unit 
(as defined in § 48A(c)(6», a retrofit of 
an existing electric generation unit, or a 
repower of an existing electric generation 
unit; and 

(lO) The exact total namcplate generat
ing capacity of the project. 

.03 Information Required in the Appli
cationfor § 48A Certification. Pursuant to 

§ 48A(d)(2)(B), an application for § 48A 
certification must include all of the follow
ing: 

(I) The name, address, and taxpayer 
identification number of thc taxpayer; 

(2) The name and telephone number of 
a contact person. If necessary, attach any 
required power of attorney, preferably on 
Form 2848, Power o(Attorney and Decla

ration of Representative; and 
(3) A paper copy of the completed ap

plication for DOE certification submitted 
with respect to the project in accordance 
with section 5.02 of this notice. 

.04 Instructions and Address for Filing 
§ 48A Application. Applications for § 48A 
certification should be marked: SECTION 
48A APPLICATION FOR CERTIFICA-

TION. There is no user fee for these ap
plications. 

(1) Applications submitted by U.S. mail 
must be sent to: 

Internal Revenue Service 
Attn: CC:PSI:6, Room 5313 
P.O. Box 7604 
Ben Franklin Station 
Washington, DC 20044 

Applications submitted by a private de
livery service must be sent to: 

Internal Revenue Service 
Attn: CC:PSI:6, Room 5313 
1111 Constitution Ave., N.W. 
Washington, DC 20224 

(2) Applications may also be hand de
livered Monday through Friday between 
the hours of 8 a.m. and 4 p.m. to: 

Courier's Desk 
Internal Revenue Service 
Attn: CC:PSI:6, Room 5313 
IIII Constitution Avenue, N.W. 
Washington, DC 20224 

SECTION 6. ISSUANCE OF 
CERTIFICATION 

.01 In General. Section 48A(d)(2)(D) 
provides that a taxpayer shall have 2 
years from the date of acceptance of the 
§ 48A application during which to pro
vide evidence that the criteria set forth in 
§ 48A(e)(2) have been met. Pursuant to 
§ 48A(e)(2), a project shall be eligible for 
certification only if (A) the taxpayer has 
received all federal and state environmen
tal authorizations or reviews neccssary 
to commence construction of the project, 
and (B) the taxpayer, cxcept in the case 
of a retrofit or repower of an existing 
generation unit. has purchased or entered 
into a binding contract for the purchase of 
the main steam turbine or turbines for the 
project, except that this contract may be 
contingent upon receipt of a certification 
under § 48A(d)(2). Section 48A(d)(2)(E) 
provides that a taxpayer that receives a 
certification has 5 years from the date of 
issuance of the certification to place the 
project in service and that the certification 
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is void if the project is not placed in ser
vice by the end of that fi ve-year period. 

.02 Requireme/lts jil/" Certificatio/l. 
Within 2 years from the date that the Ser
vice accept> the taxpayer's application for 
~ 4X;\ certification under section 4.02( \0) 

of this notice. the taxpayer must submit 
to the Service documentation establishing 
that the requirements of ~ 4~A(e)(2) are 
satisfied. See also sections 7.0 I and 7.02 
of this notice for other requirements that 
must be satisfied. The taxpayer should 
mark the package "SECTION 4~A CER
TIFICATION REQUIREMENTS" and 
send it to the appropriate address listed 
in section 5.04 of this notice or listed in 
later guidance published in the Internal 
Revenue Bulletin. 

.03 Sen'ice's Acrio/l ()Il CertificatiON. 
After receiving the material in section 
6.02 of this notice. the Service will de
cide whether or not to certify the project 
and will notify the taxpayer. by letter. of 
that decision. If the Service certifies the 
project, the date of this letter is the date of 
issuance of the certification. 

SECTION 7, OTHER REQUIREMENTS 

.01 Sigll{[tlIre. Each submission un
der sections 5 and 6 of this notice must 
be signed and dated by the taxpayer. A 
stamped signature or faxed signature is not 
permitted. 

.02 ['ellalties of' [,erjury Statement. 
( I) Each submission under sections 5 

and 6 of this notice must be accompa
nied by the following declaration: "Under 
penalties of perjury, I declare that I have 
examined this submission, including ac
companying documents. and. to the best 
of my knowledge and belief. all of thc 
facts contained herein are true. correct, and 
complete." 

(2) The declaration must be signed and 
dated by the taxpayer. The person sign
ing for the taxpayer must have personal 
knowledge of the facts. A stamped signa
ture or faxed signature is not permitted. 

.rn Effect of (Ill Acceptance, Alloca
tion, or Certificatioll. A n acceptance, 
allocation, or certification by the Service 
under this notice is not a determination 
that a project qualifies for the qualifying 
advanced coal project credit under § 48A. 
The Service may. upon examination (and 
after any appropriate consultation with 
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DOE). determine that the project does not 
qualify for this credit. 

.04 No Right 10 {/ Conference or Appe{/l. 
A taxpayer does not have a right to a con
ference relating to any matters under this 
notice. r;urthn, a taxpayer does not have 
a right to appeal the decisions made under 
this notice (including the acceptance or re
jection of the application for DOE or § 48A 
certification, the amount of credit allocated 
to the project. or whether or not to certify 
the project) to an Associate Chief Counsel 
or any other official of thc Service, 

SECTION 8, REVIEW AND 
REDISTRIBUTION 

.01 /11 General. Section 48A(d)(4)(A) 
provides that the credits allocated under 
~ 48A must be reviewed not later than Au
gust 8, 2011. Pursuant to § 48A(d)(4)(B). 
credits available under § 48A(d)(3)(B)(i) 
and (ii) may be reallocated if (i) there is an 
insufficient quantity of qualifying applica
tions for certification pending at the time 
of the review; or (ii) any certification made 
pursuant to § 48A(d)(2) has been revoked 
pursuant to § 48A(d)(2)(D). If credits un
der § 48A(d)(3)(B)(i) and (ii) are available 
for reallocation, § 48A(d)(4 )(C) authorizes 
the conduct of an additional program for 
applications for certification. 

.02 Rel'ieli' and Redistribution ofCred
its. 

(I) /n general. If, after the allocation 
round in 2008. the entire credit for a pool 
is not fully subscribed (i.e" the aggregate 
credit for the pool has not been fully allo
cated), the remaining credits from that pool 
will be reallocated to pools that have been 
fully subscribed. Credits from pools not 
fully subscribed will bc reallocated to fully 
subscribed pools in proportion to the ag
gregate amounts of credit specified for the 
fully subscribed pools in section 4.02(2) of 
this notice. Future guidance will prescribe 
the procedures applicable to applications 
for certification with respect to the reallo
cated credits. 

(2) Reductioll orj()fieilllre of allocated 
credits. Under the closing agreement set 
forth in Appendix A to this notice, the 
qualifying advanced coal project credits 
allocated under section 4 of this notice will 
be rcduced or forfeited in certain situa
tions. A taxpayer must notify the Service 
of the amount of any reduction or forfei
turc required under the closing agreement. 

This notification must he sent to the appro
priate address listed in section 5.04 of this 
notice or listed in later guidance published 
in the Internal Revenue Bulletin, 

The amount of any reduction or for
feiture of the allocated credits will be re
turned to the appropriate allocation pool 
and included in the aggregate credit re
maining to he allocated in the allocation 
round following the reduction or forfei
ture. If the reduction or forfeiture occurs 
after the allocation round in 2008, future 
guidance will prescribe procedures appli
cable to applications for certification with 
respect to the returned credits, 

SECTION 9, QUALIFlED PROGRESS 
EXPENDITURES 

.01 Section 48A(b)(3) provides that 
rules similar to the rules of § 46(c)(4) 
and (d) (as in effect on the day before the 
enactment of the Revenue Reconciliation 
Act of 1990) shall apply for purposes of 
§ 48A, Former §§ 46(c)(4) and 46(d) pro
vided the rules for claiming the investment 
credit on qualified progress expenditures 
(as defined in former § 46(d)(3» made 
by a taxpayer during the taxable year for 
the construction of progress expenditure 
property (as defined in former § 46(d)(2», 

.02 In the case of self-constructed prop
erty (as defined in former § 46(d)(5)(A)), 
former § 46(d)(3)(A) defined qualified 
progress expenditures to mean the amount 
that is properly chargeable (during the 
taxable year) to capital account with re
spect to that property. With respect to a 
qualifying advanced eoal project that is 
self-constructed property, amounts paid or 
incurred are chargeable to capital account 
at the time and to the extent they are prop
erly includible in computing basis under 
the taxpayer's method of accounting (for 
example, after applying the requirements 
of § 461, including the economic perfor
mance requirement of § 461(h». 

.03 To claim the qualifying advanced 
coal project credit on the qualified 
progress expenditures paid or incurred 
by a taxpayer during the taxable year for 
construction of a qualifying advanced coal 
project, the taxpayer must make an elec
tion under the rules set forth in § 1.46-5(0) 
of the Income Tax Regulations. A tax
payer may not make the qualified progress 
expenditures election for a qualifying 
advanced coal project until the taxpayer 



has received an acceptance letter for thc 
project under section 4.02( 10) of this no

tice . 
. 04 If a taxpayer makes the qualified 

progress expenditurcs election pursuant to 
section 9.03 of this notice, rules similar 
to the recapturc rules in § 50(a)(2)(A)-(D) 
apply. In addition to the cessation events 
listed in § 50(a)(2)(A), examples of other 
events that will cause the project to cease 
being a qualifying advanced coal project 

are: 
(1) Failure to satisfy any of the certifi

cation requirements in § 48A(e)(2) within 
2 years from the date that the Service ac
cepted the taxpayer's application for § 48A 
certification for the project under section 
4.02(10) of this notice; 

(2) Failure to receive a certification for 
the project in accordance with section 6.03 
of this notice; 

(3) Failure to place the project in service 
within 5 years from the date of issuance of 
the certification under section 6.03 of this 
notice; or 

(4) In the case of an IGCC project 
that was entitled to priority under 
§ 48A(e)(3)(B), failure to provide the 
priority benefit on the date the project is 
placed in service. 

SECTION 10. EFFECTIVE DATE 

This notice IS effective February 21, 
2006. 

SECTION 11. PAPERWORK 
REDUCTION ACT 

The collection of information contained 
in this noticc has been reviewed and ap
proved by the Office of Management and 
Budget in accordance with the Paperwork 
Reduction Act (44 U.s.c. 3507) under 
control number 1545-2003. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of infonnation displays a valid 
OMB control number. 

The collections of infonnation in this 
notice are in sections 4, 5, 6, 7, 8, and Ap
pendix B of this notice. This information 
is required to obtain an allocation of qual
ifying advanced coal project credits. This 
infonnation will he used by the Service to 
verify that the taxpayer is eligible for the 
qualifying advanced coal project credits. 
The collection of infonnation is required 
to obtain a benefit. The likely respondents 
are business or other for-profit institutions. 

The estimated total annual reporting 
burden is 4,950 hours. 

The estimated annual burden per re
spondent varies from 70 to 150 hours, de
pending on individual circumstances, with 
an estimated average of 110 hours. The es
timated number of respondents is 45. 

The estimated annual frequency of re
sponses is on occasion. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
infonnation are confidential, as required 
by 26 u.s.c. 6103. 

SECTION 12. DRAFTING 
INFORMATION 

The principal author of this notice is 
Douglas H. Kim of the Office of Associate 
Chief Counsel (Passthroughs & Special In
dustries). For further information regard
ing this notice, contact Mr. Kim at (202) 
622-3110 (not a toll-free call). 
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APPENDIX A 

CLOSING AGREEMENT 

Under § 7121 of the Internal Revenue Code, [insert taxpayer's name, address, and identifying number] ("Taxpayer") and the 
Commissioner of Internal Revenue ("Commissioner") make the following closing agreement: 

WHEREAS: 

1. On or before October [insert date and year], Taxpayer submitted to the Internal Revenue Service ("IRS"), an application for 
certification under the qualifying advanced coal project program described in Notice 2006-24 ("Application for § 48A Certifica
tion"); 

2. Taxpayer's Application for § 48A Certification is for the qualifying advanced coal project (the "Project") described below-

(I) The Project will use [insert either "an integrated gasification combined cycle (as defined in § 48A(c)(7))" or "an advanced 
coal-based technology (as defined in § 48A(c)(2) and (f)) other than an integrated gasification combined cycle"]; 

(2) The Project will be located at [insert address or other identifying designation]; 

(3) The Project is [insert either: "a new electric generation unit (as defined in § 48A(c)(6»"; "a retrofit of an existing electric 
generation unit (as defined in § 48A(c)(6))"; or "a repower of an existing electric generation unit (as defined in § 48a(c)(6)"); 

(4) The Project will have a total nameplate generating capacity of [insert number] megawatts; 

[If the Project is an integrated gasification combined cycle project, insert: 

(5) At all times more than 50 percent of the cumulative total fuel input (coal and any other fuel input) for the Project will be 
[insert either: "bituminous coal"; "subbituminous coal"; or "lignite"]; 

(6) The Project is entitled to priority under § 48A(c)(3)(B) for [insert either: "greenhouse gas capture capability (as defined 
in § 48A(c)(5)),,; "increased by-product utilization"; or "both greenhouse gas capture capability (as defined in § 48A(c)(5)) and 
increased by-product utilization"];] and 

3. On or before November 30, [insert year], the IRS accepted Taxpayer's Application for § 48A Certification for the Project and 
allocated a qualifying advanced coal project credit under § 48A in the amount of $[insert number] to the Project. 

NOW IT IS HEREBY DETERMINED AND AGREED FOR FEDERAL INCOME TAX PURPOSES THAT: 

I. The total amount of the qualifying advanced coal project credit to be claimed for the Project under § 48A(a) must not exceed 
$[insert the number in WHEREAS clause #3]. 

2. If Taxpayer fails to satisfy any of the certification requirements in § 48A(e)(2) within 2 years of [insert date of acceptance 
letter issued under scction 4.02( 10) of Notice 2006-24], or if the IRS does not issue a certification for the Project under Notice 
2006-24, the qualifying advanced coal project credit in the amount of $[insert the number in WHEREAS clause #3] allocated to 
the Project is fully forfeited. 

3. If the Project is not placed in service by Taxpayer within 5 years of the date of issuance ofthe certification as determined under 
section 6.03 of Notice 2006-24, the qualifying advanced coal project credit in the amount of $[insert the number in WHEREAS 
clause #3] allocated to the Project is fully forfeited. 

~. If the Project does not have a total nameplate generating capacity of [insert the number in WHEREAS clause #2(4) I megawatts 
on the date the Project is placed in service, the qualifying advanced coal project credit in the amount of $[insert the number in 
WHEREAS clause #3) allocated to the Projed is reduced proportionately. 

[If the Project is not an integrated gasification combined cycle project, insert: 

5. If the Project fails to satisfy any of the requirements in § 48A(e)(l) for a qualifying advanced coal project-
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(I) at the time the Project is placed in service, the qualifying advanced coal project credit in the amount of $[insert the number 
in WHEREAS clause #3] allocatcd to the Project is fully forfeited; and 

(2) after the Project is placed in service (and after satisfying all such requirements at the time the Project is placed in service). 
the Project ceases to be investment credit property and the recapture rules of ~ 50(a) apply.] 

[If the Project is an integrated gasification combined cycle project, insert: 

5. (I) If thc Project fails to satisfy any of the requirements in § 48A(e)(l) for a qualifying advanced coal project-

(a) at the time the Project is placed in service, the qualifying advanced coal project credit in the amount of $[insert the 
number in WHEREAS clause #3] allocated to the Project is fully forfeited; and 

(b) after the Project is placed in service (and after satisfying all such requirements at thc time the Project is placed in 
service), the Project ceases to be investment credit property and the recapture rules of ~ 50(a) apply. 

(2) If at any time more than 50 percent of the cumulativc total fuel input (coal and any other fuel input) for the Project is not 
[insert the primary feedstock in WHEREAS clause #2(5)], the Project ceases to be investment credit property and the recapture 
rules of ~ 50(a) apply. 

(3) If the Project fails to provide [insert priority benefits in WHEREAS clause #2(6)J at the time the Project is placed in 
service, the qualifying advanced coal project credit in the amount of$[insert the number in WHEREAS clause #31 allocated to the 
Project is fully forfeited.] 

6. Taxpayer will not claim the qualifying gasification project credit under § 48B for any qualified investment for which the 
qualifying advanced coal project credit is allowed under § 48A. 

7. If Taxpayer elects to claim the qualifying advanced coal project credit on thc qualified progress expenditures paid or incurred 
by Taxpayer during the taxable year for construction of a qualifying advanced coal project, rules similar to the recapture rules in 
§ 50(a)(2)(A) through (D) apply. 

8. This agreement applies only to Taxpayer. Any successor in interest must execute a new closing agreement with the IRS. If the 
interest is acquired at or before the time the Project is placed in service and the successor in interest fails to execute a new closing 
agreement, the qualifying advanced coal project credit in the amount of $[insert the number in WHEREAS clause #3] allocated to 
the Project is fully forfeited. If the interest is acquired after the time the Project is placed in service and the successor in interest fails 
to execute a new closing agreement, the Project ceases to be investment credit property and the recapture rules of § 50(a) apply. 

THIS AGREEMENT IS FINAL AND CONCLUSIVE EXCEPT: 

I. The matter it relates to may be reopened in the event of fraud, malfeasance, or misrepresentation of a material fact; 

2. It is subject to the Internal Revenue Code sections that expressly provide that effect be given to their provisions (including 
any stated exception for § 7122) notwithstanding any law or rule of law; and 

3. If it relates to a tax period ending after the date of this Closing Agreement, it is subject to any law enacted after such date, 

which applies to the tax period. 

By signing, the parties certify that they have read and agreed to the tellllS of this Closing Agreement. 

Taxpayer: [insert name and identifying number] 
By: ______________________________ __ Date Signed: __________ _ 

[insert name] 

Title: [insert title] 
[insert taxpayer's name] 
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Commissioner of Internal Revenue 

By: ______________________________ ___ Date Signed: _________ _ 

[i nsert name I 

Title: Associate Chief Counsel, Passthroughs and Special Industries, CC:PSI 

I have examined the specific matters involved and recommend the acceptance of the proposed agreement. 

(Receiving Officer) _________ __ 

(Title) _________ __ 

Date Signed _________ __ 

I have reviewed the specific matters involved and recommend the acceptance of the proposed agreement. 

(Reviewing Officer) _________ __ 

(Title) _________ _ 

Date Signed _________ _ 
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APPENDIX B 

APPLICATION FOR DOE CERTIFICATION 

REQUEST FOR SUPPLEMENTAL APPLICATION INFORMATION FOR DOE 

Pursuant to Notice 2006-24 establishing the Qualifying Advanced Coal Project Program, the Internal Revenue Service ("IRS") 
will allocate a credit under § 48A of the Internal Revenue Code to a project only if, among other things, the IRS receives from the 
Department of Energy ("DOE") a certification of feasibility and consistency with energy policy goals ("DOE certification") for 
the project. This DOE certification shall assure that the applications selected meet the requirements of § 48A and the intent of 
§ 48A to provide credits to projects that are both technically and economically feasible. 

The IRS and DOE seek to certify applications that demonstrate a high likelihood of being successfully implemented by the 
applicants. To qualify, projects must be economically feasible and use the appropriate clean coal technology. 

This request for submission of supplemental application information: 

1. Describes the information to be provided by the applicant seeking a DOE certification. and 

2. Lists the evaluation criteria, and Program Policy Factors to be used by DOE in the evaluation of applications. 

In conducting this evaluation, the DOE may utilize assistance and advice from qualified personnel from other federal agencies 
and/or non-conflicted contractors. DOE will obtain assurances in advance from all evaluators that application information shall be 
kept confidential and used only for evaluation purposes. DOE reserves the right to request clarifications and/or supplemental 
information from some or all applicants through written submissions and/or oral presentations. 

Notice is given that DOE may determine whether or not to provide a DOE certification to the IRS at any time after the application 
has been received, without further exchanges or discussions. Therefore. all applicants are advised to submit their most complete 
and responsive application. 

Applications will not be returned. 

SUBMISSION INFORMATION FOR DOE CERTIFICATION APPLICATION 

A. General 

This request, together with the information in sections 5.02, 7.01, and 7.02 of Notice 2006-24 includes all the information needed 
to complete an application for DOE certification. All applications shall be prepared in accordance with this request in order to 
provide a standard basis for evaluation and to ensure that each application will be uniform as to format and sequence. 

Each application should clearly demonstrate the applicant's capability, knowledge. and experience in regard to the requirements 
described herein. 

Applicants should fully address the requirements of Notice 2006-24 and this request and not rely on the presumed background 
knowledge of reviewers. DOE may reject an application that does not follow the instructions regarding the organization and 
content of the application when the nature of the deviation and/or omission precludes meaningful review of the application. 

B. Unnecessarily Elaborate Applications 

Unnecessarily elaborate brochures or other presentations beyond those sufficient to present a complete and effective application 
are not desired. Elaborate art work, graphics and pictures are neither required nor encouraged. 

C. Application Submission for DOE Certification 

The application submission to DOE must include the information and documentation required by sections 5.02. 7.01. and 7.02 
of Notice 2006-24. 

A project will not be considered in the allocation round conducted in a calendar year unless the application for DOE certification 
of the project is postmarked by June 30 of that calendar year. Two paper copies and one electronic version on a floppy disc or a 
CD of the Application must be submitted to: 

Melissa Robe 
National Energy Technology Laboratory 
3610 Collins Ferry Road 
Morgantown, WV 26507 
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Note that under section :1 of Notice 2006-2-L one paper copy mmt be sent to the IRS as part of the application for IRS certification, 
The projel't \\ ill not he con,idered in the allocation round conducted in a calendar year unless the application is submitted to the 
IRS by the JaIL' ,peclfied for that calendar year in section -1-.02(8) of Notice 2006-24, 

THE INFORMATION REQUIRED BY THIS REQUEST MUST BE SUBMITTED USING THE FORMAT AND THE 
HEADI;\GS OF THE "PROJECT INFORMATION MEMORANDUM" AS DESCRIBED BELOW. 

To aid III naluation, applications shall be clearly and concisely written and logically assembled, All pages of each part shall be 
appr\)priately numbered and identified with the name of the applicant and the date, 

The application. including the Project Information Memorandum, MUST be formatted in one of the following software 
dppllcati\)f1s: 

Mil:rlhoft W(1rd11ll 2()()2 or bter cdition 

I'VIICIW.,Oft Excel11ll 2()()2 or later edition 

.. '\dobc ,~LT()batllll PDF 6,0 or later edition 

Financialillodeb should be submiltcd using the Excel tlll spreadsheet and must include calculation formulas and assumptions. 

The applicant i, responsible for the integrity and structure of the electronic files, The DOE will not be responsible for 
reformatting. restructuring or converting any files submitted under this announcement. 

Thc Projcct Information !\IIemorandum, exe[udill!? Appendices, shall not exceed seventy~five (75) pages. Pages in excess of the 
page limitation will not be considered for evaluation. All text shall be typed, single spaced, using 12 point font, 1 inch margins, 
and unreduced 8~l/2~inch by II~inch pages. Illustrations and charts shall be legible with all text in legible font. Pages shall be 
seljuentially numbered. Except as otherwise noted herein the page guidelines previously set forth constitute a limitation on the 
total amoLlnt of material that may be submitted for evaluation. No material may be incorporated in any application by reference 
as a means to circLlmvent the page limitation. 

D. Form of Project Information Memorandum 

PROJECT INFORMATION MEMORANDUM 

I. SU\1MARY AND INTRODUCTION 

• Description of the Project 

• Financing and Ownership Structure 

• Describe the main parties to the project, including background. ownership and related experience 

• Current Project Status and Schedule to Beginning of Construction 

II. TECHNOLOGY AND TECHNICAL INFORMATION 

Prm'ide a description of the proposed technology, including sufficient supporting information (such as process flow 
diagrams. eljuipment descriptions. information on each major process unit and the total plant, compositions of major 
:..treams. and the technical plan for achieving the goals proposed for the project) as would be needed to allow DOE to 
confirm that the technical requirements of * 48A could. in principle. be met. Specifically the applicant should: 
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• Provide evidence sufficient to demonstrate that the proposed technology meets the definition of "Advanced Coal-Based 
Generation Technology," either as integrated gasification combined cycle (lGCC) technology, or other advanced coal
based electric generation technology meeting the heat rate requirement of 8530 BtulkWh 

• The applicant must provide actual heat rate and heat rate corrected to conditions specified in § 48A(f)(2) 

• For projects including existing units, the applicant must provide information sufficient to justify that the proposed 
technology meets heat rate requirements specified in § 48A(f)(3) 

• Provide evidence sufficient to ensure that the proposed project is designed to meet the following performance require
ments: 

• S02 percent removaL ..... 99 percent 

• NOx emissions .................. 0.07 Ibs / MMBTU 

• PM emissions .................... 0.015 lbs / MMBTU 

• Hg percent removal.. ........ 90 percent 

• Provide evidence sufficient to demonstrate that the project meets the requirements for qualifying advanced coal projects 
as specified under § 48A(e)(l) including: 

• The project will power a new electric generation unit or retrofitlrepower an existing electric generation unit. At least 
50% of the useful output of the project is electrical power. 

• The fuel for the project is at least 75% coal (as defined in § 48A(c)(4», on an energy input basis. 

• The project is located at one site and has a total nameplate electric power generating capacity of at least 400 MW. 

• Provide information and data, including examples of prior similar projects completed by applicant, EPC contractor, and 
suppliers of major subsystems or equipment which support the capabilities of the applicant to construct and operate the 
facility. 

• Include the project status and relevant information from ongoing engineering activities. Also include in an appendix any 
engineering report or reports used by the applicant to develop the project and to estimate costs and operating performance. 

III. PRIORITY FOR INTEGRATED GASIFICATION COMBINED CYCLE PROJECTS 

For IGCC Projects, the applicant must submit information sufficient for categorization and prioritization of projects 
for certification, including: 

• Identification of the primary feedstock (as defined in section 5.02(5) of Notice 2006-24), and all other feedstocks. 

• If applicable, evidence demonstrating that the project will be capable of adding components that can capture, separate 
and permanently sequester greenhouse gases. 

• A plan showing how project by-products will be marketed and utilized. 

• Other benefits, if any. 

IV. SITE CONTROL AND OWNERSHIP 

• Provide evidence that the applicant owns or controls a site in the United States of sufficient size to allow the proposed 
project to be constructed and operated on a long-term basis. 

• Describe the current infrastructure at the site available to meet the needs of the project. 

• Provide information supporting applicant's conclusion that the proposed site can fully meet all environmental, coal sup
ply, water supply, transmission interconnect, and public policy requirements. 
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V. UTILIZATION OF PROJECT OUTPUT 

• A projection of the anticipated costs of electricity and other marketable by-products produced by the plant. 

• Prmide evidence th;.!t a majority of the output of the plant is reasonably expected to be acquired or utilized. 

• Describe any energy sales anangements that cxist or that may be contemplated. e.g .. Power Purchase Agreement or 
Energy Sales Agreement. and summaries of their key terms and conditions. 

• Include as an appendix any independent Energy Price Market Study that has been done in connection with this project. 
or if no independent market study has been completed. provide a copy of the applicant-prepared market study. 

• Identify and describe any firm arrangements to scll non-power output. and provide any evidence of such amll1gements. If 
the project produces a product in addition to power. include as an appendix any related market study of price and volume 
of sales expected for that product. 

VI. PROJECT ECOI\OMICS 

Describe the project economics and provide satisfactory evidence of economic feasibility as demonstrated through the 
financial forecast and the underlying project assumptions. 

Discuss the market potential for the proposed technology beyond the project proposed by the applicant. 

Show calculation of the amount of tax crcdit applied for based on allowable cost. 

VII. PROJECT DEVELOPMENT AND FINANCIAL PLAN 

Providc the total project budget and major plant costs, e.g., development, operating, capital, construction, and financing 
costs. Describe the overall approach to project development and financing sufficient to demonstrate project viability. 
Provide a complete explanation of the source and amount of project equity. Provide a complete explanation of the source 
and amount of project dcbt. Provide the audited financial statements for the applicant for the most recently ended three 
fiscal years. and the unaudited quarterly interim financial statements for the current fiscal year. 

For internally financed projects. provide evidencc that thc applicant has sufficient assets to fund the project with its own 
resources. Identify any internal approvals required to commit such assets. Include in an appendix copies of any board 
resolution or other approval authorizing the applicant to commit funds and proceed with the project. 

For projects financed through debt instruments either unsecured or secured by assets other than the project, provide 
evidence that the applicant has sufficient creditworthiness to obtain such financing along with a discussion of the status of 
such instruments. Identify any internal approvals required to commit the applicant to pursue such financing. Include in an 
appcndix. copics of any board rcsolution or othcr approval authorizing the applicant to commit to such financing. 

For projects financed through investor equity contributions, discuss the source and status of each contribution. Discuss 
each investor's financial capability to meet its commitments. Include in an appendix, copies of any executed investment 
agrcements. 

If financing through a public offering or private placement of either debt or equity is planned for the project, provide the 
expected debt rating for the issue and an explanation of applicant's justification for the rating. Describe the status of any 
discussions with prospective investment bankers or other financial advisors. 

For projects employing nonrecourse debt financing, provide a complete discussion of the approach to, and status of, 
such financing. 

In an appendix. provide ( I ) an Excel based financial model of the project, with formulas. so that review of the model 
calculations and assumptions may be facilitated; provide pro-jorma project financial, economic, capital cost, and operating 
assumptions. including detail of all project capital costs. development costs, interest during construction, transmission 
interconlllTtion costs, other operating expenses, and all other costs amI expenses, and (2) a report of an independent 
finanCIal analyst in accordance with the instructions in Section G of this Appendix B. 

\'111 PROJFCT CONTRACT STRUCTURE 

Describe the current status of each of the agreements set forth below. Include as an appendix copies of the contracts or 
sumlllaries of the key provisions of each of the following agreements: 

606 2006-1 C.B. 



• 

• 

• 
• 

• 
• 

• 
• 

Power Purchase Agreement (if not fully explained in Section IV) 

Coal Supply: describe the source and price of coal supply for the project. Includc as an appendix any studies of coal 
supply price and amount that have been prepared. Include a summary of the coal supply contract and a copy of the 
contract. 

Coal transportation: explain the arrangements for transporting coal, including costs. 

Operations & Maintenance Agreement: include a summary of the terms and conditions of the contract and a copy of the 
contract. 

Shareholders Agreement: summarize key terms and include the agreement as an appendix. 

Enginecring, Procurement and Construction Agreement: describe the key terms of the existing or expected EPC contract 
arrangement, including fIrm price, liquidated damages, hold-backs, performancc guarantees, etc. 

Water Supply Agreement: confirm the amount, source, and cost of water supply. 

Transmission interconnection agreement: explain the requirements to connect to the system and the current status of 
negotiations in this respect. 

IX. PERMITS INCLUDING EVIRONMENTAL AUTHORIZATIONS 

• 

• 
• 

Provide a complete list of all federal, state, and local permits, including environmental authorizations or reviews, neces
sary to commence construction of the project. 

Explain what actions have been taken to date to satisfy thc rcquired authorizations and reviews, and the status of each. 

Provide a description of the applicant's plan to obtain and complete all necessary permits, and environmental authoriza
tions and reviews. 

X. STEAM TURBINE PURCHASE 

• If applicant plans to purchase a steam turbine or turbines for the project, indicate the prospective vendors for the turbine 
and explain the current status of purchase negotiations, and provide a timeline for negotiation and purchase with expected 
purchase date. 

Xl. PROJECT SCHEDULE 

• Provide an overall project schedule which includcs technical, business, financial, permitting and other factors to substan
tiate that the project will meet the 2 year project certification and 5 year placed-in-service requirement. 
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APPENDICES 

• Independent Financial Report . 

• Copy of internal or external engineering reports. 

• Copy of site plan. together with evidence that applicant owns or controls a site. Examples of evidence would include a 
deed. or an executed contract to purchase or lease the site. 

• Information supporting applicant's conclusion that the site is fully acceptable as the project site with respect to environ
ment. coal supply. water supply. transmission interconnect, and public policy reasons. 

• Power Purchase or Energy Sales Agreement. 

• Energy Market Study. 

• Market Study for non-power output. 

• Financial Model of project. 

• Audited financial statements for the applicant for the most recently ended three fiscal years, and the unaudited quarterly 
interim financial statements for the current fiscal year. 

• For each project contract, if no contract currently exists, provide a summary of the expected terms and conditions. 

• List of all federal, state, and local permits. including environmental authorizations or reviews, necessary to commence 
construction. 

• If an appendix listed above is not provided, include in its place a complete explanation of the reasons for the omission. 

E. Evaluation Criteria: 

Advanced coal projects: will be evaluated on whether they meet all the requirements of § 48A. 

Technical: will be evaluated on whether the applicant has demonstrated the capability to accomplish the technical objectives. 

Site: will be evaluated on the basis that the site requirement for ownership or control has been met, and that the site is suitable for 
the proposed project. 

Economic: will be evaluated on whether the project has demonstrated economic feasibility, taking into consideration the submitted 
fi nancial and project development and structural information and financial plan. 

Schedule: will be evaluated on the applicant's ability to meet the 2 year project certification and the 5 year placed-in-service 
requirement. 

F. Program Policy Factors to be used by DOE in the evaluation of applications and a description of how they will be applied. 

These factors, while not indicators of the applicant's merit, e.g., technical excellence, cost, applicant's ability, etc., may be 
essential to the process of selecting the application(s) that, individually or collectively, will best achieve the objectives of the 
authorizing legislation. Such factors are often beyond the control of the applicant. Applicants should recognize that some very 
good applications may not receive selection for certification because they do not fit within a mix of projects and technologies 
that maximize the probability of achieving the overall objective of deployment of advanced coal-based generation technology. 
Therefore. the following Program Policy Factors may be used individually or collectively by DOE following application of 
evaluation criteria to determine which of the applications shall receive certification by DOE. 

• Diversity of technology approaches and methods 

• Geographic distribution of potential markets 

• Presentation of unique environmentaL economic, or performance benefits 
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G. Instructions for independent financial reports 

Thc applicant shall provide an independent report by a qualified Independcnt Financial Analyst (such as a hank. investment 

bank, or other independent financial advisory firm). In the report, the Independent Financial Analyst shall describe qualifications 

and experience that establish the Analyst's competence to evaluate project financing for projects similar in scope and sizc to 

the Applicant's project. The Independent Financial Analyst shall provide a thorough, independcnt review of the Applicant's 

approach to project financing. The report shall include the opinion of the Independent Financial Analyst as to the Applicant's 
likelihood to achieve financial closure in accordance with the Applicant's financing plan. 

Required Certification by Independent Financial Analyst: 

The report shall be certified by the Independent Financial Analyst, who shall (a) acknowledge that the report has been 
prepared for submission to the Department of Energy as a part of an application by applicant for an investment credit, 
and (b) certify that the Independent Financial Analyst has no obligation to the applicant and has acted to the best of its 
ability as an independent expert. 

At a minimum, the Independent Financial Analyst shall: 

• Review the financial model. 

• Review the project financial assumptions, including economic, capital costs. operating assumptions, and all project de
velopment costs. 

• Review the financial calculations, including rates of return and coverage ratios. 

• Confirm the calculation of the amount of the tax credit applied for. 

• Review the project development cost budget. 

• Review and comment on the source of funding and evidence of funding. 

• Review and comment on project debt and equity sources. 

• Confirm that the application includes the required financial reports and debt ratings. 

• Describe and comment on the capabilities of the applicant to provide the required financing for the project. and the 

likelihood of obtaining financing from a source other than the applicant, if such financing is required by the project. 

Qualifying Gasification Project 
Program 

Notice 2006-25 

SECTION I. PURPOSE 

This notice estahlishes the qualify

ing gasification project program under 
§ 48B(d) of the Internal Revenue Code. 

The purpose of this program is to consider 
and award certifications for qualified in

vestment eligible for credits under § 48B 

to qualifying gasification project sponsor~. 

SECTION 2. BACKGROUND 

.01 Section 46 provides that the amount 
of the investment credit for any taxahle 

year is the sum of the credits listed in § 46. 

Section 1307(a) of the Energy Policy Act 

of 2005, Pub. L. 109-58, 119 Stat. 594 in § 48B(c)(7)), and (C) includes a qual-
(August 8, 2005) (the ""Act"), amended 

§ 46 to add two new credits to that list: 

the qualifying advanced coal project credit 

and the qualifying gasification project 

credit. 
.02 The qualifying gasification project 

credit is provided under § 48B, as added 

by § 1307(b) of the Act. Section 48B(a) 
provides that the qualifying gasification 

project credit for a taxable year is an 
amount equal to 20 percent of the lJuali

fied investmcnt (as defined in § 48B(b) 

for that taxable year in qualifying gasifi

cation projects. Pursuant to § 48B( d)( I J, 
the aggregate amount of credits allocated 

to all qualifying gasification projects may 

not exceed $350 million. 
.03 The term ""qualifying gasifica

tion project" is defined in § 48B(c)(l) 

as meaning any project that (A) employs 

gasification technology, (B) will be car

ried out by an eligible entity (as defined 

ified investment of which an amount not 

to exceed $650 million is certificd under 
the qualifying gasification program as 

eligible for credit under § 4813. Pursuant 
to § 48B(c)(2), gasification technology 

is any process that converts a solid or 
liquid product from coal (as defined in 
§ 48B(c)(6), petrolcum residue (as dc
fined in § 48B( c)(8)), biomass (as defined 

in § 48B(c)(4»). or other materials that are 
recovered for their energy or feedstock 

value into a synthesis gas composcd pri
marily of carbon monoxide and hydrogen 

for direct use or subsequent chemical or 
physical conversion. 

'()4 The lJualifying gasification project 

credit generally is allowed in thc taxahle 

year in which the eligible property (as de

fined in § 48B(c)(3») is placed in service 

by the taxpayer. Further. the at-risk rules 

in § 49 and the recapture and other special 
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rub in ~ 50 apply to the qualifying gasifi
cation project credit. 

SECTION 3. QUALIFYING 
GASIFIC ATIO:'>l PROJECT PROGRAM 

Section ~XB(d)( I) provides that the 
Secretary. in consultation with the Secre
tary Df Encrgy, shall establish a qualifying 
gasification project program to consider 
and award certifications for qualified in
\c,tment eligible for credits under * 4XB 
to qualifying gasification project sponsors. 
Thl' Treasury Department and the Internal 
Rc\enuc Sen ice are establishing the qual
if) ing gasification project program under 
the rules set forth in sections ~ through 8 
of this notice. Pursuant to ~ 48B(d)(2), 
certificates of eligibility may be issued 
ulllk'r the program only during the 10-year 
period beginning on October L 2005. 

SECTION~. ESTABLISHMENT 
OF QCALIFYING GASIFICATION 
PROJECT PROGRAM 

.01 III GCllcml. The Service will con
sidcr a project under the qualifying gasi
fication project program only if the U.S. 
Department of Energy ("DOE") provides a 
certification of feasibility and consistency 
with energy policy goals (,'DOE certifi
cation") for the project. Accordingly, for 
each qualifying gasification project, a tax
payer mm,t submit: (I) an application for 
certification by the DOE ("application for 
DOE certification"), and (2) an applica
tinn for certification under ~ 48B by the 
Service ("application for ~ 48B certifica
tion''), Both applications may be sub
mitted only during the 3-year period be
ginning on February 21, 2006. Certifi
catinns will be issued and credits will be 
allocated to projccts in annual allocation 
rounds. The initial allocation round will 
be L'onducted in 2006. If necessary, addi
tional allocation rounds will be conducted 
in 2007 and 20()X. 

()2 Progralll SPI'( iticutio/l.I. 

II) The Scn ice will dctermine the 
all1llUIll of the qualifying gasification 
pm)t:ct crt:dih allocated to a qualifying 
~a,1 flcatilln projcct at the timt: the Ser
\ icc acccpt.-, the application for ~ ~8B 

l'ertitiL'alloll for that project in accordance 
\I nil ,el'llllil -l.()2(Y) of thi, notice. The 
qualified i1l\c,tmcnt in the project will be 
L'ertitied ~I, eligible for thc credit to the 
l'\ll'nt sUL'h il1\e,tm,'nt doc, not exceed 
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the amount of the credit allocated to the 
project multiplied by five. See section 5 of 
this notice for the requirements applicable 
to the application for DOE certification 
and the application for § 48B certification. 

(2) The certification for a project can
not apply to more than $650 million of the 
qualified investment in the project. Thus, 
the maximum amount of qualifying gasifi
cation project credits that will be allocated 
to a project is $130 million. 

(3) The aggregate credit of$350 million 
will be allocated as follows in the initial 
round of allocations conducted in 2006: 

(a) The aggregate credit will be al
located first to the projects that have 
carbon capture capability (as defined in 
* 48B(c)(5»), use renewable fuel, or have 
project teams with experience that demon
strates successful and reliable operations 
of the gasification technology on the do
mestic fuels identified in § 48B(c)(2). 

(b) If the requested allocation of credits 
for these priority projects exceeds the ag
gregate credit of $350 million, the credit 
will be allocated to the priority projects 
providing the highest ratio of the total 
amount of synthesis gas to bc supplied 
by the project ("nameplate capacity") to 
requested allocation of credits. 

(c) If the requested allocation of cred
its for the priority projects docs not exceed 
the aggregate credit of $350 million, the re
maining amount of the credit will be allo
cated to the nonpriority projects providing 
the highest ratio of nameplate capacity to 
requested allocation of credits. 

(4) If the aggregate credit of $350 mil
lion is not fully allocated in the initial 
round of allocations in 2006, similar allo
cation rounds will be conducted in 2007 
and 2008 until the aggregate credit of $350 
million is fully allocated. Generally, the 
results of each year will be announced. 

(5) If the same project would otherwise 
he allocated credits under both the qualify
ing gasification project program under this 
notice and the qualifying advanced coal 
project program under Notice 2006-24, 
2006-11 I.R.B. 595, thc following rules 
apply: 

(a) If the project is allocated the full 
amount of the qualifying advanced coal 
project credit requested by the taxpayer, no 
qualifying gasification project credit will 
be allocated to the project; 

(b) If the project is allocated the full 
amount of the qualifying gasification 

project credit requested by the taxpayer, 
no qualifying adYanced coal project credit 
will be allocated to the project: 

(c) If the project is allocated less than 
the full amount of the qualifying advanced 
coal project crcdit requested hy the tax
payer, the qualifying gasification project 
credit may be allocated to the project with 
respect to the qualified investment under 
* 48B for which a qualifying advanced 
coal projcct credit is not allowed under 
§ 48A; and 

(d) If the project is allocated less than 
the full amount of the qualifying gasifi
cation project credit requested by the tax
payer, the qualifying advanced coal project 
credit may be allocated to the project with 
respect to the qualified investment under 
§ 48A for which a qualifying gasification 
project credit is not allowed under § 48B. 

(6) For each allocation round, there will 
be an annual application period during 
which a taxpayer may file its application 
for * 48B certification. The Service will 
consider a project in an allocation round 
only if the application for § 48B certifica
tion for the project is submitted during the 
application period for that round and the 
DOE provides the DOE certification for 
the project before the end of that applica
tion period. 

(7) For the initial allocation round con
ducted in 2006, the application period be
gins on February 21, 2006, and ends on 
October 2, 2006. Any completed appli
cation for § 48B certification received by 
the Service before October 3,2006, will be 
deemed to be submitted by thc taxpayer on 
October 2, 2006. For 2007, the application 
period begins on October 3,2006, and ends 
on October I, 2007, and any completed ap
plication for § 48B certification received 
by the Service after October 2, 2006, and 
before October 2, 2007, will be deemed to 
be submitted by the taxpayer on October 
I, 2007. For 2008, the application period 
begins on October 2, 2007, and ends on 
October I, 2008, and any completed ap
plication for § 488 certification received 
by the Service after October I, 2007, and 
before October 2, 2008, will be deemed to 
be submitted by the taxpayer on October 
I, 2008. For purposes of this notice, an 
application that i~ submitted by U.S. mail 
will be treated as received by the Service 
on the date of the postmark and an applica
tion submitted by a private delivery service 
will be treated as received by the Service 



on the date recorded or the date marked in 
accordance with § 7502(f)(2)(C). 

(8) See section 5.02 of this notice and 
Appendix B to this notice for the infor
mation to be submitted to the DOE in an 
application for DOE certification. Ap
pendix B to this notice also provides the 
instructions and address for filing the ap
plication for DOE certification. The DOE 
will detelwine the feasibility of the project 
and its consistency with energy policy 
goals and, if the project is determined to 
be feasible and consistent with energy pol
icy goals, will provide a DOE certification 
for the project to the Scrvice. If an appli
cation for DOE certification is postmarked 
on or before June 30 of a calendar year, 
the DOE will determine the feasibility of 
the project and its consistency with energy 
policy goals and (for projects determined 
to be feasible and consistent) provide the 
DOE certification by October 1 of that 
calendar year. 

(9) By November 30 of the calendar 
year in which an application for § 48B cer
tification is deemed to be submitted (as de
termined under section 4.02(7) of this no
tice), the Service will accept or reject the 
taxpayer's application for § 48B certifica
tion and will notify the taxpayer. by letter. 
of its decision. 

(10) A taxpayer that receives an accep
tance letter under section 4.02(9) of this 
notice has 7 years from the date of the ac
ceptance letter to place the project in ser
vice and if the project is not placed in ser
vice by the end of that period then the ac
ceptance letter is void. 

(11) If the taxpayer's application for 
§ 48B certification is accepted, the ac
ceptance letter will state the amount of 
the credit allocated to the project and the 
amount of qualified investment that is 
certified as eligible for the credit. If a 
credit is allocated to a taxpayer's project, 
the taxpayer will be required to execute a 
closing agreement in thc form set forth in 
Appendix A to this notice. By January 31 
of the following year. the taxpayer must 
execute and return the closing agreement 
to the Service at the appropriatc address 
listed in section 5.04 of this notice or listed 
in later guidance published in the Internal 
Revenue Bulletin. The Service will exe
cute and return the closing agrecmcnt to 
the taxpayer by March 31 of such follow
ing year. The executed closing agreement 

applies only to the accepted taxpayer. Ac
cordingly. any successor in interest must 
execute a new closing agreement with the 
Service. If the successor in interest does 
not execute a new closing agrcement, the 
following rules apply: 

(a) In the casc of an interest acquired at 
or before the time the qualifying gasifica
tion projcct is placed in service, any credit 
allocated to the project will be fully for
feited (and rules similar to the recapture 
rules of § 50(a) apply with respect to qual
ified progress expenditures); and 

(b) In the case of an intercst acquired 
after the qualifying gasification project is 
placed in service, the project ceases to be 
investment credit property and the recap
ture rules of § 50(a) (and similar rules with 
respect to qualified progress expenditures) 
apply. 

SECTION 5. APPLICATIONS FOR 
CERTIFICATIONS 

.01 III General. An application for 
§ 48B certification and a separate ap
plication for DOE certification must bc 
submitted for each qualifying gasifica
tion project. If an application for DOE 
certification does not include all of the in
formation required by section 5.02 of this 
notice and meet the requirements in sec
tions 6.0 I and 6.02 of this notice, the DOE 
may decline to aC<.:ept the application. If 
an application for § 48B certification does 
not include all of the information listed in 
section 5.03 of this notice and meet the 
requiremenb in sections 6.01 and 6.02 
of this notice, the application will not be 
accepted by the Service. 

.02 illformation Required in the Appli
catioll for DOE Certificatioll. An applica
tion for DOE certification must include all 
of the information requested in Appendix 
B to this notice and all of the following: 

(1) The name, address. and taxpayer 
identification number of the taxpayer; 

(2) The name and telephone number of 
a contact person; 

(3) The name and address (or other 
unique identifying designation) of the 
qualifying gasification project; 

(4) A statement specifying the pro
jected placed-in-service date of the quali
fying gasification project; 

(5) The estimated total cost of thc 
project and the estimated total qualified 

investment in thc eligible propcrty that 
will be part of the project: 

(6) Thc amount of the qualifying ga~i
fication project credit requested for the 
project. The amount reque\led must 

not exceed $130 million (the maximulll 
amount permitted under § ..\.8Bw) and 
(c)(l )(C): 

(7) If the taxpayer is or will be request
ing an amount of the qualifying advanced 
coal project credit under § 48A for the 
same project. a statement specifying the 
credit the taxpayer prefers to receive: 

(8) Thc amount of synthesis gas to be 
supplied by the qualifying gasification 
project (nameplate capacity 1. The syn
thesis gas must be composed primarily of 
carbon monoxide and hydrogen for direct 
use or subsequent chemical or physical 
conversion: and 

(9) Documentation or other evidence 
establishing that the taxpayer is financially 
viable without the receipt of additional 
federal funding associated with the quali
fying gasification project. 

.03 Injrmnation Reqllirf'{i ill the Appli
cation for ~ 488 Certification. An appli
cation for § 48B certification Illust include 
all of the following: 

(I) The name. address, and taxpayer 
identification number of the taxpayer: 

(2) The name and telephone number of 
a contact person. If necessary. attach any 
required power of attorney, preferably on 
Form 2848, Power of A tto rnev (lnd Decla
ration of Represenfatil'C: and 

(3) A paper copy of the completed ap
plication for DOE certification submitted 
with respect to the project in accordance 
with section 5.02 of this notice. 

.04 Instructions (lnd Address FII' Filing 
.9 488 Applicatioll. Applications for § 48B 
certification should be marked: SECTION 
48B APPLICATION FOR CERTIFIC A
TION. There is no user fee for these ap
plications. 

(I) Applications submitted by U.S. mail 
must be sent to: 

Internal Revenue Service 
Attn: CC:PSI:6, Room 5313 
PO. Box 7604 
Ben Franklin Station 
Washington. DC 200..\...\. 

Applications submitted by a private de
livery service must be sent to: 
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Internal Rc\ enlle Scnice 
Alln: CC:PSI:6, Roum 5313 
IIII CllIbtitution A\c .. N,W, 
Washington, DC 2022--1-

(21 Applicatillll' may also be hand de
lin'red Monday through Friday bet\\'een 
the hours of X a.m. and --1- p,m, to: 

Courier's Desk 
Intern,d Reycnue Senice 
Alln: CC:PSI:6, Room 5313 
IIII Constitution A\'enue, N,W. 
Washington, DC 2022--1-

SECTION 6. OTHER REQUIREMD1TS 

.01 SigllllTllre, Each submission under 
,el,tinn 5 of this notice must be signed and 
dated by thc taxpayer. A stamped signa
ture or faxed signature is not permitted. 

,()2 Pella/lie.1 or Perjlln Stutell/ellt. 

( I ) Each suhmission under section 5 of 
this Ilotice must be accompanied by the 
following declaration: "Under penalties of 
pcrjury, I declare that I have examined this 
submission, including accompanying doc
umen!'>, and, to the best of my knowledge 
and belief. all of the facts contained herein 
are true, correcL and complete," 

(2) The declaration must be signed and 
dated by the taxpayer. The person sign
ing for the taxpayer must have personal 
knowledge of the facts, A stamped signa
ture or faxed signature is not permitted. 

.03 Etji'CI or ([11 Acceptallce or Alloca
tioll. A n acceptance or allocation by the 
Service under this notice is not a deter
mination that a project qualifies for the 
qualifying gasification project credit under 
~ 4XB, The Service may, upon examina
tion (and after any appropriate consulta
tion with DOE). determine that the project 
docs not qualify for this credit. 

.04 No Right to a COllti'rellce or ApIJCa/. 

A taxpayer docs not hel\e a right to a con
ferenc'e relating to any mailers under this 
notice. Further. <I t<l\payer docs not have 
,[ nglll tu appeal the decisions made under 
thi, notil'e (inl'iudlllg the acceptance or re
jeL'tion of the applicatitln for DOE or ~ 488 
c'l'rtifi(atiul1 m the amount of credit allo
,'ated to the project 1 tn an Associate Chief 
(\ll1n,el or an\ othl'r ntlicial of the Ser-
\ I(C. 
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SECTION 7, REVIEW AND 
REDISTRIBUTION 

,01 III Gellem/. Section --1-XB(d)( I) pro
\ ide,; for the review and redistrihution of 
cn:dits allucated under the qualifying gasi
fication project program under rules simi
lar to the rules of * 48A(d)(--1-). 

'()2 HerinI' IIlId Redistrilmrjo/l of Cred-
Its, 

( I) III ge/lcm/. If. after the allocation 
round in 2008, the aggregate credit of $350 
million is not fully subscribed (i.e., the ag
gregate credit is not fully allocated), an ad
ditional program for applications for cer
tificatii.)n to allocate the remaining credits 
will be conducted. Future guidance will 
prescribe the procedures applicable to ap
plications for certification with respect to 
the remaining credits. 

(2) Redllcrio/l orf(Jli('itllre ol allocatcd 
crct!its. Under the closing agreement set 
forth in Appendix A to this notice, the 
qualifying gasification project credits allo
cated under section 4 of this notice will be 
reduced or forfeited in certain situations, 
A taxpayer must notify the Service of the 
amount of any reduction or forfeiture re
quired under the closing agreement. This 
notification must be sent to the appropriate 
address listed in section 5,04 of this notice 
or listed in later guidance published in the 
Internal Revenue Bulletin. 

The amount of any reduction or for
feiture of the allocated credits will be re
turned and included in the aggregate credit 
remaining to be allocated in the allocation 
round following the reduction or forfei
ture, If the reduction or forfeiture occurs 
after the allocation round in 2008, future 
guidance will prescribe procedures appli
cahle to applications for certification with 
respect to the returned credits, 

SECTION 8. QUALIFIED PROGRESS 
EXPENDITURES 

.01 Section 48B(b)(3) provides that 
rules similar to the rules of ~ 46(c)(4) 
and (d) (as in effect on the day before the 
enactment of the Revenue Reconciliation 
Act of 1990) shall apply for purposes of 
~ 48B. FOrTner ~~ 46(c)(4) and 46(d) pro
vided the rules for claiming the investment 
credit on qualified progress expenditures 
las defined III former § 46(d)(3)) made 
by a taxpayer during the taxable year for 

the construction of progress expenditure 
property (as defint'd in former ~ 46(d)(2)), 

,02 In the case of self-constructed prop
ertv (as dcfincd in former ~ --1-6(d)(5)(A», 
for~ner * --1-6(dl(J)(A) defined qualitied 
progrcss expenditures to mean the amount 
that is properly chargeable (during the 
taxahle yt'ar) to capital account with re
spect to that property. With respect to 
a qualifying gasification project that is 
self-constructed property, amounts paid or 
incurred are chargeable to capital account 
at the time and to the extent they are prop
erly includible in computing basis under 
the taxpayer's method of accounting (for 
example, after applying the requirements 
of § 461. including the economic perfor
mance requirement of § 461(h)). 

,03 To claim the qualifying gasification 
project credit on the qualified progress ex
penditures paid or incurred by a taxpayer 
during the taxable year for construction of 
a qualifying gasification project. the tax
payer must make an election under the 
rules set forth in § 1.46-5(0) of the In
come Tax Regulations. The taxpayer lIlay 
not make the qualified progress expendi
tures election for a qualifying gasification 
project until the taxpayer has received an 
acceptance letter for the project under sec
tion 4.02(9) of this notice, 

,04 If a taxpayer makes the qualified 
progress expenditures electiun pursuant to 
section 8.03 of this notice, rules similar 
to the recapture rules in § 50(a)(2)(A)-(D) 
apply, In addition to the cessation events 
listed in § 50(a)(2)(A), examples of other 
events that will cause thc project to cease 
being a qualifying gasification project are: 

(I) Failure to place the project in ser
vice within 7 years from the date of the ac
ceptancc letter under section 4,02(9) of this 
notice: or 

(2) In the case of a project that was enti
tled to priority for carbon capture capabil
ity, failure to provide that priority benefit 
Oil the date the project is placed in service, 

SECTION 9, EFFECTIVE DATE 

This notice is effective February 21. 
2006. 

SECTION 10, PAPERWORK 
REDUCTION ACT 

The collection of information contained 
in this notice has been reviewed and ap
proved by the Office of Management and 



Budget in accordance with the Paperwork 
Reduction Act (44 U.S.c. 3507) under 
control number 1545-2002. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMB control number. 

The collections of information in this 
notice are in sections 4, 5, 6, 7, and Ap
pendix B of this notice. This information 
is required to obtain an allocation of qual
ifying gasification project credits. This in
formation will be used by the Service to 
verify that the taxpayer is eligible for the 
qualifying gasification project credits. The 

collection of information is required to ob
tain a benefit. The likely respondents are 
business or other for-profit institutions. 

The estimated total annual reporting 
burden is 1,700 hours. 

The estimated annual burden per re
spondent varies from 50 to 125 hours, de
pending on individual circumstances, with 
an estimated average of 85 hours. The es
timated number of respondents is 20. 

The estimated annual frequency of re
sponses is on occasion. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 

law. Generally, tax returns and tax return 
information are confidential, as required 
by 26 U.s.c. 6103. 

SECTION 11. DRAFTING 
INFORMATION 

The principal author of this notice 
is Jennifer Bernardini of the Office of 
Associate Chief Counsel (Passthroughs 
& Special Industries). For further in
formation regarding this notice, contact 
Douglas H. Kim at (202) 622-3110 (not a 
toll-free call). 



APPENDIX A 

CLOSING AGREEMENT 

Under ~ 7121 of the Internal Revenue Code, [insert taxpayer's name, address, and identifying number] ("Taxpayer") and the 

Commissioner of Internal Revenue ("Commissioner") make the following closing agreement: 

WHEREAS: 

I. On or before October [insert date and year], Taxpayer submitted to the Internal Revenue Service ("IRS"), an application for 

certification under the qualifying gasification project program described in Notice 2006-25 ("Application for § 488 Certification"); 

2. Taxpayer's Application for § 4S8 Certification is for the qualifying gasification project (the "Project") described below-

(1) The Project will be located at [insert address or other identifying designation]; 

(2) The Project will supply [insert number] mcf of synthesis gas that is composed primarily of carbon monoxide and hydrogen 

for direct use or subsequent chemical or physical conversion; 

(3) The fuels identified in § 4S8(c)(2) will at all times cumulatively comprise at least 90 percent of the total fuels (fuels identi· 

fied in § 4S8(c)(2) and any other fuel input) required by the Project for the production of chemical feedstocks, liquid transportation 

fuels, or co·production of electricity; 

[If the Project is a priority project, insert: 

(4) The Project is entitled to priority under Notice 2006-25 [insert either: "for carbon capture capability (as defined in 

§ 488( c )(5» or use of renewable fuels"; "because the project team has experience that demonstrates successful and reliable opera· 

tions of the gasification technology on domestic fuels identified in § 488(c)(2)"; or "both for carbon capture capability (as defined 

in § 4S8(c)(5» or use of renewable fuels and because the project team has experience that demonstrates successful and reliable 

operations of the gasification technology on domestic fuels identified in § 488(c)(2)"];] and 

3. On or before November 30, [insert year], the IRS accepted Taxpayer's Application for § 488 Certification for the Project and 

allocatcd a qualifying gasification project credit under § 488 in the amount of $[insert number] to the Project. 

NOW IT IS HEREBY DETERMINED AND AGREED FOR FEDERAL INCOME TAX PURPOSES THAT: 

I. The total amount of the qualifying gasification project credit to be claimed for the Project under § 488(a) must not exceed 
$[insert the number in WHEREAS clause #3]. 

2. If the Project is not placed in service by Taxpayer within 7 years of [insert date of acceptance letter issued under section 

4.02(9) of Notice 2006-25 L the qualifying gasification project credit in the amount of $[inscrt the number in WHEREAS clause 
#31 allocated to the Project is fully forfeited. 

3. If the Project does not supply synthesis gas in the amount of [insert the number in WHEREAS clause #2(2)] on the date the 

Project is placed in service, the qualifying gasification project credit in the amount of $[insert the number in WHEREAS clause #3J 
allocated to the Project is reduced proportionately. 

[If the Project is not a priority project for carbon capture capability, for use of renewable fuels, or because the project 
team has experience that demonstrates successful and reliable operations of the gasification technology on domestic fuels 
identified in § 48B(c)(2), insert: 

.t. (1) If the Project fails to use gasification technology as defined in § 4SB(c)(2) or is not carried out by an eligible entity as 
defined in § .tS8(c)(7), the qualifying gasification project credit in the amount of $[insert the number in WHEREAS clause #3] 
allocated to the Project is fully forfeited. 

(2) If. at any time. the fuels identified in ~ 4S8(c)(2) with respect to the gasification technology for the Project do not cu· 
mulatively comprise at least 90 percent of the total fuels (fuels identified in § 48B(c)(2) and any other fuel input) required by the 
Project for the production of chemical feedstocks, liquid transportation fuels, or co·production of electricity, the Project ceases to 

be in\'estment credit property and the recapture rules of § 50(a) apply.] 

614 2006-1 C.B. 



[If the Project is a priority project for carbon capture capability, for use of renewable fuels, or because the project team 
has experience that demonstrates successful and reliable operations of the gasification technology on domestic fuels 
identified in § 48B(c)(2), insert: 

4. (1) If the Project fails to use gasification technology as defined in § 48B(c)(2) or is not carried out by an eligible entity as 
defined in § 48B(c)(7), the qualifying gasification project credit in the amount of $[insert the number in WHEREAS clause #3] 
allocated to the Project is fully forfeited. 

(2) If, at any time, thc fuels identified in § 48B(c)(2) with respect to the gasification technology for the Project do not cu
mulatively comprise at least 90 percent of the total fuels (fuels identified in § 48B(c)(2) and any other fucl input) required by the 
Project for the production of chemical feedstocks, liquid transportation fuels, or co-production of electricity, the Project ceases to 
be investment credit property and the recapture rules of § 50(a) apply. 

(3) If the Project fails to provide [insert priority benefits in WHEREAS clause #2(4)] on the date the Project is placed in 
service, the qualifying gasification project credit in the amount of $[insert the number in WHEREAS clause #3] allocated to the 
Project is fully forfeited.] 

5. Taxpayer will not claim the qualifying advanced coal project credit under § 48A for any qualified investment for which the 
qualifying gasification project credit is allowed under § 48B. 

6. If Taxpayer elects to claim the qualifying gasification project credit on the qualified progress expenditures paid or incurred 
by Taxpayer during the taxable year for construction of a qualifying gasification project, rules similar to the recapture rules in 
§ 50(a)(2)(A) through (D) apply. 

7. This agreement applies only to Taxpayer. Any successor in interest must execute a new closing agreement with the IRS. If the 
interest is acquired at or before the time the Project is placed in service and the successor in interest fails to execute a new closing 
agreement, the qualifying gasification project credit in the amount of $[ insert the number in WHEREAS clause #3] allocated to the 
Project is fully forfeited. If the interest is acquired after the time the Project is placed in service and the successor in interest fails 
to execute a new closing agreement, the Project ceases to be investment credit property and the recapture rules of § 50(a) apply. 

THIS AGREEMENT IS FINAL AND CONCLUSIVE EXCEPT: 

I. The matter it relates to may be reopened in the event of fraud, malfeasance, or misrepresentation of a material fact; 

2. It is subject to the Internal Revenue Code sections that expressly provide that effect be given to their provisions (including 
any stated exception for § 7122) notwithstanding any law or rule of law: and 

3. If it relates to a tax period ending after the date of this Closing Agreement it is subject to any law enacted after such date. 
which applies to the tax period. 

By signing, the parties certify that they have read and agreed to the terms of this Closing Agreement. 

Taxpayer: [insert name and identifying number] 
By: ________________________________ __ Date Signed: __________ _ 

[insert name] 

Title: [insert title] 
[insert taxpayer's name] 

Commissioner of Internal Revenue 

By: ______________________________ ___ Date Signed: ___________ _ 
[insert name] 

Title: Associate Chief Counsel. Passthroughs and Soecial Industries. CC:PSI 
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I have examined the specific matters involved and recommend the acceptance of the proposed agreement. 

(Receiving Officer) _________ _ 
(Title) _________ _ 

Date Signed _________ _ 

I have reviewed the specific matters involved and recommend the acceptance of the proposed agreement. 

(Reviewing Officer) _________ _ 
(Title) _________ _ 

Date Signed _________ _ 
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APPENDIX B 

APPLICATION FOR DOE CERTIFICATION 

REQUEST FOR SUPPLEMENTAL APPLICATION INFORMATION FOR DOE 

Pursuant to Notice 2006-25 establishing the Qualifying Gasification Project Program, the Internal Revenue Service ("IRS") will 
certify that the investment in a project is eligible for a credit under * 48B of thc Intcrnal Revenue Code only if, among other 
things, the IRS receives from the Department of Energy ("DOE") a certification of feasibility and consistency with energy 
policy goals ("DOE certification") for the project. This DOE certification shall assure that the applications selected meet the 

requirements of * 48B and the intent of * 48B to provide credits to projects that are both technically and economically fcasiblc. 

The IRS and DOE seek to certify applications that demonstrate a high likelihood of being successfully implemented by thc 
applicants. To qualify, projects must be economically feasible and use the appropriate gasification technology. 

This rcquest for submission of supplemental application information: 

1. Dcscribcs the information to be provided by the applicant seeking a DOE certification. and 

2. Lists the evaluation criteria. and Program Policy Factors to be used by DOE in the evaluation of applications. 

In conducting this evaluation, the DOE may utilize assistance and advice from qualified personnel from other Federal agencies 
and/or non-conflicted contractors. DOE will obtain assurances in advance from all evaluators that application information shall be 
kcpt confidential and uscd only for evaluation purposes. DOE reserves the right to request clarifications and/or supplemental 
information from some or all applicants through written submissions and/or oral presentations. 

Notice is given that DOE may determine whether or not to provide a DOE certification to the IRS at any time after the application 
has been received, without further exchanges or discussions. Therefore. all applicants are advised to submit their most complete 
and responsive application. 

Applications will not be returned. 

SUBMISSION INFORMATION FOR DOE CERTIFICATION APPLICATION 

A. General 

This request, together with the information in sections 5.02, 6.0 I, and 6.02 of Notice 2006-25 includes all the information nccded 
to complete an application for DOE certification. All applications shall be prepared in accordance with this request in order to 
provide a standard basis for evaluation and to ensure that each application will be uniform as to format and sequence. 

Each application should clearly demonstrate the applicant's capability, knowledge, and experience in regard to the requirements 
described herein. 

Applicants should fully address the requirements of Notice 2006-25 and this request and not rely on the presumed background 
knowledge of reviewers. DOE may reject an application that does not follow the instructions regarding the organization and 
content of the application when the nature of the deviation and/or omission precludes meaningful review of the application. 

B. Unnecessarily Elaborate Applications 

Unnecessarily elaborate brochures or other presentations beyond those sufficient to present a complete and effective application 
are not desired. Elaborate art work, graphics and pictures are neither required nor encouraged. 

C. Application Submission for DOE Certification 

The application submission to DOE must include the information and documentation required by sections 5.02. 6.0 I. and 6.02 
of Notice 2006-25. 

A project will not be considered in the allocation round conducted in a calendar year unless the application for DOE certification 
of the project is postmarked by June 30 of that calendar year. Two paper copies and one electronic version on a tloppy disc or a 
CD of the Application must be submitted to: 

Melissa Robe 
National Energy Technology Laboratory 
3610 Collins Ferry Road 
Morgantown, WV 26507 
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Note that under section 5 of Notice 2006-25. one paper copy must be sent to the IRS as part of the application for IRS certification. 
The project will not be considered in the allocation round conducted in a calendar year unless the application is submitted to the 
IRS by the date ,pecified for that calendar year in section 4.02(7) of Notice 2006-25. 

THE I;\lFORMATION REQUIRED BY THIS REQUEST MUST BE SUBMITTED USING THE FORMAT AND THE 
HEADINGS OF THE PROJECT INFORMATION MEMORANDUM AS DESCRIBED BELOW. 

To aid in e\aluation. applications shall be clearly and concisely written and logically assembled. All pages of each part shall be 
appropriately numbered and identified with the name of the applicant and the date. 

The application. including the Project Information Memorandum. MUST be formatted in one of the following software 
applications: 

Microsoft Word llll 2002 or later edition 

Microsoft Excel llll 2002 or later edition 

Adobe Acrobatlll1 PDF 6.0 or later edition 

Financial models should be submitted using the Excel tlll spreadsheet and must include calculation formulas and assumptions. 

The applicant is responsible for the integrity and structure of the electronic files. The DOE will not be responsible for 
reformatting. restructuring or converting any files submitted under this announcement. 

The Project Information Memorandum. excluding Appendices. shall not exceed seventy-five (75) pages. Pages in excess of the 
page limitation will not be considered for evaluation. All text shall be typed, single spaced, using 12 point font, 1 inch margins. 
and unreduced 8-l/2-inch by II-inch pages. Illustrations and charts shall be legible with all text in legible font. Pages shall be 
sequentially numbered. Except as otherwise noted herein the page guidelines previously set forth constitute a limitation on the 
total amount of material that may be submitted for evaluation. No material may be incorporated in any application by reference 
as a means to circumvent the page limitation. 

D. Form of Project Information Memorandum 

PROJECT INFORMATION MEMORANDUM 

I. SUMMARY AND INTRODUCTION 

• Description of the Project 

• Financing and Ownership Structure 

• Describe the main parties to the project, including background, ownership and related experience 

• Current Project Status and Schedule to Beginning of Construction 

II. TECHNOLOGY AND TECHNICAL INFORMATION 

Provide a description of the proposed technology, including sufficient supporting information (such as process flow 
diagrams, e4uipment descriptions. information on each major process unit and the total plant, compositions of major 
streams, and the technical plan for achieving the goals proposed for the project) as would be needed to allow DOE to 
confirm that the technical requirements of § 48B could, in principle, be met. Specifically, the applicant should: 

• Provide evidence sufficient to demonstrate that the proposed technology will employ gasification technology as defined 
in § cl.8B(c)(2). 

• Present information sufficient to justify the total amount of synthesis gas (as defined in § 48B(c)(2)) to be produced by 
the project (nameplate capacity). 

• Provide evidence sufficient to ensure that fuels defined in § 48B(c)(2) will comprise at least 90 percent of the total fuel 
input (fuels defined in § 48B(e)(2) and any other fuel input) for the project. 

• Identify the domestic industry for which the proposed project is intended to be used. 
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• 

• 

• 

Identify the specific products and quantities produced by the proposed project. providing sufficient evidence to SUppOl1 

claims. 

Provide information and data, including examples of prior similar projects completed by applicant. EPC contractor. and 
suppliers of major subsystems or equipment, which support the capabilities of the applicant to construct and operate the 
facility. 

Provide evidence that indicates, for projects using nonrenewable fuels, the gasification technology design reflects rea
sonable consideration for, and is capable of, accommodating equipment necessary to capture carbon dioxide for later use 
or sequestration. Include the project status and relevant information from ongoing engineering activities. Also include 
in an appendix any engineering report or reports used by the applicant to develop the project and to estimate costs and 
operating performance. 

III. SITE CONTROL AND OWNERSHIP 

• Provide evidence that the applicant owns or controls a site in the United States of sufficient size to allow thc proposed 
project to be constructed and operated on a long-term basis. 

• Describe the current infrastructure at the site availahle to meet the needs of the project. 

• Provide information supporting applicant's conclusion that the proposed site can fully meet all environmental, feedstock 
supply, water supply, transportation, and public policy requirements. 

IV. UTILIZATION OF PROJECT OUTPUT 

• Provide evidence that a market exists for the products of the proposed project as evidenced by contracts or written state
ments of intent from potential customers. 

• Describe any sales arrangements that exist or that may be contemplated and summaries of their key terms and conditions. 

• Includc as an appendix any independent Market Study that has been done in connection with this project, or if no inde
pendent market study has been completed, provide a copy of the applicant-prcpared market study. 

V. PROJECT ECONOMICS 

Describe the project economics and provide satisfactory evidence of economic feasibility as demonstrated through the 
financial forecast and the underlying project assumptions. 

Discuss the market potential for the proposed technology beyond the project proposed by the applicant. 

Show calculation for the amount of tax credit applied for hased on allowable cost. 

VI. PROJECT DEVELOPMENT AND FINANCIAL PLAN 

Provide the total project budget and major plant costs, e.g., development, operating, capital, construction, and financing 
costs. Describe the overall approach to project development and financing sufficient to demonstratc project viability. 
Provide a complete explanation of the source and amount of project equity. Provide a complete explanation of the source 
and amount of project debt. Provide the audited financial statements for the applicant for the most recently ended 
three fiscal years, and the unaudited quarterly interim financial statements for the cunen! fiscal year. Applicant should 
demonstrate that the award recipient is financially viable without the receipt of additional federal funding associated 
with the proposed project. 

For internally financed projects, provide evidence that the applicant has sufficient assets to fund the project with its own 
resources. Identify any internal approvals required to commit such assets. Include in an appendix copies of any board 
resolution or other approval authorizing the applicant to commit funds and proceed with the project. 

For projects financed through debt instruments either unsecured or secured by assets other than the project, provide 
evidence that the applicant has sufficient creditworthiness to obtain such financing along with a discussion of the status of 
such instruments. Identify any internal approvals required to commit the applicant to pursue such financing. Include in an 
appendix, copies of any board resolution or other approval authorizing the applicant to commit to such financing. 

For projects financed through investor equity contributions. discuss the source and status of each contribution. Discllss 
each investor's financial capability to meet its commitments. Include in an appendix, copies of any executed investment 

agreements. 

2006-1 C.B. 619 



If financing through a public offering or pri\'ate placement of either debt or equity is planned for the project. pr()\'ide the 
expected debt rating for the issue and an explanation of applicanfsjustification for the rating, Describe the status of any 
discussions with prospecti\T ill\estment bankers or other financial advisors. 

For projects employing nonrecourse debt financing. provide a complete discussion of the approach to. and status of. 
such financing, 

In an appcndi\. provide ( I ) an Excel based financial model of the project. with formulas. so that n:\'ie\\ of the model 
calculations ami asslIInptions may be facilitated: provide pro-Jimll{{ project financial. economic. capital cost. and operating 
assumptions. induding details of all project capital costs. development costs, interest during construction. tram.mission 
interconnection costs. other operating expenses. and all other costs and expenses, and (2) a report of an independent 
financial analyst in acconlance with the instructions in Section G of this Appendix B. 

VII. PROJECT CO:--.lTRACT STRUCTURE 

Describe the current status of each of the agreements set f0l1h below. Include as an appendix copies of the contracts or 
summaries of the key provisions of each of the following agreements: 

• Ra\\ Material Input Supply: describe the source and price of raw material inputs for the project. Include as an appendix 
any studies of price and amount of raw materials that have been prepared. Include a summary of any supply contracts 
and a copy of the contracts. 

• Transportation: explain the arrangements for transporting project inputs and outputs, including costs. 

• 

• 

• 

• 

Operations & Maintenance Agreement: include a summary of the terms and conditions of the contract and a copy of the 
contract. 

Shareholders Agreement: summarize key terms and include the agreement as an appendix. 

Engineering. Procurement and Construction Agreement: describe the key terms of the existing or expected EPC contract 
arrangement. including firm price, liquidated damages, hold-backs. performance guarantees. etc. 

Water Supply Agreement: confirm the amount. source. and cost of water supply. 

VIII. PERMITS INCLUDING EVIRONMENTAL AUTHORIZATIONS 

• 

• 
• 

Provide a complete list of all federal, state. and local permits. including environmental authorizations or reviews, neces
sary to commence construction of the project. 

Explain what actions have been taken to date to satisfy the required authorizations and reviews, and the status of each. 

Provide a description of the applicant's plan to obtain and complete all necessary permits, and environmental authoriza
tions and reviews. 

IX. PROJECT SCHEDULE 

• 
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Provide an overall project schedule which includes technical. business, financial. permitting and other factors to substan
tiate that the project will meet the 7 year requirement for placing the plant in service. 
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APPENDICES 

• Independent Financial Report. 

• Copy of internal or external engineering reports. 

• Copy of site plan, together with evidence that applicant owns or controls a site. Examples of evidence would include a 
deed, or an executed contract to purchase or lease the site. 

• Information supporting applicant's conclusion that the site is fully acceptable as the project site with respect to environ
ment, raw material supply, water supply, and public policy reasons. 

• Project Market Study. 

• Financial Model of project. 

• Audited financial statements for the applicant for the most recently ended three fiscal years, and the unaudited quarterly 
interim financial statements for the current fiscal year . 

• Project contracts or summary of thereof. 

• If no contract currently exists, provide a summary of the expected terms and conditions. 

• List of all federal, state, and local permits, including environmental authorizations or reviews, necessary to commence 
construction. 

• Copies of any contract or written statements from customers of intent to purchase project products. 

If an appendix listed above is not provided, include in its place a complete explanation of the reasons for the omission. 

E. Evaluation Criteria: 

Industrial Gasification Projects: will be evaluated on whether they meet all the requirements of § 48B. 

Technical: will be evaluated on whether the applicant has demonstrated the capability to accomplish the technical objectives. 

Site: will be evaluated on the basis that the site requirement for ownership or control has been met, and that the site is suitable for 
the proposed project. 

Economic: will be evaluated on whether the project has demonstrated economic feasibility, taking into consideration the submittcd 
financial and project development and structural information and financial plan. 

Schedule: will be evaluated on the applicant's ability to meet the 7 year placed-in-service requirement. 

F. Program Policy Factors to be used by DOE in the evaluation of applications and a description of how they will be applied. 

These factors, while not indicators of the applicant's merit, e.g., technical excellence, cost, applicant's ability, etc., may be 
essential to the process of selecting the application(s) that, individually or collectively, will best achieve the objectives of the 
authorizing legislation. Such factors are often beyond the control of the applicant. Applicants should recognize that some very 
good applications may not receive selection for certification because they do not fit within a mix of projects and technologies that 
maximize the probability of achieving the overall objective of deployment of industrial gasification technology. Therefore, the 
following Program Policy Factors may be used individually or coIlectively by DOE following application of evaluation critcria to 
determine which of the applications shall receive certification by DOE. 

• Diversity of technology approaches and methods 

• Geographic distribution of potential markets 

• Presentation of unique environmental, economic, or performance benefits 
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G. Instructions for independent financial reports 

The applicant shall provide an independent report hy a qualified Independent Financial Analyst (such as a bank. inn:stment 
bank. or other independent financial advisory firm). In the report. the Independent Financial Analyst shall describe qualifications 
and experience that establish the Analyst"s competence to evaluate project financing for projects similar in scope and sizc to 
the Applicant's project. The Independent Financial Analyst shall provide a thorough. independent review of the Applicant" s 
approach to project financing. The report shall include the opinion of the Independent Financial Analyst as to the Applicant's 
likelihood to achieve financial closure in accordance with the Applicant's financing plan. 

Required Certification by Independent Financial Analyst: 

The report shall be certified by the Independent Financial Analyst, who shall (a) acknowledge that the report has been 
prepared for submission to the Department of Energy as a part of an application by applicant for an investment credit, 
and (b) certify that the Independent Financial Analyst has no obligation to the applicant and has acted to the best of its 
ability as an independent expert. 

At a minimum, the Independent Financial Analyst shall: 

• Review the financial model. 

• Review the project financial assumptions. including economic, capital costs. operating assumptions. and all project de
velopment costs. 

• Review the financial calculations, including rates of return and coverage ratios. 

• Confirm the calculation of the amount of the tax credit applied for. 

• Review the project development cost budget. 

• Review and comment on the source of funding and evidence of funding. 

• Review and comment on project debt and equity sources. 

• Confirm that the application includes the required financial reports and debt ratings. 

• Describe and comment on the capabilities of the applicant to provide the required financing for the project, and the 
likelihood of obtaining financing from a source other than the applicant, if such financing is required by the project. 

Credit for Nonbusiness Energy 
Property 

Notice 2006-26 

SECTION 1. PURPOSE 

This notice sets forth interim guidance, 
pending the issuance of regulations. relat
ing to the credit for nonbusiness energy 
property under ~ 25C of the Internal Rev
enue Code. Spccifically. this notice pro
vides procedures that manufacturers may 
follow to certify property as either an El
igible Building Envelope Component or 
Qualified Energy Property. as well as guid
ance regarding the conditions under which 
taxpayers seeking to claim the ~ 25C credit 
may rely on a manufacturer's certification 
(or. in the case of certain windows. an En
ergy Star label). The Internal Revenue 
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Service and the Treasury Department ex
pect that the regulations will incorporate 
the rules set forth in this notice. 

SECTION 2. BACKGROUND 

.01 Section 1333 of the Energy Policy 
Act of2005, Pub. L. No. 109-58, 119 Stat. 
594 (2005), added § 25C to the Internal 
Revenue Code. Section 25C provides a 
credit against tax for the taxable year in an 
amount equal to the sum of-

( I) Ten percent of the amount paid or in
curred by the taxpayer for qualified energy 
efficiency improvements (that is. property 
described in section 4.01 of this notice) in
stalled during the taxable year; and 

(2) The amount of expenditures for res
idential energy property (that is, property 
described in section 5.01 of this notice) 
paid or incurred by the taxpayer during the 
taxable year. 

.02 Under § 25C(b), the maximum 
amount of the credit allowable to a tax
payer under § 25C(a) for all taxable years 
is $500 ($200 in the case of amounts paid 
or incurred for exterior windows (includ
ing storm windows and skylights». In 
addition, the maximum amount of credit 
allowed is-

(1) $50 for any advanced main air cir
culating fan; 

(2) $150 for any qualified natural gas, 
propane, or oil furnace or hot water boiler; 
and 

(3) $300 for any item of energy-effi
cient building property (that is, property 
described in section 5.01 (1 )-(7) of this no
tice). 

.03 Section 25C(g) and § 1333(c) of the 
Energy Policy Act provide that the credit 
applies to property placed in service after 
December 31. 2005, and before January I, 
2008. 



SECTION 3. REFERENCES TO 
INTERNATIONAL ENERGY 
CONSERVATION CODE 

Manufacturers and taxpayers may treat 
any reference in this notice to the Interna
tional Energy Conservation Code (IECC) 
as a reference to either the 2001 Supple
ment of the 2000 International Energy 
Conservation Code or the 2004 Supple
ment of the 2003 International Energy 
Conservation Code. 

SECTION 4. QUALIFIED ENERGY 
EFFICIENCY IMPROVEMENTS 

.01 Eligible Building Envelope Compo

nents. 
The credit for qualified energy ef

ficiency improvements is allowed with 
respect to the following building envelope 
components (Eligible Building Envelope 
Components): 

(I) An insulation material or system (in
cluding any vapor retarder or seal to limit 
infiltration) that-

(a) Is specifically and primarily de
signed (within the meaning of section 4.04 
of this notice) to reduce heat loss or gain 
of a dwelling unit when installed in or on 
the dwelling unit; and 

(b) May be taken into account in deter
mining whether the building thermal envc
lope requirements established by the IECC 
are satisfied; 

(2) An exterior window, skylight, or 
door (other than a storm window or storm 
door) that meets or exceeds the prescrip
tive criteria established by the IECC for 
the climate zone in which the window, sky
light, or door is installed; 

(3) A storm window that, in combina
tion with the exterior window over which it 
is installed, meets or exceeds the prescrip
tive criteria established by the IECC for the 
climate zone in which such storm window 
is installed; 

(4) A storm door that, in combina
tion with a wood door assigned a default 
U-factor by the IECC, does not exceed the 
default U-factor requirement assigned to 
such combination by the IECC; and 

(5) Any metal roof that-
(a) Has appropriatc pigmented coat

ings that are specifically and primarily de
signed to reduce the heat gain of a dwelling 
unit when installed on the dwelling unit; 
and 

(b) Meets or exceeds Energy Star pro
gram requirements (as in effect at the time 
of installation). 

.02 Manufacturer's Certification. 
(1) Requirements Applicable to Manll

facturer. The manufacturer of a building 
envelope component may certify to a tax
payer that the component is an Eligible 
Building Envelope Component by provid
ing the taxpayer with a certification state
ment that satisfies the requirements of sec
tion 4.02(4) of this notice. The certifica
tion statement may be provided by includ
ing a written copy of the statement with the 
packaging of the component, in printable 
form on the manufacturer's website, or in 
any other manner that will permit the tax
payer to retain the certification statement 
for tax recordkeeping purposes. 

(2) Taxpayer Reliance. Except as pro
vided in section 4.02(3) and (6) of this 
notice. a taxpayer may rely on a man
ufacturer's certification that a building 
envelope component is an Eligible Build
ing Envelope Componcnt. A taxpayer 
is not required to attach the certifica
tion statement to the return on which the 
credit is claimed. However, § 1.6001-I(a) 
of the Income Tax Rcgulations requires 
that taxpayers maintain such books and 
records as are sufficient to establish the 
entitlement to, and amount of. any credit 
claimed by the taxpayer. Accordingly, a 
taxpayer claiming a credit for an Eligible 
Building Envelope Component should 
retain the certification statement as part 
of the taxpayer's records for purposes of 
§ 1.600 I-I (a). 

(3) Reliance Permitted Onlvfor Instal
lation Consistent with Certification. A tax
payer may rely on a manufacturer's certifi
cation that a building envelope component 
is an Eligible Building Envelope Compo
nent-

(a) In the case of an exterior window, 
skylight. or door (other than a storm win
dow or storm door). only if the component 
is installed in a climate zone identified in 
the certification statement; and 

(b) In the case of a storm window, only 
if the component is installed over an exte
rior window of a class identified in the cer
tification statement and in a climate zone 
idcntified for that class of exterior window. 

(4) Content of Manufacturer's Certifi
cation Statement. A manufacturer's certi
fication statement must contain the follow-
lI1g: 

(a) The name and address of the manu
facturer; 

(b) Identification of the component as 
an insulation material or system, an exte
rior window or skylight, an exterior door, 
or a metal roof; 

(e) The make, model number, and any 
other appropriate identifiers of the compo
nent; 

(d) A statement that the component is 
an Eligible Building Envelope Componcnt 
that qualifies for the credit allowed under 

* 25C; 
(e) In the case of an exterior window, 

skylight, or door (other than a storm win
dow or storm door), the climate zone or 
zones for which the applicable prescriptive 
criteria are satisfied; 

(f) In the case of a storm window-
(i) The classes of exterior window (e.g., 

singlc pane; double pane, clear glass; dou
ble pane. Low-E coating) over which the 
storm window may be installed and that, in 
combination with the storm window, sat
isfy the applicable prescriptive criteria for 
one or more climate zones; and 

(ii) For each such class of exterior win
dow. the climate zone or zones for which 
the applicable prescriptive criteria are sat
isfied; and 

(g) A declaration, signed by a person 
currently authorized to bind the manu
facturer in such matters, in the following 
form: 

"Under penalties of perjury, I declare 
that I have examined this certification 
statement, and to the best of my knowl
edge and belief, the facts are true. correct, 
and complete." 

(5) Manufacturer's Records. A manu
facturer that certifies to a taxpayer that a 
component is an Eligible Building Enve
lope Component must retain in its records 
documentation establishing that the com
ponent satisfies the applicable conditions 
of section 4.01 of this notice including, in 
the case of an exterior window, its National 
Fenestration Rating Council (NFRC) rat
ing. The manufacturer must, upon request, 
make such documentation available for in
spection by the Service. 

(6) Effect of Erroneous Certification 
or Failure to Satisfy Documentation 
Requirements. The Service may, upon 
examination (and after any appropriate 
consultation with the Department of En
ergy (DOE) or Environmental Protection 
Agency (EPA». determine that a com-
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ponent that has been certified under this 
section is not an Eligible Building Enve
lope Component. In that event. or if the 
component's manufacturer fails to satisfy 
the requirements relating to documenta
tion in section 4.02(5) of this notice. the 
manufacturer's right to provide a certifi
cation on which future purchasers of the 
component can rely will be withdrawn. 
and taxpayers purchasing the component 
after the date on which the Service pub
lishes an announcement of the withdrawal 
may not rely on the manufacturer's cer
tification. Taxpayers may continue to 
rely on the certification for components 
purchased on or before the date on which 
the announcement of the withdrawal is 
published (including in cases in which the 
component is not installed and the credit is 
not claimed until after the announcement 
of the withdrawal is published). Manu
facturers are reminded that an erroneous 
certification statement may result in the 
imposition of penalties-

(a) Under S 7206 for fraud and making 
false statements; and 

(b) Under § 6701 for aiding and abet
ting an understatement of tax liability (in 
the amount of $1.000 per return on which 
a credit is claimed in reliance on the certi
fication). 

(7) Availability of Certification Infor
mation. Manufacturers are encouraged to 
provide a listing of qualified components 
and applicable certification information on 
their websites to facilitate taxpayer identi
fication of qualified components. 

.03 Special Rule for Energy Star Win
dOH'S and Skyli[?hts. A taxpayer may treat 
an exterior window or skylight that bears 
an Energy Star label and is installed in the 
region identified on the lahel as an Eligible 
Building Envelope Component and may 
rely on such Energy Star label, rather than 
on a manufacturer's certification state
ment, in claiming the ~ 25C credit. 

.04 Specificallv and Primarilv De
signed. A component is not specifically 
and primarily designed to reduce heat loss 
or gain of a dwelling unit if its principal 
purposes are to provide structural support, 
to pro\lde a finished surface, as in the 
case of drywall or siding, or to serve any 
other function unrelated to the reduction 
of heat loss or gain. The principal purpose 
of a component serves functions unrelated 
to the reduction of heat loss or gain if 
productIon costs attributable to features 
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other than those that reduce heat loss or 
gain exceed production costs attributable 
to features that reduce heat loss or gain. 

.05 Additional Requirement!!. A tax
payer may claim a credit with respect to 
amounts paid or incurred for an Eligible 
Building Envelope Component only if the 
following additional requirements are sat
isfied: 

( 1) The component is installed in or on 
a dwelling unit located in the United States 
and. at the time of installation, the dwelling 
unit is owned and used by the taxpayer as 
the taxpayer's principal residence (within 
the meaning of § 121); 

(2) The original use of the component 
commences with the taxpayer; and 

(3) The component reasonably can be 
expected to remain in use for at least five 
years. For this purpose, a component will 
be treated as reasonably expected to re
main in use for at least five years if the 
manufacturer offers, at no extra charge, at 
least a two-year warranty providing for re
pair or replacement of the component in 
the event of a defect in materials or work
manship. If the manufacturer does not of
fer such a warranty, all relevant facts and 
circumstances are taken into account in de
termining whether the component reason
ably can be expected to remain in use for 
at least five years . 

. 06 Installation Costs. With respect to 
Eligible Building Envelope Components, 
the credit is allowed only for amounts paid 
or incurred to purchase the components. 
The credit is not allowed for amounts paid 
or incurred for the onsite preparation, as
sembly, or original installation of the com
ponents. 

SECTION 5. RESIDENTIAL ENERGY 
PROPERTY 

.01 Qualified Energy Property. The 
credit for residential energy property ex
penditures is allowed with respect to the 
following property (Qualified Energy 
Property): 

( I) An electric heat pump water heater 
that yields an energy factor of at least 2.0 
in the standard DOE test procedure; 

(2) An electric heat pump that has 
a heating seasonal performance factor 
(HSPF) of at least 9, a seasonal energy 
efficiency ratio (SEER) of at least 15, and 
an energy efficiency ratio (EER) of at least 

13: 

(3) A closed loop geothermal heat pump 
that has an EER of at least 14.1 and a heat
ing coefficient of performance (COP) of at 
least 3.3; 

(4) An open loop geothermal heat pump 
that has an EER of at least 16.2 and a heat
ing COP of at least 3.6; 

(5) A direct expansion geothermal heat 
pump that has an EER of at least 15 and a 
heating COP of at least 3.5: 

(6) A central air conditioner that 
achieves the highest efficiency tier that 
has been established by the Consortium 
of Energy Efficiency and is in etTect on 
January I, 2006; 

(7) A natural gas, propane, or oil water 
heater that has an energy factor of at least 
0.80: 

(8) A natural gas, propane, or oil fur
nace or hot water boiler that achieves an 
annual fuel utilization efficiency rate of not 
less than 95; and 

(9) A fan that is used in a natural gas, 
propane, or oil furnace and has an annual 
electricity use of no more than 2 percent of 
the total annual site energy use of the fur
nace (as determined in the standard DOE 
test procedure). 

.02 Manufacturer's Certification. -
(1) Requirements Applicable to Mallu

facturer. The manufacturer of a product 
may certify to a taxpayer that the product 
is Qualified Energy Property by provid
ing the taxpayer with a certification state
ment that satisfies the requirements of sec
tion 5.02(3) of this notice. The certifica
tion statement may be provided by includ
ing a written copy of the statement with the 
packaging of the product, in printable form 
on the manufacturer's website, or in any 
other manner that will permit the taxpayer 
to retain the certification statement for tax 
recordkeeping purposes. 

(2) Taxpa.ver Reliance. Except as pro
vided in section 5.02(5) of this notice, 
a taxpayer may rely on a manufacturer's 
certification that a product is Qualified En
ergy Property, A taxpayer is not required 
to attach the certification statement to 
the return on which the credit is claimed. 
However, § 1.6001- J (a) of the Income 
Tax Regulations requires that taxpayers 
maintain such books and records as are 
sufficient to establish the entitlement to, 
and amount of, any credit claimed by the 
taxpayer. Accordingly, a taxpayer claim
ing a credit for Qualified Energy Property 
should retain the certification statement as 



part of the taxpayer's records for purposes 
of § 1.6001-1(a). 

(3) Contellt of ManufacTurer's Cer

tification Statement. A manufacturer's 
certification statement to be provided to 

taxpayers who purchase Qualified Energy 
Property must contain the following: 

(a) The name and address of the manu

facturer; 
(b) The class of Qual ified Energy Prop

erty (as listed in section 5.01 of this notice) 
in which the product is included; 

(c) The make. model number. and any 
other appropriate identifiers of the prod

uct; 
(d) A statement that the product is Qual

ified Encrgy Property that qualifies for the 
credit allowed under § 25C; and 

(e) A declaration. signed hy a person 
currently authorized to bind the manufac
turer in these matters. in the following 
form: 

"Under penalties of perjury. I declare 
that I have examined this certification 
statement. and to the best of my knowl
edge and belief. the facts prescntcd are 
true. correct, and complete." 

(4) Manufacturer's Records. A manu
facturer that certifies to a taxpayer that a 
product is Qualified Energy Property must 
retain in its records documentation estab
lishing that the product satisfies the ap
plicable conditions of section 5.01 of this 
notice. The manufacturer must. upon re
quest, make such documentation available 
for inspcction by the Service. The docu
mentation-

(a) In thc case of the EER for a cen
tral air conditioner or electric heat pump. 
must include measurements hased on pub
lished data that are the result of manufac
turer tests at 95 degrees Fahrenheit and 

may be based on the certified data of the 
Air Conditioning and Refrigeration Insti
tute that are prepared in partnership \vith 
the Consortium for Energy Efficiency; and 

(b) In the case of a geothermal heat 
pump, must be based on testing under the 
conditions of ARIIISO Standard 13256-1 
for Water Source Heat Pumps or ARI 870 
for Direct Expansion GeoExchange Heat 
Pumps, as appropriate, and include ev
idence that water heating services have 
been provided through a desuperheater or 
integrated water heating system connected 
to the storage water heater tank. 

(5) Effect of Erroneous Certifiration or 
Failure to Satisfy Documentation Require-

mellts. The Service may. upon examina
tion (and after any appropriate consulta
tion with DOE or EPA). determine that a 
product that has been certified under this 

section is not Qual ificd Energy Property. 
In that event, or if the product's manufac
turer fails to satisfy the requirements relat
ing to documentation in section 5.02(4) of 

this notice. the manufacturer's right to pro
vide a certification on which future pur
chasers of the product can rely will be 

withdrawn. and taxpayers purchasing the 
product after the date on which the Service 
publishes an announcement of thc with
drawal may not rely on the manufacturer's 
certification. Taxpayers may continue to 
rely on the certification for products pur
chased on or beforc the date on which the 
announcement of the withdrawal is pub
lished (including in cases in which the 
product is not installed and the credit is 
not claimed until after the announcement 
of the withdrawal is published). Manufac
turers are reminded that an erroneous cel1i
fication statement may result in the impo
sition of penalties-

(a) Under § 7206 for fraud and making 
false statements; and 

(b) Under § 6701 for aiding and abet
ting an understatement of tax liability (in 
the amount of $1,000 per return on which 
a credit is claimed in reliance on the certi
fication). 

(6) A\'{{i/ahilitr of Cerrifimtilln infor

lI1atioll. Manufacturers are encouraged 
to provide a listing of qualified products 
and applicable certification information 
on their websites to facilitate taxpayer 
identification of qualified products. 

.03 AddirioJlu/ ReqllirellleJlts. A tax
payer may claim a credit with respect to 
expenditures paid or incurred for Qualified 
Energy Property only if the following ad
ditional requirements are satisfied: 

(1) The property is installed on or in 
connection with a dwelling unit located in 
the United States and, at the time of instal
lation, the dwelling unit is owned and used 
by the taxpayer as the taxpayer's principal 
residence (within the meaning of § 121): 

and 
(2) The property is originally placed in 

service by the taxpayer. 
.04 inSTallaTion Costs. The credit is al

lowed for amounts paid or incurred to pur
chase Qualified Energy Property and for 
expenditures for labor costs properly allo-

cable to the onsite preparation. assembly. 
or uriginal installation of the property. 

SECTION 6. PAPERWORK 
REDUCTION ACT 

The collection of information contained 
in this notice has been reviewed and ap

proved by the Office of Management and 
Budget in accmdance with the Paperwork 
Reduction Act (44 U.s.c. 3507) under 
control number 1545-1989. 

An agency may not conduct or sponsor. 
and a person is not required to respond 
to. a collection of information unless the 
collection of information displays a valid 
OMB control number. 

The collections of information in this 
notice are in sections 4 and 5. This in
formation is required to be collected and 
retaincd in order to ensure that property 
meets the requirements for the Nonbusi

ness Energy Credit under * 25C. This 
information will be used to determine 
whether the property for which manufac
turers provide certifications is property 
that qualifies for the credit. The collec
tion of information is required to obtain a 
benefit from manufacturers' certification 
statements that property qualifies for the 
credit. The likely respondents are corpo
rations, partnerships. and individuals. 

The estimated total annual reporting 
burden is 350 hours. 

The estimated annual burden per re
spondent varies from 2 hours to 3 hours, 
depending on individual circumstances. 
with an estimated average burden of 2.5 
hours to complete the requests for certi
fication required under this notice. The 
estimated number of respondents is 140. 

The estimated annual frequency of re
sponses is on occasion. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any Internal Revenue 
law. Generally, tax returns and tax return 
information are confidential, as required 
by 26 U.S.c. 6103. 

SECTION 7. DRAFTING 
INFORMATION 

The principal author of this notice is 
Kelly R. Morrison-Lee of the Office of 

Associate Chief Counsel (Passthroughs 
and Special Industries). For further in
formation regarding this notice, contact 
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Jennifer Bernardini at (202) 622-3120 
(not a toll-free call). 

Certification of Energy 
Efficient Home Credit 

Notice 2006-27 

SECTION I. PURPOSE 

This notice sets forth a process under 
which an eligible contractor who con
structs a dwelling unit (other than a manu
factured home) may obtain a certification 
that the dwelling unit is an energy effi
cient home that satisfies the requirements 
of * '+5L(c)(I)(A) and (B) of the Internal 
Revenue Code. This notice also provides 
for a public list of software programs 
that may be used in calculating energy 
consumption for purposes of obtainina o 

a certification that satisfies the require
ments of ~ 45L(d). Guidance relating to 
manufactured homes will be provided in a 
separate notice. 

SECTION 2. BACKGROUND 

.0 I III General. Section 4SL provides 
a credit to an eligible contractor who con
structs a qualified new energy efficient 
home. For qualified new energy efficient 
homes (other than manufactured homes), 
the amount of the credit is $2,000. A 
dwelling unit qualifies for the credit if-

(I) It is located in the United States' 
(2) Its construction is substanti~lly 

completed after August 8, 200S; 
(3) It meets the energy saving require

ments of * 4SL(c)(I); and 
(4) It is acquired from the eligible con

tractor after December 31, 200S, and be
fore January L 2008, for use as a resi
dence. 

.02 Energv Sm'illg Requiremellts. To 
meet the energy saving requirements of 
* 45L(c)(l)' a dwelling unit must be cer
tified to provide a level of heatin a and 
cooling energy consumption that is a; least 
50 percent below that of a comparable 
dwelhng unit constructed in accordance 
\\'ith the standards of section 404 of the 
211()4 Supplement to the 2003 International 
Energy Conservation Code (2004 IECC 
Supplement). and to have building enve
Illpe component improvements that pro
\ Ide tor a level of heating and coolin a en
ergy cOllSumption that is at least I 0 pe~ent 
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below that of a comparable d II' . . we mg umt 
For thiS purpose heatin a and I'~ . . e coo II1g en-
ergy and cost savings must be ca\Culat~d in 
accord~ncc with the procedures prescribed 
111 ReSidential Energy Services Network 
(RESNET) Publication No. OS-OOI (Nov 
l7. 2005). . 

SECTIO~ 3. CERTIFICATION 

A contractor must obtain the certifica
tion required under § 45L(c)(l) with re
spect to a dwelling unit (other than a man
ufactured home) from an eligible certifier 
before claiming the energy efficient home 
credit with respect to the dwelling unit. A 
contractor is not required to file the certifi
cation with the return on which the credit 
is claimed. However, § 1.6001-I(a) of the 
Income Tax Regulations requircs that tax
paycrs maintain such books and records 
as are sufficient to establish the entitle
ment to, and amount of. any credit claimed 
by the taxpayer. Accordingly. an eligi
ble contractor claiming a $2.000 credit un
der § 4SL should retain the certification 
as part of the eligible contractor's records 
to satisfy this requirement. The certifica
tion will be treated as satisfying the re
quirements of § 4SL(c)(l) if all construc
tion has been performed in a manner con
sistent with the design specifications pro
VIded to the eligible certifier and the certi
fication contains all of the following: 

.0 I The name, address, and telephone 
number of the eligible certifier. 

.02 The address of the dwelling unit. 

.03 A statement by the eligible certifier 
that-

(I) The dwelling unit has a projected 
level of annual heating and cooling en
ergy consumption that is at least 50 per
cent below the annual level of heatin a and 
cooling energy consumption of a refe;ence 
dwelling unit in the same climate zone' 

(2) Building envelope component im
provements alone account for a level of an
nual heating and cooling energy consump
tion that is at least 10 percent below the 
annual level of heating and cooling energy 
consumption of a reference dwelling unit 
in the same climate zone; and 

(3) Heating and cooling energy and cost 
savings have been calculated in the manner 
prescribed in section 2.02 of this notice. 

.04 A statement by the eligible certifier 
that field inspections of the dwelling 
unit (or of other dwelling units under 

the sampling protocol described below) 
performed by thi.' digibk ccrtifier during 
and after the compktilll1 llf construction 
ha\'e confirmed th~1t all [catures of the 
home affecting sud) heating and coolinl! 
energy consumption comply with th; 
design specifications pro\'ided to the 
eligible certifier. \Vith respect to builders 
who build at least X5 homes a year or 
build subdivisions with the same tloor 
plan using the same subcontractors. the 
eligible certifier may use the sampling 
protocol found in the CUITent ENERGY 
STAR® for Homes Sampling Protocol 
Guidelines instead of inspecting all of the 
homes. The sampling protocols can be 
found at the following web address: 
http://wlt'H·.ellergrstal:g01'; 
illdex. efm? c=bldrs_!endersJaters.pt_ 
home S ""pol icie s#Sampl illg Protocol 

.OS A list identifying-
(l) The dwelling unit's energy effi

cient building envelope components and 
their re~pective energy performance rating 
as reqUired by section 401.3 of the 2004 
IECC Supplement; and 

(2) The energy efficient heatino 

and cooling equipment installed in th~ 
dwelling unit and the energy efficiency 
performance of such equipment as rated 
under applicable Department of Energy 
Appliance Standards test procedures. 

.06 Identification of the listed software 
program used to calculate energy con
sumption (see section S of this notice). 

.07 A declaration. applicable to the 
certification and any accompanying doc
uments, signed by a person currently 
authorized to bind the eligible certifier in 
these matters, in the following form: 

"Under penalties of perjury. I declare 
that I have examined this certification, 
including accompanying documents. 
and to the best of my knowledge and 
belief. the facts presented in support of 
this certification are true, correct, and 
complete." 

SECTION 4. DEFINITIONS 

The following definitions apply for pur
poses of this notice: 

(I) Building envelope components are 
basement walls, exterior walls. floor, roof, 
and any other building element that en
closes conditioned 'pace, including any 
boundary between conditioned space and 
uncondItIOned space. 



(2) A climate zone is a geographical 
area within which all locations have simi
lar long-term climate conditions as defined 
in Chapter 3 of the 2004 IECC Supple

ment. 
(3) A dwelling unit is a single unit pro

viding complete independent living facil
ities for one or more persons, including 
permanent provisions for living, sleeping, 
eating, cooking. and sanitation, within a 
building that is not more than three stories 
above grade in height. 

(4) An eligible certifier is a person 
that is not related (within the meaning of 
§ 45(e)(4)) to the eligible contractor and 
has been accredited or otherwise autho
rized by RESNET (or an equivalent rating 
network) to use energy performance mea
surement methods approved by RES NET 
(or the equivalent rating network). An em
ployee or other representative of a utility 
or local building regulatory authority may 
qualify as an eligible certifier if the em
ployee or representative has been accred
ited or otherwise authorized by RESNET 
(or an equivalent rating network) to use 
the approved energy performance mea
surement methods. 

(5) An eligible contractor is the person 
that constructed a qualified new energy ef
ficient home. 

(6) A manufactured home is a dwelling 
unit constructed in accordance with the 
Federal Manufactured Home Construction 
and Safety Standards (24 C.F.R § 3280). 

(7) A reference dwelling unit is a 
dwelling unit that is comparable to the 
dwelling unit constructed by the eligible 
contractor except that-

(a) The comparable dwelling unit is 
constructed in accordance with the mini
mum standards of Chapter 4 of the 2004 
IECC Supplement; 

(b) The comparable dwelling unit's air 
conditioners have a Seasonal Energy Effi
ciency Ratio (SEER) of 13, measured in 
accordance with 10 C.F.R. 430.23(m); and 

(c) The comparable dwelling unit's heat 
pumps have a SEER of 13 and a Heat
ing Seasonal Performance Factor (HSPF) 
of 7.7, measured in accordance with 10 
C.F.R. 430.23(m). 

SECTION 5. SOFTWARE PROGRAMS 

.01 In General. The Internal Revenue 
Service will create and maintain a pub
lic list of software programs that may be 

used to caleulate energy consumption for 
purposes of providing a certification un
der section 3 of this notice. A software 
program will be included on the original 
list if the software developer submits the 
following information to the Service and 
RESNET: 

( I) The name, address, and telephone 
number of the software developer; 

(2) The name or other identifier of the 
program as it will appear on the list; 

(3) The test results, test runs, and the 
software program with which the test was 
conducted; and 

(4) A declaration by the developer of 
the software program, made under pcnal
ties of perjury, that the software program 
has satisfied all tests required to con
form to the software accreditation process 
prescribed in RESNET Publication No. 
05-001 (Nov. 17,2005). 

.02 Addresses. Submissions under this 
section must be addressed as follows: 

Submissions to the Service submitted 
by U.S. mail: 

Internal Revenue Service 
Attn: Program Administrator 
CC:PSI:7, Room 4315 
P.O. Box 7604 
Ben Franklin Station 
Washington, DC 20044 

Submissions to the Service submitted 
by a private delivery service: 

Internal Revenue Service 
Attn: Program Administrator 
CC:PSI:7, Room 4315 
1111 Constitution Ave., N.W. 
Washington, DC 20224 

Submissions to RES NET: 

Residential Energy Services Network 
P.O. Box 4561 
Oceanside, CA 92052-4561 

.03 Original and Updated Lists. A soft
ware program will be included on the orig
inal list if the software developer's sub
mission is received before March 1,2006. 
The list will be updated as necessary to re
flect submissions recei ved after February 
28,2006. 

.04 Removal from Published List. The 
Service may, upon examination (and after 
appropriate consultation with the Depart
ment of Energy), determine that a software 
program is not sufficiently accurate to jus
tify its use in calculating energy consump
tion for purposes of providing a certifica
tion under section 3 of this notice and re
move the software program from the pub
lished list. The Service may undertake an 
examination on its own initiative or in re
sponse to a public request supported by 
appropriate analysis of the software pro
gram's deficiencies. 

.05 Effect of RemolJal from Published 
List. A software program may not be used 
to caleulate energy consumption for pur
poses of providing a certification that sat
isfies the requirements of § 45L after the 
date on which the software is removed 
from the published list. The removal will 
not affect the validity of any certification 
provided with respect to a dwelling unit on 
or before the date on which the software is 
removed from the published list. 

.06 Public Availahility of Tnformation 
RES NET may make available for public 
review any information provided to it un
der section 5.01 of this notice. 

SECTION 6. PAPERWORK 
REDUCTION ACT 

The collections of information con
tained in this notice have been reviewed 
and approved by the Office of Manage
ment and Budget in accordance with the 
Paperwork Reduction Act (44 U.S.c. 
3507) under control number 1545-1995. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMB control number. 

The collections of information in this 
notice are in sections 3 and 5. This in
formation is required to be collected and 
retained in order to ensure that a dwelling 
unit (other than a manufactured home) 
meets the requirements for the energy 
efficient home credit under § 45L. This 
information will be used to determine 
whether property for which certifications 
are provided is property that qualifies for 
the credit. The collection of information 
is required to obtain a benefit. The likely 
respondents are corporations and partner
ships. 
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The estimated total annual reporting 
burden is I ~() hours. 

The estimated annual burden per re
spondent \ aries from 2.5 hours to 4 hours. 
depending un indi\'idual circumstances. 
with an estimated average burdcn of 3 
hours to completc thc certification re
quired under this notice. The estimated 
number of respondents is 45. 

The estimated annllal frequency of re
spollses IS on llceaSlllll. 

Books or record, relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any Internal Re\'enue 
law. Generally. tax returns and tax return 
information are confidential. as required 
by 26 eSc. 6103. 

SECTION 7. DRAFTING 
INFORMATION 

The principal author of this notice is 
Jennifer C. Bernardini of the Office of 
Associate Chief Counsel (Passthroughs 
& Special Industries). For further in
formation regarding this notice, contact 
Jennifer C. Bernardini at (202) 622-3120 
(not a toll-free call). 

Energy Efficient Home Credit; 
Manufactured Homes 

Notice 2006-28 

SECTIO:--i I. PURPOSE 

This notice set:-, forth it process under 
which an eligible contractor who con
structs a manufactured home may obtain 
a certification that the dwelling unit is 
an enert!y efficient home that satisfies 
the reljuirements of * 45l(c)(2) or (3) of 
the Internal Revenue Code. This notice 
also provides I'm a public list of software 
progral1b that may he used in calculat
ing energy consumption for purposes of 
pnl\'iding a certification that satisfies the 
reljuiremenh of ~ 4Sl(d). Guidance relat
ing to other dwelling Ul1lts will be provided 
in a separate notice. 

SECTIO"l 2. BACKGROUND 

.() I III GCl/c/'(//' Section -1-SL p[(wide, 
a credit to an digihle contraL'lor \\110 cun
stnll'h a qualified new energy efficient 
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home. For qualified new energy efficient 
hOllle~ that are manufactured homes, the 
<lmount of the credit is $1,000 or $2.000, 
depending on the energy savings that are 
achieved. A manufactured home qualifies 
for the credit if: 

( I ) It is located in the United States: 
(21 ILs construction is substantially 

completed after August 8. 2005: 
(:I) It meets the cnergy saving require

ments of * 4SL(c)(2) or (3): and 
(-1-) It is acquired. directly or indirectly, 

from the eligible contractor after Decem
ber 31. 2005. and before January L 2008, 
for use as a residence. 

.02 Energy Sm'illg Requirements. To 
meet the energy saving requirements of 
* 4SL(c)(2) or (3). a manufactured horne 
must meet one of the following standards: 

(I) To meet the energy saving requirc
mcnt~ of ~ 45L(c)(2) and qualify for the 
$2.000 credit, a manufactured home must 
be certified to provide a level of heating 
and cooling energy consumption that is at 
least 50 percent below that of a compa
rable manufactured home constructed in 
accordance with the standards of section 
4()4 of thc 2004 Supplement to the 2003 
International Energy Conservation Code 
(2004 IECC Supplement). and to have 
building envelope component improve
ments that provide for a level of heating 
and cooling energy consumption that is at 
least 10 percent below that of a compa
rable dwelling unit (see section 3 of this 
noticc): or 

(:2) To meet the energy saving require
ments of ~ 4SL(c)(3) and qualify for the 
$I.()()() credit. a manufacturcd home must 
either-

(a) be certified to provide a level of 
heating and cooling energy consumption 
that is at least 30 percent below that of 
a comparable manufactured home con
structed in accordance with the standards 
of section 404 of the 2004 IECC Sup
plement. and to have building envelope 
component improvements that provide for 
a level of heating and cooling energy con
sumption that is at least 10 percent below 
that of a comparable dwelling unit; or 

(h) meet the current requiremcnts es
tablished by the Administrator of the En
vironmental Protection Agency under the 
ENERGY STAR@ Labeled Homes Pro
gram in effect on thc date construction is 
substantially completed (See section 4 of 
thi" notice). 

.03 For purposes of section 2.02 of this 
notice. heating and cooling energy and cost 
savings must be calculated in accordance 
with the procedures prescribed in Rcsiden
tial Energy Scnice.s Network (RESNET) 
Puhlication No. OS-OO I (Nov. 17,2005). 

SECTION 3. REQUIREMENTS TO 
CLAIM THE $2.000 CREDIT 

An eligible contractor must obtain the 
certification required under * 45L(c)(2) 
with respect to a manufactured home from 
an eligible certifier before claiming the 
$2,000 energy etficient home credit with 
respect to the manufactured home. An 
eligible contractor is not required to attach 
the certification to the return on which the 
crcdit is claimed. However, ~ 1.600 I-I (a) 
of the Income Tax Regulations requires 
that taxpayers maintain such books and 
records as are sufficient to establish the 
entitlement to, and amount of. any deduc
tion claimed by the taxpayer. Accordingly, 
an eligible contractor claiming a $2,000 
credit under § 4SL should retain the certi
fication as part of the eligible contractor's 
rccords to satisfy this requirement. The 
certi fication will be treated as satisfying 
the requirements of § 4SL(c)(2) if all con
struction has heen performed in a manner 
consistent with the design specifications 
provided to the eligible certifier and the 
certification contains all of the following: 

.0 I The name, address, and telephone 
number of the eligible certifier: 

.02 The dwelling unit's serial or other 
identification number; 

.03 A statement by the eligible certifier 
that-

(I) The dwelling unit has a projected 
level of annual hcating and cooling en
ergy consumption that is at least 50 per
cent below the annual level of heating and 
cooling energy consumption of a reference 
dwelling unit in the same climate zone; 

(2) Building envelope component im
provements alone account for a level of an
nual heating and cooling energy consump
tion that is at lea~t 10 percent below the 
annual level of heating and cooling energy 
consumption of a reference dwelling unit 
in the same climate zone; and 

(3) Heating and cooling energy and cost 
savings have been calculated in the manner 
prcscri bed in section 2.02(3) of this notice; 

.04 A statement by the eligible certifier 
that field iw,pections of the dwelling 



unit (or of other dwelling units under 
the sampling protocol described below) 
performed by the eligible certifier after 
installation on the permanent site have 
confirmed that such heating and cooling 
energy consumption complies with the de
sign specifications provided to the eligible 
certifier. With respect to manufacturers 
who manufacture at least 85 homes a 
year, the certifier may use the sampling 
protocol found in the current standards of 
the ENERGY STAR@ Qualified Manufac
tured Homes - Design, Manufacturing, 
Installation, and Certification Procedures, 
located at the following web address: 
http://www.energystar.gov/ 
index.cfm? c=bldrs _lende rs Jate rs.pC 
builder_manufactured 

.05 A list identifying-
(1) The dwelling unit's energy effi

cient building envelope components and 
their respective energy performance rating 
as required by section 401.3 of the 2004 
IECC Supplement; and 

(2) The energy efficient heating 
and cooling equipment installed in the 
dwelling unit and the energy efficiency 
performance of such equipment as rated 
under applicable Department of Energy 
Appliance Standards test procedures; 

.06 A statement identifying the listed 
software program used to calculate energy 
consumption (see section 6 of this notice); 
and 

.07 A declaration, applicable to the 
certification and any accompanying doc
uments, signed by a person currently 
authorized to bind the eligible certifier in 
such matters, in the following form: 

"Under penalties of perjury, I declare 
that I have examined this certification, 
including accompanying documcnts, 
and to the best of my knowledge and 
belief, the facts presented in support of 
this certification are true, correct, and 
complete." 

SECTION 4. REQUIREMENTS TO 
CLAIM THE $1,000 CREDIT 

.01 Certified Homes. Except as pro
vided in section 4.02 of this notice, an el
igible contractor must obtain the certifica
tion required under § 45L(c)(3)(A) with re
spect to a manufactured home from an el
igible certifier before claiming the $1,000 
energy efficient home credit with respect 
to the manufactured home. An eligible 

contractor is not required to attach the cer
tification to the return on which the credit 
is claimed. However, § 1.6001-1(a) re
quires that taxpayers maintain such books 
and records as are sufficient to establish the 
entitlement to, and amount of, any deduc
tion claimed by the taxpayer. Accordingly, 
an eligible contractor claiming a $1,000 
credit under § 45L should retain the cer
tification as part of the eligible contrac
tor's records to satisfy this requirement. 
The certification will be treated as satis
fying the requirements of § 45L(c)(3)(A) 
if all construction has been performed in 
a manner consistent with the design spec
ifications provided to the eligible certifier 
and the certification contains all of the fol
lowing: 

( I) The name, address, and telephone 
number of the eligible certifier; 

(2) The dwelling unit's serial or other 
identification number; 

(3) A statement by the eligihle certifier 
that-

(a) The dwelling unit has a projected 
level of annual heating and cooling en
ergy consumption that is at least 30 per
cent below the annual level of heating and 
cooling energy consumption of a reference 
dwelling unit in the same climate zone; 

(b) Building envelope component im
provements alone account for a level of an
nual heating and cooling energy consump
tion that is at least 10 percent below the 
annual level of heating and cooling energy 
consumption of a reference dwelling unit 
in the same climate zone; and 

(c) Heating and cooling energy and cost 
savings have been calculated in the manner 
prescribed in section 2.02(3) of this notice; 

(4) A statement by the eligible certifier 
that field inspections of the dwelling 
unit (or of other dwelling units under 
the sampling protocol described below) 
performed by the eligible certifier after 
installation on the permanent site have 
confirmed that such heating and cooling 
energy consumption complies with the 
design specifications provided to the 
eligible certifier. With respect to man
ufacturers who manufacture at least 85 
homes a year, the certifier may use the 
sampling protocol found in the current 
standards of the current ENERGY STAR® 
Qualified Manufactured Homes: Guide 
for Retailers, located at the following web 
address: 

http://www.energystar.gol'/ 
illdex.cfm? c=bldrs_lendersJaters.pt_ 
builder_manufactured 

(5) A list identifying-
(a) The dwelling unit's energy efficient 

building envelope components and their 
respecti ve energy performance rating as 
required by section 401.3 of the 2004 
IECC Supplement; and 

(b) The energy efficient heating 
and cooling equipmcnt installed in the 
dwelling unit and the energy efficiency 
performance of the equipment as rated 
under applicable Department of Energy 
Appliance Standards test procedures; 

(6) A statement identifying the listed 
software program used to calculate energy 
consumption (see section 6 of this notice); 
and 

(7) A declaration, applicable to the 
certification and any accompanying doc
uments, signed by a person currently 
authorized to bind the eligible certifier in 
these matters, in the following form: 

"Under penalties of perjury, I declare 
that I have examined this certification, 
including accompanying documents, 
and to the best of my knowledge and 
belief, the facts presented in support of 
this certification are true, correct, and 
complete." 
.02 Energy Star Homes. An eligiblc 

contractor may claim the $1,000 energy ef
ficient home credit with respect to a man
ufactured home by meeting the applica
ble certification requirements established 
by the Administrator of the Environmen
tal Protection Agency under the ENERGY 
STAR® Labeled Homes Program in effect 
on the date construction is substantially 
completed. 

SECTION 5. DEFINITIONS 

The following definitions apply for pur
poses of this notice: 

.01 Building envelope components are 
basement walls, exterior walls, floor, roof, 
and any other building element that en
closes conditioned space, including any 
boundary between conditioned space and 
unconditioned space; 

.02 A climate zone is a geographical 
area within which all locations have simi
lar long-term climate conditions as defined 
in Chapter 3 of the 2004 IECC Supple
ment; 

2006-1 C.B. 629 



.03 A dwelling unit is a single unit pro
viding complete independent lIving facil
ities for one or more persons. including 
permanent provIsions for living. sleeping. 
eating. cooking. and sanitation. within a 
building that is not more than three stories 
above grade in height: 

.04 An elIgible certifier is it person 
that is not related (within the meaning of 
* 45(e)(4)) to the elIgible contractor and 
has been accredited or otherwise autho
rized by RESNET (or an equivalent rating 
network) to use energy performance mea
surement methods approved by RES NET 
(or an equivalent rating network). An em
ployee or other representative of a utility 
or local building regulatory authority may 
qualify as an eligible certifier if the em
ployee or representative has been accred
ited or otherwise authorized by RES NET 
(or an equivalent rating network) to use 
the approved energy performance mea
surement methods; 

. 05 An eligible contractor in the case of 
a qualified new energy efficient home that 
is a manufactured home is the manufac
tured home producer of the home; 

.06 A manufactured home is a dwelling 
unit constructed in accordance with the 
Federal Manufactured Home Construction 
and Safety Standards (24 c.F.R. ~ 3280): 
and 

.07 A reference dwelling unit is a 
dwelling unit that is comparable to the 
manufactured home produced by the eli
gible contractor except that-

(a) The comparable dwelling unit is 
constructed in accordance with the mini
mum standards of Chapter 4 of the 2004 
IECC Supplement: 

(bl The comparable dwelling unit's air 
conditioners have a Seasonal Energy Effi
ciency Ratio (SEER) of 13. measured in 
accordance with 10 C.F.R 43023(m): and 

(cl The comparable dwelling unit's heat 
pumps have a SEER of 13 and a Heat
ing Seasonal Performance Factor (HSPF) 
of 7.7. measured in accordance with 10 
C.F.R.430.23(m). 

SECTION 6. SOFTWARE PROGRAMS 

.0 I 11/ Gel/era/. The Internal Revenue 
Service will create and maintain a pub
lic list of software programs that may be 
used to calculate energy consumption for 
purposes of providing a certification under 
section 3 or 4 of this notice. A software 
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program will be included on the list if the 
software developer submits the followin o 

information to the Service and RESNET:~ 
( I) The name. address, and telephone 

number of the software developer; 
(2) The name or other identifier of the 

program as it will appear on the list: 
(3) The test results. test runs. and the 

software program with which the test was 
conducted; and 

(4) A declaration by the developer of 
the software program, made under penal
ties of perjury. that the software program 
has satisfied all tests required to con
form to the software accreditation process 
prescribed in RESNET Publication No. 
05-001 (Nov. 17.20(5). 

.02 Addresses. Submissions under this 
section must be addressed as follows: 

Submissions to the Service submitted 
by U.S. mail: 

Internal Revenue Service 
Attn: Program Administrator 
CC:PSl:7. Room 4315 
P.O. Box 7604 
Ben Franklin Station 
Washington, DC 20044 

Submissions to the Service submitted 
by a private delivery service: 

Internal Revenue Service 
Attn: Program Administrator 
CCPSI:7. Room 4315 
IIII Constitution Ave., N.W. 
Washington. DC 20224 

Submissions to RESNET: 

Residential Energy Services Network 
P.O. Box. 4561 
Oceanside. CA 92052-4561 

.03 Original and Updated List:;. A soft
ware program will be included on the orig
inal list if the software developer's sub
mission is received before March 1, 2006. 
The list will be updated as necessary to re
flect submissions recei ved after February 
28, 2006. 

.04 Removal from Published List. The 
Service may. upon examination (and af
ter appropriate consultation with the De
partment of Energy), determine that a soft
ware program is not sufficiently accurate 

to justify its use in calculating energy con· 
sumption for purposes of providing a cer
tification under sections 3 and 4 of this 
notice and remove the software from the 
published list. The Service may undertake 
an examination on its own initiative or in 
response to a public request supported by 
appropriate analysis of the software pro
gram's deficiencies. 

.05 Effect ol Relllol'(ll jimn Pliblished 
List. A software program may not be used 
to calculate energy consumption for pur
poses of providing a certification that sat
isfies the requirements of § 45L after the 
date on which the software is removed 
from the published list. The removal will 
not affect the validity of any certification 
provided with respect to a dwelling unit on 
or before the date on which the software is 
removed from the published list. 

.06 Public Availability of b~lormafioll. 
RES NET may make available for public 
review any information provided to it un
der section 6.0 I of this notice . 

SECTION 7. SALES TO DEALERS 

.01 III General. In the case of a manu
factured home sold by an eligible contrac
tor to a dealer of manufactured homes, the 
eligible contractor may rely on a statement 
by the dealer to establish the date on which 
a manufactured home is acquired, that it is 
located in the United States, and that it is 
acquired for use as a residence. The eligi
ble contractor is not required to attach the 
statement to the return on which the credit 
is claimed. However, § \.6001-I(a) re
quires that taxpayers maintain such books 
and records as are sufficient to establish the 
entitlement to. and amount of. any deduc
tion claimed by the taxpayer. Accordingly. 
an eligible contractor claiming a $1.000 
credit under § 45L should retain the state
ment as part of its records to satisfy this 
requirement, and is not entitled to rely on 
the statement unless the statement is so re
tained. 

.02 Content of Statement. The eligible 
contractor may not rely on the statement 
by the dealer unless the statement specifies 
the date of the retail sale of the manufac
tured home, that the dealer delivered the 
manufactured home to the purchaser at an 
address in the United States. and that the 
dealer has no knowledge of any informa
tion suggesting that the purchaser will use 
the manufactured home other than as a res-



idence. The statement must also contain 
the following infonnation: 

(1) The name, address, and telephone 
number of the dealer; and 

(2) A declaration, applicable to the 
statement made by a dealer and any ac
companying documents, signed by a per
son currently authorized to bind the dealer 
in such matters, in the following fonn: 

"Under penalties of perjury, I declare 
that to the best of my knowledge and 
belief, the facts presented with respect 
to this sale transaction are true, correct, 
and complete." 

SECTION 8. PAPERWORK 
REDUCTION ACT 

The collections of infonnation con
tained in this notice have been reviewed 
and approved by the Office of Manage
ment and Budget in accordance with the 
Paperwork Reduction Act (44 U.S.c. 
3507) under control number 1545-1994. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMB control number. 

The collections of information in this 
notice are in sections 3, 4, 6, and 7. This 
information is required to be collected and 
retained in order to ensure that a manufac
tured home meets the requirements for the 
energy efficient home credit under § 45L. 
This information will be used to determine 
whether property for which certifications 
are provided is property that qualifies for 
the credit. The collection of information is 
required to obtain a benefit. The likely re
spondents are corporations, partnerships, 
and individuals. 

The estimated total annual rcporting 
burden is 75 hours. 

The estimated annual burden per re
spondent varies from 3.5 hours to 5 hours, 
depending on individual circumstances, 
with an estimated average burden of 4 

hours to complete the certification re
quired under this notice. The estimated 
number of respondents is 15. 

The estimated annual frequency of re
sponses is on occasion. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidential, as required 
by 26 U.S.C. 6103. 

DRAFTING INFORMATION 

The principal author of this notice is 
Jennifer C. Bernardini of the Office of 
Associate Chief Counsel (Passthroughs 
& Special Industries). For further in
formation regarding this notice, contact 
Jennifer C. Bernardini at (202) 622-3120 
(not a toll-free call). 
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Part IV. Items of General Interest 
Guidance Under Section 1502; 
Application of Section 108 to 
Members of a Consolidated 
Group; Correction 

Announcement 2006-15 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correction to final regulations. 

SUMMARY: This document corrects final 
regulations, (TO. 9192, 2005-15 I.R.B. 
866) that were published in the Federal 
Register on Tuesday, March 22, 2005 (70 
FR 14395), that govern the application of 
section 108 when a member of a consol
idated group realizes discharge of indebt
edness income. 

DATES: This correction is effective on 
March 22, 2005. 

FOR FURTHER INFORMATION 
CONTACT: Amber Cook, (202) 
622-7530 (not a toll-free number). 
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SUPPLEMENTARY INFORMATION: 

Background 

The final regulations, temporary regu
lations, and removal of temporary regula
tions (TO. 9192) that is the subject of this 
correction is under section 1502 of the In
ternal Revenue Code. 

Need for Correction 

As published, T.O. 9192 contains an er
ror that may prove to be misleading and is 
in need of clarification. 

Correction of Publication 

Accordingly, the publication of the 
final regulations, temporary regulations, 
and removal of temporary regulations 
(T.O. 9192) that were the subject of FR 
Doc. 05-5528, are corrected as follows: 

PART i-INCOME TAXES 

1. The authority citation for 26 CFR 
part 1 continues to read as follows: 

Authority: 26 U.s.c. 7805, unless oth
erwise noted. Section 1.1502-11 also is
sued under 26 U.S.c. 1502. 

Sec. 1.1502-11 [Corrected] 

2. In Sec. 1.1502-11, paragraph (c)(5), 
Example 3, (ii)(E), remove the words "take 
into account its $80 of excluded COD." 
and add in their place the words "take 
into account its $80 of excluded COD in
come.". 

Cynthia E. Grigsby, 
Acting Chief, Publications 

and Regulations Branch, 
Legal Processing Divisioll, 

Associate Chief Coullsel, 
(Procedure and Administration). 

(Filed by the Office of the Federal Register on April 15.2005. 
8:45 a.m .. and published in the issue of the Federal Regisler 
for April 18. 2005. 70 F.R. 20049) 



Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 280F.-Limitation 
on Depreciation for Luxury 
Automobiles; Limitation 
Where Certain Property 
Used for Personal Purposes 

26 CFR 1.280F-7: Propert\' leased after December 

31. 1986. 

This procedure provides owners and lessees of 

passenger automobiles (including electric auto

mobiles) with tables detailing the limitations on 

depreciation deductions for automobiles first placed 

in service during calendar year 2006 and the amounts 

to be included in income for automobiles first leased 

during calendar year 2006. See Rev. Proc. 2006-IS. 

page 645. 

Section 6103.-Confi
dentiality and Disclosure 
of Returns and Return 
Information 

26 CFR 301.61()3(p)(4)-IT- Procedures relating to 
safeguards FlY rett".".I' or rpturn il1jimnatioll ({empo

rary). 

T.D.9252 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 301 

Procedures for Administrative 
Review of a Determination 
That an Authorized Recipient 
Has Failed to Safeguard Tax 
Returns or Return Information 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains tem
porary regulations regarding administra
tive review procedures for certain govern
ment agencies and other authorized recip
ients of tax returns or return information 
(authorized recipients) whose receipt of re
turns and return information may be sus
pended or terminated because they do not 

maintain proper safeguards. The tempo
rary regulations provide guidance to re
sponsible IRS personnel and authorized re
cipients as to these administrative proce
dures. The text of these temporary regu
lations serves as the text of the proposed 
regulations (REG-157271-0S) set forth in 
the notice of proposed rule making on this 
subject in this issue of the Bulletin. 

DATES: Effectil'e Date: These regulations 
are effective February 24, 2006. 

Applicahility Date: For dates of appli
cability, see ~301.6103(p)(7)-IT(e). 

FOR FURTHER INFORMATION 
CONTACT: Melinda Fisher, (202) 
622--4580 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

Under section 6103 of the Internal Rev
enue Code (Code), tax returns and return 
information are protected from disclosure 
except in spccifically enumerated circum
stances. Where disclosure is permitted, 
section 6103 generally imposes strict 
safeguarding requirements and requires 
the IRS to monitor and enforce compli
ance with those requirements. Section 
6103(p)(7) requires the Secretary of the 
Treasury to prescribe procedures provid
ing for administrative review of any de
termination under section 61 03(p)( 4) that 
an agency, body, or commission receiv
ing returns or return information pursuant 
to section 6103(d) has failed to meet the 
safeguarding requirements. Withdrawn 
§301.6103(p)(7)-1 set fOlih the proce
dures for terminating future disclosures to 
these authorized recipients. These tempo
rary regulations provide the intermediate 
review and termination procedures for all 
authorized recipicnts identified in section 
6I03(p)(4). 

With an incrcasing volume of autho
rized disclosures of returns and return in
formation, it is critical that authorized re
cipients of returns and return information 
adhere to the strict safeguard requirements 
of the Code and that the IRS take all nec
essary steps to ensure that those require
ments are met. If unauthorized disclosures 

do occur, it is similarly important that the 
IRS take steps to address them and ensure 
that they are not repeated. Such steps in
clude, as appropriate, suspension or ter
mination of further disclosures to an au
thorized recipient. Nevertheless, becausc 
the authority to receive returns and re
turn information is provided by law, autho
rized disclosures should not be suspended 
or terminated without appropriate admin
istrative review procedures_ These tempo
rary regulations set forth procedures to en
sllre that authorized recipients provide the 
proper security and protection to returns 
and return information. 

Explanation of Provisions 

There are four hasic parts to the statu
tory scheme Congress created in section 
6103 of the Code to protect the confiden
tiality of tax returns and return informa
tion: 

1. The general rule that makes returns 
and return information confidential 
except as expressly authorized in the 
Code; 

2. The exceptions to the general rule de
tailing permissible disclosures: 

3. Technical, administrative, and phys
ical safeguard provisions to prevent 
authorized recipients of returns and 
return information from inspecting, 
using. or disclosing the returns and 
return information in an unauthorized 
manner, and accounting, recordkeep
ing and reporting requirements that 
detail what inspections and disclo
sures are made for certain purposes to 
assist in oversight; and 

4. Criminal penalties for the willful 
unauthorized inspection or disclosure 
of returns and return information and 
a civil cause of action for the taxpayer 
whose returns or return information 
has been inspected or disclosed in a 
manner not authorized by the Code. 

Section 61 03( p)( 4) provides that no re
turns or return information may bc dis
closed by the IRS to certain government 
agencies and other authorizcd recipients 
unless they establish procedures satis
factory to the IRS for safeguarding the 
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returns and return information they re
ceive. These procedure, are ,et forth in 
Publication 1075. Tin /nllm/lillioll Se
Cilrilr Gllideline.1 /1'" Fcdeml. Slllle lind 
Local AgCl/cies. which is available at 
Innl'. i rsgll\/tim/l.lpllhsllisl. Disc losure 
of returns and fctllrn information to the 
allthorized recipient, described in section 
6103(p)(4) is conditioned on the recipient 
maintaining a secure plan: for storing the 
returns and return information. restricting 
access to rcturns and return lIlfofmation 
to persons whose duty reqllires access 
and to whom disch;ure can be made un
der the internal revenue laws. providing 
other safeguards necessary to keeping the 
returns and return information confiden
tial. reporting to the IRS on the safeguard 
procedures. and returning to the IRS or de
stroying the returns and return information 
upon completion of use. The IRS reviews. 
on a regular basis. safeguards established 
by allthorized recipients of returns and 
return information. 

If there are any llnauthorized inspec
tions or disclosures of returns or return 
information by authorized recipients, fur
ther disclosures may be termi nated or sus
pcnded until the IRS is satisfied that ade
quate protective measures have been taken 
to prevent a recurrence of unauthorized in
spection or disclosure. In addition. the 
IRS may terminate or suspend disclosure 
to any authorized recipient if the IRS de
termines that adequate safeguards arc not 
being maintained. 

The Code, in section 6103(p)(4), (p)(7), 
and (q) authorizes the IRS to promulgate 
rcglliations to carry out its statutory safe
guard responsibilities. More specifically. 
section 6103(p)(7) requires that the IRS 
promulgate regulations establishing pro
cedures for an administrative review of 
any determination by the IRS under sec
tion 61 In( p)(4) that a State tax agency 
authorized to receive returns and return 
information under section 61O.3(d) has 
failed to meet the requiremcnts of section 
t'l\03(pl(4). See TAX REFORM ACT 
OF 1"76. S. Rep 94-9.38. ,,4th Cong .. 
~d Scss. 345 (1976) Under current 
~ .~() 1.61 03( p)( 7) \ of the Procedure and 
Administration Regulations (~6 CFR Part 
3() II. the IRS has e ... tahJi"hed prucedures 
\\ hereby State tax agencies that receive 
returns and return information pursuant to 

"edJon 6I(n(d) haw an opportunity. prior 
to a sll'[1ension or termination of dlsclo-
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sure. to contest a preliminary finding by 
thc IRS of inadequate safeguards or unau
thorized disclosure, or to establish that a 
State tax agency has taken steps to prevent 
a recurrence of the violation. 

This document adopts temporary reg
ulations that extend the administrative 
reyicw procedure applicable to State tax 
agcncies to any authorized recipient spec
Ificd in section 6103(p)(4) with respect 
to which the IRS has made a prelimi
nary finding of inadequate safeguards or 
unauthorized disclosure. The temporary 
regulations also apply this administrative 
review procedure to any such authorized 
recipient with respect to which the IRS has 
made a preliminary finding as to unautho
rized inspection of returns or return infor
mation. The temporary regulations treat 
unauthorized inspection in the same man
ner as unauthorized disclosure because 
both unauthorized acts are proscribed by 
the Code. In particular. section 7213A. 
enacted by the Taxpayer Browsing Protec
tion Act of 1997, Public Law No. 105-35 
(111 Stat. 1104). specifically treats the 
unauthorized inspection of a return or re
turn information as a misdemeanor. 

Special Analyses 

It has been determined that these tem
porary regulations are not a significant 
regulatory action as defined in Executive 
Order 12866. Therefore, a regulatory 
assessment is not required. Pursuant to 
5 U.s.c. 553(b)(B) it has been determined 
that prior notice and public comment on 
these temporary regulations are unneces
sary and contrary to the public interest. 
These regulations do not impose any bur
dens or obligations on any person. but 
instead provide certain rights of admin
istrative review. Moreover, these regu
lations are necessary to protect taxpayer 
confidentiality and the integrity of return 
information. For the same reasons, it has 
been determined pursuant to 5 U.S.c. 
553(d)(3) that good cause exists to dis
pense with a delayed effective date for 
these regulations. For applicability of the 
Regulatory Flcxibility Act (5 U.s.c. chap
ter 6). please refer to the cross-reference 
notice of proposed rulemaking published 
elsewhere in this issue of the Bulletin. 
Pursuant to section 7805(f) of the Code. 
these temporary regulations will be sub
mitted to the Chief Counsel for Advocacy 

of the Small Business Administration for 
comment on their impact on small busi

ness. 

Drafting Information 

Thc principal author of these temporary 
regulations is Melinda K. Fisher, Office 
of the Associate Chief Counsel (Procedure 
& Administration), Disclosure and Privacy 
Law Division. 

* * * * * 

Amendments to the Regulations 

Accordingly, 26 CFR Part 301 IS 

amended as follows: 

PART 30l-PROCEDURE AND 
ADMINISTRATION 

Paragraph I. The authority citation for 
part 301 is amended by adding an entry in 
numerical order to read, in part, as follows: 

Authority: 26 V.S.c. 7805 * * * 
Sections 301.6103(p)(4)-1 and 

301.6103(p)(7)-IT also issued under 
26 U.s.c. 6103(p)(4) and (7) and (q), 

* * * 
Par. 2. Section 301.6103(p)(4)-1T is 

added to read as follows: 

§ 301.6J03(p)(4)-lT Procedures relating 
to safeguards for retllms or return 
information (temporary). 

For security guidelines and other safe
guards for protecting returns and return in
formation, see guidance published by the 
Internal Revenue Service. For procedures 
for administrative review of a determina
tion that an authorized recipient has failed 
to safeguard returns or return information, 
see §301.6103(p)(7)-IT. 

Par. 3. Section 301.6103(p)(7)-1 is 
removed. 

Par. 4. Section 301.6103(p)(7)-IT is 
added to read as follows: 

§301.6J03(p)(7)-lT Procedures for 
administrative ret'iew of a determination 
that an authorized recipient has failed to 
safeguard returns or return information 
( tcmporar}). 

(a) III general. Notwithstanding any 
section of the Internal Revenue Code, the 
Internal Revenue Service (IRS) may termi
nate or suspend di,c1osure of returns and 
return information to any authorized recip-



ient specified in subsection (p)( 4) of sec
tion 6103, if the IRS makes a determina
tion that: 

(1) The authorized recipient has al
lowed an unauthorized inspection or dis
closure of returns or return information 
and that the authorized recipient has not 
taken adequate corrective action to pre
vent the recurrence of an unauthorized 
inspection or disclosure, or 

(2) The authorized recipient does not 
satisfactorily maintain the safeguards pre
scribed by section 6103(p)( 4), and has 
made no adequate plan to improve its 
system to maintain the safeguards satis
factorily. 

(b) Notice of IRS's intention to termi
nate or suspend disclosure. Prior to ter
minating or suspending authorized disclo
sures, the IRS will notify the authorized 
recipient in writing of the IRS's prelim
inary determination and of the IRS's in
tention to discontinue disclosure of returns 
and return information to the authorized 
recipient. Upon so notifying the autho
rized recipient, the IRS, if it determines 
that tax administration otherwise would be 
seriously impaired, may suspend further 
disclosures of returns and return informa
tion to the authorized recipient pending a 
final determination by the Commissioner 
or a Deputy Commissioner described in 
paragraph (d)(2) of this section. 

(c) Authorized recipient's right to ap
peal. An authorized recipient shall have 
30 days from the date of receipt of a no
tice described in paragraph (b) of this sec
tion to appeal the preliminary determina
tion described in paragraph (b) of this sec
tion. The appeal shall be made directly to 
the Commissioner. 

(d) Procedures for administrative re
view. (1) To appeal a preliminary deter
mination described in paragraph (b) of this 
section, the authorized recipient shall send 
a written request for a conference to: Com
missioner of Internal Revenue (Attention: 
SE:S:CLD:GLD), 1111 Constitution Av
enue, NW, Washington, DC 20224. The 
request must include a complete descrip
tion of the authorized recipient's present 
system of safeguarding returns or return 
information, as well as a complete descrip
tion of its practices with respect to the 
inspection, disclosure, and use of the re
turns or return information it (including 
any authorized contractors or agents) re
ceives under the Internal Revenue Code. 

The request then must state the reason or 
reasons the authorized recipient believes 
that such system, or practice, including im
provements, if any, to such system or prac
tice expected to be made in the near future, 
is or will be adequate to safeguard returns 
or return information. 

(2) Within 45 days of the receipt of 
the request made in accordance with the 
provisions of paragraph (d)(l) of this sec
tion, the Commissioner or Deputy Com
missioner personally will hold a confer
ence with representati ves of the authorized 
recipient, after which the Commissioner or 
Deputy Commissioner will make a final 
deternlination with respect to the appeaL 

(e) Effective date. This section is ap
plicable to all authorized recipients of re
turns and return information that are sub
ject to the safeguard requirements set forth 
in section 6103(p)(4) on or after February 
23,2006. 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

Approved February 11, 2006. 

Eric Solomon, 
Acting Deputy Assistant 

Secretary of the Treasury (Tax Policy). 

(Filed by the Office of the Federal Register on February 23, 
2006, 8:45 a.m., and pubhshed In the ,s>ue of the Federal 
Register for February 24. 2006, 71 FR. 9449) 

Section 6231.-Definitions 
and Special Rules 
(Also §§ 6221,6222,301.6221-1,301.6231(0)(3)-1, 

and 301.6231( oJ( 5)-1.) 

TEFRA partnership provisions; clas
sification of items. This ruling provides 
that the tax treatment by an affiliated group 
on a consolidated return of the parent cor
poration's payment to a partnership, in 
which the parent is not a partner, is not a 
"partnership item" within the meaning of 
section 6231 (a)(3) of the Code or an "af
fected item" within the meaning of section 
6231 (a)(5), even if another member of the 
group is a partner in the partnership. 

Rev. Rul. 2006-11 

ISSUE 

Under the circumstances described be
low, is the deduction by a member of an 
affiliated group that files a consolidated re
turn of a payment to a partnership in which 
the member is not a partner a "partnership 
item" within the meaning of § 0231 (a)(3) 
or an "affected item" within the meaning 
of § 623J(a)(5)? 

FACTS 

P is the common parent of an affili
ated group of corporations, including S, 
that files a consolidated return for the cal
endar year 2006. S is a partner in PRS, a 
partnership that also uses the calendar year 
as its taxable year. PRS is subject to the 
unified audit and litigation procedures set 
forth in § § 6221 through 6234 of the In
ternal Revenue Code (TEFRA partnership 
procedures) . 

In 2006, P makes a payment to PRS in 
the ordinary course of p's business. The 
payment by P is not made in p's capacity 
as agent for the affiliated group under the 
consolidated return regulations; nor is the 
payment by P made on behalf of S. PRS 
treats the payment from P as income for 
services provided by PRS. 

P deducts the payment on the group's 
2006 consolidated return as a business ex
pense. The Service determines that p's de
duction should be disallowed because P's 
payment is actually a loan from P to PRS. 

LAW 

Section 6221 provides that. except as 
otherwise provided in §§ 6221 through 
6234, the tax treatment of any partnership 
item (and the applicability of any penalty, 
addition to tax, or additional amount that 
relates to an adjustment to a partnership 
item) shall be determined at the partner
ship leveL 

Section 301.6221-1 of the Procedure 
and Administration Regulations provides 
that a partner's treatment of partnership 
items on the partner's return may not he 
changed except as provided in §§ 6222 
through 6231 and the regulations thereun
der. Thus, for example, if a partner treats 
an item on the partner's return consistently 
with the treatment of the item on the part
nership's return, the IRS generally cannot 

2006-1 C.B. 635 



adju:--t the treatment of that item on the 
partner":-- return except through a partner
:--hip-le\l>1 proceeding. Similarly. the part
ner may not put partner~hip items in i.ssue 
in a proCl:eding relating to nonpartnership 
items. 

Section fl222( a I provides that a partner 
shall. on the partner's return, treat a part
ner,hip item in a manner which is consis
tent with the treatment of such partnership 
item on the p~lrtnership return. 

Section fl22fllc)( II provides that each 
person who was a partner at any time dur
ing the taxable year shall be treated as a 
party to an actinn under ~ fl226(a) or (b). 

Section 623 I (a)( 21 provides that the 
term "partner" means (A) a partner in 
the partnership and (B) any other person 
whose tax liabi Iity under subtitle A is de
termined in whole or in part by taking into 
al'count directly or indirectly partnership 
items of the partnership. The corporate 
parent of a subsidiary C corporation is not 
a partner in a partnership merely because 
the sub,idiary is a partner in that partner
ship. Section 301.623 l(a)(2)-I(b). Each 
person who is jointly or severally liable 
ror the incomc tax liability attributable to 
partnership items, however. is treated as a 
partner under * 623 I (a)( 2)( B) for purposes 
or determining the tax attributable to those 
partnership items. See. for example, sec
tion 1.1502-6, which generally provides 
that the common parent corporation and 
each subsidiary that was a member of the 
group during any part of the consolidated 
return year shall be severally liable for the 
tax ror such year computed in accordance 
With the regulations under ~ 1502. 

Section 623l(a)( 3) provides that the 
tcrm "partnership item" means, with re
spect tn a partnership. any item required 
tn he taken into account for the partner
ship's taxable year under any provision of 
subtitle A tll the extent regulations pre
scri bed hy the Secretary provide that. for 
purposes of this subtitle, such item is more 
apprnpridtely determined at the partner
ship lelel than at the partner level. Section 
30 1.62J I (a 1131-1 provides a list of items 
that ~lre more appropriately determined at 
thc partncrship level than at the partner 
leI c I. 

Scct\(lll 623!( a1l4) provides that the 
term "nonpartncrshlp Item" means an item 
that i, lor is treated as) not a partnership 
Ill'm. 
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Section 6231 (a)(5) defines an "affected 
item" as any item to the extent the item 
is affected by a partnership item. Af
fected items are adjusted and assessed 
after the determination of partnership 
items. See ~~ 301.6231(a)(5)-1 and 
301.6231 (a)(6 )-1: GAF 1'. Comlllissioner, 

114 T.c. 519 (2000) (affected item notices 
of deficiency cannot be issued until after 
the determination of partnership items). 
Affected items must be determined con
sistently with the prior determination of 
partnership items. N.c.F. Energv Partners 
I'. Commissioner, 89 T.c. 741, 746-747 
( 1987). Generally, affected items have 
a partnership item component that sub
chapter K of the Code requires a member 
of the partnership to take into account in 
computing that member's tax liability. See 

section 702. 

ANALYSIS 

In the situation described above, each 
member of P's affiliated group that filed a 
consolidated return (including P) is sever
ally liable for the tax for the 2006 consol
idated return year. Section 1.I502-6(a). 
Thus, P is severally liable for the income 
tax liability attributable to partnership 
items that are allocated by PRS to S, in
cluding PRS's receipt of payments from P 
for services. Under § 6231(a)(2)(B), Pis 
treated as a partner in PRS for purposes of 
the TEFRA partnership procedures. 

The TEFRA partnership procedures 
only apply to the specific items that the 
partnership must determine under subtitle 
A of the Internal Revenue Code. Section 
6231( a)(3). If the TEFRA partnership 
procedures apply, the definition of partner 
under § 6231(a)(2) may bring a person 
into a partner<;hip proceeding, and hind 
that person to the outcome of the part
nership proceeding with respect to those 
partnership items. Section 6226(c). It 
will also bind the partner to the direct 
tlow-through effects of partnership item 
adjustments on other items on the part
ner's return, i.e .. "affected items." 

If the TEFRA partnership procedures 
do not otherwise apply to the adjustment 
of an item. ~ 6231(a)(2)(B) does not op
erate to make that item subject to the 
TEFRA partnership procedures. Nor does 
* 6231(al(2)(B) require that nonpartner
ship items that arc not affected items be 
treated consistently with the partnership's 

reporting of the items. or with the detenni
nation of partnership items. Thus, in the 
situation described above, p's deduction 
on the consolidated return for p's payment 
to PRS will not be subject to the TEFRA 
partnership procedures unless the deduc
tion is a partnership item or an affected 
item. 

p's deduction of the payment to PRS 
is not a partnership item. as defined in 
~ 30 l.n23I(a)(3 )-1. P's status as a partner 
for purposes of section 6231 (a)(2)(B) does 
not make P a partner in PRS for purposes 
of Subchapter K. Although the underly
ing facts and circumstances of the trans
action between P and PRS should inde
pendently result in consistent treatment of 
the transaction by both PRS and p's affili
ated group, nothing in subtitle A requires 
PRS to account for how P characterizes 
the transfer of the payment to PRS. Nor is 
P's deduction an affected item within the 
meaning of § 6231(a)(5). The manner in 
which PRS characterizes the receipt of the 
payment (whether as gross income for ser
vices or loan proceeds) is a separate item 
from, and does not affect, p's character
ization of the transfer of the payment to 
PRS (whether as a business expense or as 
a loan). Although section 702 requires that 
P's affiliated group account for S' s dis
tributive share of the receipt of the pay
ment from P to PRS. S's distributive share 
does not, in turn, "affect" the treatment of 
P's payment to PRS. Accordingly, P's de
duction for its payment to PRS will not be 
subject to the TEFRA partnership proce
dures. 

HOLDING 

The tax treatment by a member of 
an affiliated group on a consolidated re
turn of a payment to a partnership in 
which the member is not a partner is not a 
"partnership item" within the meaning of 
* 6231(a)(3) or an "affected item" within 
the meaning of § 6231(a)(5), even if an
other member of the group is a partner in 
the partnership. 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is William Heard of the Office of 
the Associate Chief Counsel (Procedure 
& Administration), Administrative provi
sions and Judicial Practice Di vi sion. For 



further information regarding this rev
enue ruling, contact Mr. Heard at (202) 
622-7950 (not a toll-free call). 

Section 6621.-Determina
tion of Rate of Interest 

26 CFR 301.6621-1: Interest rate. 

Interest rates; underpayments and 
overpayments. The rate of interest de
termined under section 6621 of the Code 
for the calendar quarter beginning April 1, 
2006, will be 7 percent for overpayments 
(6 percent in the case of a corporation), 7 
percent for underpayments, and 9 percent 
for large corporate underpayments. The 
rate of interest paid on the portion of a 
corporate overpayment exceeding $10,000 
will be 4.5 percent. 

Rev. Rul. 2006-12 

Section 6621 of the Internal Revenue 
Code establishes the rates for interest 
on tax overpayments and tax underpay
ments. Under section 6621(a)(1), the 
overpayment rate is the sum of the federal 
short-term rate plus 3 percentage points (2 
percentage points in the case of a corpo
ration), except the rate for the portion of 
a corporate overpayment of tax exceeding 
$10,000 for a taxable period is the sum of 
the federal short-term rate plus 0.5 of a 
percentage point for interest computations 
made after December 31, 1994. Under 
section 6621(a)(2), the underpayment rate 
is the sum of the federal short -term rate 
plus 3 percentage points. 

Section 662l(c) provides that for pur
poses of interest payable under section 
6601 on any large corporate underpay
ment, the underpayment rate under section 
6621(a)(2) is determined by substituting 

"5 percentage points" for "3 percentage 
points." See section 6621(c) and section 
301.6621-3 of the Regulations on Proce
dure and Administration for the definition 
of a large corporate underpayment and 
for the rules for determining the appli
cable date. Section 6621(c) and section 
301.6621-3 are generally effective for 
periods after December 31, 1990. 

Section 6621 (b)(1) provides that the 
Secretary will determine the federal 
short-term rate for the first month in each 
calendar quarter. 

Section 6621 (b)(2)(A) provides that the 
federal short-term rate determined under 
section 6621 (b)(1) for any month applies 
during the first calendar quarter beginning 
after such month. 

Section 6621 (b )(2)(B) provides that in 
determining the addition to tax under sec
tion 6654 for failure to pay estimated tax 
for any taxable year, the federal short-term 
rate that applies during the third month fol
lowing such taxable year also applies dur
ing the first 15 days of the fourth month 
following such taxable year. 

Section 6621 (b )(3) provides that the 
federal short-term rate for any month is 
the federal short-term rate determined 
during such month by the Secretary in 
accordance with § I 274(d), rounded to the 
nearest full percent (or, if a multiple of '/2 
of I percent, the rate is increased to the 
next highest full percent). 

Notice 88-59, 1988-1 C.B. 546, an
nounced that, in determining the quarterly 
interest rates to be used for overpayments 
and underpayments of tax under section 
6621, the Internal Revenue Service will 
use the federal short-term rate based on 
daily compounding because that rate is 
most consistent with section 6621 which, 
pursuant to section 6622, is subject to daily 
compounding. 

TABLE OF INTEREST RATES 

Rounded to the nearest full percent, the 
federal short-term rate based on daily com
pounding determined during the month of 
January 2006 is 4 percent. Accordingly, an 
overpayment rate of 7 percent (6 percent 
in the case of a corporation) and an under
payment rate of 7 percent are established 
for the calendar quarter beginning April I, 
2006. The overpayment rate for the por
tion of a corporate overpayment exceeding 
$10,000 for the calendar quarter beginning 
April I, 2006, is 4.5 percent. The under
payment rate for large corporate underpay
ments for the calendar quarter beginning 
April 1, 2006, is 9 percent. These rates ap
ply to amounts bearing interest during that 
calendar quarter. 

Under section 6621(b)(2)(B), the 7 per
cent rate that applies to estimated tax un
derpayments for the first calendar quar
ter in 2006, as provided in Rev. Rul. 
2005-78, 2005-51 I.R.B. 1157, also ap
plies to such underpayments for the first 15 
days in April 2006. 

Interest factors for daily compound in
terest for annual rates of 4.5 percent, 6 per
cent, 7 percent, and 9 percent are published 
in Tables 14, 17, 19, and 23 of Rev. Proc. 
95-17, 1995-1 C.B. 556, 568, 571, 573, 
and 577. 

Annual interest rates to be compounded 
daily pursuant to section 6622 that apply 
for prior periods are set forth in the tables 
accompanying this revenue ruling. 

DRAFTING INFORMATION 

The principal author of this revenue rul
ing is Crystal Foster of the Office of Asso
ciate Chief Counsel (Procedure & Admin
istration). For further information regard
ing this revenue ruling, contact Ms. Foster 
at (202) 622-7198 (not a toll-free call). 

PERIODS BEFORE JUL. 1, 1975 - PERIODS ENDING DEC. 31, 1986 

OVERPAYMENTS AND UNDERPAYMENTS 

PERIOD 

Before Jul. I, 1975 
Jul. 1, 1975-Jan. 31, 1976 
Feb. 1, 1976-Jan. 31, 1978 
Feb. 1, 1978-Jan. 31, 1980 
Feb. 1, 1980-Jan. 31,1982 

RATE 

6% 
9% 
7% 
6% 

12% 

In 1995-1 C.B. 
DAILY RATE TABLE 

Table 2, pg. 557 
Table 4, pg. 559 
Table 3, pg. 558 
Table 2, pg. 557 
Table 5, pg. 560 
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TABLE OF INTEREST RATES 

PERIODS BEFORE JUL. I, 1975 - PERIODS ENDING DEC. 31, 1986 - Continued 

OVERPAYMENTS AND UNDERPAYMENTS 

In 1995-1 C.B. 

PERIOD RATE DAILY RATE TABLE 

Feb. I. 1982-0ec. 31. 1982 20% Table 6, pg. 560 

Jan. I, 1983-Jun 30, 1983 16% Table 37, pg. 591 

Jul. I. 1983-Dec. 31. 1983 11% Table 27, pg. 581 

Jan. I, I gg..~-Jun. 30, 1984 11% Table 75, pg. 629 

Jul. I. 1984-Dec. 31. 1984 11% Table 75, pg. 629 

.Ian. I, 1985-Jun. 30, 1985 13% Table 31, pg. 585 

Jul. I. 1985-Dec. 31. 1985 11% Table 27, pg. 581 

Jan. I. 1986-Jun. 30, 1986 10% Table 25, pg. 579 

Jul. I. 1986-Dec. 31. 1986 9% Table 23, pg. 577 

TABLE OF INTEREST RATES 

FROM JAN. 1, 1987 - Oec. 31, 1998 

OVERPAYMENTS UNDERPAYMENTS 

1995-1 C.B. 1995-1 C.B. 

RATE TABLE PG RATE TABLE PG 

Jan. I. 1987-Mar 31, 1987 8% 21 575 9% 23 577 

Apr. I, 1987-Jun. 30, 1987 8% 21 575 9% 23 577 

Jul. 1. J987-Sep. 30, 1987 8% 21 575 9% 23 577 

Oct. I, I 987-Dec. 31,1987 9% 23 577 10% 25 579 

Jan. L I 988-Mar. 31, 1988 10% 73 627 11% 75 629 

Apr. I. 1988-Jun. 30, 1988 9% 71 625 10% 73 627 

Jul. l. 1988-Sep. 30, 1988 9% 71 625 10% 73 627 

Oct. l. 1988-Dec. 31, 1988 10% 73 627 11% 75 629 

Jan. I, 19lN-Mar 31,1989 10% 25 579 11% 27 581 

Apr. I, 1989-Jun. 30, 1989 11% 27 581 12% 29 583 

Jul. I. 1989-Sep. 30, 1989 11% 27 581 12% 29 583 

Oct. I, 1 989-0ec. 31. 1989 10% 25 579 11% 27 581 

Jan. l. 1990-Mar. 31,1990 10% 25 579 ll% 27 581 

Apr. L I 990-lun. 30,1990 10% 25 579 11% 27 581 

luI. I, 1990-Sep. 30, 1990 10% 25 579 11% 27 581 

Oct. 1. 1990-Dec. 31,1990 10% 25 579 11% 27 581 

Jan. l. 1991-Mar. 31,1991 10% 25 579 11% 27 581 

Apr. I, 1991-Jun. 30,1991 9% 23 577 10% 25 579 

lui. l. 1991-Sep. 30, 1991 9% 23 577 10% 25 579 

Oct. I. 1991-0ec. 31,1991 9% 23 577 10% 25 579 

Jan. 1. 1992-Mar. 31. 1992 8% 69 623 9% 71 625 

Apr. l. 1992-Jun. 30, 1992 7% 67 621 8% 69 623 

J ul. 1. 1 992-Sep. 30, 1992 7% 67 621 8% 69 623 

Oct. I. 1992-0ec. 31. 1992 6% 65 619 7% 67 621 

Jan. I. 1993-Mar. 31. 1993 6% 17 571 7% 19 573 

Apr 1. 1993-Jun. 30, 1993 6% 17 571 7% 19 573 

Jul. 1. IlJ93-Sep. 30, IlJ93 6% 17 571 7% 19 573 

Oct. I. 1993-0ec. 31. 1993 6% 17 571 7% 19 573 

Jan. I. 1994-Mar. 31. 1994 6% 17 571 7% 19 573 

Apr. 1. 1 994-Jun. 30,1994 6% 17 571 7% 19 573 

Jul. I. 1 994-Sep. 30, 1994 7% 19 573 8% 21 575 

Oct. I. 1994-0ec. 31. 1994 8% 21 575 9% 23 577 

Jan. 1. 1995-Mar. 31. 1995 8% 21 575 9% 23 577 

Apr. l. [995-Jull. 30. 1995 9% 23 577 10% 25 579 

Jul. 1. 1995-Sep. 30. 1995 8% 21 575 9% 23 577 

Oct. 1. 1 995-0ec . 31. 1995 8% 21 575 9% 23 577 

Jan. I. [996-Mar. 31, 1996 8% 69 623 9% 71 625 
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Apr. 1, 1996-Jun. 30,1996 
Jul. 1, 1996-Sep. 30,1996 
Oct. 1, 1996-Dec. 31, 1996 
Jan. 1, 1997-Mar. 31, 1997 
Apr. 1, 1997-Jun. 30,1997 
Jul. 1, 1997-Sep. 30, 1997 
Oct. 1, 1997-Dec. 31, 1997 
Jan. 1, 1998-Mar. 31,1998 
Apr. 1, 1998-Jun. 30, 1998 
Jul. 1, 1998-Sep. 30, 1998 
Oct. 1, 1998-Dec. 31, 1998 

Jan. 1, 1999-Mar. 31,1999 
Apr. 1, 1999-Jun. 30, 1999 
Jul. 1, 1999-Sep. 30, 1999 
Oct. 1, 1999-Dec. 31, 1999 
Jan. 1,2000-Mar. 31,2000 
Apr. 1, 2000-Jun. 30, 2000 
Jul. 1, 2000-Sep. 30, 2000 
Oct. 1,2000-Dec. 31,2000 
Jan. 1,200l-Mar. 31,2001 
Apr. 1,200l-Jun. 30,2001 
Jul. 1,2001-Sep. 30,2001 
Oct. 1,2001-Dec. 31,2001 
Jan. 1,2002-Mar. 31,2002 
Apr. 1, 2002-Jun. 30, 2002 
Jul. 1, 2002-Sep. 30, 2002 
Oct. 1,2002-Dec. 31,2002 
Jan. 1,2003-Mar. 31,2003 
Apr. 1,2003-Jun. 30,2003 
Jul. 1,2003-Sep. 30,2003 
Oct. 1,2003-Dec. 31,2003 
Jan. 1, 2004-Mar. 31, 2004 
Apr. 1,2004-Jun. 30,2004 
Jul. 1,2004-Sep. 30,2004 
Oct. 1,2004-Dec. 31,2004 
Jan. 1,2005-Mar. 31,2005 
Apr. 1,2005-Jun. 30,2005 
Jul. 1,2005-Sep. 30,2005 
Oct. 1,2005-Dec. 31,2005 
Jan. 1, 2006-Mar. 31, 2006 
Apr. 1, 2006--J un. 30, 2006 

TABLE OF INTEREST RATES 

FROM JAN. 1, 1987 - Dec. 31, 1998 - Continued 

OVERPAYMENTS 

1995-1 C.B. 
RATE TABLE PG 

7% 67 621 
8% 69 623 
8% 69 623 
8% 21 575 
8% 21 575 
8% 21 575 
8% 21 575 
8% 21 575 
7% 19 573 
7% 19 573 
7% 19 573 

TABLE OF INTEREST RATES 

FROM JANUARY 1, 1999 - PRESENT 

NONCORPORATE OVERPAYMENTS AND UNDERPAYMENTS 

UNDERPAYMENTS 

1995-1 C.B. 
RATE TABLE PG 

8% 69 623 
9% 71 625 
9% 71 625 
9% 23 577 
9% 23 577 
9% 23 577 
9% 23 577 
9% 23 577 
8% 21 575 
8% 21 575 
8% 21 575 

1995-1 C.B. 
RATE TABLE PAGE 

7% 19 573 
8% 21 575 
8% 21 575 
8% 21 575 
8% 69 623 
9% 71 625 
9% 71 625 
9% 71 625 
9% 23 577 
8% 21 575 
7% 19 573 
7% 19 573 
6% 17 571 
6% 17 571 
6% 17 571 
6% 17 571 
5% 15 569 
5% 15 569 
5% 15 569 
4% 13 567 
4% 61 615 
5% 63 617 
4% 61 615 
5% 63 617 
5% 15 569 
6% 17 571 
6% 17 571 
7% 19 573 
7% 19 573 
7% 19 573 
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Jan. I. 1999-Mar. 31. 1999 
Apr. 1. 1 999-Jun. 30. 1999 
Jul. I. 1999-Sep. 30, 1999 
Oct. I, 1 999-Dec . 31, 1999 
lan. I, 2000-Mar. 31,2000 
Apr. I, 2000-Jun. 30,2000 
Jul. I. 2000-Sep. 30. 2000 
Oct. I. 2000-Dec. 31, 2000 
Jan. l. 200 I-Mar. 31, 2001 
Apr. I, 200t-Jun. 30,200t 
Jul. I, 2001-Sep. 30.2001 
Oct. l. 2()() I-Dec. 31. 2001 
Jan. I. 2002-Mar. 31, 2002 
Apr. I, 2002-Jun. 30. 2002 
Jul. 1. 2002-Sep. 30, 2002 
Oct. l. 2002-Dec. 31.2002 
Jan. 1. 2003-Mar. 31, 2003 
Apr. I. 2003-Jun. 30,2003 
Jul. I, 2003-Sep. 30. 2003 
Oct. 1. 2003-Dec. 31. 2003 
Jan. I. 2004-Mar. 31,2004 
Apr. I. 2004-Jun. 30. 2004 
Jul. 1,2004-Sep. 30.2004 
Oct. I. 2004-Dec. 31. 2004 
Jan. I. 2005-Mar. 31. 2005 
Apr. I, 2005-Jun. 30, 2005 
Jul. I, 200S-Sep. 30.2005 
Oct. I. 200S-Dcc. 31, 2005 
Jan. I, 2006-Mar. 31, 2006 
Apr. I. 2006-Jun. 30. 2006 

Jan. I, 1991-Mar. 31.1991 
Apr. I, 1991-Jun. 30,1991 
Jul. I, 1991-Sep. 30,1991 
Oct. I. 1991-Dec. 31.1991 
Jan. I. 1992-Mar. 31, 1992 
Apr. I. 1 992-.Iun. 30. 1992 
lltl. I. 1992-Sep. 30. 1992 
Oct. I. 1 992-Dcc. 31. 1992 
.1<111. l. 1993-Mar. 31, 1993 
Apr. I. 1993-Jun. 30, 1993 
luI. I. 1993-Sep. 30, 1993 
Oct. I. 1993-Dec. 31. 1993 
Jan. I, 1994-Mar. 31,1994 
Apr. I. 1 994-Jun. 30. 1994 
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TABLE OF INTEREST RATES 

FROM JANUARY 1, 1999 - PRESENT 

CORPORATE OVERPAYMENTS AND UNDERPAYMENTS 

OVERPAYMENTS UNDERPAYMENTS 

1995-1 C.B. 
RATE TABLE 

6% 17 
7% 19 
7% 19 
7% 19 
7% 67 
8% 69 
8% 69 
8% 69 
8% 21 
7% 19 
6% 17 
6% 17 
5% 15 
5% 15 
5% 15 
5% 15 
4% 13 
4% 13 
4% 13 
3% 11 
3% 59 
4% 61 
3% 59 
4% 61 
4% 13 
5% 15 
5% 15 
6% 17 
6% 17 
6% 17 

TABLE OF INTEREST RATES FOR 
LARGE CORPORATE UNDERPAYMENTS 

FROM JANUARY 1, 1991 - PRESENT 

RATE 

13% 
12% 
12% 
12% 
11% 
10% 
10% 
9% 
9% 
9% 
9% 
9% 
9% 
9% 

PG RATE 

571 7% 
573 8% 
573 8% 
573 8% 
621 8% 
623 9% 
623 9% 
623 9% 
575 9% 
573 8% 
571 7% 
571 7% 
569 6% 
569 6% 
569 6% 
569 6% 
567 5% 
567 5% 
567 5% 
565 4% 
613 4% 
615 5% 
613 4% 
615 5% 
567 5% 
569 6% 
569 6% 
571 7% 
571 7% 
571 7% 

1995-1 C.B. 
TABLE 

31 
29 
29 
29 
75 
73 
73 
71 
23 
23 
23 
23 
23 
23 

1995-1 C.B. 
TABLE 

19 
21 
21 
21 
69 
71 
71 
71 
23 
21 
19 
19 
17 
17 
17 
17 
15 
15 
15 
13 
61 
63 
61 
63 
15 
17 
17 
19 
19 
19 

PG 

585 
583 
583 
583 
629 
627 
627 
625 
577 
577 
577 
577 
S77 
S77 

PG 

573 
575 
575 
575 
623 
625 
625 
625 
577 
575 
573 
573 
571 
571 
571 
571 
569 
569 
569 
567 
615 
617 
615 
617 
569 
571 
571 
573 
573 
573 



TABLE OF INTEREST RATES FOR 
LARGE CORPORATE UNDERPAYMENTS 

FROM JANUARY I, 1991 - PRESENT - Continued 

IYY5-1 C.B. 
RATE TABLE PG 

Jui. I, I 994-Sep. 30, 1994 10% ~5 57Y 
Oct. I, I 994-Dec. 31, IY94 11% 27 SKI 
Jan. 1, 1995-Mar. 31, 19Y5 11% 27 SKI 
Apr. 1, I 995-Jun. 30, 1995 I~% ~9 583 
Jui. I, 1995-Sep. 30, 1995 II (ic 27 581 
Oct. 1, 1995-Dec. 31, 1995 11% 27 581 
Jan. 1, 1996-Mar. 31, 1996 11% 75 6~9 
Apr. I, 1996-Jun. 30, IYY6 10% 73 627 
Jul. I, I 99b-Sep. 30, 1996 JF'1c 75 62Y 
Oct. I, I 996-Dec. 31, 1996 I Pic 75 62Y 
Jan. I, 1997-Mar. 31, 1997 II if'r 27 581 
Apr. 1, 1997-Jun. 30, 19Y7 11% 27 581 
Jui. 1, 1997-Sep. 30, 19Y7 11% 27 581 
Oct. I, I 997-Dec. 31, 1997 11% 27 581 
Jan. I, 1998-Mar. 31, 1998 11 % 27 581 
Apr. I, 1998-Jun. 30, 1998 1(1)( ~5 579 
Jui. I, 1998-Sep. 30, 1998 10% 25 579 
Oct. 1, 1998-Dcc. 31, 1998 lOo/r 25 579 
Jan. 1, 1999-Mar. 31, 1999 YI)( 23 577 
Apr. L 1999-Jun. 30, 1999 lOCk 25 579 
Jui. L 1999-Sep. 30, 1999 10'1r ~5 579 
Oct. I, 1999-Dec. 31,1999 10% 25 579 
Jan. I, 2000-Mar. 31, 2000 10% 73 627 
Apr. I, 2000-Jun. 30. 2000 11 0/1' 75 629 
Jul. I, 2000-Sep. 30, 2000 11% 75 629 
Oct. 1,2000-Dec. 31, 2000 11% 75 62Y 
Jan. I, 2001-Mar. 31,2001 II (70 27 581 
Apr. I, 2001-Jun. 30,2001 10% 25 57Y 
Jui. 1, 2001-Sep. 30, 200 I Y% 23 577 
Oct. 1,200l-Dec. 31,2001 9% 23 577 
Jan. I, 200l-Mar. 31. 2002 8°1£. 21 575 
Apr. 1,2002-Jun. 30,2002 8% 21 575 
Jul. 1,2002-Sep. 30,2002 8 (If· 21 575 
Oct. I, 2002-Dcc. 30, 2002 8% 21 575 
Jan. 1, 20m-Mar. 31, 2003 7% 19 573 
Apr. 1,2003-Jun. 30,2003 7o/r 19 573 
Jui. I, 2003-Sep. 30, 2003 7% 19 573 
Oct. 1,2003-Dec. 31,2003 6% 17 571 
Jan. I, 2004-Mar. 31,2004 6% 65 619 
Apr. 1,2004-Jun. 30,2004 7?r. 67 621 
Jul. I, 2004-Sep. 30. 2004 6% 65 619 
Oct. 1, 2004-Dec. 31, 2004 7% 67 621 
Jan. I, 20OS-Mar. 31, 2005 ric 19 573 
Apr. 1,2005-Jun. 30,2005 8% 21 575 
Jul. 1, 2005-Scp. 30, 2005 8% 21 575 
Oct. I, 2005-Dec. 31, 2005 9C:~ 23 577 
Jan. 1. 2006-Mar. 31, 2006 9?r.· 23 577 
Apr. 1,2006-Jun. 30,2006 9% 23 577 
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TABLE OF INTEREST RATES FOR CORPORATE 

OVERPAYMENTS EXCEEDING $10.000 

FROM JANUARY I, 1995 - PRESENT 

1995-1 C13. 
RATE TABLE PG 

Jan. I. Illll,'i-Mar 31. 199,'i 6.SC'/c 18 572 

Apr. I. Illl),'i-Jun. 30. 1995 7.5% 20 574 

Jui. I. [9ll5-Sep. 30. 1995 6.5% 18 572 

Oct. I. 1995-0ec 31. 1995 6.5% 18 572 

Jan. l. 19l)h-Mar. 31. 19l)h 6.5% 66 620 

Apr. I. I 996-J un. 30. 1996 5.5% 64 618 

Jul. I. 19L)6-Sep. 30. [996 6.5% 66 620 

Oct. I. I 996-0ec. 31. 19l)6 6.5% 66 620 

Jan. I. 1997-Mar. 31. 1l)97 6.5% 18 572 

Apr. I. 1997 -Jun. 30. 1997 6.5% 18 572 

Jul. I. I 997-Sep. 30.1997 6.5% 18 572 

Oct. I. 1997-0ec. 31. 1997 6.5% 18 572 

Jan. I. 1998-Mar. 31.1998 6.5% 18 572 

Apr. I. 1998-Jun. 3(), 1998 5.5% 16 .'170 

Jul. I. 199X-Scp. 30. 199:-\ 5.5% 16 570 

Oct. I. 199X-Oec. 31. 1998 5.5% 16 570 

Jan. I. 1999-Mar. 31. 1999 4.5% 14 568 

Apr. I. IY9Y-Jun. 30, 1999 5.5% 16 570 

Jul. I. I 99Y-Sep. 30. 1999 5.5% 16 570 

Oct. I. 19YY-Dec. 31, 1999 5.5% 16 570 

Jan. I. 2000-Mar. 31, 2000 5.5% 64 618 

Apr. I. 2000-Jun. 30, 2000 6.5% 66 620 

Jul. I. 2D()O-Sep. 3D. 20()() 6.5% 66 620 

Oct. I, 2000-0ec. 31, 2000 6.5% 66 620 

Jan. I. 2001-Mar 31, 2001 6.5% 18 572 

Apr. I. 2001-Jun. 30.2001 5.5% 16 570 

Jul. I. 2001-Sep. 30. 200 I 4.5% 14 568 

Oct. I. 200 I-Dec. 31. 200 I 4.5% 14 568 

Jan. I. 2002-Mar. 31. 2002 3.5 clc 12 566 

Apr. I. 2002-Jun. 30. 20m 3.5% 12 566 

Jul. 1.2002-Sep. 30. 2002 3.50/e 12 566 

Oct. I. 2002-0ec. 31, 2002 3.5% 12 566 

Jan. I. 2003-Mar. 31, 2003 2.5% 10 564 

Apr. I. 20()3-Jul1. 30. 20m 2.5% 10 564 

Jul. I. 2003-Scp. 30. 20m 2.5% 10 564 

Oct. I. 2003-0cc. 31. 20m 1.5% 8 562 

Jan. I. 2()()..!-:\1ar. 31. 2004 1.5% 56 610 

Apr. I. 2()()..!-Jun. 30. 200..! 2.5% 58 612 

Jul. I. 20()..!-Scp. 30. 200..! 1.5% 56 610 

Oc'l. I. 200..!-Oec. 31. 2004 2.5% 58 612 

Jan. I. 200S-Mar. 31. 2005 2.5% 10 564 

Apr. I. 200S-Jull. 3(), 2005 3.5% 12 566 

Jul. I. 200S-Sep. 30, 200S 3.5% 12 566 

Ckl I. 20()S-OeC. 31. 200S 4.5% 14 568 

Llil. I. 2()()6-Mar. 31. 2006 4.5% 14 568 

.\pr. I. 20()6-Jun. 3D. 2006 4.5% 14 568 
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Part III. Administrative, Procedural, and Miscellaneous 
GO Zone Resident Population 
Estimates 

Notice 2006-21 

This notice informs the states of 
Alabama, Louisiana, and Mississippi of 
their state population portion in the Gulf 
Opportunity Zone (GO Zone) to deter
mine the (I) Gulf Opportunity housing 

amount under * 1400N(c)( I )(B) of the 
Internal Revenue Code, and (2) maxi

mum aggregate face amount of qualified 
Gulf Opportunity Zone Bonds (GO Zone 

Bonds) under * 1400N(a)(3) of the Code. 

BACKGROUND 

The GulfOpportunity Zone Act of2005 
(P. L. 109-135, 119 Stat. 25) (GOZA) 

added * 1400M and * 1400N to the Code to 
provide certain tax benefits to those areas 
affected hy Hurricanes Katrina, Wilma, 
and Rita. Section 1400M(l) defines the 
GO Zone as that portion of the Hurricane 
Katrina disaster area determined by the 
President to warrant individual or individ

ual and public assistance from the Federal 
Government under the Robert T. Stafford 
Disaster Relief and Emergency Assistance 
Act [Stafford Act] by reason of Hurricane 
Katrina. Section 1400M(2) defines the 
term "Hurricane Katrina disaster area" 
as an area with respect to which a major 
disaster has been declared by the Presi
dent before September 14, 2005, under 
section 40 I of the Stafford Act by reason 
of Hurricane Katrina. The Federal Emer
gency Management Agency (FEMA) has 
identified those counties and parishes in 
Alabama, Louisiana, and Mississippi that 
warrant individual or individual and pub
lic assistance resulting from Hurricane 
Katrina. These counties and parishes are: 
Alabama- Baldwin, Chocktaw, Clarke, 
Greene, Hale, Marengo, Mobile, Pickens, 
Sumter, Tuscaloosa, and Washington. 
Louisiana- Acadia, Ascension, Assump
tion, Calcasieu, Cameron, East Baton 
Rouge, East Feliciana, Iberia. Iberville. 

Jefferson. Jefferson Davis. Lafayette. 
Lafourche, Livingston. Orleans. Plaque

mines. Pointe Coupee. St. Bernard, 
St. Charles. SI. Helena. SI. James, 
St. John the Baptist, St. Martin, St. Mary, 
St. Tammany, Tangipahoa, Terrebonne, 
Vermilion. Washington, West Baton 
Rouge and West Feliciana. 

Mississippi- Adams, Amite. Attala. 
Choctaw. Claiborne. Clarke. Copiah. 
Covington, Forrest, Franklin, George. 

Greene, Hancock. Harrison, Hinds. 
Holmes, Humphreys, Jackson. Jasper, 
Jefferson. Jefferson Davis, Joncs. Kem
per, Lamar. Lauderdale, Lawrence, Leake. 

Lincoln. Lowndes. Madison. Marion. 
Neshoba. Newton, Noxubee. Oktibbeha, 
Pearl River. Perry. Pike. Rankin. Scott. 
Simpson, Smith, Stone. Walthall. Warren. 
Wayne, Wilkinson. Winston and Yazoo. 

Additional Housing Credit AmoulIl 

Section 1400N(c)(l)(A) provides that, 

for purposes of * 42, in the case of calen
dar years 2006. 2007. and 2008, the State 
housing credit ceiling of each State. any 
portion of which is located in the GO Zone, 
shall be increased by the lesser of-

(i) the aggregate housing credit dollar 
amount allocated by the State housing 
credit agency of such State to buildings 
located in the GO Zone for such calendar 
year, or 

(ii) the Gulf Opportunity housing 
amount for such State for such calendar 
year. Section 1400N(c)(l)(B) defines the 
term "Gulf Opportunity housing amount" 
to mean, for any calendar year, the amount 
equal to the product of $18.00 multiplied 
by the portion of the State population 
which is in the GO Zone (as determined 
on the basis of the most recent census es
timate of resident population released by 
the Bureau of the Census before August 
28. 2005). The Gulf Opportunity housing 
amount is not adjusted for inflation. Only 

Alabama, Louisiana. and Mississippi have 
state population located in the GO Zone 

Portion of State Population ill Go Zone 

and thus qualify for the Gulf Opportunity 
hOllsing amount. 

GO ZOIlI! BOlld AIllOUlIt 

Section 1400N(a)( I) provides that any 

GO Zone Bond may be treated as either 
an exempt facility hond or qualified mort
gage bond. Section 1400N(a)(3)(A) pro

vides that the maximum aggregate face 
amount of bonds that may be designated 
as GO Zone Bonds for any State ,hall 
not exceed the product of $2.S()0 multi
plied hy the portion of the State popula
tion that is in the GO Zone (as determined 
on the basis of the most recent censlI" es
timate of resident population released hy 
the Bureau of the Census before August 
28. 2005). Section 1400N(a)(2)(B) pro
vides that a GO Zone Bond can only be is
sued by the state of Alabama. Louisiana. 
Mississippi, or any political subdivision 
thereof. Section 1400N(a)(2)(D) provides 
that a GO Zone bond must be issued after 
December 21. 200S, and before January I. 
2011. 

PORTION OF STATE POPULATION IN 
GO ZONE 

The most recent census estimate of the 
resident population released by the U.S. 
Census Bureau before August 28. 200S, 
that reflects the portion of state popula
tion that is in the GO Zone is the July 
I. 2004. Annual Estimates of the Popula
tion for Counties released by the U.S. Cen
sus Bureau on April 14. 2005. in Press 
Release CB05-5 I. The portion of each 
state's population that is in the GO Zone 
is determined by adding together the pop
ulation estimate provided by CBOS-SI for 
each county and parish located in the GO 
Zone for that state. The results are used 
to determine each state's Gulf Opportunity 
housing amount under * 1400N(c)(i )(8) 

and the maximum aggregate face amount 
of bonds that may be designated as GO 

Zone Bonds under * 1400N(a)(3 J( A). Each 
state's total portion is provided helow: 

Alabama 
Louisiana 
Mississippi 

869.S44 
3,153.293 
1.968.283 
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The principal author, of this notice arc 
Chri,tophcr J. Wibon. Office of the As
,ociate Chief COlln,d \ Pa,sthroughs ami 
Special Industrie,) and Timothy L. Jones. 
Ollice 01 the Di\ i,illI1 COLlIN:.'IIAwlCiate 
Chief Cllllll,ei (Tax-Exempt and Govern
ment Entitles). for further infllrmation re
garding this notice. contact Mr. Wilson at 
L2(2) 622-30-1-0 (not a toll-free call). 

Guidance Regarding 
Reporting for WHFITs 

Notice 2006-29 

SECTION I. PURPOSE 

This notice informs taxpayers of 
amendments that will be made to the 
final regulations under * 1.671-5 (Re
porting Requirements for Widely Held 
Fixed Investment Trusts (WHFITs)). pub
lished in the Federal Register (T.D. 9241, 
2()()6-7 I.R.B. 427 [71 FR 4002)) on jan
uary 2-1-, 20()6. regarding certain reporting 
rules for non-mortgage widely held fixed 
il1\estment trusts (NMWHFITs). Until 
amendments retlecting these changes are 
issued. taxpayers may rely on this notice. 

SECTION 2. THE QUALIFIED 
NMWHFIT EXCEPTION 

The final regulations under * 1.671-5 
provide that if a NMWHFIT satisfies 
the qualified NMWHFIT exception in 
~ 1.671-5(cl(2)(iv)(E). trustees and mid
dlemen of those trusts are excepted from 
speCIfIc reporting requiremenh regard
ing market discount. bond premium. 
,ales and dispositions, redemptions. 
and sales of trust 1I1terests. Section 
1.671-5(cl(21(iv)(E) provides that the 
qualified I\iMWHFIT exception is satis
fIed If a NMWHflT has a start-up date that 
is before February 23. 2006. and the calen
dar year fur ,\ hich the trustee is reporting 
begins before January I. 20 II. Sec
tion \.671-5(b\( ILJ) defines a WHFIT's 
'tart-up date a, the date on which substan
tially all uf the asseh h~l\e been depn,ited 
\1 ith thl' tru,tee of the WHFIT. 

Sincc thc l"U~lllce ulthc ~ 1.671-5 final 
rc",ulatllln,. a numher of commcnh ha\e 
ken rel'ei\ cd reque,tin", that the definl
thHI (11 ,LIn-up date he clarified \\ ith re-
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speet to the qualified NMWHFIT excep
tion and that the qualified NMWHFIT ex
ception be extended to NMWHFlTs cre
ated a certain period of time on or after 
February 23. 2006. 

In response. the Treasury Department 
and the Internal Revenue Service intend 
tn amend * 1.671-5(c)(2)(iv)(E) to pro
vide that if. prior to February 23, 2006. 
both: ( I) the registration statement of 
a NMWHFIT becomes effective under 
the Securities Act of 1933. as amended 
(15 U.s.c. 77a. ef seq.); and (2) trust 
interests are offered for sale to the pub
lic. the NMWHFIT will be considered 
to have a start-up date that satisfies the 
qualified NMWHFIT exception. Section 
1.671-5(e)(2)(iv)(E) will also be amended 
to provide that if, on or after February 23, 
2006 and before June 1,2006, both: (I) the 
registration statement of the NMWHFIT 
becomes effective under the Securities Act 
of 1933; and (2) trust interests arc offered 
for sale to the public, the NMWHFIT will 
be considered to have a start-up date that 
satisfies the qualified NMWHFIT excep
tion. provided that the NMWHFlT is fully 
funded before August l. 2006. 

SECTION 3. ELIGIBILITY FOR 
THE NMWHFIT SAFE HARBOR 
AND SIMPLIFIED REPORTING FOR 
EQUITY TRUSTS UPON THE SALE 
OF A TRUST INTEREST 

Section 1.67l-5(f)(1 )(i) provides that 
if substantially all of a ~MWHFIT's in
come is from dividends (as defined in 
~ 60-1-2(b) and the regulations thereun
der) or interest (as defined in § 6049(b) 
and the regulations thereunder) and all 
trust interests have identical value and 
rights. a NMWHFIT may report under 
the safe harbor in § 1.67l-5(f). Sec
tion 1.671-5(e)(2)(v)(C) provides that a 
NMWHFIT is eligible for simplified re
porting on the sale of a trust interest by 
a trust interest holder if substantially all 
of the income of the NMWHFIT con
sists of di, idends and: (l) the trustee is 
required by the governing document of 
the NMWHFIT to make distributions of 
all cash (iess reasonably required reserve 
funds) held by the NMWHFlT no less fre
quently than monthly: or (2) the qualified 
NMWHFIT exception is satisfied. 

Commentators have requested clar
ification regarding whether trust sales 

proceeds received by a NMWHFlT will 
make the NMWHFIT incligibk for the 
safe harbor reporting ruks in * 1.671-5(0 
and the sil1lpltfied reporting rules for 
sales of trust interests for equity trusts 
in ~ 1.671-5(c)(2l(v)(C). Commentators 
also noted the reference to * 604l)(b) in 
* \.671-5(0(1 )(i)(l) and that the defi
nition of interest in ~ 6049(b) does not 
include interest that is exempt from tax 
under * 103 of the Internal Revenue Code. 
These commentators were concerned that 
if a NMWHFIT's income is from tax-ex
empt interest. the NMWHFIT would not 
be eligible to report under the NMWHFIT 
safe harbor reporting rules. 

In response. the Service and the 
Treasury Department intend to amend 
* 1.67I-5(f)(I)(i) to provide that 
trust sales proceeds received by the 
NMWHFIT. in addition to dividends and 
interest. will not cause the NMWHFIT 
to become ineligible for the NMWHFIT 
safe harbor in ~ 1.671-5(f). In addition, to 
address commentators' concerns regard
ing NMWHFITs whose income is from 
tax-exempt interest, § 1.671-5(f)(l)(i)(l) 
will be corrected to remove the refer
ences to § 6042(b) and § 6049(b) and 
the regulations thereunder. Section 
1.671-5(c)(2)(v)(C) will be amended to 
provide that trust sales proceeds received 
by the NMWHFIT in addition to dividend 
income will not cause an equity trust to 
be ineligible for the simplified report
ing regarding sales of trust interests in 
§ 1.671-5(c)(2)(v)(C) 

SECTION 4. EFFECTIVE DATE 

The effective date for amended 
* 1.671-5(c)(2)(iv)(E), § 1.671-5(c)(2) 
(v)(C) and § 1.671-5(f)(I)(i) will be the 
date of publication of those amendments 
in the Federal Register. Taxpayers, how
ever, may apply those amendments as of 
January 24, 2006. 

SECTION 5. DRAFTING 
INFORMATION 

The principal author of this notice is 
Faith P. Colson of the Office of Associate 
Chief Counsel (Passthroughs & Special In
dustries). For further information regard
ing this notice. contact Faith P. Colson at 
(202) 622-3060 (not a toll-free call). 



26 CFR 601.105: Examination of returns and claims 
for refund. credit. or abatement: detenninalion of 
correCI tax liability. 
(Also: ParI I. §§ 280F. 1.280F-7.J 

Rev. Proc. 2006-18 

SECTION 1. PURPOSE 

01. This revenue procedure provides: 
(1) limitations on depreciation deductions 
for owners of passenger automobiles first 
placed in service by the taxpayer during 
calendar year 2006, including special ta
bles of limitations on depreciation deduc
tions for trucks and vans, and for passenger 
automobiles designed to be propelled pri
marily by electricity and built by an orig
inal equipment manufacturer (electric au
tomobiles); and (2) the amounts to be in
cluded in income by lessees of passenger 
automobiles first leased by the taxpayer 
during calendar year 2006, including a sep
arate table of inclusion amounts for lessees 
of trucks and vans, and a separate table for 
lessees of electric automobiles. 

02. The tables detailing these depre
ciation limitations and lessee inclusion 
amounts reflect the automobile price infla
tion adjustments required by § 280F(d)(7). 

SECTION 2. BACKGROUND 

01. For owners of passenger automo
biles, § 280F(a) imposes dollar limita
tions on the depreciation deduction for 
the year that the passenger automobile 
is placed in service by the taxpayer and 
each succeeding year. In the case of elec
tric automobiles placed in service after 
August 5, 1997, and before January I, 
2007, § 280F(a)(l)(C) requires tripling 
of these limitation amounts. Section 
280F(d)(7) requires the amounts allowable 
as depreciation deductions to be increased 
by a price inflation adjustment amount for 
passenger automobiles placed in service 
after 1988. The method of calculating this 
price inflation amount for trucks and vans 
placed in service in or after calendar year 
2003 uses a different CPT "automobile 
component" (the "new trucks" compo
nent) than that used in the price inflation 
amount calculation for other passenger 
automobiles (the "new cars" component), 
resulting in somewhat higher deprecia
tion deductions for trucks and vans. This 
change reflects the higher rate of price 

inflation that trucks and vans have been 
subject to since 1988. For purposes of 
this revenue procedure, the term "trucks 
and vans" refers to passenger automobiles 
that are built on a truck chassis, including 
minivans and sport utility vehicles (SUVS) 
that are built on a truck chassis. 

02. For leased passenger automobiles, 
§ 280F(c) requires a reduction in the de
duction allowed to the lessee of the pas
senger automobile. The reduction must be 
substantially equivalent to the limitations 
on the depreciation deductions imposed on 
owners of passenger automobiles. Under 
§ 1.280F-7(a), this reduction requires the 
lessees to include in gross income an in
clusion amount determined by applying a 
formula to the amount obtained from a ta
ble. There is a table for lessees of electric 
automobiles, a table for lessees of trucks 
and vans, and a table for all other passenger 
automobiles. Each table shows inclusion 
amounts for a range of fair market values 
for each tax year after the passenger auto
mobile is first leased. 

SECTION 3. SCOPE 

01. The limitations on depreciation de
ductions in section 4.02(2) of this revenue 
procedure apply to passenger automobiles 
(other than leased passenger automobiles) 
that are placed in service by the taxpayer in 
calendar year 2006, and continue to apply 
for each tax year that the passenger auto
mobile remains in service. 

02. The tables in section 4.03 of this 
revenue procedure apply to leased passen
ger automobiles for which the lease term 
begins during calendar year 2006. Lessees 
of such passenger automobiles must use 
these tables to determine the inclusion 
amount for each tax year during which 
the passenger automobile is leased. See 
Rev. Proc. 2002-14,2002-1 C.B. 450, for 
passenger automobiles first leased before 
January 1, 2003, Rev. Proc. 2003-75, 
2003-2 C.B. 1018, for passenger auto
mobiles first leased during calendar year 
2003, Rev. Proc. 2004-20, 2004-1 C.B. 
642, for passenger automobiles first leased 
during calendar year 2004, and Rev. Proc. 
2005-13, 2005-1 c.B. 759, for passenger 
automobiles first leased during calendar 
year 2005. 

SECTION 4. APPLICATION 

OLIn General. 
(1) Limitations on Depreciation Deduc

tions for Certain Automobiles. The limita
tions on depreciation deductions for pas
senger automobiles placed in service by 
the taxpayer for the first time during calen
dar year 2006 are found in Tables 1 through 
3 in section 4.02(2) of this revenue proce
dure. Table 1 of this revenue procedure 
provides limitations on depreciation de
ductions for a passenger automobile. Table 
2 of this revenue procedure provides lim
itations on depreciation deductions for a 
truck or van. Table 3 of this revenue proce
dure provides limitations on depreciation 
deductions for an electric automobile. 

(2) Inclusions in Income of Lessees of 
Passenger Automobiles. A taxpayer first 
leasing a passenger automobile during cal
endar year 2006 must determine the inclu
sion amount that is added to gross income 
using the tables in section 4.03 of this rev
enue procedure. The inclusion amount is 
determined using Table 4 in the case of a 
passenger automobile (other than a truck, 
van, or electric automobile), Tahle 5 in the 
case of a truck or van, and Table 6 in the 
case of an electric automobile. In addition, 
the procedures of § 1.280F-7(a) must be 
followed. 

02. Limitations on Depreciation De
ductions for Certain Automobiles. 

(1) Amount of the Inflation Adjust
ment. Under § 280F(d)(7)(B)(i). the 
automobile price inflation adjustment 
for any calendar year is the percentage 
(if any) by which the CPI automobile 
component for October of the preceding 
calendar year exceeds the CPI automobile 
component for October 1987. The term 
"CPI automobile component" is defined 
in § 280F(d)(7)(B)(ii) as the "automobile 
component" of the Consumer Price Index 
for all Urban Consumers published by the 
Department of Labor (the CPl). The new 
car component of the CPI was 115.2 for 
October 1987 and 135.1 for October 2005. 
The October 2005 index exceeded the 
October 1987 index by 19.9. The Service 
has, therefore, determined that the automo
bile price inflation adjustment for 2006 for 
passenger automobiles (other than trucks 
and vans) is 17.27 percent (19.9/115.2 
x 100%). This adjustment is applicable 
to all passenger automobiles (other than 
trucks and vans) that are first placed in 
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service in calendar year 2006. The dollar 
limitations in § 280F(a) must therefore 
be multiplied by a factor of 0.1727, and 
the resulting increases, after rounding to 
the nearest $100, are added to the 1988 
limitations to give the depreciation limita
tions applicable to passenger automobiles 
(other than trucks, vans, and electric au
tomobiles) for calendar year 2006. To 
determine the dollar limitations applicable 
to an electric automobile first placed in 
service during calendar year 2006, the dol
lar limitations in § 280F(a) are tripled in 
accordance with § 280F(a)( I )(C) and are 
then multiplied by a factor of 0.1727; the 
resulting increases, after rounding to the 
nearest $100, are added to the tripled 1988 
limitations to give the depreciation Iimita-

tions for calendar year 2006. To determine 
the dollar limitations applicable to trucks 
and vans first placed in service during cal
endar year 2006, the new truck component 
of the CPI is used instead of the new car 
component. The new truck component 
of the CPI was 112.4 for October 1987 
and 143.6 for October 2005. The October 
2005 index exceeded the October 1987 
index by 31.2. The Service has, there
fore, determined that the automobile price 
inflation adjustment for 2006 for trucks 
and vans is 27.76 percent (31.21112.4 x 
100%). This adjustment is applicable to 
all trucks and vans that are first placed in 
service in calendar year 2006. The dollar 
limitations in § 280F(a) must therefore be 
multiplied by a factor of 0.2776, and the 

REV. PROC. 2006-18 TABLE 1 

resultino increases, after rounding to the e 
nearest $100, are added to the 1988 limi-
tations to give the depreciation limitations 
applicable to trucks and vans. 

(2) Amount of the Limitation. For pas
senger automobiles placed in service by 
the taxpayer in calendar year 2006, Ta
bles I through 3 contain the dollar amount 
of the depreciation limitation for each tax 
year. Use Table I for passenger automo
biles placed in service by the taxpayer in 
calendar year 2006. Use Table 2 for trucks 
and vans placed in service by the taxpayer 
in calendar year 2006, Use Table 3 for 
electric automobiles placed in service by 
the taxpayer in calendar year 2006. 

DEPRECIATION LIMITATIONS FOR PASSENGER AUTOMOBILES 
PLACED IN SERVICE BY THE TAXPAYER DURING CALENDAR YEAR 2006 

Tax Year 

1st Tax Year 

2nd Tax Year 

3rd Tax Year 

Each Succeeding Year 

Amount 

$2,960 

$4,800 

$2,850 

$1,775 

REV. PROC. 2006-18 TABLE 2 

DEPRECIATION LIMITATIONS FOR TRUCKS AND VANS 
PLACED IN SERVICE BY THE TAXPAYER DURING CALENDAR YEAR 2006 

Tax Year Amount 

1st Tax Year $3,260 

2nd Tax Year $5,200 

3rd Tax Year $3,150 

Each Succeeding Year $1,875 

REV. PROC. 2006-18 TABLE 3 

DEPRECIATION LIMITATIONS FOR ELECTRIC AUTOMOBILES 
PLACED IN SERVICE BY THE TAXPAYER DURING CALENDAR YEAR 2006 

Tax Year 

1st Tax Year 

2nd Tax Year 

3rd Tax Year 

Each Succeeding Year 
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Amount 

$8,980 

$14,400 

$8,650 

$5,225 



03. Inclusions in Income of Lessees of 
Passenger Automobiles. 

The inclusion amounts for passenger 
automobiles first leased in calendar year 
2006 are calculated under the procedures 

described in § 1.280F-7 (a). Lessees of 
passenger automobiles other than trucks, 
vans, and electric automobiles should usc 
Table 4 of this revenue procedure in ap
plying these procedures, while lessees of 

REV. PROC. 2006-18 TABLE 4 

trucks and vans should use Tahle 5 of this 
revenue procedure and lessees of electric 
automobiles should lise Table 6 ()fthi~ re\
enue procedure. 

DOLLAR AMOUNTS FOR PASSENGER AUTOMOBILES 
(THAT ARE NOT TRUCKS. VANS, OR ELECTRIC AUTOMOBILES) 

WITH A LEASE TERM BEGINNING IN CALENDAR YEAR 2006 

Fair Market Value of Passenger 
Automobile Tax Year During Lease 

Over Not Over 1st I 2nd I 3rd I 4th I 5th & later 

$15,200 $15,500 4 6 10 10 10 
15,500 15,800 6 10 16 18 18 
15,800 16,100 8 15 22 25 28 
16,100 16,400 9 19 29 33 36 
16,400 16,700 11 24 35 40 45 
16,700 17,000 13 28 42 48 53 
17,000 17,500 16 34 50 58 66 
17,500 18,000 19 41 61 71 80 
18,000 18.500 23 48 71 84 95 
18,500 19,000 26 55 82 96 110 
19,000 19,500 29 62 93 109 125 
19,500 20,000 32 70 103 122 139 
20,000 20,500 36 76 114 135 154 
20,500 21,000 39 84 124 148 168 
21,000 21.500 42 91 135 160 184 
21.500 22,000 45 98 146 173 198 
22,000 23,000 50 109 162 192 220 
23,000 24,000 57 123 183 218 250 
24,000 25,000 63 138 204 243 279 
25,000 26,000 70 152 225 269 309 
26,000 27,000 76 166 247 294 339 
27,000 28,000 83 181 268 319 368 
28,000 29,000 90 195 289 345 397 
29,000 30,000 96 209 311 371 426 
30,000 31,000 103 223 332 397 455 
31,000 32,000 109 238 353 422 485 
32,000 33,000 116 252 374 448 515 
33,000 34,000 122 267 395 473 545 
34,000 35,000 129 281 417 498 574 
35,000 36,000 135 295 439 523 604 
36,000 37,000 142 309 460 549 633 
37,000 38,000 148 324 481 575 662 
38,000 39,000 155 338 502 601 691 
39,000 40,000 161 353 523 626 721 
40,000 41,000 168 367 545 651 750 
41,000 42,000 175 381 566 677 780 
42,000 43,000 181 396 587 702 810 
43,000 44,000 188 410 608 728 839 
44,000 45,000 194 424 630 753 869 
45,000 46,000 201 438 651 779 898 
46,000 47,000 207 453 672 805 927 
47,000 48,000 214 467 694 830 956 
48,000 49,000 220 482 715 855 986 
49,000 50,000 227 496 736 881 1,016 
50,000 51,000 233 510 758 906 1,045 

51,000 52,000 240 525 778 932 1,075 

2006-1 C.B. 647 



REV. PROC. 2006-18 TABLE 4 

DOLLAR AMOUNTS FOR PASSENGER AUTOMOBILES 
(THAT ARE NOT TRUCKS, VANS, OR ELECTRIC AUTOMOBILES) 

WITH A LEASE TERM BEGINNING IN CALENDAR YEAR 2006 

Fair Market Value of Passenger 
Automobile Tax Year During Lease 

Over Not Over 1st I 2nd I 3rd I 4th I 5th & later 

52,000 53,000 246 539 800 95H 1,l04 
53,000 54,000 253 553 821 984 1,133 
54,000 55,000 259 568 842 1,009 1,163 
55,000 56,000 266 582 864 1,034 1,192 
56,000 57,000 273 596 885 1,060 1,221 
57,000 58,000 279 611 906 1,085 1,251 
58,000 59,000 286 625 927 1,111 1,281 
59,000 60,000 292 639 949 1,136 1,311 
60,000 62,000 302 661 981 1,174 1,354 
62,000 64,000 315 690 1,023 1,225 1,413 
64,000 66,000 328 718 1,066 1,276 1,473 
66,000 68,000 341 747 1,108 1,328 1,531 
68,000 70,000 354 776 1,151 1,378 1,590 
70,000 72,000 367 804 1,194 1,429 1,649 
72,000 74,000 380 833 1,236 1,481 1.707 
74,000 76,000 393 862 1,278 1,532 1,767 
76,000 78,000 407 890 1,321 1,583 1,825 
78.000 SO,OOO 420 919 1,363 1,634 I,HH4 
80,000 85,000 443 969 1,438 1,723 1,987 
85,000 90,000 475 1,041 1,544 1,851 2,135 
90,000 95,000 508 1,112 1,651 1,978 2,282 
95,000 100,000 541 1,184 1,757 2,106 2,429 

100,000 110,000 590 1,291 1,917 2,297 2,650 
110,000 120,000 655 1,435 2,130 2,552 2,944 
120,000 130,000 720 1,579 2,342 2,807 3,239 
130,000 140,000 786 1,722 2,555 3,062 3,534 
140,000 150,000 851 1,865 2,768 3,317 3,829 
150,000 160,000 916 2,009 2,980 3,573 4,123 
160,000 170,000 982 2,152 3,193 3,828 4,417 
170,000 180,000 1,047 2,295 3,406 4,083 4,712 
180,000 190,000 1.112 2,439 3,619 4,337 5,007 
190.000 200,000 1,178 2,582 3,832 4,592 5,301 
200,000 210,000 1,243 2,726 4,044 4,848 5,595 
210,000 220,000 1309 2,H69 4,257 5,103 5,890 
220,000 230.000 1,374 3,012 4,470 5,358 6,185 
230,000 240,000 1,439 3,156 4,682 5,613 6,480 
240,000 and up 1,505 3,299 4,895 5,868 6,774 
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REV. PROC. 2006-18 TABLE 5 

DOLLAR AMOUNTS FOR TRUCKS AND VANS 
WITH A LEASE TERM BEGINNING IN CALENDAR YEAR 2006 

Fair Market Value of Truek or Van Tax Year During Lease 

Over Not Over 1st I 2nd I 3rd I 4th I 5th and later 

$16,700 $17,000 4 8 12 14 16 
17,000 17,500 6 14 20 24 29 
17,500 18,000 9 21 31 37 43 
18,000 18,500 13 28 42 49 58 
18,500 19,000 16 36 52 62 72 
19,000 19,500 19 43 63 75 87 
19,500 20,000 23 50 73 88 102 
20,000 20,500 26 57 84 101 116 
20,500 21,000 29 64 95 113 131 
21,000 21,500 32 72 105 126 146 
21,500 22,000 36 78 116 139 161 
22,000 23,000 41 89 132 158 183 
23,000 24,000 47 104 153 183 213 
24,000 25,000 54 118 174 209 242 
25,000 26,000 60 132 196 235 271 
26,000 27,000 67 146 217 261 300 
27,000 28,000 73 161 238 286 330 
28,000 29,000 80 175 260 311 359 
29,000 30,000 86 190 281 336 38l) 

30,000 31,000 93 204 302 362 418 
31,000 32,000 99 219 323 388 447 
32,000 33,000 106 233 344 413 478 
33,000 34,000 112 247 366 439 506 
34,000 35,000 119 261 387 465 536 
35,000 36,000 125 276 408 490 566 
36,000 37,000 132 290 430 515 595 
37,000 38,000 139 304 451 541 624 
38,000 39,000 145 319 472 566 654 
39,000 40,000 152 333 493 592 684 

40,000 41,000 158 347 515 618 712 

41,000 42,000 165 362 536 642 743 
42,000 43,000 171 376 557 669 772 

43,000 44,000 178 390 579 694 801 

44,000 45,000 184 405 600 719 831 

45,000 46,000 191 419 621 745 860 

46,000 47,000 197 434 642 770 890 

47,000 48,000 204 448 663 796 91l) 

48,000 49,000 210 462 685 822 948 

49,000 50,000 217 476 707 847 977 

50,000 51,000 224 490 728 872 1,008 

51,000 52,000 230 505 749 898 1,037 

52,000 53,000 237 519 770 924 1,066 

53,000 54,000 243 534 791 949 1,096 

54,000 55,000 250 548 813 974 1,125 

55,000 56,000 256 563 833 1.000 1,155 

56,000 57,000 263 577 855 1,025 1,184 

57,000 58,000 269 591 877 1,051 1,213 

58,000 59,000 276 605 898 1,077 1.243 

59,000 60,000 282 620 919 1.102 1,272 

60,000 62,000 292 641 951 1,141 1,316 

62,000 64,000 305 670 994 1,191 1,375 

64,000 66,000 318 699 1,036 1,242 1,435 

66,000 68,000 331 728 1.078 1,293 1.494 

68,000 70,000 344 756 1.121 1,345 1,552 

70,000 72,000 358 784 Ll64 1,395 1,612 
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REV. PROC. 2006-18 TABLE 5 

DOLLAR AMOUNTS FOR TRUCKS AND VANS 
WITH A LEASE TERM BEGINNING IN CALENDAR YEAR 2006 

Fair Market Value of Truck or Van Tax Year DUring Lease 

Over Not Over 1st I 2nd 1 3rd I 4th I 5th and later 

72.000 7'+.000 371 813 1.206 1,447 1.670 
7'+.000 76.000 384 842 1.249 1,497 1.729 
76.000 7S.000 397 871 1.291 1,548 1.788 
78.000 80.000 410 899 1.334 1,600 1,846 
80,000 85.000 .+33 949 1,409 1,688 1.950 
85.00() 90.000 465 1.021 1,515 1,816 2.098 
90.000 95.000 498 1,093 1,621 1,944 2,244 
95.000 100,000 531 1,164 1,728 2,071 2,392 

100.000 1 10. noD 580 1,272 1,887 2,263 2,612 
t 10,000 120.000 645 1,416 2,099 2,518 2,907 
120.000 130.000 711 1,559 2,312 2,773 3,202 
130.000 140.000 776 1,702 2,525 3,028 3,497 
140.000 150.000 841 1,846 2,738 3,283 3,791 
150.000 160.000 907 1,989 2,950 3,539 4,085 
160.000 170,000 972 2.132 3,164 3.793 4,380 
170.000 180,000 1.037 2.276 3,376 4,049 4,674 
ISO,OOO 190,000 1,103 2.419 3,589 4,303 4,969 
190.0()() 200.000 1,168 2,563 3,801 4,559 5,263 
200.000 210.00() 1.233 2,706 4.015 4.813 5,558 
210.000 220,000 1,299 2,849 4,227 5.069 5,853 
220.000 no.ooo 1,364 2,993 4,440 5,324 6,147 
230,000 240,000 1,430 3,136 4,652 5,580 6,441 
240,000 and up 1,495 3,279 4,866 5,834 6,736 

REV. PROC. 2006-18 TABLE 6 

DOLLAR AMOUNTS FOR ELECTRIC AUTOMOBILES 
WITH A LEASE TERM BEGINNING IN CALENDAR YEAR 2006 

Fair Market Value or Electric 
Automobile Tax Year During Lease 

Over Not Over 1 st I 2nd I 3rd 1 4th I 5th and later 

$45,000 $46,000 4 8 11 12 12 
4fJ,OOO 47,000 10 22 33 37 42 
47.000 48,000 17 36 54 63 72 
4S.000 49,000 24 51 74 89 101 
49.000 50,000 30 65 96 114 131 
50.000 51.000 37 79 118 139 160 
51,000 52,000 43 94 139 165 189 
52.000 53.000 50 lOS 160 190 219 
5.l00n 5.t,OOO 56 123 181 216 248 
54.000 55,000 63 137 202 242 277 
55,000 56,000 69 151 224 267 307 
56.noo 57,000 76 165 245 293 337 
57.no() 58.000 82 180 266 318 367 
58.noo 59.000 89 194 288 343 396 
5L).OOO 60.000 95 209 309 369 425 
nO.noo 62.000 105 230 341 407 470 
62,000 64,000 118 259 383 459 528 
6-1, DOO 66,000 131 28)\ 425 510 587 
66.0()() 6S,OOO 144 316 469 560 646 
68,OO() 70,000 158 345 510 612 705 
70.0()() 72.000 171 373 554 662 764 
72.000 7-1,000 184 402 596 713 823 
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REV. PROC. 2006-18 TABLE 6 

DOLLAR AMOUNTS FOR ELECTRIC AUTOMOBILES 
WITH A LEASE TERM BEGINNING IN CALE:-.J"DAR YEAR lOO6 

Fair Market Value of Electric 
Automobile 

Over Not Over 

74,000 76,000 
76,000 78,000 
78,000 80,000 
80,000 85,000 
85,000 90,000 
90,000 95,000 
95,000 100,000 

100,000 110,000 
110,000 120,000 
120,000 130,000 
130,000 140,000 
140,000 150,000 
150,000 160,000 
160,000 170,000 
170,000 180,000 
180,000 190,000 
190,000 200,000 
200,000 210,000 
210,000 220,000 
220,000 230,000 
230,000 240,000 
240,000 and up 

SECTION 5, EFFECTIVE DATE 

This revenue procedure applies to pas
senger automobiles (other than leased pas
senger automobiles) that are first placed 
in service by the taxpayer during calendar 
year 2006, and to leased passenger auto
mobiles that are first leased by the taxpayer 
during calendar year 2006. 

Tax Year During Lease 

1st I 2nd 

197 431 
210 459 
223 488 
246 538 
278 610 
311 682 
344 753 
393 861 
458 1,004 
524 1,147 
589 1,291 
654 1,435 
720 1,578 
785 1,721 
850 1,865 
916 2,008 
981 2,151 

1,046 2,295 
1,112 2,438 
1,177 2,581 
1,243 2,725 
1,308 2,868 

SECTION 6. DRAFTING 
INFORMATION 

I 3rd 

638 
682 
724 
798 
905 

LOll 
1,118 
1,277 
1,490 
1,703 
1,915 
2,127 
2,340 
2.553 
2,766 
2,979 
3,192 
3,404 
3,617 
3,830 
4,042 
4,255 

The principal author of this rev
enue procedure is Bernard P. Harvey 
of the Office of Associate Chief Counsel 
(Passthroughs & Special Industries), For 
further information regarding the depre
ciation limitations and lessee inclusion 

T 4th I 5th and later 

765 881 
815 940 
866 1,000 
956 1,103 

1,083 1,250 
1,211 1,397 
1,338 1.544 
1,529 1,766 
1,785 2,060 
2,040 2,354 
2,295 2,649 
2,551 2,943 
2,806 3,237 
3,061 3,532 
3,315 3,827 
3,570 4.122 
3,826 4,416 
4,081 4.711 
4,336 5,005 
4,591 5,300 
4,846 5,594 
5,102 5,888 

amounts in this rcvenue procedure, con
tact Bernard P. Harvey at (202) 622-3110 
(not a toll-free call). 
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Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations 

Procedures for Administrative 
Review of a Determination 
That an Authorized Recipient 
Has Failed to Safeguard Tax 
Returns or Return Information 

REG-157271-05 

AGENCY: Internal Rnelluc Sen'ice 
(I RS). Treasury 

ACTION: Notice of proposed rulcmaking 
hy L"rl)ss-rekrellce lO temporary regula
tions. 

SUMMARY: In thi.' is.we of the Bulletin. 
the IRS is issuing temporary regulations 
(T.D. 9252) regarding administrative re
liew proccdures for certain government 
agenCies and other authorized recipients of 
ta\ relUrtls or return infmmation (autho
rized recipients) whose receipt of returns 
and return Information may be sllspended 
or terminated becallse they do not maintain 
pmper safeguard.s. The temporary regula
tions provide guidance to responsible IRS 
personnel and authorized recipients as to 
these admini.,trative procedures. The text 
of the temporary regulations published in 
this ISSUC of the Bulletin serves as the text 
of the propo.<.,ed regulations. 

DATES: Written and electronic comments 
and requests for a public hearing must he 
receiled by May 2:'i. 2()()6. 

ADDRESSES: Send submissions tu: 
CC:PA:LPD:PR (REG-I :'i7271-0:'i I. 
Romn 5203. Internal Revenue Ser
lice. P.O. BllX 760--1. Ben Franklin Sta
tillll. Wa:.;hingtoll. DC 200--1-L Sub
mi"ion, Illay be hand-delivered he
tllecn thc l](lurs of g a.m. and --1 p.m. 
III CC:PA:LPD:PR (REG-157271-051. 
CHlrier's Dcsk. Internal RC\'enue Sen·ice. 
1111 COl1stitution Alenuc. l\:W. Wa,h
ing[(lI1. DC. or,ent electrllnically. Yia the 
IRS Internet site at \1\\'11. in. ~(ld"l'g\. 
(11· lia the FeJeral eRulemaking Por-
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tal at 11·\I·\i·.regu[miolls.gOi· (IRS and 
REG-I:'i7271-0)) 

FOR FURTHER INFORMATION 
CONTACT: Concerning submission 
of cOlllments. Treena Garrett, (202) 

622-71 gO: concerning the temporary 
regulation,. Melinda K. Fisher. (202) 
62~---1:'iIlO (not toll- frec numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

Under ~ection 6103 of the Internal Rev
enue Code (Code), tax returns and return 
information are protected from disclosure 
except in specifically enumerated circum
stances. Where disclosure is permitted, 
section 6103 generally imposes wict 
safeguarding requirements and requires 
the IRS to monitor and enforce compli
ance with those requirements. Section 
6103(p)(7) requires the Secretary of the 
Treasury to prescribe procedures provid
ing for administrative review of any de
termination under section 6103(p)(4) that 
an agency. body, or commission receiv
ing returns or return information pursuant 
to section 6103(d) has failed to meet the 
'iafeguarding requirements. Withdrawn 
* 30 1.6103(p)( 7)-1 set forth the proce
dures for terminating future disclosures 
to these authorized recipients. These pro
posed regulations provide the intermediate 
review and termination procedures for all 
authorized recipients identified in section 
6103(p)(4). 

With an increasing volume of autho
rized disclosures of returns and return in
f()!,lllation. it is critical that authorized re
cipients of rcturns and return information 
adhere to the strict safeguard requirements 
llf the Code and that the IRS take all nec
essary steps to cnsure that those require
ments are met. If unauthorized disclosures 
do occur. it is similarly important that the 
IRS takc stcrs to address them and ensure 
that they are not repeated. Such step~ in
clude. as appropriate, su~pension or ter
mination of further disclosures to an au
thorized recipient. Nevertheless, because 
the authority to receive returns and re
turn information i" provided by law, autho
rized di,elosures should not be suspended 

or terminated for fallurl' to maintain ade
quate safeguards without appropriate ad
ministratil'c re\icw proccdllles. The tem
porary regulations sct forth procedures to 
ensure that <lllthori/Cd I'ccipicnts provide 
the proper security and protection to reo 
tllrns and return information. 

Temporary regulations in this issu~ 

of the Bulletin amend the Procedure and 
Administration Regulations (26 CFR Part 
31l1) relating to section 6103(pl(4) and 
(p )(7). The temporary regulations provide 
the intermediate review and termination 
procedures for all authorized recipients. 

The text of the temporary regulations 
also scrves as the text of these proposed 
regulations. The preamble to the tempo
rary regulations explains the proposed reg
ulations. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi· 
cant regulatory action as defined in Exec
uti ve Order 12866. Therefore, a regula
tory assessment is not required. Pursuant 
to the Regulatory Flexibility Act (5 U.S.c. 
chapter 6), it is hereby certified that these 
regulations will not have a significant eco
nomic impact on a substantial number of 
small businesses. These regulations do not 
impose burdens or obligations on any per
son, but instead provide certain rights of 
administrative review. Accordingly, a reg
ulatory tlexibility analysis is not required. 
Pursuant to section 7g05(O of the Code, 
these proposed regulations will be submit
ted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on thcir impact on small busi
ness. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations are 
aJopted as final regulations, consideration 
will be given to any electronic and writ
ten comments (a signed original and eight 
(8) copies) that are submitted timely to the 
IRS. Thc IRS and Treasury Department 
specifically request commenh on the clar
ity of the propo~ed regulations and how 
they can be made easier to understand. All 



comments will be available for public in
spection and copying. A public hearing 
may be scheduled if requested in writing 
by a person who timely submits comments. 
If a public hearing is scheduled. notice of 
the date, time, and place for the hearing 
will be published in the Federal Register. 

Drafting Information 

The principal author of these regula
tions is Melinda K. Fisher, Office of the 
Associate Chief Counsel (Procedure & 
Administration), Disclosure and Privacy 
Law Division. 

* * * * * 

Proposed Amendments to the 
RegUlations 

Accordingly, 26 CFR part 301 is pro
posed to be amended as follows: 

PART 301-PROCEDURE AND 
ADMINISTRATION 

Paragraph I. The authority citation for 
part 301 is amended, in part, by adding an 
entry in numerical order to read as follows: 

Authority: 26 U.S.c. 7805 * * * 
Sections 301.6103(p)(4)-1 and 

301.6103(p)(7)-1 also issued under 
26 V.S.c. 6103(p)(4) and (7) and (q); 

* * * 
Par. 2. Section 301.6103(p)(4)-1 is 

added to read as follows: 

.§ 301.6103(p)(4)-lT Pmredures relating 
to safeguards for returns or return 
information. 

[The text of proposed § 30 1.6103(p) 
(4)-1 is the same as the text of 
§ 301.6103(p)(4)-IT published elsewhere 
in this issue of the Bulletin). 

Par. 3. Section 30 1.6103(p )(7)-1 is 
added to read as follows: 

§301.6103(p)(7)-1 Procedures for 
administrative review of a determination 
that an authorized recipient has failed 
to safeguard tax returns or return 
illfonnation. 

[The text of proposed §301.6103(p) 
(7)-1 is the same as the text of 
§301.6103(p)(7)-lT published elsewhere 
in this issue of the Bulletin). 

Mark E. Matthews, 
Deputy Cummissioner for 
Services and Enforcement. 

(Filed by the Office of the Federal Register on February 23, 
2006. 8:45 a.m., and pUblished in the "sue of the Federal 
Register for February 24, 2006. 71 F.R. 94H7) 

Withdrawal of Notice of 
Proposed Rulemaking 
Regarding Excise Taxes; 
Definition of Highway Vehicle 

Announcement 2006-16 

AGENCY: Internal Revenue Service 
(IRS). Treasury. 

ACTION: Withdrawal of notice of pro
posed rulemaking. 

SUMMARY: This document withdraws a 
proposed regulation relating to the defi
nition of a highway vehicle for purposes 
of various excise taxes. The withdrawal 
atlects vehicle manufacturers, dealers, 
and lessors; tire manufacturers; sellers and 
buyers of certain motor fuels; and opera
tors of heavy highway vehicles. 

FOR FURTHER INFORMATION 
CONTACT: Barbara Franklin, (202) 
662-3130 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

On June 6, 2002, a notice of proposed 
rulemaking was published in the Federal 
Register (REG-I03829-99, 2002-2 C.B. 
59 [67 FR 38913)). A public hearing was 
held on February 27, 2003. This notice 
of proposed rulemaking proposed amend
ing the definition of "highway vehicle" for 
purposes of the Highway Use Tax Regu
lations (26 CFR part 41), the Manufactur
ers and Retailers Excise Tax Regulations 
(26 CFR part 48), and the Temporary Ex
cise Tax Regulations Under the Highway 
Revenue Act of 1982 (Pub. L. 97-424) 
(26 CFR part 145). 

Sections 851 and 852 of the Ameri
can Jobs Creation Act of 2004 (Pub. L. 
108-357) addressed the issues raised in the 
proposed regulation. Thus. the proposed 
regulation is unnecessary. 

* * * * * 

Withdrawal of Notice of Proposed 
Rulemaking 

Accordingly, under the authority of 
26 U.S.c. 7805, the notice of proposed 
rulemaking (REG-I03829-99) that was 
published in the Federal Register on June 
6, 2002 (67 FR 38913), is withdrawn. 

Mark E. Matthews. 
Deputv Commissioner fur 
Services and Enfurcement. 

(Filed by the Office of the Federal Register on August II. 
2005. 8:45 a.m .. and published in the issue of the Federal 
Register for August 12.2005.70 F.R. 471(0) 

Deletions From Cumulative 
List of Organizations 
Contributions to Which 
are Deductible Under Section 
170 of the Code 

Announcement 2006-17 

The name of an organization that no 
longer qualifies as an organization de
scribed in section 170(c)(2) of the Internal 
Revenue Code of 1986 is listed below. 

Generally, the Service will not disallow 
deductions for contributions made to a 
listed organization on or before the date 
of announcement in the Internal Revenue 
Bulletin that an organization no longer 
qualifies. However, the Service is not 
precluded from disallowing a deduction 
for any contributions made after an or
ganization ceases to qualify under section 
170( c )(2) if the organization has not timely 
filed a suit for declaratory judgment under 
section 7428 and if the contributor (l) had 
knowledge of the revocation of the ruling 
or determination letter, (2) was aware that 
such revocation was imminent. or (3) was 
in part responsible for or was aware of the 
activities or omissions of the organization 
that brought about this revocation. 

If on the other hand a suit for declara
tory judgment has been timely filed, con
tributions from individuals and organiza~ 
tions described in section 170(c)(2) that 
are otherwise allowable will continue to 
bc deductible. Protection under section 
7428(c) would begin on March 20. 2006. 
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and would end on the date the court first 
determines that the organization is not de
scribed in section 170( c )(2) as more partic
ularly set forth in section 7-l28(c)( I). For 
individual contributors. the maximum de
duction protected is $1.000. with a hus
band and wife treated as one contributor. 
This benefit is not extended to any indi
vidual. in whole or in part, for the acts or 
omissions of the organization that were the 
basis for revocation. 

John A. Hyman Memorial 
Youth Foundation 
Warrenton. NC 

Foundations Status of Certain 
Organizations 

Announcement 2006-18 

The following organizations have failed 
to establish or have been unable to main
tain their status as public charities or as op
erating foundations. Accordingly. grantors 
and contributors may not, after this date. 
rely on previous rulings or designations 
in the Cumulative List of Organizations 
(Publication 78). or on the presumption 
arising from the filing of notices under sec
tion 508(b) of the Code. This listing does 
IlOf indicate that the organizations have lost 
their status as organizations described in 
section 501(c)(3). eligible to receive de
ductible contributions. 

Former Puhlic Charities. The follow
ing organizations (which have been treated 
as organizations that are not private foun
dations described in section 509(a) of the 
Code) are now classified as private foun
dations: 

AG Heritage Park. Incorporated. 
Alta Vista. KS 

Alabama Chapter of Safari Club 
International. Inc .. McCalla. AL 

American Breast Feeding Institute. Inc .. 
East Sandwich. MA 

American Principles Foundation. 
Washington. DC 

Animal Recovery Foundation - Animal 
Rehabilitation Fund. Cranston. RI 

Animal Rights Enforcement Corp .. 
NeIN York. NY 

Arch Plaza. Inc .. Miami Beach. FL 
Awakening Foundation. Beaverton. OR 
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Baba Dilip Singh Hospital Corporation. 
Pittsburgh. PA 

Barbara H. Halpern Foundation for 
Women and Children. Bergenfield. NJ 

Bucks County Amateur Radio Emergency 
Service. Warminstcr. PA 

By Faith Experience Ministries. Inc .. 
Jacksonville. FL 

C S Foundation. Inc .. Keithville. LA 
C. W. Golden Foundation. Inc .. 

Fayetteville. GA 
Casablanca American School Foundation 

c/o CT Corporation. Wilmington. DE 
Cesar A. Padilla Messianic Ministries. 

Inc .. Warner Robins. GA 
Center for Active Video Education. 

Bethesda. MD 
Charley One Air Search & Rescue. 

Bassfield. MS 
Christian Camping. Inc .. Clermont. IA 
Church Land Foundation Corp .. 

Frisco. TX 
Circle of Life Farm & Rescue, 

Central Islip, NY 
Citizens for Classical FM. Dcnver, CO 
Community Counts, Santa Monica. CA 
Community Focused Development 

Corporation, Saint Louis. MO 
CRT-Campaign for Responsible 

Transplantation, Inc .. New York, NY 
Dallas Tax Assistance Program. 

Dallas. TX 
David G. Joyner Ministries. 

Bakersfield, CA 
Denise Smith Ministries. Inc .. 

Southport. NC 
Detroit Summer Finance Program. Inc .. 

Detroit. MI 
Digital Bridge Learning Resource Center. 

Inc .. Sun City Center, FL 
Donna Potter Ministries, Inc .. 

Kingfisher. OK 
Donnas Day Care & Learning Center, 

San Bernardino. CA 
E.W. Willheart Educational Foundation. 

Inc .. Atlanta. GA 
East West Academic Business and 

Cultural Council. New York, NY 
Employment Education PeIformance 

Improvement. Inc .. San Bernardino, CA 
Fathers House Association, Chicago, IL 
Fishers of Men, Inc., Alto. GA 
Frank T. Fair Foundation. Blue Bell, PA 
FSASE Scholarship Foundation. Inc., 

Tallahassee. FL 
Fun Foundation. Koloa, HI 
Galena Park Boxing Academy & Youth 

Center. Inc .. Galena Park, TX 

Gbstonbury Interfaith Ass(Kiation. Inc .. 
Glastonhury. CT 

Great Praise Outreach. Inc .. Mobile. AL 
Greentrust Alliance. Inc .. Cherry Hill. NJ 
Helping Hands International. 

Los Angeles. CA 
High Tech Imaging. Inc .. Los Angeles. CA 
Hillsborough Historical Society. 

Hillsborough. C A 
Hingham Shipyard Historical Foundation. 

Hingham. MA 
Household of Faith Ministries. Inc.. 

Sandy Hook. KY 
Housing Redevelopment & Rentals. Inc .. 

St. Petersburg. FL 
Human Development Center. Inc .. 

Milwaukee. WI 
Independent Thinking & New Media 

Foundation Corp .. New York. NY 
Inn Ovations for Humanity. 

New Orleans, LA 
Institute for Ministry Law & Ethics. 

Salt Lake City. UT 
Institute of One, Waianae. HI 
Islamic Society & MASJID. Napa. CA 
Jacksonville Education Foundation. Inc .. 

Jacksonville, AR 
Joseph G. Cirillo Memorial Scholarship 

Fund. Havertown, PA 
Kleiner Foundation, Dunn Loring. VA 
Knox Area Youth Recreation Ministries. 

Inc .. Knoxville, TN 
Knox Hope Community Development 

Corporation. Baltimore. MD 
LAC E Foundation. NUEVO, CA 
Lec Community Services, Antioch, CA 
Lewis Street Housing Development Fund 

Company, Inc .. Buffalo. NY 
Liberty Charitable Foundation. Inc., 

Bainbridge, GA 
Liberty Greys Military and Civilian 

Society, Whitman, MA 
Lord and His Children Outreach Ministry, 

Chicago.IL 
Maritime Shoshone, Inc .. Moss Beach. CA 
MEDIA Internship Program, 

San Francisco. CA 
Memorable Moments Wishes and Youth 

Services. Inc .. Birmingham, AL 
Men of Purpose K- Vision, Inc., 

East Palo Alto. C A 
Miami-Cass County Freedom Bound 

Wildlife Rehabilitation Center, Inc .. 
Peru. IN 

Mommys Breathing Space, Seattle, WA 
Moonvine Consortium. Harrisburg. AR 
Moses Udebiuwa Memorial Foundation, 

Davidsonville. MD 



Muslim American Voice for Economic & 
Human Survival, Inc., Evanston, IL 

Nanyo Kouryo Kyoukai Corporation, 
Saipan, MP 

Network of Believers, Poulsbo, WA 
New Jersey Turn District of the American 

Turners, Mahwah, NJ 
New York Menopause Foundation, 

New York, NY 
NewlOn County Adult Education, Inc., 

Morocco, IN 
North Carolina Athletic Council, 

Durham, NC 
Oakland Morh-I Tenants Association, 

Oakland, CA 
Ombudsmen to Promote Government 

Integrity, Alamo, CA 
Pendleton House Association, 

Elizabeth City, NC 
Prayer Time Ministries, Atlanta, GA 
Project Arizona Civic Education, 

Tucson, AZ 
Project Matthew, Carrollton, TX 
Project SOS, Inc., Linden, AL 
Re-Compute Org., Omaha, NE 
Red Sand Foundation, Incorporated, 

Ridgewood, NJ 
Red Sea Mission, Inc., Lancaster, SC 
Renewal Housing Foundation, 

San Jose, CA 
Resource Conservation and Information 

Institute, Inc., Weiser, ID 
Rethinking Aids the Group for the 

Scientific Reappraisal of the HIV, 
Oakland, CA 

Rhema Community Development, 
Chicago,IL 

RNIB America, Inc., Washington, DC 
Rudy Kachmann Behavior Foundation, 

Inc., Fort Wayne, IN 
Safe Haven Family Restoration, Inc., 

Savannah, GA 
Sapio Institute, Chesterbrook, PA 
SBS Basketball Foundation, Gilbert, AZ 
Scott Ferguson Ministries, Inc., 

Cleveland, GA 
Scott Foundation, Inc., Scott, MS 
S.D. Ireland Cancer Research Fund, Inc., 

South Burlington, VT 
Sequoia Presidential Yacht Foundation, 

Washington, DC 
Shannon House, Inc., Baltimore, MD 
Sigma Chi Beta Epsilon Educational 

Foundation, Inc., Salt Lake City, UT 
Social Humane Appreciation Relief 

Project Community Development and 
Betterment Corporation, Miami, FL 

Southern Friendship Community 
Development Corporation, Inc., 
Temple Hills, MD 

Spaulding Paolozzi Foundation, 
Charleston, SC 

Supreme Designs, Inc., Los Banos, CA 
Surviving Artists, Inc., Memphis, TN 
Te\ios, Inc., Charleston, SC 
Tennessee Business Roundtable 

Foundation, Nashville, TN 
Tony Betten Family Foundation, 

Grand Rapids, MI 
Truth in Research Foundation, 

Foster City, CA 
U-Start, Inc., Schenectady, NY 
Universal Cancer Foundation, Inc., 

Springhill, FL 

Valley of the Sun Boys and Girls Club, 
Scottsdale, AZ 

Vigil Enterprises, Albuquerque, NM 
Webster Area Soccer Association, 

Webster, SD 
Westwood Children's Center. Inc., 

Houston, TX 
Whatever lCD, New York, NY 
Williams Economic Development, Inc., 

Ocala, FL 
Willis Demery Community Development 

Corporation, New Orleans, LA 
WilIow Brook Institute of International 

Relations, Inc., Bethesda, MD 
Willowbrook-Champions Figure Skating, 

Houston, TX 
Wisdom Village, Alameda, CA 
Y Entrepreneurial Society, Inc., 

New Haven, CT 
Youth Fitness and Education Association, 

Alexandria, VA 

If an organization listed above submits 
information that warrants the renewal of 
its classification as a public charity or as 
a private operating foundation, the Inter
nal Revenue Service will issue a ruling or 
determination letter with the revised clas
sification as to foundation status. Grantors 
and contributors may thereafter rely upon 
such ruling or determination letter as pro
vided in section 1.509(a)-7 of the Income 
Tax Regulations. It is not the practice of 
the Service to announce such revised clas
sification of foundation status in the Inter
nal Revenue Bulletin. 



Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 61.-Gross Income 
Defined 

26 eFR 1.61-2L Taxarioll ofjrillge benefits. 

Fringe benefits aircraft valuation for
mula. The Standard Industry Fare Level 

lSIFL) cent-per-mile rates and terminal 

charges in effect for the first half of 2006 

are set forth for purposes of determining 

the value of noncommercial flights on 
cmployer-provided aircraft under section 

1.61-2 I (g) of the regulations. 

Period During Which 
the Flighl Is Taken 

111/06 - 6130106 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is Kathlcen Edmondson of the 
Office of Division Counsell Associate 
Chief Counsel (Tax Exempt/Govern
ment Entities). For further information 
regarding this revenue ruling, contact 
Ms. Edmondson at (202) 622-0047 (not a 
toll-free call). 

Section 408.-lndividual 
Retirement Accounts 

Ct. D. 2081 
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Rev. Rul. 2006-13 

For purposes of the taxation of fringe 

benefits under section 61 of the Inter

nal Revenue Code, section J.61-21(g) of 

the Income Tax Regulations provides a 

rule for valuing noncommercial flights 

on employer-provided aircraft. Section 

1.61-21(g)(5) provides an aircraft valua

tion formula to determine the value of such 

flights. The value of a flight is determined 

undcr the base aircraft valuation formula 

(also known as the Standard Industry Fare 

Terminal 
Charge 

$37.00 

April 4, 2005 

Syllabus 

Several years after petitioners deposited 

distributions from their pension plans into 
Individual Retirement Accounts (IRAs), 

they filed a joint petition under Chapter 7 
of the Bankruptcy Code. They sought to 
shield portions of their IRAs from their 

creditors by claiming them as exempt from 
the bankruptcy estate under 11 U. S. C. 
§522(d)(lO)(E), which provides, inter 

alia, that a debtor may withdraw from 

the estate his "right to receive. . . a 
payment under a stock bonus, pension, 
profitsharing, annuity, or similar plan or 
contract on account of ... age." Respon
dent Jacoway, the Bankruptcy Trustee, 
objected to the Rouseys' exemption and 
moved for turnover of the IRAs to her. The 
Bankruptcy Court sustained her objection 
and granted her motion, and the Bank
ruptcy Appellate Panel (BAP) agreed. 
The Eighth Circuit affirmed, conclud
ing that, even if the Rouseys' IRAs were 
"similar plans or contracts" to the plans 
specified in §522(d)(10)(E), their IRAs 

. t "on gave them no right to receIve paymen 

Level fOffimla or SIFL) by multiplying 

the SIFL cents-per-mile rates applicable 
for the period during which the flight was 

taken by the appropriate aircraft multiple 
provided in section 1.61-21 (g)(7) and then 

adding the applicable terminal charge. The 
SIFL cents-per-mile rates in the formula 

and the terminal charge are calculated by 

the Department of Transportation and are 
reviewed semi-annually. 

The following chart sets forth the tenni
nal charges and SIFL mileage rates: 

SIFL Mileage 
Rates 

Up to 500 miles 

= $.2024 per mile 

501-1500 miles 

= $.1543 per mile 

Over 1500 miles 

= $.1484 per mile 

account of age," but were instead savings 

accounts readily accessible at any time for 
any purpose. 

Held: The Rouseys can exempt IRA 
assets from the bankruptcy estate because 
the IRAs fulfill both of the §522(d)(1O)(E) 
requirements at issue here-they confer 

a right to receive payment on account of 
age and they are similar plans or contracts 
to those enumerated in §522(d)(lO)(E). 

Pp. 4-14. 
(a) The Court reaffirms its suggestion 

in Patterson v. Shumate, 504 U. S. 753, 
762-763, that IRAs like the Rouseys' can 
be exempted from the bankruptcy estate 
pursuant to §522(d)(lO)(E). Pp. 4-5. 

(b) The Rouseys' IRAs provide a right 
to payment "on account of. . . age" 
within §522(d)(lO)(E),s meaning. The 
quoted phrase requires that the right to re
ceive payment be "because of' age. Bank 
of America Nat. Trust and Say. Assn. 
v. 203 North LaSalle Street Partnership, 
526 U. S. 434, 450-451. This meaning 
comports with the common, dictionary 
understanding of "on account of," and 
§522(d)(lO)(E),s context does not suggest 
another meaning. The statutes governing 
IRAs persuade the Court that Jacoway is 



mistaken in arguing that there is no causal 
connection between that right and age 
or any other factor because the Rouseys' 
IRAs provide a right to payment on de
mand. Their right to receive payment 
of the entire balance is not in dispute. 
Because their accounts qualify as IRAs 
under 26 U. S. C. §408(a), they have a 
nonforfeitable right to the balance held 
in those accounts, *408(a)( 4). That right 
is restricted by a 10 percent tax penalty 
on any withdrawal made before age 59 112, 
§72(t). Contrary to Jacoway' s contention, 
this 10 percent penalty is substantial. It 
applies proportionally to any amounts 
withdrawn and prevents access to the 10 
percent that the Rouseys would forfeit 
should they withdraw early. It therefore 
effectively prevents access to the entire 
balance in their IRAs and limits their right 
to "payment'· of the balance. And because 
this condition is removed when the ac
countholder turns age 59 112, the Rouseys' 
right to the balance of their IRAs is a right 
to payment "on account of' age. Pp. 5-8. 

(c) The Rouseys' IRAs are "similar 
plan[sl orcontract[s]" to the "stock bonus, 
pension, profit sharing, [or] annuity ... 
plan[s]" listed in §522(d)( lO)(E). To be 
"similar," an IRA must be like. though not 
identical to, the listed plans or contracts, 
and consequcntly must share characteris
tics common to them. Because the Bank
ruptcy Code does not define the listed 
plans, the Court looks to their ordinary 
meaning. E.g .. United States v. LaBonte, 
520 U. S. 751. 757. Dictionary definitions 
reveal that, although the listed plans are 
dissimilar to each other in some respects, 
their common feature is that they provide 
income that substitutes for wages earned 
as salary or hourly compensation. That 
the income the Rouseys will derive from 
their IRAs is likewise income that sub
stitutes for wages lost upon retirement is 
demonstrated by the facts that (1) regula
tions require distribution to begin no later 
than the calendar year after the year the 
accountholder turns 70 112: (2) taxation of 
IRA money is deferred until the year in 
which it is distrihuted; (3) withdrawals 
before age 59 112 are subject to the 10 per
cent penalty; and (4) failure to take the 
requisite minimum distributions results in 
a 50 percent tax penalty on funds improp
erly remaining in the account. The Court 
rejects Jacoway's argument that IRAs can
not be similar plans or contracts because 

the Rouseys have complete access to them. 
This argument is premised on her view that 
the 10 percent penalty is modest. a premise 
with which the Court does not agree. The 
Court also rejects Jacoway's contention 
that the availability of IRA withdrawals 
exempt from the early withdrawal penalty 
renders the Rouseys' ]RAs more like sav
ings accounts. Sections 522(d)( lO)(E)(i) 
through (iii)-which preclude the debtor 
from using the *522(d)( lO)(E) exemption 
if an insider established his plan or con
tract: the right to receive payment is on 
account of age or length of service: and 
the plan does not qualify under specified 
Internal Revenue Code sections, includ
ing the section governing IRAs-not only 
suggest generally that the Rouseys' IRAs 
are exempt. but also support the Court's 
conclusion that they are "similar plan[sl 
or contract[s]" under *522(d)(lO)(E). 
Pp. ~-14. 

347 F. 3d 689, reversed and remanded. 
THOMAS. 1.. delivered the opinion for 

a unanimous Court. 
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JUSTICE THOMAS delivered the 
opinion of the Court 

The Bankruptcy Code permits debtors 
to exempt certain property from the bank
ruptcy estate. allowing them to retain those 
assets rather than divide them among their 
creditors. 11 U. S. C. §522. The question 
in this case is whether debtors can exempt 
assets in their Individual Retirement Ac
counts (lRAs) from the bankruptcy estate 
pursuant to §522(d)( lO)(E). We hold that 
IRAs can be so exempted. 

Petitioners Richard and Betty Jo 
Rousey were formerly employed at 

Northrup Grumman Corp. At the ter
mination of their employment. Northrup 
Grumman required them to take lump-sum 
distributions from their employer-spon
sored pen~ion plans. III rc ROllse\,. 283 
B. R. 265. 268 (Bkrtcy. App. Panel 
CA8 2002): Brief for Petitioners 2. The 
Rouseys deposited the lump sums into two 
IRAs. one in each of their names. 283 
B. R .. at 268, 

The Rouseys' accounts qualify as IRAs 
under a number of requirements imposed 
by the Internal Revenue Code. Each ac
count is "a trust created or organized in 
the United States for the exclusive benefit 
of an individual or his beneficiaries." 26 
U. S. C. *408(a) (2000 cd. and Supp. 
II). The Internal Revenue Code limits 
the types of assets in which IRA-holders 
may invest their accounts. §§408(a)(3). 
(a)(5). and provides that the balance in 
IRAs is nonforfeitable, §408(a)(4). It 
also caps yearly contributions to IRAs. 
§408(0)(2). Withdrawals made before the 
accountholder turns 59 1/2 are. with limited 
exceptions, subject to a 10 percent tax 
penalty. *72(1). 

IRA contributions receive favorable tax 
treatment ]n particular. the Internal Rev
enue Code generally defers taxation of the 
money placed in IRAs and the income 
earned from those sums until the assets 
are withdrawn. See ~219(a) (contributions 
to IRAs are tax deductible); §408(e)(l) 
(IRA is tax exempt). Moreover, within 
a certain timeframe accountholders can. 
as the Rouseys did here, rollover dis
tributions received from other retirement 
plans. ~408(a)( I). The Internal Revenue 
Code encourages such roll overs by making 
them nontaxable. §~408(d)(3). 402(c)(I). 
403(b)(8), and 457(e)( 16). 

The Rouseys' IRA agreements. as well 
as relevant regulations. provide that their 
"entire interest in the custodial account 
must be, or begin to be, distributed by" 
April I following the calendar yearend in 
which they reach age 70 1/2. In re ROllsey. 

275 B. R. 307.310 (Bkrtcy. Ct. WD Ark. 
2002). The IRA agreements permit with
drawal prior to age 59 1/:, but note the fed
eral tax penalties applicable to such distri
butions. Id .. at 311. 

Several years after establishing their 
IRAs. the Rouseys filed a joint Chapter 7 
bankruptcy petition in the United States 
Bankruptcy Court for the Western Dis
trict of Arkansas. In the schedules and 
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statements accompanying their petition. 
the Rouseys sought to shield portions of 
their IRAs from their creditors by claiming 
them as exempt from the bankruptcy estate 
pursuant to II U. S. C. ~522(d)(I0)(E). 

This exemption prcwides that a debtor may 
withdraw from the bankruptcy estate his 
"right to recei \e-

"(E) a payment under a stock bonus. 
pension. profit-sharing. annuity. or sim
ilar plan or contract on account of ill
ness. disability. death. age. or length of 
service. to the extent reasonably neces
sary for the support of the debtor and 
any dependent of the debtor .... " 
The Bankruptcy Coul1 appointed re

spondent Jill R. Jacoway as the Chapter 
7 Trustee. As Trustee. Jacoway is re
sponsible for overseeing the liquidation 
of the bankruptcy estate and the distribu
tion of the proceeds. She objected to the 
Rouseys' claim for the exemption of their 
IRAs and moved for turnover of those 
sums to her. The Bankruptcy Court sus
tained Jacoway's objection and granted 
her motion. 275 B. R .. at 309. 

The Rouseys appealed. The Bank
ruptcy Appellate Panel (BAP) agreed 
with the Bankruptcy Court that the 
Rouseys could not exempt their IRAs 
under ~522(d)(lO)(E). It concluded that 
the IRAs were not" 'similar plan[s) or 
contract[s)' .. to stock bonus. pension. 
profitsharing. or annuity plans, because, 
by <.:Untrast to the limited access permitted 
in such plans. the Rouseys had "unlimited 
access" to the funds held in their IRAs. 
283 B. R .. at 272. That access also meant. 
the BAP reasoned. that the Rouseys had 
complete control over the funds in their 
IRAs. "subject only to a ten percent tax 
penalty." Id .. at 273. Because they had 
such control. the payments from the IRAs 
were not "on account of any factor listed 
in II U. S. C. ~522(d)( 10)(E)." Ibid. 

The Rouseys again appealed and the 
Court of Appeals for the Eighth Circuit 
affirmed. The Court of Appeals con
cluded that. even if the Rouseys' IRAs 
were "'similar plans or contracts' " to 
stnd bonus. pension. profitsharing. or 
annuity plans. their IRAs gave them no 
right to receive payment" 'on account of 
age.' .. III 1'1' Rlluse.". 347 F. 3d 689, 693 
(2003l. Like the BAP. the Court of Ap
peals reasoned that the Rouseys' right to 
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payment was conditioned neither on aae 
. e 

nor on any 01 the other statutory factors. 
Their IRAs were instead "readily accessi
blc savings accounts of which the debtors 
may easily avail themselves (albeit with 
some discouraging tax consequences) at 
any time for any purpose." Ibid, The Court 
of Appeals recognized that several of its 
sister Circuits had reached a contrary re
sult. Ibid. See In re Bmeller, 243 F. 3d 
242.243-244 (CA6 2001): III re McKown, 
2m F. 3d 1188, 1190 (CA9 2000); In re 
Dubroff, 119 F. 3d 75,78 (CA2 1997): In 
re Carmichael, 100 F. 3d 375, 378 (CAS 
1996). 

We granted certiorari to resolve this 
division among the Courts of Appeals 
regarding whether debtors can exempt 
IRAs from the bankruptcy estate under II 
U. S. C. §522(d)(I0)(E), 541 U. S. 1085 
(2004 ). 

II 

As a general matter, upon thc filing of 
a petition for bankruptcy, "all legal or eq
uitable interests of the debtor in property" 
become the property of the bankruptcy es
tate and will be distributed to the debtor's 
creditors. §541(a)(l). To help the debtor 
obtain a fresh start, the Bankruptcy Code 
permits him to withdraw from the estate 
certain interests in property, such as his car 
or home, up to certain values. See, e.g., 
§522(d); United States l'. Security Indus
trial Bank, 459 U. S. 70, 72, n. t (\ 982). In 
this case, the Rouseys claimed their IRAs 
as exempt under §522(d)(10)(E). Under 
the terms of the statute, see supra, at 3, the 
Rouseys' right to receive payment under 
their IRAs must meet three requirements 
to be exempted under this provision: (1) 
the right to receive payment must be from 
"a stock bonus, pension. profitsharing, an
nuity. or similar plan or contract"; (2) the 
right to receive payment mllst be "on ac
cOllnt of illness, disability. death, age, or 
length of service"; and (3) even then, the 
right to receive payment may be exemptcd 
only "to the extent" that it is "reasonably 
necessary to support" the accountholder or 
his dependents. §522(d)(IO)(E). 

The dispute in this case is whether the 
Rouseys' IRAs fulfill the first and sec
ond requirements. This Court implied that 
IRAs like the Rouseys' satisfy both ele
ments in Patterson v. Shumate, 504 U. S. 
753 (\ 992). There, in construing another 

section of the BankruptL'y Code, this Court 
stated that IRAs could he exempted pur
suant to ~522(dl\ tOI(E). M. at 762-763 
("Although a deblllr', interest [in an IRA) 
could not be oduded under ~541(e)(2) 

. that interest newrtheless eould 
be exempted under ~522(d)( IOl(E)" (foot
note omitted)). \Ve no\\ n:affinn that state· 
ment and conclude that IRAs can be ex· 
empted from the bankruptcy estate pur· 
suant to ~522(d)( IO){El. 

A 

We turn first to the requirement that the 
payment be "on account of illness, dis
ability, death, age. or length of service." 
Ibid. We have interpreted the phrase "on 
account of' elsewhere within the Bank. 
ruptcy Code to mean "because of," thereby 
requiring a causal connection between the 
term that the phrase "on account of' mod· 
ifies and the factor specified in the statute 
at issue. Bank of America Nor. [/'list and 
Sal'. Assn, 1: 203 North LaSalle Street 
Partnership, 526 U. S. 434, 450-451 
(1999). In reaching that conclusion, we 
noted that "because of' was "ccrtainly the 
usage meant for the phrase at other places 
in the [bankruptcy) statute." including the 
provision at issue here-§522(d)( IO)(E). 
Ihid. This meaning comports with the 
common understanding of "'on account 
of." See, e.g., Random House Dictio
nary of the English Language 13 (2d ed. 
1987) (listing as definitions "by reason 
of," "because of'); Webster's Third New 
International Dictionary 13 (1981) (here
inafter Webster's 3d) (same). The context 
of this provision does not suggest that 
Congress deviated from the term's ordi· 
nary meaning. Thus, "on account of' in 
~522(d)(I0)(E) requires that the right to 
receive payment be "because of' illness, 
disability, death, age. or length of service. 

Jacoway argues that the Rouseys' right 
to receive payment from their IRAs is not 
"bccause of' these listed factors. In partic
ular, she asserts that the Rouseys can with
draw fund\ from their IRAs for any reason 
at all. so long as they are willing to pay a 10 
percent penalty. Thus, Jacoway maintains 
that there is no causal connection between 
the Rouseys' right to payment and age (or 
any other factOr), because their IRAs pro· 
vide a right to payment on demand. 

We disagree. The',(atutes governing 
JRAs per,uade us that the Rouseys' right 



to payment from IRAs is causally con
nected to their age. Their right to receivc 
payment of the entire balance is not in 
dispute. Because their accounts qualify 
as IRAs under 26 U. S. C. §408(a) (2000 
ed. and Supp. II), the Rouscys have a 
nonforfeitable right to the balance held 
in those accounts, §408( a)( 4). That right 
is restricted by a 10 percent tax penalty 
that applies to withdrawals from IRAs 
made before the accountholder turns 59 1/2. 

Contrary to Jacoway's contention. this tax 
penalty is substantial. The deterrcnt to 
early withdrawal it creates suggests that 
Congress designed it to preclude early 
access to IRAs. The low rates of early 
withdrawals are consistent with the notion 
that this penalty substantially deters early 
withdrawals from such accounts.l 

Because the 10 percent penalty applies 
proportionally to any amounts withdrawn, 
it prevents access to the 10 percent that 
the Rouseys would forfeit should they 
withdraw early, and thus it effectively pre
vents access to the entire balance in their 
IRAs.2 It therefore limits the Rouseys' 
right to "payment" of the balance of their 
IRAs. And because this condition is rc
moved when the accountholder turns age 
59 1/2, thc Rouseys' right to the balance of 
their IRAs is a right to payment "on ac
count of' age.3 The Rouseys no more have 
an unrestricted right to payment of the bal
ance in their IRAs than a contracting party 
has an unrestricted right to breach a con
tract simply because the price of doing so 
is the payment of damages. 4 Accordingly. 
we concludcd that the Rouseys IRAs pro
vide a right to payment on account of age. 

B 

In addition to requiring that the IRAs 
provide a right to payment "on account 01" 
age or one of the other factors listed in the 
statute, 11 U. S. C. §522(d)( 10)(E) also 
requires the Rouseys' IRAs to be "stock 
bonus, pension, profitsharing, annuity, or 
similar plan[sj or contractlsj." No party 
contends that the Rouseys' IRAs are stock 
bonus, pension, profitsharing, or annuity 
plans or contracts. The issue, then, is 
whether the Rouseys' IRAs are "similar 
plan[sj or contract[s]" within the mean
ing of §522(d)( I O)(E). To be "similar," an 
IRA must be like, though not identical 
to, the specific plans or contracts listed 
in §522(d)(lO)(E), and consequently must 
share characteristics common to the listed 
plans or contracts. See American Heritage 
Dictionary of the English Language 1206 
(1981) (hereinaftcr Am. Hert.): Webster's 
3d 2120. 

The Rouseys contend that IRAs are 
"similar" to stock bonus, pension, prof
itsharing, or annuity plans or contracts, 
in that they have the same "primary pur
pose," namely, "enabl[ingj Americans 
to save for their retirement." Repy Brief 
for Petitioners 13. Jacoway counters that 
IRAs are unlike the listed plans because 
those plans provide "deferred compensa
tion," Brief for Respondent 22, whereas 
IRAs allow complete access to deposited 
funds and are therefore not deferred at all, 
id., at 22-24. We agree with the Rouseys 
that IRAs are similar to the plans speci
fied in the statute. Thosc plans, likc thc 
Rouseys' IRAs, provide a substitute for 

wages (by wages, for present purposes, we 
mean compensation earned as hourly or 
salary income), and are not mere savings 
accounts. The Rouseys' IRAs are there
fore "similar plants] or contract[sj" within 
the meaning of §522(d)( IO)(E). 

We turn first to the characteristics 
the specific plans and contracts listed in 
§522(d)(10)(E) share. The Bankruptcy 
Code does not define the terms "profit
sharing," "stock bonlls," "pension," or 
"annuity." Accordingly. we look to the 
ordinary meaning of these terms. United 
States v. LaBonte, 520 U. S. 751, 757 
(1997); Perrill v. Ullited States, 444 
U. S. 37, 42 (1979). A "profitsharing" 
plan, of course, is "[a] system by which 
cmployees receive a share of the prof
its of a business enterprise." Am. Hert. 
1045.5 Profitsharing plans may provide 
deferred compensation, but they may also 
be "cash plans" in which a predetermined 
percentage of the profits is distributed to 
employees at set intervals. 1. Langbein & 
B. Wolk, Pension and Employee Benefit 
Law 48 (3d ed. 2000). A stock bonus plan 
is like a profitsharing plan, except that 
it distributes company stock rather than 
cash from profits. ld., at 49.6 A pension is 
defined as "a fixed sum. , . paid under 
given conditions to a person following his 
retirement from service (as due to age or 
disability) or to the surviving dependents 
of a person entitled to such a pension." 
Webster's 3d 1671.7 Finally, an annuity 
is "an amount payable yearly or at other 
regular intervals ... for a certain or un-

I See Amromm & Smith, What Explains Early Withdrawal> from Retiremenl Accollnts'~ Evidence From a Panel of Taxpayers. 5" National Tax Journal 595. 602 ISept. 20(3) (Table I) 

13.4 percent of IRA holder> took penalized withdrawals in 1996); III rc Cilek, 115 B, R, 974, 988, n. 15 (Bkrtcy. Ct. WD Wis. 1990) ("[O]f the $6.457,306,674 deposited in IRAs in the 

nation's credit unions, only 1.2S'r was withdrawn early and suffered a tax penalty during 1'187. and only 1.27% was withdrawn during 1988"); see al.io Sabelhaus, Projecting IRA Balances 

and Withdrawals. 20 Employee Benefit Research Institute Notes 1. 3 (May 1999) (findmg that "[tJhe pattern in both [1993 and 1996J suggests infrequent w,thdrawals from IRAs" by those 

under 59 1/, and noting the consistency of this pattern with the view that the penalty "has a big impact on withdrawal behavior"), 

~ We need not and do not reach the question whether penalties of Ie" than 10 percent or of a fixed amount would also be a sufficient barrier to early withdrawal. 

.1 The Rouseys are entitled to penalty-free distributions because of fadors apart from age in certain elfcumstances, See 26 U S, C. ** 72(t)(2)( A)(ii)-iiv) (pennitting penalty-free distributions 

due to the death of or disability of the IRA-holder, or as substantially equal periodic payments for the hfe expectancy of the accountholderi; 72(t)(2)( B) (medical expenscq; 72( t )(2)1 D)-(F) 

(health insurance premium~, certain higher education expenses, and first-time home purchase). But the~e circumstances are confined to ~pecific and narr01N use:.... See i}~jra, at 12-13. Thus. 

th,lt there are other circum:-.tancc .... in which the Rouscys can receive payment does not change our conclu:-.ion that they have a right to payment on account of age. for thc;-,c exception,.., do not 
undennino the fact that they cannot obtain unrestricted use of their funds until age 59'/, Moreover, *522(d)( I O)(EI requires that the right to payment be on account of age-not that it be 

solely on account of thlS facto" 

40 'Gill'ie v, United Stales, 519 U, S, 79 (1996), and Commissioner v. Schfeier, 515 U, S, 323 (1995), upon which Jacoway relies, Brief for Respondent 17-19. arc consistent with our 

conclusion that petititmcl.\' IRAs ..,ati..,fy the .\tatutc':"I "on a«:ount of' requirement. Those ca.\e.\ involved the meaning of the phrase "on account of" In J tax provl.\ion that permitted the 
exclusion from income of damages re .... :eiveo .. 'on account' ot per~()nal InJunes." 0 'GIII'le, supra, at 81 (emphao,;is delete-d): Sell/eler. '\upra, at 329. In both ca:-.e:"l, we reJcdcd the claim that 

damages that were punitive in nature were on <.In:ount of personal injuries, since such damages did not compensate for the personal injuries. O'Cih-ie, supra. at H3-H4: Schleier, supru. at 

331-332, In so holding in O·Cifl'ie. we expressly rejected a '"but for" causation reading of the statute See 519 U. S" at 82-83 We IOstead concluded, as we have here. that Ihe phrase "on 

account of' mean.., "'by re..t:-.on of [. orl becau:-.c of. '" Id, at 83. 

5 See also 12 Oxford Engh'h Dictionary 5XO (2d cd, I Y~9) (OED) 1"'[T[he sharing of profits, spec. between employer and employed 'I; Webster's 3d 1811 ("[ A I system or process under 

which employees receive i.l part uf the prufib of an industrial or commerClal enterprise"). 

(-, See also id .. at 2247 (defining '\tock bonu ...... a~ "a bonus paid to corporation executives and employee~ in ;.hare~ of ::.tock'·). 

7 See <llso Am. Hert. l)7() ~"sum of money palli regularly a:"l a retirement benefit or by way ofpatron:..lge"). 
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certain period (as for years, for life, or in 
perpetuity)." lei .. at SS.~ 

The common feature of all of these 
plans is that they provide income that 
substitutes for wages earned as salary or 
hourly compensation. This understanding 
of the plans' similarities comports with the 
other types of paymenh that a dcbtor may 
exempt under *522(d)( IU)-all of which 
concern income that substitutes for wages. 
See. e.g., *522(d)( IO)(A) ("social secu
rity benefit, unemployment compensation. 
or a local public assistance benefit"); 
*522(d)( 10)(B) ("a veterans' benefit"); 
*522(d)( IO)(C) ("disability. illness, or 
unemployment benefit"); *522(d)( IO)(D) 
("alimony, support, or separate mainte
nance"). But the plans are dissimilar in 
other respects: Employers establish and 
contribute to stock bonus, profitsharing. 
and pension plans or contracts. whereas 
an individual can establish and contribute 
to an annuity on terms and conditions he 
selects. Moreover, pension plans and an
nuities provide deferred payment. whereas 
profitsharing or stock bonus plans may 
or may not provide deferred payment. 
And while a pension provides retirement 
income. none of these other plans neces
sarily provides retirement income. What 
all of these plans have in common is that 
they provide income that substitutes for 
wages. 

Several considerations convince us that 
the income the Rouseys will derive from 
their IRAs is likewise income that sub
stitutes for wage~. First. the minimum 
distribution requirements, as discussed 
above. require distribution to begin at the 
latest in the calendar year after the year 
in which the aeeountholder turns 701/2. 

Thus, accountholders must begin to with
draw funds when they are likely to bc 
retired and lack wage income. Second. the 
Internal Revenue Code defers taxation of 
money held in accounts qualifying as IRAs 
under ~6 U. S. C. ~4oS(a) (2000 ed. and 
Supp. II) until the year in which it is dis
trihuteu. treating it as income only in such 
years. ~*21c), 40S(e) (2000 ed. and Supp. 
Ill. This tax treatment further encourages 

accnuntholders to wait until rctirement 
to withdraw the funds: The later with
drawal occurs, the longer the taxes on the 
amounts arc deferred. Third. absent the 
applicability of other exceptions discussed 
above. withdrawals before age 59 1/2 are 
subject to a tax penalty. restricting pre-re
tirement access to the funds. Finally, to 
ensure that the beneficiary uses the IRA in 
his retirement years. an accountholder's 
failure to take the requisite minimum 
distributions results in a 50-percent tax 
penalty on funds improperly remaining in 
the account. ~4974(a). All of these fea
tures show that IRA income substitutes for 
wages lost upon retirement and distinguish 
IRAs from typical savings accounts. 

We find unpersuasive Jacoway's con
tention that the IRAs cannot be similar 
plans or contracts because the Rouseys 
have complete access to them. At bottom, 
this contention rests, as did her "on ac
count of' argument. on the premise that the 
tax penalty imposed for early withdrawal 
is modest and hence not a true limit on the 
withdrawal of funds. As explained above, 
however, that penalty erects a substantial 
barrier to early withdrawal. Supra, at 6-7. 
Funds in a typical savings account, by con
trast. can be withdrawn without age-based 
penalty. 

We also reject Jacoway's argument that 
the availability of IRA withdrawals ex
empt from the 10 percent penalty renders 
the Rouseys' IRAs morc like savings ac
counts. Whilc Jacoway is correct that the 
Internal Revenue Code permits penalty
free early withdrawals in certain limited 
circumstances, 26 U. S. C. §72(t)(2), these 
exceptions do not reduce the IRAs to sav
ings accounts. 

The exceptions are narrow. For ex
ample, penalty-free early distributions for 
health insurance premiums are limited 
to unemployed individuals who have re
ceived unemployment compensation for 
at least 12 consecutive weeks and have 
taken those distributions during the same 
year in which the unemployment com
pensation is made. *72(1)(2)(D). These 
payments are further limited to the actual 

amount paid for insurance for the account
holder, his spouse, and his dependents. 
*72(t)(2)(D)(iii). The Internal Revenue 
Code likewise caps the amount of. and 
sets qualifications for. both the higher 
education expenses and first-time home 
purchases for which penalty-free early 
distributions can be taken. **72(t)(2)(E), 
72(t)(7) (higher education expenses); 
*§72(t)(2)(F), 72(t)(S) (home purchases). 
The Internal Revenue Code also permits 
penalty-free distributions to a beneficiary 
on the death of the accountholder or in 
the event that the accountholder becomes 
disabled. *§72(t)(2)(A)(ii)-(iii).9 

These exceptions are limited in amount 
and scope. Even with these carveouts, an 
early withdrawal without penalty remains 
the exception, rather than the rule. And as 
we explained in discussing the "on account 
of' requirement. withdrawals from other 
retirement plans receive similar tax treat
ment. 

Our conclusion that the Rouseys' 
IRAs can be exempt under II U. S. C. 
§522(d)(lO)(E) finds support in clauses 
(i)-(iii) of §522(d)(lO)(E). These clauses 
bring into the estate certain rights to pay
ment that otherwise would be exempt 
under §S22(d)(I0)(E). They provide that a 
right to receive payment cannot be exempt 
if: 

"(i) such plan or contract was estab
lished by or under the auspices of an 
insider that employed the debtor at the 
time the debtor's rights under such plan 
or contract arose;" 
"(ii) such payment is on account of age 
or length of service;" and 
"(iii) such plan or contract does not 
qualify under section 40I(a), 403(a), 
403(b) or 40S of the Internal Revenue 
Code of 1986." 

Thus, clauses (j)-(iii) preclude the debtor 
from using this exemption if an insider es
tablished his plan or contract; the right to 
receive payment is on account of age or 
length of service; and the plan does not 
qualify under the specified Internal Rev
enue Code sections, including the section 

"SlT ,Ii ... u ,t!.. ,It )4 ("[Tlhe Jllnu.1i Pd)ml"lll uf .In Jllu\\Jnl~ or income": "[tlhe intere~t or dividcnd~ paid annually on an investment of monc~"); I OED 4~H ("'a] yearly grant. allowance. 
(If 111\.\)11)(', ()I" "1 ,lin 111\ c..,tll1('nl llt l1l01lL'\, \.\ hl"feh\ tht' in\ e..,tOf bel'omc~ entitled to receiVe a :-.eries of equal annual payment~, which. except In the ca:-.e of perpetual annultle.'l, includes the 

ulilillall' fl'turn (If huth rnllLir~tI ,UlJ inll:h.~"t") . 

"The q"tute "h" pelllJlh pell;llt) ·hee edrl) Withdrawal in the lorm or ,ub\talltially equal periodic payments made for thc life expectancy oj the accountholdcr. 26 U S. C. *72(1)(2)(iv). ThiS 
\.'\I..".'plll1Il I" hkl'\\ hI..' 1IIl1llL'd It the,,(' p,I\lllcnh art' nHlJified before the Clccounthulder turns 59th or within five years ot the \tart of tho\e payment...,. (he .Jccounthultler muc,t pay not only 

IllL' I:I\C"> th,][ \\lllJld h,I\l' hl'l'll lmpo"l'd l~ll thll'C pn.'\IUlh payment'-.. including the 10 percent penalty. but abo interest for th,e pen~d In whIch the tax ra)rn~nt wa'l uerl:rred. *72(q)(3), As 
,[ li,'''uIL 1t.1Il dL'Ullllllhpldcl 11-.('> till" l'\Ct'plllJn. he IllL!'.t u't." only thi~ ftlrl11 of carh withdrawal. Ie ... ! he pay the penalty. taxes. and mtere''It. :rhe :..tatule permit-, pen:Jlty-free withdrawals for 
IllL'dl(.ti l'\PC!l\l'\, \\ hl, . .-h I' IIkc\\ '''I..' IllllllCJ. ~ 7 2( III ~)I B I. Tht.": ;l;11mmt that can be 'withdrawn i~ capped by the amount that can be deducted In J given year. Ihid. 
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that governs IRAs, 26 U. S. C. §408 (2000 
ed. and Supp. II). 

As a general matter, it makes little 
sense to exclude from the exemption plans 
that fail to qualify under §408, unless 
all plans that do qualify under §408, in
cluding IRAs, are generally within the 
exemption. If IRAs were not within II 
U. S. C. §522(d)(10)(E), Congress would 

not have referred to them in its excep
tion. McKown, 203 F. 3d, at 1190. More 
specifically, clause (iii) suggests that plans 
qualifying under 26 U. S. C. §408 (2000 
ed. and SUpp. II), including IRAs are 
similar plans or contracts. The other sec
tions of the Internal Revenue Code cited 
in clause (iii)-§§401(a), 403(a), and 
403(b)-all establish requirements for 
tax-qualified retirement plans that take 
the form of, among other things, annu
ities, profitsharing plans, and stock bonus 
plans. By grouping §408 with these other 
plans that are of the specific types listed in 
subparagraph (E), clause (iii) suggests that 
IRAs are similar to them. Thus, the text of 
these clauses not only suggests generally 
that the Rouseys' IRAs are exempt, but 

also supports our conclusion that they are 
"similar plan[s] or contract[sj" under 11 
U. S. C. §522(d)(1O)(E). 

* * * 
In sum, the Rouseys' IRAs fulfill both 

of §522(d)(1 O)(E)' s requirements at issue 
here-they confer a right to receive pay
ment on account of age and they are similar 
plans or contracts to those enumerated in 
§522(d)( I O)(E). The judgment of the Court 
of Appeals is therefore reversed, and the 
case is remanded for further proceedings 
consistent with this opinion. 

It is so ordered. 

Section 472.-Last-in, 
First-out Inventories 
26 CFR 1.472-1: l",lSI-in, Firs/-oUl inventories. 

LIFO; price indexes; department 
stores. The January 2006 Bureau of La
bor Statistics price indexes are accepted 
for use by department stores employing 
the retail inventory and last-in, first-out 
inventory methods for valuing inventories 

for tax years ended on, or with reference 
to, January 31, 2006. 

Rev. Rul. 2006-15 

The following Department Store Inven
tory Price Indexes for January 2006 were 
issued by the Bureau of Labor Statistics. 
The indexes are accepted by the Inter
nal Revenue Service, under § 1.472-1(k) 
of the Income Tax Regulations and Rev. 
Proc. 86-46, 1986-2 C.B. 739, for ap
propriate application to inventories of 
department stores employing the retail 
inventory and last-in, first-out inventory 
methods for tax years ended on, or with 
reference to, January 31, 2006. 

The Department Store Inventory Price 
Indexes are prepared on a national basis 
and include (a) 23 major groups of depart
ments, (b) three special combinations of 
the major groups - soft goods, durable 
goods, and miscellaneous goods, and (c) a 
store total, which covers all departments, 
including some not listed separately, ex
cept for the following: candy, food, liquor, 
tobacco, and contract departments. 

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

1. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 
10. 
11. 
12. 
13. 
14. 
15. 
16. 
17. 
18. 
19. 
20. 
21. 
22. 
23. 

Groups 

Piece Goods ............................................ . 
Domestics and Draperies ................................. . 
Women's and Children's Shoes ........................... . 
Men's Shoes ............................................ . 
Infants' Wear ........................................... . 
Women's Underwear. .................................... . 
Women's Hosiery ....................................... . 
Women's and Girls' Accessories .......................... . 
Women's Outerwear and Girls' Wear ...................... . 
Men's Clothing ......................................... . 
Men's Furnishings ....................................... . 
Boys' Clothing and Furnishings ........................... . 
Jewelry .. , ......................... , .................... . 
Notions ................................................ . 
Toilet Articles and Drugs ................................. . 
Furniture and Bedding ................................... . 
Floor Coverings ......................................... . 
Housewares ............................................. . 
Major Appliances ........................................ . 
Radio and Television ..................................... . 

. 2 
Recreation and EducatIOn ................................ . 
Home Improvements2 

.................................... . 
. 2 

Automotive Accessones ................................. . 

Jan. 2005 

494.0 
536.5 
643.3 
840.6 
578.4 
515.2 
338.9 
560.4 
333.3 
534.9 
561.9 
414.9 
879.0 
784.4 
994.7 
604.9 
598.2 
711.8 
202.6 

40.0 
78.3 

135.6 
113.8 

Percent Change 
from Jan. 2005 

Jan. 2006 to Jan. 20061 

436.7 -11.6 
506.9 -5.5 
67l.3 4.4 
868.1 3.3 
555.2 -4.0 
545.6 5.9 
34l.3 0.7 
555.4 -0.9 
325.7 -2.3 
516.8 -3.4 
555.5 -1.1 
396.5 -4.4 
868.9 -1.1 
794.2 1.2 

1010.7 1.6 
603.9 -0.2 
611.0 2.1 
699.4 -1.7 
204.3 0.8 

37.4 -6.5 
77.3 -l.3 

138.0 1.8 
117.2 3.0 
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

Percent Change 
from Jan. 2()()5 

Groups Jan. 2005 Jan. 2006 to Jan. 20061 

Groups 1-15: Soft Goods ................... , ., ................ . 546.2 540.9 -1.0 
380.7 375.6 -1.3 
92.8 93.1 0.3 

Groups 16-20: Durable Goods ..................... , ..... , ...... . 
Groups 21-23: Misc. Goods~ ......... , .. , ...................... . 

Store Total) ................... ' ......................... . 487.2 482.8 -0.9 

1 Absence of a minus sign before the percentage change in this column signifies a price increase. 
~ 

-Indexes on a January 1986 = 100 basco 

)The store total index covers all departments, including some not listed separately, except for the following: candy, food, liquor, 
tobacco and contract departments. 

DRAFfING INFORMATION 

The principal author of this revenue 
ruling is Michael Burkom of the Office 
of Associate Chief Counsel (Income Tax 
and Accounting). For further informa
tion regarding this revenue ruling, contact 
Mr. Burkom at (202) 622-7924 (not a 
toll-free call). 

Section 1502.-Regulations 
26 CFR 1.1502-21: New "perating losses, 

T.D.9254 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Guidance Under Section 
1502; Suspension of Losses 
on Certain Stock Dispositions 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final rule and removal of tem
porary regulations. 

SUMMARY: This document contains fi
nal regulations under section 1502 of the 
Internal Revenue Code of 1986. The reg
ulations apply when a member of a con
solIdated group transfers subsidiary stock 
at a loss. They also apply when a mem
ber holds loss shares of subsidiary stock 
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and the subsidiary ceases to be a member 
of the group. These regulations finalize 
§ 1.1502-35T without substantive change. 

DATES: Effective Date: These regulations 
are effective on March 9, 2006. 

Applicability Date: For dates of 
applicability, see § § 1.1502-21 (h)(8), 
1.1502-32(h)(6), 1.1502-35(f), and 
1.1502-35U ). 

FOR FURTHER INFORMATION 
CONTACT: Theresa Abell (202) 
622-7700 or Martin Huck (202) 622-7750 
(not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in these final regulations has been 
reviewed and approved by the Office of 
Management and Budget in accordance 
with the Paperwork Reduction Act of 1995 
(44 U.S.c. 3507(d» under control number 
1545-1828. 

The collection of informa-
tion III these regulations is in 
§~ 1.1502-35(c), 1.1502-35(c)(5)(iii), 
and 1.l502-35(g)(3). This information is 
required by the IRS to verify compliance 
with section 1502 of the Code. This infor
mation will be used to determine whether 
the amount of tax has been calculated 
correctly. The collection of information is 
required to properly determine the amount 
permitted to be taken into account as a 
loss. The respondents are corporations 
filing consolidated returns. The collection 

of information is required to obtain a 
benefit. 

Estimated average annual burden per 

respondent and/or recordkeeper: 2 hours. 

Comments concerning the accuracy of 
this burden estimate and suggestions for 
reducing this burden should be directed to 
the Office of Management and Budget, 
Attn: Desk Officer for the Department of 
Treasury, Office of Information and Reg
ulatory Affairs, Washington, DC 20503, 
with copies to the Internal Revenue Ser
vice, Attn: IRS Reports Clearance Officer, 
SE:W:CAR:MP:T:T:SP, Washington, DC 
20224. 

An agency may not conduct or sponsor, 
and a person is not required to respond to, a 
collection of information unless it displays 
a valid control number. 

Books or records relating to the col
lection of information must be retained as 
long as their contents may become mate
rial in the administration of any Internal 
Revenue law. Generally, tax returns and 
tax return information are confidential, as 
required by 26 U.S.c. 6103. 

Background 

On September 19, 1991, the IRS 
and Treasury Department published 
§ 1.1502-20 (the loss disallowance rule, 
or LDR). See T.D. 8364, 1991-2 C.B. 
43 [56 FR 47379]. The LOR addressed 
two problems arising in the consolidated 
return context: the circumvention of Gen
eral Utilities repeal and the duplication of 
loss. 



On July 6, 200 I, in Rite Aid Corp. v. 
United States, 255 F.3d 1357 (Fed. Cir. 
2001), the Court of Appeals for the Federal 
Circuit held that the duplicated loss provi
sions of the LOR were an invalid exercise 
of regulatory authority. In response to the 
court's decision, the IRS and Trcasury De
partment promulgated two regulations to 
replace the LOR. The first, § 1.337(d)-2T 
(temporary General Utilities regulation), 
was published on March 12, 2002, to 
address the circumvention of General 
Utilities repeal. See TO. 8984, 2002-1 
c.B. 668 [67 FR 11034]. The second, 
§l.1S02-3ST, was published on March 
14,2003, to address the inappropriatc du
plication of loss. See TO. 9048, 2003-1 
C.B. 644 [68 FR 12287J. TO. 9048 
also included certain related provisions 
promulgatcd under §§1.1502-2IT and 
I.lS02-32T 

Comments and Explanation of 
Revisions 

On March 3, 200S, the temporary 
General Utilities regulation was adopted 
without substantive change as final regula
tion §1.337(d)-2. See TD. 9187, 200S-13 
I.R.B. 778 [70 FR 10319J. The preamble 
in TO. 9187 states that the IRS and Trea
sury Department are continuing to study 
the issues and intend to publish proposed 
regulations adopting an alternati ve ap
proach to addressing the circumvention of 
General Utilities repeal. 

In response to the promulgation of 
§ 1.337(d)-2 (in both its temporary and 
final form) and § I.IS02-3ST, practition
ers have provided many comments on the 
operation and effect of the rules contained 
therein. The IRS and Treasury Dcpart
ment have studied, and continue to study, 
the comments and the issues addressed in 
both regulations. As a result, the IRS and 
Treasury Department intend to publish 
proposed regulations that address both the 
circumvention of General Utilities repeal 
and the inappropriate duplication of loss 
in a single integrated regulation. The IRS 
and Treasury Department intend to publish 
thc proposed regulations in the near term. 

Until those proposed regulations are 
published as final or temporary regula
tions, howevcr. thc circumvention of Gen
eral Utilities repeal will continue to be 
addressed by § 1.337(d)-2 and the duplica
tion of loss will continue to be addressed 

by the rules of § 1.IS02-3ST. Accordingly, 
this Treasury decision adopts the rules of 
§ l.lS02-3ST (as in effect on Fehruary 
I, 2006) as final regulation § I.IS02-3S. 
The final regulations do not change the 
rules of the temporary regulations substan
tively. They do, however, modify certain 
examples in the temporary regulations to 
reflect the enactment of section 362( e )(2). 
These modifications do not change the 
operation of the regulations or address 
the application of section 362(e)(2) to 
transactions between members of a con
solidated group. The final regulations also 
correct an error in Example 2 in paragraph 
(g)(S) of the proposed regulations. This 
Treasury decision also adopts, without 
substantive change, the related provisions 
in ~~I.IS02-2IT and l.lS02-32T as final 
regulations. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Or
der 12866. Therefore, a regulatory assess
ment is not required. It is hereby certified 
that these regulations will not have a sig
nificant economic impact on a substantial 
number of small entities. This certification 
is based on the fact that these regulations 
will primarily affect affiliated groups of 
corporations that have elected to file con
solidated returns, which tend to be larger 
businesses. Therefore, a Regulatory Flexi
bility Analysis under the Regulatory Flex
ibility Act (S U.S.c. chapter 6) is not rc
quired. Pursuant to section 780S(f) of the 
Code, the NPRM and the temporary regu
lation preceding these regulations was sub
mitted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on their impact on small busi
ness. 

Drafting Information 

The principal authors of these regula
tions are Theresa Abell and Martin Huck 
of the Office of Associate Chief Coun
sel (Corporate). However, other person
nel from the IRS and Treasury Department 
participated in their development. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR parts 1 and 602 
are amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part 1 is amended by adding entries in nu
merical order to read in part as follows: 

Authority: 26 U.S.c. 780S * * * 
Section I.IS02-21(b)(l) and (b)(3)(v) 

also issued under 26 U.S.c. IS02. * * * 
Section l.lS02-32(a)(2), (b )(3 )(iii)(C), 

(b)(3)(iii)(D), and (b)(4)(vi) also issued 
under 26 U.S.c. IS02. * * * 

Section 1.1S02-3S also issued under 26 
U.S.c. IS02. * * * 

Par. 2. Section l.IS02-21 is amended 
by: 

1. Removing the language "§ 1.1S02-
21 T" from paragraph (b)( 1) and adding the 
language "§ 1.1S02-21" in its place. 

2. Revising paragraphs (b)(3)(v) and 
(h)(8). The revisions read as follows. 

§ 1.1502-21 Net operatinR losses. 

* * * * * 
(b) * * * 
(3) * * * 
(v) Losses treated as expired under 

§1.1502-35(j)(l). No loss treated as ex
pired by § I. I S02-3S(f) may be carried 
over to any consolidated return year of the 
group. 

* * * * * 
(h) * * * 
(8) Losses treated as expired under 

§1.1502-35(1)( 1). Paragraph (b)(3)(v) of 
this section is effective for losses treated 
as expired under § I.IS02-3S(f) on and 
after March 10, 2006. For rules regarding 
losses treated as expired before March 10, 
2006, see § 1.1502-21 T(h)(8) as contained 
in 26 CFR part 1 in effect on January 1, 
2006. 

§1.l502-21T [Amended] 

Par. 3. Section 1.1S02-21 T is amended 
by removing paragraphs (b)(3)( v) and 
(h)(8). 

Par. 4. Section 1.1502-32 is 
amended by revising paragraphs (a)(2), 
(b)(3)(iii)(C) and (D), (b)(4)(vi), and 
(h)(6) to read as follows: 
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~ 1, l502-32-!tll'estment udjll,ltmellts. 

(al***(I)*** 

(2) Applimlilill of other rules of la\l'. 
The rulcs of (his section are in addition 
to other rules of law, See. e./? , section 
358 (basis determinations for distribu
tees), section 1016 (adjustments to basis). 
*1.1502-II(b) (limitations on the use of 
losses). ~1.1502-19 (treatment of excess 
loss accounts\. ~1.l502-31 (basis after a 
group structure change), and § 1.1 502-35 
(additional rules relating to stock loss. 
including losses attributable to worthless
ness and certain dispositions not followed 
by a separate return year), p's basis in 
S's stock must not be adjusted under 
this section and other rules of law in a 
manner that has the effect of duplicat
ing an adjustment. For example, if pur
suant to ~ I.IS02-35(c)(3) and paragraph 
(b)(3)(iii)(C) of this section the basis in 
stock is reduced to take into account a loss 
suspended under § I.IS02-3S( c)(I), such 
basis shall not be further reduced to take 
into account such loss, or a portion of such 
loss. if any, that is later allowed pursuant 
to § I.IS02-35(c)(S). See also paragraph 
(h)(S) of this section for basis reductions 
applicable to certain former subsidiaries. 

* * * * * 
(b) * * * 

(3) * * * 
(iii) * * * 
(C) Loss suspellded under 

§ I.J 502-35( c). Any loss suspended 
pursuant to § l.lS02-3S(c) is treated 
as a noncapital, nondeductible expense 
incurred during the taxable year that 
includes the date of the disposition 
to which such section applies. See 
§ 1.1502-3S(c )(3) Consequently, the 
basis of a higher -tier member' s stock of 
P is reduced by the suspended loss in the 
year it is suspended. 

(0) Loss disallowed ullder 
,~1.J502-35(R)(3)(iii), Any loss or 
deduction the use of which is disallowed 
pursuant to *I.IS02-3S(gH3)(iii) (other 
than a loss or deduction described in 
SI.1502-35(g)(3)(i)(B)(li)), and with 
respect to which no waiver described in 
paragraph (b)( -l) of this section is filed, 
is treated as a noncapital. nondeductible 
expense incurred during the taxable 
year that such loss would otherwise be 
absorbed. See ~ 1.1502-3S(g)(3)(iv). 
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* * * * * 
(4) * * * 
(vi) Special rules in the case afcertain 

rransaclio/lS subject to §1.1502-35. If a 

member of a consolidated group transfers 
stock of a subsidiary and such stock has 
a basis that exceeds its value immediately 
before such transfer or a subsidiary is de
consolidated and any stock of such sub
sidiary owned by members of the group 
immediately before such deconsolidation 
has a basis that exceeds its value, all mem
bers of the group are subject to the pro
visions of § 1.1502-3S(b), which generally 
require a redetermination of members' ba
sis in all shares of subsidiary stock. 

* * * * * 
(h) * * * 
(6) Loss suspended under 

§1.1502-35(c) or disallowed under 
§1./502-35(g)(3)(iii). Paragraphs (a)(2), 
(b)(3)(iii)(C), (b)(3)(iii)(D) and (b)(4)(vi) 
of this section are applicable on and 
after March 10, 2006. For rules ap
plicable before March 10, 2006, see 
§1.l502-32T(h)(6) as contained in 26 
CFR part 1 in effect on January 1, 2006. 

* * * * * 
§1.1502-32T [Removed] 

Par. 5. Section 1.1S02-32T is removed. 
Par. 6. Section 1.1S02-35 is added to 

read as follows: 

§1.1502-35 Transfers of subsidiary stock 
and deconsolidatiolls of subsidiaries. 

(a) Purpose. The purpose of this sec
tion is to prevent a group from obtaining 
more than one tax benefit from a single 
economic loss. The provisions of this sec
tion shall be construed in a manner consis
tent with that purpose and in a manner that 
reasonably carries out that purpose, 

(b) Redetermination of basis on certain 
nondec{)nso/idarin/? transfers of subsidiary 
stock and Oil certain deconsolidatiolls of 
subsidiaries-(l) Redetermination of ba
sis on certain Ilondeconsolidating trans
fers of subsidiary stock. Except as pro
vided in paragraph (b)(3)(i) of this section, 
if, immediately after a transfer of stock of 
a subsidiary that has a basis that exceeds 
its value, the subsidiary remains a mem
ber of the group, then the basis in each 
share of subsidiary stock owned by each 
member of the group shall be redetennined 

in accordance with the provisions of this 
paragraph (b)( 1) immediately before sueh 
transfer. All of the members' bases in 
the shares of subsidiary stock immediately 
before such transfer shall he aggregated, 
Such aggregated basis shall be allocated 
first to the shares of the subsidiary's pre
ferred stock that are owned by the mem
bers of the group immediately before such 
transfer, in proportion to, but not in ex
cess of, the value of those shares at such 
time. After allocation of the aggregated 
basis to all shares of the preferred stock 
of the subsidiary pursuant to the preceding 
sentence, any remaining basis shall be al
located among all common shares of sub
sidiary stock held by members of the group 
immediately before the transfer, in propor
tion to the value of such shares at such 
time. 

(2) Redeterminatioll of has is on certaill 

deconsol idations ofsubsidiaries-( i) Allo· 

cation of reallocable basis amoullt. Except 
as provided in paragraph (b)(3)(ii) of this 
section, if, immediately before a deconsol
idation of a subsidiary, any share of stock 
of such subsidiary owned by a member of 
the group has a basis that exceeds its value, 
then the basis in each share of the sub
sidiary's stock owned by each member of 
the group shall be redetermined in accor
dance with the provisions of this paragraph 
(b )(2) immediately before such deconsol
idation. The basis in each share of the 
subsidiary's stock held by members of the 
group immediately before the deconsoli
dation that has a basis in excess of value at 
such time shall be reduced, but not below 
such share's value, in a manner that, to the 
greatest extent possible, causes the ratio of 
the basis to the value of each such share to 
be the same; provided, however, that the 
aggregate amount of such reduction shall 
not exceed the reallocable basis amount (as 
computed pursuant to paragraph (b)(2)(iiJ 
of this section), Then, to the extent of 
the reallocable basis amount, the basis of 
each share of the preferred stock of the 
subsidiary that are held by members of the 
group immediately before the deconsoli
dation shall be increased, but not above 
such share's value, in a manner that, to the 
greatest extent possible, causes the ratio of 
the basis to the value of each such share to 
be the same, Then. to the extent that the 
reallocable basis amount does not increase 
the basis of shares of preferred stock of tbe 
subsidiary pursuant to the third sentence of 



this paragraph (b)(2)(i), such amount shall 
increase the basis of all common shares of 
the subsidiary's stock held by membcrs of 
the group immediately before the decon
solidation in a man ncr that. to thc greatest 
extent possible, causes the ratio of the ba
sis to the value of each such share to be the 

same. 
(ii) Calculation of real/omble basis 

amount. The reallocable basis amount 
shall equal the lesser 01'-

(A) The aggregate of all amounts by 
which, immediately before the deconsol
idation, the basis exceeds the value of a 
share of subsidiary stock owned by any 
member of the group at such time: and 

(B) The total of the subsidiary's (and 
any predecessor's) items of deduction and 
loss, and the subsidiary's (and any prede
cessor's) allocahle share of items of deduc
tion and loss of all lower-tier subsidiaries, 
that were taken into account in computing 

the adjustment under * 1.1502-32 to the 
bases of shares of stock of the subsidiary 
(and any predecessor) held by members 
of the group immediately before the de
consolidation, other than shares that have 
bases in excess of value immediately be
fore the deconsolidation. 

(3) Exceptions to applicatio/l ofredeter

minatioll rules. (i) Paragraph (b)(l) of this 
section shall not apply to a transfer of sub
sidiary stock if-

(A) During the taxable year of such 
transfer, in one or more fully taxahle trans
actions, the members of the group dis
pose of all of the shares of the subsidiary 
stock that they own immediately before the 
transfer, other than the shares the transfer 
of which would otherwise trigger the ap
plication of paragraph (b)(1) of this sec
tion, to a person or persons that are not 
members of the group: 

(B) During the taxable year of such 
transfer, the members of the group are al
lowed a worthless stock loss under section 
165(g) (taking into account the provisions 

of * 1.I502-80(c)) with respect to all of the 
shares of subsidiary stock that they own 
immediately before the transfer. other than 
the shares the transfer of which would oth
erwise trigger the application of paragraph 
(b)(I) of this section: or 

(e) Such transfer is to a memher of the 
group and section 332 (provided the stock 
is transferred to an 80-percent distributee). 
section 351, section 354. or section 361 
applies to such transfer. 

(ii) Paragraph (h)(2) of this section shall 
not apply to a deconsolidation of a sub
sidiary if-

(A) During the taxable year of such de
consolidation, ill olle or more fully taxable 
transactions, the members of the group dis
pose of all of the shares of the subsidiary 
stock that they own immediately hefore the 
deconsolidation to a person or persons that 
are not members of the group: 

(B) Such deconsolidation results from 
a fully taxahle disposition, to a person or 
persons that are not members of the group, 
of some of the shares of the subsidiary, 
and, during the taxable year of such dec(ll1-
solidation. the members of the group are 
allowed a worthless stock loss under sec
tion 165(g) with respect to all of the shares 
of the subsidiary stock that they own im
mediately after the deconsolidation~ 

(e) The members of the group are al
lowed a worthless stock loss under section 
165(g) with respect to all of the shares of 
the subsidiary stock that they own imme
diately before the deconsolidation: 

(D) The deconsolidation of the sub
sidiary results from the deconsolidation of 
a higher-tier subsidiary and, immediately 
after the deconsolidation of the subsidiary, 
none of the stock of the subsidiary is 
owned by a group memher: or 

(E) The deconsolidation of the sub
sidiary results from a termination of the 
group. 

(4) Special rule fill' lower-tier w/J
sidiaries. If, immediately after a transfer 
of suhsidiary stock or a deconsolidation of 
a subsidiary, a lower-tier subsidiary some 
of the stock of which is owned by the 
subsidiary is a member of the group. then. 
for purposes of applying this paragraph 
(b). the subsidiary shall be treated as hav
ing transferred its stock of the lower-tier 
subsidiary. This principle shall apply to 
stock of subsidiaries that are owned by 
such lower-tier subsidiary. 

(5) Stock basis (/{!ju.I!lIIentsjiJl' II igher

tier stock. The basis adjustments required 
under this paragraph (b) result in basis 
adjustments to higher-tier member stock. 
The adjustments are applied in the order 
of the tiers, from the lowest to highest. 
For example, if a common parent owns 
stock of a subsidiary that owns stock of 
a lower-tier subsidiary and the subsidiary 
recogni7.es a loss 011 the disposition of a 
portion of its shares of the lower-tier sub
sidiary stock. the common parent lllust ad-

ju"t its basis in its subsidiary stock under 
the principles of ~ 1.1502-32 to renect the 
adjustments that the subsidiary must make 
to its basis ill its stock of the lower-tier sub
sidiary. 

(6) Orderillg mIl'S. (i) The rules of 
this paragraph (b) apply after the rules of 
* 1.1502-32 are applied. 

(ii) The rules of this paragraph (b) apply 
before the rules of *1.337(d)-2 and para
graph~ (c) and (f) of this section are ap
plied. 

(iii) This paragraph (b) (and any re
sulting basis adjustments to higher-tier 
member stock made pursuant to paragraph 
(b)(5) of this section) applies to redeter
mine the hasis of stock of a lower-tier 
subsidiary before this paragraph (b) ap
plies to a higher-tier member of such 
lower-tier subsidiary. 

(c) Loss .l'u.I'jJclIsioll-( I) General rule. 

Any loss recognized by a member of a con
solidated group with respect to the disposi
tion of a share of subsidiary stock shall be 
suspended to the extent of the duplicated 
loss with respect to such share of stock 
if. immediately after the disposition, the 
subsidiary is a member of the consolidated 
group of which it was a member immedi
ately prior to the disposition (or any suc
cessor group). 

(2) Special rule for lower-tier sub
sidiaries. This paragraph (c)(2) applies 
if neither paragraph (c)( I) nor (f) of this 
section applies to a member's disposi
tion of a share of stock of a subsidiary 
(the departing member). a loss is recog
nized on the disposition of such share, and 
the departing member owns stock of one 
or more other subsidiaries (a remaining 
memher) that is a member of such group 
immediately after the disposition. In that 
case. such loss shall be suspended to the 
extent the duplicated loss with respect to 
the departing member stock disposed of is 
attributable to the remaining member or 
member~. 

(3) Treatment of'suspcnded loss. For 
purposes of the rules of * 1.1502-32. any 
loss suspended pursuant to paragraph 
(cl( I) or (c)(2) of this section is treated 
as a noncapitaL nondeductible expense of 
the member that disposes of subsidiary 
stock. incurred during the taxable year 
that includes the date of the disposi
tion of stock to which paragraph (c)( I ) 
or (c)(2) of this section applies. See 
~ 1.1502-32(b)( 3)( iii)( C). Consequently. 
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the basis of a higher-tier member's stock 
of the member that disposes of subsidiary 
stock is reduced by the suspended loss in 
the year It is suspended. 

(4) Reductio/l ot' .Iu.lpended !O,I.I-(i) 

Gmeral I'lIle. The amount of any loss sus
pended pursuant to paragraphs (e)( I) and 
(c)(~) of this section shall be reduced, but 
not below zero. by the subsidiary's (and 
any successor's) items of deduction and 
loss. and the subsidiary'S (and any succes
sor's) allocable share of items of deduc
tion and loss of all lower-tier subsidiaries, 
that are allocable to the period beginning 
on the date of the disposition that gave rise 
to the suspended loss and ending on the 
day before the first date on which the sub
sidiary (or any successor) is not a mem
ber of the group of which it was a mem
ber immediately prior to the disposition (or 
any successor group), and that are taken 
into account in determining consolidated 
taxable income (or loss) of such group for 
any taxable year that includes any date 
on or after the date of the disposition and 
before the first date on which the sub
sidiary (or any successor) is not a mem
ber of such group; provided, however, that 
such reduction shall not exceed the ex
cess of the amount of such items over the 
amount of such items that are taken into 
account in determining the basis adjust
ments made under ~ 1.IS02-32 to stock of 
the subsidiary (or any successor) owned by 
members of the group. The preceding sen
tence shall not apply to items of deduc
tion and loss to the extent that the group 
can establish that all or a portion of such 
items was not reflected in the computation 
of the duplicated loss with respect to the 
subsidiary on the date of the disposition of 
stock that gave rise to the suspended loss. 

(ii) Opemfiflf!, rules-rAJ Year ill which 
deduction or loss is taken into account. 
For purposes of paragraph (c )(4 )(i) of this 
section, a subsidiary's (or any successor's) 
deductions and losses are treated as taken 
into account when and to the extent they 
are absorbed by the subsidiary (or any suc
cessor) or any other member. To the extent 
that the subsidiary's (or any successor's) 
deduction or loss is absorbed in the year it 
ariscs or is carricd forward and absorbed in 
a subsequent year (e.g .. under section 172. 
46S, or 1212), the deduction is treated as 
taken into account in the year in which it is 
absorbed. To the extent that a subsidiary's 
(or any successor' q deduction or loss is 

666 2006-1 C.B. 

carried back and absorbed in a prior year 
(whether consolidated or separate), the de
duction or loss is treated as taken into ac
count in the year in which it arises and not 
in the year in which it is absorbed. 

(iii) Statemellt of aliOlred los,\', Para
graph (c)(S)(i) of this section applies only 
if the separate statement required under 
this paragraph (c)(S)(iiil is filed with, or 
as part of. the taxpayer's return for the 
year in which the loss is allowable, The 
statement must be entitled "ALLOWED 

(8) Determination of items that are al
locahle ro the post-disposition, pre-dec0I1-
solid(![ioll period. For purposes of para
graph (c)(4)(i) of this section. the determi
nation of whether a subsidiary's (or any 
successor's) items of deduction and loss 
and allocable share of items of deduction 
and loss of all lower-tier subsidiaries are 

LOSS UNDER § I.lS02-3S(c)(5)" and 
must contain the name and employer iden
tification number of the subsidiary the 
stock of which gave rise to the loss. 

(6) Special rule for dispositions of cer
tain carryover basis assets, If-

allocable to the period beginning on the 
date of the disposition of subsidiary stock 
that gave rise to the suspended loss and 
ending on the day before the first date 
on which the subsidiary (or any succes
sor) is not a member of the consolidated 
group of which it was a member immedi
ately prior to the disposition (or any suc
cessor group) is determined pursuant to the 
rules of §l.lS02-76(b)(2), without regard 
to §I.lS02-76(b)(2)(ii)(D), as if the sub
sidiary ceased to be a member of the group 
at the end of the day before the disposition 
and filed separate returns for the period be
ginning on the date of the disposition and 
ending on the day before the first date on 
which it is not a member of such group. 

(5) Allowable loss-(i) General rule. 
To the extent not reduced under paragraph 
(c)( 4) of this section, any loss suspended 
pursuant to paragraph (c)(l) or (c)(2) of 
this section shall be allowed, to the extent 
otherwise allowable under applicable pro
visions of the Internal Revenue Code and 
regulations thereunder, on a return filed by 
the group of which the subsidiary was a 
member on the date of the disposition of 
subsidiary stock that gave rise to the sus
pended loss (or any successor group) for 
the taxable year that includes the day be
fore the first date on which the subsidiary 
(and any successor) is not a member of 
such group or the date the group is al
lowed a worthless stock loss under section 
165(g) (taking into account the provisions 
of §l.lS02-80(c» with respect to all of the 
subsidiary stock owned by members. 

(ii) No tiering up of certain adjust
lIlents. No adjustments shall be made 
to a member's basis of stock of a sub
sidiary (or any successor) for a suspended 
loss that is taken into account under 
paragraph (c)(5)(i) of this section. See 
§ l.l502-32(a)(2). 

(i) A member of a group recognizes a 
loss on the disposition of an asset other 
than stock of a subsidiary; 

(ii) Such member's basis in the asset 
disposed of was determined, directly or in
directly, in whole or in part, by reference to 
the basis of stock of a subsidiary and, at the 
time of the determination of the member's 
basis in the asset disposed of, there was a 
duplicated loss with respect to such stock 
of the subsidiary; and 

(iii) Immediately after the disposition, 
the subsidiary is a member of such group, 
then such loss shall be suspended pursuant 
to the principles of paragraphs (c)(l) and 
(c )(2) of this section to the extent of the 
duplicated loss with respect to such stock 
at the time of the determination of basis of 
the asset disposed of. Principles similar to 
those set forth in paragraphs (c)(3), (c)(4), 
and (c)(S) of this section shall apply to a 
loss suspended pursuant to this paragraph 
(c)(6). 

(7) Coordination with loss deferral, loss 
disallowance, and other rules-(i) In gen
eral, Loss recognized on the disposition 
of subsidiary stock or another asset is sub
ject to redetermination, deferral, or disal
lowance under other applicable provisions 
of the Internal Revenue Code and regula
tions thereunder, including sections 267(f) 
and 482. Paragraphs (c)(l), (c)(2), and 
(c)( 6) of thi s section do not apply to a loss 
that is disallowed under any other provi
sion, If loss is deferred under any other 
provision, paragraphs (c)(l), (c)(2), and 
(c)(6) of this section apply when the loss 
would otherwise be taken into account un
der such other provision. However, if an 
overriding event described in paragraph 
(c)(7)(ii) of this section occurs before the 
deferred loss is taken into account, para
graphs (c)(l), (c)(2), and (c)(6) of this sec
tion apply to the loss immediately before 



the event occurs, even though the loss may 
not be taken into account until a later time. 

(ii) Overriding events. For purposes of 
paragraph (c)(7)(i) of this section, the fol
lowing are overriding events-

(A) The stock ceases to be owned by a 
member of the consolidated group; 

(B) The stock is canceled or redeemed 
(regardless of whether it is retired or held 
as treasury stock); or 

(C) The stock is treated as disposed 
of under §1.l502-19(c)(l)(ii)(B) or 
(c)(l)(iii). 

(8) Application. This paragraph (c) 
shall not be applied in a manner that per
manently disallows a deduction for an 
economic loss, provided that such de
duction is otherwise allowable. If the 
application of any provision of this para
graph (c) results in such a disallowance, 
proper adjustment may be made to prevent 
such a disallowance. Whether a provision 
of this paragraph (c) has resulted in such 
a disallowance is determined on the date 
on which the subsidiary (or any succes
sor) the disposition of the stock of which 
gave rise to a suspended stock loss is not a 
member of the group or the date the group 
is allowed a worthless stock loss under 
section 165(g) (taking into account the 
provisions of § 1.1502-80( c» with rcspect 
to all of such subsidiary stock owned by 
members. Proper adjustment in such cases 
shall be made by restoring the suspended 
stock loss immediately before the sub
sidiary ceases to be a member of the group 
or the group is allowed a worthless stock 
loss under section 165(g) (taking into ac
count the provisions of § 1.l502-RO(c» 
with respect to all of such subsidiary stock 
owned by members, to the extent that its 
reduction pursuant to paragraph (c)( 4) of 
this section had the result of permanently 
disallowing a deduction for an economic 
loss. 

(9) Ordering rule. The rules of this 
paragraph (c) apply after the rules of para
graph (b) of this section and § 1.337(d)-2 
are applied. 

(d) Definitions-(l) Disposition means 
any event in which gain or loss is recog
nized, in whole or in part. 

(2) Deconsolidation means any event 
that causes a subsidiary to no longer be a 
member of the consolidated group. 

(3) Value means fair market value. 
(4) Duplicated loss-(i) In general. 

Duplicated loss is determined immedi-

ately after a disposition and equals the 
excess, if any, of-

(A) The sum of-
(1) The aggregate adjusted basis of the 

subsidiary's assets other than any stock 
that subsidiary owns in another subsidiary; 

(2) Any losses attributable to the sub-
sidiary and carried to the subsidiary's first 
taxable year following the disposition; and 

(3) Any deductions of the subsidiary 
that have been recognized but are deferred 
under a provision of thc Internal Revenue 
Code (such as deductions deferred under 
section 469); over 

(B) The sum of-
(1) The value of the subsidiary's stock: 

and 
(2) Any liabilities of the subsidiary that 

have been taken account for tax purposes. 
(ii) Special rules. (A) The amounts de

termined under paragraph (d)(4)(i) (other 
than amounts described in paragraph 
(d)(4)(i)(B)(1)) of this section with respect 
to a subsidiary include its allocable share 
of corresponding amounts with respect to 
all lower-tier subsidiaries. If 80 percent or 
more in value of the stock of a subsidiary 
is acquired by purchase in a single trans
action (or in a series of related transactions 
during any 12-month period), the value 
of the subsidiary's stock may not exceed 
the purchase price of the stock divided 
by the percentage of the stock (by value) 
so purchased. For this purpose, stock is 
acquired by purchase if the transferee is 
not related to the transferor within the 
meaning of sections 267(b) and 707(b)(l), 
using the language '" 10 percent'"' instead 
of '''50 percent''' each place that it ap
pears, and the transferee's basis in the 
stock is determined wholly by reference to 
the consideration paid for such stock. 

(B) The amounts determined under 
paragraph (d)(4)(i) of this section are not 
applied more than once to suspend a loss 
under this section. 

(5) Predecessor and successor. A pre
decessor is a transferor of assets to a trans
feree (the successor) in a transaction-

(i) To which section 381(a) applies; 
(ii) In which substantially all of the 

assets of the transferor are transferred to 
members in a complete liquidation; 

(iii) In which the successor's basis in 
assets is determined (directly or indirectly, 
in whole or in part) by reference to the 
transferor's basis in such assets, but the 
transferee is a successor only with respect 

to the assets the basis of which is so deter
mined: or 

(iv) Which is an intercompany transac
tion. but only with respect to assets that are 
being accounted for by the transferor in a 
prior intercompany transaction. 

(6) Successor group. A surviving group 
is treated as a successor group of a consol
idated group (the terminating group) that 
ceases to exist as a result of-

(i) The acquisition by a member of an
other consolidated group of either the as
sets of the common parent of the terminat
ing group in a reorganization described in 
section 381(a)(2), or the stock of the com
mon parent of the terminating group: or 

(ii) The application of the principles of 
§1.I502-75(d)(2) or (3). 

(7) Preferred stock, commoll stock. Pre
ferred stock and common stock shall have 
the meanings set forth in § 1.1502-32(d)(2) 
and (3), respectively. 

(8) Higher-tier. A subsidiary is higher
tier with respect to a member if or to the 
extent investment basis adjustments under 
§ 1.1502-32 with respect to the stock of 
the latter member would affect investment 
basis adjustments with respect to the stock 
of the former member. 

(9) Lower-tier. A subsidiary is lower
tier with respect to a member if or to the 
extent investment basis adjustments under 
§1.l502-32 with respect to the stock of the 
former member would affect investment 
basis adjustments with respect to the stock 
of the latter member. 

(e) Examples. For purposes of the ex
amples in this section. unless otherwise 
stated, all groups file consolidated returns 
on a calendar-year basis. the facts set forth 
the only corporate activity, all transactions 
are between unrelated persons, and tax 
liabilities are disregarded. In addition, all 
transactions described in section 362( a) 
arc completed before October 22. 2004. 
and therefore are not subject to section 
362(e)(2). The principles of paragraph~ 
(a) through (d) of this section are illus
trated by the following examples: 

Ewtrll'le I. N(}lIIin(!IIsIJ/idarinli sale "rl'r,,{i'rrr'd 
,111)Lk of/ower-lier .1U!Jsidiarv-(i) Fucll. P owns 1 ()() 

percent of the common stock of eac h of 5 I and 52. 51 

and 52 each have only one cia" of stock outstanding. 

p's basis in the stock of 5 I is $100 and the value 

of such stock is $130. p's baSIS in the stock of S2 

is $120 and the value of such stock is $'iO. P. 5 I. 
and S2 are all members of the P group. S I and S2 

form 53. In Year I. in transfers to which section .,51 

applies. 5 I contributes $1 ()O to S, in exchange for 

all of the common stock of S3 and S2 cllntrihutcs an 
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a"et \I I1h a h'''I' lIt ':»() and J ,alue III .1,2ll to S3 

In e\chan~e for ,dl ,,(the prctened ,t(1(k llf S3. S.1 
he((lme' a member (11' the P group In Year .'. in J 

l1an'aLtlllfllhal i, not part of the pian thai include, Ihe 

,llnlflblililln, t" S3. S2 ,ell, thc prekrrcd ,toc\., llf S-, 
Inr \21l. Immccli~ltcl\ aller Ihl' 'ale. S.1 i, a member 

(11 the P gfllUp. 
1111.\I'I,IICUlilill iiI 1'11111 r<,d('{<,mllilulioll mil'. Ik

cau,c S2', b<l,i, III the prekrred ,toch of S-, C\(l'C(j, 

II' "tlue IllllllCC\i,IICI) prior t" the ,<lic and S3 i, a 

mcmhcr "I' the P group immediately aller the sale. all 

nl Ihc P gnlup member' ha,e, In the ,toch of S.1 is 

r(detCl'mlned pUl·,uantt(l paragraph (b II lint' this sec

linn Of th( group memher, total baSh of $150 in the 

S.1 ,tlld. S2() i, <lllo(ated tll the preferred stock. the 

('III' mar\..L'I ,;tiue "I' the preferred ,tock on (he datc of 

thl' ,aie'. and ~ 1-'0 I' all"cated to the (ommon qock. 

52', 'aie' "I' the prekrred ,toc\.. resulh in the recogni

tum 01 SO of ~aln/lo". Pursuant ttl paragraph (h)(5) 

of thiS "'cti,,n. the rClktennination of S I's and S2', 
ha'es III the ,to(h of S3 re,ulh In adlustments to p's 

ha'I' III the ,tIll'\.. of S I and S2. In particular. p's ha

,i, In the ,ttlC\.. nf S I i, In(reJ"d by $30 to $130 and 

Ih ha'I' in the stock of S2 i, decreased by $30 to $90. 
I: \(/II/I,le:C. [)cmllso/idillillg SIIle or COII/II/IIII 

110.1,--( I) rUt II. In Year l. in a transfer to which 

'cction .,51 applle" P contributes A"et A with a 
h,I'I' or ';'100 and a value of S200 to S in exchange 

fm one s!l.!rc III S common stock ICS I). In Years :2 

:md .1. in ,ulTessi" but unrelated transfers to which 
,cctlLln -'51 applie,. P transfers $200 to 5 in exchange 
for one ,hare of S common stDck (CS2). Asset B 

\\ Ith.! ha'I' of $31111 and a value of $200 in exchange 
lor one ,hare of S common stock (CS3). and Asset C 

\\ i th ,I ba,i, 011> 1000 and a value of $2110 in exchange 
for tme share 01 S common stDck (CS4). In Year 4, 

S sells Asset A tor j,:200. recognizing $700 of 10" 
that is used tll offset income of P recognized during 
Year 4. As a re,ult Ill' the ,ale of A'set A. the basis of 
each or P' s fOUl shJrc, of 5 common stock is reduced 
h! ~175 Thc:rdmc. the ba,i, ofCSI i, $725. The 
ha,i, "I' CS2 i, $25 The bClsis nf C53 IS $125. and 
the ha,i, 01 CS4 IS SS25. In Year 5 in a transaction 
th.!t i, nll( part of a plan that includes the Year I 
contrihution. P ,ells CS4 for S200. Immediately after 

the' ,ale 01 CS4. S I' not a memher Ill' the P group. 

I ii I, 'l'I,li,·tltioll "/ husil rcdctermillalioll rule. Be
CdllSe p's ha'I' in e'Jeh of (,S I and (,S4 exceeds its 
,alul' immediately prior to the deconsnlidation of S. 
P', ha'I' in Ih ,hare, of S clllnmon ,tock I' redeter
mined pur,uant to paragraph Ih){2) of thi, 'CIt ion. 
Pur,uant tll p.!rdgrdph (h 11211 ii) of this sectlllll. the 1'1'

dllocahle bd,i, allwunt is $-'511 (the les,er of $ I 150. 

the glo" 10" inherent in the stock of S owned hy P 
immediately bdllIC the ,ale. and $350. the aggregate 
dllilllllH of S', item, Ill' dt'dudion and lo,s that were 
prl'l Illu,h taken into 'll'Cllunt in the computation of 
lilt' 'lclllhllllent to the b'lsi, of (he stod of S that P did 
ntlt Iltllc! 'II a loss Illlilledlatel) hefore the decon,olida
tltlnt. I'ur'uant ttl paragraph (h)(2)li) of this .,ection. 
fihl. P', ha'I' In CSI i, reduceJ from $725 to $600 
,Inc! f", h,I'I' In CS.j i, reduced from SH25 tLl $600. 
(hl'n. the' re',dlllcahle h'l,i, amount inITease, p', ha,i, 

In ('52 Irtlm S2'i ttl S2511 Jnd p's basis in CS3 from 
"12:' tll -;2511 p rl·(tl~ni!e, S.)(III of 10" on the ,ale 

"I' CS.j Thc 10" ,uspell,ion rule dtle, nLlt apply be
L,IlI"l' S I" Iln Inn~l'r ;I IIll'1ll0cr [)f the P group. Thll''I. 
till' I"ss I' alll"l ahk ~It IhJt time 
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Er<lllll'le 3. NOll£iecolJ.wlidlllillglolc o( COlllmOIl 

Ilod-( i) Fuers. In Year l. P forms S With a contn

bution uf SEll in exchange for HO shares llf the (Olll

nmn stock of S. which at that tllne repre,ents all of the 

outstanding stock of S. S hecomes a mcmher llf the P 

group. In Year 2. P cnntrihutcs Asset A II ith a ha,i, 

of $50 and a ,alue of $20 in exehange for 20 shares 

of the L'Olmnon stnck of 5 in a transt~r to VI hll'h ,ec

tion -'51 applies. In Year.j, in u transactinn that I' not 

part of the plJn that includes the Year 2 contrihution. 

P sells the 20 shares of the common stLlck of S that 

it acquired in Year 2 for $20. Immediately alkr Ihe 
Year 4 stock sale, S i, a member of the P group. At 

the time of the Year 4 stock sale. S ha, $SO and Asset 

A. In Year 5. S sells Asset A. the hasis and value of 

which have not changed since its contribution to S. 

Un thc sale of Asset A for $20. S recognizes a $30 

loss. The P group cannot establish that all or a por
tion of the $30 loss was not reflected in the calculation 

of the duplicated loss of S on the date of the Year 4 
stock sale. The $30 loss is u,ed on the P group return 

to offset income of P. In Year 6. P sells its remaining 

S common stock for $80. 

(ii) Application orb"sis redetermillatioll alld loss 
suspellsioll rules. Because p's basis in the common 

,tock sold exceeds its value immediately prior to the 

sale and Sis a member of the P group immediately 
after the sale, p's hasis in all of the stock of S is rede

termined pursuant to paragraph (b)( I) of this section. 

Of p's total basis of $130 in the S common stock, a 

proportionate amount is allocated to each of the 100 

shares of S common stock. Accordingly. $26 i, allo

cated to the common stock of S that is sold and $104 
is allocated to the common stock of 5 that is retained. 
On p's sale of the 20 shares of the common stock of 

S for S20. P recognizes a 10" of $6. Because the sale 
of the 20 shares of common stock of S does not result 
in the deconsolidation of S, under paragraph (cl( I) of 

thiS section, that loss is suspended to the extent of the 

duplicated loss with respect to the shares SOld. The 
duplicated loss with respect to the shares sold is $6. 

Therefore. the entire $6 lo.'s i, suspended. 
(iii I E[jeCI of'suhsequent onel sale Oil stock ha

sis. Of the $30 loss recognized on the sale of Asset 

A, $24 is taken into account in determining the basis 

adjustments made under *I.I502-32 to the stock of 
S owned by P. Accordingly. p's basis in its S stock is 

reduced by $24 from $ I 04 to $80. 
(iv) Eftecl o/subsequent asset sale Oil suspmded 

lou. I3ecause P cannot establish that all or a portion 
Df the loss recognized on the sale of Asset A was not 
reflected In the calculation of the duplicated loss of 
S on the dale of the Year 4 ,tock sale and such loss 

is allocable to the period heginning on the date of the 
Year .j disposition of the S stock and ending on the 
day hefore the lirst date on which S is not a mem
ber of the P group and is taken into account in deter
mining con,olldatcd taxable income (or 10" I of the 
P group for a taxable year that includes a date on or 
after the date of the Year 4 disposition and before the 
first date on which S is not a member of the P group. 
such a"cllnss reduces the suspended loss pur,uant tn 
paragraph (c)(4) of this section. The amount of such 
reduction. however. cannot exceed $6, the excess of 
the amount of such loss. $30. over the amount of such 

10" that is taken into accOllnt in determining the basis 
adlustment made to the stock of 5 owned by P. $24. 

Thereforc. the sllspended loss is reduced to zero. 

I I' I I:/f<'d 01 sll"s<"III<'Ilt sl/lcA saft·. P recognizes 

SO gam/I"" llll the' Year 5 ,alc Ill' its lemaining S com

nhl~l sto(k No anHlunt Ill' ,u,pelllkd 10" remains ILl 

he alloll cd uncleI' paragraph IC It 51 of this section. 

,.~,(/ml'll'..J. NOl1dt'con.\of,t/aling ,till' (~rCommml 

Ilod. "f lom·"·lier .",h.li"i<lI'I'-1 i I h,Ctl' In Year I. P 
fmm' S I II ith 'Il'lllllrihllti"n of $20tllll exchange tllr 
all of the common qoc\.. Ill'S I. winch represents al\ 
of the (lUhtanJlIlg ,tocl. of S I. In Ihe same year. S I 

forms S2 II ith ,I c'ontnhullllli of $~O in exchange for 

HO shares of the common stock of S2. whieh at that 
timc represents all of the outstanding stock of S2. SI 

and S2 heclllnc memhers of the P group. In the same 

year. S2 purch'l,es Assd A for $XO. In Year 2, S I 

contrihutes Asset B with a hasis of $50 and a value of 

$20 in eXl'hange for 20 shares of the common stock 

01 S2 in a transfer to which section 35 I applies. In 

Year 4, S I sells the 20 shares of the common stock 

of S2 that it acquired in Year 2 for $20. Immcdiately 

after the Year 4 stock sale. 52 is a member Ill' the P 
group. At the time of the Year 4 stock sale, the bases 

and values of Asset A and Asset B are unchanged. 

In Year 5. S2 sells As.set B for $45, rccognizing <I $5 
loss. The P group cannot establish that all or a portion 

of thc $5 loss was not reflected in the calculation of 

the duplicated loss of 52 on the date of the Ycar .j 

stock sale. The $5 Inss is used 011 the P group return 
to offset income of P. In Year 6. S I sells it, remaining 
S2 common stock for $ 100. 

Iii) Applicatioll of basis redeterlllillilliolllllld loss 
suspensioll rules. Because S I's hasis in the S2 com

mon stock sold exceeds its value immediately pnorto 

the sale and 52 is a member of the P group immedl' 
ately after the sale. S I 's basis in all of the stock of S2 
is redetermined pursuant to paragraph (b)( I) of this 
section. Of S I 's total basis of $130 ill the S2 common 
stock. a proportionate amount is allocated to each of 

the 100 shares of S2 common stock. Accordingly, a 
total of $26 is allocated to the common stock of S2 
that is sold and $104 is allocated to the common stock 

of 52 that is retained. On S I 's sale of the 20 shares of 
the common stock of S2 for $20, S I recognizes a loss 

of 56. Because the sale of the 20 shares of common 
stock of S2 does not result in the deconsolidation of 
S2. under paragraph (c)(l) of this section. that loss 
is suspended to the extent of the duplicated loss with 
respect to the shares sold. The duplicated loss with 
respect to the shares sold is $6. Therefore, the entire 
$6 loss is suspended. Pursuant to paragraph Ic)(3) 
of this section and §I.lS02-32(b)(3)(iii)(C). the sus

pended loss is treated as a noncapital. nondeductible 
expense JIlcurred by 5 I during the tax year that in
cludes the date of the disposition of stock to which 
paragraph I c){ II of this section applies. Accordingly, 
p's ba,is in its S I .,tock is reduced from $200 to $194. 

Iii i) EfJ,'ct of subsequellt asset sale all stock ha· 
vis. Of the $5 loss recognized on the sale of Asset B, 
$4 is taken into account in determining the basis ad· 
ju\(ments made under ~ LI 502-32 to the stock of 52 
owned hy S I. Accordingly. S I 's basis in its S2 stock 
IS reduced hy $4 from S I 04 to $100 and P\ basis in 
Its SI ,tock IS reduced by $4 from $194 to $190. 

(i v) F}j{'CT or sliblequelltllSsfl .\/lle Oil suspended 
10.11. Recause P cannot establish that all or a portion 
of Ihe loss recognized on the sale of Asset B was not 
reflected in the calcUlation of the duplicated loss of 
S2 on the date of the Year 4 stock sale and such 10SI 

i, allocable to the period beginning on the date of the 
Year 4 dispo,ition of thc S2 stock and ending on the 



day before the first date on which S2 is not a mem

ber of the P group and is taken into account in deter

mining consolidated taxable income (or loss) of the 

p group for a taxable year that includes a date on or 

after the date of the Year 3 disposition and before the 

fIrst date on which S2 is not a member of the P group, 

such asset loss reduces the suspended loss pursuant to 

paragraph (c)(4) of this section. The amount of such 

reduction, however, cannot exceed $1, the excess of 

the amount of such loss. $5, over the amount of such 

loss that is taken into account in determining the basis 

adjustment made to the stock of S2 owned by mem

bers of the P group. $4. Therefore, the suspended loss 

is reduced to $5. 

(v) EfJect of subsw/uent srock sale. In Year 6, 

when SI sells its remaining S2 stock for $100, it rec

ognizes $0 gainnoss. Pursuant to paragraph (c)(5) of 

this section, the remaining $5 of the suspended loss 

is allowed on the P group's return for Year 5 when S 1 

sells its remaining S2 stock. 

Example 5. Deconsolidating sale of subsidiary 
owning stock of another subsidiary that remains in 
group-(i) Facts. In Year I, P forms S 1 with a con

tribution of Asset A with a basis of $50 and a value 

of $20 in exchange for 100 shares of common stock 

of S 1 in a transfer to which section 351 applies. Also 

in Year I, P and S I form S2. P contributes $80 to S2 

in exchange for 80 shares of common stock of S2. S I 

contributes Asset A to S2 in exchange for 20 shares 

of common stock of S2 in a transfer to which section 

351 applies. In Year 3, in a transaction that is not 

part of a plan that includes the Year 1 contributions, 

P sells its 100 shares of S 1 common stock for $20. 

Immediately after the Year 3 stock sale, S2 is a mem

ber of the P group. At the time of the Year 3 stock 

,ale, S lawns 20 shares of common stock of S2, and 

S2 has $80 and Asset A. In Year 4, S2 sells Asset A, 

the basis and value of which have not changed since 

its contribution to S2. On the sale of Asset A for $20, 

S2 recognizes a $30 loss. That $30 loss is used on the 

P group return to offset incomc ofP. In Year 5, P sells 

its S2 common stock for $80. 

(ii) Application of basis redetermination and loss 
suspension rules. Pursuant to paragraph (b)(4) of this 

section, because immediately before p's transfer of 

S I stock S lawns stock of S2 (another subsidiary of 

the same group) that has a basis that exceeds its value, 

paragraph (b) of this section applies as if S 1 had trans

ferred its stock of S2. Because S2 is a member of the 

group immediately after the transfer of the S I stock, 

the group member's basis in the S2 stock is redeter

mined pursuant to paragraph (b)( I) of this section im

mediately prior to the sale of the S 1 stock. Of the 

group members' total basis of $130 in the S2 stock, 

$26 is allocated to S 1 's 20 shares of S2 common stock 

and $104 is allocated to P' s 80 shares of S2 common 

stock. Pursuant to paragraph (b)(5) of this section, 

the redetermination of S 1 's basis in the stock of S2 

results in an adjustment to p's basis in the stock of 

SI. In particular, p's basis in the stock of SI is de

creased by $24 to $26. On p's sale of its 100 shares 

of S I common stock for $20, P recognizes a loss of 

$6. Because S I is not a member of the P group Imme

diately after P' s sale of the S I stock, paragraph (c)( I) 

of this section does not apply to suspend such loss. 

However, because P recognizes a loss with respect to 

the disposition of the S I stock and S lawns stock of 

S2 (which is a member of the P group immediately 

after the disposition), paragraph (c)(2) of this section 

does apply to suspend up to $6 of that loss, an amount 

equal to the amount by which the duplicated loss with 

respect to the stock of SI sold is attributable to S2's 

adjusted basis in its assets. loss earryforwards. and 

deferred deductions. 

(iii) Effect of subsequent asset sale Ofl stock ba
sis. Of the $30 loss recognized on the sale of Asset 

A, $24 is taken into account in determining the basis 

adjustments made under § 1.1502-32 to the stock of 

S2 owned by P. Accordingly, p's basis in its S2 stock 

is reduced by $24 from $104 to $80. 

(iv) Effect of subsequent asset sale on suspended 
loss. Because P cannot establish that all or a portion 

of the loss recognized on the sale of Asset A was not 

reflected in the calculation of the duplicated loss of 

S2 on the date of the Year 3 stock sale and such loss 

is allocable to the period beginning on the date of the 

Year 3 deemed disposition of the S2 stock and ending 

on the day before the first date on which S2 is not a 

member ()f the P group and is taken into account in 

determining consolidated taxable income (or loss) of 

the P group for a taxable year that includes a date on 

or after the date of the Year 3 deemed disposition and 

before the first date on which S2 is not a memher of 

the P group, such asset loss reduces the suspended 

loss pursuant to paragraph (c)(4) of this section. The 

amount of such reduction, however, cannot exceed 

$6, the excess of the amount of such loss, $30, over 

the amount of such loss that is taken into account in 

determining the basis adjustment made to the stock of 

S2 owned by P, $24. Therefore, the suspended loss is 

reduced to zero. 

(v) Effect of subsequent slock sale. P recognizes 

$0 gain/loss on the Year 5 sale of its remaining S2 

common stock. No amount of suspended loss re

mains to be allowed under paragraph (e)(S) of this 

section. 

Example 6. Loss recognized all asset with ba· 
sis determined by reference tu stuck basis of sub
sidiary-(i) Facts. In Year I, P forms S with a contri

bution of $80 in exchange for 80 shares of common 

stock of S which at that time represents all of the out

standing stock of S. S becomes a member of the P 

group. In Year 2, P contributes Asset A with a basis 

of $50 and a value of $20 in exchange for 20 shares of 

common stock of S in a transfer to which sectton 351 

applies. In Year 4, in a transaction that is not part of a 

plan that includes the Year I and Year 2 contributions, 

P contributes the 20 shares of S common stock it ac

quired in Year 2 to PS, a partnership, in exchange for 

a 20 percent capital and profits interest in a transac

tion described in section 721. Immediately after the 

contribution to PS, S is a member of the P group. In 

Year 5, P sells its interest in PS for $20, recognizing 

a $30 loss. 

(ii) Application of basis redetennination rule 
upon nonrecognition transfer. Because P's basis in 

the S common stock contributed to PS exceeds its 

value immediately prior to the transfer and S is a 

member of the P group immediately after the transfer, 

P's basis in all of the S stock is redetermined pursuant 

to paragraph (b)( 1) of this section. Of P' s total basis 

of $130 in the common stock of S, a proportionate 

amount is allocated to each share of S common stock. 

Accordingly, $26 is allocated to the S common stock 

that is contributed to PS and, under section 722, p's 

basis in its interest in PS is $26. 

(iii) Application of loss suspension rule on dispo· 
sition of asset with basis detennined bv reference to 

stock b(lsi~ o(sllbsidiarv. P recognizes a $6 loss on Its 

disposition of its interest in PS. Because P's basis in 

ils interest in PS was determined by reference tn the 

basis of S stock and at the time of the determmation 

of p's basis in its interest in PS such S stock had a 
duplicated loss of $6. and. immediately after the dis

position, S is a member of the P group. such Ims is 

suspended to the extent of such uuplicated loss. Prin

ciples similar to those of paragraphs (c)( 3 J, (c)( 4). and 

(c){5) of this section shall apply to such suspended 

loss. 

(f) Worthlessness not followed bv sep
arate return years. Notwithstanding any 
other provision in the regulations under 
section 1502, if a member of a group (the 
claiming group) treats stock of a subsidiary 
as worthless under section 165 (taking into 
account the provisions of §1.l502-80(c)) 
and, on the day following the last day of the 
claiming group's taxable year in which the 
worthless stock deduction is claimed. the 
subsidiary (or its successor, determined 
without regard to paragraphs (d)(5)(iii) 
and (iv) of this section) is a member of a 
group that includes any corporation that, 
during that taxable year, was a mem
ber of the claiming group (other than a 
lower-tier subsidiary of the subsidiary) or 
is a successor (determined without regard 
to paragraphs (d)(5)(iii) and (iv) of this 
section) of such a member, then all losses 
treated as attributable to the subsidiary un
der the principles of §1.l502-21(b)(2)(iv) 
shall be treated as expired as of the be
ginning of the day following the last day 
of the claiming group's taxahle year in 
which the worthless stock deduction is 
claimed. In addition, notwithstanding any 
other provision in the regulations under 
section 1502, if a member recognizes a 
loss with respect to subsidiary stock and 
on the following day the subsidiary is not 
a member of the group and does not have a 
separate return year, then all losses treated 
as attributable to the subsidiary under the 
principles of §1.1502-21(h)(2)(iv) shall 
be treated as expired as of the beginning 
of the day following the last day of the 
group's taxable year in which the stock 
loss is claimed. For purposes of this para
graph (f), the determination of the losses 
attributable to the subsidiary shall be made 
after computing the taxable income of the 
group for the taxable year in which the 
group treats the stock of the suhsidiary 
as worthless or the subsidiary liquidates 
and after computing the taxable income 
for any taxable year to which such losses 
may be carried back. The loss treated as 
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expired under this paragraph (0 shall not 
be treated as a noncapital. nondeductible 
expense under ~ 1.IS02-32(b)(2)(iii). This 
paragraph (n applies to worthlessness de
tnminations and liquidations that occur 
on or after :\1a[(:h I (), 20()6. For rules ap
plicable to worthless determinations and 
liquidations before March 10, 2006, see 
~L1S()2-35T(r)(l) and (2) as contained 
in 26 CFR part I in effect on January I, 
2()()6. 

(g) Al/ti-i/\'()iilwlCC ruies-( I) Transfer 
0( shilrc \\'itilOlit iI loss ill (/I'oiilollcc. If a 
shan: of subsidiary stock has a basis that 
docs not exceed its value and the share is 
tran~Jerrcd with a vicw to avoiding appli
cation of the rules of paragraph (b) of this 
section prior to the transfer of a share of 
subsidiary stock that has a basis that does 
excecd its value or a deconsolidation of a 
suhsidiary, the rules of paragraph (b) of 
this section shall apply immediately prior 
to the transfer of stock that has a basis that 
does not cxceed its value. 

(2) hilI/siers of loss property ill c/I'oid

(lIICC. If a member of a consolidated 
group contributes an asset with a basis 
that exceeds its value to a partnership 
in a transaction described in section 721 
or a corporation that is not a member of 
such group in a transfer described in sec
tion 351, such partnership or corporation 
contributes such asset to a subsidiary in 
a transfer described in section 351, and 
such contributions are undertaken with a 
view to avoiding the rules of paragraph 
(b) or (c) of this section, adjustments must 
be made to carry out the purposes of this 
section. 

(3) AllIi-loss reilllporti/tioll-(i) Appli
((flioll. This paragraph (g)(3) applies if-

(A) A member of a group recognizes 
and is allowed a loss on the disposition of a 
share of stock of a subsidiary with respect 
to which there is a duplicated loss: and 

(8) Within the IO-year period begin
ning on the date Ihe subsidiary (or any 
successor) ceases to be a member of "uch 
group-

(11 The subsidiary (or any successor) 
again becomes a member of such group (or 
any succe.\sor group) when the subsidiary 
(or any successor) owns any asset that has 
a nasis in excess of value at such time and 
that \\as owned by thc suhsidiary (or any 
\UCl·cssor) on the date of a disposition of 
stock of such subsidiary (or any successor) 
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and that had a basis in excess of value on 
such date; 

(?) The subsidiary (or any successor) 
agalll becomes a member of such group (or 
any successor group) when the subsidiary 
(or any successor) owns any asset that has 
a basis in exccss of value at such time and 
that has a basis that reflects, directly or 
indirectly, in whole or in part, the basis of 
any asset that was owned by the subsidiary 
on the date of a disposition of stock of such 
subsidiary (or any successor) and that had 
a basis in excess of value on such date; 

(3) In a transaction described in section 
381 or section 351, any member of such 
group (or any successor group) acquires 
any asset of the subsidiary (or any succes
sor) that was owned by the subsidiary (or 
any successor) on the date of a disposition 
of stock of such subsidiary (or any succes
sor) and that had a basis in excess of its 
value on such date, or any asset that has a 
basis that reflects, directly or indirectly, in 
whole or in part, the basis of any asset that 
was owned by the subsidiary (or any suc
cessor) on the date of a disposition of stock 
of such subsidiary (or any successor) and 
that had a hasis in excess of its value on 
such date, and, immediately after the ac
quisition of such asset, such asset has a ba
sis in excess of its value; 

(4) The subsidiary (or any successor) 
again becomes a member of such group (or 
any successor group) when the subsidiary 
(or any successor) has a liability (within 
thc meaning of section 358(h)(3») that it 
had on the date of a disposition of stock 
of such subsidiary (or any successor) and 
such liability will give rise to a deduction; 

(5) In a transaction dcscribcd in section 
381 or section 351, any member of such 
group (or any successor group) assumes 
a liability (within the meaning of section 
358(h)(3)) that was a liability of the sub
sidiary (or any successor) on the date of a 
disposition of stock of such subsidiary (or 
any successor): 

(6) The subsidiary (or any successor) 
again becomes a member of such group (or 
any successor group) when the subsidiary 
(or any successor) has any losses or de
ferred deductions that were losses or de
ferred deductions of thc subsidiary (or any 
successor) on the date of a disposition of 
stock of such subsidiary (or any succes
sor): 

(7) The subsidiary (or any successor) 
again becomes a member of such group (or 

anv successor group) when the subsidiary 
(0; anv succes~~or) has any losses or de
ferred" deductions that are attributable to 
any asset that was owncd by the subsidiary 
(or any successor) on the date of a dispo
sition of stock of such subsidiary (or any 
successor) and that had a basis in excess 
of valuc on such date: 

(8) The subsidiary (or any successor) 
again becomes a member of such group (or 
any successor group) when the subsidiary 
(or any succcssor) has any losses or de
ferred deductions that are attributable to 
any asset lhal had a basis that reflected, di
rectly or indirectly, in whole or in part, the 
basis of any asset that was owned by the 
subsidiary (or any successor) on the date 
of a disposition of stock of such subsidiary 
(or any successor) and that had a basis in 
excess of value on such date; 

(9) The subsidiary (or any successor) 
again becomes a member of such group (or 
any successor group) when the subsidiary 
(or any successor) has any losses or de
ferred deductions that are attributable to 
a liability (within the meaning of section 
358(h)(3) that it had on the date of a dis
position of stock of such subsidiary (or any 
successor); 

(10) Any member of such group (or any 
successor group) succeeds to any losses or 
deferred deductions of the subsidiary (or 
any successor) that were losses or deferred 
deductions of the subsidiary (or any suc
cessor) on the date of a disposition of stock 
of such subsidiary (or any successor), that 
are attributable to any asset that was owned 
by the subsidiary (or any successor) on the 
date of a disposition of stock of such sub
sidiary (or any successor) and that had a 
basis in excess of value on such date, that 
are attributable to any asset that had a ba
sis that reflected, directly or indirectly, in 
whole or in part, the basis of any asset that 
was owned by the subsidiary (or any suc
cessor) on the date of a disposition of stock 
of such subsidiary (or any successor) and 
that had a basis in excess of value on such 
date, or that are attributable to a liability 
(within the meaning of section 358(h)(3» 
of the subsidiary (or any successor) on the 
date of a disposition of stock of such sub
sidiary (or any successor); or 

(11) Any losses or deferred deductions 
of the subsidiary (or any successor) that 
were losses or deferred deductions of the 
subsidiary (or any successor) on the date 
of a disposition of stock of such subsidiary 



(or any successor), that are attributable to 
any asset that was owned by the subsidiary 
(or any successor) on the date of a dispo
sition of stock of such subsidiary (or any 
successor) and that had a basis in excess of 
value on such date, that are attributable to 
any asset that had a basis that reflected, di
rectly or indirectly, in whole or in part, the 
basis of any asset that was owned by the 
subsidiary (or any successor) on the date 
of a disposition of stock of such subsidiary 
(or any successor) and that had a basis in 
excess of value on such date, or that are at
tributable to a liability (within the meaning 
of section 358(h)(3» of the subsidiary (or 
any successor) on the date of a disposition 
of stock of such subsidiary (or any succes
sor) are carried back to a pre-disposition 
taxable year of the subsidiary. 

(ii) Operating rules. (A) For purposes 
of paragraph (g)(3 )(i)(B) of this section, 
assets shall include stock and securities 
and the subsidiary (or any successor) shal1 
be treated as having its al10cable share 
of losses and deferred deductions of al1 
lower-tier subsidiaries and as owning its 
allocable share of each asset of all lower
tier subsidiaries. 

(B) For purposes 
(g)(3)(i)(B)(6), (7), (8), 

of paragraphs 
and (9) of this 

section, unless the group can establish 
otherwise, if the subsidiary (or any suc
cessor) again becomes a member of such 
group (or any successor group) at a time 
when the subsidiary (or any successor) has 
any losses or deferred deductions, such 
losses and deferred deductions shall be 
treated as losses or deferred deductions 
that were losses or deferred deductions 
of the subsidiary (or any successor) on 
the date of a disposition of stock of such 
subsidiary (or any successor), losses or 
deferred deductions that are attributable to 
assets that were owned by the subsidiary 
(or any successor) on the date of a dispo
sition of stock of such subsidiary (or any 
successor) and that had bases in excess 
of value on such date, losses or deferred 
deductions that are attributable to assets 
that had bases that reflected, directly or 
indirectly, in whole or in part, the bases of 
assets that were owned by the subsidiary 
(or any successor) on the date of a dispo
sition of stock of such subsidiary (or any 
successor) and that had bases in excess 
of value on such date, or losses or de
ferred deductions attributable to a liability 
(within the meaning of section 358(h)(3» 

of the subsidiary (or any successor) on 
the date of a disposition of stock of such 
subsidiary (or any successor). 

(C) For purposes of paragraph 
(g)(3)(i)(B)(lO) of this section, unless the 
group can establish otherwise, if a mem
ber of such group (or any successor group) 
succeeds to any losses or deferred deduc
tions of the subsidiary (or any successor), 
such losses and deferred deductions shall 
be treated as losses or deferred deductions 
that were losses or deferred deductions 
of the subsidiary (or any successor) on 
the date of a disposition of stock of such 
subsidiary (or any successor), losses or 
deferred deductions that are attributable to 
assets that were owned by the subsidiary 
(or any successor) on the date of a dispo
sition of stock of such subsidiary (or any 
successor) and that had bases in excess 
of value on such date. losses or deferred 
deductions that are attributable to assets 
that had bases that reflected, directly or 
indirectly, in whole or in part, the bases of 
assets that were owned by the subsidiary 
(or any successor) on the date of a dispo
sition of stock of such subsidiary (or any 
successor) and that had bases in excess 
of value on such date, or losses or de
ferred deductions attributable to a liability 
(within the meaning of section 358(h)(3» 
of the subsidiary (or any successor) on 
the date of a disposition of stock of such 
subsidiary (or any successor). 

(D) For purposes of paragraph 
(g)(3)(i)(B)(ll) of this section, unless 
the group can establish otherwise, if any 
losses or deferred deductions of the sub
sidiary (or any successor) are carried 
back to a pre-disposition taxable year of 
the subsidiary, such losses and deferred 
deductions shall be treated as losses or 
deferred deductions that were losses or 
deferred deductions of the subsidiary (or 
any successor) on the date of a disposi
tion of stock of such subsidiary (or any 
successor), losses or deferred deductions 
that are attributable to assets that were 
owned by the subsidiary (or any succes
sor) on the date of a disposition of stock 
of such subsidiary (or any successor) and 
that had a basis in excess of value on such 
date, losses or deferred deductions that are 
attributable to assets that had bases that 
reflected, directly or indirectly, in whole 
or in part, the bases of assets that were 
owned by the subsidiary (or any succes
sor) on the date of a disposition of stock 

of such subsidiary (or any successor) and 
that had a basis in excess of value on slIch 
date, or losses or deferred deductions that 
are attributable to a liability (within the 
meaning of section 358(h)(3» of the sub
sidiary (or any successor) on the date of a 
disposition of stock of such subsidiary (or 
any successor). 

(iii) Loss disallowance. If this para
graph (g)(3) applies, then, to the extent that 
the aggregate amount of loss recognized 
by members of the group (and any succes
sor group) on dispositions of the subsidiary 
stock was attributable to a duplicated loss 
of such suhsidiary that was allowed, such 
group (or any successor group) will be de
nied the use of-

(A) Any loss recognized that is attrib
utable to, directly or indirectly, an asset 
that was owned by the subsidiary (or any 
sllccessor) on the date of a disposition of 
stock of such subsidiary (or any succes
sor) and that had a basis in excess of value 
on such date, to the extent of the lesser of 
the loss inherent in such asset on the date 
of a disposition of the stock of the sub
sidiary (or any successor) and the loss in
herent in such asset on the date of the event 
described in paragraph (g)(3)(i)(B) of this 
section that gives rise to the application of 
this paragraph (g)(3); 

(8) Any loss recognized that is attribut
able to, direl:t1y or indirectly, an asset that 
has a basis that reflects, directly or indi
rectly, in whole or in part, the basis of any 
asset that was owned by the subsidiary (or 
any successor) on the date of a disposition 
of stock of such subsidiary (or any suc
cessor) and that had a basis in excess of 
its value on such date, to the extent of the 
lesser of the loss inherent in the asset that 
was owned by the subsidiary (or any suc
cessor) on the date of a disposition of stock 
of such subsidiary (or any successor) the 
basis of which is reflected, directly or in
directly, in whole or in part, in the basis 
of such asset on the date of the disposition 
and the loss inherent in such asset on the 
date of the event described in paragraph 
(g)(3)(i)(B) of this section that gives rise 
to the application of this paragraph (g)( 3): 

(C) Any loss or deduction that is attrib
utable to a liability described in paragraph 
(g)(3)(i)(B)(4) or (5) of this section; and 

(D) Any loss or deduction described 
in paragraph (g)(3)(i)(B)(6), (7), (8), (9), 
(10), or (11) of this section. provided that 
a loss or deferred deduction described in 
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paragraph (g)( 3 )( i )( B)( 11) of this section 
~hall be allowed to be carried forward to 
a post-disposition taxable year of the sub

sidiary. 
(1\ ) hcatl/lfllt of disallowed loss. For 

purposes of * 1.1502~32(b)(3)(iii). any 
loss or deduction the use of whieh is disal
lowed pursuant to paragraph (g)(3)(iii) of 
thi, section (other than a loss or deduction 
described in paragraph (g)(3)(i)(B)(l 1) of 
this section)' and with respect to which 
no wal\er described in *1.l502~32(b)(4) 
is filed. is treated as a noncapital. non
deductible expense incurred during the 
taxable year that such loss would other
wise be absorbed. 

(4) AroidallCf o/reco[;llitioll ofgaill. (i) 

If a transaction is structured with a view to. 
and has the effect of. deferring or avoiding 
the recognition of gain on a disposition of 
stock hy invoking the application of para
graph (b)( I ) of this section to redetermine 
the basis of stock of a subsidiary. and the 
stock loss that give~ rise to the application 
of paragraph (b)( I) of this section is not 
significant. paragraphs (b) and (c) of this 
section shall not apply. 

(i i) If a transaction is structured with a 
view to. and has the etfect of. deferring or 
avoiding the recognition of gain on a dis
position of stock by invoking the applica
tion of paragraph (b)(2) of this section to 
redetermine the basis of stock of a sub
sidiary. and the duplicated loss of the sub
sidiary that is reflected in stock of the sub
sidiary owned by members of the group 
immediately before the deconsolidation is 
not significant. paragraphs (b) and (c) of 
this section shall not apply. 

(5) Examples. For purposes of the ex
amples in this section. all transactions de
scrihed in section 362(a) are completed be
fore October 22. 2004. and therefore are 
not subject to section 362(e)(2). The prin
ciples of this paragraph (g) are illustrated 
hy the following examples: 

fWIIII,I,. I. T/UII.\/i').1 "(propertv in amidallce of 

('(/li.l I('(ie/erlllillmioll IIIle~(il filet.l. In Yeal I. P 

!nrm, S \\ Ilh a c(lrltrihution of S 1 00 in exchange for 

11111 ,I1alc, of Cillllllllln qock of 5 which at that time 

I cpre'c'nt' ,,11 nf the nllt\landing stock of 5. S becomes 

• 1 Illember 01 the P group. In Year c. P contributes 20 

,lure, (II c'omlllnn ,tock of S to PS. a partner,hip. in 

es,·I1.Inge !ur a 211 percent capital and profib interest 

111 a trClIl,adinll dc·,cnhed In ,ection 721 In Year 3. 

P ,'(llltnhulc' A"ct A \\ Ith a ha,i, of $50 and a value 

(11' '\211 lu PS In c's,'hangc for an additional capital 

.lllel pr( 11,,, Intere,1 til PS In a tran,aclion descrihed 

III ,,'dll)[1 721 .. -\1,,) in Ycar _I. PS Clllliributes Asset 
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A to Sand P contributes an additional $80 to S in 

transfers to which section 351 applies. In Year -I. S 

sells Assct A for $20, recognizing a loss of $30. The 

P group uses that loss to offset income of P. In Year 

5. P sells its entire interest in PS for $40, recognizing 
a loss of $30. 

(ll) Analvsis. Pursuant to paragraph (g)(2) of this 

section. if p's contributions of S stock and Asset A 

to PS were undertaken with a view to avoidino the 

application of the basis redetermination or th/ loss 

suspension rule. adjustments must be made such that 

the group does not obtain more than one tax benefit 

from the $30 loss inherent in Asset A. 

F:XI1l11ple 2. Transfers effecting (I reimpona/ioll of 
l{)ss~(i) FllC/S. In Year I. P forms 5 with a contri

bution of Asset A with a value of $100 and a basis 

of S 120. Asset B with a value of $50 and a basis of 

$70. Asset C with a value of $90 and a basis of $100 

in exchange for all of the common stock of Sand S 

becomes a member of the P group. In Year 2. in a 

transaction that is not part of a plan that includes the 

contribution. P sells the stock of S for $240. recogniz

ing a loss of $50. At such time, the bases and values 

of Assets A. B, and C have not changed since their 

contribution to S. In Year 3. S sells Asset A. recog

nizing a $20 loss. In Year 3. S merges into M in a 

reorganization described in section 368(a)(l)(A). In 

Year 8. P purchases all of the stock of M for $300. At 

that time. M has a $10 net operating loss. In addition. 

M owns Asset 0, which was acquired in an exchange 

described in section 1031 in connection with the sur

render of Asset B. Asset C has a value of $80 and a 

basis of $100. Asset 0 has a value of $60 and a basis 

of $70. In Year 9. P has operating income of $100 

and M recognizes $20 of loss on the sale of Asset C. 
In Year 10. P has operating income of $50 and M rec

ognizes $50 of loss on the sale of Asset O. 

(ii) Analvsis. p's $50 loss on the sale of S stock 

is entirely attributable to duplicated loss. There

fore. pursuant to paragraph (g)(3) of this section. 

assuming the P group cannot establish otherwise. 

M's $10 net operating loss is treated as attributable 

10 assets that were owned by S on the date of the 

disposition and that had bases in excess of value 

on such date. Without regard to any other limita

tions on the group's use of M's net operating loss, 

the P group cannot use M's $10 net operating loss 

pursuant to paragraph (g)(3)(iii)(D) of this section. 

Pursuant to paragraph (g)(3)(iv) of this section and 

~1.l502-32(b)(3)(iii)(D). such loss is treated as a 

noncapital. nondeductible expense of M incurred 

during the taxable year that it would otherwise be 

absorbed. namely in Year 9. In addition, the P group 

I s denied the use of $10 of the loss recognized on the 

sale of Asset C. Finally. the P group is denied the use 

of $10 of the loss recognized on the sale of Asset O. 

Pursuant to paragraph (g)(3 )(iv) of this section and 

~ 1. I 502-32(b)(3 )(iii)(O). each such disallowed loss 

is treated as a noncapital. nondeductible expense of 

M incurred during the taxable year that includes the 

date of the disposition of the asset with respect to 

which such loss was recognized. 
Example 3. Tmll.\fers 10 avoid recognition of 

gai/l~(i) Fans. P owns all of the stock of 51 and 

S2. Tbe 52 stock has a basis of $400 and a value of 

$SOO. S I owns 50% of the stock of the 53 common 

stock with a basis of $150. S2 owns the remaining 

SO'k of the S3 common stock with a basis of $100 

and a value of $200 and one share of S3 preferred 

stock with a baSIS of $ [() and a \ alue of $9. P intends 

to sell all of its 52 stock to an unrelated buyer. P. 
therdnre. engages in thl." following steps to dispose 

of S2 wilhout recogni/ing a suhstantial portion of the 

built-in gain in S2. First. P causes a recapitalization 

of 53 in which 52', S3 COllllllon stock is exchanged 

for new 53 preferred shares. P then sells all of its S2 
stock. Immedlatcly after the sale of the 52 stock. S3 
is a member of the P group. 

(ii) Alla/.Isi.l. Pursuant to paragraph (b)(4) of this 

section. because 52 owns stock of S3 (another sub

sidiary of the same group) and. immediately after the 

sale of the 52 stock. S3 is a member of the group. then 

for purposes of applying paragraph (b) of this section, 

52 is deemed to have transferred its 53 stock. Be

cause S3 is a member of the group immediately after 

the transfer of the S2 stock and the S3 stock deemed 

transferred has a basis in excess of value. the group 

member's basis in the S3 stock is redetermined pur. 

suant to paragraph (b)( I) of this section immediately 

prior to the sale of the S2 stock. Pursuant to para

graph (b)( I) of this section. the total basis of S3 stock 

held by members of the P group is allocated first to 

the S3 preferred shares. up to their value of $209. and 

then to the remaining shares of 53 common held by 

51. S2's aggregate basis in the S3 preferred stock is 

increased from $110 to $209. This increase tiers up 

and increases p's basis in the S2 stock from $400 to 

$499. Accordingly. P will recognize only $1 of gain 

on the sale of its S2 stock. However. because the reo 
capitalization of S3 was structured with a view to. and 

has the effect of. avoiding the recognition of gain on 

a disposition of stock by invoking the application of 

paragraph (b) of this section, paragraph (g)(4)(i) of 

this section applies. Accordingly, paragraph (b) of 

this section does not apply upon p's disposition of the 

S2 stock and P recognizes $100 of gain on the dispo

Sl tion of the S2 stock. 

(h) Application of other anti-abuse 

rules. The rules of this section do not pre
clude the application of anti-abuse rules 
under other provisions of the Internal Rev
enue Code and regulations thereunder. 

(i) [Reserved]. 
(j) Effective date. This section, ex.cept 

for paragraph (g)(3) of this section, applies 
with respect to stock transfers, deconsol
idations of subsidiaries, determinations 
of worthlessness, and stock dispositions 
on or after March 10, 2006. For rules 
applicable before March 10, 2006, see 
§ 1.1502~35T(j) as contained in 26 CFR 
part 1 in effect on January I, 2006. 

§1.l502-35T [Removed] 

Par. 7. Section 1.1502~35T is removed . 
Par. 8. For each section listed in the ta

ble remove the language in the "Remove" 
column and add in its place the language 
in the "Add" column as set forth below: 



Section 

§ 1.267(1)-1 (k) 

§ 1.597 -4(g)( 2)( v) 

§ 1.1502-11 (b )(3 )(ii)( c) 

§ 1.1502-12(r) 

§ 1.1502-15(b )(2)(iii) 

§ 1.1502-21 (b)(1) 

§ l.l502-32(b )(3 )(iii)(B) 

§ 1.l502-80(c) 

§ 1.1502-80T(c) 

§ 1.1502-91 (h)(2) 

PART 602-0MB CONTROL 
NUMBERS UNDER THE PAPERWORK 
REDUCTION ACT 

Remove 

§ 1. 1502-35T 

§ 1.l502-35T 

§ 1.1502-35T 

§1.1502-35T 

§ 1. 1502-35T 

§ 1.1502-35T( 1)( I) 

§ 1.1502-35T 

§ 1.1502-35T 

§1.l502-35T 

§ 1.1502-35T 

Authority: 26 U.S.c. 7805. 
Par. 10. In §602.101, paragraph (b) 

IS amended by removing the entry for 
§ 1.1502-35T and adding an entry to the 

Par. 9. The authority citation for part table in numerical order to read as follows: 
602 continues to read as follows: 

Add 

§ 1.1502-35 

§ 1.1502-35 

§1.1502-35 

§1.l502-35 

§ 1.1502-35 

§ 1.1502-35(1) 

§1.1502-35 

§ 1.1502-35 

§ 1.1502-35 

§1.l502-35 

09602.101 OMB Control numbers. 

* * * * * 
(b) * * * 

CFR part or section where Current OMB 
identified and described control No. 

* * * * * 
1.1502-35 

* * * * * 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

Approved March 7,2006. 

Eric Solomon, 
Acting Deputy Assistant Secretary 

of the Treasury. 

1545-1828 

(Filed by the Office of the Federal Regi,teron March 9.2006. 
II :31 a.m .. and puhli,hed in the Issue of the Federal Register 
for March 14.2006.71 FR. 13008) 
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Part II. Treaties and Tax Legislation 
Subpart A.-Tax Conventions and Other Related Items 

Irish Common Contractual 
Funds MAP 

Announcement 2006-19 

The following is a copy of the Mu
tual Agreement entered into on February 

9, 2006, by the Competent Authorities of 
the United States and Ireland, regarding 
the treatment of common contractual funds 
under the U.S.-Ireland income tax treaty 
and protocol. 

The text of the Agreement is as follows: 

COMPETENT AUTHORITY AGREEMENT 

The Competent Authorities of the United States and Ireland enter into the following agreement ("Agreement") concerning the 
treatment of Common Contractual Funds under the Convention Between the Government of the United States of America and the 
Government of Ireland for the Avoidance of Doublc Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on 
Income and Capital Gains, signed at Dublin on July 28, 1997 (the "Treaty") and the Protocol, also signed at Dublin on July 28, 
1997 (the "Protocol"). The Agreement is entered into under paragraph 3 of Article 26 (Mutual Agreement Procedure). 

It has come to the attention of the Competent Authorities that difficulties have arisen as to the application of the Treaty to income 
received by Irish unit holdcrs in a Common Contractual Fund CCCF"). This results from the provisions of Subparagraph 
I (d) of Article 4 of the Treaty and Article I of the Protocol. 

The CCF was introduccd into law in Ireland after the Treaty entered into force. Legislation for the establishment in Ireland of a 
UCITS CCF was enacted under the UCITS (Undertakings for Collective Investment in Transferable Securities) Regulations (S.I. 
211 of 2003 as amended). More recently, legislation allowing for the formation of a non-UCITS CCF in Ireland was passed in 
June 2005. entitled the Investment Funds, Companies and Miscellaneous Provisions Act 2005 (the "2005 Act'} 

Taxation provisions governing the UCITS CCF were introduced in Ireland in the Finance Act 2003. Anticipating of the passing 
into law of the 2005 Act, those provisions were amended by Section 44 of the Finance Act 2005 to cover both UCITS and 
non-UCITS CCFs. Section 44 provides, inter alia, for a new Section 7391 in the Taxes Consolidation Act 1997 (TCA). Under 
section 7391 of the TCA the income and gains of a CCF are treated as arising or, as the case may be, accruing, to each unit holder 
of the CCF in proportion to the value of the units beneficially owned by the unit holder, as if the relevant income and relevant 
gains had arisen or, as the case may be, accrucd, to the unit holders in the CCF without passing through the hands of the CCF. 

The first sentence of Article 1 of the Protocol provides that for the purposes of the Treaty where a resident of a Contracting State 
is entitled to income or gaim in respect of an interest in a person that derives income or gains from the other Contracting State, 
any income or gains so derived by such person shall be considered to be income or gains of such resident to the extent it is 
treated as such under the taxation laws of the first-mentioned State. Thus, under the first sentence it would appear that income 
received hy a unit holder that is a resident of Ireland in respect of an interest in a CCF should be considered to be income 
of the unit holder for purposes of the Treaty. 

However. under the second sentence of Article I of the Protocol, the income will not be treated as the income of the unit 
holder for purposes of the Treaty if the CCF is a resident of Ireland within the meaning of subparagraph lid) of Article 4 
(Residence) of the Treaty. Subparagraph 1 (d) of Article 4 provides that, in the case of Ireland, a "resident" includes a Collective 
Inve,tment Undertaking ("Cll)"). The term "Collective Investment Undertaking" is not however defined in the Treaty. Under 
Irish law. a CCF is treated as a CIU. Therefore, a question has arisen as to whether Irish unit holders in a CCF are entitled to 
benefih unuer the Treaty. 

Para[!raph 2 of Article :I (General Definitions) of the Treaty provides that any term not defined in the Treaty shall, unless the 
context otherwise requires, or the competent authorities agree to a common meaning pursuant to the provisions of Article 26 
(Mutual Agreement Procedure), he defined by reference to the law of the Contracting States in effect at the time the Treaty is 
being applied. The technical explanation of the Treaty prepared by the Department of the Treasury of the United States explains 
that the reference to the "context otherwise requiring" a definition different from the internal law definition of the Contracting 
State whose tax IS being imposed refers to a circumstance where the result intended by the negotiators or by the Contracting 
States is different from the result that would obtain under the statutory definition. 
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The Competent Authorities agree that in order to reach the result intended by the Contracting States. a CCF will not be treated as a 
resident of Ireland pur~uant to paragraph l(d) of Article 4. Accordingly. under the first sentence of Article I of the Protocol. a unit 

holder in a CCF will be entitled to benefits under the Treaty. provided the unit holder is a resident of Ireland that satisfies the 
requirements of Article 23 (Limitation on Benefits). In addition. a CCF will not be entitled to benefits in its own right because 
it will not be a resident of Ireland. 

Frank Y. Ng 
Acting United States Competent Authority 

Date: __________ _ 

First Publication-U.S.-Japan 
Investment Bank MOU 

Announcement 2006-20 

The following is a copy of the first 

publication, dated March 3, 2006, re
garding notification of self-certification 
of United Sates and Japanese resident in
vestment banks, pursuant to section E of 
the U.S.-Japan Investment Bank MOU 
entered into on December 27, 2005 (Ann. 
2006-6. 2006-4 I.R.B. 340) by the Com
petent Authorities of the United States and 

Japan. 
The text of the first publication is as 

follows: 

Memorandum of Understanding 
(MOU) under Article 1l(3)(c)(l) of 
the United States-Japan Income Tax 
Treaty: First publication, dated March 
3, 2006, under the MOU, Section E, 
by the Competent Authorities of the 
United States and Japan concerning 
notification of self-certification of 
United States and Japanese resident 
investment banks 

Japanese Resident Entities 

Pursuant to section E (Confirmation of 
Benefits) of the MOU between the United 
States and Japan dated Decemher 27. 
2005, the named Japanese resident entities 
in this publication have self-certified that 
they meet the conditions provided in the 
Guidelines of the MOU for entitlement to 
treaty benefits under Article 11(3)(c)(i). 
The Japanese Competent Authority has 
been properly notified of the following 
self-ceI1ifications in accordance with its 
domestic procedures and has provided the 

P. F. Mullen 

Irish Competent Authority 

Date: __________ _ 

named Japanese resident entities to the 
United States Competent Authority: 

• 
• 

Nomura Holdings Inc. 
Daiwa Securities Group Inc . 

U. S. Resident Entities 

Pursuant to section E (Confirmation 
of Benefits) of the MOll between the 
United States and Japan dated December 
27,2005, the named U.S. resident entities 
in this publication have self-certified that 
they meet the conditions provided in the 
Guidelines of the MOU for entitlement to 
treaty benefits under Article 11(3)(c)(i). 
The United States Competent Authority 
has been properly notified of the follow
ing self-certifications in accordance with 
its domestic procedures and has provided 
the named U.S. resident entities to the 
Japanese Competent Authority: 

Rear Stearns 

• The Bear Stearns Companies Inc. 
• Bear Stearns Corporate Lending Inc. 
• Bear Stearns Investment Products Inc. 

• Bear Stearns Forex Inc. 

Citigroup 

• Citigroup Financial Products Inc. 
• Citigroup Global Markets Holdings 

Inc. 
• Citigroup Overseas Investment Corpo

ration 

• Citigroup Funding Inc. 

Credit Suisse First Bostoll 

• Credit Suisse Holdings (USA), Inc. 

• Credit Suisse (lJSA), Inc. 
• Credit Suisse Financial Corporation 

• Column Financial, Inc. 
• DLJ Mortgage Capital, Inc. 
• DLJ Real Estate Capital Partners. Inc. 

• Credit Suisse Premium Finance LLC 

Goldlllan Sachs 

• The Goldman Sachs Group, Inc. 

• Goldman, Sachs & Co. 
• 
• 

Goldman Sachs Mortgage Company 
William Street Commitment Corpora-

tion 
• William Street Credit Corporation 
• William Street Funding Corporation 
• Goldman Sachs Credit Partners LP 
• Goldman Sachs Capital Markets. L.P. 

JPMOIRon Chase 

• JPMorgan Chase & Co. 
• J.P. Morgan International Finance 

Limited 

Lehman Brothers 

• Lehman Brothers Holdings Inc. 

Merrill L\'IIch 

• 
• 

• 
• 
• 

• 
• 

Merrill Lynch & Co .. Inc. 
Merrill Lynch, Pierce, Fenner & Smith 

Inc. 
Merrill Lynch Capital Corporation 
Merrill Lynch Capital Services, Inc. 
Merrill Lynch Government Securities, 

Inc. 
Merrill Lynch Mortgage Capital. Inc. 
Merrill Lynch Professional Clearing 

Corporation 
• Merrill Lynch International. Inc. 
• Merrill Lynch International Holdings, 

Inc. 

• Merrill Lynch Group. Inc. 

Morgan Stallle\' 

• Morgan Stanley 
• Morgan Stanley International Inc. 
• Morgan Stanley International Hold

ings Inc. 
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• Morgan Stanley Senior Funding Inc. 
• Morgan Stanley Asset Funding Inc. 
• Morgan Stanley Capital Group Inc. 

• Morgan Stanley Capital Services Inc. 
• Morgan Stanley Investment Manaae-

b 

ment Inc. 

• Moroan Stanlev Principle Funding Inc. e . 
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Part III. Administrative, Procedural, and Miscellaneous 
Weighted Average Interest 
Rate Update 

Notice 2006-32 

Sections 412(b )(5)(B) and 
412(1)(7)(C)(i) of the Internal Rev

enue Code generally provide that the 
interest rates used to calculate current lia
bility for purposes of determining the full 
funding limitation under § 412( c )(7) and 
the required contribution under § 412(1) 
must be within a permissible range around 

the weighted average of the rates of inter
est on 30-year Treasury securities during 
the four-year period ending on the last day 
before the beginning of the plan year. 

Notice 88-73, 1988-2 C.B. 383, pro
vides guidelines for determining the 

For Plan Years 
Beginning in: 

Month Year 

March 2006 

Drafting Information 

The principal authors of this notice 
are Paul Stern and Tony Montanaro of 
the Employee Plans, Tax Exempt and 
Government Entities Division. For fur
ther information regarding this notice, 

weighted average interest rate and the 
resulting permissible range of interest 
rates used to calculate current liability for 
the purpose of the full funding limitation 
of § 412(c)(7) of the Code. 

Section 417(e)(3)(A)(ii)(ll) defines 
the applicable interest rate, which must 

be used for purposes of dctermining the 
minimum present value of a participant's 
benefit under § 417(e)(l) and (2), as the 
annual rate of interest on 3D-year Treasury 
securities for the month before the date 
of distribution or such other time as the 

Secretary may by regulations prescribe. 
Section 1.417(e)-I(d)(3) of the Income 
Tax Regulations provides that the applica
ble interest rate for a month is the annual 
interest rate on 30-year Treasury securi
ties as specified by the Commissioner for 

30-Year 

that month in revenue rulings, notices or 

other guidance publishcd in the Internal 
Revenue Bulletin. 

The rate of interest on 30-year Treasury 
securities for February 2006 is 4.58 per
cent. The Service has determined this rate 
as the average of the yield on the 30-year 
Treasury bond maturing in February 2031 
determined each day through February 8, 
2006, and the yield on the 30-year Trea
sury bond maturing in February 2036 de
termined each day for the balance of the 

month. 
The following 3D-year Treasury rates 

were determined for the plan years begin
ning in the month shown below. 

Treasury 90% to 105% 90% to 110% 
Weighted Permissible Permissible 
Average Range Range 

4.83 4.34 to 5.07 4.34 to 5.31 

please contact the Employee Plans' tax
payer assistance telcphone service at 
1-877-829-5500 (a toll-free number), 

between the hours of 8:30 a.m. and 
4:30 p.m. Eastern time, Monday through 
Friday. Mr. Stern may be reached at 
1-202-283-9703. Mr. Montanaro may 

be reached at 1-202-283-9714. The tele
phone numbers in the preceding sentences 
are not toll-free. 

Note. This revenue procedure will be reproduced as the next revision of IRS Publication 1223. General Rules and Specifications for 

Substitute Forms W -2c and W -3c. 

Rev. Proc. 2006-19 
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Section 1 - Purpose 

.01 The purpose of this revenue procedure is to state the requircmcnts of the Internal Revenue Service (IRS) and the Social Security 
Administration (SSA) regarding the preparation and use of substitute forms for Form W-2c, Corrected Wage and Tax Statement. and 
Form W-3c. Transmittal of Corrected Wage and Tax Statements . 

. 02 The official IRS Form W -2c is a six-part form and the official IRS Form W -3c is a one-part form. Paper substitutes conforming 
to the specifications contained in this document may be privately-printed without the prior approval of the IRS or the SSA. 

Note. Both paper substitute forms filed with the SSA, and those furnished to cmployees, that do not totally conform to these specifi. 
cation, are not acceptable. Forms W-2c (Copy A) and Forms W-3c that do not conform may be returned. In addition, penalties may 
be assessed . 

. 03 Substitute forms should not be submitted to either the IRS or the SSA for specific approval. If you are uncertain of any speci· 
fication and want clarification, do the following. 

(I) Submit a letter to the appropriatc address below citing the specification. 

(2) State your understanding of the specification. 

(3) Enclose an example (if appropriate) of how the form would appear if produccd using your understanding. 

(4) Be sure to include your namc. complete address. phone number, and. if applicable, your email address with your correspon· 
dence . 

• Oot Any questions about the specifications. especially those for the red-ink Form W-2c (Copy A) and Form W -3c, should be cmailed 
to *tax(orms@irs.gOl. (The asterisk must he included in the address.) Please enter "Substitute Forms" on the subject line. Or send 
your questions to: 

Internal Revenue Service 
Attn: Substitute Forms Program 
SE:W:CAR:MP:T:T:SP. IR 6406 
1111 Constitution Ave .. NW 
Washington. DC 20224 

Any questions about the black-and-white laser-printed Form W-2c (Copy A) and Form W-3c should be emailed to 
ill.\('/:tril'/lIs@ssa.go\' or sent to: 

Social Security Administration 
Data Operations Center 
Attn: Laser Forms Approval. Room 359 
1150 E. Mountain Drive 
Wilkes· Harre. PA 18702-79Y7 

Note. You should receive a response from either the IRS or the SSA within 30 days . 
. 05 The IRS maintains a centralized Customer Service call site at its Enterprise Computing Center - Martinsburg (ECC) to answer 

question, related to information returns (Forms W-2, W-3. W-2c, W-3c, 1099 series. 1096, etc.). You can reach the call site at 304· 
263-8700 (not a toll-free number) or 1-866-455-7438 (toll-free). The Telecommunication Device for the Deaf (TOO) number is 
304-267·3367 (not a toll·free number). The hours of operation are Monday through Friday from 8:30 a.m. to 4:30 p.m. Eastern time. 
You may abo send questions to the call site via the Internet at mccirp@irs.gov. IRSIECC does not process information returns that 
arc filed on paper forms . 

. 06 The following form instructions and publications provide more detailed filing procedures for certain information returns. 

• Instructions for Forms W-2 and W-3. 
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• Instructions for Forms W-2c and W-3c (Rev. January 2006). 

• Publication 1141, General Rules and Specifications forSubstitutc Forms W-2 and W-l. 

Section 2 - What's New 

.01 We are revising this revenue procedure, which wi II be reproduced as Publication 1223, General Rules and Specifications for 
Substitute Forms W-2c and W-3c, because Forms W-2c and W-3c were revised in January 2006. Publication 1223 will only be 
available online at www.irs.gol'. Several changes have been made to Forms W-2c and W-3c since they were previously revised in 
December 2002. The major changes include the following. 

• The Social Security Administration (SSA) will not accept magnetic media submissions after December 31. 2006. 

• The top margin of Form W-3c is now .5 inches from the top rule of the form to the top of the page, instead of.S inches from the 
top wording (DO NOT CUT. FOLD OR STAPLE) to the top of the page. 

• We added a separate entry field to box (e) (employee's name) on Form W-2c for employee suffix names such as "Jr." or "Sr." 

• You can file Forms W-2c and W-3c electronically by visiting the SSA's Employcr Reporting Instructions and Information website 
at www.socialsecuritv.gov/emplover, selecting "Electronically File Your W-2cs", and logging into "Business Services Online." 
SSA's "Create Forms W-2c Online" option allows you to create "fill-in" versions of Forms W-2c and Forms W-3c for filing with 
the SSA and to print out copies of the forms for filing with state or local governments, distribution to your employees. and for 
your records. 

• Box (c) on Form W-2c is now "Corrected SSN and/or name" and must be checked if the SSN and/or name is being corrected. 

• A checkbox in box (c) on Form W-3c for new Form 944 and Form 944-SS has becn added. Form 944 and Form 944-SS are new 
forms that must be filed by certain employers instead of Form 941 or Form 941-SS beginning with calendar year 2006. 

• The "Sec. 218" checkbox in box (c) on Form W-3c has been eliminated. State and local govcrnments filing Forms W-2c to report 
Social Security coverage for employees under a section 218 agreement should write "Section 218 Agreement" in the lower-left 
comer of box (c) on Form W-3c. 

• Form W-3c PR is 7.3 inches wide and should be printed on 8.5 x II-inch paper with a .S-inch tup margin and .6-inch left and right 
margins . 

. 02 The following changes have heen made to Publication 1223 since the last revision (May 2003). 

• Because magnetic media is being eliminated as a filing method, all references to magnetic media were deleted. 

• For timeliness. to save printing expenses, and because users of Publication 1223 have access to the Internet and the IRS website, 
Publication 1223 will now only be released for downloading from the IRS website. However, this revenue procedure will continue 
to be released in printed form in the Internal Revenue Bulletin. 

• We expanded the guidelines for the laser-print substitute Forms W-2c and W-3c by adding specifications to Section 5.03. 

• We have included information about the IRS' Enterprise Computing Center's call site for answering questions relating to infor
mation returns. 

• Corrected payee statements (Copies B, C, and 2 of Forms W-2c) may be furnished electronically if employees give their consent. 
See also Publication IS-A, Employer's Supplemental Tax Guide. 

• We made editorial changes. Redundancies were eliminated as much as possible. 

Section 3 - Filing Forms W-2c and W-3c Electronically 

.01 Employers must file electronically with the SSA if they file 250 or more Forms W -2c (Copy A) during a calendar year unless the 
IRS granted you a waiver. For details, get the Instructions for Forms W-2c and W-3c. SSA publication MYlREF-2, Magnetic Media 
Reporting and Electronic Filing of W-2c Information, contains specifications and procedures for filing Forms W-2c. Employers are 
cautioned to obtain the most recent revision of MMREF-2 (and supplements) due to any subsequent changes in specifications and 
procedures . 

. 02 You may obtain a copy of the MMREF-2 by: 
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• Accessing the SSA website at \nt'lI.socialseclIritl',gol'iemploreripub.htm. 

• Writing to: 

Social Security Administration 
OCO. DES: Attn: Employer Reporting Services Center 
3()() North Greene Street 
Baltimore. MD 21290-0300 

• Calling your local SSA Employer Services Liaison Officer (ESLO), Their phone numbers are available at 
11'1 \'II'. s()cilll sent ri tr,gOl 'jell/pi oye rlempcolltacts, htm. 

• Calling the SSA's Employer Reporting Services staff at 1-800-772-6270, 
.03 Electronic filers do not file a paper Form W-3c, See the SSA publication MMREF-2 for guidance on transmitting Form W-2c 

(Copy A) information to the SSA electronically, 
.O~ Employers with fewer than 250 Forms W-2 to be corrected are encouraged to electronically file Forms W-2e (Copy A) with 

the SSA. Doing so will enhance the timeliness and accuracy of forms processing . 
. 05 Employers who do not comply with the electronic filing requirements for Form W-2c (Copy A) and who are not granted a 

waiver by the IRS may be subject to penalties, Employers who file Form W-2c information with the SSA electronically must not send 
the same data to the SSA on paper Forms W-2c (Copy A), Any duplicate reporting may subject filers to unnecessary contacts by the 
SSA or the IRS. 

Section 4 - Requirements for Substitute Paper Copies of Red-Ink Forms W-2c (Copy A) and 
W-3c That Will Be Filed With the SSA 

.01 Include the OMB Number on Forms W-2c (Copy A) and Forms W-3c in the same location as on the official form, 

.02 The words "For Privacy Act and Paperwork Reduction Act Notice. see separate instructions," must be printed on all Forms 
W-2c (Copy A) and Forms W-3c . 

. 03 The Government Printing Office (GPO) symbol must not be printed on substitute Forms W-2c (Copy A) and Forms W-3c. 

.04 The Catalog Number (Cat. No.) shown on the forms is used for IRS distribution purposes and should not be printed on any 
substitute forms, 

.05 The appropriate SSA addresses must be printed on the front of Form W -3c below the body of the form (see Exhibit B), 

If you use the U ,So Postal Service, the address is: 

Social Security Administration 
Data Operations Center 
P.O, Box 3333 
Wilkes-Barre, PA 18767-3333. 

If you use a carrier other than the U.S, Postal Service. the address is: 

Social Security Administration 
Data Operations Center 
Attn: W-2c Process 
1150 E. Mountain Drive 
Wilkes-Barre, PA 18702-7997 . 

. 06 All printing of substitute Forms W-2c (Copy A) and W-3c must be in Flint red OCR dropout ink except as specified below. 
The fo\lllwing must be printed in nonreflective black ink, 

• Identifying number "44444" or "55555" at the top of the forms, 

• The four (4) corner register marks on the forms, 

• All text including "Form W-3c" below the bottom two corner register marks of Form W-3c . 
. 07 The sequence for assembling the copies of Form W -2c is as follows. 

• Copy A - For Social Security Administration 

• Copy I - State. City. or Local Tax Department 
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• Copy B - To Be Filed with Employee's FEDERAL Tax Return 

• Copy C - For EMPLOYEE's RECORDS 

• Copy 2 - To Be Filed with Employee's State, City, or Local Income Tax Return 

• Copy 0 - For Employer 

.08 Substitute form printers are required to include their Employer Identification Numbers (EINs) to the left of "Department of the 
Treasury" in the lower right in place of "Cat. No." on Forms W-2c (Copy A) and W-3c . 

. 09 Employers may file privately-printed Forms W-2c (Copy A) and W-3c with the SSA. Any substitute form must he an exact 
replica of the IRS-printed form with respect to layout and content. 

.10 The back of substitute Form W-2c (Copy A) and Form W-3c mu~t bc frce of all printing . 

. 11 In addition: 

• Hot wax and cold carbon spots are not permitted on any of the internal form plies. 

• Color and paper quality for Copy A (cut sheets and continuous pinfed forms) and Form W-3c, as specified by JCP Cude 0-25 
dated November 29,1978, must be white 1000/(' bleached chemical wood, optical character recognition (OCR) bond. 

Note. Rcclaimed fibcr in any percentage is permitted provided the requirements of this standard are met. 

• Chemical transfer paper is permitted for Copy A only if: 

(a) Chemically-backed; 

(b) You do not use carbon-coated forms: and 

(c) Chemically-transferred images are black. 

• All copies must be clearly legible. Interleaved carbon should be black and must be of good quality to assure legibility on all copies 
and to avoid smudging. Fading must he minimized to assure legibility. 

• All copies shuuld be legible and able tu be photocopied. 

• The contractor must initiate or have a quality control program to assure OCR ink density . 
. 12 Type must be substantially identical in size and shape to the official form. All rules are either lie-point or 3h-point. Rules must 

be identical to those on the official IRS form. 

Note. The identifying number (44444 ur 55555) must be nonreflective carbun-based black ink in OCR-A font. 
.13 Onc official Form W -2c or W -3c is contained on a single page that is 8.5 inches wide (cxclusive of any snap stubs) by 11 inches 

deep. The width of a sub~titute form must be 7.5 inches. See Exhibits A and B . 
. 14 Forms W -2c (Copy A) of continuous. privately-printed substitute forms must be perforated at each II-inch page depth. 

Section 5 - Requirements for Laser-Printed Substitute Forms W-2c (Copy A) and W-3c That 
Will Be Filed With the SSA 

.01 The SSA has developed laser-printed versions of Furms W-2c and W-3c. You may contact the SSA via email at 
iaser.[orms@ssa.gOl' for more information. After the forms are devcloped. you will obtain a template in pdf or Excel format and the 
SSA will provide further approval instructions. You may use the format of Copy A of the red-ink forms as an initial template. You 
may also contact the SSA at the following address. 

Social Security Administration 
Data Operations Center 
Attn: Laser Forms Approval, Room 359 
1150 E. Mountain Drive 
Wilkes-Barre, PA 18702-7997 

You will be asked to send your sample forms via private mail carrier or certified mail in order to verify their receipt. 
.02 You will be required to send one set of blank and one set of dummy-data. laser-printed substitute Forms W -2c (Copy A) and 

W-3e for approval. Sample data entries should be filled in to the maximum length for each box entry. preferably using numeric data 
or alpha data, depending upon the type required to be entered. Include in your submission the name. telephone number, fax number. 
and email address of a contact person who can answer questions regarding your sample forms. 
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·03 Specifil'ation~ fDr the laser-printed black-and-white Forms W-2c (Copy A) and W-3c should be similar to the red-ink fonns 
(Section -+ I except fllr certain items and actual form dimensions, E.xhibits are samples only and must not be downloaded to meet tax 
ohligation~, 

( I) hmm mu~t he printed on S.:'I x II-inch single-sheet paper only, not on continuous-feed using a laser printer. 

(~I All rorm~ amI data must be printed in nonretlective black ink only. 

(:I) The data and fonm must be programmed to print simultaneously. Forms cannot be produced separately from wage data entries. 

(-+) The fonm Illust not contain corner register marks. 

(:'I) The forms must not contain any shaded areas induding those boxes that are entirely shaded on the red-ink forms, 

(6) Identifying numbers on both Form W-'2c ('"44444") and Form W-:lc ("'55555") must be preprinted in l4-point Arial bold font 
or a do~e approximation. 

(7) The form numbers ("W -'2c" and "W -3c") must be in I R-point Arial font or a close approximation, 

(R) ]'\0 part of the box titles or the data printed on the forms may touch any of the vertical or horizontal lines, nor should any of 
the data intermingle with the box titles. The data should be centered in the boxes, 

(9) Do not print any information in the margins of the laser-printed forms (for example, do not print "DO NOT CUT, FOLD OR 
STAPLE" in the top margin of Form W-3c), 

(I())The word "Code" must not appear in box 1'2 on Form W-2c (Copy A). 

(11) A 4-digit vendor code preceded by four zeros and a slash (for example, 000(11234) must appear in 12-point Arial font, or a 
close approximation, in place of the Cat. No. on Form W-2c (Copy A) and in the bottom right corner of the "For Official Use Only" 
bux at the bottom of Form W-3c. Do not display the form producer's EIN to the left of "Depal1ment of the Treasury." The vendor 
cnde will bc llscd to identify the form producer. 

( 12) Do not print Catalog Numbers (Cat. No,) on either form, 

( 13) Do not print the checkboxes in: 

• Box (c) of Form W -3c. The "X" should he programmed to be printed and centered directly below the applicable "Kind of Payer." 

• The "Yes/No" area above the signature on Form W-3c, The "X" should be programmed to be printed before "Yes" or "No," 

• The hox in the upper right corner of box (c) of Form W -'2c (Copy A), The "X" should be programmed to be printed in that comer. 

• Box 13 of Form W-'2c (Copy A), The "X" should be programmed to be printed and centered directly below the applicable box 
title. 

( 14) Do not print dollar sign,. If there are no money amounts being reportcd, the entire field should be left blank . 
. n ... You will be asked to submit samples of your laser-printed substitute forms to the SSA, Only laser-printed, hlack-and-white 

sub~titllte Forms W-'2c (Copy A) and Form W-3c will be accepted for approval by the SSA, 
.05 Fornb not containing a 4-digit vendor code preceded hy four zeros and a slash (00001) will be rejected and will not be submitted 

for testing or approval. If you do not have a vendor code, you may contact the National Association of Computerized Tax Processors 
\'ia email at prnidclIT 0'l/ilClp. on; . 

. 1l6 If you use forms produced by a vendor and have questions concerning approval, do not send the forms to the SSA for 
~lppnl\'al. Instead, you may contact the software vendor to obtain a copy of the SSA's dated approval notice supplied to that vendor. 

.1l7 Questions regarding red-ink substitute Forms W-'2, W-3, W-'2c, and W-3c, and other red-ink substitute forms such as the 1099 
'eric" I1lU~t be directed to the IRS. Also see IRS Publications 1141 and 1179. 

Section 6 - Requirements for Substitute Privately-Printed Forms W-2c (Copies B, C, and 2) 
Furnished to Employees 

.01 All employers (lIlduding those who file electronically) must furnish employees with at least two copies of Form W-2c (three 
llr m\lrl' f\lr l'mplnyees required to file a state, city, or local income tax return), 
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Note. Although substitute Copy 1 of Form W-2c can be printed in black instead of the red dropout ink. it should conform as closely 
as possible to Copy A of the official IRS form in content. format. and layout in order to satisfy slate and local reporting requirements . 

. 02 The paper for all copies must be white and printed in black ink. The substitute Copy B (or its equal). which employees are 
instructed to attach to their federal income tax returns, must be at least 9-pouncl paper (basis 17 x 22-500). Other copies furnished to 
employees should also be at least 9-pound paper (basis 17 x 22-500) . 

• 03 Interleaved carbon and chemical transfer paper for employee copies must be clearly legible. have the capability to be photo
copied, and not fade to such a degree as to preclude legibility and the ability to photocopy . 

• 04 Type must be substantially identical in size and shape to that on the official form . 
. 05 Substitute forms for employees need to contain only thc payment boxes and captions that are applicable. These boxes, box 

numbers, and box titles must. when applicable, match the IRS-printed form. In all cases, the employee name, address. and SSN, as 
well as the employer name, address, and EIN, must be present. 

.06 The dimensions of the boxes on these copies (Copies B, C, and 2), but not Copy A. may be adjusted to allow space for conveying 
additional information. This may permit the employer to eliminate other statements or notices that would otherwise be furnished to 
employees . 

• 07 The maximum allowable dimensions for employee copies of Form W-2c are no more than II inches deep by 8.5 inches wide. 
The minimum allowable dimensions for employee copies of Form W-2c are 2.67 inches deep by 4.25 inches wide. 

Note. These maximum and minimum size specifications are subject to future change . 
• 08 Either horizontal or vertical format is pcrmitted for substitute employee copies of Forms W-2c. That is, the width of the form 

may be either greater or less than the depth of the form . 
. 09 All copies of Form W-2c must clearly and prominently display the form number and the form title together in one area of the 

form. It is recommended (but not required) that this be located on the bottom left of Form W-2c. The reference to the "Department 
of the Treasury - Internal Revenue Service" must be on all copies of Form W-2c. It is recommended (but not required) that this be 
located on the bottom right of Form W-2c . 

. 10 If the substitute Forms W -2c are not labeled as to the disposition of the copies, then written notification must be provided to 
each employee as specified below. 

• The first copy of Form W-2c (Copy B) is filed with the employee's federal tax return. 

• The second copy of Form W-2c (Copy C) is for the employee's records. 

• If applicable, the third copy (Copy 2) of form W-2c is filed with the employee's state. city. or local income tax return. 
If the substitute Forms W -2c are labeled. the forms must contain the applicable description as stated on the official form . 
. 11 Instructions similar to thosc on the back of Form W -2c (Copy C) of the official form must be provided to each employee. 

Section 7 - Instructions for Employers 

.01 Privately-printed substitute Forms W -2c are not required to contain a copy to be retained by employers (Copy D). However, 
employers must be prepared to vcrify or duplicate this information if the IRS or the SSA requests it. Paper filers who do not keep 
Copy 0 of Form W -2c should be able to generate a facsimile of Form W -2c (Copy A) in case of loss . 

. 02 If Copy 0 is provided for the employer, instructions contained on the back of Copy 0 of the official form must appear on the 
back of the substitute form. If Copy 0 is not provided, these instructions must be furnished to the employer on a separate statement. 

.03 Only originals or compliant substitute copies of Forms W-2c (Copy A) and Forms W-3c may be filed with the SSA. Carbon 

copies and photocopies are unacceptable . 
. 04 Employers should type or machine print entries on non-laser generated forms whenever possible and provide good quality 

data entries by using a high quality type face, inserting data in the middle of blocks that are well separated from other printing and 
guidelines, and taking any other measures that will guarantee clear. sharp images. 

Note. l2-point Courier font is preferred by the SSA . 
. 05 Because employers must file a machine-scannable Form W -2c, they should meet the following requirements. 

• Use 12-point Courier (SSA-preferred) font for data entries. 

• Proportional-spaced fonts are unacceptable. 

• Refrain from printing any data in the top margin of the forms . 
. 06 The employer must also furnish payee copies of Forms W -2c (Copies B, C, and 2) that are legible and capable of being photo-

copied (by the employee) . 
. 07 When Forms W-2c or W-3c are typed, black ink must be used with no script type, inverted font. italics, or dual-case alpha 

characters. 

2006-1 C.B. 683 



.08 The filer \ cmployer Identification number (EIN) must be entered in box (d) of Form W-'2c and box {e 1 of Form W -3c. 

.09 The employer', name. address. EIN. and state ID number may be preprinted. 

Section 8 - OMB Requirements for Both Red-Ink and Laser-Printed Substitute Forms 

.0 I The Papemork RL'ductilln Act (the Act) of 1995 (Public Law 104-13) requires the following. 

• The Office of Man,tgement and Budget (OMB) approves all IRS tax forms that are subject to the Act. 

• Each IRS form L'llntaills the OMB approval number, if assigned. (The official OMB numbers may be found on the official IRS 
forms and are aho shO\\'ll on the forms in the exhibits.) 

• Each IRS form (or its instructions) states: 

( I) Why the IRS needs the information. 

(2) Hll\\ it \\ ill be used. and 

U) Whether or not the informatioll is required to be furnished to the IRS . 
. 02 This information must be provided to any users of official or substitute IRS forms or instructions . 
. 03 The OM13 requirements for substitute IRS forms are the following, 

• Any substitute form or substitute statement to a recipient must show the OMB number as it appears on the official IRS form. 

• For Form W -3c and Form W -'2c (Copy A). the OMB number (1545-0008) must appear exactly as shown on the official IRS form, 

• For any copy of Form W-3c or Form W-2c, other than Copy A, the OMB number must use one of the following formats. 

(I) OMB No. 1545-000X (preferred) or 

(2) OVIB # 1545-0008 (acceptable) . 
. 0-1 Any substitute Form W -3c and Form W -2c (Copy A) must state "For Privacy Act and Paperwork Reduction Act Notice. see 

separate instructions." If no instructions arc provided to users of your forms, you must furnish them the exact text of the Privacy Act 
and Papawork Reduction Act Notice, 

Section 9 - Reproducible Copies of Forms 

.en You can obtain official IRS form~ and information copies of federal tax materials at local IRS offices or by calling the IRS 
Distribution Center at 1-800-829-3676. Other ways to get federal tax material include the following, 

• The IRS website at \\'\\'\\'.ir,u;ol. 

• The IRS' CD-ROM (Publication 1796). 
Only contact the IRS, not the SSA, for forms, 

Note. Many IRS forms are prmided 011 the IRS website and on the Federal Tax Forms CD-ROM. But copies of Form W-2c (Copy 
A) and Form W -3c cannot be used for filing with the IRS or SSA when obtained by these methods because the forms do not meet the 
~pecific printing specifications as described in this publication, Copies of Forms W -2c and W-3c obtained from these sources are for 
information purposes only. 

.t12 The IRS also offers an alternative to downloading electronic files and provides current and prior-year access to tax forms and 
instructions through its Federal Tax Forms CD-ROM, Order Publication 1796. IRS Federal Tax Products CD-ROM, by using the IRS 
\\eh~Ite al 1\'I\'\\'.ir·l.liorin/ordcrs or by calling 1-877-CDFORMS (1-877-233-6767). 

Section 10 - Effect on Other Documents 

.01 Rc\eilue Procedure 2003-31. 2003-1 CB. R39 (reprinted as Publication 1223. Rev. 5-2003). is superseded 

Section 11 - Exhibits 
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Exhibit A 
1.0" 

b Employee's correct SSN 

e Employee's first name and initial 

44444 

7.5" 

DO NOT CUT, FOLD, OR STAPLE THIS FORM 
For Official Use Only .. 

OMB No. 1545-0008 

c Corrected SSN andlor D d Employer's Federal EIN 
name (if checked. enter 
Incorrect SSN and/or name 
,n box h and/or box i:1 

____ l_ ~~~~ ~~~~ ______________ . ___ J _ ~_U~f_ 9 Employer's name. address. and ZIP code 

.5" .5" 
~ ~========3.7"========~14=~ 

f Employee's address and ZIP code 

Complete boxes hand/or i only 
if incorrect on last form filed. ~ 

h Employee's incorrect SSN i Employee's name (as incorrectly shown on previous form) 

Note: Only complete money fields that are being corrected (except MOGE). 

Previously reported 
1 Wages, tiPS, other compensation 

3 Social secunty wages 

5 Medicare wages and tipS 

7 Social security tips 

9 Advance EIC payment 

11 Nonquallfied plans 

13 Statlrtor1 Retllerllellt Hlird pdrly 
pr;wl()yt!p. n D~V D 

14 Other (see Instructions) 

Correct information 
1 Wages, tipS, other compensation 

3 Social security wages 

5 Medicare wages and tips 

7 Social security tips 

9 Advance EIC payment 

11 Nonqualified plans 

13 STaTuTory air:)Vee 
ReT rement n 

14 Other (see instructions) 

Third-parTy 

OclY 

Previously reported Correct information 
2 Federal Income tax withheld 2 Federal Income tax withheld 

4 Social secur'lty tax withheld 4 Social security tax withheld 

6 Medicare tax withheld 6 Medicare tax withheld 

8 Allocated tips 8 Allocated tiPS 

10 Dependent care benefits 10 Dependent care benefits 

12a See Instructions for box 12 12a See InstructIOns for box 12 

~ I a r I 
lt2b 

1.9" 
: I 

~ 12b 

I 
1.8" 

~ 

12c 12c 
L L , .. 1.9" 

I 
12d 

I 
12d ===~I===== 1.9" ===~~--L-------H?rl--'------I 

r 

I , c 

I 
State Correction Information 

Previously reported Correct information Previously reported Correct information 
15 State 15 State 15 State 15 State 

Employer's state 10 number Employer's state 10 number Employer's state 10 number Employer's state 10 number 

16 State wages. tips. etc. 16 State wages. tiPS. etc 16 State wages. tiPS. etc. 

17 State income tax 17 State income tax 17 State Income tax 

Locality Correction Information 
18 Local wages. tiPS. etc. 18 Local wages. tiPS. etc 18 Local wages. tips. etc. 

19 Local Income tax 19 Local income tax 19 Local Income tax 

20 Local,ty name 20 Locality name 20 Locality name 

For Privacy Act and Paperwork Reduction Act Notice, see separate instructions. 

Form W-2c (Rev. 1-2006) Corrected Wage and Tax Statement 

16 State wages. tips. etc. 

17 State Income tax 

18 Local wages. tiPS. etc 

19 Local Income tax 

20 Locality name 

Copy A-For Social Security Administration 
Department of the Treasury 
Internal Revenue Service 
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Exhibit B 
.5" 

7.5" • 
DO NOT CUT, FOLD OR STAPLE -a Tax year/Form cOlTected I 5S5SS 1 For Official Use Only ~ 

___________ I W-______ OMS No. 1545-0008 

b Employer's naMe, address. and ZIP code c 941/941-SS Military 943 944/944-SS 

Kind 

~ 
0 0 0 0 

3.8" of Hshld. Medicare Third-party 
Payer CT-1 emp. govt. emp. sick pay 

0 0 0 0 
.5" 5' 

~ d Number of Forms W-2c e Employer's Federal EIN f Establishment number 9 Employer's state 10 number ... 
Complete boxes h, I, or I only ,f h Employer's incolTect Federal EIN i Incorrect establishment number j Employer's incorrect state 10 number 
Incorrect on last iarm fried. 

Total of amounts previously reported Total 01 corrected amounts as Total 01 amounts previously reported Total 01 corrected amounts as 
as shown on enclosed Forms W-2c, shown on enclosed Forms W-2c, as shown on enclosed Forms W-2c, shown on enclosed Forms W-2c, 

1 Wages, tipS, other compensation 1 Wages, tiPS, other compensation 2 Federal Income tax withheld 2 Federal income tax withheld 

3 Social security wages 3 Social secunty wages 4 Social security tax withheld 4 Social secunty tax withheld 

5 Medicare wages and tiPS 5 Medicare wages and tipS 6 Medicare tax withheld 6 Medicare tax withheld 

1.9" .... 1.9" 

7 Social security tiPS 7 Social security tipS 8 Allocated tiPS 8 Allocated tips 

9 Advance EIC payments 9 Advance EIC payments 10 Dependent care benefits 10 Dependent care benefits 

11 Nonqualrf,ed plans 11 Nonqual,f,ed plans 12a-d (Coded items) 12a-d (Coded Items) 

1.9" 1,8" 

14 Inc. tax W/H by 3rd party sick pay payer 14 Inc tax W/H by 3ro party sick pay payer 

16 State wages, tipS. etc 16 State wages, tiPS, etc. 17 State Income tax 17 State Income tax 

18 Local wages, tiPS, etc. 18 Local wages, tips, etc 19 Local Income tax 19 Local Income tax 

Explain decreases here: 

Has an adjustment been made on an employment tax return filed with the Internal Revenue Service? D Yes 0 No 

If "Yes," give date the return was filed .. 

Under penalties of pequry, I declare that I have examined thiS return, Including accompanying documents, and. to the best of my knowledge and belief, It IS true, 
correct. and complete. 

Signature .. Title ~ Date ~ 

Contact person Telephone number For OffiCial Use Only 

( ) 
Email address Fax number 

( ) 

Purpose of Form Where To File 
Use this form to transmit Copy A of Form(s) W-2c, Corrected Wage It you use the U,S. Postal Service, send Forms W-2c and W-3c to the 

and Tax Statement (Rev 1-2006), Make a copy of Form W-3c and following address: 
keep It with Copy 0 (For Employer) of Forms W-2c for your records. Social Security Administration 
File Form W-3c even if only one Form W-2c is being filed or if those Data Operations Center 
Forms W-2c are being filed only to correct an employee's name or P_O, Box 3333 
social security number (SSN). See the separate Instructions tor Forms Wilkes-Barre, PA 18767-3333 
W-2c and W-3c for information on completing this form. 

If you use a carrier other than the U.S Postal Service, send Forms 
When To File W-2c and W-3c to the follOWing address: 

File this form and Copy A of Form(s) W-2c with the SOCial Security Social Security Administration 

Administration as soon as pOSSible after you discover an error on Data Operations Center 

Forms W-2, W-2AS, W-2GU, W-2CM, W-2VI, or W-2c. PrOVide Copies Attn: W-2c Process 

S, C, and 2 of Form W-2c to your employees as soon as possible. 1150 E, Mountain Drive 
Wilkes-Barre, PA 18702-7997 

Form W-3c (Rev 1-2006) Transmittal of Corrected Wage and Tax Statements 
Department 01 the Treasury 

For Privacy Act and Paperwork Reduction Act Notice, see separate instructions, Internal RpVAniJe Service 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 42.-Low-lncome 
Housing Credit 

The adjusted applicable federal short-tenn. mid

term. and long-term rates are set forth for the month 

of April 2006. See Rev. Rul. 2006-22. page 687. 

Section 280G.-Golden 
Parachute Payments 

Federal short-teIID. mid-tenn. and long-term rates 

are set forth for the month of April 2006. See Rev. 

Rul. 2006-22. page 6l17. 

Section 382.-Limitation 
on Net Operating Loss 
Carryforwards and Certain 
Built-In Losses Following 
Ownership Change 

The adjusted applicable federal long-term rate is 

set forth for the month of April 2006. See Rev. Rul. 

2006-22. page 687. 

Section 412.-Minimum 
Funding Standards 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of April 2006. See Rev. Rul. 2006-22. page 687. 

Section 467.-Certain 
Payments for the Use of 
Property or Services 

The adjusted applicable federal shoI1-term. mid

tenn, and long-term rates are set forth for the month 

of April 2006. See Rev. Rul. 2006-22. page 6l17. 

Section 468.-Special 
Rules for Mining and Solid 
Waste Reclamation and 
Closing Costs 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of April 2006. See Rev. Rul. 2006-22. page 687. 

Section 482.-Allocation 
of Income and Deductions 
Among Taxpayers 

Federal short-term. mid-term. and long-term rates 

are set forth for the month of April 2006. See Rev. 

Rul. 2006-22, page 687. 

Section 483.-lnterest on 
Certain Deferred Payments 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of April 2006. See Rev. Rul. 2006-22. page 687. 

Section 642.-Special 
Rules for Credits and 
Deductions 

Federal short-terrll. mid-term. and long-term rates 

are set forth for the month of April 2006. See Rev. 

Rul. 2006-22. page 687. 

Section 807.-Rules for 
Certain Reserves 

The adjusted applicable federal short-term. mid

term. and long-term rates are ,et forth for the month 

of April 2006. See Rev. RuL 2006-22. page 687. 

Section 846.-Discounted 
Unpaid Losses Defined 

The adjusted applicable federal short-term. mId

term. and long-term rates are set forth for the month 

of April 2006. See Rev. RuL 2006-22. page 687. 

Section 1274.-Determi
nation of Issue Price in the 
Case of Certain Debt Instru
ments Issued for Property 
(Also Sections 42, 280G. 382. 412, 467, 468, 482, 
483. 642, 807, 846, 1288, 7520, 7872.) 

Federal rates; adjusted federal rates; 
adjusted federal long-term rate and the 
long-term exempt rate. For purposes of 

sections 382. 642. 1274, 1288, and other 
sections of the Code, tables set forth thc 
rates for April 2006. 

Rev. Rul. 2006-22 

This revenue ruling provides vari
ous prescribed rates for federal income 
tax purposes for April 2006 (the current 
month). Table I contains the short-term, 
mid-term, and long-term applicable fed
eral rates (AFR) for the current month 
for purposes of section 1274(d) of the 
Internal Revenue Code. Table 2 contains 
the short-term, mid-tenn, and long-term 
adjusted applicable federal rates (adjusted 
AFR) for the current month for purposes 
of section l288(b). Table 3 sets forth the 
adjusted federal long-term rate and the 
long-term tax-exempt rate described in 
section 382(f). Table 4 contains the ap
propriate percentages for determining the 
low-income housing credit described in 
section 42(b )(2) for buildings placed in 
service during the current month. Finally, 
Table 5 contains the federal rate for deter
mining the present value of an annuity, an 
interest for life or for a term of years, or 
a remainder or a reversionary interest for 
purposes of section 7520. 
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REV RUL. 2006-22 TABLE I 

Applicable Federal Rates (AFR) for April 2006 

Period for Compounding 

Anl/ual SemianIJual Quarterly 

Short-term 

AFR 4.77% 4.71% 4.68% 
1101Jc AFR 5.25% 5.18% 5.15% 
120% AFR 5.73% 5.65% 5.61% 
130% AFR 6.21% 6.12% 6.07% 

Mid-term 

AFR 4.72% 4.67% 4.64% 
110% AFR 5.21% 5.14% 5.11% 
120o/r AFR 5.68% 5.60% 5.56% 
130% AFR 6.16% 6.07% 6.02% 
150% AFR 7.13% 7.01% 6.95% 
175% AFR 8.34% 8.17% 8.09% 

LOllg-term 

AFR 4.79% 4.73% 4.70% 
110% AFR 5.27% 5.20% 5.17% 
120% AFR 5.76% 5.68% 5.64% 
130% AFR 6.24% 6.15% 6.10% 

REV RUL. 2006-22 TABLE 2 

Adjusted AFR for April 2006 

Period for Compounding 

Annual Semiannual Quarterly 

Short-term adjusted 3.33% 3.30% 3.29% 
AFR 

Mid-term adjusted AFR 3.58% 3.55% 3.53% 

Long-term adjustcd 4.25% 4.21% 4.19% 
AFR 

REV RUL. 2006-22 TABLE 3 

Ratcs Under Section 382 for April 2006 

Adjusted federal long-term rate for the current month 

Long-term tax-exempt rate for ownership changes during the current month (the highest of the adjustcd 
federal long-term rates for the current month and the prior two months.) 

REV RUL. 2006-22 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for April 2006 

Appropriate percentage for the 709r present value low-income housing credit 

Appropriate percentage for the 30Sle present value low-income housing credit 

688 2006-1 C.B. 

MOIlfh!r 

4.66% 
5.12% 
5.58% 
6.04% 

4.63% 
5.09% 
5.54% 
5.99% 
6.91% 
8.03% 

4.68% 
5.14% 
5.61% 
6.07% 

Monthly 

3.28% 

3.52% 

4.17% 

4.25% 

4.26% 

8.11% 

3.47% 



REV. RUl. 2006-22 TABLE 5 

Rate Under Section 7520 for April 2006 

Applicable federal rate for determining the present value of an annuity. an interest for life or a term of years. 
or a remainder or reversionary interest 5.6'7r 

Section 1288.-Treatment 
of Original Issue Discount 
on Tax-Exempt Obligations 

The adjusted applicable federal short-term. mid

term. and long-term rates are set fOJ1h for the month 

of April 2006. See Rev. Rul. ::'006-22. page 687. 

Section 1441.-Withholding 
of Tax on Nonresident Aliens 
26 CFR 1.1441-1: Reqllirell1ent fiJI' the dedllclioll 

alld l\'irhllOldillg of tax Oil pm'I/10IIS to fr!l'('igll per

sons. 

T.D.9253 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 301 

Revisions to Regulations 
Relating to Withholding of Tax 
on Certain U.S. Source Income 
Paid to Foreign Persons and 
Revisions of Information 
Reporting Regulations 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations and removal 
of temporary regulations. 

SUMMARY: This document contains fi
nal regulations relating to the withholding 
of tax under sections 1441 and 1442 on 
certain U.S, source income paid to foreign 
persons and related requirements govern
ing collection, deposit. refunds, and credits 
of withheld amounts under sections 1461 
through 1463. Additionally. this document 
contains final regulations under sections 
6049 and 6114. These regulations affect 
persons making payments of U.S. source 
income to foreign persons and foreign per
sons claiming benefits under a U.S. in
come tax treaty. 

DATES: Effective Dare: These regulations 
are effective March 14,2006. The removal 
of §1.1441-I(e)(4)(vii)(G) is effective as 
of January 1. 2001. 

FOR FURTHER INFORMATION 
CONTACT: Ethan Atticks. (202) 
622-3840 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collections of information con
tained in this final rule have bccn previ
ously reviewed and approved by the Office 
of Management and Budget in accordance 
with the Paperwork Reduction Act of 1995 
(44 U.s.c. 3507(d)) under control numbcr 
1545-1484. 

An agency may not conduct or sponsor. 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
control number assigned by the Office of 
Management and Budget. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally. tax returns and tax return 
information are confidential, as required 
by 26 U.S.c. 6103. 

Background 

In Treasury Decision 8734, 1997-2 
C.B. 109 [62 FR 53387], the Treasury De
partment and the IRS issued comprehen
sive regulations under chapter 3 (sections 
1441-1464) and subpart B of Part III of 
Subchapter A of chapter 61 (sections 6041 
through 6050T) of the Internal Revenue 
Code (Code). Those regulations were 
amended by TO. 8804, 1999-1 C.B. 793 
[63 FR 72183]. TO. 8856, 2000-1 C.B. 
298 [64 FR 73408J, TO. 8881. 2000-1 
C.B. 1158 [65 FR 32152], and TO. 9023, 
2002-2 C.B. 955 [67 FR 703IOJ (collec
tively the current regulations). The current 
regulations are generally effective as of 
January 1,2001. 

In Notice 2001-4. 2001-1 C.B. 267. 
Notice 2001-11. 2001-1 C.B. 464. and 
Notice 2001-43. 2001-2 C.B. 72. the 
Treasury Department and the IRS an
nounced the intention to amend the current 
regulations under sections 1441. 6049 and 
6114 to address the matters discussed in 
those notices. 

On March 30. 2005. the IRS and 
Treasury published a notice of proposed 
rulemaking (REG-125443-01, 2005-16 
I.R.B. 912) in the Federal Register (70 
FR 16189) (hereinafter the proposed reg
ulations). The proposed regulations con
tained provisions to implement certain 
changes announced in those notices and 
other changes. 

No public hearing regarding the pro
posed regulations was requested or held. 
However, certain written comments were 
received. After consideration of the 
comments, the proposed regulations are 
adopted as revised by this Treasury deci
sion. 

Summary of Comments 

These final regulations finalize the 
provisions of the proposed regulations 
with only two areas of modification. The 
comments received and the modifications 
made in response to those comments are 
described below. 

A. Taxpayer Identificatioll Number (TIN) 

Requirementfor Certain Foreign Grantor 

Trusts 

Section 1.1441-1(e)(4)(vii)(G) pro
vides that a TIN must be stated on a 
withholding certificate from a person rep
resenting to be a foreign grantor trust 
with 5 or fewer grantors. Generally, 
if no TIN is provided. the withholding 
certificate is considered invalid. See 
§ 1.1441-1 (e)(2)(ii). 

The proposed regulations eliminated 
this TIN requirement for withholding 
certificates provided by such persons to 
qualified intermediaries (QIs). but retained 
it for withholding certificates provided by 
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such persons to other withholding agents 
if the certificate was executed on or before 
December 31. 20()3. 

Commentalor~ requeqed that these fi
nal regulatiOlb adopt the pro\isioos of the 
proposed regulations that remove the TIN 
requirement but with an effective date that 
applies to certificates executed and pro
vided to all withholding agents. not just 
Qls. on or after January I. 200 I. the effec
tive date of the cunent regulations. The 
commentators state that the retroactive 
effective date for wlthholding certificates 
provided to the other withholding agents 
is consistent with the IRS and Treasury's 
recognition that the TIN requirement in 
the current regulations is not serving to 
enhance enforcement objectives. Further. 
the commentators state that for adminis
trative reasons the effective dates should 
be consistent whether or not the withhold
ing certificate is provided to a QI or other 
withholding agent. The IRS and Treasury 
agree with this comment. Accordingly. 
under these final regulations. a withhold
ing certificate executed on or after January 
I. 200 I. and provided to a QI or other 
withholding agent by a person represent
ing to be a foreign grantor trust with five 
or fewer grantors does not need to state a 
TIN for such certificate to be valid. 

B. Reporting of Treaty-based Return 
Positiolls 

Section 301.6114-I(a) provides that. 
if a taxpayer takes a return position that 
a tax treaty overrules or modifies any 
provision of the Code and thereby effects 
a rcduction of any tax at any time. the 
taxpayer must disclose that return posi
tion. either on a statement attached to the 
return or on a return filed for the pur
pose of making such disclosure. When 
applicable. ~301.6114-I(d) generally re
quires a taxpayer to attach Form 8833. 
Trcoty-Based Return Position Disclosure 
UI/der Sectiol/ 61 I4 or 7701(b). to its 
U.S. Federal income tax return. Section 
301.6114-1(b) states that reporting is re
quired unless it is expressly waived and 
provides a nonexclusive list of particular 
positions for which reporting is required. 
Section 301.6114-1 (c) then provides a list 
of specific exceptions from the general 
reporting requirements of ~301.6114-I(a) 
and (bl 
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The proposed regulations provided that 
reporting under §301.6114-I(b)(4)(ii) is 
required only for the positions specifically 
described in paragraphs (b)(4)(ii)(A) and 
(B). or (C) or (0) of that section. Further. 
the proposed regulations provided that 
reporting under §301.6114-I(b)(4)(ii)(D) 
is waived for taxpayers that are not indi
viduals or States and that receive amounts 
of income subject to withholding that 
do not exceed $10.000 in the aggregate 
for the taxable year. See Prop. Reg. 
§301.6114-I(c)(l)(i). and (7). 

Commentators suggested that the 
$10.000 threshold applicable to tax
payers that are not individuals or States 
should be increased to $500.000, the 
threshold amount for reporting under 
§30 1.6114-1 (b)( 4 )(ii)(C) (addressing pay
ments to a related foreign person where 
benefits are claimed under a treaty that 
contains a limitation on benefits article). 
The commentators noted that entities typ
ically have substantially higher levels of 
investment as compared to individuals and 
therefore a higher threshold is warranted. 
The commentators concluded that the 
administrative burden placed on these en
tities by the regulations is not appropriate 
when considering the benefit to the gov
ernment by the disclosure. As a result. the 
commentators believed that the exception 
should be modified. 

In addition. the commentators sug
gested that reporting be waived for pension 
funds and certain other persons required 
to report under §301.6114-l(b)(4)(ii)(D), 
which requires reporting whenever a treaty 
imposes "any condition" in addition to a 
person's residence in the treaty country 
for entitlement to treaty benefits. The 
commentators stated that because, for ex
ample. an income tax treaty may condition 
a pension fund' s entitlement to a reduced 
rate of taxation on dividends on the pen
sion fund not being engaged in a trade 
or business. and because a pension fund 
rarely will violate such a condition. from 
a practical standpoint the sale requirement 
for entitlemcnt to treaty benefits is the 
residence of the pension fund. Therefore. 
the commentators suggested that requiring 
the pcnsion fund to file an income tax 
return and make a treaty based disclosure 
of its position imposes an unnecessary 
administrative burden. Accordingly, the 
commentators believed that it was ap
propriate to interpret the regulations such 

that the trade or husiness requirement 
described ahme \\itll re~pect III pension 
funds IS not "any conditi(ln" tIL-scrihed in 
~3()1.6l14-l(hl(4l(iii(Dl To clarify this 
point. the commentator:; requested that 
the !inal regulations wai \'\? reporting for 
pension funds. 

Commentators also requested that 
§301.6Il4-I(c)(6). whIch waives report
ing for amounts required to be reported 
under section 603HA on a Form 5472. "'n· 
formatioll Retllm 0(0 2Y/(' Foreign-Owned 
U.S. Corporatio/l or 0 Foreign CO/pOl'll' 
tion Engaged in II U.S. Trade or Business 
(lIllder sections 6038A and 6038(c) !!(fhe 
Internal Rel'ClIlIC Codc!." to the extent 
permitted under the form or accompany· 
ing instructions. be activated by including 
such permission in the form or instruc· 
tions. 

The IRS and Treasury considered the 
comments discussed above. as well as the 
general bases for requiring reporting under 
section 6114. Thc IRS and Treasury agree 
that reporting under section 6114 should 
not be required in certain circumstances 
where the payment is properly reported 
on Form 1042-5, "Foreign Person's U.S. 
Source Illcome Subject to Withholdillg," 
and the withholding agent is a U.S. per
son. or a foreign person that has entered 
into an agreement that provides for IRS 
audit. Thus, in response to the comments 
described above, the following amend· 
ments are made to the waiver provisions 
of §301.6114-I(c). 

First, rather than activating the excep
tion for amounts required to he reported 
under section 6038A on Form 5472, para
graph (c)(6) of the regulations is revised 
to replace this provision regarding Form 
5472 with a provision waiving reporting 
for amounts properly reported on Form 
1042-S by a withholding agent that is a 
reporting corporation within the meaning 
of section 6038A(a). Second. a new para
graph (c)(7) is added to provide that reo 
porting is waived for amounts properly re
ported on Form 1042-S by a withholding 
agent that is a U.S. financial institution. a 
QI. or a withholding foreign partnership 
(WP) or withhOlding foreign trust (WT) 

if the beneficial owner is a direct account 
holder of the U. S. financial institution or 
QI or a direct beneficiary or owner of the 
WP or WT. Third. a new paragraph (c)(8) 
is added which replaces the provision in 
the proposed regulations (see Prop. Reg. 



§30J.6114-l(c)(7» waiving reporting for 
taxpayers that are not individuals or States 
and that receive amounts of income sub
ject to withholding that do not exceed the 
$10,000 threshold. New paragraph (c)(8) 
contains a waiver for taxpayers that are not 
individuals or States that receive amounts 
that have been properly reported on Form 
1042-S, do not exceed $500,000, and are 
not received through an intermediary or 
flow-through entity. 

Notwithstanding the discussion above, 
the final regulations provide that the 
waivers from reporting in paragraph (c)(6), 
(7) and (8) do not apply to the extent that 
reporting is specifically required under the 
instructions to Form 8833. 

Finally, these final regulations 
clarify that reporting under section 
301.6114-I(b)(4)(ii) is required only for 
the positions specifically described in 
paragraphs (b)( 4 )(ii)(A) and (B), or (C) or 
(D). 

Effect on Other Documents 

Sections (V)(C), (D), and (E) of No
tice 2001-4, 2001-1 C.R. 267, Notice 
2001-11,2001-1 C.B. 464, and Sections 
2 and 3 of Notice 2001-43, 2001-2 C.B. 
72, are superseded as of March 14, 2006. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It has also been determined 
that section 553(b) of the Administrative 
Procedure Act (5 U.s.c. chapter 5) does 
not apply to these regulations, and, be
cause the regulations do not impose a new 
collection of information on small cntities, 
the Regulatory Flexibility Act (5 U.s.c. 
chapter 6) does not apply. Pursuant to sec
tion 7805(f) of the Code, the proposed reg
ulations preceding these regulations were 
submitted to the Chief Counsel for Advo
cacy of the Small Business Administration 
for comment on their impact on small busi
ness. 

Drafting Information 

The principal author of these proposed 
regulations is Ethan Atticks, OUice of 
Associate Chief Counsel (International). 
However, other personnel from the IRS 

and Treasury Department participated in 
their development. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR parts 1 and 301 
are amended as follows: 

PART 1 - INCOME TAXES 

Paragraph I. Thc authority citation for 
part 1 continues to read, in part, as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.1441-1 is amended as 

follows: 
1. Paragraph (b)(2)(iv)(A) is revised. 
2. Paragraph (b )(3 )(iii)(E) is added. 
3. Paragraph (c)(30) is added. 
4. Paragraph (e)(4)(vii)(G) is removed 

and paragraph (e)(4)(vii)(H) and (I) are re
designated as paragraph (e)(4)(vii)(G) and 
(H) respectively. 

The revisions and additions read as fol
lows: 

§1.1441-1 Requirementfor the deduction 
and withholding of tax on payments to 
foreign persons. 

* * * * * 
(b) * * * 
(2) * * * 
(iv) Payments to a US. branch of cer

tain foreign banks or foreign insurance 
companies-CAl Us. branch treated as a 
US. person in certain cases. A payment 
to a U.S. branch of a foreign person is a 
payment to a foreign person. However, 
a U.S. branch described in this para
graph (b)(2)(iv)(A) and a withholding 
agent (including another U.S. branch de
scribed in this paragraph (b)(2)(iv)(A» 
may agree to treat the branch as a U.S. 
person for purposes of withholding on 
specified payments to the U.S. branch. 
Notwithstanding the preceding sentence, 
a withholding agent making a payment 
to a U.S. branch treated as a U.S. person 
under this paragraph (b)(2)(iv)(A) shall 
not treat the branch as a U.S. person for 
purposes of reporting the payment made to 
the branch. Therefore, a payment to such 
U.S. branch shall be reported on Form 
1042-S under §1.l461-l(c). Further, a 
U.S. branch that is treated as a U.S. person 
under this paragraph (b )(2)(iv )(A) shall 

not be treated as a U.S. person for pur
poses of the withholding certificate it may 
provide to a withholding agent. There
fore, the U.S. branch must furnish a U.S. 
branch withholding certificate on Form 
W-8 as provided in paragraph (e)(3)(v) 
of this section and not a Form W-9. An 
agreement to treat a U.S. branch as a U.S. 
person must be evidenced by a U.S. branch 
withholding certificate described in para
graph (e )(3)( v) of this section furnished 
by the U.S. branch to the withholding 
agent. A U.S. branch described in this 
paragraph (b)(2)(iv)(A) is any U.S. branch 
of a foreign bank subject to regulatory 
supervision by the Federal Reserve Board 
or a U.S. branch of a foreign insurance 
company required to file an annual state
ment on a form approved by the National 
Association of Insurance Commissioners 
with the Insurance Department of a State, 
a Territory, or the District of Columbia. In 
addition, a financial institution organized 
in a possession of the United States will 
be treated as a U.S. branch for purposes of 
this paragraph (b)(2)(iv)(A). The Internal 
Revenue Service (IRS) may approve a 
list of U.S. branches that may qualify for 
treatment as a U.S. person under this para
graph (b)(2)(iv)(A) (see §601.601(d)(2) 
of this chapter). See §1.6049-5(c)(5)(vi) 
for the treatment of U.S. branches as 
U.S. payors if they make a payment that 
is subject to reporting under chapter 61 
of the Internal Revenue Code. Also see 
§ 1.6049-5(d)(l )(ii) for the treatment of 
U.S. branches as foreign payees under 
chapter 61 of the Internal Revenue Code. 

* * * * * 
(3) * * * 
(iii) * * * 
(E) Certain payments for services. A 

payment for services is presumed to be 
made to a foreign person if -

(1) The payee is an individual; 
(2) The withholding agent does not 

know, or have reason to know, that the 
payee is a U.S. citizen or resident; 

(3) The withholding agent does not 
know. or have reason to know, that the in
come is (or may be) effectively connected 
with the conduct of a trade or business 
within the United States; and 

(4) All of the services for which the 
payment is made were performed by the 
payee outside of the United States. 

* * * * * 
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(c) * * " 
(30) Posses.liollS of rhe Ullired Srurn. 

For purpo~e, of the regulation, under 
chapters 3 ami 61 of the Internal Re\
enue Code. f!OI.IC.l.lioIlS of tile [illired 
Srllres mean, Guam. American Samoa. the 
Northern Mariana Islands. Puerto Rico, 
and the Virgin Island". 

Par. 3 Section 1.1-\,-\,1-3 is amended 
by re\i,ing paragraphs (c)(3) and (e)(2) to 
read as follows: 

.U.1-1-1/-3 Detall/illmioll oramounts to 

I)e withheld. 

* * * * * 
(c) * * * 
(3) Special mil'S ill the case oj' dis

tri/mriolls }i"om a regulated im'fSllI/ellt 
cO/npwly-(i) Gelleral rule. If the amount 
of any distributions designated as being 
subject to section 852(b)(3)(C) or 5(A), 
or 871(k)(I)(C) or (2)(C). exceeds the 
amount that may be designated under 
those sections for the taxable year, then no 
penalties will be asserted for any resulting 
underwithholding if the designations were 
based on a reasonable estimate (made 
pursuant to the same procedures as de
scribed in paragraph (c)(2)(ii)(A) of this 
section) and the adjustments to the amount 
withheld are made within the time period 
described in paragraph (c)(2)(ii)(B) of this 
section. Any adjustment to the amount 
of tax dUe and paid to the IRS by the 
withholding agent as a result of under
withholding shall not be treated as a distri
bution for purposes of section 562( c) and 
the regulations thereunder. Any amount 
of U.S. tax that a foreign shareholder is 
treated as having paid on the undistributed 
capital gain of a regulated investment 
company under section 852(b)(3)(O) may 
he claimed hy the foreign shareholder as a 
credit or refund under ~1.1464-1. 

(ii) Rtfiallce br intermediary Oil rea
s{)lIuhle eslimale. For purposes of de
te:rl1lining whether a payment is a distri
hution designated as subject to section 
~)2(b)(.~)(C) or ())(AI. or 87I(k)(I)(C) 
llr (2)(CI. a withholding agent that is not 
the distnbuting regulated investment com
pany may. absent actual knowledge or 
re~"l)J1 to know otherwise. rely on the des
ignations that the: distributing company 
rcpre.,enh ha\ e been made: in accordance 
\\ Ith paragraph I c In)( i) of this section. 
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Failure by the withholding agent to with
hold the required amount due to a failure 
by the regulated in\'estment company to 
reasonably estimate the required amounts 
or to properly communicate the relevant 
information to the withholding agent shall 
be imputed to the distributing company. 
In such a case. the IRS may collect from 
the distributing company any underwith
held amount and subject the company to 
applicable interest and penalties as a with
holding agent. 

* * ~ * * 
(e) * * * 
(2) PaYl1lfllts illf()reigll ClI/Tel/n'. If the 

amount subject to withholding tax is paid 
in a cun-ency other than the U.S. dollar, 
the amount of withholding under section 
1441 shall be determined by applying the 
applicable rate of withholding to the for
eign cun-ency amount and converting the 
amount withheld into U.S. dollars on the 
date of payment at the spot rate (as defined 
in 91. 98~-1 (d)(l) in effect on that date. A 
withholding agent making regular or fre
quent payments in foreign cun-ency may 
use a month-end spot rate or a monthly av
erage spot rate. In addition. such a with
holding agent may use the spot rate on the 
date the amount of tax is deposited (within 
the meaning of § 1.6302-2(a», provided 
that such deposit is made within seven 
days of the date of the payment giving rise 
to the obligation to withhold. A spot rate 
convention must be used consi stently for 
all non-dollar amounts withheld and from 
year to year. Such convention cannot be 
changed without the consent of the Com
missioner. The U.S. dollar amount so de
termined shall be treated by the beneficial 
owner as the amount of tax paid on the in
come for purposes of determining the final 
U.S. tax liability and, if applicable, claim
ing a refund or credit of tax. 

* * * * * 
Par. 4. In ~1.1441-6, paragraph (b)(I) 

is revised to read as follows: 

~1.1441-6 Claim of reduced withholding 
IIl1der (III ill come tax treah'. 

* * * * * 
(b) Reliul/ce Oil claim of reduced with

holdillg lIlIder all iI/come tax treaty-( I) 
/11 gelleml. The withholding imposed un
der section 1441, 1442. or 1443 on any 
payment to a foreign person is eligible for 
reduction under the terms of an income 

tax treaty only to the extent that such pay
ment is treated as deri ved hy a resident 
of an applicable treaty jurisdiction, such 
resident is a beneficial owner. and all other 
requirements for benefits under the treaty 
are satisfied. See section 89-\. and the reg
ulations thereunder to determine whether 
a resident of a treaty country derives the 
income. Absent actual knowledge or rea
son to know otherwise, a withhOlding 
agent may rely on a claim that a beneficial 
owner is entitled to a reduced rate of with
holding based upon an income tax treaty 
if. prior to the payment, the withholding 
agent can reliably associate the payment 
with a beneficial owner withholding cer
tificate. as described in * 1.1441-I(e)(2), 
that contains the information necessary 
to support the claim, or, in the case of 
a payment of income described in para
graph (c)(2) of this section made olltside 
the United States with respect to an oft~ 

shore account, documentary evidence 
described in paragraphs (e)(3), (4), and (5) 

of this section. See § \.6049-5(e) for the 
definition of payments made outside the 
United States and S1.6049-5(e)(\) for the 
definition of offshore account. For pur
poses of this paragraph (b)( I). a beneficial 
owner withholding certificate described in 
91.1441-I(e)(2)(i) contains information 
necessary to support the claim for a treaty 
benefit only if it includes the beneficial 
owner's taxpayer identifying number (ex
cept as otherwise provided in paragraph 
(c)(\) of this section and § 1.l441-6(g)) 
and the representations that the beneficial 
owner derives the income under section 
894 and the regulations thereunder, if 
required, and meets the limitation on ben
efits provisions of the treaty, if any. The 
withholding certificate must also contain 
any other representations required by this 
section and any other information. certifi
cations, or statements as may be required 
by the form or accompanying instruc
tions in addition to, or in place of, the 
information and certifications described 
in this section. Absent actual knowledge 
or reason to know that the claims are 
incorrect (and subject to the standards 
of knowledge in § 1.1441-7(b»), a with
holding agent may rely on the claims 
made on a withholding certificate or on 
documentary evidence. A withholding 
agent may also rely on the information 
contained in a withholding statement pro
vided under §§1.l441-I(e)(3)(iv) and 



1.1441-5(c)(3)(iv) and (e)(5)(iv) to deter
mine whether the appropriate statements 
regarding section 894 and limitation on 
benefits have been provided in connection 
with documentary evidence. The Inter
nal Revenue Service (IRS) may apply the 
provisions of §1.1441-1(e)(l)(ii)(B) to 
notify the withholding agent that the cer
tificate cannot be relied upon to grant 
benefits under an income tax treaty. 
See §1.1441-1(e)(4)(viii) regarding re
liance on a withholding certificate by a 
withholding agent. The provisions of 
§1.l441-I(b)(3)(iv) dealing with a 90-day 
grace period shall apply for purposes of 
this section. 

* * * * * 
Par. 5. Section 1.6049-5 is amended as 

follows: 
1. Paragraph (c)(1) is revised. 
2. Paragraphs (c)(5)(i), (ii), (iii), (iv), 

(v) and (vi) are redesignated as paragraphs 
(c)(5)(i)(A), (B), (C), (D), (E), and (F), re
spectively. 

3. A new heading is added to paragraph 
(c)(5)(i). 

4. New paragraph (c)(5)(ii) is added. 
The revisions and additions read as fol

lows: 

§I.6049-5 Interest and original issue 
discount subject to reporting after 
December 31, 1982. 

* * * * * 
(c) Applicable rules-(l) Documentary 

evidence for offshore accounts and for 
possessions accounts. A payor may rely 
on documentary evidence described in this 
paragraph (c)( 1) instead of a beneficial 
owner withholding certificate described 
in §1.l441-I(e)(2)(i) in the case of a 
payment made outside the United States 
to an offshore account, in the case of a 
payment made to a U.S. possessions ac
count or, in the case of broker proceeds 
described in § 1.6045-1 (c )(2), in the case 
of a sale effected outside the United States 
(as defined in § 1.6045-1 (g)(3)(iii)(A». 
For purposes of this paragraph (c)( I), an 
offshore account means an account main
tained at an office or branch of a U.S. or 
foreign bank or other financial institution 
at any location outside the United States 
(i.e., other than in any of the fifty States 
or the District of Columbia) and outside 
of possessions of the United States. Thus, 
for example, an account maintained in a 

foreign country at a branch of a U.S. bank 
or of a foreign subsidiary of a U.S. bank is 
an offshore account. For purposes of this 
paragraph (c)( 1), a U. S. possessions ac
count means an account maintained at an 
office or branch of a U.S. or foreign bank 
or other financial institution located within 
a possession of the United States. For the 
definition of a payment made outside the 
United States, see paragraph (e) of this 
section. A payor may rely on documen
tary evidence if the payor has established 
procedures to obtain, review, and maintain 
documentary evidence sufficient to estab
lish the identity of the payee and the status 
of that person as a foreign person (in
cluding, but not limited to, documentary 
evidence described in §1.l441-6(c)(3) 
or (4»; and the payor obtains, reviews, 
and maintains such documentary evidence 
in accordance with those procedures. A 
payor maintains the documents reviewed 
by retaining the original, certified copy, 
or a photocopy (or microfiche or sim
ilar means of record retention) of the 
documents reviewed and noting in its 
records the date on which and by whom 
the document was received and reviewed. 
Documentary evidence furnished for the 
payment of an amount subject to with
holding under chapter 3 of the Internal 
Revenue Code must contain all of the in
formation that is necessary to complete a 
Form 1042-S for that payment. A payor 
may also rely on documentary evidence 
associated with a flow-through withhold
ing certificate for payments treated as 
made to foreign partners of a nonwith
holding foreign partnership, as defined in 
§1.l441-1(c)(28), the foreign beneficia
ries of a foreign simple trust, as defined 
in § 1.1441-1 (c )(24), or foreign owners 
of a foreign grantor trust, as defined in 
§1.l441-1(c)(26), even though the part
nership or trust account is maintained in 
the United States. 

* * * * * 
(5) * * * (i) Definition. * * * 
(ii) Reporting by U.S. payors in U.S. 

possessions. U.S. payors are not required 
to report on Form 1099 income that is 
from sources within a possession of the 
United States and that is exempt from tax
ation under section 931, 932, or 933, each 
of which sections exempts certain income 
from sources within a possession of the 
United States paid to a bonafide resident of 

that possession. For purposes of this para
graph (c)(5)(ii), a U.S. payor may treat the 
beneficial owner as a bona fide resident of 
the possession of the United States from 
which the income is sourced if. prior to 
payment of the income, the U.S. payor can 
reliably associate the payment with valid 
documentation that supports the claim of 
residence in the possession of the United 
States from which the income is sourced. 
This paragraph (c)(5)(ii) shall not apply if 
the U.S. payor has actual knowledge or 
reason to know that the documentation is 
unreliable or incorrect or that the income 
does not satisfy the requirements for ex
emption under section 931. 932, or 933. 
For the rules determining whether income 
is from sources within a possession of the 
United States, see section 937(b) and the 
regulations thereunder. 

* * * * * 

PART 301 - PROCEDURE AND 
ADMINISTRATION 

Par. 6. The authority citation for part 
301 continues to read, in part, as follows: 

Authority: 26 U .S.c. 7805 * * * 
Par. 7. Section 301.6114-1 is amended 

as follows: 
1. Paragraphs (c)(l )(i) through 

(c)(l)(vii) are redesignated as paragraphs 
(c)(1)(ii) through (c)(l)(viii), respectively. 

2. New paragraph (c)(l)(i) is added. 
3. Paragraph (c)(6) is revised. 
4. Paragraphs (c)(7) and (8) are added. 
The additions and revision read as fol-

lows: 

§30J.6J 14-1 Treaty-based return 
positions. 

* * * * * 
(c) * * * (1) * * * 
(i) For amounts received on or after 

January 1, 2001, reporting under para
graph (b)(4)(ii) is waived, unless reporting 
is specifically required under paragraphs 
(b)(4)(ii)(A) and (B) of this section, para
graph (b)(4)(ii)(C) of this section, or 
paragraph (b)(4)(ii)(D) of this section; 

* * * * * 
(6)(i) For taxable years ending after 

December 31, 2004, except as provided 
in paragraph (c)(6)(ii) of this section, re
porting under paragraph (b)( 4 )(ii) of this 
section is waived for amounts received 
by a related party, within the meaning of 
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section 6038A(c)(2), from a withhold
ing agent that is a reporting corporation, 
within the meaning of section 6038A(a), 
and that are properly reported on Form 
1042-S. 

(ii) Paragraph (c)(6)(i) of this section 
does not apply to any amounts for which 
reporting is specifically required under the 
instructions to Form 8833. 

(7)(i) For taxable years ending after De
cember 31, 2004, except as provided in 
paragraph (c )(7)(iv) of this scction. report
ing under paragraph (b)(4)(ii) of this sec
tion is waived for amounts properly re
ported on Form 1042-S (on either a spe
cific payee or pooled basis) by a withhold
ing agent described in paragraph (c)(7)(ii) 
of this scction if the beneficial owner is de
scribed in paragraph (c)(7)(iii) of this sec
tion. 

(ii) A withholding agent described in 
this paragraph (c)(7)(ii) is a U.S. financial 
institution, as defined in §1.l441-I(c)(5) 
of this chapter. a qualified intermediary, as 
defined in § 1.1441-1 (e)(5)(ii) of this chap
ter, a withholding foreign partnership, as 
defined in § 1.1441-5(c)(2)(i) of this chap
ter, or a withholding foreign tmst, as de
fined in § 1.1441-5(e)(5)(v) of this chapter. 

(iii) A beneficial owner described in 
this paragraph (c)(7)(iii) of this section 
is a direct account holder of a U.S. fi
nancial institution or qualified intermedi
ary, a direct partner of a withholding for
eign partnership, or a direct beneficiary 
or owner of a simple or grantor trust that 
is a withholding foreign trust. A bene
ficial owner described in this paragraph 
(c)(7)(iii) also includes an account holdcr 
to which a qualified intermediary has ap
plied section 4A.0 I or 4A.02 of the quali
fied intermediary agreement, containcd in 
Revenue Procedure 2000-12, 2000-1 C.B. 
387 (as amended by Revenue Procedure 
2003-64, 2003-2 C.B. 306: Revenue Pro
cedure 2004-21. 2004-1 C.B. 702: Rev
enue Procedure 2005-77. 2005-51 I.R.B. 
1176 (see § 60I.601(b)(2) of this chapter) 
a partner to which a withholding foreign 
partnership has applied section 10.0 I or 
I(l02 of the withholding foreign partner
ship agreement. and a beneficiary or owner 
to which a withholding foreign trust has 
applied section 100 I or 10.02 of the with
holding foreign tmst agreement, contained 
in Revenue Procedure 2003-64, 2003-2 
C.B. 306 (as amended by Revenue Proce
dure 2004-21. 2004-1 C.B. 702: Revenue 
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Procedure 2005-77, 2005-51 I.R.B. 1176 
(scc § 601.601(h)(2) of this chapter). 

(iv) Paragraph (c)(7)(i) of this section 
does not apply to any amounts for which 
reporting is specifically required under the 
instructions to Form 8833. 

(8)( i) For taxable years ending after 
December 31, 2004, except as provided 
in paragraph (c)(8)(ii) of this section, rc
porting under paragraph (b)( 4 )(ii) of this 
section is waived for taxpayers that are 
not individuals or States and that receive 
amounts of income that have been prop
erly reported on Form 1042-S, that do 
not excecd $500,000 in the aggregate for 
the taxable year and that are not received 
through an account with an intermediary, 
as defined in §1.I441-I(c)(13), or with 
respect to interest in a flow-through entity, 
as defined in §1.l441-I(c)(23). 

(ii) The exception contained in para
graph (c)(8)(i) of this section does not ap
ply to any amounts for which reporting is 
specifically rcquired under the instructions 
to Form 8833. 

* * * * * 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

Approved February 27, 2006. 

Eric Solomon, 
Acting Deputv Assistant Secretary 

of the Treasury (Tax Policy). 

(Filed by the Office of the Federal Register on March 13. 
2006. HAS ".m . and published in the issue of the Federal 
Register for March 14. 2()()t\. 71 FR. 13003) 

Section 6015.-Relief From 
Joint and Several Liability 
on Joint Return 

2() erR 1.6015-1: ReliefJroll1 joint and severa/lia

bility Oil "joillt return. 

Joint and several liability; relief un
der section 6015. This mling discusses 
the issue of whether a taxpayer is pre
cluded from raising a request for relief 
from joint and several liability under sec
tion 6015 by virtue of a previous Chapter 7 
bankruptcy case in which the Service filed 
a proof of claim, but the bankruptcy court 
did not make an actual determination oftax 
liability. 

Rev. Rul. 2006-16 

ISSUE 

Whether the taxpayer is precluded from 
raising a request for relief from joint and 
several liability under section 6015 by 
viI1ue of a previous Chapter 7 bankruptcy 
case in which the Internal Revenue Service 
(Service) filed a proof of claim, but the 
bankruptcy court did not make an actual 
determination of tax liability. 

FACTS 

Married taxpayers, Hand W, sign and 
timely file a joint return for Year I. Dur
ing an audit, the Service determines that 
the joint return substantially understates 
the income attributable to taxpayer W. The 
Service issues a notice of deficiency, on 
which taxpayers default. In January of 
Year 3, the Service assesses against tax
payers income tax deficiencies, for which 
they are jointly and severally liable. Nei
ther taxpayer pays the deficiency assess
ment. In October of Year 3, taxpayers 
file a voluntary joint petition for bank
ruptcy under Chapter 7 of Title 11 of the 
United States Code (Bankmptcy Code). In 
November of Year 3, the Service files a 
proof of claim asserting an unsecured pri
ority claim for the deficiency. Neither tax
payer, nor any other party in interest, ob
jects to the proof of claim, which is not dis
charged and is deemed allowed under sec
tion 502(a) of the Bankruptcy Code. Nei
ther taxpayer requests relief from joint and 
several liability under section 6015 during 
thc bankruptcy case. Neither taxpayer re
quests the bankruptcy court to adjudicate 
the merits of the tax liability under section 
505 of the Bankruptcy Code. 

After the bankruptcy case is closed, tax
payers Hand W separate. Thereafter, H 
(requesting spouse) files a request for re
lief from joint and several liability under 
section 6015. No party in interest files a 
dischargeability proceeding. 

LAW 

The Bankruptcy Code provides rules 
for debtors to consolidate and resolve their 
debts to various creditors, including the 
Service, in various ways. Section 301 
of the Bankruptcy Code allows debtors 
to commence a bankruptcy case by filing 
a voluntary petition with the bankmptcy 



court. Once a petition is filcd, creditors 
have an opportunity to file proofs of claim. 

11 V.S.c. § 501. A proof of claim asserts 
the right of a creditor to payment and can 
include rights that are fixed, contingent, 
liquidated, or unliquidated. See 11 V.S.c. 
§ 101(5). A properly filed proof of claim 

is prima facie evidence of the validity and 
amount of the claim, Fed. R. Bankr. P. 

300l(f). The proof of claim is deemed al
lowed, unless a party in interest objects. 
II V.S.c. § 502(a). If a party in interest 
objects, the bankruptcy court, after notice 
and a hearing, determines the validity and 
amount of the claim as of the date of the 
petition and allows the claim in the proper 
amount. II U.s.c. § 502(b). 

Generally, the bankruptcy court may 
determine the amount or legality of any 
tax, any fine or penalty relating to a tax, 
or any addition to tax, whether or not pre
viously assessed and whether or not paid. 
II U.s.c. § 505(a)( I). This includes the 
determination of the eligibility of a debtor 

for relief from joint and several liability 
under section 6015 in appropriate cases. 
See In re French, 242 B.R. 369 (Bankr. 
N.D. Ohio 1999). The determination of 
the bankruptcy court on the merits of a 
claim is a final judgment and, unless ap
pealed, is binding on the parties to a con
tested matter. See Frey taR v. Commis
sioner, 110 T.c. 35 (1998), The determi

nation also precludes subsequent litigation 
by a debtor over the merits of the liabil
ity under principles of res judicata. See 
id. at 40. The Supreme Court in Commis
sioner v. Sunnen explained the rule of res 
judicata: 

[W]hen a court of competent jurisdic
tion has entered a final judgment on the 
merits of a cause of action, the parties 
to the suit and their privies are there
after bound "not only as to every matter 
which was offered and received to sus
tain or defeat the claim or demand, but 
as to any other admissible matter which 
might have been otlered for that pur
pose." 

333 V.S. 591, 597 (1948 ) (quoting 

Cromwell v. Countv of Sac, 94 V.S. 351, 
352 (1876». 

Although filing a bankruptcy petition 
commences a case, "a bankruptcy case is 
simply an aggregation of controversies." 
See In re Martin Bros. Toolmakers. Inc.. 

796 F.2d 1435, 1437 (11th Cir. 1986), 

In order to bring a controversy before the 
bankruptcy court, a party generally moves 
for relief in a contested matter under fed
eral Rule of Bankruptcy Procedure 9014 

or initiates an adversary proceeding un
der Rule 700 I. The merits of a tax lia
bility are generally raised in one of two 
ways, Either the debtor or the Service can 

seek a determination of a tax liability un
der section 505 of the Bankruptcy Code, 
or a party in interest can object to a proof 

of claim listing tax liabilities under section 
502(a), See In re Taylor, 132 F.3d 256, 262 
(5th Cir, 1998), Vnless a party in interest 
moves for relief or initiates a proceeding, 

the merits of a tax liability are not before 
the bankruptcy court, and the bankruptcy 
court does not inquire into the merits of the 
tax liability or enter a final judgment fixing 
the tax liability, 

Certain taxes are excepted from dis
charge in a Chapter 7 bankruptcy case, 
See II V.S.c. § 523(a)(l), 727(b). For ex
ample, income tax liabilities for tax years 
ending within three years of the bank
ruptcy petition are entitled to priority sta
tus and are excepted from the bankruptcy 
discharge under sections 523(a)( I )(A) and 
507(a)(8)(A)(i), These tax liabilities are 
excepted from discharge under section 
523(a)(I )(A) whether or not a claim was 
filed or allowed, and the principles of res 
judicata do not apply unless the merits 
of the tax liabilities were actually deter
mined, Hambrick v. Commissioner, 118 
T.C. 348 (2002), 

A debtor or creditor may request the 
bankruptcy court to determine the dis
chargeability of a debt by initiating an 
adversary proceeding under Federal Rule 
of Bankruptcy Procedure 700 I. A dis
chargeability proceeding is a proceeding 
to determine whether a bankruptcy dis
charge includes the discharge of liability 
for certain debts. A determination of the 
bankruptcy court in a discharge proceed

ing that is a final judgment on the merits 
bars relitigation of dischargeability, See 
Florida Peach Corp, v, Commissioner, 
90 TC 678, 682 (1988), However, a dis

charge determination generally does not 
include consideration of the merits of the 
debt. III re Doerge, 181 B.R. 358, 364 
(Bankr. S.D, III. 1995), There are cases 
in which bankruptcy courts consider the 

merits of a tax liability, including relief 
from joint and several liability, during 
the course of determining whether the 
tax liability is dischargeable. See, e.g., III 
re Brackin, 148 B.R. 953 (Bankr. N.D, 
Ala. 1992). If the bankruptcy court were 

to make a determination on the merits 
of the tax liability, that determination 
generally would preclude the requesting 
spouse from later raising a request for 
relief under section 60 IS if the requesting 
spouse was a debtor in the bankruptcy 
case and meaningfully participated in the 
dischargeability proceeding. See section 
6015(g)(2). 

ANALYSIS 

Under the facts of this revenue ruling, 
the Service filed a proof of claim in the 
bankruptcy case and neither taxpayer, and 
no other party in interest, filed an objec
tion to the proof of claim under II V.S.C 
§ 502( a) or moved for the bankruptcy court 
to determine the liability under 11 USc. 
§ 505(a). Thus, the merits of the tax liabil
ity were not determined by the bankruptcy 
court and the requesting spouse is not pre
cluded from raising a request for relief un
der section 6015 after the bankruptcy case 
is closed, 

HOLDING 

The taxpayer, H, is not precluded from 
raising a subsequent request for relief from 
joint and several liability under section 
6015 by virtue of the prior bankruptcy case 
filed by Hand W in which the Service filed 
a proof of claim, but the bankruptcy court 
did not make an actual determination of the 
liability, 

DRAFTING INFORMATION 

The principal author of this revenue rul
ing is G. William Beard of the Otlice of the 
Associate Chief Counsel (Procedure and 
Administration), Collection, Bankruptcy 
& Summonses Division. For further in
formation regarding this revenue ruling, 
contact Branch 2 of Collection, Bank
ruptcy & Summonses at (202) 622-3620 
(not a toll-free call), 
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Section 6103.-Confi
dentiality and Disclosure 
of Returns and Return 
Information 
26 CFR 3IJI.6103(j)(5J-I.· Di.lc/o.lI<res ojrflurIl ill
.torma/ioll rel/felnl 01/ reilims toofficas lind emp/ov
ees of Ihe lJep"rlmellt 01 Agricu/ture .lfu· cOlltiuctillg 
Ihe censlls of agriCililllre. 

T.D.9245 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 301 

Disclosure of Return 
Information to the Department 
of Agriculture 

AGENCY: Internal Revenue Service 

(IRS). Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains fi
nal regulations that incorporate and clar

ify the phrase "return information reflected 

on returns" in conformance with the terms 

of section 6103(j)(5) of the Internal Rev

enue Code (Code), which provides for lim
ited disclosures of returns and return infor

mation in connection with the census of 

agriculture. These final regulations also 
remove certain items of return informa

tion that the Department of Agriculture no 

longer needs for conducting the census of 
agriculture. 

DATES: Effective Date: These regulations 
are effective on February 22, 2006. 

FOR FURTHER INFORMATION 
CONTACT: Deborah Lambert-Dean at 
(202) 622-4570 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains amendments to 
26 CFR part 301 under section 6103(j) 

of the Code. On June 6. 2003. the Fed
eral Register published a temporary regu
lation (T.D 9060.2003-1 C.B. 1116) re

garding disc Insure of return information 
to the Department of Agriculture (68 FR 

33857) and a notice of proposed rulemak
ing (NPRM) (REG-I03809-03. 2003-1 
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C.B. 1132) cross-referencing the tempo

rary regulations (68 FR 33887). There 

were no comments submitted in response 

to the NPRM. There was no request for a 

public hearing, and none took place. The 

proposed regulations are adopted and the 

corresponding temporary regulations are 

removed. 

Special Analyses 

It has been determined that this Trea

sury decision is not a significant regula

tory action as defined in Executive Order 

12866. Therefore, a regulatory assessment 

is not required. It also has been deter

mined that section 553(b) of the Admin

istrative Procedure Act (5 U.s.c. chapter 

5) does not apply to these regulations, and 

because the regulations do not impose a 

collection of information on small entities, 

the Regulatory Flexibility Act (5 U.s.c. 

chapter 6) does not apply. Pursuant to sec

tion 7805(f) of the Code, the IRS submit

ted the NPRM preceding this Treasury de

cision to the Chief Counsel for Advocacy 

of the Small Business Administration for 

comment on its impact on small business. 

Drafting Information 

The principal author of these regula

tions is Deborah Lambert-Dean, Office of 

the Associate Chief Counsel, Procedure 
& Administration (Disclosure & Privacy 

Law Division). 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 301 is 
amended as follows: 

PART 301- PROCEDURE AND 
ADMINISTRATION 

Paragraph I. The authority citation 
for part 301 is amended by removing the 
entry for "Section 30 1.6103(j)(5)-1 T and 

adding an entry in numerical order to read 

in part as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 301.6103(j)(5)-1 also issued 

under 26 U.S.c. 6103(j)(5). * * * 

§301.6103(j)(5)-IT [Removed] 

Par. 2. Section 301.6103(j)(5)-IT is 

removed. 

Par. 3. Section 301.6103U)(5)-1 IS 

added to read as follows: 

9 301.6I03(j)(5)-J Disclosures o(retllnl 
information r<:f7ectcd Oil returns to officers 
and emplovees or the DC!Wrtlllcllt (If" 

Agriculture .IiII' cOllducting the eellsus of' 
agriculture. 

(a) General rule. Pursuant to the provi

sions of section 6103(j)(5) of the Internal 

Revenue Code and subject to the require

ments of paragraph (c) of this section, ofti

cers or employees of the Internal Revenue 

Service will disclose return information re

flected on returns to officers and employ

ees of the Department of Agriculture to the 

extent, and for such purposes, as may be 

provided by paragraph (b) of this section. 

"Return information reflected on returns" 

includes, but is not limited to, information 

on returns, information derived from pro

cessing such returns, and information de

rived from other sources for the purposes 

of establishing and maintaining taxpayer 

information relating to returns. 

(b) Disclosure of return infonnation re
flected on returns to officers and employ
ees of the Department of Agriculture. (I) 

Officers or employees of the Internal Rev

enue Service will disclose the following 

return information reflected on returns de

scribed in this paragraph (b) for individ

uals, partnerships and corporations with 

agricultural activity, as determined gener

ally by industry code classification or the 

filing of returns for such activity, to offi
cers and employees of the Department of 

Agriculture for purposes of, but only to the 

extent necessary in, structuring, preparing, 
and conducting, as authorized by chapter 

55 of title 7, United States Code. the cen

sus of agriculture. 
(2) From Form 1040 "US. Individual 

Income Tax Return", Form 1041 "US. In
come Tax Return for Estates and Trusts", 
Form 1065 "US. Return of Parfllership In
come", and Form 1065-B "US. Return of 
Income for Electing Large Partnerships" 
(Schedule F)-

(i) Taxpayer identity information (as 

defincd in section 61 03(b)( 6) of the Inter
nal Revenue Code); 

(ii) Spouse's Social Security Number; 

(iii) Annual accounting period; 
(iv) Principal Business Activity (PBA) 

code; 

(v) Taxable cooperative distributions; 



(vi) Income from custom hire and ma-
chine work; 

(vii) Gross income; 
(viii) Master File Tax (MFT) code; 
(ix) Document Locator Number (DLN): 
(x) Cycle posted; 
(xi) Final return indicator; 
(xii) Part year return indicator; and 
(xiii) Taxpayer telcphone number. 
(3) From Form 943, "Employer's An

nual Federal Tax Return for Agricultural 
Employees"-

(i) Taxpayer identity information; 
(ii) Annual accounting period; 
(iii) Total wages subject to Medicare 

taxes; 
(iv) MFT code; 
(v) DLN; 
(vi) Cycle posted; 
(vii) Final return indicator; and 
(viii) Part year return indicator. 
(4) From Fonn 1120 series, "u.s. Cor-

poration Income Tax Return"-
(i) Taxpayer identity information; 
(ii) Annual accounting period: 
(iii) Gross receipts less returns and al-

lowances; 
(iv) PBA code; 
(v) MFT Code; 
(vi) DLN; 
(vii) Cycle posted; 
(viii) Final return indicator; 
(ix) Part year return indicator; and 
(x) Consolidated return indicator. 
(5) From Form 1065 series, "U.S. Re-

turn of Partnership Income" -
(i) Taxpayer idcntity information: 
(ii) Annual accounting period; 
(iii) PBA code; 
(iv) Gross receipts less returns and al-

lowances; 
(v) Net farm profit (loss); 
(vi) MFT code; 
(vii) DLN; 
(viii) Cycle posted; 
(ix) Final return indicator; and 
(x) Part year return indicator. 
(c) Procedures and Restrictions. (1) 

Disclosure of return infonnation reflected 
on returns by officcrs or employecs of thc 
Internal Revenue Service as provided by 
paragraph (b) of this section will be made 
only upon written request designating, by 
name and title, the officers and cmployees 
of the Department of Agriculture to whom 
such disclosure is authorized, to the Com
missioner of Internal Revenue by the Sec
retary of Agriculture and describing-

(i) The particular return information re
flected on returns for disclosure; 

(ii) Thc taxable period or date to which 
such return information reflected on rc
turns rclates; and 

(iii) The particular purpose for the re
quested return information reflected on re
turns. 

(2) (i) No such officer or employee to 
whom the Internal Revenuc Service dis
closes return information reflected on re
turns pursuant to the provisions of para
graph (b) of this section shall disclose such 
information to any person, other than the 
taxpayer to whom such return information 
reflected on returns relates or other offi
cers or employees of the Department of 
Agriculture whose duties or responsibili
ties require such disclosure for a purpose 
described in paragraph (b)(1) of this sec
tion, except in a form that cannot bc asso
ciated with, or otherwise identify, directly 
or indirectly, a particular taxpayer. 

(ii) If the Internal Revenue Service de
termines that the Department of Agricul
ture, or any officer or employee thereof. 
has failed to, or does not, satisfy the re
quirements of section 6103(p)(4) of the 
Internal Revenuc Code or regulations or 
published procedures, the Internal Rev
cnuc Service may take such actions as are 
deemed necessary to ensure that such re
quirements are or will be satisfied, includ
ing suspension of disclosures of return in
fonnation reflected on returns otherwise 
authorized by section 6103(j)(5) and para
graph (b) of this section, until the Internal 
Revenue Service determines that such re
quirements have been or will be satisfied. 

(d) Effective date. This section is appli
cable on February 22, 2006. 

Mark E. Matthews, 
Deputy Commissioner for 
Sen'ices alld Enforcell1ent. 

Approved February II, 2006. 

Eric Solomon, 
Acting Deputy Assistant Secretary 

of the Treasury (Tax Polin). 

(Hied by the Office of the Federal Register on February 21. 
20()6. RA5 am. ano puhlished in the ,,,ue of the Federal 
Reg.ister for February 22. 2006. 71 F.R. 8945 I 

Section 633S.-Sale of 
Seized Property 

Ct. 0.2082 

SUPREME COURT OF THE 
UNITED STATES 

:'-J'o. 04-603 

GRABLE & SONS METAL PRODUCTS, 
INC. I'. DARUE 

ENGINEERING & MANUFACTURING 

CERTIORARI TO THE 
UNITED STATES COURT OF 

APPEALS FOR 
THE SIXTH CIRCUIT 

June 13, 2005 

Syllabus 

The Internal Revenue Service seized 
real property owned by petitioner (here
inafter Grable) to satisfy a federal tax 
delinquency, and gave Grable notice by 
certified mail before selling the property 
to respondent (hereinafter Darue). Grable 
subsequently brought a quiet title action in 
state court, claiming that Darue's title was 
invalid because 26 U. S. C. §6335 required 
the IRS to give Grable notice of the sale by 
personal service. not certified mail. Darue 
removed the case to Federal District Court 
as presenting a federal question because 
the title claim depended all an interpreta
tion of federal tax law. The District Court 
declined to remand the case. finding that 
it posed a significant federal-law question, 
and it granted Darue summary judgment 
on the merits. The Sixth Circuit affirmcd, 
and this Court granted certiorari on the 
jurisdictional question. 

Held: The national interest in providing 
a federal forum for federal tax litigation is 
sufficiently substantial to support the ex
ercise of federal-question jurisdiction over 
the disputed i~sue on removal. Pp. 3-11. 

(a) Darue was entitled to remove the 
quiet title action if Grable could have 
brought it in federal court originally, as a 
civil action "arising under the ... laws 
... of the United States." 28 U. S. C. 
§ 1331. Federal-question jurisdiction is 
usually invoked by plaintiffs pleading a 
cause of action created by federal law. 
but this Court has also long recognized 
that such jurisdiction will lie over some 
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state-law claims that implicate significant 
federal issues, see, e.g., SmiTh I'. Kansas 
City Title & Trllst Co., 255 U. S. 180. 
Such federal jurisdiction demand~ not 
only a contested federal issue, but a sub
~lantial one. And the Jurisdiction must be 
consistent with congressional judgment 
ahout the sound division of lahor between 
state and federal courts governing ~ 1331' s 
application. These considerations have 
kept the Court from adopting a single 
test for jurisdiction over federal issues 
embedded in state-law claims between 
nondiverse parties. Instead. the question 
is whether the state-law claim necessarily 
stated a federal issue. actually disputed 
and substantial, which a federal forum 
may entertain without disturbing a con
gressionally approved balance of federal 
and state judicial responsibilities. Pp. 3-6. 

(b) This case warrants federal jurisdic
tion. Grable premised its superior title 
claim on the IRS's failure to give adequate 
notice. as defined by federal law. Whether 
Grable received notice is an essential ele
ment of its quiet title claim, and the fed
eral statute's meaning is actually disputed. 
The meaning of a federal tax provision 
is an important federal-law issue that be
longs in federal court. The Government 
has a strong interest in promptly collecting 
delinquent taxes, and the IRS's ability to 
satisfy its claims from delinquents' prop
erty requires clear terms of notice to assure 
buyers like Darue that the IRS has good 
title. Finally, because it will be the rare 
state title case that raises a federal-law is
sue. federal jurisdiction to resolve genuine 
disagreement over federal tax title provi
sions will portend only a microscopic ef
fect on the federal-state division of labor. 
This conclusion puts the Court in vener
able company. quiet title actions having 
been the subject of some of the earliest 
exercises of federal-question jurisdiction 
over state-law claims. E.g., Hopkins v. 
\Valker. 244 U. S. 486. 490-491. Pp. 6-7. 

(c) lv/erre/l DOll PharmacellliclI/s fne. 
Y. Tho/llpsoN. 478 U. S. 804, is not to the 
contrary. There, in finding federal juris
diction unavailable for a state tort claim 
restlllg in part on an allegation thaI the de
fendant drug company had violated a fed
eral branding law. the Court noted that 
Congress had not provided a pri vale fed
eral cause of action tor such violations. 
.\1erre/l DOlI cannot be read to make a 
federal caw,e of action a neces,ary con-
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dition for federal-question jurisdiction. It 
disclaimed the adoption of any bright-line 
rule and expressly approved the exercise 
of jurisdiction in Smith, where there was 
no federal cause of action. Accordingly, 
Merrell Doll' should be read in its entirety 
as treating the absence of such cause as ev
idence relevant to. but not dispositive of, 
the "sensitive judgments about congres
sional intent," required by § 1331. ld., at 
810. In Merrell Dow, the principal sig
Illficance of this absence was its bearing 
on the consequences to the federal system. 
If the federal labeling standard without a 
cause of action could get a state claim into 
federal court, so could any other federal 
standards without causes of action. And 
that would mean an enormous number of 
cases. A comparable analysis yields a dif
ferent jurisdictional conclusion here, be
cause state quiet title actions rarely involve 
contested federal-law issues. Pp. 7-11. 

377 F. 3d 592. affirmed. 
SOUTER, J., delivered the opinion for 

a unanimous Court. THOMAS, 1., filed a 
concurnng opmlOn. 

SUPREME COURT OF THE 
UNITED STATES 

No. 04-603 

GRABLE & SONS METAL PRODUCTS. 
INC, PETITIONER v. DARUE 

ENGINEERING & MANUFACTURING 

ON WRIT OF CERTIORARI 
TO THE UNITED STATES 

COURT OF APPEALS 
FOR THE SIXTH CIRCUIT 

June 13, 2005 

JUSTICE SOUTER delivered the opin
ion of the Court. 

The question is whether want of a fed
eral cause of action to try claims of title 
to land obtained at a federal tax sale pre
cludes removal to federal court of a state 
action with non-diverse parties raising a 
disputed issue of federal title law. We an
swer no. and hold that the national interest 
in providing a federal forum for federal tax 
litigation is sufficiently substantial to sup
port the exercise of federal question juris
diction over the disputed issue on removal, 
which would not distort any division of la-

bor between the state and federal courts, 
provided or assumed hy Congress, 

In 1994, the Internal Revenue Service 
seized Michigan real property belonging 
to petitioner Grable & Sons Metal Prod
ucts, Inc., to satisfy Grable's federal tax 
delinquency. Title 26 U. S. C. §6335 re
quired the IRS to gi ve notice of the seizure, 
and there is no dispute that Grable received 
actual notice by certified mail before the 
IRS sold the property to respondent Darue 
Engineering & Manufacturing. Although 
Grable also received notice of the sale it
self, it did not exercise its statutory right 
to redeem the property wi thin 180 days of 
the sale, §6337 (b)(1), and after that period 
had passed, the Government gave Darue a 
quitclaim deed. §6339. 

Five years later, Grable brought a quiet 
title action in state court, claiming that 
Darue's record title was invalid because 
the IRS had failed to notify Grable of its 
seizure of the property in the exact manner 
required by §6335(a), which provides that 
written notice must be "given by the Sec
retary to the owner of the property [or I left 
at his usual place of abode or business." 
Grable said that the statute required per
sonal service, not service by certified mail. 

Dame removed the case to Federal Dis
trict Court as presenting a federal ques
tion, because the claim of title depended 
on the interpretation of the notice statute 
in the federal tax law. The District Court 
declined to remand the case at Grable's be
hest after finding that the "claim does pose 
a significant question of federal law," Tr. 
17 (Apr. 2,200 l), and ruling that Grable's 
lack of a federal right of action to enforce 
its claim against Darue did not bar the ex
ercise of federal jurisdiction. On the mer
its, the court granted summary judgment 
to Darue, holding that although §6335 by 
its terms required personal service, sub
stantial compliance with the statute was 
enough. 207 F. Supp. 2d 694 (WD Mich. 
2002). 

The Court of Appeals for the Sixth 
Circuit affirmed. 377 F. 3d 592 (2004). 
On the jurisdictional question, the panel 
thought it sufficed that the title claim 
raised an issue of federal law that had to 

be resolved, and implicated a substantial 
federal interest (in construing federal tax 
law). The court went on to affirm the 



District Court's judgment on the merits. 
We granted certiorari on the jurisdictional 
question alone,l 543 U. S. _ (2005) to re

solve a split within the Courts of Appeals 

on whether Merrell Dow Pharmaceuticals 
Inc. v. Thompsun, 478 U. S. 804 (1986), 

always requires a federal cause of action 
as a condition for exercising federal-ques
tion jurisdiction. 2 We now affirm. 

II 

Darue was entitled to remove the quiet 
title action if Grablc could have brought 
it in federal district court originally, 28 
U. S. C. §1441(a). as a civil action "aris
ing under the Constitution, laws, or treaties 
of the United States," §l331. This pro
vision for federal-question jurisdiction is 
invoked by and large by plaintiffs plead
ing a cause of action created by federal 
law (e.g., claims under 42 U. S. C. § 1983). 

There is, however, another longstanding, 
if less frequently encountered, variety of 
federal "arising under" jurisdiction, this 
Court having recognized for nearly 100 
years that in certain cases federal question 
jurisdiction will lie over state-law claims 
that implicate significant federal issues. 
E.g., Hopkins v. Walker, 244 U. S. 486, 
490-491 (1917). The doctrine captures the 
commonsense notion that a federal court 
ought to be able to hear claims recognized 
under state law that nonetheless turn on 
substantial questions of federal law, and 
thus justify resort to the experience, solici
tude, and hope of uniformity that a federal 
forum offers on federal issues, see ALI, 
Study of the Division of Jurisdiction Be
tween State and Federal Courts 164-166 
(1968). 

The classic example is Smith v. Kansas 
City Title & Trust Cu., 255 U. S. 180 
(1921), a suit by a shareholder claiming 
that the defendant corporation could not 
lawfully buy certain bonds of the National 
Government because their issuance was 
unconstitutional. Although Missouri law 
provided the cause of action, the Court rec
ognized federal-question jurisdiction be
cause the principal issue in the case was the 
federal constitutionality of the bond issue. 
Smith thus held, in a somewhat generous 
statement of the scope of the doctrine, that 
a state-law claim could give rise to fed-

eral-question jurisdiction so long as it "ap
pears from the [complaint] that the right to 
relief depends upon the construction or ap
plication of [federal law]." Id .. at 199. 

The Smith statement has been suhject 
to some trimming to fit earlier and later 
cases recognizing the vitality of the ba
sic doctrine, but shying away from the ex
pansive view that mere need to apply fed
eral law in a state-law claim will suffice 
to open the "arising under" door. As early 

as 19l2, this Court had confined federal
question jurisdiction over state-law claims 
to those that "really and substantially in
volv[e] a dispute or controversy respect
ing the validity, construction or effect of 
[federal] law." Shulthis v. McDougal, 225 
U. S. 561, 569 (1912). This limitation was 
the ancestor of Justice Cardozo's later ex
planation that a request to exercise fed
eral-question jurisdiction over a state ac
tion calls for a "common-sense accommo
dation of judgment to [the] kaleidoscopic 
situations" that present a federal issue, in 
"a selective process which picks the sub
stantial causes out of the web and lays 
the other ones aside." Gully v. First Nat. 
Rank in Meridian, 299 U. S. 109, 117-118 
(1936). It has in fact become a constant 
refrain in such cases that federal jurisdic
tion demands not only a contested federal 
issue, but a substantial one, indicating a se
rious federal interest in claiming the ad
vantages thought to be inherent in a fed
eral forum. E.g., Chicago v. International 
College of Surgeuns, 522 U. S. 156, 164 
(1997); Merrell Dow, supra, at 8l4, and 
n. 12; Franchise Tax Bd. of Cal. v. 
Construction Laborers Vacation Trust for 
Southern Cal., 463 U. S. 1,28 (1983). 

But even when the state action discloses 
a contested and substantial federal ques
tion, the exercise of federal jurisdiction is 
subject to a possible veto. For the federal 

issue will ultimately qualify for a federal 
forum only if federal jurisdiction is consis
tent with congressional judgment about the 
sound division of labor between state and 

federal courts governing the application of 
§ l331. Thus, Franchise Tax Bd. explained 
that the appropriateness of a federal forum 
to hear an embedded issue could be eval
uated only after considering the "welter of 
issues regarding the interrelation of federal 

I Accordingly. we have no occasion to pass upon the proper interpretatIon of the federal lax proVISIon at issue here. 

and state authority and the proper man
agement of the federal judicial sy~tem." 
Id., at 8. Because arising-under juri~dic

tion to hear a state-law claim always raises 
the possibility of upsetting the state-fed
eral line drawn (or at least assumed) by 
Congress, the presence of a disputed fed
eral issue and the ostensible importance of 
a federal forum are never necessarily dis
positive: there must always he an assess
ment of any disruptive portent in exercis
ing federal jurisdiction. See also Merrell 
Dow, supra, at 810. 

These considerations have kept us from 
stating a "single, precise, all-embracing" 
test for jurisdiction over federal issues 
embedded in state-law claims between 
non-diverse parties. Christiallso/l v. Colt 
Industries Operatillg Corp., 486 U. S. 
800, 821 (1988) (STEVENS, J., concur
ring). We have not kept them out simply 
because they appeared in state raiment, 
as Justice Holmes \vould have done, sec 
Smith, supra, at 214 (dissenting opinion), 
but neither have we treated "federal is
sue" as a password opening federal courts 
to any state action embracing a point 
of federal law. Instead, the question is, 
does a state-law claim necessarily raise a 
stated federal issue, actually disputed and 
substantial. which a federal forum may 
entertain without disturbing any congres
sionally approved balance of federal and 
state judicial responsibilities. 

III 

A 

This case warrants federal jurisdiction. 
Grable's state complaint must specify "the 
facts establishing the superiority of [its I 
claim," Mich. Ct. Rule 3.4ll(B)(2)(c) 
(West 2005), and Grable has premised its 
superior title claim on a failure hy the IRS 
to give it adequate notice, as defined by 
federal law. Whether Grable was given 

notice within the meaning of the federal 
statute is thus an essential element of its 
quiet title claim, and the meaning of the 
federal statute is actually in dispute: it ap
pears to be the only legal or factual i~

sue contested in the case. The meaning 
of the federal tax provision is an impor
tant is~ue of federal law that sensibly be-

2 Compare Seil1feld v. Austen. 39 F. 3d 761. 764 ICA 7 19941 (finding thai federal-question jurisdiction over' stale-I,,, claIm requires a parallel federal private flghl of acllon I. \\ itil (IUllel 

Corp. v. Ohio Power Co .. 98 F. 3d 799. g06 (CA4 1996) (finding that a federal private action" not required I. 
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longs in a federal court. The GO\ernment 
has a strong interest in the "prompt and cer
tain collection of delinquent taxes," Unircd 

Stiltes \. Rlldger.l, .+61 U. S. 677, 709 

( I L)~31. and the ahility of the IRS to satisfy 
its claims from the property of delInquents 
n:quire, clear terms of notice to alluw huy
ers like Darue to sati.~fy themselves that 
the Seryice has touched the bases neces
sary for good title. The Government thus 
has a direct interest in the availability of a 
fcdnal forum to vindicate its own admin
istrative action. and huyer, (as well as tax 
delinquenhl may find it valuable to come 
hefore judges used to federal tax matters. 
Finally. because it will be the rare state ti
tle case thaI raises a contested matter of 
federal law. federal jurisdiction to resolve 
genuine disagreement over federal tax title 
prmisions will portend only a microscopic 
cffecton the federal-state division of labor. 
See 11. 3, inti·u. 

This conclusion puts us in venerable 
company, quiet title actions having been 
the subject of some of the earliest exer
cises of federal-question jurisdiction over 
state-law claims. In Hopkins, 244 U. S., 
-I90----lL) L the question was federal juris
diction over a quiet title action based on 
the plaintiffs' allegation that fedcral min
ing law gave them the superior claim. Just 
as in this case. "the facls showing the plain
tiff!,' title and the existence and invalidity 
of the instrument or record sought to be 
eliminated as a cloud upon the title are es
sential parts of the plaintiffs' cause of ac
tion.'" Ir! .. at -I9(). As in this case again, 
"it is plain that a controversy respecting 
the construction and effect of the [fed
erall laws is involved and is sufficiently 
real and substantia\." /d., at 489. This 
Court thercfore upheld federal jurisdiction 
111 llilfikilll. a, well as in the similar quiet 
title matters of Norrilcl"I/ Pacitic R. Co. v. 
Soc/",,"erg, I ~8 U. S. 526, 52~ ( 19(3), and 
\\'il.l/ln (\pres.1 Co. v Del Po::.n y i'vl(frc(}l. 

2.~6 1I. S. 635, 6-13-6-14 ( 1915). Consistent 
with tl1llse l'aSeS, the recognition of federal 
jurisdiL"lIOI1 I, in ordu hen:. 

B 

IVlerreli Doll' P/wrlllClcellricais Illc. v. 
ThompsolI, -178 U. S. 804 (1986), on which 
Grable rests its position, is not to the con
trary. /11crrcll DOlI" considered a state tort 
claim resting in part on the allegation that 
the defendant drug company had violated 
a federal misbranding prohibition, and was 
thus presumptively negligent under Ohio 
law. Id., at 806. The Court assumed that 
federal law would have to be applied to re
solve the claim, but after closely examin
ing the strength of the federal interest at 
stake and the implications of opening the 
federal forum, held federal jurisdiction un
available. Congress had not provided a 
private federal cause of action for viola
tion of the federal branding requirement, 
and the Court found "it would ... flout, or 

at least undermine, congressional intent to 
conclude that fcdcral courts might never
theless exercise federal-question jurisdic
tion and provide remedies for violations of 
that federal statute solely because the vio
lation ... is said to be a ... "proximate 
cause' under state law." ld., at 812. 

Because federal law provides for no 
quiet title action that could bc brought 
against Darue;'! Grable argues that there 
can be no federal jurisdiction here, stress
ing some broad language in Merrell Dow 
(including the passage just quoted) that 
on its face supports Grable's position, see 
Note, Mr. Smith Goes to Federal Court: 
Federal Question Jurisdiction over State 
Law Claims Post-Merrell Dow, 115 Harv. 
L Rev. 2272, 2280-2282 (2002) (dis
cussing split in Circuit Com1s over private 
right of action requirement after Merrell 
DOl!'). But an opinion is to be read as a 
whole, and Merrell Dow cannot be read 
whole a, overturning decades of precc
dent. as it would have done by effectively 
adopting the Holmes dissent in Smith, see 
supm, at 5, and converting a federal cause 
of action from a sufficient condition for 
federal-question jurisdictionS into a neces
sary one. 

In the first place, Merrell Dol\' dis
claimed the adoption of any bright-line 

rule, as when the Court reiterated that 
"in exploring the llUter r~aches of * 133 L 
determinations ahout kderal jurisdiction 
require sensitive judgments about con
gressional intent. judicial power, and the 
federal system." '+7~ U. S .. at 810. The 
opinion included a lengthy footnote ex
plaining that questions of jurisdiction over 
state-law claims require "careful judg
ments," id., at ~ 1-1. ahout the "nature of 
the federal interest at stake," ill., at 81-+. 
n. 12 (emphasis deleted). And as a final 
indication that it did not mean to make 
a federal right of action mandatory, it 
expressly approved the exercise of ju
risdiction sustained in Smith, despite the 
want of any federal cause of action avail
able to Smith's shareholder plaintiff. 478 
U. S, at 814, n. 12. Merrell DOlI' then, did 
not toss out. but specifically retained the 
contextual enquiry that had been Smirh's 
hallmark for over 60 years. At the end 
of Merrell D(M, Justice Holmes was still 
dissenting. 

Accordingly, Merrell DOH" should be 
read in its entirety as treating the absence 
of a federal private right of action as ev

idence relevant to, but not dispositive of. 
the '"sensitive judgments about congres
sional intent" that § 1331 requires. The ab
sence of any federal cause of action af~ 

fected Merrell Dow's result two ways. The 
Court saw the fact as worth some consid
eration in the assessment of substantial
ity. But its primary importance emerged 
when the Court treated the combination 
of no federal cause of action and no pre
emption of state remedies for misbranding 
as an important clue to Congress's con
ception of the scope of jurisdiction to be 
exercised under § 1331. The Court saw 
the missing cause of action not as a miss
ing federal door key, always required, but 
as a missing welcome mat, required in 
the circumstances, when cxercising federal 
jurisdiction ovcr a state misbranding ac
tion would have attracted a horde of origi
nal filings and removal cases raising other 
state claims with embedded federal issues. 
For if Ihe federal labeling standard without 

rill' qlllo.'lllik C,l\l'\ .I\-..11 .... h(1\\ thl' 111l11tlll~ dkd ot thl.' 1\'4u1fl.'l1lCnt that the h,:ul..'rall""Uc In a :-.tatc-law claim mu~t actually be in Ul\pUle lO ju\ufy fedcral-quc~ti()n juri:-.diction. In Slwlthl.S 
'. \I, 1),Ju'.,,',IJ'. ~~) t· s )(l[ \ l~)l = f. tllh COlin round [lUI IhL'rL' \\a .... no federal ljut' .... tion juri.,dictlon to hear a plaintiff's quiet title claIm In p<.irt becau .... e the h:dcral .,tutute~ on whICh title 
dq'l'lhk'd \\,'Il' Illl{ ..,uhIL'L"I ttl 'dll~ (ulll'(l\LT"~ J"l'''rL'L'tlll!-! thL'lf \,IIlLlit\. C()Il\trul..tHlIl. OJ" effect." /J.. at 570. A~ the Court put it the rt'l}uirt.'mcnlnf;1n adual Jl\putc about federal law wa.~ 
L 'J1L'l.l.ill~· 1111[1\lrl.ll11 III '"ulI[\]lIl\oh 11l~ nghh to bnd ~jcLJLllrcJ ulljer a 1..1\\ of the United State ... ," hecau\e otherwi\c "every .... uit to e\tabh~h 11tk to land In the central and wcstl.!m ':Itate~ 

'.'.,'LLI\! ,,' ,111"~' illlhkl k .. kl.d I.m l .. l\ .111 {Ilk" IlllillN.' St.l{l''' drl' tl.JcL.'ahk had: to Ihl)\l' !av ..... "ld. al 569-570. 

: I .lkl. 11.1\\ ...1(\,-" p1<.l\ Ilk' ,L 'JUL.'! Il1k' l·.IU\l' lit .IL"l)lIl1 a~clln"'l thl' r-:nicr:Ii CiO\tTllllll'nt 2H U. S. C. ~24IO. That right of iKtion i\ not rCIC\unL hl'n:. howc\cr. bccau\C' thL' federal govemment 
Ill' 1\111.:"'l'l h.I" .111.\ Illll'll'''III: 1 Ill' l'Il'rlT[~. hcl\ln~ tl·,lIl"km.'d It ... Iflll'rL'q III J),irUL' through the quitclaim dc-eo. 

, f ''I .111 '-'\[l(lll~'I~ I,IIl' (\(L'fl(1\111 ~I\ thL' "ulfTLll'lll! pI ,I kdl'fcil nght llf .Ktj(ITl. 'Cl' Shw/ume A1minf,; Co. v. Rutlef. 177 U. S. 505. 507 (IYO()) 
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a federal cause of action could get a state 
claim into federal court, so could any other 
federal standard without a federal cause 
of action. And that would have meant a 
tremendous number of cases. 

One only needed to consider the treat
ment of federal violations generally in 
garden variety state tort law. 'The viola
tion of federal statutes and regulations is 
commonly given negligence per se effect 
in state tort proceedings."6 Restatement 
(Third) of Torts (proposed final draft) 
§14, Comment a. See also W. Keeton, D. 
Dobbs, R. Keeton, & D. Owen, Prosser 
and Keeton on Torts, §36, p. 221, n. 9 
(5th ed. 1984) (,,[T]he breach of a federal 
statute may support a negligence per se 
claim as a matter of state law" (collecting 
authority». A general rule of exercising 
federal jurisdiction over state claims rest
ing on federal mislabeling and other statu
tory violations would thus have heralded a 
potentially enormous shift of traditionally 
state cases into federal courts. Expressing 
concern over the "increased volume of 
federal litigation," and noting the impor
tance of adhering to "legislative intent," 
Merrell Dow thought it improbable that 
the Congress, having made no provision 
for a federal cause of action, would have 
meant to welcome any state-law tort case 
implicating federal law "solely because the 
violation of the federal statute is said to 
[create] a rebuttable presumption [of neg
ligence] ... under state law." 478 U. S., at 
811-812 (internal quotation marks omit
ted). In this situation, no welcome mat 
meant keep out. Merrell Dow's analysis 
thus fits within the framework of exam
ining the importance of having a federal 
forum for the issue, and the consistency 
of such a forum with Congress's intended 
division of labor between state and federal 
courts. 

As already indicated, however, a com
parable analysis yields a different jurisdic
tional conclusion in this case. Although 
Congress also indicated ambivalence in 

this case by providing no private right 
of action to Grable, it is the rare state 
quiet title action that involves contested 
issues of federal law, see n. 3 supra. Con
sequently, jurisdiction over actions like 
Grable's would not materially affect, or 
threaten to affect, the normal currents of 
litigation. Given the absence of threaten
ing structural consequences and the clear 
interest the Government, its buyers, and 
its delinquents have in the availability of 
a federal forum, there is no good reason 
to shirk from federal jurisdiction over the 
dispositive and contested federal issue at 
the heart of the state-law title c1aimJ 

IV 

The judgment of the Court of Ap
peals, upholding federal jurisdiction over 
Grable's quiet title action, is affirmed. 

It is so ordered. 
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JUSTICE THOMAS, concurring. 
The Court faithfully applies our prece

dents interpreting 28 U. S. C. § 1331 to 
authorize federal-court jurisdiction over 
some cases in which state law creates the 
cause of action but requires determination 
of an issue of federal law, e.g., Smith v. 
Kansas City Title & Trust Co., 255 U. S. 
180 (1921); Merrell Dow Pharmaceuti-

eals Inc. v. Thompson, 478 U. S. 804 
(1986). In this case, no one has asked us 
to overrule those precedents and adopt the 
rule Justice Holmes set forth in American 
Well Works Co. v. IAl,vne & Bowler Co .. 
241 U. S. 257 (1916). limiting §133! ju
risdiction to cases in which federal law 
creates the cause of action pleaded on the 
face of the plaintiff's complaint. Id., at 
260. In an appropriate case, and perhaps 
with the benefit of hetter evidence as to the 
original meaning of § 1331's text, I would 
be willing to consider that course* 

Jurisdictional rules should be clear. 
Whatever the virtues of the Smith stan
dard, it is anything but clear. Ante. at 4 
(the standard "calls for a 'common-sense 
accommodation of judgment to [the 1 kalei
doscopic situations' that present a federal 
issue. in 'a selective process which picks 
the substantial causes out of the web and 
lays the other ones aside'" (quoting Gully 
v. First Nat. Bank in Meridian, 299 U. S. 
109, 1l7-llS (1936»); ante, at 5 C'[T]he 
question is, does a state-law claim neces
sarily raise a stated federal issue, actually 
disputed and substantial, which a federal 
forum may entertain without disturbing 
any congressionally approved balance 
of federal and state judicial responsihili
ties"); ante, at 9 C"[D]eterminations about 
federal jurisdiction require sensitive judg
ments about congressional intent, judicial 
power, and the federal system"'; "the ab
sence of a federal private right of action 
[is] evidence relevant to, but not dispos
itive of, the 'sensitive judgments about 
congressional intent' that § 1331 requires" 
(quoting Merrell Dow, supra, at 810)). 

Whatever the vices of the American 
Well Works rule, it is clear. Moreover, 
it accounts for the "'vast majority'" of 
cases that come within § 1331 under our 
current case law, Merrell Dow, supra. at 
808 (quoting Franchise Tax Bd. of Cal. v. 
Construrtiof1 Laborers Vacatio/l Trust for 
Southern Cal., 463 U. S. 1,9 (1983»)-fur
ther indication that trying to sOl1 alit which 

6 Other jurisdictions treat a violation of a federal ~tatute as evidence of negligence or. like Ohio itself in ,~errell Dow Pharmaceutical.\ Inc. v. Thompson_ 47R U. s. X04 (19XhL a, cTi.?ating a 
rebuttable presumption of negligence. Restatement (Third) of Torts (proposed tinal draft) ~14, Comment c. Either approach could stllllmpitcate I"ues of federal law. 

7 At oral argument Grable's counsel e"pollsed the position that after Merrell Dm-\,', feueral-4uestion jurisdiction over state-law claims ab~ent a fed~ral right of action, could he- recognlJcd on I) 
where a constitutional issue was at stake. There is. however, no reason in text or otherwise to draw such a rough line. As .. Werrell DOH: itself ~uggested, con~titutl()ni.ll 4Uc ..... tion~ Il1i.ly be the 

more likely ones to reach the le,el of suhstantiality that tan justify federal jurisdiction. 478 U. S .. at 814. n. 12. But a flat ban on statutory questiolb would mechanically exclude SIgnificant 

questions of federal law like the one this case presents . 

• This Court has long construed the scope of the statutory grant of federal-question Jurisdiction more narrowly than the scope of the constitutional grant of such juri'lltctlOn. Sec Merrell nOli 

Pharmaceuticals /11(, v. Thompson. 478 U. S. 804. 807-808 (1986). I assume for present purposes that this distinctIOn is proper-that is. that the languagc of 2H U. S C. ~ !.1.\!. "Illhe dIstrIct 

courts shall have onginal JurisdIction of all ci.·il aNions arising under the Constitution. laws. or treaties of the United States" (emphasis added), is narrower than the language of /\rt. III. ~2 
d. 1, of the Constitution, "[t]he judicial Power shall extend to all Cases. in Law and Equity. arisin~ under thIS Constitution. the Laws of the Untted States. and TreatIes made. or \\ hllil shedl 

be made. under theIr Authority" (emphases added). 
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cases fall within the smaller Smith cate
gory may not be worth the effort it entails. 
See R. Fallon. D. Meltzer. & D. Shapiro. 
Hart and Wech~ler' s The Federal Courts 
and the Federal System 885-886 (5th ed. 
20(3). Accordingly, I would be willing 
in appropriate circumstances to reconsider 
our interpretation of *1331. 
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Section 7520.-Valuation 
Tables 

The adjusted applicable federal shorl-term, mid

term, and long-term rates are set fOrlh for the month 

of April 2006. See Rev. Rul. 2006-22, page 687. 

Section 7872.-Treatment 
of Loans With Below-Market 
Interest Rates 

The adjusted appllcahk federal sh0l1-teml, mid

term, and long-term rates arc set forth for the month 

of April 2006. See Rc\. Rul. 2006-22, page 687. 



Part II. Treaties and Tax Legislation 
Subpart A.-Tax Conventions and Other Related Items 

U.S.-Spain LLC MAP 

Announcement 2006-21 

The following is a copy of the Mu
tual Agreement entered into on February 

15, 2006, by the Competent Authorities 
of the United States and Spain. regarding 
the treatment of limited liability compa
nies ("LLCs"), S corporations, and other 
business entities treated as partnerships or 
disregarded entities for U.S. tax purposes 

underthe U.S.-Spain incomc tax treaty and 
protocol. 

The text of the agreement is as follows: 

COMPETENT AUTHORITY MUTUAL AGREEMENT 

The Competent Authorities of the United States of America and Spain hereby enter into the following agreement ("thc 
Agreement") regarding the treatment of limited liability companies C'LLCs"), S corporations. and other business entities treated 
as partnerships or disregarded entities for U.S. tax purposes, under the Convention Betw'een the United States of America and thc 
Kingdom of Spain for the Avoidancc of Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income, 
Together with a Related Protocol, signed at Madrid on February 22, 1990 ("the Treaty"). The Agreement is entered into under 
paragraph 3 of Article 26 (Mutual Agreement Procedure). 

I.) Definition of "any other body of persons" under Article 3( 1 )( d) 

Under paragraph 4 of the Protocol the term "any other body of persons" contained within Article 3( 1)( d) (General Definitions) 
is understood to include an estate, a trust, or a partnership. The Competent Authorities agree that the term "any other body of 
persons," is also understood to include an LLC or other entity, whether organized within or without the United States, that for U.S. 
federal tax purposes is treated either as a partnership or is disregarded as an entity separate from its owners. 

Consistent with the agreement regarding paragraph 4 of the Protocol, the Competent Authorities agree that paragraph Sib) of the 
Protocol will be interpreted to reflect that income received by an LLC, or other entity, \vhether organized within or without the 
United States, that is treated for U.S. federal tax purposes as a partnership or disregarded as an entity separate from its owner. 
will be treated as income derived by a resident of the United States to the extent that income received by the LLC or other 
entity is subject to U.S. tax as the income of a U.S. resident. Similarly, the Competent Authorities agree that income receivcd 
by an S corporation will be treated as derived by a resident of the United States to the extent that the income recei ved by the 
S corporation is subject to U.S. tax as the income of a U.S. resident. 

For example, if a U.S. LLC that is treated for U.S. federal tax purposes as a partnership receives a royalty payment from Spain. 
and the U.S. LLC has two members with equal interest in the LtC, one Spanish resident and one U.S. resident, the LLC may 
claim treaty benefits as a U.S. resident with respect to 50% of the royalty payment because 50% of the payment is subject to tax in 
the United States in the hands of a U.S. resident member. 

2.) Appropriate procedure for claiming treaty benefits 

a.) A U.S. LLC that is treated as a partnership for U.S. tax purposes may request a certificate of residence on Form 6166 in the 
same manner as a partnership. The Form 6166 will confirm the filing of Form 1065, U.S. Return of Partnership Income. by 
the LLC and include an attachment that lists the members of the LLC that are residents of the United States according to 
Internal Revenue Service records. The LLC, in tum, is expected to provide information concerning the percentage ownership of 
the LLC represented by the listed members from its internal records directly to the foreign withholding agent. For example, if 
a U.S. resident owns a 50% interest in the LLC, and a Canadian resident owns the remainder, the attached list obtained from 
the Internal Revenue Service will identify the U.S. resident, and the LLC will represent to the Spanish withholding agent that 

such resident owns a 50% interest in the LLC. 

b.) In the case of tiered U.S. LLCs treated as partnerships for U.S. tax purposes. treaty benefits and certification rules that arc 
similar to those for tiered partnerships will apply. 

c.) In the case of a U.S. LLC disregarded as an entity separate from its owner for U.S. tax purposes, the LLC may request a Form 
6166 that states that it is a branch, division. or busincss unit of its singlc member owner and that such singlc mcmber owner 
is a resident of the United States. 

d.) In the case of an LLC or other entity organized outside the United States, similar rules apply. provided that the LLC or other 
entity is treated as a partnership or is disregarded as an entity separate from its owner for U.S. tax purposes. The LLC may request 
a Form 6166 that confinns it files Form 1065, U.S. Return of Partnership Income, and that the attached list of members of the 
LLC are residents of the United States, or that the LLC is a branch, division or business unit of its single member owner and that 
such single member owner is a resident of the United States. 
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e,) In the case of a U,S, corporation that,has made an ~le,ction to be treated as an S Corporation for U,S. tax purposes, such 
S corporation may request a Form 6166 In a manner sImilar to that of a partnership. The Form 6166 will confirm that the 
corporation has filed Form 1120S, U.S. Income Tax Return for an S Corporation, and will attach a list of all the shareholders who 
are U.S. residents for purposes of the Treaty. 

Under special circumstances when the facts warrant further inquiry and upon a specific request from Spain. the United States will 
seek to verify the truthfulness of the LLC's representation as to the allocation of income with respect to a particular payment. 

3.) Effectil'e dare 

Upon signature hy both competent authorities, this Agreement is effecti ve retroactive to January 1, 1998, 

This Agreement will not be effective in relation to periods barred by statute of limitations. 

Agreed to by the undersigned competent authorities: 

Frank Y. Ng 
U,S, competent authority 

Date 
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Jose Manuel de Bunes 
Spain competent authority 

Date 



Part III. Administrative, Procedural, and Miscellaneous 
Taxation of Cross Licensing 
Arrangements 

Notice 2006-34 

PURPOSE 

This notice requests information re

garding certain transactions c0l11111only 

referred to as cross licenses in connection 
with the consideration by the Treasury De

partment and the Internal Revenue Service 
(IRS) of requests for specific guidance on 

the tax treatment of such transactions. 

BACKGROUND 

A cross license is a contract between 

two parties that own intellectual property, 
typically patents, under which each party 

grants to the other a license with respect 

to specified property. These rights in the 

respective patents are often licensed on 
a nonexclusive and nontransferable basis. 

One party may make to the other party 
one or more cash payments representing 

the difference in value, in the parties' es
timation, between the parties' respective 

rights covered by the cross license. As 
in one-way patent licenses, other intellec

tual property related to the exploitation of 
the patented invention such as know how, 

trademarks, and copyrights, may also he li
censed between the parties. 

A company typically will have a num
ber of options available to maximize its 
patents' contribution to its profitability, 

including exploiting its own patents in 

its own business, one-way licensing, and 

cross licensing. The Treasury Department 
and the IRS are aware that cross licenses 

may arise in a range of commercial con

texts. In some cases, each of the parties 

may intend to exploit the cross licensed 
patents by making, selling, or otherwise 

using the patented inventions in its own 

business. In other cases, the parties may 

operate their businesses with their own 
patents, but seek to avoid the risk of patent 

infringement claims that each might make 

against the other as a result of the exploita

tion of their own patents. In between, 

there may be cases of varying degrees of 

interdependency on each other's intellec

tual property in which the parties may 

seek both to gain access to each other's 

technology as well as to mutually avoid 

infringement claims. In this notice, the 

Treasury Department and IRS solicit in

formation on the business circumstances 

in which cross licenst?s arise, the relative 

frequency of different circumstances, and 
trends. 

The Treasury Dt?partment and the IRS 

recogniLe the importance of the rights in

volved in cross licenses and the signifi

cance of the issues raised by thcsc trans
actions. As a result, the Treasury Depart

ment and thc IRS believe that cross li

censes deserve careful study so that appro

priate guidance can be issucd on the tax 
treatment of such transactions. 

CHARACTER OF CROSS LICENSING 
AND TAX CONSEQUENCES 

Thc Treasury Department and the IRS 
have received requests for guidance on the 
tax treatment of cross licenses. Among the 

questions received is whether a U.S. per
son's grant to a foreign person of the right 

to use specified intellectual property pur
suant to a cross license gives rise to income 

that may be subject to withholding tax. In 
response to these requests for guidance, the 
Treasury Department and the I RS are an
alyzing, and expect to issue guidance re

garding, certain tax issues related to cross 
licenses. 

The tax treatment of cross licenses de
pends on the characterization of the cross 

licensing transactions for tax purposes. 
Different theories have been suggested 

by taxpaycrs and their representatives 

concerning the proper characterization of 
cross licensing transactions and the associ

ated tax consequences. To provide a con

text for the request for information in the 
next section, a brief summary is provided 

below of three major theories that havc 
been considered. Other characleriLations 

may also be possible. The dcscription 

provided below is merely background and 

is not intended either to be an exhaustive 

analysis or to be an endorsement of any 

particular theory or treatment. 
The three theories would characterizc a 

cross license as, alternatively, (I) a two

way license of intellectual property rights: 
(2) a reciprocal agrecment not to assert any 

claims of infringemcnt: or (3) a sale or 

exchange of property. The Treasury De-

partment and the IRS are considerin£ the 

most appropriatt? charactni/ation for cross 

licensing (e.g., in light of intt?lIcctual prop

erty law. business realities, or the partic

ular facts of the cross liccnsing transac

tion), and the income tax conseljuences of 

each thcory including the amount. source, 
and timing of any income, expense, gain 

or loss from the transaction. The Treasury 
Department and the IRS are also consid

ering the potential withholding tax conse
quences if a foreign party is involved. 

A. Tw(}- WilY Li(,{,Il.l'e 

Undcr this theory, a cross licensing 
transaction would be characterized as a 

two-way license of intcllectual property 
rights. The potential income tax conse
quenccs asscrted under this theory could 
include: 

• Gross royalty income is realizcd by the 
foreign licensee in an alllount equal to 

the value of the license rights and any 

cash payments recei ved. 

• Incomc is sourced under sections 
861 (a)(4) and 862(a)(4). 

• 

• 

• 

Income is recognizcd currently, exccpt 
that any contingent payments would bc 
recognized in the period in which they 
anse. 

The value of liccnse righh conveyed 

and any cash payments made may be 
deductible or may be subjcct to capi
talization 

Withholding tax potentially applies to 
the conveyance of license rights and 

any cash paymcnts to a foreign party to 
the cross license to the extent amounts 
are allocable to U.S. sources. 

B. Rl!ciproc({/ Agrl!elllelll Nor to Assert 

Cl({iIllS or Illfi'illgelllf'llt 

Under this theory, a crms license would 

be characterized as a reci procal agreement 

not to assert claims of infringement. A 

threshold issue would be whethcr a cross 

license so characteri/ed is in fact different 

than a transactioIl characterized as a two
way license discussed above (or than a sale 

or exchange of property discu~sed ht?low). 

Under this theory, cross liceIl~es might he 
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treated a~ ~ef\ice~ or as a covenant not to 
compete. The potential income tax con
~equences asserted under this theory could 
include: 

• It has been suggested that the amount 
()f income reali7ed would be limited 
to the amount of any cash payments. 
It has also been suggested that the 
amount of income realized under this 
theory would be the value of the li
cense righh and any cash payments 
received. 

• Income would be sourced based on 
tlw characteri/ation. For example, 
if the tr~\IlSactilln i, analyzed like a 
traditional two-way license, the in
cume would be sourced under section 
~6\(a)('+) and g62(a)(.+). Alternatively, 
if the transaction is analyzed as ser
vices or analogous to services, then the 
income would be sourced to where the 
sen' ices were performed. 

• Income would be recognized currently. 
except that any contingent payments 
would be recognized in the period they 

• Withholding tax consequences would 
he based on the U.S. source conse
quences of a particular characteriza
tion. For example. no withholding tax 
would apply to the extent of services 
incoIne allocable to foreign sources. 

C. Su/e or Exchllnge of Propert\' 

Under this theory. a cross license would 
he characterized as a taxable or nontaxable 
.'ale or exchange of property. The potential 
income tax consequences asserted under 
this theory could include: 

• 

• 

Gross income is realized in the amount 
of the gain or loss on the exchange of 
licelbe rights and any cash payments 
under the cmss license. Nonrecogni
tllln treatment Illay he availahle if a 
nonrecognition prmision applie, (e.g .. 

,ection 10) I). A determination would 
he needed llll hO\\ to allocate basis be
t\\ een the retained rights and the rights 
transferred in the exchange. 

(i,lin or hlss w(luld generally he 
Sl lLIrL'ed h~lsed un the residence of 
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• 

• 

the taxpayer. except that any contin
gent payments would be treated in the 
same manner as royalties for sourcing 
purposes. 

Any gain or loss recognized would be 
recognized currently. except that any 
contingent payments would be recog
nized in the period in which they arise. 

If the transferor is a foreign resident. 
withholding tax would not apply to 
gains. except that contingent payments 
would be sourced in the same manner 
as royalties and so would potentially be 
subject to withholding tax to the extent 
sourced in the United States. 

REQUEST FOR COMMENTS, 
INFORMATION, AND DOCUMENTS 

The Treasury Department and the IRS 
request comments. information. and docu
ments (including samples of cross license 
agreements as well as of technology trans
fer policy documents relating to the negoti
ation of cross licenses) for wnsideration in 
providing specific guidance regarding the 
appropriate tax treatment of cross licenses 
between U.S. persons and foreign persons. 
These submissions are critical to providing 
the Treasury Department and the IRS with 
the proper information from which to for
mulate appropriate guidance dealing with 
cross licensing agreements taking into ac
count practical issue, of administrability. 
In particular. submissions are requested 
addressing some or all of the following ar
eas: 

A. BlIsiness Circumstances in Which 
ClOSS Licellsillfi Arises 

Information is requested on the busi
ness circumstances in which cross licenses 
arise. For example: 

I. Mutual Need alld Avoiding Claims of 
In(ringl.'lllc/lt 

• Please explain how companies de
cide whether or not to engage in 
licensing or cross licensing of in
tellectual property. Are there cor
porate departments or policies for 
as,essing and valuing transfers of 
intellectual property? Please de
scribe. 

• 

• 

• 

• 

• 

What are the circlImstances In 

whidl parties engage in cross li
censing out of a Illutual need for 
one anot her' s patents for purposes 
ofopaating theinmn businesses') 

What are the circumstances in 
which parties have no need for 
each other's know how, technol
ogy. underlying patented inven· 
tions, or similar rights. hut still 
seek protection against the risk of 
infringement claims through en
tering into a patent cross license') 
What benefit does entering into 
a cross license generate in such a 
case? 

In cases where parties primarily 
or only seek protection from in· 
fringement claims, might p,lrties 
nevertheless style their agreement 
as a cross license granting affir
mative rights to make. selL and 
use technology rather than as a re
ciprocal covenant not to sue one 
another for infringement? If so. 
why? 

Do parties enter into one-way li
censes where the licensee has no 
need for the know how. technol
ogy. underlying patented inven
tions, or similar rights. but still 
seeks protection against the risk of 
infringement claims') If so. under 
what circumstances? 

Do licensors engaged in cross li
censing also engage in licensing 
of the same patent or groups of 
patents to parties that have little or 
no significant intellectual property 
to cross license? 

• What are the circumstances in 
which parties engage in cross li
censing where the parties are in 
different industries or the parties' 
respective products are not com
peting') 

• Are there circumstances in which 
parties would agree that they did 
not need each other's patents, but 
nonethele~~ enter into a cross \i
cen,e? If so. why') 



2. 

3. 

• Are there circumstances in which 
parties engage in cross licensing in 
the context of joint product devel
opment? 

• Are there circumstances where 
patents are cross licensed on an 
excl usi ve (rather than nonexc I u
sive) basis'? 

Industrv. Inte rope mbilitv. and Techni
cal Standards 

• In what industries and with what 
product types are cross licensing 
agreements most frequently used') 
How do agreements vary from in
dustry to industry and why'? 

• 

• 

What role do industry. interop
erability. and technical standards 
play in cross licensing arrange
ments'? Do parties enter into cross 
licenses in order to comply with 
these standards? 

Do such standards ever include, 
as essential properties. compet
ing patents (or other intellectual 
property) that constitute inde
pendent means for the same or 
similar business purposes? Please 
provide examples. if any, of (i) 

standards that require the use of 
specific patents, and (ii) standards 
that may be satisfied. alterna
tively. via different patents that 
are designed to achieve a specific 
function covered by the standard. 

Intellectual Property Other than 
Patents 

• 

• 

Do parties to a cross license of 
patents typically also license addi
tional intellectual property rights 
such as know how. trademarks, 
trade secrets. etc.. associated 
with exploitation of their patents? 
What are the circumstances under 
which such additional rights are, 
or are not. licensed along with 
patent rights? 

Apart from patent cross licenses, 
what other intellectual property 
rights are typically cross licensed 
and in what context'? 

• How should the analysis of patent 
licenses and cross licenses be sim
ilar to, or different from. the anal
ysis of copyright, trademark, and 
other intellectual property licenses 
and cross licenses. 

B. Distinguishing Among Differellt Cross 

Licensing Arrangements 

Information is requested on the rele
vance for tax purposes of potential distinc
tions between different types of cross li
censes and means by which the IRS may 
in a reliable and administrable manner dis
tinguish between them. For example: 

• 

• 

Is there a basis in intellectual property 
law for distinguishing different uses of 
cross licensing arrangements? Does 
intellectual property law distinguish an 
agreement not to assert claims of in
fringement from a license of a patenP 
Does intellectual property law distin
guish between cross licenses based on 
the necessity of access to each of the 
parties' intellectual property? 

Are there other grounds on which 
a "two-way license" can be distin
guished from a "reciprocal agreement 
not to assert claims of infringement"? 

• To the extent distinctions in intellec
tual property and tax law exist. how 
may the IRS reliably determine that a 
particular cross license is of one type 
or another? For example, how may 
the IRS identify situations in which the 
parties need one another's patents in 
conducting their respective businesses 
as opposed to situations in which the 
parties' patents are not used in each 
other's businesses? Are there typically 
contemporaneous documents or other 
circumstances attendant to the execu
tion of a cross license that would sup
port or assist in making any such dis
tinctions? 

C. Sourcing tile Income /imll CroS5 

Licensing 

Information is requested on the means 
available to the IRS to determine the 
source of the income from cross licenses 
covering intellectual property rights en
forceable in more than one country. For 
example: 

• In what respects are the issues different 
than issues with respect to sourcing the 
income from a one-way license') 

D. Valuation or Cross Licensed Rights 

Information is requested on hO\\ the 
parties to a cross license value the licensed 
rights and determine the amount of any 
cash payments payable by one party to the 
other. For example: 

• 

• 

• 

• 

• 

• 

Are there reliable methods for valuing 
rights transferred under cross licenses'! 
What economic models do parties (or 
the consultants they may hire) use to 
determine the value of the intellectual 
property exchanged in a cross license? 
How do parties determine the amount 
of any cash payments in a cross li
cense? 

How do parties determine the amount 
of the royalty in a one-way license of 
patents? 

Where licensors engage both in cross 
licensing and one-way licensing of the 
same patent or group of patents. would 
the one-way licenses assist the IRS in 
valuing the same patent rights recipro
cally licensed in a cross license? If not, 
why not? 

Would the amount of monetary dam
ages that would be sought by a patent 
holder in a patent infringement suit re
lating to a particular patent or group 
of patents assist in valuing thc rights 
transferred in a cross license'? If not, 
why not? 

Where a cross license agreement is en
tered into following litigation between 
parties, would the resulting monetary 
settlement or award help in valuing the 
rights that arc cross licensed going for
ward') If not, why not? 

Please provide any other information 
that would assist the IRS in under
standing valuation of rights cross li
censed. 

E. Financial Accounting Treatmellt of 
Cross Licensing 

Information is requested on the finan
cial accounting and reporting treatment of 
cross licenses. 
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F. Foreigll TUI {reUlmi'1I1 (It Cross 

LiCCl/sillg 

Information i, reque,ted on the tax Clln
,equl'nce, of no" licelbe, undc] foreign 

lIlellme ta\ la\\" 

SUBMISSION OF COMMENTS 

\Vritten eommcnh, IIlf(lrmatinn, and 
dl1cumcnh may be ,ubmitted to the or
tlce of As,(lCiate Chief Coum,el (intcr
national), Attention: John E, Hinding 
(:'-jotiee 2()()6-3-1-). CC:INTL:/), Inter
nal Rc\'Cnuc Ser\lce, 1111 C(mstitu
tlon Avenuc, NW. Washington. DC 
2022-L Alternatively, taxpayers may 
suhmit commcnt,s electronically to 
III lIicc, ( 'Ollill/ell/l @ir,lcolIllsci.trcas,gol', 

Comments will he availahle for puhlic 
in,pcctlon and copying, Please include: 
l\otice 2()06-3-1- in the suhject linc of any 
electronic communications. 

The dcadlinc for submission of com
menh is May ,~I, 2()()6, 

DRAFTING INFORMATION 

The principal author of this noticc IS 

John E. Hinding of the Office of Associate 
Chief Coun,eI (international), For further 
i nfmmation regarding this notice. contact 
John E. Hinding at 202--1JS-SI56 (not a 
toll-free call). 

Revocation of Qualified 
Intermediary Branch Rule 

Notice 2006-35 

SECTION I. PURPOSE 

Thi, notice modifies AIlllouncemeIlt 
2()()O--lK, 20()()-1 C B.12-1-l and Noticc 
20(1l--I-,~, 20()( -2 CB. 72, hy providing 
thaI. generally, a hranch of a financial 
institution may not act as a qualified in
termediary (QI) after Deccmhcr 31, 20()6. 
in a c()untrv lhat does not haw apprm'ed 
]."1()\\ -ynur-l'ustllmcr I K YC) rule" 

SECTION 2, BACKGROUND 

Trcl,ury regulation ~1.1-I--+I-I(e)(5) 

pcrmih ~l QI. as defined therein, t(' furnish 
~l II ithlwlding L'ertlfil'atc t(1 a \\'ithhold
Ing ~lgent (1\1 bch~df of ,)thn pnsons for 
purp(l\L" ()l' c'laimillg and \erifYlllg re
dUl'cd I~lll" ,)1' II ithlH1lding under section 
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1-1--1-1 or l-t-E To qualify as a QJ. the 
intermediary must enter into a withhold
ing agreeillent with the IRS. pursuant to 
~1.1-I--I-I-I(el\SHiii), the terms of which 
arc contained in Rev. Proc, 2000-12, 
200ll-1 e.B. 387 (QI Agreement). RCI. 
Proc. 20()O-12 states that the IRS wi II not 
enter into a QI agreement that provides for 
the use of documentary evidence obtained 
under a country's KYC rules unless it has 
received certain information that allows it 
to determine whether those KYC rules are 
acceptahle. Once the IRS determines that 
a country's KYC rules are acceptable, it 
lists such country as an approved jurisdic
tion on the IRS website. KYC rules relatc 
to the capacity of a financial institution 
to determine whether their customers are 
U ,So persons and. if their customers are 
non-U.S. persons claiming the benefits 
of an income tax treaty, whether those 
customers arc residents of the applica
ble treaty country. See Notice 2001-4, 
2001-1 e.B. 267. 

Announcement 2000-48 limits eligibil
ity for QI status to financial entities orga
nized in jurisdictions with approved KYC 
rules. However. Announcement 2000-48 
(as modified by Notice 2001-43) permits a 
branch of a financial institution (but not a 
separate juridical entity affiliated with the 
financial institution) to act as a QI in a ju
risdiction that does not havc KYC rules, 
has unacceptable KYC rules, or has KYC 
rules awaiting IRS approval. if the branch 
is part of an entity organized in a country 
that does have acceptable KYC rules and 
the entity agrees to apply its home country 
KYC rules to the branch, 

When the QI system was implemented, 
only a small number of jurisdictions had 
KYC rules that had been reviewed and ap
proved by the IRS. In an eff011 to imple
ment the QI system as quickly and broadly 
as possihle, branches of financial entities 
were allowed to participate in the QI sys
tem under the standards of Announcement 
2(){)()--I8 and Notice 2001--13, 

NO\\ that Treasury and the IRS have re
vie\\ ed the KYC rules for all of the coun
tries that submitted thcir KYC rules for re
vie\\, and have approved the KYC rules 
of 57 c()untrie~, Treasury and the IRS be
line that it is no longer prudent to permit 
hranches of financial entities to operate as 
QIs in countries that do not have approved 
KYC rules. KYC rules are most effective 
\\ hen applied to the countries for which 

the\' \\ert~ drafted. Further. because the QI 
sys~e\1l is largely self-regulated, it is appro
priate to limit participation in the system to 
Cll'L'lllnstances in which Treasury and the 
IRS ha\e thc greatest confidence that such 
self-regulation will he effective, A eOUIl, 
try's continuing lack of an acceptable set 
of KYC rules raises concerns ahout the ef
fectiveness of self-regulation in that COUIl
try. 

SECTION 3. BRANCHES LOCATED 
OUTSIDE OF APPROVED KYC 
COUNTRIES 

Branches of financial institutions will 
not he permitted to operate as Qis after 
December 3 I, 2006. if they are located 
outside of countries listed as having ap
proved K YC rules on the IRS website at 
H'I\·\\·. irs. IIstrcas.go\', However, branches 
of a financial institution that are operat, 
ing as QIs under Announcement 2000--48 
(as modified by Notice 2001--13) on April 
3. 2006, may continue to operate as Qls 
through December 3 I, 2007, provided that 
(l) the financial institution mails a written 
request for an extension. on or before June 
30. 2006. to: KYC Coordinator, Inter
nal Revenue Service, 290 Broadway, lth 
Floor. New York. New York 10007: (2) the 
request identifies the jurisdictions in which 
such branches are located and briefly de
scribes what steps those jurisdictions have 
taken to implement KYC rules; and (3) 
the request is approved. in writing, by the 
KYC Coordinator, 

Branches of financial institutions that 
operate in non-KYC approved jurisdic
tions will be required to act as non-qual
ified intermediaries after December 31. 
2006. or after December 31, 2007, as ap
plicable, 

SECTION 4. EFFECT ON OTHER 
DOCUMENTS 

This notice modifies Announcement 
2000-48 and Notice 2001-43. 

SECTION S. CONTACT 
INFORMATION 

The pnnciple authors of this notice 
are Ja,on Kleinman and Ethan Atticks 
of the Office of the As,ociate Chief 
Counsel (International). For further in
formation regarding this notice, contact 



Jason Kleinman or Ethan Atticks at (202) 
622-3840 (not a toll-free call). 

26 eFR 601.201: Rulings and determination letters. 
(Also: Part 1. §§ 25. !O3. 143.) 

Rev. Proc 2006-17 

SECTION l. PURPOSE 

This revenue procedure provides is
suers of qualified mortgage bonds, as 
defined in section 143(a) of the Internal 
Revenue Code, and issuers of mortgage 
credit certificates, as defined in section 
25(c), with (1) the nationwide average 
purchase price for residences located in 
the United States, and (2) average area 
purchase price safe harbors for residences 
located in statistical areas in each state, 
the District of Columbia, Puerto Rico, 
the Northern Mariana Islands, American 
Samoa, the Virgin Islands, and Guam. 

SECTION 2. BACKGROUND 

.01 Section 103(a) provides that, except 
as provided in section 103(b), gross in
come does not include interest on any state 
or local bond. Section 103(b)(1) provides 
that section 103(a) shall not apply to any 
private activity bond that is not a "qualified 
bond" within the meaning of section 141. 
Section 141(e) provides, in part, that the 
term "qualified bond" means any private 
activity bond if such bond (1) is a quali
fied mortgage bond under section 143, (2) 
meets the volume cap requirements under 
section 146, and (3) meets the applicable 
requirements under section 147. 

.02 Section 143(a)(I) provides that the 
term "qualified mortgage bond" means a 
bond that is issued as part of a qualified 
mortgage issue. Section 143(a)(2)(A) pro
vides that the term "qualified mortgage is
sue" means an issue of one or more bonds 
by a state or political subdivision thereof, 
but only if: (i) all proceeds of the issue (ex
clusive of issuance costs and a reasonably 
required reserve) are to be used to finance 
owner-occupied residences; (ii) the issue 
meets the requirements of subsections (c), 
(d), (e), (f), (g), (h), (i), and (m)(7) of sec
tion 143; (iii) the issue does not meet the 
private business tests of paragraphs (1) and 
(2) of section 141 (b); and (iv) with respect 
to amounts received more than 10 years 

after the date of issuance, repayments of 
$250,000 or more of principal on mortgage 
financing provided by the issue are used by 
the close of the first semiannual period be
ginning after the date the prepayment (or 
complete repayment) is received to redeem 
bonds that are part of the issue. 

Average Area Purchase Price 

.03 Section 143(e)(l) provides that an 
issue of bonds meets the purchase price 
requirements of section 143(e) if the ac
quisition cost of each residence financed 
by the issue does not exceed 90 percent of 
the average area purchase price applicable 
to such residence. Section I43(e)(5) pro
vides that, in the case of a targeted area res
idence (as defined in section I43(j», sec
tion 143( e)( 1) shall be applied by substi
tuting 110 percent for 90 percent. 

.04 Section 143(e)(2) provides that the 
term "average area purchase price" means, 
with respect to any residence, the average 
purchase price of single-family residences 
(in the statistical area in which the resi
dence is located) that were purchased dur
ing the most recent 12-month period for 
which sufficient statistical information is 
available. Under sections 143(e)(3) and 
(4), respectively, separate determinations 
are to be made for new and existing resi
dences, and for two-, three-, and four-fam
ily residences. 

.05 Section 143(e)(2) provides that the 
determination of the average area purchase 
price for a statistical area shall be made as 
of the date on which the commitment to 
provide the financing is made or, if earlier, 
the date of the purchase of the residence. 

.06 Section 143(k)(2)(A) provides that 
the term "statistical area" means (i) a 
metropolitan statistical area (MSA), and 
(ii) any county (or the portion thereof) 
that is not within an MSA. Section 
143(k)(2)(C) further provides that if suf
ficient recent statistical information with 
respect to a county (or portion thereof) 
is unavailable, the Secretary may sub
stitute another area for which there is 
sufficient recent statistical information for 
such county (or portion thereof). In the 
casc of any portion of a State which is 
not within a county, section 143(k)(2)(D) 
provides that the Secretary may designate 
as a county any area that is the equivalent 
of a county. Section 6a.l 03A-l (b)( 4 )(i) 
of the Temporary Income Tax Regulations 

(issued under section 103A of the Internal 
Revenue Code of 1954, the predecessor of 
section 143) provides that the term "State" 
includes a possession of the United States 
and the District of Columbia. 

.07 Section 6a.103A-2(t)(S)(i) pro
vides that an issuer may rely upon the av
erage area purchase price safe harbors pub
lished by the Department of the Treasury 
for the statistical area in which a residence 
is located. Section 6a.l03A-2(f)(5)(i) 
further provides that an issuer may u~e 

an average area purchase price limitation 
different from the published safe harbor if 
the issuer has more accurate and compre
hensive data for the statistical area. 

Qualified Mortgage Credit Certificate 
Program 

.08 Section 2S(c) permits a state or 
political subdivision to establish a quali
fied mortgage credit certificate program. 
In general, a qualified mortgage credit 
certificate program is a program under 
which the issuing authority elects not to 
issue an amount of private activity bonds 
that it may otherwise issue during the 
calendar year under section 146, and in 
their place, issues mortgage credit ccrtifi
cates to taxpayers in connection with the 
acquisition of their principal residences. 
Section 25(a)(1) provides, in general, that 
the holder of a mortgage credit certificate 
may claim a federal income tax credit 
equal to the product of the credit rate 
specified in the certificate and the interest 
paid or accrued during the tax year on the 
remaining principal of the indebtedness 
incurred to acquire the residence. Section 
25(c)(2)(A)(iii)(IIl) generally provides 
that residences acquired in connection 
with the issuance of mortgage credit cer
tificates must meet the purchase pnce 
requirements of section 143(e). 

Income Limitations for Qualified 
Mortgage Bonds and Mortgage Credit 
Certificates 

.09 Section 143(f) imposes limitations 
on the income of mortgagors for whom 
financing may be provided by qualified 
mortgage bonds. In addition, section 
25(c)(2)(A)(iii)(lV) provides that holders 
of mortgage credit certificates must mcct 
the income requirement of section 143( n. 
Generally, under scctions l43(f)( I) and 
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25(c)(2)(A)(iii)(IV)' the income require
ment is met only if all owner-financing 
under a qualified mortgage bond and all 
mortgage credit certificates issued under a 
qualified mortgage credit certificate pro
gram are provided to mortgagors whose 
family income is liS percent or less of the 
applicable median family income. Section 
1-1-3(0(5). however. generally provides 
for an upward adjustment to the percent
age limitation in high housing cost areas. 
High housing cost areas are defined in 
section 1-1-3(0(5)(C) as any statistical area 
for which the housing cost/income ratio is 
greater than 1.2. 

.10 Under section 143(f)(5)(D). the 
housing costlincome ratio with respect to 
any statistical area is determined by divid
ing (a) the applicable housing price ratio 
for ,uch area by (b) the ratio that the area 
median gross income for such area bears 
to the median gross income for the United 
States. The applicable housing price ratio 
is the new housing price ratio (new hous
ing average area purchase price divided by 
the new housing average purchase price 
for the United States) or the existing hous
ing price ratio (existing housing average 
area purchase price divided by the existing 
housing average purchase price for the 
United States). whichever results in the 
housing costlineome ratio being closer to 
1. 

Arerage Area and Nationwide Purchase 
Price Limitations 

.11 Average area purchase price safe 
harbors for each state. the District of Co
lumbia. Puerto Rico. the Northern Mari
ana Islands. American Samoa. the Virgin 
Islands. and Guam were last published in 
Rev. Proc. 2005-15.2005-9 I.R.B. 638. 

.12 The nationwide average purchase 
price limitation was last published in 
section -1-.02 of Rev. Proc. 2005-15. 
Guidance with respect to the United States 
and area median gross income figures that 
arc to be used in computing the housing 
l'ostlincome ratio described in section 
1-1-3(f)(S) \\las last published in Rev. Proc. 
2005-22. 2()OS-15 I.R.B. R86. 

.13 This revenue procedure uses FHA 
IlMn limits for a gi\en statistical area to 
calculate thc average area purchase price 
safe harbor for that area. FHA scts lim
its on the dollar \alue of loans it will in
~ure based on median home pril:es and 

710 2006-1 C.B. 

conforming loan limits established bv the 
Federal Ho~e Loan Mortgage Cor~ora
lion. In parlIcular, FHA sets an area' sloan 
limit at 95 percent of the median home 
sales price for the area, subject to certain 
floors and caps measured against conform
ing loan limits. 

.1-1- To calculate the average area pur
chase price safe harbors in this revenue 
procedure. the FHA loan limits are ad
justed to take into account the differences 
between average and median purchase 
pnces. Because FHA loan limits do not 
differentiate between new and existing 
residences. this revenue procedure con
tains a single average area purchase price 
safe harbor for both new and existing 
residences in a statistical area. The Trea
sury Department and the Internal Revenue 
Service have determined that FHA loan 
limits provide a reasonable basis for de
termining average area purchase price 
safe harbors. If the Treasury Department 
and the Internal Revenue Service become 
aware of other sources of average purchase 
price data, including data that differentiate 
between new and existing residences, con
sideration will be given as to whether such 
data provide a more accurate method for 
calculating average area purchase pnce 
safe harbors. 

.15 The average area purchase price 
safe harbors listed in section 4.01 of this 
revenue procedure are based on FHA loan 
limits released January 3, 2006. FHA loan 
limits are available for statistical areas in 
each state, the District of Columbia, Puerto 
Rico. the Northern Mariana Islands. Amer
ican Samoa, the Virgin Islands, and Guam. 
See section 3.03 of this revenue procedure 
with respect to FHA loan limits revised af
ter January 3, 2006. 

.16 OMB Bulletin No, 03-04. dated 
and effective June 6.2003, revised the def
initions of the nation's metropolitan areas 
and recognized 49 new metropolitan sta
tistical areas. The OMB bulletin no longer 
includes primary metropolitan statistical 
areas. 

SECTIO~ 3. APPLICATION 

Al'erage Area Purchase Price Safe 
Harbors 

.01 Average area purchase price safe 
harbors for statistical areas in each state, 
the District of Columbia, Puerto Rico, 

the Northern Mariana Islands. American 
Samoa. the Virgin Islands. and Guam are 
set forth in section -1-.0 I of this revenue 
procedure. Average area purchase price 
safe harbors an': provided for single-fam
ily and two to four-family residences. For 
each type ofresidence. section 4.01 of this 
revenue procedure contains a single safe 
harbor that may be uscd for both new and 
existing residcnces. Issuers of qualified 
mortgage bonds and issuers of mortgage 
credit certificates may rely on these safe 
harbors to satisfy the requirements of sec
tions 143(e) and (0. Section 4.01 of this 
revenue procedure provides safe harbors 
for MSAs and for certain counties and 
county equivalents. If no purchase price 
safe harbor is available for a statistical 
area. the safe harbor for "ALL OTHER 
AREAS" may be used for that statistical 
area (except for Alaska, for which a sepa
rate safe harbor is provided for statistical 
areas not listed). 

.02 If a residence is in an MSA. the safe 
harbor applicable to it is the limitation of 
that MSA. If an MSA falls in more than 
one state. the MSA is listed in section 4.01 
of this revenue procedure under each state. 

.03 If the FHA revises the FHA loan 
limit for any statistical area after January 
3. 2006, an issuer of qualified mortgage 
bonds or mortgage credit certificates may 
use the revised FHA loan limit for that 
statistical area to compute (as provided in 
the next sentence) a revised average area 
purchase price safe harbor for the statisti
cal area provided that the issuer maintains 
records evidencing the revised FHA loan 
limit. The revised average area purchase 
price safe harbor for that statistical area 
is computed by dividing the revised FHA 
loan limit by .76. 

.04 If, pursuant to section 6a. I03A-
2(f)(5)(i). an issuer uses more accurate and 
comprehensive data to determine the av
erage area purchase price for a statistical 
area, the issller mllst make separate aver
age area purchase price determinations for 
new and existing residences. Moreover, 
when computing the average area purchase 
price for a statistical area that is an MSA, 
as defined in OMB Bulletin No. 03--04, 
the issuer must make the computation for 
the entire applicable MSA. When comput
ing the average area purchase price for a 
statistical area that is not an MSA, the is
suer must make the computation for the en
tire statistical area and may not combine 



statistical areas. Thus, for example, the is
suer may not combine two or more coun
ties. 

.05 If an issuer recei ves a ruling permi t
ting it to rely on an average area purchase 
price limitation that is higher than the 
applicable safe harbor in this revenue 
procedure, the issuer may rely on that 
higher limitation for the purpose of satis
fying the requirements of section l43(e) 
and (f) for bonds sold, and mortgage 
credit certificates issued, not more than 30 
months following the termination date of 
the 12-month period used by the issuer to 
compute the limitation. 

Nationwide Average Purchase Price 

.06 Section 4.02 of this revenue proce
dure sets forth a single nationwide average 
purchase price for purposes of computing 

MSANAME 

ALASKA 
ANCHORAGE.AK(MSA) 
ANCHORAGE,AK(MSA) 
JUNEAU, AK (MICRO) 
NON-METRO 
NON-METRO 
NON-METRO 

ARIZONA 
FLAGSTAFF, AZ (MSA) 
LAKE HAVASU CITY-KINGMAN, AZ 
(MICRO) 
PHOENIX-MESA-SCOTTSDALE, AZ 
(MSA) 
PHOENIX-MESA-SCOTTSDALE, AZ 
(MSA) 
PRESCOTT, AZ (MSA) 
TUCSON, AZ (MSA) 

CALIFORNIA 
BAKERSFIELD, CA (MSA) 
BISHOP, CA (MICRO) 
CHICO, CA (MSA) 
CLEARLAKE, CA (MICRO) 
CRESCENT CITY, CA (MICRO) 
EL CENTRO, CA (MSA) 
EUREKA-ARCATA-FORTUNA, CA 
(MICRO) 
FRESNO, CA (MSA) 
HANFORD-CORCORAN, CA (MSA) 
LOS ANGELES-LONG BEACH
GLENDALE, CA 

the housing cost/income ratio under sec
tion 143(f)(5). 

.07 Issuers must use the nationwide av
cragc purchasc price set forth in section 
4.02 of this revenue procedure when com
puting the housing cost/income ratio un
der section 143(f)(5) regardless of whether 
they are relying on the average area pur
chase price safe harbors contained in this 
revenue procedure or using more accurate 
and comprehensive data to determine av
erage area purchase prices for new and ex
isting residences for a statistical area that 
are different from the published safe har
bors in this revenue procedure. 

.08 If, pursuant to section 6.02 of this 
revenue procedurc, an issuer relies on the 
average area purchase price safe harbors 
contained in Rev. Proc. 2005-15, the is
suer must use the nationwide average pur
chase price set forth in section 4.02 of Rev. 
Proc. 2005-15 in computing the housing 

cost/income ratio under scction 143( f)( 5). 
Likewise. if. pursuant to section 6.05 of 
this revenue procedurc. an issuer relies 
on the nationwide average purchase price 
published in Rev. Proc. 2005-15. the is
suer may not rely on the average area pur
chase price safe harbors published in this 
revenue procedure. 

SECTION 4. AVERAGE AREA AND 
NATIONWIDE AVERAGE PURCHASE 
PRICES 

.01 Average area purc hase prices for 
single-family and two to four-family res
idences in MSAs, and for certain counties 
and county equivalents are set forth below. 
The safe harbor for "ALL OTHER AR
EAS" (found at the end of the table below) 
may be used for a statistical area that is not 
listed below. 

COUNTY~AME SAFE HARBOR AVERAGE PRICE 

1 LIVING 2 LIVING 3 LIVING 4 LIVING 
UNIT UNITS UNITS UNITS 

ANCHORAGE $335,592 $377,961 $459,276 $529.934 
MATANUSKA-SUSIT $335,592 $377,961 $459,276 $529.934 
JUNEAU $386,842 $435,724 $529,408 $610.855 
DENALI $316,137 $404,668 $489,126 $607,879 
SITKA $431,250 $485,724 $590,132 $680.921 
YAKUTAT CITY $316,137 $404,668 $489,126 $607.879 

COCONINO $386,250 $435,039 $528.553 $609.868 

MOHAVE $321,R42 $362,500 $440,461 $508.224 

MARICOPA $335,000 $377.316 $458,421 $528.947 

PINAL $335,000 $377,316 $458,421 $528,947 
YAVAPAI $333,750 $375.855 $456,711 $526.974 
PIMA $302,895 $341.154 $414,487 $506.495 

KERN $321,250 $361,776 $439,605 $507,237 
INYO $411.704 $488.487 $593.553 $684.868 
BUTTE $362,500 $408,289 $496.053 $572.368 
LAKE $293,750 $337,168 $407,558 $506.495 
DEL NORTE $311,250 $350,526 $425.921 $506.495 
IMPERIAL $274,934 $337.168 $407,558 $506,495 

HUMBOLDT S375,000 $422,368 $513,158 $592.105 
FRESNO $346,250 $389,934 $473.816 S546.711 
KINGS $312.316 $351.766 $427,379 5506.495 

LOS ANGELES $477,355 $611.117 $738.699 $918,021 
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MSA NAME COUNTY NAME SAFE HARBOR AVERAGE PRICE 

1 LIVING 2 LIVING 3 LIVING .. LIVING 
UNIT UNITS UNITS UNITS 

MADERA, CA (MSA) MADERA $368,750 $415,329 $504,605 $582,237 
MERCED, CA (MSA) MERCED $411,704 $478,684 $581,579 $671,053 
MODESTO. CA (MSA) STANISLAUS $440,625 $496,283 $602.961 $695,724 
NAPA. CA (MSA) NAPA $477,355 $611,117 $738,699 $918,021 
NON-METRO ALPINE $411,704 $527,037 $637,046 $747,039 
NON-METRO AMADOR $411,704 $506,842 $615.789 $710.526 
NON-METRO CALAVERAS $411,704 $527,037 $637,046 $774,671 
NON-METRO COLUSA $343,750 $387,171 $470,395 $542.763 
NON-METRO GLENN $281,250 $337,168 $407,558 $506,495 
NON-METRO MARIPOSA $411 ,704 $464,605 $564,474 $65lJ16 
NON-METRO MONO $411,704 $527,037 $637,046 $791,700 
NON-METRO PLUMAS $337,500 $380,132 $461,842 $532,895 
NON-METRO SISKIYOU $293,750 $337,168 $407,558 $506,495 
OAKLAND-fREMONT-HAYWARD, CA 
METROPOLITAN ALAMEDA $477,355 $611,117 $738,699 $918,021 
OAKLAND-fREMONT-HAYWARD, CA 
METROPOLITAN CONTRA COSTA $477,355 $611,117 $738,699 $918,021 
OXNARD-THOUSAND OAKS-
VENTURA, CA (MSA) VENTURA $477,355 $611,117 $738,699 $918,021 
PHOENIX LAKE-CEDAR RIDGE, CA 
(MICRO) TUOLUMNE $411,704 $478,684 $581,579 $671,053 
RED BLUfF, CA (MICRO) TEHAMA $293,750 $337,168 $407,558 $506,495 
REDDING, CA (MSA) SHASTA $363,750 $409,697 $497,763 $574,342 
RIVERSIDE-SAN BERNARDINO-
ONTARIO, CA RIVERSIDE $477,355 $545,225 $662,424 $764,334 
RIVERSIDE-SAN BERNARDINO-
ONTARIO, CA SAN BERNARDINO $477,355 $545,225 $662,424 $764,334 
SACRAMENTO-ARDEN-
ARCADE-ROSEVILLE, CA ELDORADO $477,355 $587,092 $713,289 $823,026 
SACRAMENTO-ARDEN -
ARCADE-ROSEVILLE, CA PLACER $477,355 $587,092 $713,289 $823,026 
SACRAMENTO-ARDEN-
ARCADE-ROSEVILLE, CA SACRAMENTO $477,355 $587,092 $713,289 $823,026 
SACRAMENTO-ARDEN-
ARCADE-ROSEVILLE, CA YOLO $477,355 $587,092 $713,289 $823,026 
SALINAS, CA (MSA) MONTEREY $477,355 $611,117 $738,699 $918,021 
SAN D1EGO-C ARLSBAD-SAN MARCOS, 
CA (MSA) SAN DIEGO $477,355 $611,117 $738,699 $918,021 
SAN FRANCISCO-SAN MATEO-
REDWOOD CITY, C A MARIN $477,355 $611,117 $738,699 $918,021 
SAN FRANCISCO-SAN MATEO-
REDWOOD CITY, CA SAN FRANCISCO $477,355 $611,117 $738,699 $918,021 
SAl\: FRANCISCO-SAN MATEO-
REDWOOD CITY, CA SAN MATEO $477,355 $611,117 $738,699 $918,021 
SAN JOSE-SUNNYVALE-SANTA 
CLARA. CA (MSA) SAN BENITO $477,355 $61 [,117 $73S,699 $918,021 
SAN JOSE-SUNNYVALE-SANTA 
CLARA, CA (MSA) SANTA CLARA $477,355 $611,117 $738,699 $918,021 
SAN LUIS OBISPO-PASO ROBLES, CA 
(MSA) SAN LUIS OBISPO $477,355 $61Ll17 $738,699 $918,021 
SANTA ANA-ANAHEIM-IRVINE, CA 
i\IETROPOLITAN ORANGE $477,355 $61[,117 $738.699 $918,021 
S,\NTA BARBARA-SANTA 
MARIA-GOLETA, CA SANTA BARBARA $477,355 $611,117 $738,699 $918,021 
S;\NTA CRUZ-WATSONVILLE, CA 
1\IS,~ ) SANTA CRUZ $477,355 $611,117 $738,699 $9[8,021 
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MSANAME COUNTY NAME SAFE HARBOR AVERAGE PRICE 

1 LIVING 2 LIVING 3 LIVING .t LIVIl\'G 
UNIT UNITS U~ITS UNITS 

SANTA ROSA-PETALUMA, CA (MSA) SONOMA $477355 $611,117 $738,6<;)<;) $<;)18,021 
STOCKTON, CA (MSA) SAN JOAQUIN $477,355 $54<;),07<;) S667,105 $769,737 
TRUCKEE-GRASS VALLEY, CA (MICRO) NEVADA $411,704 $527,037 $637,046 $78<;).-l74 
UKIAH, CA (MICRO) MENDOCINO $411,704 $487,105 $591.842 $682,895 
VALLEJO-FAIRFIELD, CA (MSA) SOLANO $477,355 $611.117 $738,699 $907,895 
VISALIA-PORTERVILLE, CA (MSA) TULARE $285,592 $337,168 $407,558 $506.-l95 
YUBA CITY, CA (MSA) SUTTER $396,250 $446,250 $542,237 $625,658 
YUBA CITY, CA (MSA) YUBA $396,250 $446,250 $542,237 $625,658 

COLORADO 
BOULDER, CO (MSA) BOULDER $446,842 S503,284 $611.467 $705,539 
COLORADO SPRINGS, CO (MSA) EL PASO $312,500 $351,974 $427,632 $506,495 
COLORADO SPRINGS, CO (MSA) TELLER $312,500 $351,974 $427,632 $506,495 
DENVER-AURORA, CO (MSA) ADAMS $344,222 $440,609 $532,532 $631,579 
DENVER-AURORA, CO (MSA) ARAPAHOE $344,222 $440,609 $532,532 $631,579 
DENVER-AURORA, CO (MSA) BROOMFIELD $344,222 $440.609 $532,532 $631,579 
DENVER-AURORA, CO (MSA) CLEAR CREEK $344,222 S440,609 $532,532 $631,579 
DENVER-AURORA, CO (MSA) DENVER $344,222 S440,609 $532,532 $631,579 
DENVER-AURORA, CO (MSA) DOUGLAS $344,222 $440,609 $532,532 $631,579 
DENVER-AURORA, CO (MSA) ELBERT $344,222 $440,609 $532,532 $631,579 
DENVER-AURORA, CO (MSA) GILPIN $344,222 $440,609 $532,532 $631,579 
DENVER-AURORA, CO (MSA) JEFFERSON $344,222 $440,609 $532,532 $631,579 
DENVER-AURORA, CO (MSA) PARK $344,222 $440,609 $532,532 $631,579 
DURANGO, CO (MICRO) LA PLATA $303,750 $342,118 $415,658 $506,495 
EDWARDS, CO (MICRO) EAGLE $411 ,704 $513,882 $624,342 $720,395 
EDWARDS, CO (MICRO) LAKE $411,704 $513,882 $624,342 $720,3<;)5 
FORT COLLINS-LOVELAND, CO (MSA) LARIMER $2<;)2,125 $337,168 $407,558 $50fl,495 
GREELEY, CO (MSA) WELD $312,375 $351,833 $427,461 $506,495 
NON-METRO ARCHULETA $263,487 $337,168 $407,558 $506,495 
NON-METRO GARFIELD $292,293 $337,168 $407,558 $506,495 
NON-METRO GRAND $293,750 $337,168 $407,558 $506,495 
NON-METRO PITKIN $381,999 $488,975 $5<;)1,028 $734,521 
NON-METRO ROUTT $398,026 $448,3() I $544,fl6h $628,461 
NON-METRO SAN MIGUEL $344,222 $401,250 S487,500 $562,500 
SILVERTHORNE, CO (MICRO) SUMMIT $380,000 $428,000 $520,000 $600,000 

CONNECTICUT 
BRIDGEPORT-STAMFORD-NORWALK 
CT (MSA) FAIRFIELD $477,355 $611,117 $738,699 $918,021 
HARTFORD-WEST HARTFORD-EAST 
HARTFORD,CT HARTFORD $335,000 $377,316 $458,421 $528,947 
HARTFORD-WEST HARTFORD-EAST 
HARTFORD,CT MIDDLESEX S335,000 $377,316 $458,42 [ $528,<;)47 
HARTFORD-WEST HARTFORD-EAST 
HARTFORD,CT TOLLAND $335,000 $377,316 $458,421 $528,947 
NEW HAVEN-MILFORD, CT (MSA) NEW HAVEN $385.625 $435,039 $528,553 $609,868 
NORWICH-NEW LONDON, CT (MSA) NEW LONDON $368.625 $415,188 $5()4,434 $582'(B9 
TORRINGTON, CT (MICRO) LITCHFIELD $375.000 $422,368 $513.158 $592,105 

DISTRICT OF COLUMBIA 
WASHINGTON-ARUNGTON-
ALEXANDRIA, DC-VA DISTRICT OF COL $477.355 $61Ll17 $738,699 $888.1 58 

DELAWARE 
DOVER, DE (MSA) KENT $294.457 $337.168 $407,558 $50fl.-l95 
SEAFORD, DE (MICRO) SUSSEX $325.000 $366.053 S444,737 $513,158 
WILMINGTON, DE-MD-NJ 
METROPOLITAN l\'EW CASTLE $35fl.250 $401.25() 5487,500 $562.5()() 
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MSA NAME COUNTY NAME SAFE HARBOR AVERAGE PRICE 

1 LIVING 2 LIVING 3 LIVING .. LIVING 
UNIT UNITS UNITS UNITS 

FLORIDA 
CAPE CORAL-FORT MYERS, FL (MSA) LEE $346,974 $390,801 $474,805 $547,853 
FORT LAUDERDALE-POMPANO 
BEACH-DEERFIELD BROWARD $477,355 $544,336 $661.343 $763,088 
FORT WALTO;-! BEACH-CRESTVIEW-
DESTIN, FL OKALOOSA $287,375 $337,168 $407,558 $506,495 
JACKSONVILLE, FL (MSA) BAKER $275,000 $337,168 $407.558 $506,495 
JACKSONVILLE, FL (MSA) CLAY $275,000 $337,168 $407.558 $506,495 
JACKSONVILLE, FL (MSA) DUVAL $275,000 $337,168 $407,558 $506,495 
JACKSONVILLE, FL (MSA) NASSAU $275,000 $337,168 $407,558 $506,495 
JACKSONVILLE. FL (MSA) ST. JOHNS $275,000 $337,168 $407,558 $506,495 
KEY WEST-MARATHON, FL (MICRO) MONROE $411,704 $527,037 $637,046 $791,700 
MIAMI-MIAMI BEACH-KENDALL, FL 
METROPOLlTA:'-I DADE $477,355 $544,336 $661,343 $763,088 
NAPLES-MARCO ISLAND, FL (MSA) COLLIER $460,957 $519,182 $630,782 $727,825 
NON-METRO WALTON $411,704 $527,037 $637,046 $791,700 
ORLANDO, FL (MSA) LAKE $326,579 $367,830 $446,897 $515,650 
ORLANDO, FL (MSA) ORANGE $326,579 $367,830 $446,897 $515,650 
ORLANDO, FL (MSA) OSCEOLA $326,579 $367,830 $446,897 $515,650 
ORLANDO, FL (MSA) SEMINOLE $326,579 $367,830 $446,897 $515,650 
PALM BAY -MELBOURNE-TITUSVILLE. 
FL (MSA) BREVARD S273,370 $337,168 $407,558 $506,495 
PALM COAST. FL (MICRO) FLAGLER $268,750 5337,168 $407,558 $506,495 
PANAMA CITY-LYNN HAVEN, FL (MSA) BAY $296,125 $337,168 $407,558 $506,495 
PORT ST. LUCIE-FORT PIERCE. FL 
(MSA) MARTIN $311,842 $35l.250 $426,776 $506,495 
PORT ST. LUCIE-FORT PIERCE, FL 
(MSA) ST. LUCIE $311,842 $351,250 $426,776 $506,495 
PUNTA GORDA. FL (MSA) CHARLOTTE $295.012 $337.168 $407,558 $506,495 
SARASOTA-BRADENTON-VENICE, FL 
(MSA) MANATEE $442,237 $498.097 $605,166 $698,268 
SARASOTA-BRADENTON-VENICE, FL 
(MSA) SARASOTA $442,237 $498.097 $605,166 $698,268 
SEBASTIAN-VERO BEACH, FL (MSA) INDIAN RIVER $281,250 $337,168 $407,558 $506,495 
TAMPA-ST. PETERSBURG-
CLEARWATER, FL HERNANDO $266,842 $337,168 $407,558 $506,495 
TAMPA-ST. PETERSBURG-
CLEARWATER, FL HILLSBOROUGH $266,842 $337,168 $407,558 $506,495 
TAMPA-ST. PETERSBURG-
CLEARWATER, FL PASCO $266,842 $337,168 $407,558 $506,495 
TAMPA-ST. PETERSBURG-
CLEARWATER. FL PINELLAS $266,842 $337,168 $407,558 $506,495 
WEST PALM BEACH-BOCA 
RATON-BOYNTON BEACH. FL PALM BEACH $477,355 $544,336 $661,343 $763,088 

GFORGIA 

ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) BARROW $299,875 $337,754 $410,355 $506,495 
."TLAi'iTA-SANDY SPRINGS-
MARIETTA, GA (MSA) BARTOW $299,875 $337,754 $410,355 $506,495 
!\TLA"iTA-SANDY SPRINGS-
MARIETTA, GA (MSA) BUTTS $299,875 $337,754 $410,355 $506,495 
,\TLANTA-SA"iDY SPRINGS-
MARIETTA, GA IMSA) CARROLL $299,875 $337,754 $410,355 $506,495 
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ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) CHEROKEE $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) CLAYTON $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) COBB $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) COWETA $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) DAWSON $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) DE KALB $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) DOUGLAS $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) FAYETTE $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) FORSYTH $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) FULTON $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) GWINNETT $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) HARALSON $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) HEARD $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) HENRY $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) JASPER $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) LAMAR $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) MERIWETHER $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) NEWTON $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) PAULDING $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) PICKENS $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) PIKE $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) ROCKDALE $299,875 $337,754 $410,355 $506,495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) SPALDING $299,875 $337,754 $410,355 $506.495 
ATLANTA-SANDY SPRINGS-
MARIETTA, GA (MSA) WALTON $299,875 $337,754 $410,355 $506,495 
BRUNSWICK, GA (MSA) BRANTLEY $275,258 $337,168 $407,558 $506,495 
BRUNSWICK, GA (MSA) GLYNN $275,258 $337,168 $407,558 $506,495 
BRUNSWICK, GA (MSA) MCINTOSH $275,258 $337,168 $407,558 $506,495 

2006-1 C.B. 715 



MSA NAME COLNTY NAME SAFE HARBOR AVERAGE PRICE 

1 LIVING 2 LIVING 3 LIVING .. LIVING 
UNIT UNITS UNITS UNITS 

HAWAII 
HILO, HI (MICRO) HAWAII $515,592 $580,72'+ $705,592 $814,145 
HONOLULU, HI (MSA) HONOLULU $716,033 $865,929 $1,052,063 $1.213.918 
KAHULUI-WAILUKU, HI (MICRO) MAUl $617,555 $757.-+3.+ $920,263 $1,061,842 
KAPAA, HI (MICRO) KAUAI $617,555 $718,026 $872.368 $1,006.579 

[[)/\HO 
JACKSON, WY-ID (MICRO) TETON $411,704 $527 ,037 $637,046 $791.700 
NON-METRO BLAINE $411,704 $527,037 $637,046 $750,000 

ILLINOIS 
CHICAGO-NAPERVILLE-JOLIET. IL 
METROPOLITAN COOK $362.105 $407,845 $495,512 $571,745 
CHICAGO-NAPERVILLE-JOLlET,IL 
METROPOLITAN DEKALB $362,105 $407,845 $495,512 $571,745 
CHIC AGO-N APERVILLE-JOLlET, IL 
METROPOLITAN DUPAGE $362,105 $407,845 $495,512 $571,745 
CHICAGO-NAPERVILLE-JOLlET.IL 
METROPOLITAN GRUNDY $362,105 $407,845 $495,512 $571,745 
CHIC AGO-NAPERVILLE-JOLIET. IL 
METROPOLITAN KANE $362,105 $407,845 $495,512 $571,745 
CHICAGO-NAPERVILLE-JOLlET,IL 
METROPOLITAN KENDALL $362,105 $407,845 $495,512 $571,745 
CHICAGO-NAPERVILLE-JOLIET, IL 
METROPOLITAN MCHENRY $362,105 $407.845 $495,512 $571,745 
CHICAGO-NAPERVILLE-JOLlET,IL 
METROPOLITAN WILL $362,105 $407,845 $495,512 $571,745 
LAKE COUNTY-KENOSHA COUNTY, 
IL-WI METROPOLITAN LAKE $362,105 $407,845 $495,512 $571,745 
ST. LOUIS, MO-IL (MSA) BOND $281,250 $337,168 $407,558 $506,495 
ST. LOUIS, MO-IL (MSA) CALHOUN $281,250 $337,168 $407,558 $506,495 
ST. LOUIS, MO-IL (MSA) CLINTON $281,250 S337,168 5407,558 $506,495 
ST. LOUIS, MO-IL (MSA) JERSEY $281,250 $337,168 $407,558 $506,495 
ST. LOUIS, MO-IL (MSA) MACOUPIN $281,250 $337,168 $407,558 $506,495 
ST. LOUIS, MO-IL (MSA) MADISON $281.250 $337,168 $407,558 $506,495 
ST. LOUIS. MO-IL (MSA) MONROE $281,250 S337,168 $407,558 $506,495 
ST. LOUIS, MO-IL (MSA) ST. CLAIR $281,250 $337,168 S407,558 $506,495 

INDIANA 
CINCINNATI-MIDDLETo\VN,OH-KY-IN 
(MSA) DEARBORN $300,000 $337,895 $410,526 $506,495 
CINCINNATI-MIDDLETOWN,OH-KY-IN 
(MSA) FRANKLIN $300,000 $337,895 $410,526 $506,495 
CINCINNATI-MIDDLETOWI\',OH-KY-IN 
(MSA) OHIO $300,000 $337,895 $410,526 $506,495 
GARY. IN METROPOLITAN DIVISION JASPER $362,105 $407,845 $495,512 $571,745 
GARY. IN METROPOLITAN DIVISION LAKE $362,105 $407,845 $495,512 $571,745 
GARY. IN METROPOLITAN DIVISION NEWTON $362,105 $407,845 $495,512 $571,745 
GARY. IN METROPOLITAN DIVISION PORTER $362,105 $407,845 $495,512 $571,745 

KANSAS 
KANSAS CITY, MO-KS (MSA) FRANKLIN $265,313 $337,168 $407.558 $506,495 
KAl\SAS CITY, MO-KS (MSA) JOHNSON $265,313 $337,168 $407,558 $506,495 
KANSAS CITY. MO-KS (MSA) LEAVENWORTH $265,313 $337,168 $407,558 $506,495 
KANSAS CITY. MO-KS (MSA) LINN $265,313 $337,168 $407,558 5506,495 
KANSAS CITY. MO-KS (MSA) MIAMI $265,313 $337,168 $407.558 $506,495 
KANSAS CITY. MO-KS (MSA) WYANDOTTE $265,313 $337,168 $407.558 $506,495 
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KENTUCKY 
CINCINNATI-MIDDLETOWN,OH-KY-IN 
(MSA) BOONE $300,000 $337,895 $410,526 $506,495 
CINCINNATI-MIDDLETOWN,OH-KY-IN 
(MSA) BRACKEN $300,000 $337,895 $410,526 $506,495 
CINCINNATI-MIDDLETOWN,OH-KY-IN 
(MSA) CAMPBELL $300,000 $337,895 $410,526 $506,495 
CINCINNATI-MIDDLETOWN,OH-KY-IN 
(MSA) GALLATIN $300,000 $337,895 $410,526 $506,495 
CINCINNATI-MIDDLETOWN,OH-KY-IN 
(MSA) GRANT $300,000 $337,895 $410,526 $506,495 
CINCINNATI-MIDDLETOWN,OH-KY-IN 
(MSA) KENTON $300,000 $337,895 $410,526 $506,495 
CINCINNATI-MIDDLETOWN,OH-KY-IN 
(MSA) PENDLETON $300,000 $337,895 $410,526 $506,495 

MAINE 
PORTLAND-SOUTH PORTLAND-
BIDDEFORD, ME CUMBERLAND $336,875 $379,428 $460,987 $531,908 
PORTLAND-SOUTH PORTLAND-
BIDDEFORD, ME SAGADAHOC $336,875 $379,428 $460,987 $531,908 
PORTLAND-SOUTH PORTLAND-
BIDDEFORD, ME YORK $336,875 $379,428 $460,987 $531,908 

MARYLAND 
BALTIMORE-TOWSON, MD (MSA) ANNE ARUNDEL $406,250 $457,566 $555,921 $641,447 
BALTIMORE-TOWSON, MD (MSA) BALTIMORE $406,250 $457,566 $555,921 $641,447 
BALTIMORE-TOWSON, MD (MSA) BALTIMORE CITY $406,250 $457,566 $555,921 $641,447 
BALTIMORE-TOWSON, MD (MSA) CARROLL $406,250 $457,566 $555,921 $641,447 
BALTIMORE-TOWSON, MD (MSA) HARFORD $406,250 $457,566 $555,921 $641,447 
BALTIMORE-TOWSON, MD (MSA) HOWARD $406,250 $457,566 $555,921 $641,447 
BALTIMORE-TOWSON, MD (MSA) QUEEN ANNE'S $406,250 $457,566 $555,921 $641,447 
BETHESDA-FREDERICK-GAITHERS-
BURG, MD FREDERICK $477,355 $611,117 $738,699 $888,158 
BETHESDA-FREDERICK-GAITHERS-
BURG, MD MONTGOMERY $477,355 $611,117 $738,699 $888,158 
HAGERSTOWN-MARTINSBURG, 
MD-WV (MSA) WASHINGTON $355,000 $399,842 $485,789 $560,526 
LEXINGTON PARK, MD (MICRO) ST. MARY'S $327,500 $368,868 $448,158 $517,105 
SALISBURY, MD (MSA) SOMERSET $296,250 $337,168 $407,558 $506,495 
SALISBURY, MD (MSA) WICOMICO $296,250 $337,168 $407,558 $506,495 
WASHINGTON-ARLINGTON-
ALEXANDRIA, DC-VA CALVERT $477,355 $611,117 $738,699 $888,158 
WASHINGTON-ARLINGTON-
ALEXANDRIA, DC-VA CHARLES $477 ,355 $611 ,117 $738,699 $888,158 
WASHINGTON-ARLINGTON-
ALEXANDRIA, DC-VA PRINCE GEORGE'S $477,355 $611,117 $738,699 $888,158 
WILMINGTON, DE-MD-NJ 
METROPOLITAN DIVISION CECIL $356,250 $401,250 $487,500 $562,500 

MASSACHUSETTS 
BARNSTABLE TOWN, MA (MSA) BARNSTABLE $477 ,355 $577,237 $701,316 $809,211 
BOSTON-QUINCY, MA METROPOLITAN 
DIVISION NORFOLK $477,355 $606,728 $737,146 $850,554 
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BOSTON-QUINCY. MA METROPOLITAN 
DIVISION PLYMOUTH $477.355 $606.728 $737.146 $R50.554 
BOSTON-QUINCY. MA METROPOLITAN 
DIVISION SUFFOLK $477.355 $606.728 $737.146 $850,554 
CAMBRIDGE-NEWTON-FRAMING-
HAM. MA METROPOLITAN MIDDLESEX $477.355 $606.728 $737.146 $850.554 
ESSEX COUNTY. MA METROPOLITAN 
DIVISION ESSEX $477,355 $606.728 $737.146 $850,554 
NON-METRO DUKES $344,222 $440.609 $532.532 $661.829 
NON-METRO NANTUCKET $344.222 $440,609 $532.532 $661.829 
PROVIDENCE-NEW BEDFORD-FALL 
RIVER. RI BRISTOL $416,250 $472.891 $571.567 $710,309 
SPRINGFIELD. MA (MSA) FRANKLIN $271,974 $337.168 $407.558 $506,495 
SPRINGFIELD. MA (MSA) HAMPDEN $271,974 $337,168 $407,558 $506,495 
SPRINGFIELD. MA (MSA) HAMPSHIRE $271,974 $337,168 $407,558 $506,495 
WORCESTER. MA (MSA) WORCESTER $385,000 $488,975 $591,028 $734,521 

MICHIGAN 
ADRIAN. MI (MICRO) LENAWEE $297,500 $337,168 $407,558 $506,495 
ANN ARBOR, Ml (MSA) WASHTENAW $344,875 $388,438 $471,934 $544,539 
DETROIT-LIVONIA-DEARBORN. MI 
METROPOLITAN WAYNE $297.500 $337,168 $407,558 $506,495 
MONROE, MI (MSA) MONROE $297,500 $337,168 5407,558 $506,495 
WARREN-TROY-FARMINGTON HILLS, 
MI METROPOLITAN LAPEER $297,500 $337,168 $407,558 $506,495 
WARREN-TROY -FARMINGTON HILLS, 
MI METROPOLITAN LIVINGSTON $297,500 $337,168 $407,558 $506,495 
WARREN-TROY-FARMINGTON HILLS, 
MI METROPOLITAN MACOMB $297,500 $337,168 $407,558 $506,495 
WARREN-TROY-FARMINGTON HILLS. 
MI METROPOLITAN OAKLAND $297,500 $337,168 $407,558 $506,495 
WARREN-TROY -FARMINGTON HILLS. 
MI METROPOLITAN ST CLAIR $297,500 $337,168 $407,558 $506,495 

MINNESOTA 
MINNEAPOLIS-ST PAUL-
BLOOMINGTON. MN-WI ANOKA $321,875 $362,533 $440,461 $508,224 
MINNEAPOLIS-ST PAUL-
BLOOMINGTON. MN-WI CARVER $321.875 $362,533 $440,461 $508,224 
MINNEAPOLIS-ST PAUL-
BLOOMINGTON. MN-WI CHISAGO $321,875 $362,533 $440,461 $508,224 
MINNEAPOLIS-ST PAUL-
BLOOMINGTON. MN-WI DAKOTA $321,875 $362,533 $440,461 $508,224 
MINNEAPOLIS-ST PAUL-
BLOOMINGTON. MN-WI HENNEPIN $321,875 $362,533 $440,461 $508,224 
MINNEAPOLIS-ST PAUL-
BLOOMINGTON. MN-WI ISANTI $321,875 $362,533 $440,461 $508,224 
MINNEAPOLIS-ST PAUL-
BLOOMINGTON. MN-WI RAMSEY $321,875 $362,533 $440,461 $508,224 
MINNEAPOLIS-ST PAUL-
BLOOMINGTON. MN-WI SCOTT $321,875 $362,533 $440,461 $508,224 
MINNEAPOLIS-ST PAUL-
BLOOMINGTON. MN-WI SHERBURNE $321,875 $362,533 $440,461 $508,224 
MINNEAPOLIS-ST PAUL-
BLOOMINGTON. MN-WI WASHINGTON $321,875 $362,533 $440,461 $508,224 
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MINNEAPOLIS-ST. PAUL-
BLOOMINGTON, MN-WI WRIGHT $321,875 $362,533 $440,461 $508,224 

MISSOURI 
KANSAS CITY, MO-KS (MSA) BATES $265,313 $337,168 $407,558 $506,495 
KANSAS CITY, MO-KS (MSA) CALDWELL $265,313 $337,168 $407,558 $506,495 
KANSAS CITY, MO-KS (MSA) CASS $265,313 $337,168 $407,558 $506,495 
KANSAS CITY, MO-KS (MSA) CLAY $265,313 $337.168 $407,558 $506,495 
KANSAS CITY, MO-KS (MSA) CLINTON $265,313 $337,168 $407,558 $506,495 
KANSAS CITY, MO-KS (MSA) JACKSON $265,313 $337,168 $407,558 $506,495 
KANSAS CITY, MO-KS (MSA) LAFAYETTE $265,313 $337,168 $407,558 $506,495 
KANSAS CITY, MO-KS (MSA) PLATTE $265,313 $337.168 $407,558 $506,495 
KANSAS CITY, MO-KS (MSA) RAY $265,313 $337,168 $407,558 $506,495 
ST. LOUIS, MO-IL (MSA) CRAWFORD $281,250 $337,168 $407,558 $506,495 
ST. LOUIS, MO-IL (MSA) FRANKLIN $281,250 $337,168 $407,558 $506,495 
ST. LOUIS, MO-IL (MSA) JEFFERSON $281,250 $337,168 $407,558 $506,495 
ST. LOUIS, MO-IL (MSA) LINCOLN $281,250 $337,168 $407,558 $506,495 
ST. LOUIS, MO-IL (MSA) ST. CHARLES $281,250 $337,168 $407,558 $506,495 
ST. LOUIS, MO-IL (MSA) ST. LOUIS $281,250 $337,168 $407,558 $506,495 
ST. LOUIS, MO-IL (MSA) ST. LOUIS CITY $281,250 $337,168 $407,558 $506,495 
ST. LOUIS, MO-IL (MSA) WARREN $281,250 $337,168 $407,558 $506,495 
ST. LOUIS, MO-IL (MSA) WASHINGTON $281,250 $337,168 $407,558 $506,495 

MONTANA 
MISSOULA, MT (MSA) MISSOULA $290,625 $337,168 $407,558 $506,495 

NEVADA 
CARSON CITY, NV (MSA) CARSON CITY $398,750 $449,118 $545,658 $629,605 
FERNLEY, NV (MICRO) LYON $318,618 $358,816 $435,987 $506,495 
GARDNERVILLE RANCHOS, NV 
(MICRO) DOUGLAS $411,704 $527,037 $637.046 $748,026 
LAS VEGAS-PARADISE, NV (MSA) CLARK $391,316 $440,745 $535,484 $617,866 
PAHRUMP, NV (MICRO) NYE $321,842 $362,500 $440,461 $508,224 
RENO-SPARKS, NV (MSA) STOREY $437,500 $492,763 $598,684 $690,789 
RENO-SPARKS, NV (MSA) WASHOE $437,500 $492,763 $598,684 $690,789 

NEW HAMPSHIRE 
MANCHESTER-NASHUA, NH (MSA) HILLSBOROUGH $401,875 $488,975 $591,028 $734,521 
ROCKINGHAM COUNTY-STRAFFORD 
COUNTY, NH ROCKINGHAM $477,355 $606,728 $737,146 $850,554 
ROCKINGHAM COUNTY -STRAFFORD 
COUNTY, NH STRAFFORD $477 ,355 $606,728 $737,146 $850,554 

NEW JERSEY 
ALLENTOWN-BETHLEHEM-EASTON, 
PA-NJ (MSA) WARREN $369,407 $459,255 $557,974 $643,816 
ATLANTIC CITY, NJ (MSA) ATLANTIC $425,000 $478,684 $581,579 $671,053 
CAMDEN, NJ METROPOLITAN 
DIVISION BURLINGTON $356,250 $401,250 $487,500 $562,500 
CAMDEN, NJ METROPOLITAN 
DIVISION CAMDEN $356,250 $401,250 $487,500 $562,500 
CAMDEN, NJ METROPOLITAN 
DIVISION GLOUCESTER $356,250 $401,250 $487,500 $562,500 
EDISON, NJ METROPOLITAN DIVISION MIDDLESEX $477 ,355 $611,117 $738,699 $918,021 
EDISON, NJ METROPOLITAN DIVISION MONMOUTH $477,355 $61 I,l17 $738,699 $918,021 
EDISON, NJ METROPOLITAN DIVISION OCEAN $477,355 $61 I,l17 $738.699 $918,021 
EDISON, NJ METROPOLITAN DIVISION SOMERSET $477,355 $611,117 $738.699 $918,021 
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NEW YORK-WAYNE-WHITE PLAINS, 
NY-NJ METROPOLITAN BERGEN $477,355 $611,117 $738.699 $918.021 
NEW YORK-WAYNE-WHITE PLAINS. 
NY-NJ METROPOLITAN HUDSON $477,355 $611,117 $738.699 $918,021 
NEW YORK-WAYNE-WHITE PLAINS, 
NY -NJ METROPOLITAN PASSAIC $477,355 $611,117 $738,699 $918,021 
~EWARK-UNION, NJ-PA METROPOLI-
TAN DIVISION ESSEX $477,355 $611,117 $738,699 $918,021 
NEWARK-UNION, NJ-PA METROPOLI-
TAN DIVISION HUNTERDON $477,355 $611,117 $738,699 $918,021 
NEWARK-UNION, NJ-PA METROPOLI-
TAN DIVISION MORRIS $477,355 $611,117 $738,699 $918.021 
NEWARK-UNION, NJ-PA METROPOLI-
TAN DIVISION SUSSEX $477,355 $611,117 $738,699 $918,021 
NEWARK-UNION, NJ-PA METROPOLI-
TAN DIVISION UNION $477,355 $611,117 $738,699 $918,021 
OCEAN CITY. NJ (MSA) CAPE MAY $477,355 $558,934 $679,079 $783,553 
TRENTON-EWING, NJ (MSA) MERCER $439,550 $495,071 $601,489 $694,026 
V INELAND-MILLVILLE-BRIDGETON, 
NJ (MSA) CUMBERLAND $405,000 $456,158 $554,211 $639,474 
WILMINGTON, DE-MD-NJ 
METROPOLITAN DIVISION SALEM $356,250 $401,250 $487,500 $562,500 

NEW MEXICO 
LOS ALAMOS, NM (MICRO) LOS ALAMOS $318,750 $359,013 $436,184 $506,495 
SANTA FE, NM (MSA) SANTA FE $381,999 $449,471 $546,086 $630,099 

NEW YORK 
BUFFALO-NIAGARA FALLS, NY (MSA) ERIE $275,075 $337,168 $407,558 $506,495 
BUFFALO-NIAGARA FALLS, NY (MSA) NIAGARA $275,075 $337,168 $407,558 $506,495 
KINGSTON. NY (MSA) ULSTER $324,079 $365,014 $443,476 $511,703 
NASSAU-SUFFOLK, NY METROPOLI-
TAN DIVISION NASSAU $477,355 $611,117 $738,699 $918,021 
NASSAU-SUFFOLK, NY METROPOLI-
TAN DIVISION SUFFOLK $477,355 $611,117 $738,699 $918,021 
NEW YORK-WAYNE-WHITE PLAINS, 
NY -NJ METROPOLITAN BRONX $477,355 $611,117 $738,699 $918,021 
NEW YORK-WAYNE-WHITE PLAINS, 
NY-NJ METROPOLITAN KINGS $477,355 $611.117 $738,699 $918,021 
NEW YORK-WAYNE-WHITE PLAINS, 
NY-NJ METROPOLITAN NEW YORK $477,355 $611,117 $738,699 $918,021 
NEW YORK-WAYNE-WHITE PLAINS. 
NY-NJ METROPOLITAN PUTNAM $477,355 $611,117 $738,699 $918,021 
NEW YORK-WAYNE-WHITE PLAINS, 
NY-NJ METROPOLITAN QUEENS $477,355 $611,117 $738,699 $918,021 
NEW YORK-WAYNE-WHITE PLAINS, 
NY-NJ METROPOLITAN RICHMOND $477,355 $611,117 $738,699 $918,021 
NEW YORK-WAYNE-WHITE PLAINS, 
NY-NJ METROPOLITAN ROCKLAND $477,355 $611,117 $738,699 $918,021 
NEW YORK-WAYNE-WHITE PLAINS, 
NY-NJ METROPOLITAN WESTCHESTER $477,355 $611,117 $738,699 $918,021 
POUGHKEEPSIE-NEWBURGH-
MIDDLETOWN, NY DUTCHESS $406,250 $457,566 $555,921 $641,447 
POUGHKEEPSIE-NEWBURGH-
MIDDLETOWN. NY ORANGE $406,250 $457,566 $555,921 $641,447 
ROCHESTER. NY (MSA) LIVINGSTON $265,000 $337.168 $407,558 $506,495 
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ROCHESTER,NY(MSA) MONROE $265,000 $337,168 $407,558 $506,495 
ROCHESTER, NY (MSA) ONTARIO $265,000 $337,168 $407,558 $506,495 
ROCHESTER,NY(MSA) ORLEANS $265,000 $337,168 $407,558 $506,495 
ROCHESTER,NY(MSA) WAYNE $265,000 $337.168 $407.558 $506,495 
SYRACUSE, NY (MSA) MADISON $267,500 5337,l68 $407,558 $506,495 
SYRACUSE, NY (MSA) ONONDAGA $267,500 5337.168 $407,558 $506,495 
SYRACUSE, NY (MSA) OSWEGO $267,500 $337,168 $407.558 S506,495 

NORTH CAROLINA 
JACKSONVILLE, NC (MSA) ONSLOW $306,250 $344.934 $419,079 $506,495 
VIRGINIA BEACH-NORFOLK-
NEWPORT NEWS. VA CURRITUCK $375,122 $422,507 $513,325 S592,299 
WILMINGTON. NC (MSA) BRUNSWICK $274,934 $337,168 $407,558 $506,495 
WILMINGTON. NC (MSA) NEW HANOVER $274,934 $337,168 $407,558 $506,495 
WILMINGTON, NC (MSA) PENDER $274,934 $337,168 $407,558 $506,495 

OHIO 
AKRON, OH (MSA) PORTAGE $318,750 $359,013 $436,184 $506,495 
AKRON, OH (MSA) SUMMIT $318,750 $359,013 $436,184 $506,495 
ASHTABULA, OH (MICRO) ASHTABULA $290,797 $337,168 $407,558 $506,495 
CINCINNATI-MIDDLETOWN,OH-KY-IN 
(MSA) BROWN $300,000 $337,895 $410,526 $506,495 
CINCINNATI-MIDDLETOWN,OH-KY-IN 
(MSA) BUTLER $300,000 $337,895 $410.526 $506,495 
CINCINNATI-MIDDLETOWN,OH-KY-IN 
(MSA) CLERMONT $300.000 $337,895 $410,526 $506,495 
CINCINNATI-MIDDLETOWN,OH-KY-IN 
(MSA) HAMILTON $300.000 $337,895 $410,526 $506,495 
CINCINNATI-MIDDLETOWN,OH-KY-IN 
(MSA) WARREN $300,000 $337,895 $410.526 $506,495 
CLEVELAND-ELYRIA-MENTOR. OH 
(MSA) CUYAHOGA $290,797 $337,168 $407.558 $506,495 
CLEVELAND-ELYRIA-MENTOR, OH 
(MSA) GEAUGA $290,797 $337,168 $407,558 $506,495 
CLEVELAND-ELYRIA-MENTOR,OH 
(MSA) LAKE $290,797 $337,168 $407,558 $506,495 
CLEVELAND-ELYRIA-MENTOR,OH 
(MSA) LORAIN $290,797 $337,168 $407,558 $506,495 
CLEVELAND-ELYRIA-MENTOR, OH 
(MSA) MEDINA $290,797 $337,168 $407,558 $506,495 
COLUMBUS, OH (MSA) DELAWARE $307,500 $346,342 $420,789 $506,495 
COLUMBUS, OH (MSA) FAIRFIELD $307,500 $346,342 $420,789 $506,495 
COLUMBUS, OH (MSA) FRANKLIN $307,500 $346,342 $420,789 $506,495 
COLUMBUS, OH (MSA) LICKING $307,500 $346,342 $420,789 $506,495 
COLUMBUS, OH (MSA) MADISON $307,500 $346,342 $420.789 $506,495 
COLUMBUS, OH (MSA) MORROW $307,500 $346,342 $420,789 $506,495 
COLUMBUS, OH (MSA) PICKAWAY $307,500 $346,342 $420,789 $506,495 
COLUMBUS, OH (MSA) UNION $307,500 $346,342 $420.789 $506,495 
DAYTON, OH (MSA) GREENE $271,250 $337,168 $407,558 $506,495 
DAYTON, OH (MSA) MIAMI $271,250 $337,168 $407.558 $506,495 
DAYTON, OH (MSA) MONTGOMERY $271,250 $337,168 $407.558 $506,495 
DAYTON, OH (MSA) PREBLE $271,250 $337,168 $407,558 $506,495 

OREGON 
ASTORIA, OR (MICRO) CLATSOP $287,500 $337,168 $407,558 $506,495 
BEND, OR (MSA) DESCHUTES $334,375 $376,612 $457.566 $527 ,961 
CORVALLIS, OR (MSA) BENTON $307,500 $346,342 S420.789 $506,495 
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EUGENE-SPRINGFIELD, OR (MSA) LANE $270,000 $337.168 Si407,558 $506.495 
GRANTS PASS, OR (MICRO) JOSEPHINE $306,250 $344,934 $419,079 $506.495 
MEDFORD, OR (MSA) JACKSON $343,092 $386,447 $469539 $541,776 
PORTLAND-VANCOUVER-
BEAVERTON,OR-WA CLACKAMAS $374,474 $42U76 $512,434 $591J16 
PORTLAND-VANCOUVER-
BEAVERTON,OR-WA COLUMBIA $374,474 $421,776 $512.434 $591J16 
PORTLAND-VANCOUVER-
BEAVERTON,OR-WA MULTNOMAH $374,474 $421,776 $512,434 $591J16 
PORTLAND-VANCOUVER-
BEAVERTON,OR-WA WASHINGTON $374,474 $421,776 $512,434 $591J16 
PORTLAND-VANCOUVER-
BEAVERTON,OR-WA YAMHILL $374,474 $421,776 $512,434 $59IJ16 

PENNSYLVANIA 
ALLENTOWN-BETHLEHEM-EASTON, 
PA-NJ (MSA) CARBON $369,407 $459,255 $557,974 $643,816 
ALLENTOWN-BETHLEHEM -EASTON, 
PA-NJ (MSA) LEHIGH $369,407 $459,255 $557,974 $643.816 
ALLENTOWN-BETHLEHEM-EASTON, 
PA-NJ (MSA) NORTHAMPTON $369,407 $459,255 $557,974 $643,816 
NEWARK-UNION, NJ-PA METROPOLI-
TAN DIVISION PIKE $477,355 $611,117 $738,699 $918,021 
PHILADELPHIA, PA METROPOLITAN 
DIVISION BUCKS $356,250 $401,250 $487,500 $562,500 
PHILADELPHIA, PA METROPOLITAN 
DIVISION CHESTER $356,250 $401,250 $487,500 $562,500 
PHILADELPHIA, PA METROPOLITAN 
DIVISION DELAWARE $356,250 $401,250 $487,500 $562,500 
PHILADELPHIA, PA METROPOLITAN 
DIVISION MONTGOMERY $356,250 $401,250 $487,500 $562,500 
PHILADELPHIA, PA METROPOLITAN 
DIVISION PHILADELPHIA $356,250 $401,250 $487,500 $562,500 
PITTSBURGH, PA (MSA) ALLEGHENY $320,000 $360,421 $437,895 $506,495 
PITTSBURGH, PA (MSA) ARMSTRONG $320,000 $360,421 $437,895 $506,495 
PITTSBURGH, PA (MSA) BEAVER $320,000 $360,421 $437,895 $506,495 
PITTSBURGH, PA (MSA) BUTLER $320,000 $360,421 $437,895 $506,495 
PITTSBURGH, PA (MSA) FAYETTE $320,000 5360,421 $437,895 $506,495 
PITTSBURGH, PA (MSA) WASHINGTON $320,000 $360,421 $437,895 $506,495 
PITTSBURGH, PA (MSA) WESTMORELAND $320,000 $360,421 $437,895 $506,495 
READING, PA (MSA) BERKS $281,250 $337,168 $407,558 $506,495 
YORK-HANOVER, PA (MSA) YORK $375,000 $422,368 $513,158 $592,105 

PUERTO RICO 
FAJARDO, PR (MSA) CEIBA $325,000 $366,053 $444,737 $513,158 
FAJARDO, PR (MSA) FAJARDO $325,000 $366,053 $444,737 $513,158 
FAJARDO, PR (MSA) LUQUILLO $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) AGUASBUENAS $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) AIBONITO $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) ARECIBO $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) BARCELONETA $325,000 $366,053 $444,737 $513,158 
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SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) BARRANQUlTAS $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) BAYAMON $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) CAGUAS $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) CAMUY $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) CANOVANAS $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) CAROLINA $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) CATANO $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) CAVEY $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) CIALES $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) CIDRA $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) COMERIO $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) COROZAL $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) DORADO $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) FLORIDA $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) GUAYNABO $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) GURABO $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) HATILLO $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) HUMACAO $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) JUNCOS $325,000 $366,053 $444.737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) LAS PIEDRAS $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) LOIZA $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) MANATI $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) MAUNABO $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) MOROVIS $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) NAGUABO $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) NARANJITO $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) OROCOVIS $325,000 $366,053 $444,737 $513.158 
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SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) QUEBRADILLAS $325,000 $366,053 $444,7)7 $513,15R 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) RIO GRANDE $325,000 $366,053 S44-U37 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) SAN JUAN $325,000 $366,053 $444,7)7 $513,158 
SAN JUAN-CAGUAS-GlJAYNABO, PR 
(MSA) SAN LORENZO $325,000 $366,053 $444,737 $513, 158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) TOA ALTA $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) TOA BAJA $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) TRUJILLO ALTO $325,000 $366,053 $444,737 $513,15R 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) VEGA ALTA $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) VEGA BAJA $325,000 $366,053 $444,737 $513,158 
SAN JUAN-CAGUAS-GUAYNABO, PR 
(MSA) YABUCOA $325,000 $366,053 $444,737 $513,158 

RHODE ISLAND 
PROVIDENCE-NEW BEDFORD-FALL 
RIVER, RI BRISTOL $416,250 $472,891 $571,567 $710,309 
PROVIDENCE-NEW BEDFORD-FALL 
RIVER, RI KENT $416,250 $472,891 $571,567 $710,309 
PROVIDENCE-NEW BEDFORD-FALL 
RIVER, RI NEWPORT $416,250 $472,891 $571,567 $710J09 
PROVIDENCE-NEW BEDFORD-FALL 
RIVER, RI PROVIDENCE $416,250 $472,891 $571,567 $710,309 
PROVIDENCE-NEW BEDFORD-FALL 
RIVER, RI WASHINGTON $416,250 $472,891 $571,567 $710,309 

SOUTH CAROLINA 
CHARLESTON-NORTH CHARLESTON, 
SC (MSA) BERKELEY $331,250 $373,092 $453,289 $523,026 
CHARLESTON-NORTH CHARLESTON, 
SC (MSA) CHARLESTON $331,250 $373,092 $453,289 $523,026 
CHARLESTON-NORTH CHARLESTON, 
SC (MSA) DORCHESTER $331,250 $373,092 $453,289 $523,026 

TENNESSEE 
NASHVILLE-DAVIDSON-MURFREES-
BORO, TN CANNON $297,500 $337,168 $407,558 $506,495 
NASHVILLE-DAVIDSON-MURFREES-
BORO, TN CHEATHAM $297,500 $337,168 $407,558 $506,495 
NASHVILLE-DAVIDSO:-.l-MURFREES-
BORO, TN DAVIDSON $297,500 $337,168 $407,558 $506,495 
NASHVILLE-DAVIDSON-MURFREES-
BORO, TN DICKSON $297,500 $337,168 $407,558 $506,495 
NASHVILLE-DAVIDSON-MURFREES-
BORO, TN HICKMAN $297,500 $337,168 $407,558 $506,495 
NASHVILLE-DAVIDSON-MURFREES-
BORO, TN MACON $297,500 $337,168 $407,558 $506,495 
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NASHVILLE-DAVIDSON-MURFREES-
BORO,TN ROBERTSON $297,500 $337,168 $407,558 $506,495 
NASHVILLE-DAVIDSON-MURFREES-
BORO, TN RUTHERFORD $297,500 $337,168 $407,558 $506,495 
N ASHVILLE-DAVIDSON-MURFREES-
BORO,TN SMITH $297,500 $337,168 $407,558 $506,495 
NASHVILLE-DAVIDSON-MURFREES-
BORO, TN SUMNER $297,500 $337,168 $407,558 $506,495 
NASHVILLE-DAVIDSON-MURFREES-
BORO, TN TROUSDALE $297,500 $337,168 $407,558 $506,495 
NASHVILLE-DAVIDSON-MURFREES-
BORO, TN WILLIAMSON $297,500 $337,168 $407,558 $506,495 
NASHVILLE-DAVIDSON-MURFREES-
BORO, TN WILSON $297,500 $337,168 $407.558 $506,495 

UTAH 
NON-METRO KANE $268,750 $337,168 $407,558 $506,495 
SALT LAKE CITY, UT (MSA) SALT LAKE $306,250 $344,934 $419,079 $506,495 
SALT LAKE CITY, UT (MSA) SUMMIT $306,250 $344,934 $419,079 $506,495 
SALT LAKE CITY, UT (MSA) TOOELE $306,250 $344,934 $419,079 $506,495 
ST. GEORGE, UT (MSA) WASHINGTON $300,000 $337,895 $410,526 $506,495 

VERMONT 
BURLINGTON-SOUTH BURLINGTON, 
VT (MSA) CHITTENDEN $313,125 $352,678 $428,487 $506,495 
BURLINGTON-SOUTH BURLINGTON, 
VT (MSA) FRANKLIN $313,125 $352,678 $428,487 $506,495 
BURLINGTON-SOUTH BURLINGTON, 
VT (MSA) GRAND ISLE $313,125 $352,678 $428,487 $506,495 

VIRGIN ISLANDS 
NON-METRO ST. CROIX $287,500 $337,168 $407,558 $506,495 
NON-METRO ST. THOMAS $318,750 $359,013 $436,184 $506,495 

VIRGINIA 
CHARLOTTESVILLE, VA (MSA) ALBEMARLE $343,750 $387,171 $470,395 $542,763 
CHARLOTTESVILLE, VA (MSA) CHARLOTTESVILLE $343,750 $387,171 $470,395 $542,763 
CHARLOTTESVILLE, VA (MSA) FLUVANNA $343,750 $387,171 $470,395 $542,763 
CHARLOTTESVILLE, VA (MSA) GREENE $343,750 $387,171 $470,395 $542,763 
CHARLOTTESVILLE, VA (MSA) NELSON $343,750 $387,171 $470,395 $542,763 
NON-METRO CULPEPER $381,999 $448,442 $544,837 $628,658 
NON-METRO KING GEORGE $381,999 $448,442 $544,837 $628,658 
RICHMOND, VA (MSA) AMELIA $311,875 $351,270 $426,776 $506,495 
RICHMOND, VA (MSA) CAROLINE $311,875 $351,270 $426,776 $506,495 
RICHMOND, VA (MSA) CHARLES CITY $311,875 $351,270 $426,776 $506,495 
RICHMOND, VA (MSA) CHESTERFIELD $311,875 $351,270 $426,776 $506,495 
RICHMOND, VA (MSA) COLONIAL HEIGHT $311,875 $351,270 $426,776 $506,495 
RICHMOND, VA (MSA) CUMBERLAND $311,875 $351,270 $426,776 $506,495 
RICHMOND, VA (MSA) DINWIDDIE $311,875 $351,270 $426,776 $506,495 
RICHMOND, VA (MSA) GOOCHLAND $311,875 $351,270 $426,776 $506,495 
RICHMOND, VA (MSA) HANOVER $311,875 $351,270 $426,776 $506,495 
RICHMOND, VA (MSA) HENRICO $311,875 $351,270 $426,776 $506,495 
RICHMOND, VA (MSA) HOPEWELL $311,875 $351,270 $426,776 $506,495 
RICHMOND, VA (MSA) KING AND QUEEN $311,875 $351,270 $426,776 $506,495 
RICHMOND, VA (MSA) KING WILLIAM $311,875 $351,270 $426,776 $506,495 
RICHMOND, VA (MSA) LOUISA $311,875 $351,270 $426,776 $506,495 
RICHMOND, VA (MSA) NEW KENT $311,875 $351,270 $426,776 $506,495 
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RICHMOND, VA (MSA) PETERSBURG $311,875 $351,270 $426,776 $506.495 
RICHMOND, VA (MSA) POWHATAN $311,875 $351,270 $426,776 $506.495 
RICHMOND, VA (MSA) PRINCE GEORGE $311,875 $351,270 $426,776 $506.495 
RICHMOND, VA (MSA) RICHMOND IND $311,875 $351,270 $426,776 $506,495 
RICHMOND, VA (MSA) SUSSEX $311,875 $351,270 $426,776 $506.495 
VIRGINIA BEACH-NORFOLK-
NEWPORT NEWS, VA CHESAPEAKE $375,122 $422,507 $513,325 $592,299 
VIRGINIA BEACH-NORFOLK-
NEWPORT NEWS, VA GLOUCESTER $375,122 $422,507 $513,325 $592,299 
VIRGINIA BEACH-NORFOLK-
NEWPORT NEWS, VA HAMPTON $375,122 $422,507 $513,325 $592,299 
VIRGINIA BEACH-NORFOLK-
NEWPORT NEWS, VA ISLE OF WIGHT $375,122 $422,507 $513,325 $592,299 
VIRGINIA BEACH-NORFOLK-
NEWPORT NEWS, VA JAMES CITY $375.122 $422,507 $513,325 $592,299 
VIRGINIA BEACH-NORFOLK-
NEWPORT NEWS, VA MATHEWS $375,122 $422,507 $513,325 $592,299 
VIRGINIA BEACH-NORFOLK-
NEWPORT NEWS, VA NEWPORT NEWS $375,122 $422,507 $513,325 $592,299 
VIRGINIA BEACH-NORFOLK-
NEWPORT NEWS, VA NORFOLK $375,122 $422,507 $513,325 $592,299 
VIRGINIA BEACH-NORFOLK-
NEWPORT NEWS, VA POQUOSON $375,122 $422,507 $513,325 $592,299 
VIRGINIA BEACH-NORFOLK-
NEWPORT NEWS, VA PORTSMOUTH $375,122 $422,507 $513,325 $592,299 
VIRGINIA BEACH-NORFOLK-
NEWPORT NEWS, VA SUFFOLK $375,122 $422,507 $513,325 $592,299 
VIRGINIA BEACH-NORFOLK-
NEWPORT NEWS, VA SURRY $375,122 $422,507 $513,325 $592,299 
VIRGINIA BEACH-NORFOLK-
NEWPORT NEWS, VA VIRGINIA BEACH $375,122 $422,507 $513,325 $592,299 
VIRGINIA BEACH-NORFOLK-
NEWPORT NEWS, VA WILLIAMSBURG $375,122 $422,507 $513,325 $592,299 
VIRGINIA BEACH-NORFOLK-
NEWPORT NEWS, VA YORK $375,122 $422,507 $513,325 $592,299 
WASHINGTON-ARLINGTON-
ALEXANDRIA, DC-VA ALEXANDRIA $477,355 $611,117 $738,699 $888,158 
WASHINGTON-ARLINGTON-
ALEXANDRIA, DC-VA ARLINGTON $477,355 $611,117 $738,699 $888,158 
WASHINGTON-ARLINGTON-
ALEXANDRIA, DC-VA CLARKE $477,355 $611,117 $738,699 $888,158 
WASHINGTON -ARLINGTON-
ALEXANDRIA, DC-VA FAIRFAX $477,355 $611,117 $738,699 $888,158 
WASHINGTON-ARLINGTON-
ALEXANDRIA, DC-VA FAIRFAX IND $477,355 $611,1l7 $738,699 $888,158 
WASHINGTON-ARLINGTON-
ALEXANDRIA, DC-VA FALLS CHURCH $477,355 $611,117 $738,699 $888,158 
WASHINGTON-ARLINGTON-
ALEXANDRIA. DC-VA FAUQUIER $477,355 $611,117 $738,699 $888,158 
WASHINGTON-ARLINGTON-
ALEXANDRIA. DC-VA FREDERICKSBURG $477,355 $611,117 $738,699 $888,158 
WASHINGTON-ARLINGTON-
ALEXANDRIA, DC-VA LOUDOUN $477,355 $611.117 $738,699 $888,158 
WASHINGTON-ARLINGTON-
ALEXANDRIA. DC-VA MANASSAS $477,355 $611.117 $738,699 $888,158 
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MSA NAME COUNTY NAME SAFE HARBOR AVERAGE PRICE 

1 LIVING 2 LIVING 3 LIVING 4 LIVING 
UNIT UNITS UNITS UNITS 

WASHINGTON-ARLINGTON-
ALEXANDRIA, DC-VA MANASSAS PARK $477,355 $61l,l17 $738,699 $888,158 
WASHINGTON-ARLINGTON-
ALEXANDRIA, DC-VA PRINCE WILLIAM $477,355 $611,117 $738,699 $888,158 
WASHINGTON-ARLINGTON-
ALEXANDRIA, DC-VA SPOTSYLVANIA $477,355 $611,117 $738,699 $888,158 
WASHINGTON-ARLINGTON-
ALEXANDRIA, DC-VA STAFFORD $477,355 $611,117 $738,699 S888,158 
WASHINGTON -ARLINGTON-
ALEXANDRIA, DC-VA WARREN $477,355 $611,117 $738,699 $888,158 
WINCHESTER, VA-WV (MSA) FREDERICK $333,316 $375,418 $456,116 $526,287 
WINCHESTER, VA-WV (MSA) WINCHESTER $333,316 $375,418 $456,116 $526,287 

WASHINGTON 
BELLINGHAM, WA (MSA) WHATCOM $323,158 $364,013 $442,237 $510,263 
BREMERTON-SILVERDALE, WA (MSA) KITSAP $343,750 $387,171 $470,395 $542,763 
MOUNT VERNON-ANACORTES, WA 
(MSA) SKAGIT $320,000 $360,421 $437,895 $506,495 
NON-METRO JEFFERSON $362,500 $408,289 $496,053 $572,368 
NON-METRO SAN JUAN $411,704 $520,263 $632,105 $729,408 
OAK HARBOR, WA (MICRO) ISLAND $366,842 $413,179 $502,039 $579,276 
OLYMPIA, WA (MSA) THURSTON $283,750 $337,168 $407,558 $506,495 
PORTLAND-VANCOUVER-
BEAVERTON,OR-WA CLARK $374,474 $421,776 $512,434 $591,316 
PORTLAND-VANCOUVER-
BEAVERTON,OR-WA SKAMANIA $374,474 $421,776 $512,434 $591,316 
SEATTLE-BELLEVUE-EVERETT, WA 
METROPOLITAN KING $411,704 $487,105 $591,776 $682,829 
SEATTLE-BELLEVUE-EVERETT, WA 
METROPOLITAN SNOHOMISH $411,704 $487,105 $591,776 $682,829 
TACOMA, WA METROPOLITAN 
DIVISION PIERCE $411,704 $487,105 $591,776 $682,829 

WEST VIRGINIA 
HAGERSTOWN-MARTINSBURG, 
MD-WV (MSA) BERKELEY $355,000 $399,842 $485,789 $560,526 
HAGERSTOWN -MARTINSB URG, 
MD-WV (MSA) MORGAN $355,000 $399,842 $485,789 $560,526 
WASHINGTON-ARLINGTON-
ALEXANDRIA, DC-VA JEFFERSON $477,355 $611,117 $738,699 $888,158 
WINCHESTER, VA-WV (MSA) HAMPSHIRE $333,316 $375,418 $456,116 $526,287 

WISCONSIN 
LAKE COUNTY-KENOSHA COUNTY, 
IL-WI METRO KENOSHA $362,105 $407,845 $495,512 $571,745 
MADISON, WI (MSA) COLUMBIA $278,553 $337,168 $407,558 $506,495 
MADISON, WI (MSA) DANE $278,553 $337,168 $407,558 $506,495 
MADISON, WI (MSA) IOWA $278,553 $337,168 $407,558 $506,495 
MILWA UKEE-WA UKESHA-WEST 
ALLIS, WI (MSA) MILWAUKEE $274,605 $337,168 $407,558 $506,495 
MILWAUKEE-WAUKESHA-WEST 
ALLIS, WI (MSA) OZAUKEE $274,605 $337,168 $407,558 $506,495 
MILWAUKEE-WAUKESHA-WEST 
ALLIS, WI (MSA) WASHINGTON $274,605 $337,168 $407,558 $506,495 
MILWAUKEE-WAUKESHA-WEST 
ALLIS, WI (MSA) WAUKESHA $274,605 $337,168 $407,558 $506,495 
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MSA NAME 

MINNEAPOLIS-ST. PAUL

BLOOMINGTON, MN-WI 
MINNEAPOLIS-ST. PAUL

BLOOMINGTON, MN-WI 

WYOMING 
JACKSON, WY-ID (MICRO) 

ALL OTHER AREAS 

.02 The nationwide average purchase 

price (for use in the housing cost/income 
ratio for new and existing residences) is 

$258,700. 

SECTION 5. EFFECT ON OTHER 

DOCUMENTS 

Rev. Proc. 2005-15 is obsolete except 
as provided in section 6 of this revenue 

procedure. 

SECTION 6. EFFECTIVE DATES 

. 0 1 Issuers may rely on this revenue 
procedure to determine average area pur
chase price safe harbors for commitments 
to provide financing or issue mortgage 
credit certificates that are made, or (if the 
purchase precedes the commitment) for 
residences that are purchased, in the period 
that begins on March 17, 2006, and ends 
on the date as of which the safe harbors 
contained in section 4.0 I of this revenue 
procedure are rendered obsolete by a new 
revenue procedure. 

. 02 Notwithstanding section 5 of this 
revenue procedure. issuers may continue 
to rely on the average area purchase price 
safe harbors contained in Rev. Proc. 
2005-15, with respect to bonds sold, or 
for mortgage crcdit certificates issued with 
respect to bond authority exchanged, be
fore Apri I 16, 2006, if the commitments to 
provide financing or issue mortgage credit 
certificates are made on or before May 16, 
2006. 

. 03 Except as provided in section 6.04, 
issuers must use the nationwide average 
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COUNTY NAME SAFE HARBOR AVERAGE PRICE 

1 LIVING 2 LIVING 3 LIVING 4 LIVING 
UNIT UNITS UNITS UNITS 

PIERCE $321,875 

ST. CROIX $321,875 

TETON $411,704 

$263,368 

purchase price limitation contained in 

this revenue procedure for commitments 

to provide financing or issue mortgage 

credit certificates that are made, or (if the 

purchase precedes the commitment) for 

residences that are purchased, in the pe
riod that begins on March 17, 2006, and 

ends on the date when the nationwide av

erage purchase price limitation is rendered 
obsolete by a new revenue procedure. 

.04 Notwithstanding sections 5 and 
6.03 of this revenue procedure, issuers 

may continue to rely on the nationwide 
average purchase price set forth in Rev . 
Proc. 2005-15 with respect to bonds sold, 

or for mortgage credit certificates issued 
with respect to bond authority exchanged, 
before April 16, 2006, if the commitments 

to provide financing or issue mortgage 
credit certificates are made on or before 
May 16, 2006. 

SECTION 7. PAPERWORK 
REDUCTION ACT 

The collection of information con
tained in this revenue procedure has been 
reviewed and approved by the Office 
of Management and Budget in accor
dance with the Paperwork Reduction Act 
(44 U.S.c. 3507) under control number 
1545-1877. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMB control number. 

This revenue procedure contains a col
lection of information requirement in sec-

$362,533 $440,461 $508,224 

$362,533 $440,461 $508,224 

$527.037 $637.046 $791,700 

$337,168 $407,558 $506,495 

tion 3.03. The purpose of the collection 

of information is to verify the applica

ble FHA loan limit that issuers of quali
fied mortgage bonds and qualified mort

gage certificates have used to calculate the 
average area purchase price for a given 

metropolitan statistical area for purposes 

of section 143(e) and 25(c). The collec
tion of information is required to obtain 
the benefit of using revisions to FHA loan 

limits to determine average area purchase 

prices. The likely respondents are state 
and local governments. 

The estimated total annual reporting 
and/or recordkeeping burden is: 15 hours. 

The estimated annual burden per re
spondent and/or recordkeeper: 15 minutes. 

The estimated number of respondents 
and/or recordkeepers: 60. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally tax returns and tax return 
information are confidential, as required 

by 26 u.s.c. 6103 . 

SECTION 8. DRAFTING 
INFORMATION 

The principal authors of this rev
enue procedure are David E. White and 
Timothy L. Jones of the Office of Di
vision Counsell Associate Chief Counsel 
(Tax Exempt & Government Entities). 
For further information regarding this rev
enue procedure, contact David E. White at 
(202) 622~3980 (not a toll-free call) . 



Part IV. Items of General Interest 

Announcement of Disciplinary Actions Involving 
Attorneys, Certified Public Accountants, Enrolled Agents, 
and Enrolled Actuaries - Suspensions, Censures, 
Disbarments, and Resignations 
Announcement 2006-23 

Under Title 31, Code of Federal Regu
lations, Part 10, attorneys, certified public 
accountants, enrolled agents, and enrolled 
actuaries may not accept assistance from, 
or assist, any person who is under disbar
ment or suspension from practice before 
the Internal Revenue Service if the assis
tance relates to a matter constituting prac
tice before the Internal Revenue Service 
and may not knowingly aid or abet another 

person to practice before the Internal Rev
enue Service during a period of suspen
sion, disbarment, or ineligibility of such 
other person. 

To enable attorneys, certified public 
accountants, enrolled agents, and enrolled 
actuaries to identify persons to whom 
these restrictions apply, the Director, Of
fice of Professional Responsibility, will 
announce in the Internal Revenue Bulletin 

their names, their city and state, their pro
fessional designation, the effective date 
of disciplinary action, and the period of 
suspension. This announcement will ap
pear in the weekly Bulletin at the earliest 
practicable date after such action and will 
continue to appear in the weekly Bulletins 
for five successive weeks. 

Consent Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31, Code of Federal Regu
lations, Part 10, an attorney, certified pub
lic accountant, enrolled agent, or enrolled 
actuary, in order to avoid the institution 
or conclusion of a proceeding for his or 
her disbarment or suspension from prac
tice before the Internal Revenue Service, 

Name Address 

Haft, James D. Nutley, NJ 

Illay offer his or her consent to suspension 
from such practice. The Director, Office 
of Professional Responsibility, in his dis
cretion, may suspend an attorney, certified 
public accountant, enrolled agent, or en
rolled actuary in accordance with the con
sent offered. 

Designation 

CPA 

Salver, Isaac Bay Harber Islands, FL CPA 

Woods, Dalton C. Carrollton, TX Enrolled Agent 

Morrissette, Doris G. Lowell, MA Enrolled Agent 

Dale, Edward R. Stockton, CA CPA 

The following individuals have been 
placed under consent suspension from 
practice before the Internal Revenue Ser
vIce: 

Date of Suspension 

Indefinite 
from 
August 10, 2005 

September 19, 2005 
to 
June I R, 2007 

Indefinite 
from 
October 15, 2005 

Indefinite 
from 
November 1, 2005 

Indefinite 
from 
November 1, 2005 
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Name Address Designation Date of Suspension 

Grossman. Israel G. New York. NY Attorney November 15.2005 
to 
May 14.2007 

Edmonds. Joseph M. Charlotte, NC Enrolled Actuary November 16,2005 
to 
March 15,2006 

Rubin. Stuart L. Coral Springs, FL CPA Indefinite 

from 
December 7, 2005 

Sanger. Brett D. Oklahoma City, OK Attorney Indefinite 

from 
January 1,2006 

Berkowitz, Ira T. Simi Valley, CA CPA Indefinite 

from 

January 9, 2006 

Caylor, John D. Long Lake, MN CPA Indefinite 

from 
January 12,2006 

Saldana, Oscar M. Laredo, TX CPA Indefinite 
from 
January 15,2006 

Bruck. Lawrence S. Newton, PA CPA Indefinite 
from 
January 16,2006 

Sneathen. Lowell D. Orange, CA CPA Indefinite 
from 
January 18,2006 

Roberson, George Leesburg, VA CPA Indefinite 
from 
January 17, 2006 

Dugan. Lawrence E. Alta,IA Attorney Indefinite 

from 
February 1,2006 

Frascella. Russell Pound Ridge, NY CPA Indefinite 
from 
February 1, 2006 

Smith. David B. Kettering, OH Enrolled Agent Indefinite 
from 
February 13, 2006 

Whiteside. Thomas L. Atlanta. GA Attorney Indefinite 
from 
February 13, 2006 

Bednarz. Jr.. \1ichael Framingham, MA Attorney Indefinite 
from 
February 13,2006 
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Name Address 

Alexander, Herald I.A. Atlanta, GA 

Bartels, Kyle North Salem, NY 

Baker, Iibade A. Indianapolis, IN 

Morris, R. Scott Corpus Christi, TX 

Kenny, Stan M. Wichita, KS 

Designation 

Attorney 

Enrolled Agent 

CPA 

CPA 

Attorney 

Date of Suspension 

Indefinite 
from 
February 20, 2006 

Indefinite 
from 
February 21. 2006 

March 13,2006 
to 
March 12, 2008 

Indefinite 
from 
March 16,2006 

Indefinite 
from 
May 1,2006 

Expedited Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31, Code of Federal Regu
lations, Part 10, the Director, Office of Pro
fessional Responsibility, is authorized to 
immediately suspend from practice before 
the Internal Revenue Service any practi
tioner who, within five years from the date 

Name Address 

the expedited proceeding is instituted (I) 
has had a license to practice as an attor
ney' certified public accountant, or actuary 
suspended or revoked for cause or (2) has 
been convicted of certain crimes. 

Designation 

Haugabrook, Earl Upper Montclair, NI CPA 

Patterson, Kenneth R. Plano, TX CPA 

Blackburn, Randall D. Laurinburg, NC CPA 

Coe, Sean M. Sahuarita. AZ Attorney 

Lim, Ricarda L. Sacramento. CA Attorney 

Bridges, Lynden P. Golden, CO CPA 

Thc following individuals have been 
placed under suspension from practice be
fore the Internal Revenue Service by virtuc 
of the expedited proceeding provisions: 

Date of Suspension 

Indefinite 
from 
September 27, 2005 

Indefinite 
from 
October 19, 2005 

Indefinite 
from 
October 19, 2005 

Indefinite 
from 
October 12, 2005 

Indefinite 
from 
Novembcr I. 2005 

Indefinite 
from 
November 14, :2005 
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Name Address Designation Date of Suspension 

Curcio, Gregory 1. New York, NY Attorney Indefinite 
from 
November I·t 2005 

Siherton. Ronald R. Pacific Palisades, CA Attorney Indefinite 
from 
November 14,2005 

Hartigan, Seth P. Minneapolis, MN Attorney Indefinite 
from 
November 14, 2005 

Carlson, Richard E. Chappell, NE Attorney Indefinite 
from 
November 14, 2005 

Veres, Robert D. Phoenix, AZ CPA Indefinite 
from 
November 14,2005 

Noble. Gregory P. Corvallis. OR Attorney Indefinite 
from 
December 2, 2005 

Parker. Oscie K. Thomasville, NC Attorney Indefinite 
from 
December 15,2005 

Connor, Jr. William 1. Kernersville, NC Attorney Indefinite 
from 
December 15,2005 

Cassidy. Maureen E. Murphy, ID Attorney Indefinite 
from 
December 15,2005 

Harrison. Rodney L. Urbana,IL Attorney Indefinite 
from 
December 15,2005 

Cagle. Carol L. Alton, IL Attorney Indefinite 
from 
December 15, 2005 

Knaff. Philip 1. Burr Ridge, IL Attorney Indefinite 
from 
December 15,2005 

Pence. Thomas R. Cedar Rapids, IA Attorney Indefinite 
from 
December 15, 2005 

Tunney. John A. Freehold. NJ Attorney Indefinite 
from 
December 15. 2005 

Da,cnt. Carlton Mattapoisett, MA Attorney Indefinite 
from 
December 15, 2005 
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Name Address Designation Date of Suspension 

Robeznieks, John O. Palatine, IL Attorney Indefinite 
from 
December 15, 2005 

Landman, Nathaniel M. St. Peters, MO Attorney Indefinite 
from 
December 15, 2005 

Levin, Herbert M. Bolingbrook, IL Attorney Indefinite 
from 
December 15,2005 

Wade, Jeffrey L. Louisville, KY Attorney Indefinite 
from 
December 15,2005 

Cozzarelli, Frank J. North Caldwell, NJ Attorney Indefinite 
from 
December 15, 2005 

Brooks, Jane E. St. Paul, MN Attorney Indefinite 
from 
December 15, 2005 

Mulvahill, James P. Plymouth, MN Attorney Indefinite 
from 
December 15,2005 

Bernstein, Ralph Chicago,IL Attorney Indefinite 
from 
December 15, 2005 

Tousey, Robert R. Ellicott City, MD Attorney Indefinite 
from 
December 15, 2005 

Schatz, Allen E. Shorewood, WI Attorney Indefinite 
from 
December 16, 2005 

Olson, David E. New Port Richey, FL Attorney Indefinite 
from 
December 16, 2005 

Shagory, Edward J. Boston, MA Attorney Indefinite 
from 
December 20, 2005 

Wintroub, Edward L. Omaha, NE Attorney Indefinite 
from 
December 20, 2005 

Johnson, Jr. Walter T. Greensboro, NC Attorney Indefinite 
from 
December 27, 2005 

Szaro, Stanley J. New York, NY Attorney Indefinite 
from 
December 27, 2005 

Recchione, Louis Woodcliff Lake, NJ Attorney Indefinite 
from 
December 27, 2005 
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Pepper, L()ui~ Great Neck, ~y Attorney Indefinite 
from 
January 2, 2006 

Friu,hall. Rohert S. Skokie,IL Attorney Indefinite 
from 
January 9, 2006 

DiCaprio, llN:ph A. Cherry Valley, IL Attorney Indefinite 
from 
January 9, 2006 

Ro,enberg. Keith A. N. Bethesda, MD Attorney Indefinite 
from 
January 9, 2006 

Boudreau, Patricia L Lexington, MA Attorney Indefinite 
from 
January 9, 2006 

Webb, Daniel F Milwaukee. WI Attorney Indefinite 
from 
January 9, 2006 

Miranda, Jesse R, Phoenix, AZ Attorney Indefinite 
from 
January 9, 2006 

Kuzel, Gary Plainfield, IL CPA Indefinite 
from 
January 9, 2006 

Nomura, Edmund Y Phoenix, AZ Attorney Indefinite 
from 
January 9, 2006 

Mason, Robert J. Colorado Springs, CO Attorney Indefinite 
from 
January 9, 2006 

Land, Janet p, Stedman, NC Attorney Indefinite 
from 
January 9, 2006 

Fillgerald, Maurice Lexington, MA Attorney Indefinite 
from 
January 9, 2006 

ValadL'l, Lihrado R. San Antonio, TX CPA Indefinite 
from 
January 9, 2006 

Willi,lIlb, Frank C. Houston, TX Attorney Indefinite 
from 
January 9, 2006 

La<..irand, Tara \laples, FL CPA Indefinite 
from 
January 9, 2006 

HaITI" Sw,an L How,ton, TX Attorney Indefinite 
from 
January 9, 2006 
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Hobbs, James B. Amherst, NH Attorney Indefinite 
from 
January 9, 2006 

Momsen, Joel Napa, CA Attorney Indefinite 
from 
January 10,2006 

Lambert, Brett J. Fort Collins, CO Attorney Indefinite 
from 
January 10, 2006 

Lefevre, Keith H. Longwood, FL Attorney Indefinite 
from 
January 13,2006 

Bronner, Bernard Great Neck, NY Attorney Indefinite 
from 
January 18,2006 

Kuhnreich, Robert M. New York, NY Attorney Indefinite 
from 
January 20, 2006 

Walser, Vicki L. Valencia, CA Attorney Indefinite 
from 
January 20, 2006 

Menter, Jeffrey Centennial, CO Attorney Indefinite 
from 
January 23, 2006 

Catagnus, Patricia A. Richardson, TX CPA Indefinite 
from 
January 23, 2006 

Matthews, Elizabeth B. Denver, CO Attorney Indefinite 
from 
January 23, 2006 

Sisselman, Barry A. Temecula, CA Attorney Indefinite 
from 
January 23, 2006 

Annstrong, Thomas I. Irvine, CA Attorney Indefinite 
from 
January 23, 2006 

Chestnut A. Johnson Fayetteville, NC CPA Indefinite 
from 
January 24, 2006 

Kerby, John C. Desoto, TX CPA Indefinite 
from 
February 2, 2006 

Phillips, John D. Albuquerque, NM Attorney Indefinite 
from 
February 2, 2006 

Broomas, James Baytown, TX Attorney Indefinite 
from 
February 2, 2006 
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Wi];,on, Joel M. Denver, NC CPA IndeflOite 
from 
February 2. 2006 

Olivieri Jr., Robert C. Bensalem. PA CPA Indefinite 
from 
February 7. 2006 

Scher. Robert A. Port Washington, NY Attorney Indefinite 
from 
February 15,2006 

Mintz. David 1. Evergreen, CO Attorney Indefinite 
from 
February 15.2006 

Abelson, Richard H. White Plains, NY Attorney Indefinite 
from 
February 15,2006 

Drum, Joel A. Van Nuys, CA Attorney Indefinite 
from 
February 17,2006 

Nissenbaum. Susan Grafton, MA Attorney Indefinite 
from 
February 22. 2006 

Mahon, Edward 1. Warenville, IL Attorney Indefinite 
from 
February 22, 2006 

Nash, Bruce Chicago,IL Attorney Indefinite 
from 
February 22, 2006 

Duru, Ike E. Powder Springs, GA Attorney Indefinite 
from 
February 22, 2006 

Hirth, Gary E. Phoenix, AZ Attorney Indefinite 
from 
February 22, 2006 

Madden, James G. Hudson, IL Attorney Indefinite 
from 
February 22, 2006 

Thomas, Robert C. Chicago,IL Attorney Indefinite 
from 
February 22, 2006 

Moore. Jr. William D. Libertyville, IL Attorney Indefinite 
from 
February 22, 2006 

Weit Jr .. John Y. Homewood,IL Attorney Indefinite 
from 
February 22, 2006 

Berlin. Marc D. Chicago,IL Attorney Indefinite 
from 
February 22, 2006 
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Lebensbaum, Henry Andover, MD Attorney Indefinite 
from 
February 22, 2006 

Leonhart, Georgia L. Ocean View, DE Attorney Indefinite 
from 
February 22, 2006 

Wolf, Marvin H. Boynton Beach, FL Attorney Indefinite 
from 
February 22, 2006 

Dorsa, Lawrence R. Oceanside, CA Attorney Indefinite 
from 
February 23. 2006 

Battista Jr., Gerard F. Norwell. MA Attorney Indefinite 
from 
February 27, 2006 

Koehn, Charles R. Green Bay, WI Attorney Indefinite 
from 
February 28, 2006 

Phillips, Claudia L. Oak Park, CA Attorney Indefinite 
from 
March 9, 2006 

Zarate, Gustavo A. Pasadena. CA Attorney Indefinite 
from 
March 9, 2006 

Sehor/ing, Douglas D, Fresno, CA Attorney Indefinite 
from 
March 9, 2006 

Bowman Jr.. John J. Gibsonia, PA Enrolled Agent Indefinite 
from 
March 9. 2006 

Jordan. Richard W. Austin, TX CPA Indefinite 
from 
March 9,2006 

Rothenberg. Steven G. Kingston. NY Attorney Indefinite 
from 
March 24. 2006 

Osterloh, Douglas D. Boring. OR Attorney Indefinite 
from 
March 24, 2006 

Benevenia, Eugene Tucson, AZ Attorney Indefinite 
from 
March 24, 2006 

Krombach. Charles Brookfield, WI Attorney Indefinite 
from 
March 24. 2006 

Caldwell, David G. Austin, TX Attorney Indefinite 
from 
March 24, 2006 
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Name Address 

ZwibeJ. David Lawrence, NY 

Designation 

CPA 

Date of Suspension 

Indefinite 
from 
March 31. 2006 

Suspensions From Practice Before the Internal Revenue 
Service After Notice and an Opportunity for a Proceeding 

Under Title 31, Code of Federal Reg- ministrative law judge, the following indi
ulatillns, Part 10, after notice and an op- viduals have been placed under suspension 
portunity for a proceeding before an ad-

Name Address Designation 

Fitzpatrick, Pamela Arroyo Grande, CA CPA 

from practice before the Internal Revenue 
Service: 

Effecti ve Date 

November 14,2005 
to 
November 13,2009 

Disbarments From Practice Before the Internal Revenue 
Service After Notice and an Opportunity for a Proceeding 

Under Title 31. Code of Federal Regu- tunity for a proceeding before an adminis- als have been disbarred from practice be
Iation~, Part 10. after notice and an oppor- trative law judge, the following individu- fore the Internal Revenue Service: 

Name Address Designation 

Edgar. Richard A. Los Angeles, CA CPA 

Censure Issued by Consent 
Under Title 31, Code of Federal Reg

ulations. Part 10. in lieu of a proceeding 
being instituted or continued, an attorney, 
certified public accountant, enrolled agent, 

J\ame Address 

or enrolled actuary, may offer his or her 
consent to the issuance of a censure. Cen
sure is a public reprimand. 

Designation 

Porkr. Donald E. Burleson, TX CPA 
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Effective Date 

October 3, 200S 

The following individuals have con
sented to the issuance of a Censure: 

Date of Censure 

February 10, 2006 



Resignations of Enrolled Agents 
Under Title 31, Code of Federal Regu

lations, Part 10. an enrolled agent. in or
der to avoid the institution or conclusion 
of a proceeding for his or her disbarment 
or suspension from practice before the In-

Name 

Casagna, Ronald M. 

ternal Revenue Service, may offer his or 
her resignation as an enrolled agent. The 
Director. Office of Professional Responsi
bility. in his discretion. may accept the of
fered resignation. 

The Director, Office of Professional 
Responsibility, has accepted offers of rcs
ignation as an enrolled agent from the 
following individuals: 

Address Date of Resignation 

Tustin. CA November 25,2005 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 42.-Low-lncome 
Housing Credit 

lAm -income housing credit; satisfac· 
tory bond; "bond factor" amounts for 
the period January through June 2006. 
Thi~ ruling prll\ide~ the monthly bond fac
tor amounts to be used by taxpayers who 
di\j1me of lluallficd low-income buildings 
ur intere\ts therein during the period Jan
uary through June 2()06. 

Rev. Rul. 2006-14 

In Re\. Rul. <,)0-60, 1<,)90-2 e.B. 
3. the Internal Re\enue Service provided 

guidance to taxpayers concernino the oen-
'- C' ;;: 

eral methodology used by the Treasury 
Department in computing the bond factor 
amounts used in calculating the amount of 
bond considered satisfactory by the Secre
tary under § 42(j)( 6) of thc Internal Rev
enue Code. It further announced that the 
Secretary would publish in the Internal 
Revenue Bulletin a table of bond factor 
amounts for dispositions occurring during 
each calendar month. 

Rev. Proc. 99-11, 1999-1 e.B. 275, 

established a collateral program as an al
ternative to providing a surety bond for 
taxpayers to avoid or defer recapture of 

Table I 
Rev. Rul. 2006-14 

the low-income housing tax credits under 
* 42(j)(6). Under this program, taxpayers 
may establish a Treasury Direct Account 
and pledge certain United States Treasury 
securities to the Internal Revenue Service 
as security. 

This revenue ruling provides in Table 
I the bond factor amounts for calculating 
the amount of bond considered satisfactory 
under § 42(j)(6) or the amount of United 
States Treasury securities to pledge in a 
Treasury Direct Account under Rev. Proc. 
99-11 for dispositions of qualified low-in
come buildings or interests therein during 
the period January through June 2006. 

Monthly Bond Factor Amounts for Dispositions Expressed 
As a Percentage of Total Credits 

Calendar Year Building Placed in Service 
or, if Section 42(f)( I) Election Was Made, 

the Succeeding Calendar Year 

Month of 1<,)92 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 
Disposition 

Jan '06 16.49 30.74 43.01 53.65 62.94 64.28 65.95 67.76 69.76 72.19 74.98 
Feb '06 16.49 30.74 43.01 53.65 62.94 64.14 65.81 67.62 69.61 72.03 74.80 
:\lar '06 16.49 30.74 43.oJ 53.65 62.94 64.00 65.67 67.47 69.46 7U9 74.63 
Apr '06 16.49 .iO.74 43.0 I 53.65 62.94 63.87 65.53 67.33 69.32 71.73 74.46 
May '06 16.4<,) 30.74 43.01 53.65 62.94 63.73 65.40 67.20 69.18 71.58 74.30 
Jun '06 16.49 30.74 43.01 53.65 62.94 63.61 65.27 67.06 69.05 71.44 74.15 

Table I (cont'd) 
Rev. Rul. 2006-14 

Monthly Bond Factor Amounts for Dispositions Expressed 
As a Percentage of Total Credits 

Calendar Year Building Placed in Service 
or, if Section 42(f)( I) Election Was Made. 

the Succeeding Calendar Year 

Month of 20m 2004 2005 2006 
Di,po,itl\)1l 

.Jan '00 7XO I ~1.02 ~3.6() 83.98 
Feb 'On 77.~ 1 ~O.77 83.28 83.<,)8 
tv!ar '00 77.01 80.53 ~3.00 ~U.<')R 

Apr '()6 77.42 ~OJ2 82.76 83.98 
\tl\ '06 77.25 XO.12 82.54 83.98 
JUIl '()6 77.0R 7l)cn 82.35 83.98 
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For a list of bond factor amounts ap
plicable to dispositions occurring during 
other calendar years, see: Rev. Rul. 98-3, 
1998-1 c.B. 248; Rev. Rul. 2001-2, 
2001-1 C.B. 255; Rev. Rul. 2001-53, 
2001-2 C.B. 488; Rev. Rul. 2002-72, 
2002-2 C.B. 759; Rev. Rul. 2003-117, 
2003-2 C.B. 1051; Rev. Rul. 2004-100, 
2004-2 c.B. 718; and Rev. Rul. 2005-67, 
2005-43 I.R.B. 771. 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is David McDonnell of the Office 
of Associate Chief Counsel (Passthroughs 
and Special Industries). For further in
formation regarding this revenue ruling, 
contact Mr. McDonnell at (202) 622-3040 
(not a toll-free call). 

Section 1502.-Regulations 
26 CFR 1.1502-77: Agent jor the group. 

T.D.9255 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Agent for a Consolidated 
Group With Foreign Common 
Parent 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary regula
tions. 

SUMMARY: This document contains tem
porary regulations under section 1502 that 
provide the IRS with the authority to des
ignate a domestic member of the consol
idated group as a substitute agent to act 
as the sole agent for the group where a 
foreign entity is the common parent. The 
regulations affect corporations that join in 
the filing of a consolidated Federal in
come tax return where the common par
ent of the consolidated group is a foreign 
entity that is treated as a domestic corpo
ration pursuant to section 7874(b) of the 
Internal Revenue Code (Code) or as the 
result of a section 953(d) election. The 
text of these temporary regulations also 

serves as the text of the proposed regu
lations (REG-164247-05) set forth in the 
notice of proposed rulemaking on this sub
ject in this issue of the Bulletin. 

DATES: Effective Date: These regulations 
are effective March 14, 2006. 

Applicability Dates: These regulations 
apply to taxable years for which the due 
date (without extensions) for filing returns 
is after March 14, 2006. The applicability 
of these regulations will expire on or be
fore March 10,2009. 

FOR FURTHER INFORMATION 
CONTACT: Stephen R. Cleary, (202) 
622-7750, (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background and Explanation of 
Provisions 

Section 1504(b )(3) of the Internal Rev
enue Code of 1986 (Code) excludes for
eign corporations from the definition of 
"includible corporation." As a result, a for
eign entity generally cannot be a member 
of a consolidated group. In certain cases, 
section 7874 treats a foreign entity as a do
mestic corporation and section 953(d) al
lows a foreign insurance company to make 
an election to be treated as a domestic cor
poration. As a result, a foreign entity could 
be the common parent or a subsidiary of 
a consolidated group if it is treated as a 
domestic corporation under either section 
7874(b) or section 953(d). 

Under § 1.1502-77(a)(l )(i) of the regu
lations, the common parent for a consoli
dated return year is generally the sole agent 
(agent for the group) that is authorized to 
act in its own name with respect to all mat
ters relating to the tax liability for that con
solidated return year for each member of 
the group. and any successor of a mem
ber (as defined in §1.1502-77(a)(l)(iii». 
The common parent's agency for a con
solidated return year generally continues 
until the common parent ceases to exist, 
regardless of whether any subsidiaries in 
that year cease to be members of the group, 
whether the group files a consolidated re
turn in any later year, or whether the com
mon parent ceases to be the common par
ent or a member of the group in a later year. 
Section 1.1502-77(d) provides rules for 
designating a substitute agent if the com
mon parent's existence terminates. 

The IRS and Treasury Department be
lieve that it may not always be practical 
or efficient for tax administration to have 
a foreign entity act as the agent for the 
group. Accordingly. where a foreign cntity 
is the common parent because it is treated 
as a domestic corporation by reason of sec
tion 7874 or a section 953(d) election (a 
Foreign Common Parent), the temporary 
regulations provide the IRS with the au
thority to designate a domestic member of 
the group to be the sole agent (a Domestic 
Substitute Agent) even though the group' S 

common parent continues in existence. 
These temporary rcgulations provide 

flexibility in the method of communication 
the IRS may use to designate a Domestic 
Substitute Agent, allowing notification by 
mail or by faxed transmission. In addition, 
these regulations provide specificity for 
the determination of the effective date of 
the designation of a Domestic Substitute 
Agent: the designation is effective on the 
earliest of the 14th day following the date 
of a mailing, the 4th day following a faxed 
transmission, or the date the Commis
sioner receives written confirmation of the 
designation by a duly authorized officer of 
the designated agent. within the meaning 
of section 6062. 

Special Analyses 

It has been determined that these tem
porary regulations are not a significant reg
ulatory action as defined in Executive Or
der 12866. Therefore, a regulatory as
sessment is not required. It has been de
termined, pursuant to 5 U.S.C. 553(b )(B). 
that good cause exists for dispensing with 
the notice and public comment procedures 
and that, pursuant to 5 U.s.c. 553(d)(3). 
good cause exists to dispense with a de
layed effective date. The regulations are 
necessary to allow the IRS to avoid po
tentially serious tax administration prob
lems that may arise when a foreign entity is 
the agent for a consolidated group, and to 
provide immediate guidance to taxpayers 
regarding the IRS' authority to dcsignate 
a substitute agent for the group in such a 
case. For applicability of the Regulatory 
Flexibility Act (5 U.S.c. chapter 6). refer 
to the Special Analysis section of the No
tice of Proposed Rulemaking published in 
this issue of the Bulletin. Pursuant to sec
tion 7805(f) of the Code, these temporary 
regulations will be submitted to the Chief 

2006-1 C.B. 741 



Counsel for Advocacy of the Small Busi
ness Administration for comment on their 
impact on small business. 

Drafting Information 

The principal author of these regula
tions is Stephen R. Cleary of the Office 
of Associate Chief Counsel (Corporate). 
Other personnel from the Treasury DepaI1-
ment and the IRS participated in their de
velopment. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly. 26 CFR paI1 I is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I is amended by adding entries in nu
merical order to read as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.1502-77T also issued under 

26 U.s.c. 1502 * * * 
Par. 2. Section 1.\502-77 is amended 

by adding and reserving paragraph (i) and 
adding paragraph (j) to read as follows: 

* 1.1502-77 AgentfclI' the group. 

* * * * * 
(i) [Reserved] 
(j) Desigllatioll bv Commissioner if 

CO/ll/I/Oll parelll is treated as a domestic 
corporatioll ullder sectioll 7874 or sectioll 
953(d) [Reserved). For further guidance, 
see ~ 1. I 502-77T(j). 

Par. 3. Section 1.\502-77T is added to 
read as follows: 

~ 1.J 502-77T Age/ll fi)r the group 
( tflllJ!orar\"). 

(a) through (i) [Reserved]. For further 
guidance, see *1.1502-77(a) through (i). 

(j) Desigllotioll /Iv Commissioner if 
common parent is treated os a domestic 
corporation IIl1der scctioll 7874 or sectioll 
Y53(iI)-( I) III gellcral. If the common 
parent is an entity created or organized 
under the law of a foreign country and is 
treated as a domestic corporation by reason 
of section 7874 (or regulations thereun
der) or a section 953(d) election (a Foreign 
Common Parent), the Commissioner may 
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at any time, with or without a request 
from any member of the group, designate 
another member of the group to act as the 
agent for the group (a Domestic Substitute 
Agent) for any taxable year for which the 
due date (without extensions) for filing 
returns is after March 14, 2006 and the 
Foreign Common Parent would other
wise be the agent for the group. For each 
such year, the Domestic Substitute Agent 
will be the sole agent for the group even 
though the Foreign Common Parent re
mains in existence. The Foreign Common 
Parent ceases to be the agent for the group 
when the Commissioner's designation of 
a Domestic Substitute Agent becomes ef
fective. The Commissioner may designate 
a Domestic Substitute Agent for the term 
of a single taxable year, multiple years, or 
on a continuing basis. 

(2) Domestic Substitute Agent. The Do
mestic Substitute Agent, by designation or 
by succession, shall be a domestic corpora
tion described in §1.l502-77(d)(l)(i)(A) 
(determined without regard to section 
7874, a section 953(d) election, section 
269B, or section 1504(d)). 

(3) Designation by the Commissioner. 
The Commissioner will notify the Domes
tic Substitute Agent in writing by mail or 
faxed transmission of the designation. The 
Domestic Substitute Agent's designation 
is effective on the earliest of the 14th day 
following the date of a mailing, the 4th day 
following a faxed transmission, or the date 
the Commissioner receives written confir
mation of the designation by a duly au
thorized officer of the Domestic Substi
tute Agent (within the meaning of section 
flOfl2). The Domestic Substitute Agent 
must give notice of its designation to the 
Foreign Common Parent and each corpo
ration that was a member of the group 
during any part of any consolidated re
turn year for which the Domestic Substi
tute Agent will be the agent. A failure 
of the Domestic Substitute Agent to notify 
the Foreign Common Parent or any mem
ber of the group does not invalidate the 
designation. The Commissioner will send 
a copy of the notification to the Foreign 
Common Parent, and if applicable, to any 
Domestic Substitute Agent the designation 
replaces; a failure to send a copy of the no
tification does not invalidate the designa
tion. 

(4) Term of agency-(i) In general. If 
the Commissioner designates a Domestic 

Substitute Agent for a taxable year. the 
Domestic Substitute Agent will remain the 
agent for such year until the group ceases 
to exist or the Domestic Substitute Agent 
ceases to exist, ceases to be a member of 
the group, is replaced by a successor, or is 
replaced by the Commissioner. This de
signee remains the agent for such year re
gardless of whether one or more corpora
tions that were members of the group dur
ing any part of such year cease to be mem
bers of the group, whether the group files 
a consolidated return for any subsequent 
year, or, except as provided by paragraphs 
U)(4)(iv)(B) and U)(4)(v) of this section, 
whether the group remains in existence 
with a new common parent in any subse
quent year. 

(ii) Agency of Domestic Substitllte 
Agent upon termination of the group. If 
the Domestic Substitute Agent is the agent 
for the group for a year in which the group 
terminates, the Domestic Substitute Agent 
shall be the agent for that taxable year 
(and any prior taxable year for which it 
is the agent for the group) so long as the 
Domestic Substitute Agent continues its 
corporate existence unless it is replaced 
by a successor or a new designee by the 
Commissioner. 

(iii) Replacement of §1.1502-77(d)(l) 
agent. If. pursuant to §1.l502-77(d)(I), 
the common parent of the group designates 
a Foreign Common Parent as the agent for 
the group for any taxable year, the Com
missioner may, at any time, designate a 
Domestic Substitute Agent to replace the 
Foreign Common Parent, even if the Com
missioner approved the terminating com
mon parent's designation. 

(iv) Group continues with a new canl

mon parent-CAl Year the new common 
parent becomes the common parent. If 
subsequent to a transaction to which sec
tion 7874 applies or a section 953(d) elec
tion, the group remains in existence with 
a new common parent and such new com
mon parent is a domestic corporation (de
termined without regard to section 7874, a 
section 953(d) election, or section 269B), 
such new common parent will become the 
agent for the group with respect to the en
tire consolidated return year (including the 
portion of the year preceding the date on 
which the new common parent became the 
common parent) and the former Domes
tic Substitute Agent will no longer be the 
agent for the group for any part of that year. 



(B) Years preceding the year the new 
common parent becomes the common par
ent. If after the Commissioner's designa
tion of a Domestic Substitute Agent the 
group remains in existence with a new 
common parent, and such new common 
parent is a domestic corporation (deter
mined without regard to section 7874, a 
section 953(d) election, or section 269B), 
the Commissioner may designate the new 
common parent as the agent for the group 
for any of the group's prior taxable years 
(for which the due date (without exten
sions) for filing returns is after March 14, 
2006) in which the new common parent 
was a member of the group. For this pur
pose, the new common parent is treated as 
having been a member of the group for any 
taxable year it is primarily liable for the 
group's income tax liability. 

(v) Replacement of Domestic Substitute 
Agent by the Commissioner. The Commis
sioner may at any time, with or without 
a request from any member of the group, 
designate a replacement for a Domestic 
Substitute Agent (or a successor to such 
agent). 

(5) Deemed §1.1502-77(d) designa
tion-(i) Section 1.1502-78 adjustments. 
If the Commissioner designates a Domes
tic Substitute Agent under this paragraph 
U), it will be treated as a designation of a 
substitute agent under § 1.1502-77(d) for 
the purposes of § 1.1502-78. 

(ii) Default Substitute Agent. If the 
Domestic Substitute Agent goes out of 
existence and has a single successor that is 
eligible to be a Domestic Substitute Agent, 
such successor becomes the Domestic 
Substitute Agent and is treated as a default 
substitute agent under §l.l502-77(d)(2). 
See §1.l502-77(d)(4) regarding the con
sequences of the successor's failure to 
notify the Commissioner of its status as 
a default substitute agent. The default 
substitute agent shall use procedures in 
section 9 of Rev. Proc. 2002-43, 2002-2 
C.B. 99, or a corresponding provision of 
a successor revenue procedure for noti
fication. (See §601.601(d)(2)(ii) of this 
chapter.) 

(6) Request that IRS designate a Do
mestic Substitute Agent-(i) Original 
designation. If the common parent of the 
group is a Foreign Common Parent, and 
the IRS has not designated a Domestic 
Substitute Agent, one or more members 
of the group may request the IRS to make 

a designation for taxable years for which 
the due date (without extensions) for fil
ing returns is after March 14,2006. Such 
request is deemed to be a request under 
§1.l502-77(d)(3)(i). Members of the 
group shall use the procedures in section 
10 of Rev. Proc. 2002-43, 2002-2 C.B. 
99, or a corresponding provision of a suc
cessor revenue procedure for this purpose. 
(See §601.601(d)(2)(ii) of this chapter.) 

(ii) Request that IRS replace a pre
Fiously designated substitute agent. If 
the IRS designates a Domestic Substitute 
Agent pursuant to this paragraph (j), one 
or more members of the group may re
quest that the IRS replace the designated 
Domestic Substitute Agent with another 
member (or succcssor to another mem
ber). Such a request is deemed to be a 
request pursuant to §1.l502-77(d)(3)(ii). 
Members of the group shall use the proce
dures in section II of Rev. Proc. 2002-43, 
2002-2 C.B. 99, or a corresponding pro
vision of a successor revenue procedure 
for this purpose. (See §60 1.60 I (d)(2)(ii) 
of this chapter.) 

(7) Effective Date. This paragraph U) 
applies to taxable years for which the due 
date (without extensions) for filing returns 
is after March 14, 2006. The applicability 
of this paragraph (j) expires on or before 
March 10, 2009. 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Et~forcement. 

Approved March 9, 2006. 

Eric Solomon, 
Acting Deputy Assistant 

Secretary of the Treasury (Tax Policy). 

(Filed by the Office of the Federal Register 011 \larch 9. 2006. 
4:15 p.m .. and published in the issue of the Federal Regi,ter 
for March 14.2006.71 F.R. 13001! 

Section 3401.-Definitions 
26 CFR 31.3401(c)-I: Emplovee. 
(Also Section 340J(a)-1.) 

Frivolous tax returns; only certain 
persons subject to federal income tax. 
This ruling emphasizes to taxpayers, pro
moters, and return preparers that all indi
viduals are subject to federal income tax. 
Any argument that Forms W-2 only record 
and report payments made to federal em
ployees, or that only federal employees or 

rcsidents of the District of Columbia or 
federal territories and enclavcs earn wages 
suhject to tax, has no merit and is frivolous. 

Rev. Rul. 2006-18 

PURPOSE 

The Service is aware that some taxpay
ers are claiming that only federal employ
ees and persons residing in Washington, 
D.C. or federal territories and enclaves 
are subject to federal tax. These tax
payers may attempt to avoid their fed
eral tax liability by submitting a Form 
4852 (Substitllte for W-2, Wage and Tax 
Statement, or Form J099-R, Distributions 
From Pensions, Allnuities, Reriremellf or 
Profit-Sharing Plans. 1RAs. Insurance 
C ollfracts, etc.) to the Internal Revenue 
Service with a zero on the line for the 
amount of wages received. These taxpay
crs may also file tax returns showing no 
income and claiming a refund for withheld 
income taxes. The Service is also aware 
that some promoters market a book, pack
age, kit or other materials that claim to 
show taxpayers how they can avoid pay
ing income taxes based on this and other 
merit less arguments. 

This revenue ruling emphasizes to tax
payers, promoters, and return preparers 
that all individuals are subject to fed
eral income tax. This revenue ruling 
also provides that the terms "employee" 
and "wages" carry the meanings given 
to them in the Internal Revenue Code, 
regulations, and publications of the Inter
nal Revenue Service. Under the Internal 
Revenue Code, wages include any com
pensation received due to the performance 
of services as an employee, and the term 
employee includes any individual for 
whom the legal relationship between the 
individual and the person for whom the 
individual performs services is the legal 
relationship of employer and employee. 
All wages are included in gross income for 
purposes of determining federal income 
tax liability, and are also subject to federal 
employment taxes. Any argument that 
Forms W-2 only record and report pay
ments made to federal employees, or that 
only federal employees or residents of the 
District of Columbia or federal territories 
and enclaves earn wages subject to tax. 
has no merit and is frivolous. 
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The Service is committed to identify
ing taxpayers who attempt to avoid their 
federal tax obligations by taking frivolous 
po~itiom. The Service will take vigorous 
enforcement action against these taxpayers 
and against promoters and return prepar
ers who assist taxpayers in taking these 
frivolous positions. Frivolous returns 
and other similar documents submitted 
to the Service are processed through the 
Sen ice 's Frivolous Return Program. As 
part of this program, the Service deter
mines whether taxpayers who have taken 
frivolous positions have filed all required 
tax returns, and computes the correct 
amount of tax and interest due, and deter
mines whether civil or criminal penalties 
should apply. The Service also determines 
whether civil or criminal penalties should 
apply to return preparers, promoters, 
and others who assist taxpayers in tak
ing frivolous positions, and recommends 
whether an injunction should be sought 
to halt these activities. Other information 
about frivolous tax positions is available 
on the Service website at wwlt'.irs.gov. 

ISSUE 

Whether only federal employees and 
persons residing in Washington, D.e. or 
federal territories and enclaves are subject 
to federal income and employment taxes. 

FACTS 

Taxpayer A either I) requests, by sub
mitting a Form W-4, Employee's With

holdillg Allowa/lce Certificate, that his em
ployer not withhold any amount of fed
eral tax from wages earned, or 2) prepares 
a Form 4852 (Substitute for W-2) show
ing no wages received. In addition, tax
payer A either fails to file a return, or 
files a return with zero income claiming 
all withholding as a refund. Taxpayer A 
claims that he is not an "employee" and 
does not receive "wages" subject to federal 
income tax. as those terms are as defined 
in the Internal Revenue Code. Taxpayer A 
contends that the federal government can 
only legally dcmand an "income" tax from 
federal employees and persons residing in 
Washington. D.C. or federal territories and 
enclaw:-. Therefore. Taxpayer A claims 
that he does not have to pay "income" 
ta\e~ - \\hich Taxpayer A asserts also in
clude employment taxes such as Federal 
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Insurance Contributions Act (FICA) taxes 
- to the federal government. 

LAW AND ANALYSIS 

Section 340 I (a) provides that "wages" 
include all remuneration for services per
formed by an employee for his employer. 
Section 3121 (a) provides a similar defi
nition of wages for FICA tax purposes. 
The argument that only federal employ
ees and persons residing in Washington, 
D.e. or federal territories and enclaves are 
subject to tax is based on a misinterpre
tation of section 3401 (c), which defines 
"employee" and states that the term "in
cludes an officer, employee or elected of
ficial of the United States, a State, or any 
political subdivision thereof .... " Section 
31.3401(c)-1 ofthe Employment Tax Reg
ulations provides that the term "employee" 
includes every individual performing ser
vices if the relationship between that in
dividual and the person for whom he per
forms such services is the legal relation
ship of employer and employee. Section 
7701 (c) states that the use of the word "in
cludes" "shall not be deemed to exclude 
other things otherwise within the meaning 
of the term defined." Thus, the word "in
cludes" as used in the definition of "em
ployee" under § 3401 (c) is a term of en
largement, not of limitation. Courts have 
recognized that federal employees and of
ficials are among those within the defini
tion of "employee," which also includes 
private citizens. See Sullivan 1'. United 

States, 788 F.2d 813,815 (lst Cif. 1986) 
(contention that taxpayer was not an "em
ployee" is meritless, section 3401(c) does 
not limit withholding to the persons listed 
therein); United States v. Latham, 754 

F.2d 747, 750 (7th Cif. 1985) (under sec
tion 3401(c), the category of "employee" 
includes privately employed wage earn
ers; the word "includes" is a term of en
largement not of limitation, and the ref
erence to certain entities or categories is 
not intended to exclude all others); Pabon 

r. Commissioner, T.e. Memo. 1994-476 
(1994) (taxpayer's frivolous position that 
she was not subject to tax because she was 
not an employee of the federal or state gov
ernments warranted sanctions of $2,500). 

The employment tax withholding pro
visions do not affect whether wages are 
gross income. Section 61 provides that 
compensation for services is includable in 

gross income. Whether the compensation 
for services is in the form of wages, or 
in some other form, is irrelevant. The 
amount is still subject to income tax. All 
employees, not just federal employees and 
those living in federal telTitories and en
claves, are subject to income and employ
ment taxes. 

HOLDING 

Federal income tax laws do not apply 
solely to federal employees and persons re
siding in the District of Columbia, or fed
eral territories and enclaves, and any con
trary contention is frivolous. The terms 
"employee" and "wages" as used by the 
Internal Revenue Code apply to all em
ployees, unless specifically exempted by 
the Internal Revenue Code. The income 
tax withholding provisions do not affect 
whether an amount is gross income. 

CIVIL AND CRIMINAL PENALTIES 

The Service will challenge the claims of 
individuals who attempt to avoid or evade 
their federal tax liability. In addition to 
liability for the tax due plus statutory in
terest, taxpayers who fail to file valid re
turns or pay tax based on the argument 
that Forms W-2 only record and report 
payments made to federal workers, or that 
onl y federal employees or residents of fed
eral territories and enclaves earn wages, 
face substantial civil and criminal penal
ties. Potentially applicable civil penalties 
include: (I) the section 6662 accuracy-re
lated penalties, which are generally equal 
to 20 percent of the amount of tax the 
taxpayer should have paid; (2) the sec
tion 6663 penalty for civil fraud, which is 
equal to 75 percent of the amount of taxes 
the taxpayer should have paid; (3) a $500 
penalty imposed under section 6702 when 
the taxpayer files a document that purports 
to be a return but that contains a frivolous 
position or suggests a desire by the tax
payer to delay or impede the administra
tion of Federal income tax laws; (4) the 
section 665 I additions to tax for failure to 

file a return, failure to pay the tax owed, 
and fraudulent failure to file a return; and 
(5) a penalty of up to $25,000 under sec
tion 6673 if the taxpayer makes frivolous 
arguments in the United States Tax Court. 

Taxpayers relying on this frivolous po
sition also may face criminal prosecution 



under: (1) section 7201 for attempting to 
evade or defeat tax, the penalty for which is 

a significant fine and imprisonment for up 
to 5 years; (2) section 7203 for willful fail
ure to filc a return, the penalty for which 
is a significant fine and imprisonment for 
up to a year; (3) section 7206 for making 
false statements on a return, statement, or 
other document, the penalty for which is a 

significant fine and imprisonment for up to 
3 years. 

Persons, including return preparers, 

who promote this frivolous position and 
those who assist taxpayers in claiming tax 
benefits based on frivolous positions may 
face civil and criminal penalties and also 
may be enjoined by a court pursuant to 
sections 7407 and 7408. Potential penal
ties include: (1) a $250 penalty under 
section 6694 for each return or claim for 
refund prepared by an incomc tax return 
preparer who knew or should have known 
that the taxpayer's position was frivolous 
(or $1,000 for each return or claim for 
refund if the return preparer's actions 
were willful, intentional or reckless); (2) a 
penalty under section 6700 for promoting 
abusive tax shelters; (3) a $1,000 penalty 
under section 6701 for aiding and abetting 
the understatement of tax; and (4) criminal 
prosecution under section 7206, for which 
the penalty is a significant fine and impris
onment for up to 3 years, for assisting or 
advising about the preparation of a false 
return, statement or other document under 
the internal revenue laws. 

DRAFTING INFORMATION 

This revenue ruling was authored by the 
office of the Associate Chief Counsel (Pro
cedure and Administration), Administra
tive Provisions and Judicial Practice Di
vision, For further information regarding 
this revenue ruling, contact that office at 
(202) 622-7950 (not a toll-free call). 

Section 6012.-Persons 
Required to Make Returns 
of Income 
26 CFR § 1.6012-I(a): Individuals rfquirfd to make 
relums of income. 
(Also: 44 u.s.c. .93501. el seq.) 

Frivolous tax returns; reliance on Pa
perwork Reduction Act. This ruling em

phasizes to taxpayers, promoters, and re-

turn preparers that taxpayers are required 
to file a federal income tax return under 
section 6012 of the Code, and the regu
lations thereunder, and that the Paperwork 
Reduction Act of 1980 (PRA) does not re
lieve taxpayers of the duty to file. Any ar
gument that the PRA relieves the taxpayer 
of the duty to file an income tax return has 
no merit and is frivolous. 
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PURPOSE 

The Service is aware that some tax
payers are attempting to reduce their fed
eral income tax liability by contending that 
they are not required to file an income tax 
return because of the Paperwork Reduc
tion Act of 1980, Pub. L. No. 96-5\1,94 
Stat. 2812 (codified at 44 U.S.c. § 3501, 
et seq.) ("PRA"). The PRA was enacted, 
among other reasons, to limit federal agen
cies' information requests in order to min
imize the paperwork burden for the pub
lic. The "public protection" provision of 
the PRA provides that no person shall be 
subject to any penalty for failing to main
tain or provide information to any agency 
if the information collection request in
volved does not display a current control 
number assigned hy the Office of Man
agement and Budget COMB"). 44 U.S.c. 
§ 3512. Taxpayers who attempt to rely 
on the PRA contend that they are not re
quired to file a Form 1040, US. Individual 
income Tax Return, because the instruc
tions and regulations associated with the 
Form 1040 do not display an OMB con
trol number. The Service is also aware that 
some promoters, including return prepar
ers, market a package, kit or other mate
rials, advising or recommending that tax
payers take this frivolous position. 

This revenue ruling emphasizes to tax
payers, promoters and return preparers that 
taxpayers are required to file a federal in
come tax return under section 6012 of the 
Internal Revenue Code, and the regula
tions thereunder, and that the PRA does 
not relieve taxpayers of the duty to file. 
Any argument that the PRA relieves the 
taxpayer of the duty to file an income tax 
return has no merit and is frivolous. 

The Service is committed to identi
fying taxpayers who attempt to avoid 
their federal tax obligations hy taking 
frivolous positions. The Service will 

take vigorous enforcement action against 
these taxpayers and against promoters 

and return preparers who assist taxpay
ers in taking these frivolous positions. 

Fri volous returns and other similar doc
uments submitted to the Service are pro
cessed through the Service's Frivolous 
Return Program. As part of this program. 
the Service confirms whether taxpayers 
who take frivolous positions have filed 
all of their required tax returns. computes 
the correct amount of tax and interest due, 
and determines whether civil or crimi

nal penalties should apply. The Service 
also determines whether civil or criminal 
penalties should apply to return prepar
ers, promoters. and others who assist 
taxpayers in taking frivolous positions. 
and recommends whether an injunction 
should be sought to halt these activities. 
Other information about frivolous tax po
sitions is available on the Service website 
at www.irs.gol'. 

ISSUE 

Whether taxpayers may avoid their 
obligation to file federal income tax re
turns based on the PRA. 

FACTS 

Taxpayer A fails to file a federal income 
tax return, contending that it is not possible 
to comply with the filing requirement of 
Internal Revenue Code section 6012, be
cause the Commissioner has not supplied 
an information collection request form that 
complies with the PRA. 

LAW AND ANALYSIS 

No law allows taxpayers to avoid their 
obligation under the Internal Revenue 
Code to file a federal tax return through re
liance on the PRA. Courts repeatedly have 
rejected PRA-hased arguments on a num
ber of alternative grounds. Some courts 
have simply noted that the PRA applies to 
forms themselves. not to the instructions. 
and, because the Form 1040 does have a 
control number, there is no PRA viola
tion. Other courts have held that Congress 

created the duty to file federal income tax 
returns in section 6012(a) and "Congress 
did not enact the PRA' s public protection 

provision to allow OMB to abrogate any 
duty imposed by Congress." United S/U/e.1 

I'. Neff, 954 F.2d 698. 699 ( 11th Cir. IYY2): 
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,lee (1/50 Slilherg 1'. United States, 969 F.2d 
:'79.383 (7 th Cir. 1992) (affinning con
viction for tax evasion and failing to file 
a return. rejecting claims under the PRA): 
Ulliret/ STllIes I'. Holden. 96:' F2d III·-l, 
1116 (8 th Cir. 1992) (affirming conviction 
for failing to file a return and rejecting 
argument in favor of acquittal premised on 
the fact that tax instruction booklets fail 
to comply with the PRA): Ullited Slafes I'. 

Hicks. 947 F.2d 1356. 1359 (9 th Cif. 1991) 
(affirming conviction for failing to file a 
return. finding requirement to provide in
formation is required by statute, not by the 
Service): LOllsdu/e I'. UlliTed SWles, 919 
F.2d 1440, 1445 (loth Cir. 1990) (find
ing the PRA inapplicable to "information 
collection request" forms issued during an 
investigation of an individual to determine 
tax liability): Uniled Stales \: WII II der, 
919 F.2d 34, 37 (6th Cif. 1990) (rejecting 
claim of a PRA violation and affirming 
conviction for failing to file a return). 

HOLDING 

Taxpayers are required to file a federal 
income tax return under section 6012 of 
the Internal Revenue Code. The PRA does 
not relieve taxpayers of the duty to file, and 
any argument to the contrary has no merit 
and is frivolous. 

CIVIL AND CRIMINAL PENALTIES 

The Service will challenge the claims of 
individuals who attempt to avoid or evade 
their federal tax liahilities. In addition to 
liability for the tax due plus statutory inter
est, taxpayers who fail to file valid returns 
or pay tax based on frivolous PRA-based 
arguments face substantial civil and crim
inal penalties. Potentially applicable civil 
penalties include: (1) the section 6662 ac
curacy-related penalties, which are gener
ally equal to 20 percent of the amount of 
ten the taxpayer should have paid; (2) the 
section 6663 penalty for civil fraud. which 
is equal to 75 percent of the amount of 
taxes the taxpayer should have paid: (3) a 
S50() penalty imposed under section 6702 
when the taxpayer files a document that 
purports to be a return but that contains a 
fri"olous position or suggests a desire by 
the taxpayer to delay or impede the admi;
istratillll of Federal income tax laws: (4) 
the sectioll 6651 addItions to tax for failure 
ttl file a return. failure to pay the tax owed. 
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and fraudulent failure to file a return: and 
(5) a penalty of up to $25.000 under sec
tion 6673 if the taxpayer makes frivolous 
argumcnts in the Unitcd States Tax Court. 

Taxpayers relying on frivolous posi
tions involving the PRA also may face 
criminal prosecution under: (1) section 
720 I for attempting to evade or defeat 
tax, the penalty for which is a significant 
fine and imprisonment for up to 5 years: 
(2) section 7203 for willful failure to file 
a return, the penalty for which is a sig
nificant fine and imprisonment for up to 
a year: and (3) section 7206 for making 
false statements on a return. statement, or 
other document, the penalty for which is 
a significant fine and imprisonment for up 
to 3 years. 

Persons, including return preparers, 
who promote these frivolous positions and 
those who assist taxpayers in claiming tax 
benefits based on frivolous positions may 
face civil and criminal penalties and also 
may be enjoined by a court pursuant to 
sections 7407 and 7408, Potential penal
ties include: (l) a $250 penalty under 
section 6694 for each return or claim for 
refund prepared by an income tax return 
preparer who knew or should have known 
that the taxpayer's position was frivolous 
(or $1,000 for each return or claim for 
refund if the return pre parer' s actions 
were willful, intentional or reckless); (2) 
a penalty of up to $1,000 under section 
6700 for promoting abusive tax shelters; 
(3) a $1,000 penalty under section 6701 
for aiding and abetting the understatement 
of tax; and (4) criminal prosecution under 
section 7206, for which the penalty is a 
significant fine and imprisonment for up to 
3 years. for assisting or advising about the 
preparation of a false return, statement or 
other document under the internal revenue 
laws. 

DRAFTING INFORMATION 

This revenue ruling was authored by 
the Office of the Associate Chief Counsel 
(Procedure and Administration), Adminis
trative Provisions and Judicial Practice Di
vision. For further information regarding 
this revenue ruling, contact that office at 
(202) 622-7950 (not a toll-free call). 

Section 6662.-lmposition 
of Accuracy-Related 
Penalty on Underpayments 

Frivolous tax returns; "Native Amer. 
ican Treaty." This ruling emphasizes to 
taxpayers, promoters. and return pre parers 
that there is no right to exemption from 
federal income tax for Native Americans 
under an unspecified "Native American 
Treaty." Any return position based on an 
unspecified "Native American Treaty" has 
no merit and is frivolous, As a general rule, 
Native Americans are subject to federal in
come tax just like every other American, 
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PURPOSE 

The Service is aware that some tax
payers are attempting to reduce their fed
eral tax liability by claiming tax exempt 
status based on a general "Native Ameri
can Treaty." The Service is also aware that 
some promoters, including return prepar
ers, are advising or recommending that Na· 
tive American taxpayers take the frivolous 
position that they are exempt from federal 
income tax based on an unspecified Native 
American treaty. Some promoters market 
a package, kit or other materials that claim 
to show taxpayers how they can avoid pay
ing income taxes based on these and other 
meritless arguments. 

This revenue ruling emphasizes to tax
payers, promoters, and return preparers 
that there is no right to exemption from 
federal income tax for Native Americans 
under an unspecified "Native American 
Treaty." Any return position based on an 
unspecified "Native American Treaty" has 
no merit and is frivolous. As a general rule, 
Native Americans are subject to federal in
come tax just like every other American, 

The Service is committed to identi
fying taxpayers who attempt to avoid 
their federal tax obligations by taking 
frivolous positions. The Service will 
take vigorous enforcement action against 
these taxpayers and against promoters 
and return preparers who assist taxpay
ers in taking these frivolous positions, 
Frivolous returns and other similar doc
uments submitted to the Service are pro
cessed through the Service's Frivolous 
Return Program. As part of this program, 
the Service confirms whether taxpayers 



who take frivolous positions have filed 
all of their required tax returns, computes 
the correct amount of tax and interest due, 
and determines whether civil or crimi
nal penalties should apply. The Service 
also determines whether civil or criminal 
penalties should apply to return pre par
ers, promoters, and others who assist 
taxpayers in taking frivolous positions, 
and recommends whether an injunction 
should be sought to halt these activities. 
Other information about frivolous tax po
sitions is available on the Service website 
at www.irs.gov. 

ISSUE 

Whether taxpayers may avoid their 
federal income tax liability by claiming 
tax exempt status based on an unspecified 
"Native American Treaty." 

FACTS 

Taxpayer A is a Native American and 
receives income from a tribal or non-tribal 
source. The income paid to taxpayer A is 
reported on an information return (e.g., a 
Form 1099-MISC, Form W-2. etc.). Tax
payer A then either: 1) fails to report the 
income shown on the information return 
on his federal income tax return, claim
ing an erroneous exemption from federal 
income tax under an unspecified "Native 
American Treaty," or 2) wrongly reports 
a loss offsetting the information return in
come on the "Other Income" line of his 
federal income tax return with an explana
tion that reads, "Less - Native American 
Treaty" or "Native American Treaty." 

LAW AND ANALYSIS 

Native Americans are subject to the 
same income tax laws as other U.S. citi
zens unless there is an exemption explic
itly created by treaty or statute. Squire v. 
Capoeman, 351 U.S. 1, 6 (1956); Estate 
of Poletti v. Commissioner, 99 I.e. 554, 
557-58 (1992), aff'd, 34 F.3d 742 (9th Cir. 
1994); Doxtator v. Commissioner, TC. 
Memo. 2005-113. Any exemption must 
be based on clear and unambiguous treaty 
or statutory language. Squire, 351 U.S. at 
6; Ramsey I!. United States, 302 F.3d 1074 
(9th Cir. 2002); Cook v. United States, 
86 F.3d 1095 (Fed. Cir. 1996); Estate of 
Peterson v. Commissioner, 90 I.e. 249, 
250 (1988). Under the Internal Revenue 

Code, all individuals, including Native 
Americans, are subject to federal income 
tax. Section 1 imposes a tax on all taxable 
income. Section 61 provides that gross 
income includes all income from whatever 
source derived. Adjustments to income, 
deductions, and credits must be claimed 
in accordance with the provisions of the 
Internal Revenue Code and accompanying 
Treasury regulations. Although there are 
certain exemptions and other provisions 
throughout the Internal Revenue Code that 
apply to Native Americans, none of these 
exempt individual Native American tax
payers from federal tax. Moreover, under 
the Indian Gaming Regulatory Act, any 
distribution of casino gaming proceeds to 
individual tribe members is also subject to 
federal income tax. 

Additionally, while there are numerous 
valid treaties between various Federally 
Recognized Indian Tribal Govcrnments 
and the United States government, some 
of which may contain language providing 
for narrowly defined tax exemptions, these 
treaties have limited application to spe
cific tribes. Any exemptions from federal 
tax are expressly stated in the language of 
the treaty. Taxpayers who are affected by 
such treaty language must be a member of 
a particular tribe having a treaty and must 
cite that specific treaty in claiming any 
exemption. There is no general treaty that 
is applicable to all Native Amcricans. 

HOLDING 

Taxpayer A made improper and un
founded claims for exemption from fed~ 
eral income tax by either failing to report 
his income or reporting it and claiming 
an offsetting deduction. Any claim that a 
taxpayer is exempt from federal income 
tax due to a general "Native American 
Treaty" is frivolous. Unless a taxpayer 
can cite a specific treaty or statutory lan
guage providing for exemption of income 
from federal income tax, that taxpayer is 
subject to all applicable federal income tax 
laws. Thus, Taxpayer A must report the 
income shown on the information return 
and may not report a loss or exemption 
attributable to a general Native American 
treaty to offset the income received from 
the tribal organization. 

CIVIL AND CRIMINAL PENALTIES 

The Service will challenge the claims of 
individuals who attempt to avoid or evade 
their federal tax liability. In addition to li
ability for the tax due plus statutory inter
est, taxpayers who fail to file valid returns 
or pay tax based on the argument that they 
are exempt from income tax due to a gen
eral "Nativc American Treaty" face sub
stantial civil and criminal penalties. Poten~ 
tially applicable civil penalties include: (I) 

the section 6662 accuracy-related penal
ties, which are generally equal to 20 per
cent of the amount of taxes the taxpayer 
should have paid; (2) the section 6663 
penalty for civil fraud, which is cqual to 
75 percent of the amount of taxes the tax
payer should have paid; (3) a $500 penalty 
imposed under section 6702 when the tax
payer files a document that purports to be 
a return but that contains a frivolous posi
tion or suggests a desire by the taxpaycr to 
delay or impede the administration of fed
eral income tax laws; (4) the section 6651 
additions to tax for failure to file a return, 
failure to pay the tax owed, and fraudulent 
failure to file a return; and (5) a penalty 
of up to $25,000 under section 6673 if the 
taxpayer makes frivolous arguments in the 
United States Tax Court. 

Taxpayers relying on these frivolous 
positions also may face criminal prosecu
tion under: (I) section 7201 for attempt
ing to evade or defeat tax, the penalty for 
which is a significant fine and imprison
ment for up to 5 years; (2) section 7203 
for willful failure to file a return under, 
the penalty for which is a significant fine 
and imprisonment for up to 1 year; and (3) 
section 7206 for making false statements 
on a return, statement, or other document, 
the penalty for which is a significant fine 
and imprisonment for up to 3 years. 

Persons, including return prcparers, 
who promote these frivolous positions and 
those who assist taxpaycrs in claiming tax 
benefits based on frivolous positions may 
face eivil and criminal penalties and also 
may be enjoined by a court pursuant to 
sections 7407 and 7408. Potential penal
ties include: (I) a $250 penalty under 
section 6694 for each return or claim for 
refund prepared by an income tax return 
preparer who knew or should have known 
that the taxpayer's position was frivolous 
(or $1,000 for each return or claim for 
rcfund if the return preparer's actions 
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were willful. intentional or reckless): (2) 

a penalty of up to $I.O()O under ~ection 
6700 for promoting abusive tax shelters: 
(3) a $1.000 penalty under section 670 I 
for aiding and abetting the understatement 
of tax: and (.+) criminal prosecution under 
~ection 72()6. resulting in a significant fine 
and imprisonmcnt for up to 3 years. for 
assisting or ad\ising about the preparation 
of a false return statement or other docu
ment under the internal revenue laws. 

DRAFTING INFORMATION 

This revenue ruling was authored by the 
Office of Associate Chief Counsel (Proce
dure and Administration). Administrative 
Provisions and Judicial Practice Division. 
For further information regarding this rev
enue rullllg. contact that office at (202) 
622-7XO() (not a toll-free call). 

Section 6673.-Sanctions 
and Costs Awarded by 
Courts 

Frivolous tax returns; "nunc pro 
tunc:' This ruling emphasizes to taxpay
ers. promoters, and return preparers that 
inserting the phrase "num: pro tunc" on a 
return or other document submitted to the 
Service has no legal effect and does not 
validate an invalid return. make a delin
quent return timely. invalidate a signature. 
create a claim for refund of taxes previ
ously paid, or reduce one's federal tax 
liability. 

Rev. Rul. 2006-17 

PURPOSE 

The Service is aware that some taxpay
ers are attempting to reduce their federal 
income tax liability by filing a return 
or submitting documcnts to the Service 
with the phrase "nunc pro tunc" written 
or stamped 011 the face of the return or 
document, and asserting that the phrase 
has some legal etTec!. The Service is 
abo aware that .,ome promoters. including 
return preparers. arc advising or recom
mending that taxpayers take this frivolous 
po'ition. Some promoter, market a pack
age. kit or other materials that claim to 
,ho\\ taxpayers how they can a\'oid pay
ing income \axe, based on this and other 
mcritlcss argumenh. 
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This revenue ruling emphasizes to tax
payers. p~omoters. and return preparers 
that 1l1sert1l1g the phrase "nunc pro tunc" 
on a return or other document submitted to 
the Service has no legal effect and does not 
validate an invalid return, make a delin
quent return timely, invalidate a signature, 
create a claim for refund of taxes previ
ously paid. or reduce one's federal tax lia
bility. Any argument that the inclusion of 
the phrase "nunc pro tunc" on a return or 
other document submitted to the Service 
has any legal effect has no merit and is 
frivolous. 

The Service is committed to identi
fying taxpayers who attempt to avoid 
their federal tax obligations by taking 
frivolous positions. The Service will 
take vigorous enforcement action against 
these taxpayers and against promoters 
and return preparers who assist taxpay
ers in taking these frivolous positions. 
Frivolous returns and other similar doc
uments submitted to the Service are pro
cessed through the Service's Frivolous 
Return Program. As part of this program, 
the Service confinTIs whether taxpayers 
who take frivolous positions have filed 
all of their required tax returns, computes 
the correct amount of tax and interest due. 
and determines whether civil or crimi
nal penalties should apply, The Service 
also determines whether civil or criminal 
penalties should apply to return prepar
ers. promoters. and others who assist 
taxpayers in taking frivolous positions. 
and recommends whether an injunction 
should be sought to halt these activities. 
Other information about frivolous tax po
sitions is available on the Service website 
at \\·W\!: irs,gm·. 

ISSUE 

Whether inclusion of the phrase "nunc 
pro tunc" on a return or other document 
filed with the Service has any legal effect. 

FACTS 

Some taxpayers file returns or other 
documents with the Service that have the 
phrase "nunc pro tunc" stamped or written 
on the face of the return or document. 
These taxpayers assert that the phrase 
"nunc pro tunc" has some legal effect in 
reducing. eliminating. or altering in some 
way their federal income tax liability or 
other obligations under the tax laws. 

LAW AND ANALYSIS 

The phrase "nunc pro tllne." a Latin 
phrase translated as "HOW for then:' de· 
notes that an act has n:troactive legal effect 
through a court's inherent power. Black's 
Lml' Dicti()narY 1097 (8th ed. 2004). 
When a document is signed "nunc pro 
tunc" as of a specified date. it means that a 
thing is now done which should have been 
done on the specified date. 56 Am. JUt 
2d Motions, Rilles, and Ordfl~l ~ 58, at 45 
(2000). 

The term "nunc pro tunc" also describes 
a later record entry of a previous action that 
is intended to have effect as of the date of 
the action itself. Black's Lllll' Dictional'\' 
1097. The inclusion of the phrase "nunc 
pro tunc" on the face of the return form or 
in other documents submitted to the Ser
vice has no legal effect. and does not val
idate an invalid return, make an untimely 
return timely. invalidate a signature, cre
ate a claim for refund of taxes previously 
paid, or reduce one's federal tax liability. 

To the extent taxpayers are attempting 
to validate an otherwise invalid return by 
writing or stamping the phrase "nunc pro 
tunc" on the face of a return or in attached 
documents, this phrase has no validating 
effect. For a document to qualify as a valid 
return, it must contain sufficient data to 
calculate tax liability, it must purport to 
be a return, there must be an honest and 
reasonable attempt to satisfy the require
ments of the tax law, and the taxpayer must 
execute the return under penalties of per
jury. Beard v. Commissioner, 82 I.e. 
766 (1984). aird, 793 F.2d 139 (6th Cif. 
1986), The inclusion of the phrase "nunc 
pro tunc" on the face of the rctum form 
or in the attachments does not provide any 
further information sufficient to calculate 
tax liability. or to satisfy any other require
ments of the tax law. Accordingly, it does 
not validate an otherwise invalid return, 

HOLDING 

Inclusion of the phrase "nunc pro tunc" 
on a return or other document submitted 
to the Service has no legal effect and is 
therefore fri volous. 

CIVIL AND CRIMINAL PENALTIES 

The Service will challenge the claims of 
individuals who attempt to avoid or evade 
their federal tax liability. In addition to 



liability for the tax due plus statutory in
terest, taxpayers who fail to file valid re
turns or pay tax based on the argument that 
the inclusion of the phrase "nunc pro tunc" 
on the face of their return or other docu
ment submitted to the Service has some le
gal effect, face substantial civil and crim
inal penalties. Potentially applicable civil 
penalties include: (l) the section 6662 ac
curacy-related penalties, which are gener
ally equal to 20 percent of the amount of 
tax the taxpayer should have paid; (2) the 
section 6663 penalty for civil fraud, which 
is equal to 75 percent of the amount of 
taxes the taxpayer should have paid; (3) a 
$500 penalty imposed under section 6702 
when the taxpayer files a document that 
purports to be a return but that contains a 
frivolous position or suggests a desire by 
the taxpayer to delay or impede the admin
istration of Federal income tax laws; (4) 
the section 665\ additions to tax for failure 
to file a return, failure to pay the tax owed, 
and fraudulent failure to file a return; and 
(5) a penalty of up to $25,000 under sec
tion 6673 if the taxpayer makes frivolous 
arguments in the United States Tax Court. 

Taxpayers relying on these frivolous 
positions also may face criminal prosecu
tion under: (\) section 7201 for attempt
ing to evade or defeat tax, the penalty for 
which is a significant fine and imprison
ment for up to 5 years; (2) section 7203 
for willful failure to file a return under 
section 7203. the penalty for which is a 
significant fine and imprisonment for up 
to a year; and (3) section 7206 for making 
false statements on a return, statement, or 
other document, the penalty for which is 
a significant fine and imprisonment for up 
to 3 years; and (4) any other penalties pur
suant to applicable provisions of federal 
law. 

Persons. including return preparers, 
who promote these frivolous positions and 
those who assist taxpayers in claiming tax 
benefits based on frivolous positions may 
face civil and criminal penalties and also 
may be enjoined by a court pursuant to 
sections 7407 and 7408. Potential penal
ties include: (1) a $250 penalty under 
section 6694 for each return or claim for 
refund prepared by an income tax return 
preparer who knew or should have known 
that the taxpayer's position was frivolous 
(or $1,000 for each return or claim for 
refund if the return preparer's actions 
were willful, intentional or reckless); (2) a 

penalty under section 6700 for promoting 
abusive tax shelters; (3) a $1,000 penalty 
under section 6701 for aiding and abet
ting the understatement of tax; and (4) 
criminal prosecution under section 7206. 
for which the penalty is a significant fine 
and imprisonment for up to 3 years, for 
assisting or advising about the preparation 
of a false return or other document under 
the internal revenue laws. 

DRAFfING INFORMATION 

This revenue ruling was authored by 
the Office of the Associate Chief Counsel 
(Procedure and Administration), Adminis
trative Provisions and Judicial Practice Di
vision. For further infonnation regarding 
this revenue ruling, contact that office at 
(202) 622-7950 (not a toll-free call). 

Section 6702.-Frivolous 
Income Tax Return 

Frivolous tax returns; use of sham 
trusts. This ruling emphasizes that an 
individual cannot escape taxation by at
tributing income to a purported trust. The 
Service will take vigorous enforcement ac
tion against frivolous arguments relating to 
trusts. 
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PURPOSE 

The Service is aware that some tax
payers are attempting to reduce their fed
eral tax liability by filing a Fonn lO41, 
u.s. Income Tax Return for Estates and 
Trusts, listing income in the amount stated 
on their W-2, but claiming a deduction on 
the return for a "fiduciary fee" in the ex
act amount of that income. These taxpay
ers then request a refund of the full amount 
withheld with respect to that income. 

This revenue ruling emphasizes that 
an individual cannot escape taxation by 
attributing income to a purported trust. 
The Service is committed to identifying 
taxpayers who attempt to avoid their fed
eral tax obligations by taking frivolous 
positions, based on arguments relating 
to trusts. The Service will take vigorous 
enforcement action against frivolous ar
guments relating to trusts. The Service 
processes frivolous returns and other sim
ilar documents submitted to the Service 

through the Service's Frivolous Return 
Program. As pal1 of this program, the 
Service confirms whether taxpayers who 
take frivolous positions have filed all of 
their required tax returns, computes the 
corre(;t amount of tax and interest due, 
and determines whether civil and criminal 
penalties should apply. Other information 
about frivolous tax positions is available 
on the Service website at www.irs.gov. 

ISSUE 

Whether taxpayers can eliminate their 
federal income tax liability by attributing 
income to a trust and claiming expense de
ductions related to that trust. 

FACTS 

Individual taxpayer A files a Fonn 1041 
trust income tax return for the 2005 tax
able year. On it, taxpayer A lists the full 
amount of income reported on his W-2. 
but claims a deduction for a "fiduciary fee" 
in the same amount. Taxpayer A requests 
a refund of the full amount of withholding. 

LAW AND ANALYSIS 

Many frivolous trust schemes involve 
the purported transfer of income and ex
penses to a trust, on the theory that the in
come and expenses then become that of the 
trust. Such schemes are ignored for federal 
tax purposes because taxpayers cannot as
sign personal income to a trust in order to 
avoid tax, because such trusts are shams 
for federal tax purposes, and because the 
grantor trust rules of the Internal Revenue 
Code (sections 671 through 679) tax the in
come to the individual grantor and not to 
the trust. See, e.g., United States v. Krall, 
835 F.2d 711,714 (8th Cir. 1987); United 
States v. Buttoiff, 761 F.2d lO56, 1060-61 
(5 th Cir. 1985). 

Income is ordinarily taxed to the person 
who earned it, and tax liability may not be 
shifted by assigning the income to another 
person. Commissioner v. Culbertson, 337 
U.S. 733, 739-740 (1949); Helvering v. 
Eubank, 311 U.S. 122 (1940); Lucas v. 
Earl, 281 U.S. III (1930). The taxpayer 
is taxable on assigned income even if the 
income is paid directly to a trust. Wheeler 
v. United States. 768 F.2d 1333 (Fed. Cir. 
1985); Saunders v. Commissioner, 720 
F.2d 871 (5th Cir. 1983); Armantrout I'. 

Commissioner, 67 T.e. 996 (1977), aIrd, 
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570 F.2d 210 (7th Cir. 1978). Thus. 
as~ignments of personal income and ex
penses to a trust are not valid for federal 
income tax purposes. 

Even if the taxpayer created a valid 
trust under state law. the trust would be ig
nored for federal tax purposes because it is 
a sham. When the form of the transaction 
has not. in fact. altered economic relation
ships. income is taxed according to the 
substance of the transaction. Markosiall 
l'. Commis.lioller. 73 T.e. 1235 (1980). 
This rule applies regardless of whether 
the entity has a separate existence rec
ognized under state law (see Furmall l'. 

Commissioller. 45 T.e. 360 (1966). atf'd. 
per clIrimll 381 F.2d 22 (5th Cif. 1967)). 
and regardless of the form of the entity, 
such as a trust or common law business 
trust. See Zmuda I'. Commissioller. 731 
F.2d 1417 (9th Cif. 1984). 

In addition, the grantor trust provisions 
of the Internal Revenue Code require the 
attribution of the income and expenses of 
the trust to the individual. These provi
sions provide that all items of income, de
duction, and credit of the trust. shall be 
included in computing the taxable income 
and credits of the grantors and other per
sons who have substantial powers of own
ership or control over the trust. The power 
to control the beneficial enjoyment of the 
corpus or the income of the trust, the power 
to borrow from or deal with the trust with
out adequate and full consideration or se
curity. the power to revoke the trust or to 
have the corpus or income revert to the 
grantor. the power to use the corpus or 
income of the trust for the benefit of the 
grantor. or similar powers. result in the 
trust being ignored for federal tax purposes 
and all income and allowable expenses be
ing attributed to the individual grantor. See 
sections 671-fi79: Vllllk I'. Commissioner. 
621 F.2d 1318 (8th Cif. 1980): Rev. Rul. 
75-257,1975-2 e.B. 25\. 

finally. because no trust is deemed to 
exist for federal tax purposes, there is no 
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fiduciary relationship upon which trustees' 
fees could be predicated and there is no 
ordinary and necessary business expense 
which could validly be claimed for such 
amounts. Thus, the claimed expense for 
trustees' fees would be disallowed. 

HOLDI~G 

Individual taxpayers must file Form 
1040 to report earned income and may not 
fi Ie Form 1041 reporting income through 
a trust in order to avoid federal income tax 
liability. 

CIVIL AND CRIMINAL PENALTIES 

The Service will challenge the claims of 
individuals who attempt to avoid or evade 
their federal tax liability. In addition to 
liability for the tax due plus statutory in
terest, taxpayers who fail to file valid re
turns or pay tax based on a frivolous ar
gument face substantial civil and crimi
nal penalties. Potentially applicable civil 
penalties include: (1) the section 6662 ac
curacy-related penalties. which are gener
ally equal to 20 percent of the amount of 
tax the taxpayer should have paid: (2) the 
section 6663 penalty for civil fraud, which 
is equal to 75 percent of the amount of 
taxes the taxpayer should have paid; (3) a 
$500 penalty imposed under section 6702 
when the taxpayer files a document that 
purports to be a return but that contains a 
frivolous position or suggests a desire by 
the taxpayer to delay or impede the admin
istration of federal income tax laws: (4) the 
section 6651 additions to tax for failure to 
file a return, failure to pay the tax owed, 
and fraudulent failure to file a return; and 
(5) a penalty of up to $25,000 under sec
tion 6673 if the taxpayer makes frivolous 
arguments in the United States Tax Court. 

Taxpayers relying on these frivolous 
positions also may face criminal prosecu
tion under the following provisions: (1) 
section 720 I, for attempting to evade or 
defeat tax, the penalty for which is a sig-

nificant fine and imprisonment for up to 5 
years: (2) section 7203. for willful failure 
to file a return. the penalty for which is a 
significant fine and imprisonment for up 
to I year: and (3) section 710fl. for making 
false statements on a return. statement. or 
other document, the penalty for which is 
a significant fine and imprisonment for up 
to 3 years. 

Persons. including return preparers. 
who promote these fri volous positions and 
those who assist taxpayers in claiming tax 
benefits based on frivolous positions may 
face civil and criminal penalties and also 
may be enjoined by a court pursuant to 
sections 7407 and 740R. Potential penal
ties include: (I) a $250 penalty under 
section 6694 for each return or claim for 
refund prepared by an income tax return 
preparer who knew or should have known 
that the tax payer's position was frivolous 
(or $1,000 for each return or claim for 
refund if the return preparer's actions 
were willful. intentional or reckless); (2) 
a penalty of up to $1,000 under section 
6700 for each activity promoting abusive 
tax shelters; (3) a $1.000 penalty under 
section 6701 for aiding and abetting the 
understatement of tax; and (4) criminal 
prosecution under section 7206, resulting 
in a significant fine and imprisonment for 
up to 3 years, for assisting or advising 
about the preparation of a false return or 
other document under the internal revenue 
laws. 

DRAFTING INFORMATION 

This revenue ruling was authored by 
the Office of the Associate Chief Counsel 
(Procedure and Administration), Adminis
trative Provisions and Judicial Practice Di
vision. For further information regarding 
this revenue ruling. contact that office at 
(202) 622-7950 (not a toll-free call) 



Part III. Administrative, Procedural, and Miscellaneous 
Frivolous Arguments to Avoid 
When Filing a Return or Claim 
for Refund 

Notice 2006-31 

SECTION 1. INTRODUCTION 

As April 15 approaches, the Inter
nal Revenue Service reminds taxpayers 
to steer clear of abusive tax-avoidance 
schemes that purportedly allow them to 
reduce or eliminate taxes based on false or 
frivolous arguments. If an idea to save on 
taxes seems too good to be true, it proba
bly is. 

Many abusive tax-avoidance schemes 
are based on frivolous arguments that the 
Service and the courts have repeatedly re
jected. These schemes are often sold by 
promoters for a substantial fee, and may be 
sold over the Internet. through advertise
ments in newspapers and magazines and at 
conferences and seminars. 

Section 2 of this notice sets out some of 
the most common frivolous arguments 
used by these abusive tax-avoidance 
schemes. The Service is committed to 
identifying taxpayers who attempt to 
avoid their federal tax obligations by 
taking frivolous positions. The Service 
will take vigorous enforcement action 
against these taxpayers and against pro
moters and return preparers who assist 
taxpayers in taking these frivolous posi
tions. Frivolous returns and other similar 
documents submitted to the Service are 
processed through the Service's Frivolous 
Return Program. As part of this program, 
the Service confirms whether taxpayers 
who take frivolous positions have filed 
all of their required tax returns, computes 
the correct amount of tax and interest due, 
and determines whether civil or criminal 
penalties should apply. 

Section 3 of this notice identifies po
tential civil and criminal penalties for 
participation in, or promotion of, abusive 
tax-avoidance schemes. Taxpayers who 
engage in abusive tax-avoidance schemes 
will be liable for unpaid taxes and interest. 
]n addition, the Service will impose civil 
and criminal penalties against taxpayers 
where appropriate. The Service also will 
impose appropriate penalties and consider 
taking other appropriate action against 

persons who promote abusive tax-avoid
ance schemes and who prepare frivolous 
returns based on those schemes. 

SECTION 2. COMMON FRIVOLOUS 
ARGUMENTS 

This section of this notice sets out some 
of the most common frivolous arguments 
used by taxpayers to avoid or evade tax. 
This notice is not intended to be a de
scription of all frivolous arguments used to 

avoid or evade tax. Accordingly, the fact 
that an abusive tax-avoidance scheme is 
not described in this notice does not mean 
that it is not false and frivolous. 

• 

• 

"The only persons subject to federal 
income and employment taxation are 
federal employees and persons resid
ing in Washington, D.C., or federal 
territories." Promoters of this scheme 
incorrectly advise taxpayers who re
ceive wages with respect to employ
ment to filc a Form 4852 (Substitute 
for Form W-2, Wage and Tax State
ment, or Form i099-R, Distributions 
From Pensions, Anlluities, Retirement 
or Profit-Sharing Plans. IRAs. insur
ance Contracts, etc.) with the Service 
and, based on the above theory, include 
a zero on the line for the amount of 
wages received. The ]nternal Revenue 
Code, however, imposes a federal in
come tax upon all United States resi
dents and citizens, not just federal em
ployees and those that reside in Wash
ington, D.C., federal territories, and 
federal enclaves. The Internal Rev
enue Code also imposes employment 
tax on all wages paid for employment. 

"A taxpayer can avoid tax by filing 
a return that reports zero income 
and zero tax liability." All taxpayers 
who meet minimum income thresh
olds must file returns and pay any tax 
owed on their taxable income. No law, 
including the Internal Revenue Code, 
permits a taxpayer who has received 
wages or other taxable income to file a 
return rcporting zcro income and zero 
tax liability. ]f a taxpayer has received 
income subject to federal tax, a re
turn showing only zeroes for income 
and tax liability is not a valid return. 

• 

• 

• 

• 

Further, inclusion of the phrase "nunc 
pro tunc" or other legal jargon on an 
income tax return does not serve to 
validate an otherwise improper return. 

"A taxpayer call avoid income tax by 
referring to a separate 'straw man' 
entity created by the use of the tax
payer's name in all capital letters, 
or other van'ations of a taxpayer's 
name, in government documents," 
No authority supports the claim that 
individuals may avoid their federal in
come tax obligations based on "straw 
man" arguments. The use of all upper
case letters, italics, abbreviations or 
other formats of an individual's name 
in government documents has no sig
nificance whatsoever. 

"Wages are not taxable income, pur
suant to section 1001, because tax
payers have basis in their labor equal 
to the fair market value of the wages 
they receive; thus, there is no gain to 
be taxed." With few exceptions, com
pensation received, no matter what the 
form of payment, must be included in 
gross income under section 61. This 
includes salary or wages paid in cash, 
as well as the value of property and 
other economic benefits rcceived as re
muneration for services performed or 
to be performcd in the future. Section 
1001 governs gain or loss on the dispo
sition of property, and does not apply 
to compensation for services. 

"The 16th Amendment is ill valid be
cause it contradicts the original Con
stitution, was not properly ratified, 
and lacks an enabling clause." The 
Sixteenth Amendment to the U.S. Con
stitution, which authorizes the income 
tax, was properly ratified by the states 
and is valid. Further, the argument that 
the Sixteenth Amendment is invalid 
due to the lack of an enabling clause 
is without merit because Congress has 
the power to lay and collect taxes pur
suant to Article I, Section 8. Clause 
18 of the Constitution. 

"A taxpayer can make a 'claim of 
right' to exclude the cost of his labor 
from income," There is no "c1aim of 
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• 

• 

• 
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right" doctrine under any federal law. 
includina the Internal Revenue Code. t: 

that permit~ a taxpayer to deduct or ex
clude from gross income the value of 

his labor. 

"Only income from a foreign source 
is taxable under section 861." Sec
tions 861 through 865 do not exclude 
income derived in the U.S. from tax
able income. In particular. nothing in 
these sections or thc Treasury regula
tions under these sections provides that 
only income earned from certain for
eign sources is subject to U.S. income 
tax. 

"I am not a 'citizen' or a 'person' 
within the meaning of the Internal 
Revenue Code." A citizen of any 
one of the 50 States (e.g.. New York, 
California) of the United States or of 
the District of Columbia, including 
those living abroad. is also a citizen 
of the United States and is subject 
to federal tax. The Internal Revenue 
Code defines a taxpayer as any per
son subject to any internal revenue 
tax and further defines a person as an 
individual, trust. estate, partnership, 
association, company or corporation. 

"Residents of states, such as New 
York or California, are residents of 
a foreign country and therefore not 
subject to U.S. income tax." Under 
its specific conditions and limitations, 
section 911 permits a taxpayer to elect 
to exclude income from U.S. taxable 
income only when the taxpayer earns 
income abroad and resides outside the 
geographic boundaries of the United 
States. For purposes of section 911, 
each of the 50 states. the District of 
Columbia. and commonwealths and 
tC1Titories of the United States (e.g .. 

Johnston Atoll), are not foreign coun
tries. 

"/1 taxpayer can escape income tax 
by putting assets in an offshore bank 
account." A citizen or resident of the 
United States cannot use an offshore fi
nancial arrangement (such as a foreign 
bank or brokerage account, or a credit 
card issued by a foreign bank) to avoid 
his federal tax obligations. Taxpayers 
are requircd to disclose foreign finan
cial accounts to the Treasury Depart-

752 2006-1 C.B. 

• 

• 

• 

• 

• 

ment and to report the income earned 
thereon. 

"A taxpayer can eliminate tax byes. 
tablishing a 'corporation sole.''' A 
taxpayer cannot avoid income tax by 
establishing a "corporation sale." A 
corporation sole may be used only by 
a legitimate religious leader for spe
cific, limited purposes relating to the 
religious leader's office. 

"A taxpayer can place all of his assets 
in a trust to escape income tax while 
still retaining control over those as· 
sets." A taxpayer who places assets in 
a trust but retains certain powers over 
or interests in the assets, including the 
power to control the beneficial enjoy
ment of the assets, is treated as the 
owner of the assets for federal tax pur
poses and is subject to tax on the in
come from those assets. 

"A taxpayer can eliminate tax by at· 
tributing his income to a trust and ft.l· 
ing a Form 1041, U.S. Income Tax 
Return for Estates and Trusts, instead 
of a Form 1040, U.S. Individual In· 
come Tax Return." A taxpayer must 
report income earned as an individual 
on a Fonn 1040 and may not attribute 
the income to a trust created solely for 
the purpose of tax-avoidance, or claim 
deductions related to any expenses pur
portedly incurred by such a trust. 

"A taxpayer can deduct amounts paid 
to maintain his household and for 
other personal expenses by estab· 
lishing a home business." Business 
expenses, including expenses related 
to a home-based business, are not de
ductible unless the expenses relate to a 
legitimate profit-seeking trade or busi
ness. Promoters of home-based busi
ness schemes improperly encourage 
taxpayers to claim household expenses 
as business expense deductions when 
the purported home-based business is 
not a legitimate trade or business. 

"Nothing in the Internal Revenue 
Code imposes a requirement to file 
a return." Section 6011 expressly au
thorizes the Service to require, by 
Treasury regulation, the filing of tax 
returns. Section 6012 identifies per
sons who are required to file income 

• 

• 

• 

• 

tax returns. The Treasury Department 
has issued regulations requiring tax
payers who meet minimum income 
thresholds to file income tax returns. 
Taxpayers also are required to pay any 
tax owed. Moreover, no provision of 
the Paperwork Reduction Act serves 
to exempt taxpayers from the require
ment that they file returns. 

"Filing a tax return is 'voluntary.''' 
Some people mistake the word "vol
untary" for "optional" - but filing a 
tax return is not optional for those who 
meet the law's minimum gross income 
requirements. The word "voluntary," 
as used in IRS pUblications, court deci
sions and elsewhere, refers to the fact 
that the U.S. tax system is a volun· 
tary compliance system. This means 
only that taxpayers themselves deter
mine the correct amount of tax pur· 
suant to law and complete the appro
priate returns, rather than have the gov
ernment do this for them as is done in 
some other countries. This system of 
self-reporting does not make the filing 
of tax returns or the payment of tax 
optional. For those who do not com
ply with this system and fail to self-reo 
port their tax liability, the tax law au
thorizes various enforced compliance 
measures. 

"Because taxes are voluntary, as an 
employer, I don 'I have to withhold in· 
come or employment taxes for my em
ployees." Every taxpayer is responsi· 
ble for completing and filing required 
returns and paying the correct amount 
of tax. An employer is required by 
law to withhold income and employ· 
ment taxes from wages paid to employ
ees. Employers also must deposit the 
amounts withheld with the Service. 

"A taxpayer can refuse to pay taxes if 
the taxpayer disagrees with the gov
ernment's use of the taxes it collects," 
No law, including the Internal Revenue 
Code, permits a taxpayer to avoid or 
evade tax obligations on the grounds 
that the taxpayer does not agree with 
the government's use of the taxes col· 
lected. 

"A taxpayer can escape income taxes 
or the tax system by submitting a set 
of documents in lieu of a tax return." 



Taxpayers must file income tax returns 

using the forms prescribed by the Ser
vice. No law, including the Internal 
Revenue Code, permits taxpayers to 
submit a document or series of docu
ments to remove themselves from the 
income tax system. 

• "A taxpayer can avoid tax by filing 
a return with an attachment that dis
claims tax liability." A return with an 
attached disclaimer of tax liability is 
not a valid tax return under the law and 
does not exempt the taxpaycr from tax. 

• "A taxpayer can avoid tax by filing 
a return with an altered penalties of 
perjury statement." Alterations to the 
form of an income tax return or to the 
penalties of perjury statement on the 
return do not permit a taxpayer to avoid 
tax. Such alterations may invalidate 
a return and subject the taxpayer to 
penalties for failure to file a return. 

• "Certain taxpayers can claim a 'repa
rations tax credit' to right wrongs 
done in the past." No law, including 
the Internal Revenue Code, permits a 
"reparations tax credit." 

• "Native American taxpayers can 
avoid their federal income tax liability 
by claiming tax exempt status based 
on an ullSpecified 'Native .4merican 
Treaty.''' Native Americans are sub
ject to the same incomc tax laws as 
other U.S. citizens unless there is an 

exemption explicitly created by treaty 
or statute. Although there are nu

merous valid treaties between various 
Native American tribes and the U.S. 
government. any tax exemption under 
these treaties applies only to the spe
cific tribe. There is no general "Native 
American Treaty" applicable to all 
Native Americans. 

• "By purchasing equipment and ser
vices for an inflated price, a taxpayer 
can use the Disabled Access Credit to 
reduce tax or generate a refund." The 
section 44 Disabled Access Credit is 
only applicable to purchases or modifi
cations of equipment and services that 
are necessary for a small business to 
comply with the access requirements 
of the Americans with Disabilities Act. 

Promoters of this scheme improperly 

• 

• 

promise eligibility for the credit when 
they sell equipment or services with 
questionable ties to the requirements of 
the Americans with Disabilities Act at 

inflated prices. often to persons who 
do not operate legitimate businesses. 
while not requiring the participating 
taxpayer to pay the entire price stated 
in the contract. 

"Under section 3121 taxpayers can 
deduct the amount of Social Security 
taxes paid or get a refulld of those 
taxes." The Internal Revenue Code im
poses Social Security tax on wages as 
defined in section 3121. Aside from 

the narrow exception for a religious ex
emption under section 3127, a taxpayer 
may not exclude wages from Social 
Security taxation on the basis that the 
taxpayer is waiving the right to receive 
Social Security benefits. The Code 
does not authorize a deduction for. or 
refund of. Social Security taxes paid. 

"A taxpayer can sell or purchase the 
right to claim a child as a qualifying 
ch ild for purposes of the EIC." A tax
payer may not purchase or sell the right 
to claim a child as a qualifying child for 
purposes of the earned income credit 
(EIC). In order to be claimed as a quali
fying child for purposes of the EIC, the 
child must meet specific relationship, 
residency and age requirements. 

The Service and the courts have repeat
edly rejected these arguments and varia
tions on them. and have rejected numerous 
other tax-avoidance schemes and frivolous 
arguments used by taxpayers to avoid or 
evade taxes. 

SECTION 3. CIVIL AND CRIMIl\'AL 
PENALTIES 

Civil and criminal penalties may ap
ply to taxpayers who make frivolous argu
ments. Potentially applicable civil penal
ties include: (1) the section 6651 additions 
to tax for failure to file a return. failure 
to pay the tax owed. and fraudulent fail
ure to file a return; (2) the section 6662 ac
curacy-related penalties, which are gener
ally equal to 20 percent of the amount of 
taxes the taxpayer should have paid: (3) 
the section 6663 penalty for civil fraud, 
which is equal to 75 percent of the amount 
of taxes the taxpayer should have paid: (4) 

a $500 penalty under ~ection 6702 for fil
ing a frivolous income tax return: and (5) 

a penalty of up to S25.000 under section 
66 n if the taxpayer makes frivolous argu
ments in the United Stares Tax Court. 

Taxpayers who take frivolous positions 
also may face criminal prosecution under: 
( I) section 720 I for attempting to evade or 

defeat tax, the penalty for which is a sig
nificant fine and imprisonment for up to 5 
years; (2) section 7203 for willful failure to 
file a return. the penalty for which is a fine 
of up to $25,000 and imprisonment for up 
to one year; and (3) section 7206 for mak
ing false statements on a return, statement, 
or other document. the penalty for which 
is a significant fine and imprisonment for 
up to 3 years. 

Persons, including return preparers. 
who promote frivolous positions and those 
who assist taxpayers in claiming tax ben
efits based on frivolous positions may 
face penalties and may be enjoined by a 
court pursuant to sections 7407 and 7408. 
Potential penalties include: (I) a $250 
penalty under section 6694 for each return 
or claim for refund prepared by an income 
tax return preparer who knew or should 
have known that the taxpayer's position 
was frivolous (or $1.000 for each return 
or claim for refund if the return preparer's 
actions were willful, intentional or reck
less): (2) a penalty under section 6700 
for promoting abusive tax shelters; (3) 
a 51,000 penalty under section 6701 for 
aiding and abetting the understatement of 
tax: and (4) criminal prosecution under 
section 7206. for which the penalty is a 
significant fine and imprisonment for up to 
3 years for assisting or advising about the 
preparation of a false return. statement or 
other document under the internal revenue 
laws. 

SECTION 4. EFFECT ON OTHER 
DOCUMENTS 

l\'otice 2005-30 is modified and super
seded. 

SECTION 5. ADDITIONAL 
INFORMATION 

Other information about frivolous tax 
positions is available on the Service web
site at ll'w\\'.irs.gol'. 

This noticc was authored by the Office 
of Associate Chief Counsel (Procedure & 
Administration). For further information 
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regarding this notice. contact that office at 
CW2) 622-7800 (not a toll-free call). 

Transition Relief Regarding 
the Application of Section 
409A(b) to Nonqualified 
Deferred Compensation Plans 

Notice 2006-33 

I. PURPOSE 

This notice provides transition relief 
with respect to the application of section 
409A(b) of the Internal Revenue Code 
to nonqualified deferred compensation 
plans. Pursuant to section 403(hh)(3)(B) 
of the Gulf Opportunity Zone Act of 2005. 
P.L. \09-135 (GOZA). this transition re
lief includes a limited pcriod for certain 
nonqualified deferred compensation plans 
that are in violation of the requirements of 
section 409A(b) to come into compliance 
with such rcquirements. 

Section 409A(b) generally applies to 
the use of offshore trusts in connection 
with amounts payable under a nonquali
ficd deferred compensation plan, and also 
the use of restrictions on assets to protect 
the payment of benefits under a non qual
ified deferred compensation plan in con
nection with a change in the service re
cipient's financial health. The use of such 
offshore trusts or restrictions on assets in 
connection with a change in the finan
cial health of the service recipient gener
ally triggers the income inclusion and ad
ditional tax provisions of section 409A. 
This notice addresses the application of 
certain technical corrections made to these 
provisions in GOZA. (which was enacted 
on December 21. 2005). including the re
quirement that sponsors of certain plans be 
given a limited period during which the ar
rangements may be made compliant with 
section 409A(h). 

n. BACKGROUND 

A. Section 885 of the American Jobs 
Creation Act of 200-1 

1. General Provisions Regarding 
Nonqualified Deferred Compensation 
Plans 

Section -I09A was added to the Code 
by section 885 of the American Jobs Cre-
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ation Act of 2004. Public Law 108-357 
(l18 Stat. 1418). Section 409A(a) gen
erally provides that unless certain require
ments are met. amounts defenoed under a 
nonqualified deferred compensation plan 
for all taxable years are currently includi
ble in gross income to the cxtent not sub
ject to a substantial risk of forfeiture and 
not previously included in gross income. 
Section 409A(a) also provides rules under 
which deferrals of compensation will not 
result in such immediate and additional tax 
liability. including rules about the timing 
of initial elections to defer compensation, 
payments of deferred compensation, and 
changes to the time or form of a scheduled 
payment of previously deferred amounts. 

2. Income Inclusion Required if an 
Offshore Trust is used in Connection 
with a Nonqualified Deferred 
Compensation Plan 

Section 409 A(b)(1) provides that in the 
case of assets set aside (directly or indi
rectly) in a trust (or other arrangement dc
tennined by the Secretary) for purposes 
of paying deferred compensation under a 
nonqualified deferred compensation plan. 
for purposes of section 83 such assets shall 
be trcated as property transferred in con
nection with the performance of services 
whether or not such assets are available to 
satisfy claims of general creditors ~ (A) 
at the time set aside if such assets (or such 
trust or other arrangement) are located out
side of the United States, or (B) at the time 
transferred if such assets (or such trust or 
other arrangement) are subsequently trans
ferred outside of the United States. Sec
tion 409A(b)( I) provides further that these 
provisions do not apply to assets located in 
a foreign jurisdiction if substantially all of 
the services to which the nonqualified de
fcrred compensation relates are performed 
in such jurisdiction. 

3. Income Inclusion Required if Assets 
Become Restricted Upon a Change in 
the Employer's Financial Health 

Section 409A(b)(2) provides that in the 
case of compensation deferred under a 
nonqualified deferred compensation plan, 
there is a transfer of property within the 
meaning of section 83 with respect to such 
compensation as of the earlier of ~ (A) 
the date on which the plan first provides 
that assets will become restricted to the 

provision of benefits under the plan in con
nection with a change in the employer's 
financial bealth. or (B) the date on which 
assets are so restricted. \\bether or not 
such assets are a\aibbie to satisfy claims 
of general creditors. 

4. Additional Tax Imposed on Amounts 
Includible under Sections ",09A(b)(l) 
and 409A(b)(2) 

Section 409A(h)(-l) provides that in the 
event amounts are required to be included 
in income under section 409A(b)(l) (due 
to use of an offshore trust or similar ar
rangement) or section 409A(b)(::!) (due to 
a restriction on assets in connection with a 
change in the financial health of the service 
recipient). the tax imposed on sllch inclu
sion is increascd by the sum of the amount 
equal to 20% of the amount required to be 
included in income. plus an interest charge 
based on the underpayment interest rate 
plus I % determined on the underpayments 
of tax that would have occurred if the af
fected deferred amounts had been includi
ble in income for the taxable year when 
first deferredo 

5. Effective Date of Section 409A 

Section 885(d) of the American Jobs 
Creation Act of 2004 (AJCA) provides that 
section 409A of the Code generally ap
plies to amounts deferred aftcr December 
31, 2004. Section 885(d) further provides 
that section 409A applies to eamings on 
deferred compensation only to the extent 
that section 409A would apply to the de
ferred compensation. Section 885(d) also 
provides, however, that amounts deferred 
in taxable years beginning before January 
I, 2005 are treated as amounts deferred in 
a taxable year beginning on or after such 
date if the plan under which the deferral is 
made is materially modified after October 
3, 2004, except as permitted undcr transi
tion guidance. 

Many taxpayers interpreted the pro
visions of section 885(d) of the AJCA. 
in combination with scction 409A(b) of 
the Code. to mean that the restrictions of 
section 409A(b) applied only with respect 
to deferred compensation subject to sec
tion 409A(a). and that the section 409A(b) 
restrictions did not apply with respect to 
amounts of deferred compensation that 
were not subject to section 409A(a). 



8. Section 403(hh) of the Gulf 
Opportunity Zone Act of 2005 -
Clarification of the Effective Date of 
Section 409A(b) 

Section 403(hh)(3 )(A) of the Gulf 
Opportunity Zone Act of 2005 (GOZA) 
provides that notwithstanding section 
885(d)(l) of the AJCA, section 409A(b) 
shall take dlect on January I, 2005. As 
stated in the legislative history, this provi
sion is intended to clarify that the effective 
date of the provisions relating to offshore 
trusts and financial health triggers is Jan
uary I, 2005, including amounts set aside 
or restricted with respect to deferrals of 
compensation that were earned and vested 
on or before December 31,2004. Thus, for 
example, amounts set aside in an offshore 
trust before January I, 2005 for the pur
pose of paying deferred compensation and 
plans providing, before January 1, 2005, 
for the restriction of assets in connection 
with a change in the employer's financial 
health are subject to section 409A(b) on 
and after Januarv 1, 2005. See Staff of 
the Joint Comm-ittee on Taxation, 109th 

Cong., Technical Explanations of the Rev
enue Provisions of H.R. 4440, The "Gulf 
Opportunity Zone Act of 2005" as Passed 
by the House of Representatives and the 
Senate (Dec. 16.2005), at 89. 

Section 403(hh)(3)(B) of GOZA pro
vides that not later than 90 days after the 
date of the enactment of GOZA. the Sec
retary of the Treasury shall issue guid
ance under which a nonqualified deferred 
compensation plan which is in violation of 
the requirements of section 409A(b) shall 
be treated as not having violated such re
quirements if such plan comes into confor
mance with such requirements during such 
limited period as the Secretary may specify 
in such guidance. This notice is intended 
to provide such guidance. 

III. APPLICATION OF SECTION 
409A(b) 

A. Transition Relief; Limited Period to 
Come Into Compliance 

The Treasury Department and the IRS 
intend to issue further guidance regarding 
the application of section 409A(b). Un
til further guidance is issued, taxpayers 
may rely upon a reasonable, good faith 
interpretation of section 409A(b) to deter
mine whether the use of a trust or other 

arrangement causes an amount to be in
cluded in income under section 409A(b). 
Notwithstanding the foregoing, with re
spect to assets set aside, transferred or 
restricted on or before March 21, 2006 so 
as to be subject to inclusion under sections 
409A(b)(1) or 409A(b )(2) (hereinafter 
"grace period assets"). taxpayers shall be 
treated as not having triggered the inclu
sion or additional tax provisions of section 
409A(b) if the nonqualified deferred com
pensation plan comes into conformity on 
or before December 31, 2007. with the 
requirements of section 409A(b) and any 
guidance issued beforc such date. 

For this purpose, grace period assets in
clude actual earnings on such assets (or 
trust or other arrangement), including ac
tual earnings credited on such assets after 
March 21, 2006. However, grace period 
assets do not include assets located out
side of the United States as of March 21, 
2006 that have not been set aside, trans
ferred or restricted as of March 21, 2006. 
Accordingly, any subsequent setting aside, 
transfer or restriction of such assets is not 
eligible for the transition relief. In ad
dition. grace period assets located in the 
United States on or after March 21, 2006 
that are subsequently transferred outside of 
the United States, and grace period assets 
that are subjected, after March 21, 2006 
to a new restriction triggered in connec
tion with a change in the financial health 
of the service recipient. will no longer be 
treated as grace period assets effective as 
of the date of the transfer or the addition of 
such restriction, as applicable. For exam
ple, grace period assets that were located 
outside of the United States as of Decem
ber 31, 2004, and that were subsequently 
transferred to the United States and were 
within the United States as of March 21, 
2006, will no longer be considered grace 
period assets if the assets are subsequently 
transferred outside of the United States. 

For purposes of the transitional relief, 
with respcct to grace period assets used 
to make any payment of nonqualified de
ferred compensation on or before Decem
ber 31, 2007, including the payment of 
such compensation upon the termination 
of a nonqualified deferred compensation 
plan, such that any payment is included in 
income on or before December 31. 2007, 
a plan will be treated as having complied 
with section 409A(b) during periods be
fore the payment. For this purpose, if an 

amount is paid from a trust or other ar
rangement, where some of the assets of the 
trust or other arrangement are grace period 
assets described above and some are not, 
the payment shall be treated as made first 
from grace period assets. 

In addition, if as of a date on or before 
December 31. 2007, grace period assets 
are no longer associated with the payment 
of nonqualified deferred compensation, ei
ther under the terms of the plan or through 
the dissolution of a trust or desegregation 
of assets. the plan will be treated as having 
complied with section 409A(b) with re
spect to those assets through the date such 
action is taken. 

B. Definition of a Nonqualified Deferred 
Compensation Plan Subject to Section 
409A(b) 

The same definitions of a nonquali
fied deferred compensation plan and of 
deferred compensation are applicable for 
purposes of applying section 409A(a) 
and section 409A(b), except that the ef
fective date provisions in section 885(d) 
of the AJCA that operate to grandfather 
certai n nonqualified deferred compensa
tion arrangements for purposes of section 
409A(a) are not applicable for purposes 
of section 409A(b). Accordingly, until 
further guidance is issued defining a non
qualified deferred compensation plan, the 
definition of a nonqualified deferred com
pensation plan provided in Notice 2005-1, 
Q&A-3 is applicable for purposes of the 
application of section 409A(b). In ad
dition, until further guidance is issued 
defining a nonqualified deferred compen
sation plan, taxpayers may rely upon the 
definition of a nonqualified deferred com
pensation plan provided in the proposed 
regulations § 1.409A-l(a). See 49 FR 
57930 (Oct. 4, 2005). 

IV. APPLICATION OF OTHER CODE 
PROVISIONS AND TAX DOCTRINES 

This notice is intended solely to address 
the requirements under section 409A(b), 
and nothing in this notice should be con
strued to affect the requirements of, or any 
potential liability under. section 409A(a). 

In addition, section 409A(c) provides 
that nothing in section 409A shall be con
strued to prevent the inclusion of amounts 
in gross income under any other provision~ 
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of this chapter or any other rule of law ear
lier than the ti me prO\ided in section -1-09 A. 
Accordingly. a partIcipant 111 a nonquali
hed defcrred compensation plan may be 
required to include amount.s in income due 
to the application to the plan (or to any trust 
or assets associated with the plan) of sec
tion 83. sectilln -1-51, the economic bene
fit doctrine, or other applicable law even 
though the plan (amI any associated trust 
or assets \ complies wIth this noticc or sec
tion 409A( b l. 

Y. REQUEST FOR COMMENTS 

The Treasury Department and the IRS 
request commenh as to the application of 
this notice. as well as all aspects of the ap
plication of section -1-09A(b). Because sec
tion 40l)A(b) only applies to the use of a 
tnl';t. restriction or other arrangement de
termined by the Secretary in connection 
with a deferred compensation plan as de
fined for purposes of section 409A. com
mentators should consider the impact of 
any guidance with respect to the definition 
of a deferred compensation plan for pur
poses of section 409A. including Notice 
2005-\. 2005-2 I.R.B. 274. and any pro
posed or final regulations issued under sec
tion 409A. 

Comments may he submitted through 
June 2\. 2006 to Internal Revenue Ser
vice. CC:PA:LPD:RU (Notice 2006-33). 
Room 5203. PO Box 7604. Ben Franklin 
Station. Washington. DC 20044. Submis
sions may also be hand-delivered Monday 
through Friday between the hours of 8 a.m. 
and 4 p.m. to the Courier's Desk at IIII 
Constitution Avcnue. NW. Washington. 
DC 20224. Attn: CC:PA:LPD:RU (No
ticc 20()6-33). Room 5203. Submissions 
may also he sent electronically via the 
internet to the following email address: 
N 01 ice. cO/lllI/ellls@' i I'SCO/II/.\£' I. I I'cus.gm'. 

Include the notice number (Notice 
2()()6-33) in the ,uhject line. 

VI. DRAFTING INFORMATION 

The principal author of this notice is 
Stephcn Tackney of thc Office of Division 
Counsel/Associate Chief Counsel (Tax Ex
cmpt and GO\'l:rnmcnt Entities I. Howcver. 
\lther personnel from the Treasury Depart
ment and the IRS participatcd in its devel
\lpmcnt. For furthcr information regard
Ing this nllticc, contact Stephen Tacklley at 
I ~()~ \ 927 -9639 Inot a toll-free calli. 01'-for 
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further information reo-ardino- th 'b '. 
. _ b b e su mis-

sion of comments, contact Richard Hurst 
at Riclwrd.A. HurSf@ i rscoullsel.trl'os.gOl'. 

Public Comment Invited 
on Recommendations for 
2006-2007 Guidance Priority 
List 

Notice 2006-36 

The Department of Treasury and Inter
nal Revenue Service invite public com
ment on recommendations for items that 
should be included on the 2006-2007 
Guidance Priority List. 

Treasury's Office of Tax Policy and the 
Service use the Guidance Priority List each 
year to identify and prioritize the tax is
sues that should be addressed through reg
ulations, revenue rulings, revenue proce
dures. notices. and other published admin
istrative guidance. The 2006-2007 Guid
ance Priority List will establish the guid
ance that the Treasury Department and the 
Service intend to issue from July I, 2006, 
through June 30. 2007. The Treasury De
partment and the Service recognize the 
importance of public input to formulate 
a Guidance Priority List that focuses re
sources on guidance items that are most 
important to taxpayers and tax administra
tion. 

As is the case whenever significant 
legislation is enacted, the Treasury De
partment and the Service have dedicated 
substantial resources during the previous 
12004-20(5) and current plan years to 
published guidance projects necessary to 
implement the provisions of the American 
Jobs Creation Act of 2004. Pub. L. No. 
IOR-3S7. 118 Stat. 1418. which was en
acted on October 22. 2004. Similarly, the 
Treasury Department and the Service have 
devoted resources to published guidance 
projects necessary to implement the pro
visions of additional tax legislation that 
has been enacted during the current plan 
year. such as the Energy Policy Act of 
20()5, Pub. L. No. 109-58, 119 Stat. 594, 
which was enacted on August 8, 2005; 
the Katrina Emergency Tax Relief Act 
of 2005, Pub. L. No. 109-73. 119 Stat. 
2016. which was enacted on September 
23, 2005: and the Gulf Opportunity Zone 
Act of 2005. Pub. L. No. 109-135. 119 

Stat. 2577. which was enacted on Decem
her 21. 2005. The Treasury Department 
and the Sen'icc will continuc to evaluate 
the priority of each guidance project in 
light of the aboyc-mentioned tax legis
lation and other dl'\'elnplllents occurring 
during the 2006-2()07 plan year. 

In rC\'iewing recommcndations and 
selecting projects for inclusion on the 
2006-2007 Guidance Priority List. the 
Treasury Dcpartment and the Service will 
consider thc following: 

I. Whether the recommended guidance 
resolves significant issues relevant to 
many taxpayers: 

2. Whether the recommended guidance 
promotes sound tax administration: 

3. Whether the recommended guidance 
can be drafted in a manner that will 
enable taxpayers to casily understand 
and apply the guidance; 

4. Whether the Service can administer 
the recommended guidance on a uni
[01111 basis: and 

5. Whether the recommended guidance 
reduces controversy and lessens the 
burden on taxpayers or the Service. 

Taxpayers may submit recommenda
tions for guidance at any time during the 
year. Please submit recommendations by 
May 15. 2006, for possible inclusion on 
the original 2006-2007 Guidance Prior
ity List. The Service plans to update the 
2006-2007 Guidance Priority List period
ically to reflect additional guidance that 
the Treasury Department and the Service 
intend to publish during the plan year. 
The periodic updates allow the Treasury 
Department and the Service to respond to 
the need for additional guidance that may 
arise during the plan year. Recommenda
tions for guidance received after May 15, 
2006, will be reviewed for inclusion in the 
next periodic update. 

Taxpayers are not required to submit 
recommendations for guidance in any par
ticular format. Taxpayers should, how
ever. briefly describe the recommended 
guidance and explain the need for the guid
ance. In addition, taxpayers may include 
an analysis of how the issue should be re
solved. It would be helpful if taxpayers 
suggesting more than one guidance project 



would prioritize the projects by order of 
importance. If a large number of projects 
are being suggested, it also would be help
ful if the projects were grouped in terms of 
high, medium or low priority. 

Taxpayers should send written com
ments to: 

Internal Revenue Service 
Attn: CC:PA:LPD:PR 
(Notice 2006-36) 

Room 5203 
P.O. Box 7604 
Ben Franklin Station 
Washington, D.C. 20044 

or hand deliver comments Monday 
through Friday between the hours of 
8 a.m. and 4 p.m. to: 

Courier's Desk 
Internal Revenue Service 
Attn: CC:PALPD:PR 
(Notice 2006-36) 

1111 Constitution Avenue, N. W. 
Washington, D.C. 20224 

Alternatively, 
mit comments 
e-mail to the 

taxpayers may sub
electronically via 
following address: 

Notice. Comments@irscounsel.treas.gov. 
Taxpayers should include "Notice 
2006-36" in the subject line. All com
ments will be available for public inspec
tion and copying in their entirety. 

For further information regarding this 
notice. contact Crystal Foster of the Office 
of Associate Chief Counsel (Procedure 
and Administration) at (202) 622-7198 
(not a toll-free call). 
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Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations 

Agent for a Consolidated 
Group With Foreign Common 
Parent 

REG-164247-05 

AGENCY: Intcrnal Revenue Service 
(IRS). Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions. 

SUMMARY: In this issue of the Bulletin. 
the IRS is issuing regulations (T.D. 9255) 
that provide the IRS with the authority to 
designate a domestic member of the con
solidated group as a substitute agent to act 
as the sole agent for the group where a for
eign entity is the common parent. These 
regulations affect corporations that join in 
the filing of a consolidated Federal income 
tax return where the common parent of the 
consolidated group is treated as a domestic 
corporation pursuant to scction 7874(b) of 
the Internal Revenue Code (Code) or as a 
result of a section 953(d) election. The text 
of the temporary regulations also serves as 
the text of these proposed regulations. 

DATES: Written or electronic comments, 
and a request for a public hearing, must be 
received by June 12,2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-164247-05), 
Room 5203. Internal Revenue Ser
vice, P.O. Box 7604, Ben Franklin Sta
tion. Washington, DC 20044. Submis
sions may be hand-delivered Monday 
through Friday between the hours of 
X a.m. and 4 p.m. to CC:PA:LPD:PR 
(REG-164247-05l, Courier's Dcsk, In
ternal Revenue Service, IIII Constitution 
Avenue, NW. Washington, DC, or sent 
electronically, via the IRS internet site at 
lI'II'II'.irs.gor/rl'gs or via the Federal eRule
making Portal at 11'H'll',rl'glliilliull.l.go\' 

(IRS-REG-164247-05 ). 
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FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed 
regulations, Stephen R. Cleary. (202) 
622-7750, concerning submissions of 
commcnts, Kclly Banks, (202) 622-7180 
(not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background and Explanation of 
Provisions 

Temporary Regulations in this issue of 
the Bulletin amends 26 CFR Part I relat
ing to section 1502, The temporary regu
lations add § 1.1502-77T. The text of those 
temporary regulations also serves as the 
text of these proposed regulations. The 
preamble to the temporary regulations ex
plains the amendments. 

Special Analysis 

It has been determined that this pro
posed regulation is not a significant regu
latory action as defincd in Executive Or
der 12866. Therefore, a regulatory assess
ment is not required. It is hereby cer
tified that this proposed regulation will 
not have a significant economic impact 
on a substantial number of small entities. 
This certification is based on the fact that 
the regulation merely grants authority to 
the IRS to change the agent for the con
solidated group, that members of consol
idated groups are generally large corpo
rations rather than small businesses, and 
few small businesses are likely to be mem
bers of a consolidated group with a for
eign common parent as a result of a trans
action subject to section 7874 or a section 
953(d) election. Therefore, a regulatory 
tlexihility analysis is not required. Pur
suant to section 7805(f) of the Code, these 
proposed regulations have been submitted 
to the Chief Counsel for Advocacy of the 
Small Busincss Administration for com
ment on their impact on small business. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
will be given to any written comments 
(a signed original and eight (8) copies) 

or electronic comments that are submit
ted timely to the IRS. The IRS and Trea
sury Department specifically request com
ments on the clarity of the proposed rules 
and how they may be madc easier to un
derstand. All comments will be available 
for public inspection and copying. A pub
lic hearing may be scheduled if requested 
in writing by any person that timely sub
mits written comments. If a public hearing 
is scheduled. notice of the date, time, and 
place for the public hearing will be pub
lished in the Federal Register. 

Drafting Information 

The principal author of these regula
tions is Stephen R, Cleary of the Office 
of Associate Chief Counsel (Corporate). 
Other personnel from the Treasury Depart
ment and the IRS participated in their de
velopment. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part I is proposed 
to be amended as follows: 

PART i-INCOME TAXES 

Paragraph i. The authority citation for 
part I continues to read. in part, as follows: 

Authority: 26 V.S.c. 7805 * * * 
Par. 2. Section 1.1502-77 is amended 

by adding paragraph U) to read as follows: 

§1.1502-77 Agentfor the ~roup 

* * * * * 
UJ [The text of the proposed amend

ment to §1.1502-77UJ is the same as the 
text of § 1.I502-77T(j) published else
where in this issue of the Bulletin.]. 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

(Filed b> the Office of the Federal Reg"ter on March 9, 2006, 
4: 15 p,m. and publIShed in the issue of the Federal Regi"ter 
for March 14. 2006. 71 F.R, 13(62) 



Announcement of Disciplinary Actions Involving 
Attorneys, Certified Public Accountants, Enrolled Agents, 
and Enrolled Actuaries - Suspensions, Censures, 
Disbarments, and Resignations 
Announcement 2006-23 

Under Title 31, Code of Federal Regu
lations, Part 10, attorneys, certified public 
accountants, enrolled agents, and enrolled 
actuaries may not accept assistance from, 
or assist, any person who is under disbar
ment or suspension from practice before 
the Internal Revenue Service if the assis
tance relates to a matter constituting prac
tice before the Internal Revenue Service 
and may not knowingly aid or abet another 

person to practice before the Internal Rev
enue Service during a period of suspen
sion, disbarment, or ineligibility of such 
other person. 

To enable attorneys, certified public 
accountants, enrolled agents, and enrolled 
actuaries to identify persons to whom 
these restrictions apply, the Director, Of
fice of Professional Responsibility, will 
announce in the Internal Revenue Bulletin 

their names, their city and state, their pro
fessional designation, the effective date 
of disciplinary action, and the period of 
suspension. This announcement will ap
pear in the weekly Bulletin at the earliest 
practicable date after such action and will 
continue to appear in the weekly Bulletins 
for five successive weeks. 

Consent Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31, Code of Federal Regu
lations, Part 10. an attorney, certified pub
lic accountant, enrolled agent, or enrolled 
actuary, in order to avoid the institution 
or conclusion of a proceeding for his or 
her disbarment or suspension from prac
tice before the Internal Revenue Service, 

Name Address 

Hoft, James D. Nutley, NJ 

may offer his or her consent to suspension 
from such practice. The Director, Office 
of Professional Responsibility, in his dis
cretion, may suspend an attorney, certified 
public accountant, enrolled agent, or en
rolled actuary in accordance with the con
sent offered. 

Designation 

CPA 

Salver, Isaac Bay Harber Islands, FL CPA 

Woods, Dalton C. Carrollton, TX Enrolled Agent 

Morrissette, Doris G. Lowell, MA Enrolled Agent 

Dale, Edward R. Stockton, CA CPA 

Grossman, Israel G. New York, NY Attorney 

The following individuals have been 
placed under consent suspension from 
practice before the Internal Revenue Ser
vice: 

Date of Suspension 

Indefinite 
from 
August 10, 2005 

September 19, 2005 
to 
June 18, 2007 

Indefinite 
from 
October 15, 2005 

Indefinite 
from 
November 1,2005 

Indefinite 
from 
November 1,2005 

November 15,2005 
to 
May 14.2007 
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Name Address Designation Date of Suspension 

Edmonds. Joseph M. Charlotte, NC Enrolled Actuary November 16. 2005 
to 
March 15. 2006 

Rubin. Stuart L. Coral Springs, FL CPA Indefinite 
from 
December 7. 2005 

Sanger, Brett D. Oklahoma City. OK Attorney Inuefinite 
from 
January 1,2006 

Berkowitz, Ira T. Simi Valley. CA CPA Indefinite 
from 
January 9, 2006 

Caylor, John D. Long Lake, MN CPA Indefinite 
from 
January 12,2006 

Saldana, Oscar M. Laredo, TX CPA Indefinite 
from 
January 15, 2006 

Bruck, Lawrence S. Newton, PA CPA Indefinite 
from 
January 16,2006 

Sneathen, Lowell D. Orange. CA CPA Indefinite 
from 
January 18, 2006 

Roberson, George Leesburg. VA CPA Indefinite 
from 
January \7,2006 

Dugan. Lawrence E. Alta,IA Attorney Indefinite 
from 
February 1,2006 

frascella, Russell Pound Ridge, NY CPA Indefinite 
from 
February 1,2006 

Smith, David B. Kettering, OH Enrolled Agent Indefinite 
from 
February 13, 2006 

Whiteside. Thomas L. Atlanta, GA Attorney Inuefinite 
from 
February 13, 2006 

Bednarz. Ir .. Michael Framingham, MA Attorney Indefinite 
from 
February 13,2006 

Alexander. Herald I.A. Atlanta, GA Attorney Indefinite 
from 
February 20, 2006 
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Name Address 

Bartels, Kyle North Salem, NY 

Baker. libade A. Indianapolis, IN 

Morris, R. Scott Corpus Christi, TX 

Kenny, Stan M. Wichita, KS 

Designation 

Enrolled Agent 

CPA 

CPA 

Attorney 

Date of Suspension 

Indefinite 
from 
February 21, 2006 

March 13. 2006 
to 
March 12, 2008 

Indefinite 
from 
March 16, 2006 

Indefinite 
from 
May I, 2006 

Expedited Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31, Code of Federal Regu
lations, Part 10, the Director, Office of Pro
fessional Responsibility, is authorized to 
immediately suspend from practice before 
the Internal Revenue Service any practi
tioner who, within five years from the date 

Name Address 

the expeditcd proceeding is instituted (I) 
has had a license to practice as an attor
ney, certified public accountant. or actuary 
suspended or revoked for cause or (2) has 
been convicted of certain crimes. 

Designation 

Haugabrook. Earl Upper Montclair. Nl CPA 

Patterson. Kenneth R. Plano, TX CPA 

Blackburn, Randall D. Laurinburg, NC CPA 

Coe, Sean M. Sahuarita, AZ Attorney 

Lim, Ricarda L. Sacramento, CA Attorney 

Bridges, Lynden P. Golden, CO CPA 

Curcio, Gregory J. New York, NY Attorney 

The following individuals have been 
placed under suspension from practice be
fore the Internal Revenue Service by virtue 
of the expedited proceeding provisions: 

Date of Suspension 

Indefinite 
from 
September 27, 200S 

Indefinite 
from 
October 19, 200S 

Indefinite 
from 
October 19, 200S 

Indefinite 
from 
October 12, 200S 

Indefinite 
from 
Novemher 1,2005 

Indefinite 
from 
November 14, 200S 

Indefinite 
from 
November 14, 200S 
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Name Address Designation Date of Suspension 

Silverton. Ronald R. Pacific Palisades, C A Attorney Indefinite 

from 

November 14. 2005 

Hartigan, Seth P. Minneapolis, MN Attorney Indefinite 

from 

November 14.2005 

Carlson. Richard E. Chappell. NE Attorney Indefinite 

from 

November 14,2005 

Veres, Robert D. Phoenix, AZ CPA Indefinite 

from 

November 14, 2005 

Noble, Gregory P. Corvallis, OR Attorney Indefinite 

from 

December 2, 2005 

Parker, Oscie K. Thomasville, NC Attorney Indefinite 

from 

December 15, 2005 

Connor, Jr. William 1. Kernersville, NC Attorney Indefinite 

from 

December IS, 2005 

Cassidy, Maureen E. Murphy, ID Attorney Indefinite 

from 

December IS, 2005 

Harrison, Rodney L. Urbana, IL Attorney Indefinite 

from 

December 15,2005 

Cagle, Carol L. Alton,IL Attorney Indefinite 

from 

December 15,2005 

KnafL Philip 1. Burr Ridge, IL Attorney Indefinite 

from 
December 15,2005 

Pence. Thoma~ R. Cedar Rapids, lA Attorney Indefinite 

from 
December 15, 2005 

Tunney. John A. Freehold. NJ Attorney Indefinite 
from 

December IS, 2005 

Dascn!. Carlton Mattapoisett, MA Attorney Indefinite 
from 

December 15,2005 

Rllbeznieks. John O. Palatine. IL Attorney Indefinite 
from 

December 15,2005 
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Name Address Designation Date of Suspension 

Landman, Nathaniel M. St. Peters, MO Attorney Indefinite 
from 
December 15,2005 

Levin, Herbert M. Bolingbrook, IL Attorney Indefinite 
from 
December 15, 2005 

Wade, Jeffrey L. Louisville, KY Attorney Indefinite 
from 
December 15,2005 

Cozzarelli, Frank J. North Caldwell, NJ Attorney Indefinite 
from 
December 15, 2005 

Brooks, Jane E. St. Paul, MN Attorney Indefinite 
from 
December 15, 2005 

Mulvahill, James P. Plymouth, MN Attorney Indefinite 
from 
December 15, 2005 

Bernstein, Ralph Chicago,IL Attorney Indefinite 
from 
December 15, 2005 

Tousey, Robert R. Ellicott City, MD Attorney Indefinite 
from 
Decem ber 15, 2005 

Schatz, Allen E. Shorewood, WI Attorney Indefinite 
from 
December 16,2005 

Olson, David E. New Port Richey, FL Attorney Indefinite 
from 
December 16,2005 

Shagory, Edward J. Boston, MA Attorney Indefinite 
from 
December 20, 2005 

Wintroub, Edward L. Omaha, NE Attorney Indefinite 
from 
December 20, 2005 

Johnson, Jf. Walter T. Greensboro, NC Attorney Indefinite 
from 
December 27,2005 

Szaro, Stanley 1. New York, NY Attorney Indefinite 
from 
December 27, 2005 

Recchione, Louis Woodcliff Lake, NJ Attorney Indefinite 
from 
December 27, 2005 

Pepper, Louis Great Neck, NY Attorney Indefinite 
from 
January 2, 2006 
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Fritzshall. Robert S. Skokie.IL Attorney Indefinite 
from 
Jan uary I). 2()O6 

DiCaprio. Joseph A. Cherry Valley. IL Attorney lndefinitt: 
from 
January I). 2006 

Rosenberg. Keith A. N. Bethesda. MD Attorney Indefinite 
from 
January 9. 2006 

Blllldreall. Patrieia L. Lexington. MA Attorney Indefinite 
from 
January 9. 2006 

Webb. Daniel F. Milwaukee. WI Attorney Indefinite 
from 
January 9, 2006 

Miranda. Jesse R. Phoenix, AZ Attorney Indefinite 
from 
January 9, 2006 

Kuzel. Gary Plainfield. IL CPA Indefinite 
from 
January 9, 2006 

:--.Iomura, Edmund Y. Phoenix. AZ Attorney Indefinite 
from 
January 9, 2006 

Mason. Robert 1. Colorado Springs, CO Attorney Indefinite 
from 
January 9, 2006 

Land. Janet P. Stedman. NC Attorney Indefinite 
from 
January 9, 2006 

Fitzgerald. Maurice Lexington. MA Attorney Indefinite 
from 
January 9. 2006 

Valadez. Librado R. San Antonio. TX CPA Indefinite 
from 
January 9, 2006 

William,. Fran" C. Houston. TX Attorney Indefinite 
from 
January 9. 2006 

LaGrand. Tara Naples. FL CPA Indefinite 
from 
January 9. 2006 

Harri,. Susan L. Houston. TX Attorney Indefinite 
from 
January 9. 2006 

Hohh,. lame, B. Amherst. NH Attorney Indefinite 
from 
January 9. 2006 
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Momsen, Joel Napa, CA Attorney Indefinite 
from 
January 10, 2006 

Lambert, Brett J. Fort Collins, CO Attorney Indefinite 
from 
January 10,2006 

Lefevre, Keith H. Longwood, FL Attorney Indefinite 
from 
January 13, 2006 

Bronner, Bernard Great Neck, NY Attorney Indefinite 
from 
January 18,2006 

Kuhnreich, Robert M. New York, NY Attorney Indefinite 
from 
January 20, 2006 

Walser. Vieki L. Valencia, CA Attorney Indefinite 
from 
January 20, 2006 

Menter, Jeffrey Centennial, CO Attorney Indefinite 
from 
January 23, 2006 

Catagnus, Patricia A. Richardson, TX CPA Indefinite 
from 
January 23, 2006 

Matthews, Elizabeth B. Denver, CO Attorney Indefinite 
from 
January 23, 2006 

Sisselman, Barry A. Temecula, CA Attorney Indefinite 
from 
January 23, 2006 

Armstrong, Thomas I. Irvine, CA Attorney Indefinite 
from 
January 23, 2006 

Chestnut, A. Johnson Fayetteville, NC CPA Indefinite 
from 
January 24, 2006 

Kerby, John C. Desoto, TX CPA Indefinite 
from 
February 2, 2006 

Phillips, John D. Albuquerque, NM Attorney Indefinite 
from 
February 2, 2006 

Broomas, James Baytown, TX Attorney Indefinite 
from 
February 2, 2006 

Wilson, Joel M. Denver, NC CPA Indefinite 
from 
February 2, 2006 
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Olivini Jr., Robert C Bensalem, PA CPA Indefinite 
from 
February 7, 2006 

Sc her, Robert A. Pori Washington, NY Attorney Indefinite 
from 
February 15, 2006 

M mtL David 1. Evergreen. CO Attorney Indefinite 
from 
February 15, 2006 

Ahelson. Richard H. White Plains. NY Attorney Indefinite 
from 
February 15. 2006 

Drum, Joel A. Van Nuys. CA Attorney Indefinite 
from 
February 17. 2006 

:'\I issenbaum, Susan Grafton. MA Attorney Indefinite 
from 
February 22, 2006 

Mahon. Edward 1. Warenville, IL Attorney Indefinite 
from 
February 22, 2006 

Nash. Bruce Chicago.IL Attorney Indefinite 
from 
February 22, 2006 

Duru. Ike E. Powder Springs, GA Attorney Indefinite 
from 
February 22, 2006 

Hirth. Gary E. Phoenix. AZ Attorney Indefinite 
from 
February 22, 2006 

Madden. James G. Hudson.IL Attorney Indefinite 
from 
February 22, 2006 

Thomas. Robert C. Chicago,IL Attorney Indefinite 
from 
February 22, 2006 

Moore. Jr. William D. Libertyville. IL Attorney Indefinite 
from 
February 22, 2006 

Weil Jr.. John V Homewood. IL Attorney Indefinite 
from 
February 22. 2006 

Berlin. Marc [) Chicago.IL Attorney Indefinite 
from 
February 22, 2006 

Leoen,baull1. Henry Andover. MD Attorney Indefinite 
from 
February 22, 2006 
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Leonhart, Georgia L. Ocean View, DE Attorney Indefinite 
from 
February 22, 2006 

Wolf. Marvin H. Boynton Beach, FL Attorney Indefinite 
from 
February 22, 2006 

Dorsa, Lawrence R. Oceanside, CA Attorney Indefinite 
from 
February 23, 2006 

Battista Jr., Gerard F. Norwell, MA Attorney Indefinite 
from 
February 27, 2006 

Koehn, Charles R. Green Bay, WI Attorney Indefinite 
from 
February 2R, 2006 

Phillips. Claudia L. Oak Park, CA Attorney Indefinite 
from 
March 9, 2006 

Zarate, Gustavo A. Pasadena, CA Attorney Indefinite 
from 
March 9,2006 

Sehorling, Douglas D. Fresno, CA Attorney Indefinite 
from 
March 9, 2006 

Bowman Jr., John J. Gibsonia, PA Enrolled Agent Indefinite 
from 
March 9, 2006 

Jordan, Richard W. Austin. TX CPA Indefinite 
from 
March 9, 2006 

Rothenberg, Steven G. Kingston, NY Attorney Indefinite 
from 
March 24, 2006 

Osterloh, Douglas D. Boring, OR Attorney Indefinite 
from 
March 24, 2006 

Benevenia, Eugene Tucson, AZ Attorney Indefinite 
from 
March 24. 2006 

Krombach, Charles Brookfield, WI Attorney Indefinite 
from 
March 24. 2006 

Caldwell, David G. Austin, TX Attorney Indefinite 
from 
March 24. 2006 
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Name Address 

l\\ihel. David Lawrence, ~y 

Designation 

CPA 

Date of Suspension 

Indefinite 
from 
March 3 L 2006 

Suspensions From Practice Before the Internal Revenue 
Service After Notice and an Opportunity for a Proceeding 

Linder Title 31, Code of Federal Reg
ulation" Part Ill, after noticc and an op
portunity for a proceeding before an ad-

Namc Address 

ministrative law judge, the following indi
viduals have been placed under suspension 

Designation 

Fitzpatrick, Pamela Arroyo Grande, CA CPA 

from practice before the Internal Revenue 
Service: 

Effective Date 

November 14,2005 
to 
November 13,2009 

Disbarments From Practice Before the Internal Revenue 
Service After Notice and an Opportunity for a Proceeding 

Under Title 31, Code of Federal Regu- tunity for a proceeding before an adminis
lations. Part 10. after notice and an oppor- trative law judge, the following individu-

Name Address Designation 

Edgar. Richard A. Los Angeles. CA CPA 

Censure Issued by Consent 
Undcr Title 31. Codc of Federal Reg- or enrolled actuary, may offer his or her 

ulatiolls, Part I n. in lieu of a proceeding consent to the issuance of a censure. Cen
hcing instituted or continued, an attorney. sure is a public reprimand. 
certified puhlic accountant. enrolled agent. 

Name Addres, Designation 

I'mter. DOllald E. Burleson. TX CPA 

768 2006-1 C.B. 

als have been disbarred from practice be· 
fore the Internal Revenue Service: 

Effective Date 

October 3, 2005 

The following individuals have con
sented to the issuance of a Censure: 

Date of Censure 

February 10, 2006 



Resignations of Enrolled Agents 
Under Title 3 L Code of Federal Regu

lations, Part 10, an enrolled agent, in or
der to avoid the institution or conclusion 
of a proceeding for his or her disbarment 
or suspension from practice before the In-

Name 

Casagna, Ronald M. 

ternal Revenue Service, may offer his or 
her resignation as an enrolled agent. The 
Director, Office of Professional Responsi
bility, in his discretion, may accept the of
fered resignation. 

The Director. Office of Professional 
Responsibility, has accepted offers of res
ignation as an enrolled agent from the 
following indi viduals: 

Address Date of Resignation 

Tustin, CA November 25, 2005 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 47.-Rehabilitation 
Credit 

\ nolle'e ,1L1"'e' l'I'r'l\c'r, of l'c'rlain relid PH)

\ILIeLl b\ Ihe Secr,'tar) 10 la'[1a)er, ha\lng rehanil

il'IIIOIl credil [1mrcrt\ localeu II ithin the Gulf 01'

rOnUf1ll1 /"n,' I(ill /one). Ihe Rita GO Zone, or 

the \\ilmCl (iO ZOIl( afkcled ny HUITIc'unc, Katnna, 

Rlt,,- "r \Vilma III ~()()5 SeL' Notice ~()()h--'X. page 
777 

Section 417.-Definitions 
and Special Rules for 
Purposes of Minimum 
Survivor Annuity 
Requirements 
:;r, (FR 1.~171,,)(31-!. RClll/;r"d l'Il'llIIlllfloJl or 
(Ilililitied Illf/If lIl1d ~IIIT/\'or dili/llit\' lIlId (flU/fUled 
Ilrt I"("""t'III('1I1 'dIlT/I'Or (il/lIl1ilL 

T.D.9256 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Revised Regulations 
Concerning Disclosure of 
Relative Values of Optional 
Forms of Benefit 

AGENCY: Internal Revenue Service 
(IRS). Treasury. 

ACTION: Final regulations. 

SllMMARY: Thi, document contains 
final regulations under section 417(a)( 3) 
(1\ thl.' Intnnal Rnl.'nul.' Code concerning 
contl.'nt rl.'quirl.'1l1ents applicable to eX
planatiuns ()f qualified joint and survivor 
annuitic, and qualified preretirement sur
\ i\ nr ~lIlnuities payable under certain 
Il.'tlrl.'lIIl.'llt plail'>. Thl.'sl.' regulations affect 
'pon\ors. admi ni strators, participants. and 
hendiclarie\ (If certain retirement plans. 

DATES: fitl'<lil (' nUll'. These regulations 
arL' cfkL'li\ e March ~-l. ~()()6. 

1/'/'iil'ii/1Iiill [)Ulcs: The changes to 
~1-+IlIl'II-~O.-\-36. amI ~1417(a~(3)-1 
al'pl~ d' if they had heL'n included in TO. 
lJ(llJlJ. ~O()4-1 CB. ~55 16~ FR 701411. 
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The change to *1.40I(a)-20, Q&A-16. 
applies a, if it had been included in T.D. 
~219. 1988-2 C.B. 48 [53 FR 31837]. 

FOR FURTHER INFORMATION 
CONTACT: Bruce Perlin or 
Linda Marshall at (202) 622-6090 
(not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collections of information con
tained in these final regulations have been 
previously reviewed and approved by the 
Office of Management and Budget in ac
cordance with the Paperwork Reduction 
Act of 1995 (44 U.S.c. 3507(d)) under 
control number 1545-0928. 

An agency may not conduct or sponsor, 
and a person is not required to respond to. a 
collection of information unless it displays 
a valid control number assigned by the Of
fice of Management and Budget. 

Books or records relating to a collection 
of information must be retained as long 
as their content, may become material in 
the administration of any internal revenue 
law. Generally. tax returns and tax return 
information are confidential, as required 
by 26 USc. 6103. 

Background 

Section 417(a) provides rules under 
which a participant (with spousal consent) 
may elect to receive benefits in a form 
other than a qualified joint and survivor 
annuity (QJSA), including rules relating 
to required distributions. Specifically, 
section 417(a)(3) provides that a plan 
must provide to each participant, within 
a reasonable period before the annuity 
starting date. a written explanation that 
includes the following information: (I) 
the terms and conditions of the QJSA: (2) 
the participant's right to make an election 
to waive the QJSA form of benefit: (3) the 
effect of wch an election; (4) the rights of 
the participant's spouse: and (5) the right 
to revoke an election to waive the QJSA 
form of benefit. 

Section 205 of the Employee Re
tirement Income Security Act of 1974 

(ERISA). Puhlic Law l)3--H16 (88 Stat. 
~29). as subsequently amended. provides 
rules that arc parallel to the ruks of sec
tions 401(a)( II) and 417 of the Internal 
Revenue Code (Code). In particular. sec
tion 205(c)(J) of ERISA provides a rule 
parallel to the rule of section 417(a)(3) of 
the Code. 

Section 1.401(a)-20. which provides 
rules governing the requirements for a 
waiver of the QJSA. was published in 
the Federal Register on August 19. 1988 
(TO. 8219) (53 FR 31837l. effective 
August 22. 1988. Section 1.401(a)-20, 
Q&A-36, as published in 1l)88. set forth 
requirements for the explanation that must 
be provided under section 417(a)(3) as a 
prerequisite to waiver of a QJSA. Under 
those requirements. such a written expla
nation must contain a general description 
of the eligibility conditions and other ma
terial features of the optional forms ot 
benefit and sufficient additional informa
tion to explain the relative values of the 
optional forms of benefit available under 
the plan (e.g .• the extent to which optional 
fOnTIS arc subsidized relative to the normal 
form of benefit or the interest rates used to 
calculate the optional forms). In addition. 
§IA01(a)-20, Q&A-36. as published in 
1988. provided that the written explana
tion must comply with the requirements 
set forth in § lAOI(a)-1 l(c)(3). Section 
1.401(a)-II(e)(3), which was issued prior 
to the enactment of section 417. provides 
rules relating to written explanations that 
were required prior to a participant's elec
tion of a preretirement survivor annuity 
or election to waive a joint and survivor 
annuity. Section 1.401(a)-ll(c)(3)(i)(C) 
provides that such a written explanation 
must contain a general explanation of the 
relative financial effect of these elections 
on a participant's annuity. 

For a married participant. the QJSA 
must be at least as valuable as any other 
optional form of benefit payable under the 
plan at the same time. See § 1.40 I (a)-20. 
Q&A-16. Further. the anti-forfeiture rules 
of section 411(a) prohibit a participant's 
henefit under a defined benefit plan from 
being satisfied through payment of a form 
of benefit that is actuarially less valuable 
than the value of the participant's accrued 



benefit expressed in the form of an an
nual benefit commencing at normal retire
ment age. These determinations must be 
made using reasonable actuarial assump
tions. However. see section 417(e)(3) and 
§1.417(e)-I(d) for actuarial assumptions 
required for use in certain present value 
calculations. 

Final regulations under section 
417(a)(3) regarding disclosure of the rela
tive value and financial effect of optional 
forms of benefit as part of QJSA expla
nations provided to participants receiv
ing qualified retirement plan distributions 
were published in the Federal Register on 
December 17, 2003. See §IAI7(a)(3)-1 
(68 FR 70141). The 2003 regulations are 
generally effective for QJSA explanations 
provided with respect to annuity starting 
dates beginning on or after October 1, 
2004. 

The 2003 regulations were issued m 
response to concerns that, in certain 
cases, the information provided to par
ticipants under section 417(a)(3) regard
ing available distribution fOnTIS pursuant 
to §IAOl(a)-20, Q&A-36, did not ad
equately enable them to compare those 
distribution forms without professional 
advice. In particular, participants who 
were eligible for early retirement benefits 
in the form of both subsidized annuity 
distributions and unsubsidized single-sum 
distributions may have been receiving ex
planations that do not adequately disclose 
the value of the suhsidy that is foregone if 
the single-sum distribution is elected. In 
such a case, merely disclosing the amount 
of the single-sum distribution and the 
amount of the annuity payments would 
not adequately enable a participant to 
make an informed comparison of the rel
ative values of those distribution forms. 
The 2003 regulations addressed this prob
lem, as well as the problem of disclosurc 
in other cases where there are significant 
differences in value among optional forms, 
and also clarified the rules regarding the 
disclosure of the financial effect of benefit 
payments. 

A number of commentators requested 
that the effective date of the 2003 reg-

ulations be postponed. Among the rea
sons cited was the need in some plans for 
sponsors to complete an extensive review 
and analysis of optional forms of benefit 
in order to prepare proper comparisons of 
the relative values uf those optional forms 
to the QJSA. After consideration of these 
comments, the IRS issued Announcement 
2004-58, 2004-2 C.B. 66, which post
poned the effective date of the 2003 reg
ulations under * lAI7(a)(3 )-1 for certain 
QJSA explanations. 

Consistent with Announcement 
2004-58, proposed regulations 
(REG-152914-04, 2005-9 I.R.B. 
650 [70 FR 4058]) were published in the 
Federal Register on January 28, 2005, 
to provide that the 2003 regulations are 
generally effective for QJSA explanations 
provided with respect to annuity starting 
dates beginning on or after February I, 
2006. On August 24, 2005, the IRS held 
a public hearing on the proposed regula
tions. Written comments responding to 
the notice of proposed rulemaking were 
also received. After consideration of all 
the comments, the proposed regulations 
are adopted, as amended by this Treasury 
decision. The revisions are discussed 
below. 

Under section 101 of Reorganization 
Plan No.4 of 1978 (43 FR 47713), the Sec
retary of the Treasury has interpretive ju
risdiction over ERISA provisions that are 
parallel to the Code provisions addressed 
in these regulations. Therefore, these reg
ulations apply for purposes of the paral
lel rules in section 205(c)(3) of ERISA, as 
well as for section 417(a)(3) of the Code. 

Explanation of Provisions 

As provided in the 2005 proposed regu
lations, these final regulations provide that 
the 2003 regulations are generally effec
tive for QJSA explanations provided with 
respect to annuity starting dates beginning 
on or after February 1, 2006. However. 
these regulations retain the effective date 
for §1.417(a)(3)-1 under the 2003 regula
tions for explanations with respect to any 
optional form of benefit that is subject to 
the requirements of section 417(e)(3) if 

the actuarial present value of that optional 
form is less than the actuarial present \',tlue 
(as determined under section 417(e)(3)) of 
the QJSA. Thus, for example, a QJSA ex
planation provided with respect to an an
nuity starting date on or after October I. 
2004, must comply with *1.417(a)(3)-1 to 

the extent that the plan provides for pay
ment to that participant in the form of a sin
gle-sum distribution that does not retlect 
an early retirement subsidy available under 
the QJSA. If the October I. 2004. effective 
date applies to an optional form of benefit, 
the plan must disclose the relative value 
of the optional form of benefit compared 
to the value of the QJSA for the partici
pant even if the plan provides a disclosure 
of relative values that is not tailored to the 
participant's marital status. Accordingly, 
if a plan provides a relative value disclo
sure based on the single life annuity (the 
QJSA for a single participant) to a mar
ried participant, the plan must also include 
a comparison of the value of the QJSA to 
the value of the single life annuity. 

To illustrate the application uf the mod
ified effective date of *1.417(a)(3)-1. the 
2005 proposed regulations cuntained a list 
of examples of optional forms of benefit 
that are subject to the minimum present 
value requirements of section 417(e)(3), 
and included a social security level in
come option in that list. I A social secu
rity level income option is the payment 
of a participant's benefit in the form of 
an annuity with larger payments in ear
lier years before an assumed social se
curity commencement age to provide the 
participant with approximately level re
tirement income when the assumed su
cial security payments arc taken into ac
count. Several commentators expressed 
disagreement with the inclusion of social 
security level income options in the list 
of benefits that are subject to the mini
mum present value requirements of sec
tion 417(e)(3), based on their view that a 
social security level income option is not 
subject to those requirements. Commen
tators requested that this interpretation be 
withdrawn or, alternati vely, that it be the 
subject of a separate rulemaking process 

I SeCiion 1.4171e )-Ild lin) provides Ihal Ihe minimum present value requirements of ,"ction .j 171e)(31 do not apply to the amount of a distribution paid in Ihe form of an annual hcncftl Ilw 

d()e~ not decrea-.,e during the life of the partICipant. or that decrea~e~ during the life of the participunt merely becau"e of the death \)f th~ "urvi\'or annuitant or Ih(' (c"~atJOn or r~dllctl{\n (If 
social ,ecurity Sllpplemenls or qualified disability benefit>. A social security supplement is defined in * IAlllal-7Ic)I-l) as " henefit for plan pantcipants that commences hefore the age ,lOll 

terminates at the age when participant~ afe entitled to old-age Insurance benefih. unreduced on account of age, under title II of the SOL'lal Secunty Act. and oot''> not exceed ,>uch old-age 

insurance benefit. Under ~lTtion411{a!(l)) and ~1.4II(a)-7(c)14). a plan'~ carly retirement hCllcfit (and. therefore, a plan· .... norm:lI rctll"cment henefil) I.., deterrnin~d \\'illiollt rl'gJrlJ to ~1""()I..'lal 

security supplement. 
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to allow adeljuale notice and comment. 
In addition. commentators objl:cted to the 
placement of the~e exalllple~ in the effec
tive date provi,ion~ of the rdati\'t~ \'alue 
regulations rather than in the regulations 
regarding the mlllimum prc~ent value re
ljuireI11enh of section 4 I7l c)(:1)' 

These final regulations do not include a 
I ist of examples of optional fmms of bene
fit that are subject to the minimulll present 
\alue reljuirements of section 417(ej(:1) 
in the pw\'isions regarding the effective 
date of these regulations, The omission 
of thi~ li,t renects agreement with com
mentators that this is not the appropriate 
placement for guidance regarding the min
imum present value reljuirements of sec
tion 417(e)U). Section 1.417(eH(d)(6) 
identifies the types of payments that are 
not subject to the minimum present value 
requirements of section 417(ej(:1), Under 
~ I.-t 17(1' )-I(d)(6)(ii)( B). the minimum 
present value requirements of section 
417(1.')(3) do not apply to the amount of 
a distribution paid in the form of an an
nual benefit that decreases during the life 
of the participant merely because of the 
cessation or reduction of social security 
supplements, However. no such exemp
tion applies to social security level income 
options, 

As under the 200S proposed regula
tions. these final regulations include a 
special rule that enables a plan to use the 
delayed effective date rule even if there 
arc minor diffcrcnccs bctwecn thc value 
of an optional form and the value of the 
QJSA for a married participant that are 
caused by thc calculation of thc amount of 
the optional form of benefit based on the 
life annuity rather than on the QJSA, Un
der this special rule. solely for purposes of 
the effective date provisions. the actuarial 
present yalue of an optional form is treated 
a, not being less than the actuarial present 
\alue of the QJSA if the following two 
l'llllditillm, arc met. First. using the appli
cable interest rate and applicable mortality 
table under *1.417(el-l(d)(2) and (:11. the 
actuarial present \alue of that optional 
form i, not less than the actuarial present 
\ ,due of the QJSA for an unmarried partic
ipant Second. using reasonable actuarial 
a"umptions. the actuarial pre~ent yalue of 
Ihe QJS,-\ for an unmarried participant is 
nlll Ie" th,lIl the actuarial present \alue of 
Ihe QJSA ftlr a married participant. 
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Like the 2005 proposed regulations. 
these final regulations modify the 20m 
regulations in two other respects, First. for 
purposes of disclosing the normal form of 
henefit as part of a disclosure made in the 
form of generally applicable information. 
reasonable estimates of the type permitted 
to he used to disclose participant-specific 
information may be used to determine the 
normal form of benefit. but only if the 
plan follows the requirements applicable 
to reasonable estimates used in disclos
ing participant-specific information (such 
as offering a more precise calculation 
upon request and revising previously of
fercd information consistent with the more 
precise information). Second. a QJSA 
explanation does not fail to satisfy the 
requirements for QJSA explanations made 
in thc form of disclosures of generally 
applicable information merely because 
the QJSA explanation contains an item of 
participant-specific information in place 
of the corresponding generally applicable 
information, 

In response to the 2005 proposed regu
lations. commentators requested a number 
of othcr modifications to the 2003 regula
tions that were not addressed in the 2005 
proposed regulations. These regulations 
adopt a number of these suggestions, 

To address questions raised by com
mentators. these regulations clarify which 
optional forms of benefit that are available 
with retroactive annuity starting dates are 
required to be covered in a QJSA explana
tion. Under these regulations. a QJSA ex
planation must provide the required infor
mation with rcspect to each of the optional 
forms of benefit presently available to the 
participant (i.e,. optional forms of bene
fit for which the QJSA explanation applies 
that have an annuity starting date after the 
providing of the QJSA explanation and op
tional forms of benefit with retroactive an
nuity starting dates that are available with 
payments commencing at that ,arne time). 
In addition. these regulations clarify that 
the disclosure of the financial effect of an 
optional form of benefit (including a ben
efit available with a retroactive annuity 
starting date) must describe the amounts 
and timing of payments to the participant 
under the form of benefit during the partic
ipant's lifetime. and the amounts and tim
ing of payments after the death of the par
ticipant. 

Some commentators expressed con
cerns o\,er the fact that the regulations 
permit any optional form of benefit that is 
at least 95';( as \'aluable as the QJSA for 
a married participant to be described as 
approximately equal in \alue to the QJSA. 
e\ en if that optional form of benefit is sub
stantially more \aluahle than the QJSA 
These commentators expressed concerns 
rcgarding compliance with the standards 
of professional conduct for actuaries and 
recommended that the regulations prohibit 
employers from providing information 
to participants that is misleading, Com
mentators also objected to the difference 
between this rule and the rule for disclo
sures of relative values in comparison to 
the single life annuity. under which op
tional forms of benefit can be disclosed as 
approximately equal in value to the single 
life annuity only if all optional forms are 
within a range of 95% to 102.5% of the 
value of the single life annuity, 

To address these concerns, these regu
lations provide that the relative value of 
all optional forms of benefit that have an 
actuarial present value that is at least 95% 
of the actuarial present value of the QJSA 
and no greater than 105% of the actuarial 
present value of the QJSA is permitted 
to be described by stating that these op
tional forms of benefit are approximately 
eljual in value to the QJSA, or that all of 
these forms of benefit and the QJSA are 
approximately equal in value. Thus, op
tional forms of benefit that have greater 
differences in present value may not be de
scribed as having approximately the same 
value. Moreover, this rule applies regard
less of whether the comparison is made 
to the QJSA for married participants or 
the QJSA for unmarried participants, To 
give employers sufficient time to perform 
the additional calculations that may be re
quired to implement this rule. a special ef
fective date applies so that this change to 
the regulations need not be applied for dis
closures made before 2007, 

Some commentators requested clarifi
cation regarding the reasonable actuarial 
assumptions that can be used to compare 
the value of an optional form of benefit 
to thc value of the QJSA if that optional 
form of benefit is not subject to the min
imum present value requirements of sec
tion 417(e)(3). In response. these regula
tions clarify that. for this purpose, the rea
sonableness of interest and mortality as-



sumptions is determined without regard to 
the circumstances of the individual partic
ipant. In addition, the applicable mortality 
table and the applicable interest rate as de
fined in §1.417(e)-I(d)(2) and (3) are con
sidered reasonable actuarial assumptions 
for this purpose and thus are permitted (but 
not required) to be used. 

Commentators requested that simpli
fied disclosures of financial effect and 
relative value be permitted under cer
tain circumstances to enable employers 
to make that information more useful for 
participants in certain cases in which the 
plan would otherwise be required to pro
vide a confusing array of information to 
a participant. To address these concerns, 
these regulations permit simplified pre
sentations of financial effect and relati ve 
value for a plan that offers a significant 
number of substantially similar optional 
forms of benefit, and also permit simpli
fied presentations of relative value and 
financial effect for a plan that permits the 
participant to make separate benefit elec
tions with respect to parts of a benefit. 

If a plan offers a significant number 
of substantially similar optional forms of 
benefit and disclosing the financial effect 
and relative value of each such optional 
form of benefit would providc a level of 
detail that could be overwhelming rather 
than helpful to participants, then the finan
cial effect and relative value of those op
tional forms of benefit can be disclosed 
by explaining the relative value and finan
cial effect of a representative range of ex
amples of those optional forms of bene
fit. For purposes of this rule, optional 
forms of benefit are substantially similar if 
those optional forms of benefit are identi
cal except for a particular feature or fea
tures (with associated adjustment factors) 
and the feature or features vary linearly. 
For example, if a plan offers joint and sur
vivor annuity options with survivor pay
ments available in all whole number per
centages between 50% and 100%, those 
joint and survivor annuity options are sub
stantially similar. Similarly, if a partici
pant is entitled under the plan to receive 
a particular form of benefit with an annu
ity starting date that is the first day of any 
month beginning three years before com
mencement of a distribution and ending on 
the date of commencement of the distri
bution, those forms of benefit are substan
tially similar. 

A range of examples with respect to 
substantially similar optional forms of 
benefit as permitted under this rule is rep
resentative only if it includes examples 
illustrating the relative value and financial 
effect of the optional forms of benefit that 
reflect each varying feature at both ex
tremes of its linear range. plus at least one 
example illustrating the relative value and 
financial effect of the optional forms of 
benefit that reflects each varying feature 
at an intermediate point. However, if one 
intermediate example is insutlicient to 
illustrate a pattern of variation in relati ve 
value with respect to a varying feature, 
examples that are sufficient to illustrate 
the pattern must be provided. Thus. for 
example, if a plan offers joint and survivor 
annuity options with survivor payments 
available in all whole number percentages 
between 50% and 100%, and if all such 
optional forms of benefit would be per
mitted to be described as approximately 
equal in value, the plan could satisfy the 
requirement to disclose the relative value 
and financial effect of a representative 
range of examples of those optional forms 
of benefit by disclosing the relative value 
and financial effect with respect to the 
joint and 50% survivor annuity, the joint 
and 75% survivor annuity, and the joint 
and 100% survivor annuity. 

If the plan permits a participant to make 
separate benefit elections with respect to 
two or more portions of the participant's 
benefit, the description of the financial ef
fect and relative values of optional forms 
of benefit can be made separately for each 
such portion of the benefit, rather than for 
each optional form of benefit (i.e., each 
combination of possible elections). 

As under the 2005 proposed regula
tions, these regulations include a change 
to § 1.40 I( a)-20, Q&A-16, to clarify the 
interaction of the rule prohibiting a plan 
from providing an option to a married in
dividual that is worth more than the QJSA 
with the requirement that certain optional 
forms of benefit be calculated using spec
ified actuarial assumptions. Under that 
clarification, a plan would not fail to sat
isfy the requirements of § lAO I (a)-20, 
Q&A-16, merely because the amount 
payable under an optional form of benefit 
that is subject to the minimum present 
value requirement of section 417(e)(3) is 
calculated using actuarial assumptions set 
forth in section 4l7(e)(3) (i.e., the appli-

cable interest rate and. for periods that arc 
required. the applicable mortality table). 

Dates of Applicability 

As discussed above under the head
ing Explanation ()f Prol'isions. these 
regulations retain the effective date for 
§ IAI7(a)(3 )-1 under the 2003 regulations 
(i.e., QJSA explanations with respect to 
annuity starting dates on or after October 
I, 2004) for explanations with respect to 
any optional form of benefit that is subject 
to the requirements of section 417(c)(3) if 
the actuarial present value of that optional 
form is less than the actuarial present value 
(as determined under section 417(e)(3) 
of the QJSA. See §IA17(a)(3)-1(f)(2). 
Thus, for example, a QJSA explanation 
provided with respect to an annuity start
ing date on or after October I, 2004, must 
comply with § IAI7(a)(3)-1 to the extent 
that the plan provides for payment to that 
participant in the form of a single-sum 
distribution that does not renect an early 
retirement subsidy available under the 
QJSA. 

As under the 2005 proposed regula
tions, these final regulations defer the 
effective date of the 2003 regulations 
with respect to all other QJSA explana
tions. Under these final regulations, thc 
2003 regulations (as amended by these 
regulations) generally apply to a QJ SA 
explanation with respect to any distribu
tion with an annuity starting date that is 
on or after February I. 2006. However, 
the change to §IAI7(a)(3)-I(c)(2)(iii)(C) 
(relating to disclosures of optional forms 
of benefit that are approximately equal in 
value to the QJSA) is not required to be 
applied to QJSA explanations provided 
before January I, 2007. 

A reasonable, good faith effort to com
ply with these regulations will be deemed 
to satisfy the requirements of these regula
tions for QJSA explanations provided be
fore January I, 2007 (except with respect 
to any portion of a QJSA explanation that 
is subject to the earlier effective date rule 
of §IA17(a)(3)-I(f)(2». For this purpose. 
a reasonable, good faith effort to comply 
with these regulations includes substantial 
compliance with the 2003 regulations. 

These regulations do not change the ef
fective date of the 2003 regulations with 
respect to QPSA explanations. TllU~. the 
2003 regulations continue to apply to any 
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QPSA explanation provided on or after 
July 1.2004. 

The change to ~IA01(a)-20. Q&A-16 
(clarifying that a plan does not fail to 

satisfy the requirements of Q&A-16 as 
a result of complying with the minimum 
present value requirements of section 
-H7(e)(3)1. applies as if it had heen in
cluded in the 1988 regulations (T.D. 8219. 
53 FR 31837). 

Special Analyses 

It has been determined that this Trea
sury Decision is not a significant regula
tory action as defined in Executive Or
der 12866. Therefore. a regulatory assess
ment is not required. It is hereby cer
tified that the collection of information 
in these regulations will not have a sig
nificant economic impact on a substantial 
number of small entities. This certifica
tion is based upon the fact that qualified 
retirement plans of small businesses typi
cally commence distribution of benefits to 
few. if any. plan participants in any given 
year and, similarly. only offer elections 
to waive a QPSA to few. if any. partic
ipants in any given year. Thus, the col
lection of information in these regulations 
will only have a minimal economic im
pact on most small entities. Therefore, an 
analysis under the Regulatory Flexibility 
Act (5 U.s.c. chapter 6) is not required. 
Pursuant to section 7805(f) of the Code. 
the notice of proposed rulemaking preced
ing these regulations was submitted to the 
Small Business Administration for com
ment on its impact on small business. 

Drafting Information 

The principal authors of thcsc 
regulations are Bruce Perlin and 
Linda S.F. Marshall of the Office of the Di
vision Counsell Associate Chief Counsel 
(Tax Exempt and Government Entities). 
However. other personnel from the IRS 
and Trcasury participatcd in their devel
opment. 

* * * :8; * 

Amendments to the Regulations 

Accordingly. 26 CFR part 1 is amended 
as fo\\O\\ s: 
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PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read, in part, as follows: 

Authority: 26 U.s.c. 7805 * * * 
Par. 2. Section 1.401 (a)-20 is amended 

by: 
I. Adding a sentence to the end of 

Q&A-16. 
! Adding a sentence to the end of 

Q&A-36. 
The additions read as follows: 

.Ii 1.401 (a )-20 Reqlli remellts of qualified 
joillt alld sun'ivor annuity and qualified 
preretirement sun'ivor annuity. 

* * * '" * 
A-16 * * * A plan does not fail to 

satisfy the requirements of this Q&A-16 
merely because the amount payable under 
an optional form of benefit that is subject 
to the minimum present value requirement 
of section 417(e)(3) is calculated using the 
applicable interest rate (and, for periods 
when required. the applicable mortality ta
ble) under section 417(e)(3). 

* * * * * 
A-36 * * * However, the rules of 

§ 1.401 (a)-20, Q&A-36, as it appeared 
in 26 CFR Part 1 revised April I, 2003, 
apply to the explanation of a QJSA under 
section 417(a)(3) for an annuity starting 
date prior to February 1,2006. 

* * * * * 
Par. 3. Section 1.417(a)(3)-1 IS 

amended by: 
I. Revising the parenthetical in para

graph (c)(1). 
2. Revising the parenthetical in para

graph (c)(l)(iii). 
3. Removing the language "paragraph 

(c)(3)(iii) of' from paragraph (c)(2)(ii)(A). 
4. Revising paragraph (c)(2)(iii)(C). 
5. Adding two sentences to the end of 

paragraph (c)(2)(iv)(B). 
6. Adding paragraph (c)(5). 
7. Adding a sentence to the end of para

graph (d)(2)(ii). 
R. Adding paragraph (d)(5). 
9. Revising paragraph (ii) of Example 

(4) in paragraph (e) by removing the lan
guage "paragraph (c)(2)(ii) of this section" 
and adding "paragraph (c)(2)(iii) of this 
section" in its place. 

10. Revising paragraph (tl 
The additions and revisions read as fol

lows: 

§ 1.·n 7( a )( 3 )-1 Requ ired expl alia tion of 
qllalified join! and slIrl"imr allflllit." and 
lJualified preretirel1lellt SII/Til'Or anlll/iTy. 

* * * * * 
(c) Participant-specific illji)J"lllatioll 

required to be prol"ided-( I) 111 gelleral. 
* * * (i. e .. optional forms of benefit for 
which the QJSA explanation applies that 
have an annuity starting date after the 
providing of the QJSA explanation and 
optional forms of benefit with retroactive 
annuity starting dates that are available 
with payments commencing at that same 
time) * * * 

* * * * * 
(iii) * * * (i.e., the amounts and tim

ing of payments to the participant under 
the form of benefit during the participant's 
lifetime, and the amounts and timing of 
payments after the death of the participant) 

* * * 
(2) * * * 
(iii) * * * 
(C) Special rule for optional jomls oj 

benefit that are close ill value to the QJSA. 
The relative value of all optional forms 
of benefit that have an actuarial present 
value that is at least 95% of the actuarial 
present value of the QJSA and no greater 
than 105 % of the actuarial present value of 
the QJSA is permitted to be described by 
stating that those optional forms of bene
fit are approximately equal in value to the 
QJSA, or that all of those forms of benefit 
and the QJSA are approximately equal in 
value. 

* * * * * 
(iv) * * * 
(B) * * * For this purpose, the rea

sonableness of interest and mortality as
sumptions is determined without regard to 
the circumstances of the individual partic
ipant. In addition. the applicable mortality 
table and the applicable interest rate as de
fined in §1.417(e)-I(d)(2) and (3) are con
sidered reasonable actuarial assumptions 
for this purpose and thus are permitted (but 
not required) to be used. 

* * * * * 
(5) Simplified presentations offinancial 

effect and relative value to ellhallce clarity 
jar participants-(i) In general. This para
graph (c)(5) permits certain simplified pre
sentations of financial effect and relative 
value of optional forms of benefit to per
mit more useful presentations of informa-



tion to be provided to participants in cer
tain cases in which a plan offers a range 
of optional forms of benefit. Paragraph 
(c)(5)(ii) of this section permits simplified 
presentations of financial effect and rela
tive value for a plan that offers a significant 
number of substantially similar optional 
forms of benefit. Paragraph (c)(5)(iii) of 
this section permits simplified presenta
tions of financial effect and relative value 
for a plan that permits the participant to 
make separate benefit elections with re
spect to parts of a benefit. 

(ii) Disclosure for plans offering a sig
nificant number of substantially similar 
optional forms ofbenefit-(A) III general. 
If a plan offers a significant number of 
substantially similar optional forms of 
benefit within the meaning of paragraph 
(c)(5)(ii)(B) of this section and disclosing 
the financial effeet and relative value of 
each such optional form of benefit would 
provide a level of detail that could be over
whelming rather than helpful to partici
pants, then the financial effect and relative 
value of those optional forms of benefit 
can be disclosed by disclosing the relative 
value and financial effect of a representa
tive range of examples of those optional 
forms of benefit as described in paragraph 
(c)(5)(ii)(e) of this section if the require
ments of paragraph (c)(5)(ii)(D) of this 
section (relating to additional information 
available upon request) are satisfied. 

(B) Substantially similar optional forms 
of benefit. For purposes of this paragraph 
(c)(5)(ii), optional forms of benefit are 
substantially similar if those optional 
forms of benefit are identical except for a 
particular feature or features (with associ
ated adjustment factors) and the feature or 
features vary linearly. For example, if a 
plan offers joint and survivor annuity op
tions with survivor payments available in 
every whole number percentage between 
50% and 100%, those joint and survivor 
annuity options are substantially similar 
optional forms of benefit. Similarly, if a 
participant is entitled under the plan to 
receive a particular form of benefit with 
an annuity starting date that is the first 
day of any month beginning three years 
before commencement of a distribution 
and ending on the date of commencement 
of the distribution, those forms of benefit 
are substantially similar optional forms of 
benefit. 

(e) Representative f"{lI1{?e of examples. 
A range of examples with respect to sub
stantially similar optional forms of benefit 
as permitted under this paragraph (c)(5) is 
representative only if it includes examples 
illustrating the financial effect and relative 
value of the optional forms of benefit that 
reflect each varying feature at both ex
tremes of its linear range, plus at least one 
example illustrating the financial effect 
and relative value of the optional forms of 
benefit that reflects each varying feature 
at an intermediate point. However, if one 
intermediate example is insufficient to il
lustrate the pattern of variation in relative 
value with respect to a varying feature, ex
amples sufficient to illustrate such pattern 
must be provided. Thus, for example, if a 
plan offers joint and survivor annuity op
tions with survivor payments available in 
every whole number percentage between 
50% and 100%, and if all such optional 
forms of benefit would be permitted to he 
disclosed as approximately equal in value 
as described in paragraph (c)(5)(ii)(B) 
of this section, the plan could satisfy the 
requirement to disclose the financial ef
fect and relative value of a representative 
range of examples of those optional forms 
of benefit by disclosing the financial effect 
and relative value with respect to the joint 
and 50% survivor annuity, the joint and 
75% survivor annuity, and the joint and 
100% survivor annuity. 

(D) Requirement to provide informa
tion with respect to other optiollalforms of 
benefit upon request. If a QJSA explana
tion discloses the financial effect and rela
tive value of substantially similar optional 
forms of benefit by disclosing the financial 
effect and relati ve value of a representati ve 
range of examples in accordance with this 
paragraph (c)(5)(ii), the QJSA explanation 
must explain that the plan will, upon the re
quest of the participant, disclose the finan
cial effect and relative value of any partic
ular optional form of benefit from among 
the substantially similar optional forms of 
benefit and the plan must provide the par
ticipant with the financial effect and rel
ative value of any such optional form of 
henefit if the participant so requests. 

(iii) Separate presentations permitted 
fur elections that apply to parts of a ben
efit. If the plan permits the participant to 
make separate benefit elections with re
spect to two or more portions of the partici
pant's benefit, the description of the finan-

cial effect and relative value~ of optional 
forms of benefit can he made separately for 
each such portion of the benefit, rather than 
for each optional form of benefit (i.e., each 
combination of possible elections). 

(d) * * * 
(2) * * * 
(ii) Actual belle/it IIlIIST be disclosed. 

* * * Reasonable estimates of the type de
scribed in paragraph (c)(3)(i) of this sec
tion may be used to determine the amount 
payable to the participant under the normal 
form of benefit for purposes of this para
graph (d)(2)(ii) if the requirements of para
graphs (c)(3)(ii) and (iii) of this section are 
satisfied with respect to those estimates. 

* * * * * 
(5) Use ofparricipant-specijic infor/lw

lion in generali::.ed notice. A QJSA expla
nation does not fail to satisfy the require
ments of this paragraph (d) merely because 
it contains an item of participant-specific 
information in place of the corresponding 
generally applicable information. 

* * * * * 
(f) Effectil'e date-( I) Geneml effec

til'e date for QJSA explanations-(i) In 
general. Except as otherwise provided in 
this paragraph (f), this section applies to a 
QJSA explanation with respect to any dis
tribution with an annuity starting date that 
is on or after February I, 2006. 

(ii) Reasonable, good faith transition 
rule. Except with respect to any portion 
of a QJSA explanation that is subject to 
the earlier effective date rule of paragraph 
(0(2) of this section, a reasonable, good 
faith effort to comply with these regula
tions will be deemed to satisfy the require
ments of these regulations for QJSA expla
nations provided beforc January I, 2007, 
with respect to distributions with annu
ity starting dates that are on or after Feb
ruary I, 2006. For this purpose, a rea
sonable, good faith effort to comply with 
these regulations includes substantial com
pliance with * IAl7(a)(3 )-1 as it appeared 
in 26 eFR Part 1 revised April 1. 2004. 

(2) Special effectil'e dute .If)/" cerwin 
QJSA explanatiolls-( i) Applicatioll to 
QJSA explunations with respect to cer

tain optional fOrtlls that are less )'(Iluable 
than the QJSA. This section also applies 
to a QJSA explanation with respect to 
any distribution with an annuity starting 
date that is on or after October I. 2004. 
and before February I, 2006, if the actu-
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arial present value of any optional form 
of benefit that is subject to the require
mcnts of section 417(e)(3) is less than 
the actuarial present value (as determined 

under * I A17(e)-I(d)) of the QJSA. For 
purposes of this paragraph (f)(2)(i), the 
actuarial present value of an optional form 
is treated as not less than the actuarial 
present value of the QJSA if-

(A) Using the applicable interest rate 
and applicable mortality table under 
~ IAI7(e)-l(d)(2) and (3), the actuarial 
present value of that optional form is not 
less than the actuarial present value of the 
QJSA for an unmarried participant: and 

(B) Using reasonable actuarial assump
tions, the actuarial present value of the 
QJSA for an unmarried participant is not 
less than the actuarial present value of the 
QJSA for a married participant. 

(ii) Reqllirement 10 disclose differences 
ill mille Fir certain optional forms. A 
QJSA explanation with respect to any dis
tribution with an annuity starting date that 
is on or after October L 2004, and before 
February I, 2006, is only required to be 
provided under this section with respect 
to-
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(A) An optional form of benefit that 
is subject to the requirements of section 
417(e)(3) and that has an actuarial present 
value that is less than the actuarial present 
value of the QJSA (as described in para
graph (f)(2)(i) of this section); and 

(8) The QJSA (determined without ap
plication of paragraph (c )(2)(ii) of this sec

tion). 
(iii) Application 10 QJSA explanations 

with respect to optional forms that are 
approximately equal il1 value to the QJSA. 
Paragraph (c)(2)(iii)(C) of this section, 
relating to disclosures of optional forms of 
benefit that are permitted to be described 
as approximately equal in value to the 
QJSA, is not applicable to a QJSA expla
nation provided before January 1, 2007. 
However, § 1.417(a)(3)-I(c)(2)(iii)(C), as 
it appeared in 26 CFR part 1 revised April 
I, 2004, applies to a QJSA explanation 
with respect to any distribution with an 
annuity starting date that is on or after Oc
tober 1, 2004, and that is provided before 
January 1,2007. 

(3) Annuity starting date. For purposes 
of paragraphs (f)( 1) and (2) of this section, 
in the case of a retroactive annuity starting 

date under section 417(a)(7). as described 
in § 1.4 I 7(e)-l(b)(3)(vi), the date of com
mencement of the actual payments based 
on the retroactive annuity starting date is 
substituted for the annuity starting date. 

(4) Effecti!'e date fiJI' QPSA e.\planQ
tions. This section applies to any QPSA 
explanation provided on or after July 1. 
2004. 

Mark E. Matthews, 
Deputy Commissioner for 
Sen!ices and Enforcemellt. 

Approved March 15, 2006. 

Eric Solomon, 
Acting Deputy Assistant 

Secretary of the Treasury. 

(Filed by the Office of the Federal Register on March ~3. 
2006. 8:45 a.m .. and published in the imle of the Federal 
Registerfor March 24, 2006, 71 F.R. 14798) 



Part III. Administrative, Procedural, and Miscellaneous 
Rehabilitation Projects 
Located in Areas Affected by 
2005 Gulf Hurricanes 

Notice 2006-38 

I. PURPOSE 

This notice is to advise taxpayers of cer
tain relief provided by the Secretary to tax
payers having rehabilitation credit prop
erty located within the Gulf Opportunity 
Zone (GO Zone), the Rita GO Zone, or the 
Wilma GO Zone affected by Hurricanes 
Katrina, Rita, or Wilma in 2005. 

II. BACKGROUND 

Section 38(b) of the Internal Rcvenue 
Code provides a credit against income 
taxes for certain busincss credits, includ
ing the investment credit determined under 
§ 46. 

Section 46 provides that, for purposes 
of § 38, the amount of the investment credit 
includes the rehabilitation credit. 

Section 47(a)( I) provides that the re
habilitation credit for any taxable year 
includes an amount equal to 10 percent of 
the qualified rehabilitation expenditures 
with respect to any qualified building 
other than a certified historic structurc. 
Section l400N(h)( 1), added by section 

101 of the Gulf Opportunity Zone Act 
of 2005, Pub. L. No. 109-135. 119 Stat. 

2577, increases the crcdit percentage to 13 
percent for qualified rehabilitation expen
ditures paid or incurred during the period 
beginning on August 28, 2005, and ending 

on December 31. 2008. with respect to any 
qualified rehabilitated building located in 

the Gulf Opportunity Zone. 
Section 47(a)(2) provides that the re

habilitation credit for any taxable year in
cludes an amount equal to 20 percent of the 
qualified rehabilitation expenditures with 

respect to any certified historic structure. 
Section 1400N(h)(2) increases the credit 
percentage to 26 percent for qualified re
habilitation expenditures paid or incurred 
during the period beginning on August 28, 
2005, and ending on December 31, 2008, 
with respect to any certified historic struc
ture located in the Gulf Opportunity Zone. 

Section 47(b) provides that qualified re

habilitation expenditures with respect to 

any qualified rehabilitated building shall 
be taken into account for the taxable year 
in which the qualified rehabilitated build
ing is placed in service. 

Under § 47(c)(I) a qualified rehabili
tated building must be a building that has 
been substantially rehabilitated. Under 
§ 47(c)( I )(C), the term substantially reha

bilitated means that the qualified rehabil
itation expenditures during the 24-month 
period selected by the taxpayer must ex
ceed the greater of the taxpayer's adjusted 
basis in the building or $5,000. For certain 
rehabilitations to be completed in phases. 
the taxpayer may usc a 60-month period 
rather than a 24-month period if the tax
payer completes architectural plans and 
specifications for the phases of the project 
before the rehabilitation hegins. 

Section 50 provides generally that, if 
investment credit property (including a 
qualified rehabilitated building) is dis
posed of or otherwise ceases to he invest
ment credit property with respect to the 
taxpayer before the close of the recapture 
period, a percentage of the credit allowed 
under § 38 must be recaptured. Casualty 
losses are dispositions under the recapture 
provIsIOns. 

Section 1.48-l(a) of the Income Tax 
regulations generally requires "section 38 
property" to be property for which depre
ciation is allowable to the taxpayer. Gen
erally, under § 1.48-1 (b), depreciation is 
allowable to the taxpayer if the property is 
of a character subject to the allowance for 
depreciation under § 167. 

Section 167 provides generally that de
preciation is allowed for property used in a 

trade or business or held for the production 
of income. Section 1.167(a)-10(b) pro

vides that the period for depreciation of an 
asset begins when the asset is placed in ser
vice and ends when the asset is retired from 
service. 

Depreciation is not allowed for property 
that is permanently retired either from ser
vice in a trade or business or from being 
held for the production of income, whether 
retired because of casualty or othenvise. 
§ 1.167(a)-8(a). Depreciation, however, 
continues to be allowed for property which 

has been damaged and is not currently in 
actual use in a trade or business (or in the 
production of income) but is not perma-

nently retired from the trade or busll1ess (or 
being held for the production of income) 

for a reasonable period during: which the 
property i~ being repaired or restored to 
service. See ~ 1.167(a)-8(a). If a quali
fied rehabilitated building is permanently 
retired less than five full years after it was 
placed in service, the § 47 credit taken by 
the taxpayer with respect to that property 

is subject to recapture as provided in * 50. 
The § 47 credit taken by a taxpayer on a 
property that is damaged and not currently 
in actual use does not cease to be ;.,ection 

38 property because of the lack of actual 
use during a reasonable period in which the 
property is being repaired or restored. 

III. AFFECTED AREAS 

This notice applies to rehabi litation 
projects located in the GO Zone, the Rita 
GO Zone, and the Wilma GO Zone. as 
defined below. 

Section 1400M( I) defines the GO Zone 
as that portion of the Hurricane Katrina 
disaster area determined by the Presi
dent to warrant individual or individual 
and public assistance from the Federal 
Government under the Robert T. Stafford 
Disaster and Emergency Assistance Act 
(the Stafford Act) by reason of Hurricane 
Katrina. Section 1400M(2) defines the 
Hurricane Katrina disaster area as an area 
with respect to which a major disaster 
has been declared by the President before 
September 14, 2005. under section 40 I of 
the Stafford Act by reason of Hurricane 
Katrina. 

Section 1400M(3) defines the Rita GO 
Zone as that portion of the Hurricane Rita 
disaster area determined by the President 
to warrant individual or individual and 
public assistance from the Federal Gov
ernment under the Stafford Act by reason 
of Hurricane Rita. Section l400M( 4) de
fines the Hurricane Rita disaster area as an 

area with respect to which a major disaster 
has been declared by the President before 
October 6,2005, under section 40i of the 

Stafford Act by reason of Hurricane Rita. 
Section 1400M(5) define~ the Wilma 

GO Zone as that portion of the Hurricane 
Wilma disaster area determined hy the 
President to warrant individual or individ
ual and public assi;-,tance from the Fed

eral Government under the Stafford Act 
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by reason of HUITicane Wilma. Section 
I'+OOM( 6) defines the HUITicane Wilma 
disaster area as an area with respect to 
which a major disaster has been declared 
by the President before November 14. 
2005. under section .+0 I of the Stafford 
Act by reason of HUITicane Wilma. 

IV. RELIEF PROVIDED 

A. QUALIFIED REHABILITATED 
BUILDINGS PLACED IN SERVICE 
BEFORE HURRICANES KATRINA. 
RITA. AND WILMA. AND DAMAGED 
BY THOSE HURRICANES 

Taxpayers generally have a reasonable 
period to repair and restore qualified re
habilitated buildings and to return those 
buildings to actual service without those 
buildings being considered permanently 
retired from service. For qualified rehabil
itated buildings located in the GO Zone, 
the Rita GO Zone. or the Wilma GO Zone 
that were placed in service prior to the date 
on which the President declared a major 
disaster in the area in which the property 
is located. the Service will deem up to 36 
months to be a reasonahle period. The pe
riod begins on the date that the President 
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declared a major disaster in the area in 
which the building is located. In order to 
qualify for this period, the taxpayer must 
be engaged in the repair or restoration 
of the qualified rehabilitated buildino be-e 
ginning 120 days after the date this notice 
is published. The term "engaged in the 
repair or restoration of the qualified re
habilitated building" means, with respect 
to the building, ongoing physical repairs; 
having entered into binding, written con
tracts for the repair or restoration to be 
completed within this 36-month period; 
or, for the period before January I, 2007, 
active negotiation of contracts for the re
pair or restoration. 

B. PROPERTIES UNDERGOING 
REHABILITATION AT THE TIME OF 
HURRICANES KATRINA, RITA, AND 
WILMA 

In order for buildings to be qualified 
rehabilitated buildings, they must be sub
stantially rehabilitated. This means that 
the qualified rehabilitation expenditures 
during the 24-month or 6O-month period 
selected by the taxpayer must exceed the 
greater of the taxpayer's adjusted basis 
in the building or $5,000. For buildings 

located in the GO Zone, the Rita GO Zone. 
or the Wilma GO Zone on which the re
habilitation began, but had not been com
pleted and the building placed in service 
before the date on which the President de
clared a major disaster in the area in whieh 
the building is located, the running of the 
24-month or 60-month petiod is tolled 
for a period of 12 months. The period of 
tolling begins on the date the President 
declared a major disaster in the area in 
which the property is located. Qualified 
rehabilitation expenditures made during 
the period of tolling are treated as having 
been made during the relevant 24-month 
or 60-month period for purposes of deter
mining whether the property is substan
tially rehabilitated within the meaning of 
§ 47(c)(l )(C). 

y. DRAFTING INFORMATION 

The principal author of this notice 
is Patrick S, Kirwan of the Office of 
Associate Chief Counsel (Passthroughs 
and Special Industries). For further in
formation regarding this notice, contact 
Patrick S, Kirwan at (202) 622-3110 (not 
a toll-free call). 



Part IV. Items of General Interest 

Announcement and Report Concerning Advance Pricing Agreements 

Announcement 2006-22 

March 31, 2006 

This Announcement is issued pursuant to § 521(b) of Pub. L. 106-l70, the Ticket to Work and Work Incentives Improvement Act 
of 1999, which requires the Secretary of the Treasury to report annually to thc public concerning Advance Pricing Agreements 
(APAs) and the APA Program. The first report covered calendar years 1991 through 1999. Subsequent reports covered calendar 
years 2000, 2001, 2002, 2003 and 2004. This seventh report describes the experience, structure and activities of the APA Program 
during calendar year 2005. It does not provide guidance regarding the application of the arm's length standard. 

Matthew W. Frank 
Director, Advance Pricing Agreement Program 

Background 

Internal Revenue Code (IRC) § 482 provides that the Secretary may distribute, apportion, or allocate gross income, deductions, 
credits, or allowances between or among two or more commonly controlled businesses if necessary to retlect clearly the income 
of such businesses. Under the § 482 regulations, the standard to be applied in determining the true taxable income of a controlled 
business is that of a business dealing at arm's length with an unrelated business. The arm's length standard has also been 
adopted by the international community and is incorporated into the transfer pricing guidelines issued by the Organization for 
Economic Cooperation and Development (OECD). OECD, TRANSFER PRICING GUIDELINES FOR MULTINATIONAL 
ENTERPRISES AND TAX ADMINISTRATORS (1995). Transfer pricing issues by their nature are highly factual and have 
traditionally been one of the largest issues identified by the IRS in its audits of multinational corporations. The APA Program 
is designed to resolve actual or potential transfer pricing disputes in a principled. cooperative manner, as an alternative to the 
traditional examination process. An APA is a binding contract between the IRS and a taxpayer by which the IRS agrees not to 
seek a transfer pricing adjustment under IRC § 482 for a Covered Transaction if the taxpayer files its tax return for a covered year 
consistent with the agreed transfer pricing method (TPM). In 2005, the IRS and taxpayers executed 53 APAs and amended I APA. 

Since 1991, with the issuance of Rev. Proc. 91-22, 1991-1 CB. 526, the IRS has offered taxpayers, through the APA Program, 
the opportunity to reach an agrcement in advance of filing a tax return on the appropriate TPM to be applied to related party 
transactions. In 1996, the IRS issued internal procedures for processing APA requests. ChiefCounscl Directives Manual (CCDM), 
1<11 42.10.10 - 42.10.16 (November IS, 1996). Also in 1996, the IRS updated Rev. Proc. 91-22 with the release of Rev. Proc. 
96-53,1996-2 CB. 375. In 1998, the IRS published Notice 98-65,1998-2 CB. 803, which set forth streamlined APA procedures 
for Small Business Taxpayers. Then on July I, 2004, the IRS updated and superseded both Rev. ProC. 96-53 and Notice 98-65 by 
issuing Rev. Proc. 2004-40,2004-2 CB. 50 (July 19,2004), effective for all APA requests filed on or after August 19,2004. 

On December 19, 2005, the IRS again updated the procedural rules for processing and administering APAs with the release of 
Rev. Proc. 2006-9,2006-2 I.R.B. 278 (Jan. 9,2006). Rev. Proc. 2006-9 supersedes Rev. Proc. 2004-40 and is effective for all 
APA requests filed on or after February I, 2006. 

Also in 2005, the Office of Chief Counsel held two days of public hearings to solicit comments on the state of, and ideas for 
improving, the APA Program. These hearings were announced in IRS Announcement 2004-98, 2004-2 CB. 983 (December 
13,2004), and were held on February I and February 22, 2005. Twenty-three persons representing corporations, taxpayer 
groups, and professional firms spoke. Written comments from these and other persons are available on the IRS website at 
http://www.irs.gov/businesses/corporations/article!O .. id= 134735, 00. 17ul1l. 

Following these hearings, a number of steps were announced in May 2005 to strengthen APA Program operations. These steps 
include (i) new case management procedures designed to minimize delays in case processing; (ii) the formation of industry/issue 
coordination teams within the APA Office to promote efficiency, quality, and consistency; (iii) enhancement of APA Office 
resources; and (iv) improving the APA Program's ability to monitor compliance by requiring disclosure of standardized summary 
information as part of the annual report process. These steps have been implemented or are being implemented currently. 
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Advance Pricing Agreements 

An APA generally combines an agreement between a taxpayer and the IRS on an appropriate TPM for the transaL'tions at issue 
(Covered Transactions) with an agreement between the U.S. and one or more foreign tax authorities (under the authority of the 
mutual agreement process of our income tax treaties) that the TPM is correct. With such a "bilateral" APA, the taxpayer ordinarily 
is assured that the income associated with thc Covered Transactions will not be subject to double taxation by the IRS and the 
foreign tax authority. It is the policy of the United States, as reflected in §§ 2.08 a~d 7 of Rev. Proc. 2006-9, to encourage 
taxpayers that enter the APA Program to seek bilateral or multilateral APAs when competent authority procedures are available 
with respect to the foreign country or countries involved. However. the IRS may execute an APA with a taxpayer without 
reaching a compctent authority agreement (a "unilateral" APA). 

A unilateral APA is an agreement between a taxpayer and the IRS establishing an approved TPM for U.S. tax purposes. A 
unilateral APA binds the taxpayer and the IRS. but does not prevent foreign tax administrations from taking different positions on 
the appropriate TPM for a transaction. As stated in § 7.07 of Rev. Proc. 2006-9. should a transaction covered by a unilateral 
APA be subject to double taxation as the result of an adjustment by a foreign tax administration. the taxpayer may seek relief by 
requesting that the U.S. Competent Authority consider initiating a mutual agreement proceeding, provided there is an applicable 
income tax treaty in force with the other country. 

When a unilateral APA involves taxpayers operating in a country that is a treaty partner. information relevant to the APA 
(including a copy of the APA and APA annual reports) may be provided to the treaty partner under normal rules and principles 
governing the exchange of information under income tax treaties. 

The APA Program 

An IRS team headed by an APA team leader is responsible for the consideration of each APA. As of December 3 I, 2005, the 
APA Program had 17 team leaders. The team leader is responsible for organizing the IRS APA team. The IRS APA team leader 
arranges meetings with the taxpayer, secures whatever information is necessary from the taxpayer to analyze the taxpayer's 
related party transactions and the available facts under the arm's length standard of IRe § 482 and the regulations thereunder 
(Treas. Reg.), and leads the discussions with the taxpayer. 

The APA team generally includes an economist, an international examiner, LMSB field counsel. and, in a bilateral case, a U.S. 
Competent Authority analyst who leads the discussions with the treaty partner. The economist may be from the APA Program or 
the IRS field organization. As of December 31, 2005. the APA Program had five economists. The APA team may also include an 
LMSB International Technical Advisor, other LMSB exam personnel, and an Appeals Officer. 

The APA Process 

The APA process is voluntary. Taxpayers submit an application for an APA, together with a user fee as set forth in Rev. Proc. 
2006-9, ~ 4.12. The APA prol:ess can be broken into five phases: (I) application; (2) due diligence; (3) analysis; (4) discussion 
and agreement; and (5) drafting, review. and execution. 

\ I ) Applicatio/l 

In many i\PA cases, the taxpayer's application is preceded by a pre-file conference with the APA staff in whieh the taxpayer 
can solicit the informal views of the APA Program. Pre-file conferences can occur on an anonymous basis, although a taxpayer 
must disclose its identity when it applies for an APA. Taxpayers must file the appropriate user fee on or before the due date of 
the tax return for the first taxable year that the taxpayer proposes to be covered by the APA. Many taxpayers file a user fee 
first and then follow up with a full application later. The procedures for pre-file conferences, user fees, and applications can 
he found in ~~ :I and 4 of Rev. Proc. 2006-9. 

The APA applil:ation can be a relatively modest document for small businesses. Section 9 of Rev. Proc. 2006-9 describes the 
special APA procedures for Small Business Taxpayers. For most taxpayers. however, the APA application is a substantial 
document filling several binders. The APA Program makes every effort to reach an agreement on the basis of the information 
pll1\'ided in the taxpayer's application. 
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The application is assigned to an APA team leader who is responsible for the case. The APA team leader's first responsibility is to 
organize the APA team. This involves contacting the appropriate LMSB International Tenitory Manager to secure the assignment 
of an international examiner to the APA case and the LMSB Counsel's office to secure a field counsel lawyer. In a bilateral case. 
the U.S. Competent Authority will assign a U.S. Competent Authority analyst to the team. In a large APA case, the international 
examiner may invite his or her manager and other LMSB personnel familiar with the taxpayer to join the team. When the APA 
may affect taxable years in Appeals, the appropriate appellate conferee will be invited to join the team. In all cases, the APA team 
leader contacts the Manager, LMSB International Technical Advisors, to determine whether to include a technical advisor on 
the team. The IRS APA team will generally include a technical advisor if the APA request concerns cost sharing, intangibles. 
or services. The APA team leader then distributes copies of the APA application to all team members and sets up an opening 
conference with the taxpayer. The APA office strives to hold this opening conference within 45 days of the assignment of the 
case to a team leader. At the opening conference, the APA team leader proposes a case plan designed, if feasible. to complete a 
unilateral APA or, in the case of a bilateral APA, the recommended U.S. negotiating position within 12 months from the date the 
full application is filed. The actual median and average times for completing unilateral APAs, recommended negotiating positions 
for bilateral APAs, and APAs for Small Business Taxpayers are shown helow in Tables 2, 5, and 10, respectively. 

(2) Due Diligence 

The APA team must satisfy itself that the relevant facts submitted by the taxpayer are complete and accurate. This due diligence 
aspect of the APA is vital to the process. It is because of this due diligence that the IRS can reach advance agreements with 
taxpayers in the highly factual setting of transfer pricing. Due diligence can proceed in a number of ways. Typically, the taxpayer 
and the APA team will agree to dates for future meetings during the opening conference. In advance of the opening conference, 
the APA team leader will submit a list of questions to the taxpayer for discussion. The opening conference may result in a second 
set of questions. These questions are developed by the APA team and provided to the taxpayer through the APA team leader. It is 
important to note that this due diligence is not an audit and is focused on the transfer pricing issues associated with the transactions 
in the taxpayer's application, or such other transactions that the taxpayer and the IRS may agree to add. 

(3) Analvsis 

A significant part of the analytical work associated with an APA is done typically by the APA economist and/or an IRS field 
economist assigned to the case. The analysis may result in the need for additional information. Once the IRS APA team has 
completed its due diligence and analysis. it begins discussions with the taxpayer over the various aspects of the APA including the 
selection of comparable transactions, asset intensity and other adjustments, the TPM, which transactions to cover, the appropriate 
critical assumptions, the APA term, and other key issues. The APA team leader will discuss particularly difficult issues with his or 
her managers, but generally the APA team leader is empowered to negotiate the APA. 

(4) Discussion and Agreement 

The discussion and agreement phase differs for bilateral and unilateral cases. In a bilateral case, the discussions proceed in two 
parts and involve two IRS offices - the APA Program and the U.S. Competent Authority. In the first part, the APA team will 
attempt to reach a consensus with the taxpayer regarding the recommended position that the U.S. Competent Authority should 
take in negotiations with its treaty partner. This recommended U.S. negotiating position is a paper drafted by the APA team 
leader and signed by the APA Director that provides the APA Program's view of the best TPM for the Covered Transaction, 
taking into account IRC § 482 and the regulations thereunder, the relevant tax treaty, and the U.S. Competent Authority'S 
experience with the treaty partner. 

The experience of the APA office and the U.S. Competent Authority is that APA negotiations are likely to proceed more rapidly 
with a foreign competent authority if the U.S. negotiating position is fully supported by the taxpayer. Consequently, the APA 
office works together with the taxpayer in developing the recommended U.S. negotiating position. On occasion. the APA team 
will agree to disagree with a taxpayer. In these cases, the APA office will send a recommended U.S. negotiating position to the 
U.S. Competent Authority that includes elements with which the taxpayer does not agree. This disagreement is noted in the 
paper. The APA team leader also solicits the views of the field members of the APA team, and, in the vast majority of APA 
cases, the international examiner, LMSB field counsel, and other IRS field team members concur in the position prepared by 
the APA team leader. 

Once the APA Program completes the recommended U.S. negotiating position, the APA process shifts from the APA Program 
to the U.S. Competent Authority. The U.S. Competent Authority analyst assigned to the APA takes the recommended U.S. 
negotiating position and prepares the final U.S. negotiating position, which is then transmitted to the foreign competent authority. 
The negotiations with the foreign competent authority are conducted by the U.S. Competent Authority analyst, most often in 
face-to-face negotiating sessions conducted periodically throughout the year. At the request of the U.S. Competent Authority 
analyst, the APA team leader may continue to assist the negotiations. 
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In unilateral APA cases. the discussions proceed solely between the APA Program and the taxpayer. In a unilateral case. the 
taxpayer and the APA Program must reach agreement to conclude an APA. Like the bilateral cases. the APA team leader almost 
always will achieve a consensus with the IRS field personnel assigned to the APA team regarding the final APA. The APA 
Program has a procedure in which the IRS field personnel are solicited formally for their concurrence in the final APA. This 
concurrence, or any item in disagreement. is noted in a cover memorandum prepared by the APA team leader that accompanies 
the final APA sent forward for review and execution. 

(5) Drafting, Rn'iell', and Execwioll 

Once the IRS and the taxpayer reach agreement. the drafting of the final APA generally takes little time because the APA Program 
has developed standard language that is incorporated into every APA. The current, recently revised \'ersion of this language is 
found in Attachment A. APAs are reviewed by the Branch Chief and the APA Director. In addition. the team leader prepares a 
summary memorandum for the Associate Chief Counsel (International) (ACC(I). On March I. 200 I. the ACC(I) delegated to 
the APA Director the authority to execute APAs on behalf of the IRS. See Chief Counscl Notice CC-200 1-0 16. The APA is 
executed for the taxpayer by an appropriate corporate officer. 

Model APA at Attachment A 
[§ 521(b)(2)(B)] 

Attachment A contains the current version of the model APA language. As part of its continuing effort to improve its work 
product, the APA Program recently revised the model language to reflect the program's collective cxperience with substantive 
and drafting issues. The most significant revisions are designed primarily to clarify how TPMs typically employed in APAs, 
and adjustments that may be necessary to conform to such TPMs, are to be applied and reflected in the taxpayer's tax returns. 
Other significant revisions include those intended (a) to clarify that the common parent of a US consolidated return group is 
the appropriate signatory for APAs covering members of the group, (b) to establish more clearly the taxpayer's obligation to 
file returns. or otherwise report results, consistent with the APA, particularly for APA years that close before or near the APA 
execution date: (c) to provide fixed, identified dates for filing annual reports, and Cd) to reflect the new procedure requiring 
disclosure of standardized summary information as part of the annual report process. 

The Current APA Office Structure, Composition, and Operation 

In 2005, the APA office consisted of four branches with Branches I and 3 staffed with APA team leaders and Branch 2 staffed 
with economists and a paralegal. Branch 4, the APA West Coast branch, is headquartered in Laguna Niguel, California, with an 
additional office in San Francisco, and is presently staffed with both team leaders and economists. 

Overall, the APA staff increased by one, to 33 from 32, from the end of 2004 to the end of 2005. A second Special Counsel 
was added to the Program, while the number of APA team leaders stayed constant at 17, and the number of APA economists 
stayed constant at fi ve. 

As of December 31, 2005, the APA staff was as follows: 

Director's Office 
I Director 

2 Special Counsels to the Director 
I Secretary to the Director 

Branch 1 Branch 2 Branch 3 Branch 4 
I Branch Chief I Branch Chief 1 Acting Branch Chief (also 1 Branch Chief 
I Secretary I Paralegal Special Counsel) 1 Secretary 
6 Team Leaders 3 Economists I Secretary 3 Team Leaders 

8 Team Leaders 2 Economists 

APA Tmining 

In 2(0). the APA office continued to emphasize training. Training sessions addressed APA-related current developments, 
ne\\ APA office practices and procedures, and international tax law issues. The APA New Hire Training materials were 
updated, as necessary. throughout the year. The updated materials are available to the public through the APA internet site 
at hllP://\l·\l'll.in. ~0l/1)[/.\illesscskoITOrali(}lls/artic/e/O .. id=96221,OO.hlllll. These materials do not constitute guidance on 
the application of the arm's length standard. 
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APA Program Statistical Data 
[§ 521(b)(2)(C) and (E)I 

The statistical information required under § 521(b)(2)(C) is contained in Tables 1 and 9 below; the information required under 
§ 521 (b )(2)(E) is contained in Tables 2 and 3 below: 

TABLE 1: APA APPLICATIONS, EXECUTED APAs, AND PENDING APAs 

Year Cumulative 
Unilateral Bilateral Multilateral Total Total 

APA applications filed during year 21 61 82 928 
2005 

APAs executed 

Year 2005 28 25 53 610 

1991-2004 254 295 8 557 

APA renewals executed during year 7 9 16 145 
2005 

Revised or Amended APAs executed I 0 1 30 
during year 2005 

Pending requests for APAs 45 195 240 

Pending requests for new 25 133 158 
APAs 

Pending requests for renewal 20 62 82 
APAs 

APAs canceled or revoked 0 0 0 5 

APAs withdrawn 6 5 II 105 

TABLE 2: MONTHS TO COMPLETE APAs 

Months to Complete Advance Pricing Agreements in Year 2005 

All New All Renewals All Combined 

Average 35.0 Average 33.3 Average 34.3 

Median 34.1 Median 28.7 Median 27.2 

Unilateral Unilateral Unilateral 

New Renewals Combined 

Average 17.9 Average 24.3 Average 20.6 

Median 17.9 Median 18.3 Median 18.1 

BiiaterallMultilateral B i1ateraIIM ultilate ral BiiaterallMulti1ateral 
New Renewals Combined 

Average 51.0 Average 42.3 Average 47.4 

Median 49.3 Median 39.2 Median 45.1 
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TABLE 3: APA COMPLETION TIME - MONTHS PER APA 

Number Number Number Number 
Months of APAs Months of APAs Months of APAs Months of APAs 

1 22 2 43 64 I 

2 23 4 44 I 65 

3 24 2 45 2 66 

4 25 1 46 67 

5 1 26 I 47 1 68 

6 27 1 48 69 

7 I 28 2 49 70 

8 29 2 50 71 

9 30 51 72 

10 2 31 52 73 

11 2 32 53 74 

12 33 1 54 1 75 

13 34 55 2 76 I 

14 2 35 56 1 77 2 

15 I 36 57 78 

16 2 37 58 1 79 

17 2 38 2 59 1 80 

18 2 39 2 60 I 81 I 

19 40 61 82 

20 41 62 83 I 

21 I 42 63 84 

TABLE 4: RECOMMENDED NEGOTIATING POSITIONS 

Recommended Negotiating Positions Completed in Year 2005 47 

TABLE 5: MONTHS TO COMPLETE RECOMMENDED NEGOTIATING POSITIONS 

New Renewal Combined 

Awrage 21.9 Average 20.0 Average 21.0 

Median 19.5 Median 19.1 Median 19.2 
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TABLE 6: RECOMMENDED NEGOTIATING POSITIONS COMPLETION TIME - MONTHS PER APA 

Months Number Months Number Months Number Months Number 

1 I 16 I 31 I 46 

2 17 3 32 I 47 

3 18 2 33 48 

4 19 2 34 49 

5 20 2 35 50 

6 '") 21 2 36 51 .. 
7 1 22 2 37 1 52 

8 2 23 I 38 53 

9 1 24 2 39 54 I 

10 25 40 1 55 

11 I 26 41 56 

12 27 3 42 57 

13 2 28 43 2 58 

14 3 29 2 44 59 

15 3 30 2 45 60 

Tables 7 and 8 below show how long each APA request pending at the end of 2005 has been in the system as measured from 
the filing date of the APA submission. We believe that reporting the age of both completed cases and pending cases reflects 
more accurately the APA Program's success or failure in moving cases and improves the public's ability to evaluate the current 
timeliness of the APA process. (The numbers in Tables 7 and 8 for pending unilateral and bilateral cases differ from the numbers 
in Table 1 because whereas Table 1 includes any case for which a user fee has been paid, Tables 7 and 8 reflect only cases for 
which submissions have been received.) 

TABLE 7: UNILATERAL APAs - TIME IN INVENTORY - MONTHS PER APA 

Number Number Number Number 
Months of APAs Months of APAs Months of APAs Months of APAs 

1 3 16 '") 31 46 "-

2 17 '") 32 47 .. 
3 I 18 3 33 48 

4 3 19 34 I 49 

5 I 20 I 35 50 

6 2 21 36 51 

7 1 22 I 37 52 

8 I 23 38 53 I 

9 2 24 2 39 54 

10 2 25 I 40 55 

11 2 26 41 56 
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Number Number Number Number 
Months of APAs Months of APAs Months of APAs Months of APAs 

12 5 27 42 57 

13 28 2 43 58 

14 2 29 44 59 

15 30 45 60 

TABLE 8: BILATERAL APAs - TIME IN INVENTORY - MONTHS PER APA 

Number Number Number Number 
Months of APAs Months of APAs Months of APAs Months of APAs 

1 29 57 I 85 

2 1 30 1 58 1 86 

3 2 31 2 59 87 

4 2 32 5 60 I 88 

5 2 33 5 61 89 

6 6 34 4 62 90 

7 5 35 2 63 91 

8 'I 36 1 64 'I 92 4- 4-

9 10 37 2 65 93 

10 4 38 2 66 94 

11 3 39 6 67 95 I 

12 2 40 2 68 1 96 

13 1 41 I 69 97 

14 5 42 2 70 98 

15 8 43 2 71 99 

16 7 44 3 72 100 

17 4 45 3 73 101 

18 4 46 2 74 1 102 

19 5 47 1 75 103 

20 2 48 76 104 

21 4 49 2 77 105 

22 6 50 2 78 106 

23 7 51 79 107 

24 3 52 2 80 108 

25 53 81 109 

26 4 54 3 82 3 110 

27 5 55 1 83 111 I 

28 8 56 I 84 112 
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TABLE 9: SMALL BUSINESS TAXPAYER APAs 

Small Business Taxpayer APAs Completed in Year 2005 10 

New 4 

Renewals 6 

Unilateral 9 

Bilateral I 

TABLE 10: MONTHS TO COMPLETE SMALL BUSINESS TAXPAYER APAs 

Months to Complete Small Business Taxpayer APAs in Year 2005 

New Renewal Combined 

Average 18.5 Average 16.7 Average 17.4 

Median 21.5 Median 15.6 Median 16.2 

TABLE 11: INDUSTRIES COVERED' 

Industry Involved - NAICS Codes Number 

Computer and electronic product manufacturing - 334 7-9 

Electronic equipment, appliance and component manufacturing - 335 7-9 

Food manufacturing - 311 4-6 

Securities, commodity contracts and other intermediary and related activities - 523 4-6 

Wholesale trade, durable goods - 421 1-3 

Transportation equipment manufacturing - 336 1-3 

Wholesale trade, nondurable goods - 422 1-3 

Chemical manufacturing - 325 1-3 

Information service and data processing services - 514 1-3 

Motor vehicle and parts dealers - 441 1-3 

Miscellaneous manufacturing - 339 1-3 

Beverage and tobacco manufacturing - 312 1-3 

Fabricated metal manufacturing - 332 1-3 

Sporting goods, hobby, book and music stores - 451 1-3 

Food and beverage stores - 445 1-3 

Apparel manufacturing - 315 1-3 

Air transportation - 481 1-3 

Clothing and clothing accessories stores - 448 1-3 

Pipeline transportation - 486 1-3 

I The categories in this table or" drown from the North American Industry CIaSSlflc"tlOn System (NAICS), "hlch has replaced the U.S Standard Industri"1 Cb"ific"tlon (SIC) system. NAIl'S 
Was developed jointly by the U.S .. Canada, and Mexico to provide new comparability in statistic, about business activity across North America. 
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Trades or Businesses 
[* 521(b)(2)(D)(i)] 

The nature of the reiation:-,hips between the related organizations. trades. or businesses covered by APAs executed in 2005 is 
set forth in Table 12 below: 

TABLE 12: NATURE OF RELATIONSHIPS BETWEEN RELATED ENTITIES 

Foreign Parent - U.S. Subsidiary (-ies) 

U.S. Parent - Foreign Subsidiary (-ies) 

Foreign Company and U.S. Branch(es) 

Relationship 

Covered Transactions 
[§ 521(b)(2)(D)(ii)] 

The controlled transactions covered by APAs executed in 2005 are set forth in Table 13 and Table 14 below: 

TABLE 13: TYPES OF COVERED TRANSACTIONS 

Transaction Type 

Sale of tangible property into the U.S. 

Performance of services by U.S. entity 

Use of intangihle property by Non-U.S. entity 

Performance of services by Non-U.S. entity 

Sale of tangible property from the U.S. 

Use of intangible property by U.S. entity 

Financial products - Non-U.S. parent 

Financial products - U.S. branch of foreign company 

R&D cost sharing 

Other 

Number of APAs 

34 

16 

3 

Number 

28 

17 

15 

8 

8 

::::3 

::::3 

::::3 

::::3 

4 

TABLE 14: TYPES OF SERVICES INCLUDED IN COVERED TRANSACTIONS 

Intercompany Services Involved in the Covered Transactions Number 

Marketing 13 

Re:-,earch and development 13 

Aumini-;rrati"e 10 

Sales support 9 

Technical support sen'ices 9 

Di,tnhlltion 7 

PmLiuL't 'lipport 7 
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Intercompany Services Involved in the Covered Transactions - Continued 

Accounting 

Headquarters costs 

Management 

Logistical support 

Legal 

License administration services 

Billing services 

Communication service 

Assembly 

Contract research & development 

Purchasing 

Warranty services 

"Destination services" - hotel & reservations 

Testing and installation services 

Loan guarantees 

Business Functions Performed and Risks Assumed 
r§ 52I(b)(2)(D)(ii)] 

Number 

6 

6 

5 

5 

4 

4 

:::::3 

:::::3 

:::::3 

:::::3 

:::::3 

:::::3 

:::::3 

:::::3 

:::::3 

The general descriptions of the business functions performed and risks assumed by the organizations, trades, or businesses whose 
results are tested in the Covered Transactions in the APAs executed in 2005 are set forth in Tables 15 and 16 below: 

TABLE 15: FUNCTIONS PERFORMED BY THE TESTED PARTY 

Functions Performed Number 

Distribution functions 42 

Marketing functions 26 

Manufacturing 19 

Research and development 19 

Managerial, legal, accounting, finance, personneL and other support services 18 

Purchasing and materials management 13 

Product assembly and/or packaging 12 

Transportation and warehousing 11 

Product design and engineering 10 

Licensing of intangibles 10 

Product testing and quality control 9 

Technical training and tech support for sales staff (including sub-distributors) 8 

Product service (repairs, etc.) 5 

Trading and risk management of financial products 4 

Consulting services 4 

Process engineering 4 
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Functions Performed - Continued Number 

Telecom services ~3 

Engineering and construction related services ~3 

TABLE 16: RISKS ASSUMED BY THE TESTED PARTY 

Risks Assumed Number 

Market risks. including fluctuations in costs. demand. pricing. & inventory 62 

General business risks (e . .R .. related to ownership of PP&E) 57 

Credit and collection risks 54 

Financial risks. including interest rates & currency 32 

Product liability risks 23 

R&D risks 13 

Di.\"(·/IssiOIl 

The vast majority of APAs have Covered Transactions that involve numerous business functions and risks. For instance, with 
respect to functions. companies that manufacture products have typically conducted research and development, engaged in 
product design and engineering. manufactured the product, marketed and distributed the product, and performed support functions 
such as legal. finance, and human resources services. Regarding risks, companies have been subject to market risks, R&D risks, 
financial risks, credit and collection risks. product liability risks. and general business risks. In the APA evaluation process, a 
significant amount of time and effort is devoted to understanding how the functions and risks are allocated among the controlled 
group of companics that arc party to the Covered Transactions. 

In its APA submission, the taxpayer must provide a functional analysis. The functional analysis identifies the economic activities 
performed. the assets employed, the economic costs incurred, and the risks assumed by each of the controlled parties. The 
importance of the functional analysis derives from the fact that economic theory posits that there is a positive relationship between 
risk and expected return and that different functions provide different value and have different opportunity costs associated with 
them. It is important that the functional analysis go beyond simply categorizing the tested party as. say, a distributor. It should 
provide more specific information because. in the example of distributors, not all distributors undertake similar functions and risks. 

Thus. the functional analysis is critical in determining the TPM (including the selection of comparables). Although functional 
comparability is an essential factor in evaluating the reliability of the TPM (including the selection of comparables), the APA 
evaluation process also involves consideration of economic conditions such as the economic condition of the particular industry. 

In evaluating the functional analysis. the APA Program considers contractual terms between the controlled parties and the 
consistency of the conduct of the panies with respect to the allocation of risk. In accordance with the section 482 regulations, the 
APA Program also gives consideration to the ability of controlled parties to fund losses that might be expected to occur as a 
result of the assumption of risk. Another relevant factor considercd in evaluating the functional analysis is the extent to which a 
controlled party exercises managerial or operational control over the business activities that directly influence the amount of 
income or loss realized. The section 482 regulation, posit that parties at arm's length will ordinarily bear a greater share of 
those risks over which they have relatively more control. 

Related Organizations, Trades, or Businesses Whose Prices or Results are Tested to Determine 
Compliance with APA Transfer Pricing Methods 

[§ 521(b)(2)(D)(iii)] 

The related organizations. trades. or businesses whose prices or results are tested to determine compliance with TPMs prescribed 
in APAs executed in 2005 are set forth in Table 17 below: 
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TABLE 17: RELATED ORGANIZATIONS, TRADES, 
OR BUSINESSES WHOSE PRICES OR RESULTS ARE TESTED2 

Type of Organization 

U.S. distributor 

Multiple tested parties 

U.S. provider of services 

U.S. manufacturer 

Non-U.S. distributor 

Non-U.S. provider of services 

Non-U.S. dealer in financial products 

U.S. dealer in financial products 

U.S. licensee of intangible property 

U.S. licensor of intangible property 

U.S. participant in cost sharing agreement 

Non-U.S. manufacturer 

Non-U.S. licensor of intangible property 

Other 

Transfer Pricing Methods and the Circumstances Leading to the Use of Those Methods 
[§ 521 (b)(2)(D)(iv)] 

The TPMs used in APAs executed in 2005 are set forth in Tables \8-20 below: 

TABLE 18: TRANSFER PRICING METHODS USED FOR TRANSFERS OF 
TANGIBLE AND INTANGIBLE PROPERTy3 

TPM Used 

CPM: PLl is operating margin 

CPM: PLl is Berry ratio 

Residual profit split 

CUT (intangibles only) 

CPM: PLl is gross margin 

Resale Priee Method (tangibles only) 

CPM: PLl is markup on total costs 

Other profit split 

CPM: PLl is other PLl 

CPM: PLl is return on assets or capital employed 

1 "Multiple tested parties" includes covered transactions that utilize profit splits, CUPs, and CUTs. 

Number 

27 

IS 

IS 

II 

8 

6 

~3 

~3 

~3 

~3 

~3 

~3 

~3 

~3 

Number 

16 

6 

6 

6 

5 

5 

4 

~3 

~3 

~3 

3 Profit Level Indicators (PUs) used with the Comparable Prufit Method of Treas. Reg. ~ 1.482-5. and as used in these TPM tables. are as follows: (1) operating margin (ratio ofoperatmg 
profit to sales): (2) Berry ratio (gross profit to operating expenses): (31 gross margin (ratio of gross profit to sales): (41 markup on total custs (percentage markup on total costs): and (5) rate 
of return un assets Of capital employed (ratio of operating profit to operating i.ls~els). 
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TPM Used - Continued Number 

Comparable profit split <::3 

Unspecified method <::3 

Other <::3 

TABLE 19: TRANSFER PRICING METHODS USED FOR SERVICES 

TPM Used Number 

Cost plus a markup 8 

Cost with no markup 8 

CPM: PLI is markup on total costs 7 

CPM: PLI is operating margin 4 

CPM: PLI is Berry ratio <::3 

Other ~3 

TABLE 20: TRANSFER PRICING METHODS USED FOR FINANCIAL PRODUCTS 

TPM Used Number 

Profit split ~3 

Interbranch allocation (using indirect evidence of CUPs) ~3 

Discussion 

The TPM, used in APAs completed during 2005 were based on the section 482 regulations. Under Treas. Reg. § 1.482-3, the 
arm's length amount for controlled transfers of tangihle property may be determined using the Comparable Uncontrolled Price 
(CUP) method, the Resale Price Method, the Cost Plus Method, the Comparable Profits Method (CPM), or the Profit Split 
Method. Under Treas. Reg. § 1.482-4, the arm's length amount for controlled transfers of intangible property may be determined 
using the Comparahle Uncontrolled Transaction (CUT) method, CPM, or the Profit Split Method. An "Unspecified Method" 
may be used for both tangible and intangible property if it provides a more reliable result than the enumerated methods under 
the best method rule of Treas. Reg. § 1.482-1 (c). For transfers involving the provision of services, Treas. Reg. § 1.482-2(b) 
provides that services performed for the henefit of another member of a controlled group should bear an arm's length charge, 
either deemed to be equal to the cost of providing the services (when non-integral, see Treas. Reg. § 1.482-2(b)(3)) or which 
should be an amount that would have been charged between independent parties. 

In addition, Treas. Reg. § 1.482-2(a) provides rules concerning the proper treatment of loans or advances. and Treas. Reg. 
~ 1.482-7 provides rules for qualified cost sharing arrangements under which the parties agree to share the costs of development 
of intangihles in proportion to their shares of reasonably anticipated benefits. APAs involving cost sharing arrangements generally 
address both the method of allocating costs among the parties as well as determining the appropriate amount of the "buy-in" 
payment due for the transfer of pre-existing intangibles to the controlled participants. 

In reviewing the TPMs applicable to transfers of tangible and intangible property reflected in Table 18, the majority of the APAs 
fo 11 0\\ cd the specified methods. However. several points should be made. The § 482 regulations note that for transfers of 
tangible property. the Comparablc Uncontrolled Price (CUP) method will generally be the most direct and reliable measure of 
an arm' s length price for the Controlled Transaction if sufficiently reliable comparahle transactions can he identified. Treas. 
Reg. ~ I~X2-3Ib)(2)(ii)(A). It was the experience of the APA Program in 2005. that in the cases that came into the APA 
Program. sufficiently reliable CUP transactions were difficult to find. In APAs executed in 2005, no Covered Transaction 
used the CUP method. 
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Similar to the CUP method, for transfers of intangible property, the CUT method will generally provide the most reliable measure 
of an arm's length result if sufficiently reliable comparables may be found. Treils. Reg. § 1.482-4( c)( 2 ){ii). It hils generally been 
difficult to identify external comparables, and APAs using the CUT method tend to rely on internal transactions between the 
taxpayer and unrelated parties. In 2005, six Covered Transactions utilized the CUT TPM. 

The Cost Plus Method (tangibles only) and Resale Price Method were applied in 2005 in zero and five APAs, respectively. 
See Treas. Reg. § 1.482-3( c ), (d). 

The CPM is frequently applied in APAs. This is because reliable public data on comparable business i1ctivities of independent 
companies may be more readily available than potential CUP data, and comparability of resources employed, functions, risks, and 
other relevant considerations are more likely to exist than comparability of product. The CPM also tends to be less sensitive than 
other methods to differences in accounting practices between the tested party and comparable companies, e.g., c1i1ssificiltion of 
expenses as cost of goods sold or operating expenses. Treas. Reg. § 1.482-3(c)(3)(iii)(B), and -3(d)(3)(iii)(B). In addition, the 
degree of functional comparability required to obtain a reliable result under the CPM is generally less than required under the 
Resale Price or Cost Plus methods, because differences in functions performed often are reflected in operating expenses, and 
thus taxpayers performing different functions may have very different gross profit margins but earn similar levels of operating 
profit. Treas. Reg. § 1.482-5(c)(2). 

Table 18 reflects more than 32 uses of the CPM (with varying PUs) in Covered Transactions involving tangible or intangible 
property. In some APAs, the CPM was also used concurrently with other methods. 

The CPM has proven to be versatile in part because of the various PUs that can be used in connection with thc method. Reaching 
agreement on the appropriate PLI has been the subject of much discussion in many of the cases, and it depends heavily on the 
facts and circumstances. Some APAs have called for different PLIs to apply to different parts of the Covered Transilctions 
or with one PLI used as a check against the primary PLI. 

The CPM was also used regularly with services as the Covered Transactions in APAs executed in 2005. There were at least 12 
services Covered Transactions using the CPM method with various PLIs according to the specific facts of the taxpayers involved. 
Table 19 reflects the methods used to determine the arm's length results for APAs involving services transactions. 

In 2005, six APAs involving tilngible or intangible property used the Residual Profit Split Mdhod, Treas. Reg. § 1.482-6(c)(3). 
In residual profit split cases, routine contributions by the controlled parties are allocated routine market returns, and the residual 
income is allocated among the controlled taxpayers based upon the relative value of their contributions of non-routine intangible 
property to the relevant business activity. 

Profit splits have also been used in a number of financial product APAs in which the primary income-producing functions are 
performed in more than one jurisdiction. Three or fewer financial product APAs executed in 2005 applied a profit split method. 

Critical Assumptions 
f§ 521(b)(2)(D)(v)] 

Critical Assumptions used in APAs executed in 2005 are described in Table 21 below: 

TABLE 21: CRITICAL ASSUMPTIONS 

Critical Assumptions involving the following: 

Material changes to the business 

Material changes to tax andlor financial accounting practices 

Assets will remain substantially same 

Use of Mark-to-Market method 

Minimum sales volume 

New import/export non-tariff barriers 

Sales projections or expectations 

Currency fluctuations 

Ratio of SG&A to sales 

Number of APAs 

53 

53 

5 

:::;3 

:s;3 

:S;3 

:::;3 

:::;3 

:::;3 
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Critical Assumptions involving the following: - Continued Number of APAs 

Other financial ratio ~3 

Other 12 

DisclIssioll 

APAs include critical assumptions upon which their respective TPMs depend. A critical assumption is any fact (whether or not 
within the control of the taxpayer) related to the taxpayer, a third party, an industry, or business and economic conditions, the 
continued existence of whieh is material to the taxpayer's proposed TPM. Critical assumptions might include, for example, a 
particular mode of conducting business opcrations, a particular corporate or business structure, or a range of expected business 
volume. Rev. Proc. 2006-9, ~ 4.05. Failure to meet a critical assumption may render an APA inappropriate or unworkable. 

A critical assumption may change (and/or fail to materialize) due to uncontrollable changes in economic circumstances, such as a 
fundamental and dramatic change in the economic conditions of a particular industry. In addition, a critical assumption may 
change (and/or fail to materialize) due to a taxpayer's actions that are initiated for good faith business reasons, such as a change in 
business strategy, mode of conducting operations, or the cessation or transfer of a business segment or entity covered by the APA. 

If a critical assumption has not been met, the APA may be revised by agreement of the parties. If such an agreement cannot be 
achieved, the APA may be canceled. If a critical assumption has not been met, it requires taxpayer's notice to and discussion with 
the Service, and, in the case of a bilateral APA, competent authority consideration. Rev. Proc. 2006-9, § I LOS. 

Sources of Com parables, Selection Criteria, and the Nature of Adjustments to Comparables and Tested Parties 
[§ 521(b)(2)(D)(v), (vi), and (vii)] 

The sources of com parables, selection criteria, and rationale used in determining the selection criteria for APAs executed in 
2005 are described in Tables 22 through 24 below. Various formulas for making adjustments to comparables are included as 
Attachment B. 

TABLE 22: SOURCES OF COMPARABLES 

Number of Times This 
Comparable Sources Source Used 

Compustat 46 

Disclosure 17 

Worldscope 12 

Moody's 8 

Taxpayer's information on competition ~3 

Amadeus ~3 

Japan Company Handbook ~3 

Mergent FIS ~3 

Other 4 
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TABLE 23: COMPARABLE SELECTION CRITERIA 

Number of Times This 
Selection Criteria Considered Criterion Used 

Comparable functions 60 

Comparable risks 48 

Comparable industry 44 

Comparable products 37 

Comparable intangibles 36 

Comparable terms 9 

TABLE 24: ADJUSTMENTS TO COMPARABLES OR TESTED PARTIES 

Adjustment Number of Times Used 

Balance sheet adjustments 

Inventory 36 

Pay abies 34 

Receivables 33 

Property, plant, equipment 5 

Accounting adjustments 

LIFO to FIFO inventory accounting 13 

Accounting reclassifications (e.g., from COGS to operating expenses) ::;3 

Other ::;3 

Profit level indicator adjustments (used to "back into" one PLI from another) 

Operating expense 4 

Miscellaneous adjustments 

Research & development ::;3 

Goodwill value or amortization ::;3 

Other ::;3 

Discussion 

At the core of most APAs are comparables. The APA Program works closely with taxpayers to find the best and most reliable 
comparables for each Covered Transaction. In some cases, CUPs or CUTs can be identified. In other cases, comparable business 
activities of independent companies are utilized in applying the CPM or a profit split method. Generally, in the i\PA Program's 
experience since 1991, CUPs and CUTs have been most often derived from the internal transactions of the taxpayer. 

For profit-based methods in which comparable business activities or functions of independent companie~ are sought, the APA 
Program typically has applied a three-part process. First, a pool of potential comparables has been identified through broad 
searches. From this pool, companies having transactions that are clearly not comparable to those of the tested party have 
been eliminated through the use of quantitative and qualitative analyses, i.e., quantitative screens and business descriptions. 
Then, based on a review of available descriptive and financial data, a set of comparable transactions or busine~s activities of 
independent companies has been finalized. The comparability of the finalized set has then been enhanced through the applicatioll 

of adjustments. 
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SOl/fCCI Ot' Comparabies 

Comparable, used in APAs can be U ,S, or foreign. depending on the relevant market. the type of transaction being evaluated. and 
the resulh of the functional and risk analyses. In generaL eomparables have been located by searching a variety of databases that 
provide data on U.S. publicly traded companies and on a combination of public and private non-U,S. companies, Table 22 shows 
the various databases and other sources used in selecting comparables for the APAs executed in 2005. 

Although comparables were most often identified from the databases cited in Table 22, in some cases comparables were found 
from other sources. such as comparables derived internally from taxpayer transactions with third parties. 

Seier/ill£; COli/parables 

Initial pools of potential comparables generally are derived from the databases using a combination of industry and keyword 
identifiers. Then. the pool is refined using a variety of selection criteria specific to the transaction or business activity being 
tested and the TPM being used. 

The listed databases allow for searches by industrial classification, by keywords, or by both. These searches can yield a number of 
companies whose business activities mayor may not be comparable to those of the entity being tested. Therefore, comparables 
based solely on industry classification or keyword searches are rarely used in APAs, Instead, the pool of comparables is examined 
closely, and companies are selected based on a combination of screens, business descriptions, and other information found in the 
companies' Annual Reports to shareholders and filings with the U.S. Securities and Exchange Commission (SEC). 

Business activities are required to meet certain basic comparability criteria to be considered comparables. Functions, risks, 
economic conditions, and the property (product or intangible) and services associated with the transaction must be comparable. 
Determining comparability can be difficult - thc goal has becn to use comparability criteria restrictive enough to eliminate 
business activities that are not comparable, but yet not so restrictive as to have no comparables remaining. The APA Program 
normally has begun with relatively strict comparability criteria and then has relaxed them slightly if necessary to derive a pool 
of reliable comparables. A determination on the appropriate size of the comparables set, as well as the business activities that 
comprise the set is highly fact specific and depends on the reliability of the results, 

In addition. the APA Program, consistent with the section 482 regulations, generally has looked at the results of comparables over 
a multi-year period. Somctimcs this has becn a three-ycar period, but it has bcen more or less, depending on the circumstances of 
the controlled transaction. Using a shorter period might result in the inclusion of comparables in different stages of economic 
development or use of atypical years of a comparable due to cyclical fluctuations in business conditions. 

Many Covered Transactions have been tested with comparables that have been chosen using additional criteria and/or screens. 
These include sales level criteria and tests for financial distress and product comparability. These common selection criteria and 
screens have been used to increase the overall comparability of a group of companies and as a basis for further research, The sales 
level screen, for example, has been used to remove companies that, due to their size, might face fundamentally different economic 
conditions from those of the transaction or business activities being tested. In addition, APA analyses have incorporated selection 
criteria related to removing companies experiencing "financial distress" due to concerns that companies in financial distress often 
have experienced unusual circumstances that render them not comparable to the business activity bcing tested, These criteria 
include an unfavorable auditor's opinion, bankruptcy, and, in certain circumstances, operating losses in a given number of years, 

An additional important class of selection criteria is the development and ownership of intangible property. In some cases in 
which the business activity being tested is a manufacturer. several criteria have been used to ensure, for example, that if the 
controlled entity does not own significant manufacturing intangibles or conduct research and development (R&D), then neither 
will the com parables, These selection criteria have included determining the importance of patents to a company or screening 
for R&D expenditures as a percentage of sales, Again, quantitative screens related to identifying comparables with significant 
intangible property generally have been used in conjunction with an understanding of the comparable derived from publicly 
available business information, 

Selection criteria relating to asset comparability and operating expense comparability have also been used at times. A screen of 
property. plant. and equipment (PP&E) as a percentagc of sales or assets, combined with a reading of a company's SEC filings, 
has been used to help ensure that distributors (generally lower PP&E) were not compared with manufacturers (generally higher 
PP&E L regardless of their industry classification, Similarly, a test involving the ratio of operating expenses to sales has helped to 
determine whether a company undertakes a significant marketing and distribution function. 

Tahle 25 shows the number of times various screens were used in APAs executed in 200S: 
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TABLE 25: COMPARABILITY SCREENS 

Comparability/Financial Distress Screen Times Used 

Comparability screens used 

Sales 30 

R&D/ sales 21 

SG&A/ sales 7 

Foreign sales/ total sales ::;3 

PP&E/ total assets ::;3 

Advertising expense/ sales ::;3 

Non-startup or start-up ::;3 

PP&E/ sales ::;3 

Financial distress 

Bankruptcy 31 

Losses in one or more years 17 

Unfavorable auditor's opinion 13 

Significant reorganization 4 

Adjusting COlllparahles 

After the comparables have been selected, the regulations require that "[i]f there are material differences between the controlled 
and uncontrolled transactions, adjustments must be made if the effect of such differences on priees or profits can be ascertained 
with sufficient accuracy to improve the reliability of the results." Treas. Reg. § 1.482-I(d)(2). In almost all cases involving 
income-statement-based PLIs, certain "asset intensity" or "balance sheet" adjustments for factors that have generally agreed-upon 
effects on profits are calculated. In addition, in specific cases, additional adjustments are performed to improve reliability. 

The most common balance sheet adjustments used in APAs are adjustments for differences in accounts receivable, inventories, 
and accounts payable. The APA Program generally has required adjustments for receivables, inventory, and payables based on 
the principle that there is an opportunity cost for holding assets. For these assets, it is generally assumed that the cost is a 
short-term debt interest rate. 

To compare the profits of two business activities with different relative levels of receivables, inventory, or payables, the APA 
Program estimates the carrying costs of each item and adjusts profits accordingly. Although different formulas have been used in 
specific APA cases, Attachment B presents one set of formulas used in many APAs. Underlying these formulas are the notions that 
(I) balance sheet items should be expressed as mid-year averages, (2) formulas should try to avoid using data items that are being 
tested by the TPM (for example, if sales are controlled, then the denominator of the balance sheet ratio should not be sales), (3) a 
short term interest rate should be used, and (4) an interest factor should recognize the average holding period of the relevant asset. 

The APA Program also requires that data be compared on a consistent accounting basis. For example, although financial 
statements may be prepared on a first-in first-out (FIFO) basis, cross-company comparisons are less meaningful if one or more of 
the comparables use last-in first-out (LIFO) inventory accounting methods. This adjustment directly affects costs of goods sold 
and inventories, and therefore affects both profitability measures and inventory adjustments. 

Still important in some cases is the adjustment for differences in relative levels of PP&E between a tested business activity and 
the comparables. Ideally, comparables and the business activity being tested will have fairly similar relative levels of PP&E, 
since major differences can be a sign of fundamentally different functions and risks. Typically, the PP&E adjustment is made 

using a medium term interest rate. 

Additional adjustments used less frequently include those for differences in other balance sheet items, operating expcnses, R&D, 
or currency risk. Accounting adjustments, such as reclassifying items from cost of goods sold to operating expenses, are also 
made when warranted to increase reliability. Often, data arc not available for both the controlled and uncontrolled transactions 
in sufficient detail to allow for these types of adjustments. 
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The adjll',tment, made to comparable, or tested parties in APAs executed in 2005 are reflected in Table 24 abo\'e, 

Nature of Ranges and Adjustment Mechanisms 
[* 52Hb)(2HD)(viii)-(ix)] 

The type, of ranges and adjustmeI1l mechanisms used in APAs executed in 2005 are described in Table 26 and 27 below. 

TABLE 26: TYPES OF RANGES'" 

Type of Range Number 

Intcrquartile range 52 

SpeCific point (royalty) II 

Floor Ii.£'" result must be no less than x) 4 

Specific point within CPM range (not floor or ceiling) 4 

Full rangc ~3 

Financial products - statistical confidence interval to test against internal CUPs ~3 

Other 6 

TABLE 27: ADJUSTMENTS WHEN OUTSIDE OF THE RANGE 

Adjustment mechanism Number 

Taxpayer makes an adjustment: to closest edge of single year 30 

Taxpayer makes an adjustment: to closest edge of multi-year average 14 

Taxpayer makes an adjustment: to specified point 13 

Taxpayer makes an adjustment: to median of current year II 

Taxpayer makes an adjustment: to other 7 

Taxpayer makes an adjustment: to median of multi-year average ~3 

Taxpayer makes an adjustment: to nearest edge of a single year range ~3 

Other ~3 

[)i.l'('ussi(1I1 

Trca." Reg. ~ 1.482-1 (e)( I) states that sometimes a pricing method will yield "a single result that is the most reliable measure of 
an arm's length result." Sometimes. however. a method may yield "a range ofreliable results," called the "ann's length range." A 
taxpayer whose results fall within the arm's length range will not be subject to adjustment. 
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Under Treas. Reg. § 1.482-1(e)(2)(i), such a range is normally derived by considering a set of more than one comparable 
uncontrolled transaction of similar comparability and reliability. If these comparables are of very high quality, as defined in 
the § 482 regulations, then under Treas. Reg. § 1.482-1 (e)(2)(iii)(A), the arm's length range includes the results of all of the 
comparables (from the least to the greatest). However, the APA Program has only rarely identified cases meeting the requirements 
for the full range. If the comparables are of lesser quality, then under Treas. Reg. § 1.482-1 (e )(2)(iii)(B), "the reliability of the 
analysis must be increased, when it is possible to do so, by adjusting the range through application of a valid statistical method to 
the results of all of the uncontrolled comparables." One such method, the "interquartile range," is ordinarily acceptable, although 
a different statistical method "may be applied if it provides a more reliable measure." The "interquartile range" is defined as, 
roughly, the range from the 25th to the 75th percentile of the comparables' results. See Treas. Reg. § 1.482-1(e)(2)(iii)(C). The 
interquartile range was used 52 times in 2005. 

Nineteen Covered Transactions reflected on Table 26 specified a single, specific result. Four of these Covered Transactions 
involved a CPM in which the taxpayer agreed to a "point." Some APAs specify not a point or a range, but a "floor" or a "ceiling". 
When a floor is used, the tested party's result must be greater than or equal to some particular value. When a ceiling is used, 
the tested party's result must be less than or equal to some particular value. Four APAs executed in 2005 used a floor and 
none used a ceiling. 

Some APAs look to a tested party's results over a period of years (multi-ycar averaging) to determine whether a taxpayer 
has complied with the APA. In 2005, rolling multi-year averaging was used for eleven Covered Transactions. Ten of those 
used three-year averages. Three or fewer Covered Transactions used a cumulative multi-year average, while eight Covered 
Transactions used term averages and three or fewer Covered Transactions used partial term averages. 

Adjustments 

Under Treas. Reg. § 1.482-1(e)(3), if a taxpayer's results fall outside the arm's length range, the Service may adjust the result "to 
any point within the arm's length range." Accordingly, an APA may permit or require a taxpayer and its related parties to make an 
adjustment after the year's end to put the year's results within the range, or at the point specified by the APA. Similarly, to enforce 
the terms of an APA, the Service may make such an adjustment. When the APA specifies a range. the adjustment is sometimes to 
the closest edge of the range, and sometimes to another point such as the median of the interquartile range. Depending on the facts 
of each case, automatic adjustments arc not always permitted. APAs may specify that in such a case there will be a negotiation 
between the competent authorities involved to determine whether and to what extent an adjustment should be made. APAs may 
permit automatic adjustments unless the result is far outside the range specified in the APA. Thus, APAs provide flexibility and 
efficiency, permitting adjustments when normal business fluctuations and uncertainties push the result somewhat outside the range. 

Where a taxpayer's actual transactions do not comply with the TPM, a taxpayer must nonetheless report its taxable income in an 
amount consistent with the TPM (an APA primary adjustment), as further discussed in § 11.02 of Rev. Proc. 2006-9. 

APA Term and Rollback Lengths 
[§ 52I(b)(2)(D)(x)] 

The various term lengths for APAs executed in 2005 are set forth in Table 28 below: 

TABLE 28: TERMS OF APAs 

APA Term in Years 

1 

2 

3 

4 

5 

6 

7 

8 

Number of APAs 

0 

0 

2 

3 

27 

4 

11 

3 
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APA Term in Years - Continued Number of APAs 

9 1 

10 or more 2 

The number of rollback years to which an APA TPM was applied in 2005 is set forth in Table 29 below: 

TABLE 29: NUMBER OF YEARS COVERED BY ROLLBACK OF APA TPM 

Number of Rollback Years Number of APAs 

I 

2 

3 

4 

5 or more 

Nature of Documentation Required 
[§ 521(b)(2)(D)(xi)] 

4 

4 

2 

1 

3 

APAs executed in 2005 required that taxpayers provide various documents with their annual reports, These documents are 
descrihed in Tab\c 30 below: 

TABLE 30: NATURE OF DOCUMENTATION REQUIRED 

Number of 
Times 

Documentation Required 

Statement identifying all material differences between Taxpayer's business operations during APA Year 53 
and description of Taxpayer's business operations contained in Taxpayer's request for APA, or if there 
have been no such material differences, a statement to that effect 

Description of any failure to meet Critical Assumptions or, if there have been none, a statement to 53 
that effect 

Statement identifying all material changes in Taxpayer's accounting methods and classifications, 53 
ami methods of estimation, from those described or used in Taxpayer's request for APA, or if there 
have heen none, statement to that effect 

Description of. reason for, and financial analysis of, any Compensating Adjustments with respect to 53 
APA Year. including means by which any Compensating Adjustment has been or will be satisfied 

Financial analysis demonstrating Taxpayer's compliance with TPM 53 

Organi/ational chart 52 

Financial statements as prepared in accordance with US GAAP 48 

Certified public accountant's opinion that financial statements present fairly financial position of 47 
Taxpayer and the results of its operations, in accordance with US GAAP 

Copy of the APA 14 

\'ariou, work papers 11 

Buok to tax reconciliations 8 
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Documentation - Continued 

Change to entity classification 

Schedule of costs and expenses (e.g., intercompany allocations) 

Financial statements as prepared in accordancc with a foreign GAAP 

Profit & Loss statement 

Certified public accountant's opinion that financial statements present fairly financial position of 
Taxpayer and the results of its operations, in accordance with a foreign GAAP 

United States income tax return 

Pertinent intercompany agreements 

List of entities 

Cash Flow statement 

Form 5471 or 5472 

Other 

Approaches for Sharing of Currency or Other Risks 
[§ 521(b)(2)(D)(xii)] 

Number of 
Times 

Required 

8 

7 

5 

4 

s3 

s3 

s3 

s3 

s3 

s3 

s3 

During 2005, there were 32 tested parties that faced financial risks, including interest rate and currency risks. In appropriate cascs, 
APAs may provide specific approaches for dealing with currency risk, such as adjustment mechanisms and/or critical assumptions. 

Efforts to Ensure Compliance with APAs 
[§ 521(b)(2)(F») 

As described in Rev. Proc. 2006-9, § 11.01, APA taxpayers are required to file annual reports to demonstrate compliance with the 
terms and conditions of the APA. The filing and review of annual reports is a critical part of the APA process. Through annual 
report review, the APA program monitors taxpayer compliance with the APA on a contcmporaneous basis. Annual report review 
provides current information on the success or problems associated with the various TPMs adopted in the APA process. 

All reports received by the APA office are tracked by one designated APA team leader who also has the primary responsibility 
for annual report review. Other APA team leaders and economists assist in this rcview, especially when the team leader who 
negotiated the case is available, since that person will already be familiar with the relevant facts and terms of the agreement. Once 
received by the APA office, the annual report is sent out to the district pcrsonnel with exam jurisdiction over the taxpayer. 

The statistics for the review of APA annual reports arc reflected in Table 31 below. As of December 31,2005, there were 350 

pending annual reports. In 2005, 146 reports were closed. 

TABLE 31: STATISTICS OF ANNVAL REPORTS 

Number of APA annual reports pending as of December 31, 2005 350 

Number of APA annual reports closed in Year 2005 146 

Number of APA annual reports requiring adjustment in Year 2005 s3 

Number of taxpayers involved in adjustments s3 

Number of APA annual report cases over one year old 275 
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ATTACHMENT A 
Model APA - Based on Revenue Procedure 2006-9 

ADVANCE PRICING AGREEMENT 
between 

[Inserl Taxpayer's Name] 
and 

THE INTERNAL REVENUE SERVICE 

PARTIES 

The Parties to this Advance Pricing Agreement (APA) are the Internal Revenue Service (IRS) and [Insert Taxpaver's Name]. 
EIN __ _ 

RECITALS 

[Insert Ti.npawr Nal/le] is the common parent of an affiliated group filing consolidated U.S. tax returns (collectively referred to 
as "'Taxpayer"l. and is entering into this APA on behalf of itself and other members of its consolidated group. 

Taxpayer's principal place of business is [Cif'.., State]. [lIJSert general description of taxpayer and other rele\'Gllt parties]. 

This APA contains the Parties' agreement on the best method for determining arm's-length prices of the Covered Transactions 
under I.R.C. section 482, any applicable tax treaties. and the Treasury Regulations. 

(1/ ll'IICI\'(/I. add} I Taxpaycr and IRS previously entered into an APA covering taxable years ending ____ to ___ _ 
executed on .] 

AGREEMENT 

The Parties agree as follows: 

I. COl"cred Transactiolls. This APA applie, to the Covered Transactions, as defined in Appendix A. 

2. Tmllstcr Pricillg A4ctiIod. Appendix A sets forth the Transfer Pricing Method (TPM) for the Covered Transactions . 

.1. Tem/. This APA applies to Taxpayer's taxable years ending ___ through ___ (APA Term). 

4. Opc/"{/tioll. 

a. Revenue Procedure 2006-9 governs the interpretation, legal effect, and administration of this APA. 

b. Nonfaetual oral and written representations, within the meaning of sections 10.04 and lO.05 of Revenue Procedure 2006-9 
(including any proposals to use particular TPMsl. made in conjunction with the APA Request constitute statements made in 
compromise negotiations within the meaning of Rule 408 of the Federal Rules of Evidence. 

S. COlllpliallce. 

a. Taxpayer must report its taxable income in an amount that is consistent with Appendix A and all other requirements of this 
APA Oil ih timely filed U.S. Return. However, if Taxpayer's timely filed U.S. Return for an APA Year is filed prior to, or no later 
than 60 days after. the effective date of this APA, then Taxpayer must report its taxable income for that APA Year in an amount that 
is consistent with Appendix A and all other requirements of this APA either on the original U.S. Return or on an amended U.S. 
Return fi hi no later than 120 days after the effective date of this APA, or through such other means as may be specified herein. 

b. [/nscrt IriIen US. Group or Foreign Group contains more than one member. ) [This APA addresses the arm's-length 
nature of price~ charged or received in the aggregate between Taxpayer and Foreign Participants with respect to the Covered 
Tran,aetions. Except as explicitly provided, this APA does not address and does not bind the IRS with respect to prices charged 
or rL'cL'iYed, or the relative amounts of income or loss realized, by particular legal entities that are members of U.S. Group or 
that arc memhers of Foreign Group.] 

c. Fllr each taxable year covered by this APA (APA Year), if Taxpayer complies with the terms and conditions of this APA. then 
the IRS will not make or propose any allocation or adjustment under I.R.C. section 482 to the amounts charged in the aggregate 
hct\\ cen Taxpayer and Foreign Participant[s] with respect to the Covered Transactions. 
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d. If Taxpayer docs not comply with the terms and conditions of this APA. then the IRS may: 

1. enforce the terms and conditions of this APA and make or propose allocations or adjustments under I.R.C. section -+82 
consistent with this APA; 

11. cancel or revoke this APA under section 11.06 of Revenue Procedure 2006-9; or 

111. revise this APA, if the Parties agree. 

e. Taxpayer must timely file an Annual Report (an original and four copies) for each APA Year in accordance with Appendix C 
and section 11.01 of Revenue Procedure 2006-9. Taxpayer must file the Annual Report for all APA Years through the APA Year 
ending [insert year] by [insert date]. Taxpayer must file the Annual Report for each subsequent APA Year by [insert month and 
day] immediately following the close of that APA Year. (If any date falls on a weekend or holiday, the Annual Report shall be 
due on the next date that is not a weekend or holiday.) The IRS may request additional information reasonably necessary to 
clarify or complete the Annual Report. Taxpayer will provide such requested information within 30 days. Additional time may 
be allowed for good cause. 

r. The IRS will determine whether Taxpayer has complied with this APA based on Taxpayer's U.S. Returns. Financial 
Statements, and other APA Records, for the APA Term and any other year necessary to verify compliance. For Taxpayer to 
comply with this APA. an independent certified public accountant must I use the following or all altematil'eJ render an opinion 
that Taxpayer's Financial Statements present fairly, in all material respects, Taxpayer's financial position under U.S. GAAP. 

g. In accordance with section 11.04 of Revenue Procedure 2006-9, Taxpayer will (I) maintain its APA Records, and (2) make 
them available to the IRS in connection with an examination under section 11.03. Compliance with this subparagraph constitutes 
compliance with the record-maintenance provisions of I.R.C. sections 6038A and 6038C for the Covered Transactions for any 
taxable year during the APA Term. 

h. The True Taxable Income within the meaning of Treasury Regulations sections 1.482-1 (a)(1) and (i)(9) of a member of an 
affiliated group filing a U.S. consolidated return will be determined under the I.R.C. section 1502 Treasury Regulations. 

i. I Optiollal for us Parent Signatories} To the extent that Taxpayer's compliance with this APA depends on certain acts of 
Foreign Group members, Taxpayer will ensure that each Foreign Group member will perform such acts. 

6. Critical Assumptions. This APA's critical assumptions, within the meaning of Revenue Procedure 2006-9, section 4.05, appear 
in Appendix B. If any critical assumption has not been met, then Revenue Procedure 2006-9, section 11.06, governs. 

7. Disclosure. This APA, and any background information related to this APA or the APA Request, are: (1) considered "return 
information" under I.R.C. section 61 03(b )(2)(C); and (2) not subject to public inspection as a "written determination" under I.R.c. 
section 611O(b)(1). Section 521 (b) of Pub. L. 106-170 provides that the Secretary of the Treasury must prepare a report for public 
disclosure that includes certain specifically designated information concerning all APAs, including this APA, in a form that does 
not reveal taxpayers' identities, trade secrets, and proprietary or confidential business or financial information. 

S. Disputes. If a dispute arises concerning the interpretation of this APA, the Parties will seek a resolution by the IRS Associate 
Chief Counsel (International) to the extent reasonably practicable, before seeking alternative remedies. 

9. Materiality. In this APA the terms "material" and "materially" will be interpreted consistently with the definition of "material 
facts" in Revenue Procedure 2006-9, section 11.06(4). 

10. Section Captions. This APA's section captions, which appear in italics, are for convenience and reference only. The captions 
do not affect in any way the interpretation or application of this APA. 

II. Terms and Definitions. Unless otherwise specified, terms in the plural include the singular and vice versa. Appendix D 
contains definitions for capitaliLed terms not elsewhere defined in this APA. 

12. Entire Agreement and Sel'erability. This APA is the complete statement of the Parties' agreement. The Parties will sever, 
delete, or reform any invalid or unenforceable provision in this APA to approximate the Parties' intent as nearly as possible. 

13. Successor in Interest. This APA binds, and inures to the benefit of, any successor in interest to Taxpayer. 

14. Notice. Any notices required by this APA or Revenue Procedure 2006-9 must be in writing. Taxpayer will send notices to the 
IRS at the address and in the manner set forth in Revenue Procedure 2006-9, section 4.11. The IRS will send notices to: 
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Taxpayer Cllrporatilln 
Attn: Lme Doe, Sf. Vice President (Taxes) 
I ()()() Am Road 
Any City, USA I()()()() 
(phone: ___ _ 

15. E{fi'dil'c Dlile 1I11d COlllltoplirts. This APA is effective starting on the date, or later date of the dates, upon which all Parties 
necLlte thi, APA. The Parties may execute this APA in counterparts, with each counterpart constituting an original. 

VHTNESS, 

The Parties ha\'e executed this APA on the dates below. 

[Taxpa~'er Name in all caps] 

By: _______________ _ Date: ___ , 20 __ 

Jane Doc 
Sr. Vice President (Taxes) 

IRS 
Bv: ____________________________ __ Date: ___ , 20 __ 

Matthew W. Frank 
Director, Advance Pricing Agreement Program 

APPENDIX A 

COVERED TRANSACTIONS AND TRANSFER PRICING METHOD (TPM) 

1. Covered Transactions. 

I D(:!ille Ihe COI'('/'ed Trallsactiolls,] 

2, TPM. 

(Note: It'lippropriate, {/d{/pl lallKuoKe from the followillg eXlimples.} 

IThe Tested Party is _____ .] 

• CUP Method 

The TPM is the comparable uncontrolled price (CUP) method. The Arm's Length Range of the price charged for 
---- is between and per unit. 

• CUT \,lethod 

The TPM is the CUT Method. The Arm's Length Range of the royalty charged for the license of is between 
---(; and __ 'Ir of ITaxpayer' s. Foreign Participants'. or other specified party's] Net Sales Revenue. [Insert definition of net 
,aks rewilue or other royalty base.] 

• Resale Price Method (RP:\l) 

The TPM is the resak price method (RPM). The Tested Party', Gross Margin for any APA Year is defined as follows: the 
Te,ted Part\", gross profit divided by its sale, revenue (as those terms arc defined in Treasury Regulations sections 1.482-5(d)(1) 
and (~)) fllr that APA Year. The Arm', Length Range is between __ 70 and __ 7c, and the Median of the Arm's Length 
R,lIlg~ i, ___ ( ( . 
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• Cost Plus Method 

The TPM is the cost plus method. The Tested Party's Cost Plus Markup is defined as follows for any APA Year: the Tested 
Party's ratio of gross profit to production costs (as those terms are defined in Treasury Regulations sections I.4R2-3(d)( I) 
and (2» for that APA Year. The Arm's Lcngth Range is between __ % and __ %, and the Median of the Arm's Length 
Range is __ %. 

• CPM with Berry Ratio PLI 

The TPM is the comparable profits method (CPM). The profit level indicator is a Berry Ratio. The Tested Party's Berry 
Ratio is defined as follows for any APA Year: the Tested Party's gross profit divided by its operating expenses (as those terms 
are defined in Treasury Regulations sections 1.482-5(d)(2) and (3)) for that APA Year. The Arm's Length Range is between 
___ and , and the Median of the Arm's Length Range is __ _ 

• CPM using an Operating Margin PLI 

The TPM is the comparable profits method (CPM). The profit level indicator is an operating margin. The Tested Party's 
Operating Margin is defined as follows for any APA Year: the Tested Party's operating profit divided by its sales revenue (as 
those terms are dcfined in Treasury Regulations section 1.482-5(d)( 1) and (4)) for that APA Year. The Arm's Length Range is 
between __ % and __ %, and the Median of the Arm's Length Range is __ %. 

• CPM using a Three-year Rolling Average Operating Margin PLI 

The TPM is the comparable profits method (CPM). The profit level indicator is an operating margin. The Tested Party's 
Three-Year Rolling Average operating margin is defined as follows for any APA Year: the sum of the Tested Party's operating 
profit (within the meaning of Treasury Regulations section 1.482-5(d)(4) for that APA Year and the two preceding years. 
divided by the sum of its sales revenue (within the meaning of Treasury Regulations section 1.482-5(d)(l» for that APA 
Year and the two preceding years. The Arm's Length Range is between __ % and __ %, and the Median of the Arm's 
Length Range is __ %. 

• Residual Profit Split Method 

The TPM is the residual profit split method. [Insert description of routine profit level determinations and residual 
profit-split mechanism]. 

[insen additional provisions as needed.] 

3. Application of TPM. 

For any APA Year, if the results of Taxpayer's actual transactions produce a [price per unit, royalty rate for the Covcrcd 
Transactions] [or] [Gross Margin, Cost Plus Markup, Berry Ratio, Operating Margin, Three-Year Rolling Average Operating 
Margin for the Tested Party] within the Arm's Length Range, then the amounts reported on Taxpayer's U.S. Return must 

clearly reflect such results. 

For any APA year, if the results of Taxpayer's actual transactions produce a [price per unit, royalty rate] [or] [Gross Margin. 
Cost Plus Markup, Berry Ratio, Operating Margin, Three-Year Rolling Average Operating Margin for the Tested Party J outsidc 
the Arm's Length Range, then amounts reported on Taxpayer's U.S. Return must clearly reflect an adjustment that brings the 
[price per unit, royalty rate] [or] [Tested Party's Gross Margin, Cost Plus Markup, Berry Ratio, Operating Margin, Three-Year 

Rolling Average Operating Margin] to the Median. 

For purposes of this Appendix A, the "results of Taxpayer's actual transactions" means the results reflected in Taxpayer's and 
Tested Party's books and records as computed under U.S. GAAP [insert another relevant accounting standard if applicable I, with 

the following adjustments: 

(a) [The fair value of stock-based compensation as disclosed in the Tested Party's audited financial statements shall be treated as 

an operating expense 1; and 

(b) To the extent that the results in any prior APA Year arc relevant (for example, to compute a multi-year average), such results 

shall be adjusted to reflect the amount of any adjustment made for that prior APA Year under this Appendix A. 

4. APA Revenue Procedure Treatment. 

If Taxpayer makes a primary adjustment under the terms of this Appendix A, Taxpayer may elect APA Revenue Procedure 

Treatment in accordance with section 11.02(3) of Revenue Procedure 2006-9. 

[insert additional prorisions as needed. J 
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This APA's critical assumptions arc: 

APPENDIX B 

CRITICAL ASSUMPTIONS 

I. The business activities. functions performed. risks assumed, assets employed, and financial and tax accounting methods and 
classifications [and methods of estimation jof Taxpayer in relation to the Covered Transactions will remain materially the same as 
described or used in Taxpayer's APA Request. A mere change in business results will not be a material change. 

[/llsert additiol/al prorisiolls (/.1 llceded j 

APPENDIX C 

APA RECORDS AND ANNUAL REPORT 

APA RECORDS 

The APA Records will consist of: 

I. All documents listed below for inclusion in the Annual Report, as well as all documents, notes, work papers, records, or other 
writings that support the information provided in such documents. 

ANNUAL REPORT 

The Annual Rcport will include two copies of a properly completed APA Annual Report Summary in the form of Exhibit E to this 
APA. one copy of the form bound with, ami one copy bound separately from, the rest of the Annual Report. In addition, the 
Annual Report will include a table of contents and the information and exhibits identified below, organized as follows. 

I. Statements that fully identify, describe, analyze, and explain: 

a. All material differences between any of the U.S. Entities' business operations (including functions, risks assumed, markets, 
contractual terms, economic conditions. property, services, and assets employed) during the APA Year and the description of 
the business operations contained in the APA Request. If there have been no material differences, the Annual Report will 
include a statement to that effect. 

b. All material changes in the U.S. Entities' accounting methods and classifications, and methods of estimation, from those 
described or used in Taxpayer's request for this APA. If any such change was made to conform to changes in U.S. GAAP (or 
other relevant accounting standards), Taxpayer will specifically identify such change. If there has been no material change in 
accounting methods and classifications or methods of estimation, the Annual Report will include a statement to that effect. 

c. Any change to the Taxpayer notice information in section l4 of this APA. 

d. Any failure to meet any critical assumption. If there has been no failure, the Annual Report will include a statement 
to that effect. 

c. Any change to any entity classification for federal income tax purposes (including any change that causes an entity to be 
disregarded for federal income tax purposes) of any Worldwide Group member that is a party to the Covered Transactions or 
is otherwi,e relevant to the TPM. 

f. The amount, reason for, and financial analysis of any compensating adjustments under paragraph 4 of Appendix A and 
Revenue Procedure 2006-9, section 11.02(3), for the APA Year, including but not limited to: 

1. the amounts paid or received by each affected entity; 

11. the character (such as capital. ordinary, income, expense) and country source of the funds transferred, and the specific 
affected line item(s) of any affected U.S. Return; and 

111. the date(s) and means by which the payments are or will be made. 

g The amounts. description, reason for. and financial analysis of any book-tax difference relevant to the TPM for thc APA 
Ycar. as reflccted on Schedule M-I or Schedule M-3 of the U.S. Return for the APA Year. 

2. The Financial Statements, and any necessary account detail to show compliance with the TPM, with a copy of the independent 
c~rtificd puhlic accountant', opinion required by paragraph 5(f) of this APA. 
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3. A financial analysis that reflects Taxpayer's TPM calculations for the APA Year. The calculations must reconcile with and 
reference the Financial Statements in sufficient account detail to allow the IRS to determine whether Taxpayer has complied 
with the TPM. 

4. An organizational chart for the Worldwide Group, revised annually to reflect all ownership or structural change~ of entities 
that are parties to the Covered Transactions or are otherwise relevant to the TPM. 

5. A copy of the APA. 

APPENDIX D 

DEFINITIONS 

The following definitions control for all purposes of this APA. The definitions appear alphabetically below: 

Term Definition 

Annual Report A report within the meaning of Revenuc Procedure 2006-9, section 11.01. 

APA This Advance Pricing Agreement, which is an '"advance pricing agreement" within the 
meaning of Revenue Procedure 2006-9, section 2.04. 

APA Records The records specified in Appendix C. 

APA Request Taxpayer's request for this APA dated , including any amendments or 
supplemental or additional information thereto. 

Covered Transaction( s) This term is defined in Appendix A. 

Financial Statements Financial statements prepared in accordance with U.S. GAAP and stated in U.S. dollars. 

Foreign Group Worldwide Group members that arc not U.S. persons. 

Foreign Participants [name the foreign entities involved in Covered Transactions]. 

I.R.C. The Internal Revenue Code of 1986, 26 U.S.c., as amcnded. 

Pub. L. 106-170 The Ticket to Work and Work Incentives Improvemcnt Act of 1999. 

Revenue Procedure 2006-9 Rev. Proc. 2006-9. 2006-2 I.R.B. 278. 

Transfer Pricing Method (TPM) A transfer pricing method within the meaning of Treasury Regulations section 1.482-1 (b) 
and Revenue Procedure 2006-9, section 2.04. 

U.S GAAP U.S. generally-accepted accounting principles. 

U.S. Group Worldwide Group members that are U.S. persons. 

U.S. Return For each taxable year, the "returns with respect to income taxes under subtitle A" that 
Taxpayer must "make" in accordance with I.R.c. section 6012. lOr substitute for 
partnership: For each taxable year, the "return" that Taxpayer must "make" in accordance 

with LR.C. section 6031.} 

Worldwide Group Taxpaycr and all organizations, trades, businesses, cntitics, or branches (whcthcr or not 
incorporated, organized in the United States, or affiliated) owned or controlled directly or 

indircctly by the same interests. 
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APPENDIX E 

APA ANNUAL REPORT SUMMARY FORM 

The APA Annual Report Summary on the next page is a required APA Record. The APA Team Leader ha~ supplied ~ome of 
the information requested on the form. Taxpayer is to supply the remaining information requested by the form and submit the 
form ~b part of its Annual Report. 

APA Annual 
Report 

Sl1MMARY 

APA Information 

Department of the Treasury- APA no. 
Internal Revenue Service Team Leader 

Office of Associate Chief Counsel Economist 
(International) Inti Examiner 

Advance Pricing Agreement Program CA Analyst 

Taxpayer Name: ________________________________ ___ 

Taxpayer EIN: NAICS: _____ _ 

APA Term: Taxable years ending to ____ _ 

Original APA [ I Renewal APA [ J 

Annual Report due dates: 
_____ , 200 __ for all APA Years through APA Year ending in 200 __ : for each APA Year 
thereafter. on _____ [month and day] immediately following the close of the APA Year. 

Principal foreign country(ies) involved in covered transaction(s): _______________ _ 

Type of APA: [ J unilateral [ J bilateral with _______ _ 

Tested party is [ J US [ I foreign [ J both 

Approximate dollar volume of covered transactions (on an annual basis) involving tangible goods 
and services: 

[ I N/A [ I <$50 million [ ] $50-100 million r I $100-250 million [ I $250-500 million 
[ 1 >$500 million 

APA tests on (check all that apply): 
[ I annual basis [ I multi-year basis [ I term basis 

APA provides (check all that apply) a: 
[ I range [ I point [ I floor only [ I ceiling only [ I other --_____ _ 

APA provides for adjustment (check all that apply) to: 
r I nearest edge [ I median [ I other point 
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APA Annual 
Report 

Information 
(to be completed 
by the Taxpayer) 

APA Annual 
Report 

Checklist of 
Key Contents 

(to be completed 
by the Taxpayer) 

Contact 
Information 

APA date executed: _______ , 200_ 

This APA Annual Report Summary is for APA Year(s) ending in 200_ and was filed on ___ . 
200_ 

Check here [ I if Annual Report was filed aftcr original duc date hut in accordance with extension. 

Has this APA been amended or changcd? [ J yes [ J no Effective Date: ____ _ 

Has Taxpayer complied with all APA terms and conditions') [ I yes [ I no 

Were all the critical assumptions meP [ J yes [ I no 

Has a Primary Compensating Adjustment been made in any APA Year covered by this Annual 
Report? 

[ I yes [ I no If yes, which year(s): 200_ 

Have any necessary Secondary Compensating Adjustments been made? [ I yes [ I no 

Did Taxpayer elcct APA Revenue Procedure treatment? [ I yes [ I no 

Any change to the entity classification of a party to the APA? [ I yes [ I no 

Taxpayer notice information contained in the APA remains unchanged? [ I yes [ I no 

Taxpayer's currcnt US principal place of business: (City. State) 

Financial analysis reflecting TPM calculations r I yes r I no 

Financial statements showing compliance with TPM(s) r I yes [I no 

Schedule M-l or M-3 book-tax differences [ I yes [ I no 

Current organizational chart of relevant portion of world-wide group [ I yes [ I no 

Attach copy of APA [ I yes [ Ino 

Other APA records and documents included: 

[The information required in the following section should be tailored to the particular case] 

[ I yes [ I no 

[ I yes [ I no 

[ I yes [ I no 

[ I yes [ I no 

[ I yes [ I no 

Authorized Representati ve Phone Number Affiliation and Address 
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Announcement of Disciplinary Actions Involving 
Attorneys, Certified Public Accountants, Enrolled Agents, 
and Enrolled Actuaries - Suspensions, Censures, 
Disbarments, and Resignations 
Announcement 2006-23 

Under Title 31. Code of Federal Regu~ 
lations. Part 10. attorneys. certified public 
accountants. enrolled agents. and enrolled 
actuaries may not accept assistance from. 
or assist. any person who is under disbar~ 
ment or suspension from practice before 
the Internal Re\'enue Service if the assis~ 
tance relates to a matter constituting prac~ 
tiee before the Internal Revenue Service 
and may not knowingly aid or abet another 

person to practice before the Internal Rev~ 
enue Service during a period of suspen~ 
sion. disbarment. or ineligibility of such 
other person. 

To enable attorneys, certified public 
accountants. enrolled agents, and enrolled 
actuaries to identify persons to whom 
these restrictions apply, the Dircctor. Of~ 
fice of Professional Responsibility, will 
announce in the Internal Revenue Bulletin 

their names, their city and state. their pro~ 
fessional designation. the effecti\'e date 
of disciplinary action. and the period of 
suspension. This announcement will ap
pear in the weekly Bulletin at the earliest 
practicable date after such action and will 
continue to appear in the weekly Bulletins 
for five successive weeks. 

Consent Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31. Code of Federal Regu~ 
lations. Part 10. an attorney, eerti fied pub~ 
lie accountant. enrolled agent. or enrolled 
actuary. in order to avoid the institution 
or conclusion of a proceeding for his or 
her disbarment or ~mpension from prac
tIce before the Internal Revenue Service. 

Name Address 

Hof!. James D. Nutley. NJ 

may offer his or her consent to suspension 
from such practice. The Director. Office 
of Professional Responsibility. in his dis
cretion. may suspend an attorney, certified 
public accountant, enrolled agent, or en
rolled actuary in accordance with the con
scnt offered. 

Designation 

CPA 

Saher. baac Bay Harber Islands. FL CPA 

Wnmk Dalton C Carrollton. TX Enrolled Agent 

Lowell. MA Enrolled Agent 

DalL'. Ed\\ard R. Stockton. C A CPA 

Ne\\ York. NY Attorney 
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The following individuals have been 
placed under consent suspension from 
practice before the Internal Revenue Ser~ 
vice: 

Date of Suspension 

Indefinite 
from 
August 10, 2005 

September 19,2005 
to 
June 18. 2007 

Indefinite 
from 
October 15, 2005 

Indefinite 
from 
November 1,2005 

Indefinite 
from 
November I. 2005 

November 15.2005 
to 
May 14,2007 



Name Address Designation Date of Suspension 

Edmonds, Joseph M. Charlotte, NC Enrolled Actuary November 16,2005 
to 
March 15, 2006 

Rubin, Stuart L. Coral Springs, FL CPA Indefinite 
from 
December 7,2005 

Sanger, Brett D. Oklahoma City, OK Attorney Indefinite 
from 
January I, 2006 

Berkowitz, Ira T. Simi Valley, CA CPA Indefinite 
from 
January 9, 2006 

Caylor, John D. Long Lake, MN CPA Indefinite 
from 
January 12,2006 

Saldana, Oscar M. Laredo. TX CPA Indefinite 
from 
January 15.2006 

Bruck, Lawrence S. Newton, PA CPA Indefinite 
from 
January 16,2006 

Sneathen, Lowell D. Orange, CA CPA Indefinite 
from 
January 18, 2006 

Roberson, George Leesburg, VA CPA Indefinite 
from 
January 17,2006 

Dugan, Lawrence E. Alta, IA Attorney Indefinite 
from 
February 1,2006 

Frascella, Russell Pound Ridge, NY CPA Indefinite 
from 
February 1, 2006 

Smith, David B. Kettering, OH Enrolled Agent Indefinite 
from 
February 13,2006 

Whiteside, Thomas L. Atlanta. GA Attorney Indefinite 
from 
February 13, 2006 

Bednarz, Jr., Michael Framingham, MA Attorney Indefinite 
from 
February 13,2006 

Alexander, Herald J.A. Atlanta, GA Attorney Indefinite 
from 
February 20, 2006 
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Name 

Bal1els. Kyle North Salem. NY 

Baker. Jibade A. Indianapolis. I\,J 

Morris. R. Scott Corpus Christi. TX 

Kenny. Stan M. Wichita. KS 

Designation 

Enrolled Agent 

CPA 

CPA 

Attorney 

Illul'fillite 
from 
Fehruary .2 I . .2006 

March 1:1 . .2006 
to 
March 1.2 . .20()S 

Indefinite 
from 
March 16. 2006 

Indefinite 
from 
May I, 2006 

Expedited Suspensions From Practice Before the Internal 
Revenue Service 

Under Title .11. Code of Federal Regu
lations, Part 10, the Director, Office of Pro
fessional Responsibility. is authorized to 
ilTlmediately suspend from practicc before 
the Internal Revcnue Service any practi
tioner who. within five years from the date 

the expedited proceeding is instituted (I) 

has had a license to practice as an attor
ney. certified public accountant. or actuary 
suspended or revoked for cause or (2) has 
been convicted of certain crimes. 

J\ame Address Designation 

Haugabrook. Earl Upper Montclair. NJ CPA 

Patterson. Kenneth R. Plano. TX CPA 

Blackhurn. Randall D. Laurinburg. NC CPA 

Coe. Sean M. Sahuarita, AZ Attorney 

Lim, Ricarda L. Sacramento. CA Attorney 

Bridge" Ly ndell P. Golden. CO CPA 

Curcio. Gregory 1. l\ew York. NY Attorney 
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The following individuals have heen 
placed under suspension from practice be
fore the Internal Revenue Service by virtue 
of the expedited proceeding provisions: 

Date of Suspension 

Indefinite 
from 
September 27. 2005 

Indefinite 
from 
October 19, 2005 

Indefinite 
from 
October 19. 2005 

Indefinite 
from 
October 12. 2005 

Indefinite 
from 
November 1. 2005 

Indefinite 
from 
November 14. 2005 

Indefinite 
from 
November 14. 2005 



Name Address Designation Date of Suspension 

Silverton, Ronald R. Pacific Palisades, CA Attorney Indefinite 
from 
November 14,2005 

Hartigan, Seth P. Minneapolis, MN Attorney Indefinite 
from 
November 14, 2005 

Carlson, Richard E. Chappell, NE Attorney Indefinite 
from 
November 14, 2005 

Veres, Robert D. Phoenix, AZ CPA Indefinite 
from 
November 14, 2005 

Noble, Gregory P. Corvallis, OR Attorney Indefinite 
from 
December 2, 2005 

Parker, Oscic K. Thomasville, NC Attorney Indefinite 
from 
December 15,2005 

Connor, Jr. William 1. Kernersville, NC Attorney Indefinite 
from 
December 15, 2005 

Cassidy, Maureen E. Murphy, ID Attorney Indefinite 
from 
December 15, 2005 

Harrison. Rodney L. Urbana.IL Attorney Indefinite 
from 
December 15,2005 

Cagle, Carol L. Alton,IL Attorney Indefinite 
from 
December 15, 2005 

Knaff. Philip J. Burr Ridge, IL Attorney Indefinite 
from 
December 15, 2005 

Pence. Thomas R. Cedar Rapids, IA Attorney Indefinite 
from 
December 15, 2005 

Tunney. John A. Freehold, NJ Attorney Indefinite 
from 
December 15, 2005 

Dasent, Carlton Mattapoisett, MA Attorney Indefinite 
from 
December 15, 2005 

Robeznieks, John O. Palatine, IL Attorney Indefinite 
from 
December 15,2005 

2006-1 C.B. 813 



Name Address Designation Date of Suspension 

Landman, Nathaniel M. St. Peters, MO Attorney Indefinite 
from 
December I.'i. ~O()5 

Lnin, Herbert M. Bolingbrook, II. Attorney Indefinite 
from 
December 15, 2005 

Wade. Jelfrey L. Louisville, KY Attorney Indefinite 
from 
December 15. 2005 

Cozzarelli. Frank J. North Caldwell. NJ Attorney Indefinite 
from 
December 15, 2005 

Brooks, Jane E. SI. Paul. MN Attorney Indefinite 

from 
December 15, 2005 

Mulvahill, James P. Plymouth, MN Attorney Indefinite 

from 
December 15. 2005 

Bernstein, Ralph Chicago,IL Attorney Indefinite 
from 
December 15,2005 

Tousey. Robert R. Ellicott City, MD Attorney Indefinite 
from 
December 15.2005 

Schatz, Allen E. Shorewood. WI Attorney Indefinite 
from 
December 16, 2005 

Olson, David E. New Port Richey. FL Attorney Indefinite 
from 
December 16, 2005 

Shagory, Edward 1. Boston. MA Attorney Indefinite 
from 
December 20, 2005 

Wintroub. Edward L. Omaha. NE Attorney Indefinite 
from 
December 20, 2005 

John,on. Jr. Walter T. Greensboro. NC Attorney Indefinite 
from 
December 27, 2005 

Szam. Stanley 1. New York. NY Attorney Indefinite 
from 
December 27, 2005 

Rel'chione. Louis Woodcliff Lake. NJ Attorney Indefinite 
from 
December 27.2005 

Pepper. Louis Great Neck, NY Attorney Indefinite 
from 
January 2. 2006 
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Name Address Designation Date of Suspension 

Fritzshall, Robert S. Skokie,IL Attorney Indefinite 
from 
January 9, 2006 

DiCaprio, Joseph A. Cherry Valley, IL Attorney Indefinite 
from 
January 9, 2006 

Rosenberg, Keith A. N. Bethesda, MD Attorney Indefinite 
from 
January 9, 2006 

Boudreau, Patricia L. Lexington, MA Attorney Indefinite 
from 
January 9, 2006 

Webb, Daniel F. Milwaukee, WI Attorney Indefinite 
from 
January 9. 2006 

Miranda, Jesse R. Phoenix, AZ Attorney Indefinite 
from 
January 9. 2006 

Kuzel, Gary Plainfield, IL CPA Indefinite 
from 
January 9, 2006 

Nomura, Edmund Y. Phoenix, AZ Attorney Indefinite 
from 
January 9, 2006 

Mason. Robert J. Colorado Springs, CO Attorney Indefinite 
from 
January 9, 2006 

Land, Janet P. Stedman, NC Attorney Indefinite 
from 
January 9, 2006 

Fitzgerald, Maurice Lexington, MA Attorney Indefinite 
from 
January 9, 2006 

Valadez, Librado R. San Antonio, TX CPA Indefinite 
from 
January 9, 2006 

Williams, Frank C. Houston, TX Attorney Indefinite 
from 
January 9, 2006 

LaGrand, Tara Naples, FL CPA Indefinite 
from 
January 9, 2006 

Harris, Susan L. Houston, TX Attorney Indefinite 
from 
January 9. 2006 

Hobbs, James B. Amherst, NH Attorney Indefinite 
from 
January 9. 2006 
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Name Address Designation Date of Suspension 

Momsen. Joel Napa. CA Attorney Indefinite 
from 
January 10. 20()6 

Lambert. Brett J. Fort Collins. CO Attorney Indefinite 
from 
January I D. 2D06 

Lefevre. Keith H. Longwood. FL Attorney Indefinite 
from 
January 13. 2006 

Bronner. Bernard Great Neck. NY Attorney Indefinite 
from 
January 18, 2006 

Kuhnreich. Robert M. New York. NY Attorney Indefinite 
from 
January 20. 2006 

Walser. Vicki L. Valencia. CA Attorney Indefinite 
from 
January 20, 2006 

Menter, Jeffrey Centennial, CO Attorney Indefinite 
from 
January 23, 2006 

Catagnus, Patricia A. Richardson. TX CPA Indefinite 
from 
January 23. 2006 

Matthews. Elizabeth B. Denver. CO Attorney Indefinite 
from 
January 23. 2006 

Sisselman. Barry A. Temecu lao C A Attorney Indefinite 
from 
January 23. 2006 

Armstrong. Thomas I. Irvine. CA Attorney Indefinite 
from 
January 23, 2006 

Chestnut. A. Johnson Fayetteville, NC CPA Indefinite 
[rom 
January 24. 2006 

Kerby. Juhn C. Desoto. TX CPA Indefinite 
from 
February 2, 2006 

Phillips. John D. Albuquerque. NM Attorney Indefinite 
from 
February 2, 2006 

Brnoma,. James Baytown. TX Attorney Indefinite 
from 
February 2. 2006 

Wilsoll. Joel M. Denver. NC CPA Indefinite 
from 
February 2. 2006 
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Name Address Designation Date of Suspension 

Olivieri Jr., Robert C. Bensalem, PA CPA Indefinite 
from 
February 7, 2006 

Scher, Robert A. Port Washington, NY Attorney Indefinite 
from 
February 15,2006 

Mintz. David J. Evergreen, CO Attorney Indefinite 
from 
February 15. 2006 

Abelson, Richard H. White Plains, NY Attorney Indefinite 
from 
February 15,2006 

Drum, Joel A. Van Nuys, CA Attorney Indefinite 
from 
February 17. 2006 

Nissenbaum. Susan Grafton, MA Attorney Indefinite 
from 
February 22, 2006 

Mahon, Edward J. Waren ville, IL Attorney Indefinite 
from 
February 22, 2006 

Nash. Bruce Chicago,IL Attorney Indefinite 
from 
February 22, 2006 

Duru. Ike E. Powder Springs. GA Attorney Indefinite 
from 
February 22, 2006 

Hirth, Gary E. Phoenix. AZ Attorney Indefinite 
from 
February 22, 2006 

Madden, James G. Hudson,IL Attorney Indefinite 
from 
February 22, 2006 

Thomas, Robert C. Chicago. IL Attorney Indefinite 
from 
February 22. 2006 

Moore, Jr. William D. Libertyville, IL Attorney Indefinite 
from 
February 22, 2006 

Weit Jr., John V. Homewood, IL Attorney Indefinite 
from 
February 22, 2006 

Berlin, Marc D. Chicago,IL Attorney Indefinite 
from 
February 22, 2006 

Lebensbaum, Henry Andover, MD Attorney Indefinite 
from 
February 22, 2006 
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Name Address Designation Date of Suspcnsion 

Leonhart. Georgia L Oeean View. DE Attorney Indefinitc 
from 
Fehruary ::'::'. ::'()()6 

Wolf. Marvin H. Boynton Beach. FL Attorney Indefinite 
from 
February 2::'. ::'006 

Dorsa. Lawrence R. Oceanside. C A Attorney Indefinite 
from 
February ::'3. ::'006 

Battista Jr.. Gerard F. NorwelL MA Attorney Indefinite 
from 
February 27. 2006 

Koehn. Charles R. Green Bay. WI Attorney Indefinite 
from 
February 28. 2006 

Phillips. Claudia L. Oak Park. CA Attorney Indefinite 
from 
March 9, 2006 

Zarate. Gustavo A. Pasadena. CA Attorney Indefinite 
from 
March 9, 2006 

Schorling. Douglas D. Fresno. CA Attorney Indefinite 
from 
March 9. 2006 

Bowman Jr .. John 1. Gibsonia, PA Enrolled Agent Indefinite 
from 
March 9, 2006 

Jordan. Richard W. Austin, TX CPA Indefinite 
from 
March 9, 2006 

Rothenberg, Steven G. Kingston. NY Attorney Indefinite 
from 
March 24. 2006 

Osterloh. Douglas D. Boring, OR Attorney Indefinite 
from 
March 24. 2006 

Beneveni~ Eugene Tucson. AZ Attorney Indefinite 
from 
March 24. 2006 

Krombach. Charles Brookfield, WI Attorney Indefinite 
from 
March 24. 2006 

Caldwell. Da\id G. Austin, TX Attorney Indefinite 
from 
March 24, 2006 
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Name Address 

Zwibel, David Lawrence, NY 

Designation 

CPA 

Date of Suspension 

Indefinite 
from 
March 31, 2006 

Suspensions From Practice Before the Internal Revenue 
Service After Notice and an Opportunity for a Proceeding 

Under Title 31, Code of Federal Reg
ulations, Part 10, after notice and an op
portunity for a proceeding before an ad-

Name Address 

ministrative law judge, the following indi
viduals have been placed under suspension 

Designation 

Fitzpatrick, Pamela Arroyo Grande, CA CPA 

from practice before the Internal Revenue 
Service: 

Effecti ve Date 

November 14, 2005 
to 
November 13,2009 

Disbarments From Practice Before the Internal Revenue 
Service After Notice and an Opportunity for a Proceeding 

Under Title 31, Code of Federal Regu
lations, Part 10, after noticc and an oppor-

Name Address 

tunity for a proceeding before an adminis
trative law judge, the following individu-

Designation 

Edgar, Richard A. Los Angeles, CA CPA 

Censure Issued by Consent 
Under Title 31. Code of Federal Reg

ulations, Part 10, in lieu of a proceeding 
being instituted or continued, an attorney, 
certified public accountant, enrolled agent, 

Name Address 

or enrolled actuary, may offer his or her 
consent to the issuance of a censure. Cen
sure is a public reprimand. 

Designation 

Porter, Donald E. Burleson, TX CPA 

als have been disbarred from practice be
fore the Internal Revenue Service: 

Effective Date 

October 3, 2005 

The following individuals have con
sented to the issuance of a Censure: 

Date of Censure 

February 10, 2006 
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Resignations of Enrolled Agents 
Under Title :I L Code of Federal Regu~ 

lations, Part 10, an enrolled agent. in or~ 
der to avoid the institution or conclusion 
of a proceeding for his or her disbarment 
or suspension from practice before the In~ 

Name 

Casagna, Ronald M. 

Deletions From Cumulative 
List of Organizations 
Contributions to Which 
are Deductible Under Section 
170 of the Code 

Announcement 2006-24 

The names of organizations that no 
longer qualify as organizations described 
in section 170(c)(2) of the Internal Rev
enue Code of 1986 are listed below. 

Generally, the Service will not disallow 
deductions for contributions made to a 
listed organization on or before the date 
of announcement in the Internal Revenue 
Bulletin that an organization no longer 
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ternal Revenue Service, may offer his or 
her resignation as an enrolled agent. The 
Director, Office of Professional Responsi~ 
bility, in his discretion, may accept the of~ 
fered resignation. 

The Director. Office of Professional 
Responsibility. has accepted offers of res
ignation as an enrolled agent from the 
following indi\'iduals: 

Address Date of Resignation 

Tustin, CA November 25, 2005 

qualifies. However, the Service is not 
precluded from disallowing a deduction 
for any contributions made after an or
ganization ceases to qualify under section 
l70(c)(2) if the organization has not timely 
filed a suit for declaratory judgment under 
section 7428 and if the contributor (I) had 
knowledge of the revocation of the ruling 
or determination letter, (2) was aware that 
such revocation was imminent, or (3) was 
in part responsible for or was aware of the 
activities or omissions of the organization 
that brought about this revocation. 

If on the other hand a suit for declara
tory judgment has been timely filed, con
tributions from individuals and organiza
tions described in section 170(c)(2) that 
arc otherwise allowable will continue to 
be deductible. Protection under section 

7428(c) would begin on March 20, 2006, 
and would end on the date the court first 
determines that the organization is not de
scribed in section l70(c)(2) as more partic
ularly set forth in section 7428(c)(l). For 
individual contributors, the maximum de
duction protected is $1,000, with a hus
band and wife treated as one contributor. 
This benefit is not extended to any indi
vidual, in whole or in part, for the acts or 
omissions of the organization that were the 
basis for revocation. 

Consumer Guidance Corp. 
Sun VaIley, CA 

Next Step Foundation, Inc. 
Little Rock, AR 



Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 338.-Certain 
Stock Purchases Treated 
as Asset Acquisitions 
26 CFR 1.338-11: Effect ()fsection 33R election 011 

insurance company targets. 

T.D.9257 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Application of Section 338 to 
Insurance Companies 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary regula
tions. 

SUMMARY: This document contains fi
nal regulations that apply to a deemed sale 
or acquisition of an insurance company's 
assets pursuant to an election under sec
tion 338 of the Internal Revenue Code, 
to a sale or acquisition of an insurance 
trade or business subject to section 1060, 
and to the acquisition of insurance con
tracts through assumption reinsurance. It 
also contains final regulations under sec
tion 381 concerning the effect of certain 
corporate liquidations and reorganizations 
on certain tax attributes of insurance com
panies. This document also contains tem
porary regulations under section 197 re
lating to the determination of adjusted ba
sis of amortizable section 197 intangibles 
with respect to insurance contracts, sec
tion 338 relating to increases in reserves 
after a deemed asset sale and sections 338 
and 846 relating to the effect of a section 
338 election on a section 846(e) election. 
The text of the temporary regulations also 
serves as the text of the proposed regu
lations (REG-146384-05) set forth in the 
notice of proposed rulemaking on this sub
ject in this issue of the Bulletin. The final 
and temporary regulations apply to insur
ance companies. 

DATES: Effective Date: The final and 
temporary regulations are effective on 
April 10, 2006. 

Applicability Dates: For dates of 
applicability of these regulations, see 
§§1.l97-2(g)(5)(iv), 1.338(i)-I(c), and 
1.1 060-1 (a)(2). The applicability of 
§§ 1.197-2T(g)(5)(ii), 1.338-11 T(d), and 
1.338-11T(e) will expire on April 7, 2009. 

FOR FURTHER INFORMATION 
CONTACT: Mark Weiss, (202) 622-7790 
(not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information in these 
final regulations was not proposed in the 
preceding notice of proposed rulemaking. 
The collection of information has been 
reviewed in accordance with the Paper
work Reduction Act (44 U.S.c. 3507) 
and, pending receipt and evaluation of 
public comments, approved by the Office 
of Management and Budget under control 
number 1545-1990. 

The collection of information is 
In §§1.338-1lT(e)(2), 1.338(i)-I(c), 
1.381(c)(22)-I(c), 1.1060-1(a)(2). This 
information is required by the IRS to allow 
an insurance company permission to cease 
using its historical loss payment pattern 
and to allow parties to a transaction under 
section 338, to an applicable asset acquisi
tion under section 1060, or to a distribution 
or reorganization to which section 381 ap
plies to file a retroactive election to apply 
these regulations to transactions com
pleted before the effective dates of these 
regulations. The likely recordkeepers are 
business or other for-profit institutions. 

The estimated burden is as follows: 
Estimated total annual reporting and/or 

recordkeeping burden: 12 hours. 
Estimated average annual burden per 

respondent: I hour. 
Estimated number of respondents: 12. 
Estimated annual frequency of re

sponses: once. 
Comments concerning the accuracy of 

this burden estimate and suggestions for 
reducing this burden should be sent to the 
Office of Management and Budget, Attn: 

Desk Officer for the Department of the 
Treasury, Office of Information and Reg
ulatory Affairs, Washington DC 20503, 
with copies to the Internal Revenue Ser
vice, Attn: IRS Reports Clearance Offi
cer, SE:W:CAR:MP:T:T:SP, Washington, 
DC 20224. Any such comments should be 
submitted not later than June 9, 2006. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
control number assigned by the Office of 
Management and Budget. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidential, as required 
by 26 U.S.c. 6103. 

Background and Explanation of 
Provisions 

On March 8, 2002, the IRS and the 
Department of Treasury published a no
tice of proposed rulemaking in the Federal 
Register (REG-I 18861-00, 2002-1 C.B. 
651 [67 FR 10640]) (the proposed regula
tions) that sets forth rules applying to tax
able acquisitions and dispositions of insur
ance businesses, including those that are 
deemed to occur when an election under 
section 338 of the Internal Revenue Code 
(Code) is made. 

The proposed regulations generally 
treat the transfer of insurance or annuity 
contracts and the assumption of related 
reserve liabilities that are deemed to oc
cur when an election under section 338 is 
made consistently with the treatment of as
sumption reinsurance transactions entered 
into in the ordinary course of business 
under §1.817-4(d) (and other provisions 
of subchapter L of chapter 1, subtitle A of 
the Code and the regulations promulgated 
thereunder). The proposed regulations 
provide similar rules for acquisitions of 
insurance businesses governed by section 
1060, whether effected through assump
tion or indemnity reinsurance. Thus, in the 
case of both a deemed and an actual trans
fer of an insurance business, the proposed 
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regulations provide that the ceding com
pany (in the case of a section 338 election. 
old target) is treated as having income in 
the amount of the reduction in its reserves 
and having a deduction for the considera
tion paid for the reinsurer's a~~umption of 
those liabilities, and the reinsurer (in the 
case of a section 338 election, new target) 
is treated as receiving premium income 
for its assumption of reserve liabilities 
and having a deduction for its increase in 
reserves (the latter usually offsetting in 
amount the former). The proposed regu
lations also provide that the consideration 
allocated to the value of the insurance 
contracts acquired in the assumption rein
surance transaction is treated as an amount 
paid by the reinsurer to purchase intangi
hIe assets and as ordinary income to the 
ceding company. 

The proposed regulations depart from 
the rules governing assumption reinsur
ance transactions effected in the ordinary 
course of business in some circumstances 
to account for differences that occur be
cause the assumption reinsurance trans
action occurs as part of a larger acquisi
tive transaction. In an assumption rein
surance transaction effected in the ordi
nary course of husiness, the total consid
eration paid for the transfer of insurance 
contracts and assumption of related liabil
ities is known. Furthermore. the rules in 
§ 1.817-4(d) assume that the only intangi
ble asset transferred in such an assump
tion reinsurance transaction is the insur
ance in force which can then be valued us
ing the residual method. Thus, if premi
ums and ceding commissions are not sepa
rately stated, they can be extrapolated from 
the known elements with a reasonable de
gree of accuracy. However. when the as
sumption reinsurance transaction occurs as 
part of a larger acquisitive transaction, the 
total consideration paid by the purchaser is 
not solely for the acquisition of insurance 
contracts and the liabilities assumed are 
not solely for the risk on the insurance con
tracts. In these circumstances. the extrap
olated values would not accurately reflect 
the amount of the items. Accordingly, the 
proposed regulations modify the general 
rules for assumption reinsurance transac
tions to account for these differences. 

Written comments were received in 
response to the proposed regulations, and 
a public hearing was held on September 
I H. ~OO~. Two commentators requested to 
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speak at the hearing. After consideration 
of all the comments, the proposed regu
lations are adopted as amended by this 
Treasury decision. In general, the final 
regulations follow the approach of the 
proposed regulations with some revisions. 
The more significant comments and revi
sions are discussed in the order in which 
they appear in the regulations. In addition 
to the revisions discussed, the final regula
tions revise the language of the proposed 
regulations in some places to clarify the 
intent of the IRS and Treasury Department 
or to make the regulations better conform 
to the terminology and usage of the gcn
eral section 338 regulations. 

A. Determination of Adjusted Basis of 
Amortizable Section 197 Intangibles with 
Respect tv Insurance Contracts under 
Section 1 f}7(f)( 5) 

Section 197(f)(5) provides that, in the 
case of any amortizable section 197 intan
gihle resulting from an assumption reinsur
ance transaction, the amount taken into ac
count as the adjusted basis of such intangi
ble is the excess of (A) the amount paid or 
incurred by the acquirer under the assump
tion reinsurance transaction over (B) the 
amount required to be capitalized under 
section 84H in connection with the transac
tion. Under section 848, an insurance com
pany is required to capitalize an amount 
of otherwise deductible expenses equal to 
a percentage of the net premiums for the 
taxable year for certain categories of insur
ance contracts. The capitalized amounts, 
commonly referred to as deferred acquisi
tion costs. or "DAc''' are amortized on a 
straight-line basis over 120 months. 

Section 197(f)(5) is designed to ensure 
that the DAC amounts attributable to an 
assumption reinsurance transaction are 
amortized over the period specified by 
section 848 rather than the longer period 
under section 197. To achieve this re
sult, the adjusted basis of the amortizable 
section 197 intangible resulting from an 
assumption reinsurance transaction is rec
ognized only to the extent that the amount 
paid or incurred hy the acquirer for the 
relevant contracts exceeds the DAC taken 
into account under section 848 as a result 
of the transaction. 

The proposed regulations provide rules 
to determine the amounts paid or incurred 
for amortizable section 197 intangibles 

with respect to contracts acquired as a 
result of assumption reinsurance trans
actions OCCUlTing as pal1 of transactions 
governed by section 1060 or section 338. 
The proposed regulations also provide 
rules for purposes of detennining the 
DAC amounts for the transactions. See 
proposed §1.l97-2(g)(S). 

Under the proposed regulations, the 
amount paid or incurred by the acquirer 
under the assumption reinsurance transac
tion in a transaction governed by section 
338 or 1060 is the amount of adjusted 
grossed up basis (AGUB) or considera
tion allocable to the insurance contracts 
under the residual method. The amount 
required to be capitalized under section 
848 in connection with the assumption 
reinsurance transaction is determined by 
multiplying the acquirer's specified policy 
acquisition expenses for the taxable year 
by a fraction, the numerator of which is 
the total tentative positive capitalization 
amount for the relevant group of acquired 
insurance contracts and the denominator 
of which is the total tentative required cap
italization amount for the taxable year for 
all specified insurance contracts. The ten
tative positive capitalization amount for 
the relevant group of acquired insurance 
contracts is the net positive consideration 
received for the contracts in the assump
tion reinsurance transaction multiplied 
by the percentage factor applicable to the 
contracts under section 848(c). 

An insurance company's DAC amount 
may not exceed the company's general de
ductions for the taxable year. See section 
848(c). The amortization of intangibles 
under section 197 is a general deduction 
relevant in computing DAC. However, 
the amount of amortization under section 
197 cannot be calculated until section 
197(f)(5) is applied. To avoid complex 
calculations, for purposes of calculating 
the basis of amortization, the proposed 
regulations presume that one-half of the 
consideration allocated to the insurance 
contracts is amortizable under section 197. 
See proposed § 1. 197-2(g)(5)(i)(D)(2). 
Comments were requested regarding al
ternative approaches to calculating the 
basis for DAC amounts and section 197 
amortization. 

A number of comments were received 
relating to the proposed regulations un
der section 197(f)(5). Commentators 
requested that the final regulations dar-



ify that section 197(f)(5) applies only to 
assumption reinsurance transactions, and 
not to indemnity reinsurance transactions. 
Commentators asked that the final reg
ulations clarify that the full amount of 
consideration allocable to the reinsured 
contracts is currently deductible under 
section 848(g) when the provisions of 
section 848 apply to an indemnity rein
surance transaction that occurs as part of 
a section 1060 acquisition of an insurance 
business. Commentators also expressed 
concern that the proposed regulations 
could cause an acquirer's DAC under 
section 848 to be subject to the general 
deductions cap in section 848(c) despite 
the existence of a substantial ceding com
mission. Commentators requested that the 
final regulations clarify that the election 
under § 1.848-2(g)(8) is available to allow 
old target and new target in a deemed asset 
sale governed by section 338(h)( 10) to 
determine the amount of DAC attributable 
to the transaction without regard to the 
general deductions limitation. 

The temporary and proposed regula
tions generally follow the proposed rules 
under section 197(f)(5), subject to several 
modifications. In particular, the tem
porary and proposed rules build on the 
method under § 1.848-2(g) of the existing 
regulations for determining the amounts 
capitalized under section 848 for a reinsur
ance agreement. Under the temporary and 
proposed rules, the amount of expenses 
capitalized under section 848 as a result 
of an assumption reinsurance transaction 
equals the lesser of (A) the required cap
italization amount for the transaction, or 
(8) the amount of general deductions al
locable to the transaction. The temporary 
and proposed rules also clarify that in the 
event that the acquirer purchases more 
than one category of specified insurance 
contracts, the determination of the amount 
capitalized under section 848 is made as if 
each category were transferred in a sepa
rate assumption reinsurance transaction. 

The temporary and proposed regula
tions also modify the special rule in the 
proposed regulations with respect to the 
interplay between section 197(f)(5) and 
section 848 as regards the determination 
of the acquirer' s general deductions under 
section 848(c)(2). Under the temporary 
and proposed rules, an acquirer will deter
mine its general deductions as if the entire 
amount paid or incurred for the acquired 

contracts were allocable to an amortizable 
section 197 intangible. 

If the acquirer has a capitalization short
fall (i.e., the amount of general deductions 
allocable to the assumption reinsurance 
transaction is less than the required capi
talization amount for the transaction), the 
temporary and proposed regulations per
mit the acquirer and the ceding company 
to elect under § 1.848-2(g)(8) to determine 
the amount capitalized under section 848 
without regard to the general deductions 
limitation. The additional amounts cap
italized by the acquirer as a result of the 
election are treated as first reducing the 
adjusted basis of the amortizable section 
197 intangible with regard to the insur
ance contracts acquired in the assumption 
reinsurance transaction. before reducing 
the acquirer' s otherwise deductible ex
penses. The temporary and proposed rules 
generally allow the acquirer to amortize a 
larger amount over the period specified by 
section 848 as compared to the proposed 
regulations. 

The temporary and proposed regula
tions generally apply, on a cut-off basis, 
to acquisitions and dispositions on or 
after April 10, 2006. Thus, there is no 
adjustment under section 481(a). Tax
payers must make the change on their 
income tax return and should not file 
a Form 3115, Application for Change 
in Accounting Method. Taxpayers are 
permitted, however, to apply the regula
tions to acquisitions before that date on 
a transaction-by-transaction basis, with 
an adjustment under section 481 (a). The 
temporary and proposed regulations pro
vide a procedure for taxpayers to obtain 
automatic consent of the Commissioner to 
do so. 

B. Recovery of Basis on Dispositions of 
Acquired Insurance Contracts 

Proposed § 1.197-2(g)(5)(ii)(A)(2) pro
vides that basis recovery with respect to 
a section 197(f)(5) intangible transferred 
through indemnity reinsurance is per
mitted when sufficient economic rights 
relating to the insurance contracts that 
gave rise to the section 197(f)(5) intan
gible have been transferred. Sufficient 
economic rights are treated as transferred 
when the ceding company transfers the 
right to future income on the contracts. 
The proposed regulations also provide 

rules governing the amount of loss rec
ognized on the disposition of a section 
197(f)(5) intangible. The proposed reg
ulations requested comments whether 
additional guidance should address other 
situations or issues. 

Several commentators requested that 
the final regulations clarify when sufficient 
economic rights in a section 197(f)(5) in
tangible arc transferred through indemnity 
reinsurance as well as additional examples 
to address situations relating to transfers 
through indemnity reinsurance of less than 
100 percent of the insurance contracts that 
gave rise to the section 197(f)(5) intangi
ble. The IRS and Treasury Department 
continue to believe that the rules contained 
in these regulations should refer to general 
tax principles, and will as needed, address 
these issues in future published guidance. 

C. Reserve Increases by New Target After 
the Deemed Asset Sale 

When a section 338 election is made 
for an insurance company, §1.338-11(d) 
of the proposed regulations provides that 
new target must capitalize its increases 
in reserves for any acquired contracts in 
the deemed asset sale. Similar principles 
apply for an applicable asset acquisition 
of an insurance business under section 
1060. Thc proposed regulations generally 
require capitalization of increases in re
serves for the acquired contracts in excess 
of cumulative annual increases of two 
percent per year from the acquisition date 
reserves. However, the proposed regula
tions do not require capitalization to the 
extent the increases in reserves reflect the 
time value of money, to the extent the in
creases in reserves occur while new target 
is under state receivership, or to the extent 
the deduction for the increases in reserves 
is spread over the 10 succeeding taxable 
years under section 807(f). 

Many commentators objected to the 
rule requiring capitalization for increases 
in reserves after the transaction date. They 
questioned the justification for the rule, 
stating that the rule was inconsistent with, 
and overrode, principles established under 
subchapter L for determining losses in
curred. Commcntators argued that, under 
subchapter L principles, reserve liabilities 
are not treated like contingent liabilities 
and that it was inappropriate to treat the 
reserves as contingent liabilities even for 
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the limited purposes of the regulation. 

Commentators also requested that the ap

plication of the rule be restricted to cases 

of abuse because the ceding company's 

reserves assumed in the transaction are 

fair and reasonable estimates under Sub

chapter L as of the transaction date. 

The commentators' objections largely 

ignore the fact that the proposed regula

tions blend elements of the asset purchase 

model common to most taxpayers that dis

pose of or acquire assets for consideration 

that includes the discharge of liabilities and 
the services model that generally applies to 

insurance companies. Treating increases 

in reserves for acquired contracts similarly 

to contingent liabilities under the asset pur

chase model is just one aspect ofthat amal-
gam. 

Under the asset purchase model, as

sumed contingent liabilities are an element 
of the consideration for which a buyer ac
quires assets. Thus. a buyer includes the 

contingent liability in its cost for the ac
quired assets. However, a buyer may not 
include the contingent liability in its cost 
until the liability is incurred for Federal 

income tax purposes. The buyer must 
capitalize the liability in the cost of the 
acquired assets even if the buyer could 
have currently deducted the liability had 
it arisen in the buyer's historic busi·ness. 

Under the asset purchase model, the buyer 
does not realize any income for the as
sumption of the contingent liability; the 

buyer merely has bought assets. Sce Com
missioner v. Oxford Paper. 194 F.2d 190 
(2d Cif. 1951). 

Under the services model, the seller (or 
ceding company) is treated as paying a pre
mium to the buyer (or reinsurer) to assume 
the risk on its insurance contracts. The 
reinsurer includes in income the receipt of 
the premium and has a deduction for its in
crease in reserves for the additional risks 
assumed in the transaction. The amount of 
the premium income is generally equal to 
thc consideration paid by the ceding com
pany. that is, the fair market value of the 
assets that the ceding company transfers 
to the reinsurer in the transaction (though 
it may not be less than the amount of the 
rcmsurer' s increase in tax reserves. see 
*1.817-4(d)(2)(iii)). Thus, when the fair 
market value of the assets that the ceding 
company transfers exceeds the reinsurer's 
incrcasc in tax reserves for the additional 
risks assumed in the transaction. the rein-
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surer has net income. See § 1.817-4(d)(3) 

Example 4. Under the services model, no 

liabilities are treated as contingent liabili

ties. The reserve rules effectively treat in

creases to reserves for new risks as fixed 

liabilities and increases to reserves for ex

isting risks as period expenses (similar to 
interest). 

The proposed regulations blend the as

set purchase model and the services model 

by-

(I) Using the residual method of sec

tions 338 and 1060 to determine the value 

of goodwill and going concern value 

(which assumes that the value of all assets 

other than goodwill and going concern 

value is readily determinable) rather than 
the residual method of §1.817-4(d) to 

determine the value of insurance in force 

(which assumes that the value of all assets 

other than insurance in force is readily 
determinable ); 

(2) Treating the amount of old target's 

tax reserves as a fixed liability as of the 
close of the acquisition date that is taken 
into account in determining the seller's ag

gregate deemed sales price (ADSP) under 
§ 1.338-4 and the buyer's AGUB under 
§1.338-5; 

(3) Treating certain of new target's in

creases in reserves for any insurance con
tracts acquired in the deemed asset sale as 
a contingent liability as of the close of the 
acquisition date that becomes fixed when 
new target increases its reserves; 

(4) Assuming that the amount of rein
surance premium is equal to the amount 
of old target's tax reserves, even though 

the ceding company would have to pay 
the reinsuring company an amount greater 
than the tax reserves in an arm's length 
reinsurance transaction. This rule ensures 
that the acquirer of an insurance business 
will not have immediate net taxable in
come merely as a result of the acquisition; 
and 

(5) Not requiring capitalization for new 
target's increases in reserves due to the 
time value of money for any insurance 
contracts acquired in the deemed asset 
sale. 

The proposed regulations generally 
treat an insurance company's assump
tion of contingent liabilities related to 
insurance contracts more favorably than 
a noninsurance company's assumption of 
a similar contingent liability. The pro
posed regulations also treat an insurance 

company's assumption of contingent lia

bilities related to insurance contracts more 

favorably than subchapter L does. As 

discussed previously. under subchapter L. 
a reinsurer may have net income when 
entering into an assumption reinsurance 

transaction. The amount of the income 

is the amount of the bargain, that is, the 

excess of fair market value of the assets 

the seller transfers over the amount of the 
consideration the buyer pays at closing (in 

an assumption reinsurance transaction, the 

latter measured by the reinsurer's increase 

in tax reserves for the risks assumed in the 
transaction). The proposed regulations, 

unlike subchapter L, require income to 

be recognized if there is an increase in 

certain reserves for the acquired insurance 
contracts. 

The IRS and Treasury Department be
lieve that a rule requiring capitalization of 

increases to reserves is a necessary corol

lary to the rule in the proposed regulations 
linking the amount of reinsurance deemed 
paid to the amount of old target's tax re

serves at the time of the assumption rein
surance transaction (with the concomitant 
result that new target has no income). The 
logical implication of the commentators' 

arguments would be that the buyer should 
have premium income in a bargain pur
chase. In addition, without requiring cap
italization of at least some increases to re
serves, there is an incentive for sellers to 
defer increases in reserves. This incentive 
results from the fact that while the seller 
is generally indifferent to an increase in 
reserves (the immediate deduction to the 
seller would be offset by a corresponding 
increase in amount realized of ADSP in 
the sale), a buyer would be entitled to an 
immediate deduction rather than increased 
basis from an increase in the seller's re

serves. 
In response to comments, the IRS and 

Treasury Department have decided to is
sue temporary regulations with these final 
regulations that continue to require cap
italization (and concomitant treatment as 
premium) of certain reserve increases, but 
further limit the capitalization rule of the 
proposed regulations in a manner consis
tent with the application of subchapter L 
principles. See § 1.338-11T(d). After the 
deemed asset sale, the temporary regula
tions apply subchapter L principles to new 
target. Under the temporary regulations, 
capitalization is required only for increases 



in reserves that clearly reflect a so called 
"bargain purchase" (that is, when the ap
plication of the residual method clearly in
dicates the initial understatement of the re
serve). The amount of the bargain pur
chase is the amount of income the reinsurer 
would have otherwise recognized under 
§1.817-4(d) if the final regulations (and 
proposed regulations) had not adopted the 
convention that the reinsurdnce premium 
paid by the seller to the buyer is deemed to 
equal the seller's closing tax reserves, and 
were it not necessary to employ a resid
ual method to account for the presence of 
non-insurance intangible assets. 

Under the temporary regulations, new 
target is required to capitalize any in
creases in reserves for acquired contracts 
if the AGUB allocated to assets in Class I 
through Class V is less than the fair market 
value of the assets in those classe~. Any 
deductions would continue to be capital
ized until the basis of the assets in Class 
I through Class V is equal to their fair 
market value. This mechanism avoids the 
problem of valuing Class VI and Class 
VII intangibles. The approach of the tem
porary regulations essentially treats the 
ceding company as transferring no Class 
VI or Class VII assets to the reinsurer for 
the reinsurer's assumption of the liabil
ities on the acquired contracts. Because 
the temporary regulations limit the total 
amount of capitalization for increases in 
reserves for acquired contracts, the IRS 
and Treasury Department helieve that it 
is no longer necessary to provide a time 
limit on when increases in reserves for 
acquired contracts are to be capitalized or 
to provide a floor below which increases 
in reserves are not capitalized. However 
the temporary regulations retain the other 
limits on capitalization in the proposed 
regulations. 

D. Allocation of ADSP and AGUB to 

Specific Insurance Contracts 

Proposed §1.338-11(b)(2) provides a 
rule that for purposes of allocating AGUB 
and ADSP, the fair market value of a spe
cific insurance contract or group of insur
ance contracts is the amount of tht: ct:d
ing commission a willing reinsurer would 
pay a willing ceding company in an arm's 
length transaction for the reinsurance of 
the contracts if the gross reinsurance pre-

mium for the contracts were equal to old 
target's tax reserves for the contracts. 

Commentators questioned the reliance 
of the proposed regulations upon tax re
servcs as a basis for val uing the contracts 
and asked that the value of the contracts be 
based on GAAP or statutory reserves, or 
an amount upon which the parties agree. 
The IRS and Treasury Department bt:lieve 
that using tax reserves as a basis for valu
ing the contracts is consistent with other 
areas in which tax reserves, not GAAP 
or statutory reserves, are used to compute 
taxable income. See, e.g., section 807 
(prescribing rules for taking life insurance 
reserves and certain other reserves into 
account for purposes of computing life in
surance company taxable income); section 
846 (prescribing a methodology for dis
counting unpaid loss reserves for purposes 
of computing insurance company taxable 
income); and Rev. Proc. 90-36, 1990-2 
C.B. 357 (computing up-front ceding com
mission paid by a reinsurer as the increase 
in the reinsurer's tax reserve liabilities 
resulting from the reinsurance transaction, 
minus the value of the net assets received, 
for purposes of capitalizing ceding com
missions to comply with the Supreme 
Court decision in Colonial American Life 
Insurance Company v. Commissioner, 
491 U.S. 244 (1989), (\989-2 c.s. 110, 
Ct. D. 2045). Moreover. in the context of 
a transaction governt:d by section 338 or 
1060, the use of old target's tax reserves 
as a means of valuing the contracts is con
sistent with both (i) the treatment of old 
target's closing tax reserves as a liability in 
the computation of the seller's ADSP and 
the buyer's AGUB, and (ii) the general 
rule of §1.817-4(d)(2)(iii), which treats 
the assuming company in an assumption 
reinsurance transaction as receiving pre
mium income equal to at least the increase 
in its reserves. 

E. Effect of Section 338 Election Oil 

Section 846( e) Election by Old Target 

The proposed regulations do not pro
vide any special rules under section 846 
for new target to apply old target's histor
ical loss payment pattern as a result of a 
section 846(e) election made by old tar
get because new target is generally treated 
as a new corporation that may adopt its 
own accounting methods without regard 

to the methods used by old target. See 
§ 1.338-1 (b J. 

Commentators believt:d that this re
sult was inconsistent with the purpose of 
allowing a company to make a section 
846(e) election. Commentators noted that 
a section 846(e) election is made for all 
eligible lines of business, determined by 
reference to the accident years for the line 
of business shown on the insurance com
pany's annual statement. Additionally, 
commentators noted that the availability 
of the election should not depend upon 
the tax identity of new target after the 
section 338 election because the historical 
loss payment pattern is not a tax account, 
the pattern is determined by reference to 
nontax factors, and new target continues 
to operate in the same manner and legal 
forn1 as old target. 

In response to these comments, the 
temporary regulations contain a new rule 
that treats new target and old target as 
the same corporation for purposes of a 
section 846( e) election to use an insur
ance company's historical loss payment 
pattern. See §1.338-1T(b)(2)(vii). There
fore, if old target has a section 846(e) 
election in effect, new target will con
tinue to use the historical loss payment 
pattern of old target to discount unpaid 
losses, unless new target chooses to re
voke the election. If new target revokes 
old target's st:ction 846( e) election, new 
target will use the industry-wide factors 
determined by the Secretary to discount 
unpaid losscs incurred in accident years 
beginning on or after the acquisition date. 
See §1.338-llT(e)(2). 

F. Treatment of Shareholders Surplus 
Accounts, Policvholders Surplus 
Accounts (PSA), and Other Accounts 
in Transactions to Which Section 381 
Applies 

Section 1.38l(c)(22)-I(b)(7)(i) of the 
proposed regulations provides that if one 
corporation distributes or transfers a sub
stantial portion (50 percent or more) of 
an insurance business to another corpo
ration in a transaction to which section 
381 applies, then the acquiring corpora
tion succeeds to the distributor or trans
feror corporation's shareholders surplus 
account, policyholders surplus account, 
and other accounts. However, under 
§1.381(c)(22)-I(b)(7)(ii) of the proposed 
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regulations, if an acquiring corporation in 

the section 381 transaction acquires less 

than 50 percent of the distributor or trans

feror corporation's insurance business, 

then the acquiring corporation succeeds 

only to a ratable portion (determined by 

reference to reserves) of the distributor 

or transferor corporation's shareholders 

surplus account, policyholders surplus ac

count, and other accounts. 

Commentators questioned whether the 

IRS and Treasury Department have the au

thority to relate the carryover of PSA to 

the percentage of business that was trans

ferred to the acquiring corporation in a sec

tion 381 transaction. The IRS and Trea

sury Department believe that the rule in 
the proposed regulations is appropriate and 

that there is sufficient authority for the pro

poscd rule. The legislative history to the 
1984 Tax Reform Act indicates that the 
term indireCT distribwioll i, to be inter

preted broadly to include any use of PSA 
funds for the indirect benefit of sharehold
ers. H.R. Rep. No. 432, pt. 2, 98th Cong., 
2d Sess. at 141O-11; Staff of the Joint 

Committee on Taxation, 98th Cong., 2d 
Sess., General Explanation of the Revenue 
Provisions of the Tax Reform Act of 1984, 
at 594 (1984), as well as Bankers Life and 
Casualty CO. I'. United States, 79 AFTR2d 
(RIA) 1726 (N.D. Ill. 1996), aff'd on other 
grounds, 142 F.3d 973 (7th Cif. 1998), 
cert denied, 525 U.S. 961 (1998) (sec
tion 338(g) transaction results in an in
direct distribution of old target's PSA). 
Accordingly, the final regulations adopt 
the rule as proposed in §§ 1.338-11 (f) and 
1.381(c)(22)-I(b)(7). 

G. Treatment of DAC in Transactions to 
Which Section 38/ Applies 

Section 1.381(c)(22)-l(b)(l3) of the 
proposed regulations provides that any 
remaining balances of DAC or excess 
negative DAC carryover to a succes
sor insurance company in a section 381 
transaction. One commentator questioned 
whether a nonlife insurance company 
may succeed to DAC attributes under 
§ 1.38 Hc)(22J-1. Another commentator 
believed positive DAC should not be car
ried o\'er to a successor corporation in a 
section 381 tran,action. 

The IRS and Treasury Department 
believe that in a section 381 transaction, 
positive DAC, like negative DAC, is an at-
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tribute that is carried over to the acquiring 

corporation. Thus, the final regulations 

retain the rule in the proposed regulations 

that the remaining balances of DAC or 

excess negative DAC carryover to a suc

cessor insurance company in a section 381 
transaction. See §1.3Rl(c)(22)-I(b)(l3). 

However, the IRS and Treasury Depart

ment believe that a proportionality rule 

similar to the one the final regulations 

adopt at §1.381(c)(22)-I(b)(7) for poli

cyholder surplus accounts is appropriate 

because DAC is a tax accounting con

vention that relates to a line of business. 
Thus, the final regulations provide that 

when the acquiring corporation acquires 

50 percent or more of the distributor or 

transferor corporation's insurance busi
ness (measured by its reserves for all of 

its contracts immediately before the ear

lier of the distribution or transfer or the 
adoption of the plan of liquidation or re

organization), the acquiring corporation 
will succeed to the distributor or transferor 
corporation's entire positive or negative 

DAC amount. To the extent an acquiring 

corporation in the section 381 transaction 
acquires less than 50 percent of the distrib
utor or transferor corporation's insurance 
business, then only that percentage of 
positive or negative DAC remains. In 
addition, because some attributes under 
section 381(c)(22) and §1.381(c)(22)-1 

are equally relevant for life and nonlife 
insurance companies, the final regulations 
clarify that, except as otherwise provided, 
the rules in § 1.381(c)(22)-1 apply to any 
insurance company, whether a life or a 
nonlife company. 

H. Effective Date of Regulations 

The final and temporary regulations are 
effective for transactions on or after April 
10,2006. Commentators asked for an elec
tion to apply the final regulations to trans
actions completed before April 10, 2006. 
The IRS and Treasury Department believe 
that the elective retroa<.:tivity of the final 
regulations is warranted and administra
ble. Thus. the final regulations permit new 
target and old target an election to apply 
the final regulations, in whole, to qualified 
stock purchases occurring before April 10, 
2006, if all taxable years for which the con
sequences of the section 338 election af
fect the computation of tax are open. In 
the case of a section 338 election for which 

a section 338(h)( 10) election is made (or 

a section 338 election for a foreign tar

get), new target's ability to elect to retroac

tively apply the final regulations does not 

depend upon old target making the elec

tion. Similarly, old target's ability to elect 

to retroactively apply the final regulations 

does not depend upon new target making 
the election. However, in the case of a 

section 338 election for a domestic target 
for which no section 338(h)( 10) election 

is made, the purchasing corporation gen

erally controls both the filing of new tar
get's returns and old target's final retum. 
Accordingly, when no section 338(h)(lO) 

election is made and the target is a domes

tic corporation, new target and old target 
must both elect to retroactively apply the 

final regulations. If one of new target or 

old target cannot make the election, the 

other is not permitted to make the election. 
See §1.338(i)-1(c). 

Special Analyses 

It has been determined that the final reg
ulations issued with respect to section 197 

and section 338 are not a significant regu
latory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It is hereby certified that 
the collection of information requirement 
in these regulations will not have a sig
nificant economic impact on a substantial 
number of small entities. This certification 
is based on the fact that these regulations 
do not have a substantial economic im
pact because they mere I y provide guidance 
about the operation of the tax law in the 
context of acquisitions of insurance com
panies and businesses. Moreover, they are 
expected to apply predominantly to trans
actions involving larger businesses. In ad
dition, the collection of information re
quirement merely requires a taxpayer to 
prepare a written representation that con
tains minimal information relating to the 
making of an election. Therefore, a Regu
latory Flexibility Analysis under the Reg
ulatory Flexibility Act (5 U.S.c' chapter 
6) is not required. Under section 7805(f) 
of the Code, the notice of proposed rule
making preceding this regulation was sub
mitted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small business. 
The Chief Counsel for Advocacy did not 
submit any comments on the regulations. 



It has been determined that the tem
porary regulations issued with respect to 
sections 197 and 338 are not a significant 
regulatory action as defined in Executive 
Order 12866. Therefore a regulatory as
sessment is not required. These regula
tions provide guidance relating to the tax
able acquisition and disposition of insur
ance companies. Additionally, these regu
lations provide rules by which a party to 
the transaction may elcct to apply these 
rules to transactions which occur prior to 
April to, 2006. Based on these consid
erations, it is determined that these tem
porary regulations will provide taxpayers 
with the necessary guidance and authority 
to ensure equitable administration of the 
tax laws. Because of the need for imme
diate guidance, notice and public proce
dure are impracticable and contrary to the 
public interest pursuant to 5 U.S.c. 533(b) 
and the delayed effective date is not re
quired pursuant to 5 U.S.C. 553(d). For 
applicability of the Regulatory Flexibility 
Act to these temporary regulations, please 
refer to the cross-reference notice of pro
posed rulemaking published elsewhere in 
this Bulletin. Pursuant to section ]R05(f) 
of the Code, these temporary regulations 
will be submitted to the Chief Counsel for 
Advocacy of the Small Business Admin
istration for comment on their impact on 
small business. 

It has been determined that the final 
regulations issued with respect to sections 
381, 846 and t060 are not a significant 
regulatory action as defined in Executive 
Order 12866. Therefore, a regulatory 
assessment is not required. It has also 
been determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) does not apply to these regu
lations, and, because the regulations do 
not impose a collection of information on 
small entities, the Regulatory Flexibility 
Act (5 U.S.c. chapter 6) does not apply. 
Therefore, a Regulatory Flexibility Anal
ysis under the Regulatory Flexibility Act 
(5 U.S.c. chapter 6) is not required. Under 
section 7805(f) of the Code, the notice of 
proposed rulemaking preceding this regu
lation was submitted to the Chief Counsel 
for Advocacy of the Small Business Ad
ministration for comment on its impact 
on small business. The Chief Counsel for 
Advocacy did not submit any comments 
on the regulations. 

Drafting Information 

The principal author of the final regu
lations is Mark 1. Weiss, Office of Chief 
Counsel (Corporate), IRS. However. other 
personnel from the IRS and Treasury 
Department paJ1icipated in their develop
ment. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR parts I and 602 
are amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I is amended by adding entries in nu
merical order to read in part as follows: 

Authority: 26 U.S.C. 7805 * * * 
Section 1.197-2 also issued under 26 

U.S.c. 197. 
Section 1.197-2T also issued under 26 

U.S.c. 197. * * * 
Section 1.338-11 also issued under 26 

U.S.c. 338. 
Section 1.338-11 T also issued under 26 

U.S.c. 338. * * * 
Section 1.846-2(d) is also issued under 

26 U.S.c. 846. * * * 
Par. 2. In 91.197-0, the entries in the 

table of contents for 91.197-2, paragraph 
(g)(5) are revised and § 1.1 97-2T is added 
to read as follows: 

,91.197-0 Table ojcolltellts. 

This section lists the headings that ap
pear in §§ 1.197-2 and 1. I 97-2T. 

,91.197-2 Amortization of Roodwill and 
certain other intangibles. 

* * * * * 
(g) * * * 
(5) Treatment of certain insurance con

tracts acquired in an assumption reinsur
ance transaction. 

(i) In general. 
(ii) Determination of adjusted basis of 

amortizable section 197 intangible result
ing from an assumption reinsurance trans
action. 

(iii) Application of loss disallowance 
rule upon a disposition of an insurance 
contract acquired in an assumption reinsur
ance transaction. 

(A) Disposition. 
( 1) In general. 
(2) Treatment of indemnity reinsurance 

transactions. 
(8) Loss. 
(C) Examples. 
(iv) Effective dates. 
(A) In general. 
(B) Application to pre-effei:tive date ,\i:-

quisitions and dispositions. 
(C) Change in method of accounting. 
(1) In general. 
(2) Acquisitions and dispositions on or 

after effective date. 
(3) Acquisitions and dispositions before 

the effective date. 

* * * * * 

.~1.197-2T Amorti;:ation of Rood will and 
certain olher intangibles (temporwy). 

(a) through (g)(5)(i) [Reserved]. 
(ii) Determination of adjusted basis of 

amortizable section 197 intangible result
ing from an assumption reinsurance trans
action. 

(A) In general. 
(B) Amount paid or incurred by ac

quirer (reinsurer) under the assumption 
reinsurance transaction. 

(C) Amount required to be capitalized 
under section 848 in connection with the 
transaction. 

(1 ) In general. 
(2) Required capitalization amount. 
(3) General deductions allocable to the 

assumption reinsurance transaction. 
(4) Treatment of a capitalization short

fall allocable to the reinsurance agreement. 
(i) In general. 
(ii) Treatment of additional capitalized 

amounts as the result of an election under 
§ l.g4g-2(g)(g). 

(5) Cross references and special rules. 
(D) Examples. 
(E) Effective date. 
(g)(5)(iii) through (I) [Reserved]. 
Par. 3. Section 1.197-2 is amended 

by revising paragraph (g)(5) to read as fol
lows: 

.91.197-2 Amortizatioll ()fROodwili ({nd 
cerwin other il1lullgibles. 

* * * * * 
(g) * * * 
(5) Treatment of certain insllmllce con

tracts acquired ill W/ (/.I.llIlIIption reinsllr-
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(111('(' rrulllllcTioll-( i) III gelleml. Sec
tion 197 generally applies to inwrance and 
annuity cllntrach acquired from another 
person through an assumption reinsurance 
tran,action. Sec ~ LX()9-5(a)(7)(ii) for the 
definition of assumption reinsurance. The 
tran,fer of in,urance or annuity contracts 
and the a,sllmption of related liabilities 
deemed to occur by reason of a section 
3.~X election for a target insurance com
pany IS treated as an assumption reinsur
ance transaction. The transfer of a reinsur
ance contract by a rein,urer (transferor) to 
another reinsurer (acquirer) i, treated as an 
a"ulllpliun reinsurance transaction if the 
Iran,Jeror' S ohligations are extinguished 
as a result of the transaction. 

(ii) Determillation o( adjusted bosis 
oj IIl11orri;uhle secrion 197 illliingible re
IlIlling Jiml/ (/II ([S.IUlIlptioll reillsurance 
I/'{IIIII/ctiol/. For further guidance. see 
~ 1.197-2T( g)(5 )(ii). 

(iii) Application oj loss disallowallce 
fIIle uJlon ([ disposition oj' (III insurallce 
cO/ltmcl acquired ill ({11 assumption reil1-
.llI/Wln' tmll.l'acrioll. The following rules 
apply for purposes of applying the loss dis
allowance rules of section 197(0(1 )(A) to 
the disposition of a section 197(1')(5) intan
gihle. For this purpose, a section 197(0(5) 
intangible is an amortizable section 197 in
tangible the basis of which is dctcrmined 
lIndersection 197(0(5). 

(A) DisJl0.lilioll-( 1) III gelleml A dis
position of a section 197 intangible is any 
event as a result of which. absent section 
I Y7. recovery of basis is otherwise allowed 
for Federal income tax purposes. 

(2) Treatment (I(indemnity reinsurance 

(ml/.ll/erionl'. The tran,Jer through indem
nity reinsurance of the right to the future 
income from the insurance contracts to 
\\ hich a ,cclion 197( f)( 5) intangible relates 
dnes nnt preclude the recovery of basis by 
the ceding company. provided that suffi
ctent economic rights relating to the rein
sured contracts arc transferred to the rein
surer. However. the ceding company is 
nnt pcrlllitll:d to recover hasis in an indem
nit: rCinSl1LI1lL'e transclctioll ifit has a right 
t(l L'\!,crience n:funds retlecting a signif
il';l1lt portion of the future profits on the 
rl'inSl1rcd cnntral·h. or if it retains an op
tinll t(l reacquire a stgnificant portion of 
tIll' future profih on the reim,ured contracts 
through the exercise of a recaplllre pro
\ tsion. In addition, the ceding company 
is Ilnt permitted to recO\'er basis in an in-
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demnity reinsurance transaction if the rein
surer assumes only a limited portion of the 
ceding company's risk relating to the rein
sured contracts (excess loss reinsurance). 

(8) Loss. The loss, if any, recog
nized by a taxpayer on the disposition of 
a section 197(f)(5) intangible equals the 
amount by which the taxpayer's adjusted 
basis in the section 197(0(5) intangible 
immediately before the disposition ex
ceeds the amount. if any. that the taxpayer 
receives from another person for the future 
income right from the insurance contracts 
to which the section 197(0(5) intangi
ble relates. In determining the amount 
of the taxpayer's loss on the disposition 
of a section 197(0(5) intangible through 
a reinsurance transaction, any effect of 
the transaction on the amounts capital
ized by the taxpayer as specified policy 
acquisition expenses under section 848 is 
disregarded. 

(e) Exwnples. The following examples 
illustrate the principles of this paragraph 
(g)(5)(iii): 

Example 1. (i) Facts. In a prior taxable year. as 
a result of a section 338 election with respect to T. 
new T was treated as purchasing all of old 1's in
surance contracts that were in furce on the acquisi
tion date in an assumption reinsurance transaction. 

Under ** 1.338-6 and l.338-ll(b)(2). the amount of 
i\GUB allocable to the future income right from the 
purchased insurance contracts was $t5. net of the 
amounts required to be capitalized under section 848 
as a result of the assumption reinsurance transaction. 
At the beginning of the current taxable year. as a re
,ult of amortilation deductions allowed by section 
I L)7(al. new T s adju,ted basis in the section 197(0(5) 
intangihle resulting from the assumption reinsurance 
transaction is $12. During the current taxahle year. 
new T enters into an indemnity reinsurance agree
ment With R. anDther insurance company. in which R 
a"lImes lOll percent of the risk relating to the insur
ance contracts to which the section IL)7(f)(5) intangi
ble relates. In the indemnity reinsurance Iransaction. 
R agree, to pay new T a ceding commission of $10 
in exchange for the future profi" on Ihc underlying 
reinsured policies. Under the indemnity reinsurance 
agrccmcnt. new T continues 10 administer the rein
'Uled pollcic'. hut transfers investment a"eh equal 
to the required reserve, for the reinsured policies to
gether with all future premiums to R. The indemnity 
reinsurance agreement does not contain an experi
ence refund provi,iDn or a provision allowing new T 
to tenlllnatc the reinsurance agreement at Its sole op
tion. New T rclams the IIlsurance licenses and other 
amortizahle ,ection 197 intangibles acquired III the 
deemed a"ct sale and continues to underwrite and is
sue ncv>,' in:-.urance contract:-.. 

(iii AIlUlui.l. The indemnity reinsurance agree
ment constitute, a dispmition of the section 197(f)(5) 
Intangible hecau,c it inl'ol\es the transfer of suffi
cient economic righh attributahle to thc insurance 
cnntr'll'!s [0 \\hich ~he section 197(fj(5) intangible re-

la[es sllch that rcClll'Cr:- of basis IS aliO\\ cd. For pur

poses of apply ing [hl' Ims lli,aliowancc rules of sec
tion 197(fll I) and paragraph Ig) llf Ihis sectIOn, new 
Ts loss is 52 Ine\\ T, adJu,led ha,i, in tiK' seelion 

I 'J7(0(5) intangihle inlllledi,ltel:- bdllre the disposi. 
tion ($ I 2) less Ihc n:ding commission ($10)). Theft'
fore. new T applic, $]() of Ihe adjusted basis in Ihe 
section 197( f)()) intangihlt: against the amount reo 
ceived from R for the future income righl on Iht' rCIn
sured policies and inneasc' ih hasls in the <l11l11rti,· 
able section 197 intangihles that il acquired and re
lained from the deemed asset sale by $2. the amount 
of the disallowed loss. The amount of new T s disal
lowed loss under section 197(t)( 1 )(A) is determined 
without regard to the effect of the indemnily reinsur. 
ance transaction on the amounts capitalized by new 

T as specified policy acquisition expenses under sec
tion 848. 

Example 2. (I) J-(u·ts. Assume the same facts as in 

Example I. execpt that under the indemnity reinsur
ance agreement R agrees to pay new T a ceding COIll

mission of $5 with respect to the underlying reinsured 
contracts. In addilion. under the indemnity reinsur· 
ance agreement. new T is emitled to an experience 
refund equal to any future profits on the reinsured 
contracts in excess of the ceding commission plus an 
annual risk charge. New T also has a right to recap· 
ture the business at any time after R has recovered an 
amount eqllal 10 the ceding cOllllnission. 

(ii) Analvsis. The indemnity reinsurance agree
ment between new T and R does not represent a dis
position because it does not involve the transfer of 
sufficient economic rights with respect to the future 
income on the reinsured contracts. Therefore. new T 
may not recover its basis in the section 197(1)(5) in
tangible to which the contracts rclatc and must con· 
tinue to amortize ratably the adjusted basis oflhc sec
tion 197(0(5) intangible over the remainder of the 
IS-year recovery period and cannol apply any portion 
of this adjusted basis to offset the ceding commission 
received from R in the indemnity reinsurance Iran,
action. 

(iv) Effective dates-CAl In gen
eral-This paragraph (g)(5) applies to 
acquisitions and dispositions on or after 
April 10, 2006. For rules applicable to 
acquisitions and dispositions before that 
date. see *1.197-2 in effect before that 
date (see 26 eFR part I, revised April I, 
2001). 

(8) Application to pre-effective date ac
quisitions and dispositions. A taxpayer 
may choose, on a transaction-by-transac
tion basis. to apply the provisions of this 
paragraph (g)(5) to property acquired and 
disposed of before April 10, 2006. 

(e) Change in method of account
ing-( 1) III general-A change in a tax
payer's treatment of all property acquired 
and disposed under paragraph (g)(5) is a 
change in method of accounting to which 
the provisions of sections 446 and 4!1 1 and 
the regulations thereunder apply. 



(2) Acquisitions and dispositions on or 
after effective date. A Taxpayer is granted 
the consent of thc Commissioner under 
section 446(e) to change its method of ac
counting to comply with this paragraph 
(g)(5) for acquisitions and dispositions on 
or after April 10, 2006. The change must 
be made on a cut-off basis with no sec
tion 481(a) adjustment. Notwithstanding 
§1.446-l(e)(3), a taxpayer should not file 
a Form 3115, ''Application for Change in 
Accounting Method," to obtain the con
sent of the Commissioner to change its 
method of accounting under this paragraph 
(g)(5)(iv)(C)(2). Instead, a taxpayer must 
make the change by using the new method 
on its federal income tax returns. 

(3) Acquisitions and di~positions be
fore the effective date, For the first taxable 
year ending after April 10, 2006, a tax
payer is granted consent of the Commis
sioner to change its method of accounting 
for all property acquired in transactions 
described in paragraph (g)(5)(iv)(B) to 
comply with this paragraph (g)(5) unless 
the proper treatment of any such property 
is an issue under consideration in an ex
amination, before an Appeals office, or 
before a Federal Court. (For the definition 
of when an issue is under consideration, 
see, Rev. Proc. 97-27, 1997-1 C.B. 
680; and, §60 1.60 1 (d )(2) of this chap
ter). A taxpayer changing its method of 
accounting in accordance with this para
graph (g)(5)(iv)(C)(3) must follow the 
applicable administrative procedures for 
obtaining the Commissioner's automatic 
consent to a change in method of account
ing (for further guidance, see, for example, 
Rev. Proc, 2002-9, 2002-1 C.B. 327, as 
modified and clarified by Announcement 
2002-17, 2002-1 C.B. 561, modified 
and amplified by Rev. Proc. 2002-19, 
2002-1 c.B. 696, and amplified, clarified 
and modified by Rev. Proc. 2002-54, 
2002-2 C.B. 432; and, §601.60l(d)(2) 
of this chapter), except, for purposes of 
this paragraph (g)(5)(iv)(C)(3), any limi
tations in such administrative procedures 
for obtaining the automatic consent of the 
Commissioner shall not apply. However, 
if the taxpayer is under examination, be
fore an appeals office, or before a Federal 
court, the taxpayer must provide a copy of 
the application to the examining agent(s), 
appeals officer, or counsel for the govern
ment, as appropriate, at the same time that 
it files the copy of the application with 

the National Office. The application must 
contain the name(s) and telephone num
ber(s) of the examining agent(s), appeals 
officer, or counsel for the government, as 
appropriate. For purposes of From 3115, 
"Application for Change in Accounting 
Method," the designated number for the 
automatic accounting method change au
thorized by this paragraph (g)(5)(iv)(C)(3) 
is "98". A change in method of account
ing in accordance with this paragraph 
(g)(5)(iv)(C)(3) requires an adjustment 
under section 481 (a). 

* * * * * 
Par. 4. Section 1.197-2T is added to 

read as follows: 

§1.197-2T Amortization of goodwill and 
certain other intangibles (temporary). 

(a) through (g)(5)(i) [Reserved]. For 
further guidance, see § 1.197-2(a) through 
(g)(5)(i). 

(g)(5)(ii) Determination of adjusted ba
sis of amortizable section 197 intangible 
resulting from an assumption reinsurance 
transaction-(A) In general. Section 
197(f)(5) determines the basis of an amor
tizable section 197 intangible for insur
ance or annuity contracts acquired in an 
assumption reinsurance transaction. The 
basis of such intangible is the excess, if 
any,of-

(1) The amount paid or incurred by the 
acquirer (reinsurer) under the assumption 
reinsurance transaction; over 

(2) The amount, if any, required to be 
capitalized under section 848 in connec
tion with such transaction. 

(B) Amount paid or incurred by ac
quirer (reinsurer) under the assumption 
reinsurance transaction. The amount paid 
or incurred by the acquirer (reinsurer) un
der the assumption reinsurance transaction 
is-

(1) In a deemed asset sale resulting 
from an election under section 338, the 
amount of the AGUB allocable thereto 
(see §§1.338-6 and 1.338-11(b)(2»; 

(2) In an applicable asset acquisition 
within the meaning of section 1060, the 
amount of the consideration allocable 
thereto (see §§1.338-6, 1.338-11 (b)(2), 
and 1.1060-1(c)(5»; and 

(3) In any other transaction, the ex
cess of the increase in the reinsurer's tax 
reserves resulting from the transaction 
(computed in accordance with sections 

807, 832(b)(4)(B), and 846) overthe value 
of the net assets received from the ceding 
company in the transaction. 

(C) Amount required to be capitali::.ed 
under section 848 ill cOllllectioll with the 
transactioll -(1) 111 gene mI. The amount 
required to be capitalized under section 
848 for specified insurance contracts (as 
defined in section 848(e» acquired in an 
assumption reinsurance transaction is the 
lesser of-

(1') The reinsurer's required capitaliza
tion amount for the assumption reinsur
ance transaction; or 

(ii) The reinsurer's general deductions 
(as defined in section 848( c )(2» allocable 
to the transaction. 

(2) Required capitalization amount. 
The reinsurer determines the required 
capitalization amount for an assumption 
reinsurance transaction by multiplying 
the net positive or net negative considcra
tion for the transaction by the applicable 
percentage set forth in section 848( c)(l) 
for the category of specified insurance 
contracts acquired in the transaction. See 
§ 1.848-2(g)(5). If more than one category 
of specified insurance contracts is acquired 
in an assumption reinsurance transaction, 
the required capitalization amount for each 
category is determined as if the transfer of 
the contracts in that category were made 
under a separate assumption reinsurance 
transaction. See § U~48-2( f)(7). 

(3) General deductions allocable to the 
assumption reinsurance transaction. The 
reinsurer determines the general deduc
tions allocable to the assumption reinsur
ance transaction in accordance with the 
procedure set forth in § 1.848-2(g)(6). Ac
cordingly, the reinsurer must allocate its 
general deductions to the amount required 
under section 848(c)( 1) on specified insur
ance contracts that the reinsurer has issued 
directly before determining the general 
deductions allocable to the assumption 
reinsurance transaction. For purposes 
of allocating its general deductions under 
§ 1.848-2(g)(6), the reinsurer includes pre
miums received on the acquired specified 
insurance contracts after the assumption 
reinsurance transaction in determining the 
amount required under section 848(c)( I) 
on specified insurance contracts that the 
reinsurer has issued directly. If the rein
surer has entered into mUltiple reinsur
ance agrecments during the taxable year. 
the reinsurer determines the general de-
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duction~ allocable to each reimurance 
agreement (including the assumption rein
~urance tran:--action) by allocating the 
general deductions allocable to rcinsur
ance agreemcnb under ~ 1.848-2( g)( 6) to 

l'ach rein~urancc agrccment with a posi
tive re4uired capitalization amount. 

(-I) Treutllll'llt or (/ (((/iiwkutioll .Ihurt

tidl ul/o(((17{1' 10 the r1'ill.lllrW!CI' (lgrl'e-

1II1'lll-(i) III gelll'mi. The reinsurer deter
mines any capitali/ation shortfall allocable 
tll the assumption reinsurance transaction 
I n the manner provided in ** 1.8-t8-2(g)( -t) 
and I. 848-2( g)( 7). If the reinsurer has a 
capitalization shortfall allocable to thc 
assumption reinsurance transaction, the 
ceding company must reduce the net neg
ative consideration (as determined under 
* 1.848-2( f)(2)) for the transaction by 
the amount described in * 1.848-2(g)(3) 
unless the parties make the election pro
vided in ~ Ul48-2(g)( 8) to determine the 
amounts capitalized under section 848 in 
connection with the transaction without 
regard tn the general deductions limitation 
of ,ection 848(c)(2). 

(ii) Tre(({lIlelll of w/ditioll(l/ capitaked 

UlIWlIlltS (IS the result or WI election lInder 

~/.8-18-2(g)(R). The additional amounts 
capitalized by the reinsurer as the result of 
the election under § 1.848-2(g)(8) reduce 
the adjusted basis of any amortizable sec
tion 197 intangible with respect to speci
fied in.'>Urance contracts acquired in the as
sumption reinsurance transaction. If the 
additional capitalized amounts exceed the 
adjusted basis of the amortizable section 
197 intangible, the reinsurer must reduce 
Its deductions under section 80S or section 
832 by the amount of such excess. The 
additional capitalized amounts are treated 
as specified policy acquisition expenses at
tributable to the premiums and other con
,ideration on the assumption reinsurance 
transaction and arc deducted ratably ovcr 
a 120-month period as provided under sec
tion ll4ll(a)(2) 

15) Cross r1'ti'rellces alld special /'lIles. 

In general, for rules applicable to the de
tt:rlllinatiun of specified policy aC4uisition 
e\pelbeS. net premiums. and net consid
eration. ,ee section ll48( c) and (d), and 
~ 1.8-1.8-2\<1 I and (n. However, the follow
ing ,pl'cial rules apply for purposes of this 
paragraph Ig)(5)(ii)(C)-

I;) The amount required to be capital
lied under section 8-1.8 in connection with 
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the assumption reinsurance transaction 
cannot be less than zero; 

Iii) For purposes of determinin o the 
b 

company's general deductions under sec-
tion 848(c)(2) for the taxable year of 
the assumption reinsurance transaction, 
the reinsurer takes into account a tenta
tive amortization deduction under section 
197(a) as if the entire amount paid or in
curred by the reinsurer for the specified 
insurance contracts were allocated to an 
amortizable section 197 intangible with 
respect to insurance contracts acquired 
in an assumption reinsurance transaction; 
and 

(iii) Any reduction of specified policy 
acquisition expenses pursuant to an elec
tion under § 1.848-2(i)(4) (relating to an 
assumption reinsurance transaction with 
an insolvent insurance company) is disre
garded. 

(D) Examples. The following examples 
illustrate the principles of this paragraph 
(g)(S)(ii): 

Erall/ple I. Ii) Facts. On January 15,2006, P 
acquires all of the stock of T. an insurance com
pany. in a qualified stock purchase and makes a 
section 338 election for T. T issues individual life 
Insurance contracts which are specified insurance 
contracts as defined in section 848(e)(l). P and new 
T are calendar year taxpayers. Under §§ 1.338-6 
and l.338-II(b)(2). the amount of AGUB allocated 
to old 1's individual life insurance contracts is 
$300.000. On the acquisition date. the tax reserves 
for uld 1's individual life insurance contracts arc 
$2.000.000. After the acquisition date, new T re
ceives $1.000.000 of net premiums with respect to 
new and renewal individual life insurance contracts 
and incurs $ t 00,000 of general deductions under 
8481 c )(21 through December 31. 2006. New T en
gages in no other reinsurance transactions other than 
Ihe assumption reinsurance transaction treated as 
occurring by reason of the section 338 election. 

(ii) /Illa/.nis. The transfer of insurance contracts 
and the assumption of related liabilities deemed to 
occur by reason of the election under section 338 
is Ireated as an assumption reinsurance transaction. 
New T determines the adjusted basis under section 
197(f)(S) for the life insurance contracls acquired in 
Ihe assumption reinsurance transaction as follows. 
The amount paid or incurred for the individual life 
Insurance contracts is $300.000. To determine the 
amount reqUired to be capitalized under section 
R4R in connection with the assumption reinsurance 
transaction. new T compares the required capi
talilation amounl for the assumption reinsurance 
transactioll "ith the general deductions alloca
hie to rhe transaction. The required capitalization 
amount for the assumption reinsurance transactIOn is 
$130.900. which is determining by multiplying the 
$1,700.000 net positive consideration for the transac
tion I $2,{)OO.000 reinsurance premium less $300,000 
ceJin~ commission) bv the applicable percentage 
under~ section 848( c)( 1 i for the acquired individual 

life insurancc contracts (7 .7'{·). To d~tcrmine its gen· 

eral deductions. new T tak~s tnto account a tentative 
amortilation deduction under sectllm 197(a) as if the 
entire amount paid or incurred for old T's individual 
life insurance contracts ($J()().O()()) were allocable to 

an amortizahle section 197 intangihle with respect 
to insurance contracts acquired in the assumption 
reinsurance transaction. Accordingly. for the year 
Df the assumption reinsurance Iransaction, new Tis 
treated as haVIng general deductions under section 
848(c)(2) of $120.0()() ($IOO.O()O + $300.00(115). 

Under *1.848-2\g)(o). these general deductions 
are first allocated to the $77.0()0 capitalization re
quirement for new T's directly written business 
($1.000,000 x .077). Thus. $43,000 (SI20,OOO -
$77,000) of the general deductions are allocable to 
the assumption reinsurance transaction. Because 
the general deductions allocable to the assumption 
reinsurance transaction ($43.000) are less than the 
required capitalization amount for the transaction 
($130.900). new T has a capitalization shortfall of 
$87.900 ($130,900 - S43,000) with regard to the 

transaction. Under * 1.848-2(g). this capitalization 
shortfall would cause old T to reduce the nel negative 
consideration taken into account with respect 10 the 
assumption reinsurance transaction by $1.141.558 
($87.900 .;. .(77) unless the parties make the elec· 
tion under § 1.848-2(g)(8) to capitalize specified 
policy acquisition expenses in connection with the 
assumption reinsurance transaction without regard 
to the general deductions limitation. If the parties 
make the election. the amount capitalized by new T 
under section 848 in connection with the assump· 
tion reinsurance transaction would be $130.900. 
The $130,900 capitalized by new T under section 
848 would reduce new r s adjusted basis of the 
amortizable section 197 intangible with respect to 
the specified insurance contracts acquired in the 
assumption reinsurance transaction. Accordingly, 
new T would havc an adjusted basis under section 
197(f)(5) with respect to the individual life insurance 
contracts acquired from old Tof $169.100 ($300,000 
- 130,9(0). New 1's actual amortization deduction 
under section 197(a) with respect to the amortiz· 
able section 197 intangible for insurance contracts 
acquired in the assumption reinsurance transaction 
would be $11,273 ($169.100.;. 15). 

Example 2. (i) Facts. The facts are the same 
as Example I. except that T only issues accident 
and health insurance contracts that are qualified 
long-term care contracts under section 7702B. Un
der section 7702B(a)(5), 1's qualified long-term 
care insurance contracts are treated as guaranteed 
renewahle accident and health insurance contracts, 
and. therefore. are considered specified insurance 
contracts under section 848(e)(1). Under §§1.338-6 
and l.338-ll(b)(2), the amount of AGUB allocable 
to 1's qualified long-tenn care insurance contracts 
is $250,000. The amount of 1's tax reserves for the 
qualified long-tenn care contracts on the acquisition 
date is $7.750.000. Following the acquisition, new 
1's receives net premiums of $500,000 with respect 
to qualified long-term care contracts and incurs gen· 
eral deductions of $75.000 through December 31. 
2006. 

(ii) Ana/vsis. The transfer of insurance contracts 
and the assumption of related liabilities deemed !O 

occur by reason of the election under section 338 
is treated as an assumption reinsurance transaction. 



New T detennines the adjusted basis under section 
197(f)(5) for the insurance contracts acquired in the 
assumption reinsurance transaction as follows. The 
amount paid or incurred for the insurance cuntracts 
is $250,000. To dctcnnine the amount required 
to be capitalized under section 848 in connection 
with the assumption reinsurance transaction, new T 
compares the required capitalization amount for the 
assumption reinsurance transaction with the general 
deductions allocable to the transaction. The required 
capitalization amount for the assumption reinsurance 
transaction is $577,500, which is determining by 
multiplying the $7,500.000 net positive consider
ation for the transaction ($7,750,000 reinsurance 
premium less S250,000 ceding commission) by the 
applicable percentage under section 848( c)( I) for the 
acquired insurance contracts (7.7%). To determine 
its general deductions, new T takes into account 
a tentative amortization deduction under section 
197(a) as if the entire amount paid or incurred for 
uld T's insurance contracts ($250.000) were al
locable to an amortizable section 197 intangible 
with respect to insurance contracts acquired in the 
assumption reinsurance transaction. Accurdingly, 
for the year of the assumption reinsurance transac
tion, new T is treated as having general deductions 
under section 848(c)(2) of $91,667 ($75,000 + 
$250,000/15). Under §1.848-2(g)(6), these general 
deductions are tirst allocated to the $38,500 capi
talization requirement for new r s directly written 
business ($500,000 x .077). Thus, $53,167 ($91,667 
- $38,500) of general deductions are allocable to 
the assumption reinsurance transaction. Because 
the general deductions allocable to the assumption 
reinsurance transaction ($53,167) are less than the 
required capitalization amount for the transaction 
($577,500), new T has a capitalization shortfall of 
$524.333 ($577.500 - $53.167) with regard to the 
transaction. Under § 1.848-2(g), this capitalization 
shortfall would cause old T to reduce the net negative 
consideration taken into account with respect to the 
assumption reinsurance transaction by $6,809,519 
($524,333 .,. .077) unless the parties make the elec
tion under § 1.848-2(g)(8) to capitalize specified 
policy acquisition expenses in connection with the 
assumption reinsurance transaction without regard 
to the general deductions limitation. If the parties 
make the election, the amount capitalized by new T 
under section 848 in connection with the assumption 
reinsurance transaction would increase from $53,167 
to $577,500. Pursuant to § 1.l97-2(g)(5)(ii)(C)(4), 
the additional $524,333 ($577,500 - $53,167) cap
italized by new T under section 848 would reduce 
new T's adjusted basis of the amortizable section 
197 intangible with respect to the insurance contracts 
acquired in the assumptiun reinsurance transaction. 
Accordingly, new T', adjusted hasis of the section 
197 intangible with regard to the insurance contracts 
is reduced from $196,833 ($250,000 - $53.167) 
to $0. Because the additional $524,333 capitalized 
pursuant to the § 1.848-2(g)(8) election exceeds the 
$196,833 adjusted basis of the section 197 intangible 
before the reduction. new T is required to reduce 
its deductions under section 805 by the S327,500 
($524,333 - 196,833). 

(E) Effective date. This section applies 
to acquisitions and dispositions of insur
ance contracts on or after April 10, 2006. 

The applicability of this section expires on 
or before April 7,2009, 

(g)(5)(iii) through (I) [Reserved]. For 
further guidance, see § 1.197-2(g)(5 )(iii) 
through (I), 

Par, 5. Section 1.338-0 is amended by 
adding entries to the outline of topics for 
§1.338-11, §1.338-1lT and §1.338(i)-1 
to read as follows: 

§1.338-0 Outline of topics. 

* * * * * 

§1,338-11 Effect of section 338 election 
on insurance company targets. 

(a) In general. 
(b) Computation of ADSP and AGUB. 
(l) Reserves taken into account as a li-

ability. 
(2) Allocation of ADSP and AGUB to 

specific insurance contracts. 
(c) Application of assumption reinsur-

ance principles, 
(l) In general. 
(2) Reinsurance premium. 
(3) Ceding commission. 
(4) Examples. 
(d) Reserve increases by new target af

ter the deemed asset sale, 
(e) Effect of section 338 election on sec

tion 846(e) election, 
(f) Effect of section 338 election on old 

target's capitalization amounts under sec
tion 848. 

(I) Determination of net consideration 
for specified insurance contracts. 

(2) Determination of capitalization 
amount. 

(3) Section 381 transactions, 
(g) Effect of section 338 election on 

policyholders surplus account. 
(h) Effect of section 338 election on 

section 847 special estimated tax pay
ments, 

§1.338-11T Effect of section 338 
election on insurance company targets 
(temporary ). 

(a) through (c) [Reserved]. 
(d) Reserve increases by new target af-

ter the deemed asset sale. 
(1) In general. 
(2) Exceptions. 
(3) Amount of additional premium. 
(i) Tn general. 

(ii) Increases in unpaid loss reserves. 
(iii) Increases in other reserves. 
(4) Limitation on additional premium. 
(5) Treatment of additional premium 

under section 848, 
(6) Examples. 
(7) Effcctive dates. 
(i) In general. 
(ii) Application to pre-effective date in

creases to reserves, 
(e) Effect of section 33R election on sec

tion 846(e) election, 
( 1) In general. 
(2) Revocation of existing section 

846(e) election. 
(f) through (h) [Reserved]. 

§1.338(i)-1 Effective dates. 

(a) In general. 
(b) Section 338(h)(l0) elections for 

S corporation targets. 
(c) Section 338 elections for insurance 

company targets. 
( I) In general. 
(2) New target election for retroactive 

election. 
(i) Availability of election. 
(ii) Time and manner of making the 

election for new target. 
(3) Old target election for retroactive 

election. 
(i) Availability of election. 
(ii) Time and manner of making the 

election for old target. 
Par. 6. Section 1.338-1 is amended by: 
1. Revising the last two sentences of 

paragraph (a)(2). 
2. Adding a sentence before the last 

sentence of paragraph (a)(3), 
3. Redesignating existing paragraph 

(b)(2)(vii) as paragraph (b)(2)(viii) and 
adding new paragraph (b)(2)(vii), 

The revisions read as follows: 

.91.338-1 General principles; status o.f old 
target and new target. 

(a) * * * 
(2) * * * For example, if the target is 

an insurance company for which a section 
338 election is made, the deemed asset sale 
results in an assumption reinsurance trans
action for the insurance contracts deemed 
transferred from old target to new target. 
See. generally, §1.817--4(d), and for spe
cial rules regarding the acquisition of in
surance company targets, § 1.338-11. 
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(3) ~"" Section l.33R-11 prO\'ides spe
cial rules I'm imurance company targets, 

Ih)' 

(2) " '" 

(liiIIRcscnedl, 

Par. 7, Section l.3J8-lT is added to 
read as 1'0110\\,,: 

,~1.338-IT GCI/cral principles: ,\{(ltIlS ol 
old (urget unci I/el\' target (fellll)orar,,). 

(a) through (hH2)(\i) For further guid
ance. sec ~1.33R-I(a) through (b)(2)(vi), 

(h)(2)(vii) Section R.+6(e) (relating to 
an election to w;e an insurance company's 
hi'itorical loss payment pattern). 

Par. 8. Section 1.338-11 is added to 
read as follows: 

,~1.338-11 Eftrcf olsection 338 electioll 
Oil il/slI/'(/I/('(' ('OIlljHII1Y targets. 

(a) 11/ general. This section provides 
rules that apply when an election under 
section :B8 is made for a target that is an 
insurance company. The rules in this sec
tion apply in addition to those generally 
applicable upon the making of an election 
under section 338, [n the case of a conflict 
hetween the provisions of this section and 
other provisions of the Internal Revenue 
Code or regulations, the rules set forth in 
this section determine the Federal income 
tax treatment of the parties and the trans
action when a section 338 election is made 
for an insurance company target. 

(h) ClIIllpllfiltion ot' ADSP and 
AGUB-( I ) Rl'.Il'ITCS takclI illto UCCOllllt 
us u liui1ilit\'. Old target's tox r('serres 
arc the reserves for Federal income tax 
purposes for any insurance, annuity, and 
reinsurance contracts deemed sold by old 
target to new target in the deemed asset 
sale. Thl' amnlillt of old target's lax re
serws is the amount that is properly taken 
intn accounl hyoid target for the contracts 
,tt lhe cl()~e of the taxahle year that in
clude, the deemed sale tax consequences 
(oL'forL' giling effL'ct to the deemed asset 
s~t1c ~lIld a~,ulllptilln reinsurance trans
aL'tion I, Old target" tax rL'serves are a 
liahility of old target taken into account in 
,ktnmining ADSP ullder ~ I ,338--4 and a 
liahility of lIe\\ targL't taken into account 
ill dL'tL'!'Illilling AGllB unuL'r ~ \.338-5, 
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(2) Allocation of ADSP and AGUB to 
specific illSllrallce contracts. For purposes 
of allocating AGUB and ADSP under 
~~ 1.338-6 and 1.338-7, the fair market 
value of a specific insurance, reinsurance 
or annuity contract or group of insurance, 
reinsurance or annuity contracts (insur
ancc contracts) is the amount of the ced
ing commission a willing reinsurer would 
pay a willing ceding company in an arm's 
length transaction for the reinsurance of 
the contracts if the gross reinsurance pre
mium for the contracts were equal to old 
target's tax reserves for the contracts. See 
§ 1.197-2(g)(5) for rules concerning the 
treatment of the amount allocable to in
surance contracts acquired in the deemed 
asset sale. 

(cl Application of assumption reil1sur
allCe prillciples-( 1) III general, If a target 
is an insurance company, the deemed sale 
of insurance contracts is treated for Fed
eral income tax purposes as an assumption 
reinsurance transaction between old target, 
as the reinsured or ceding company, and 
new target, as the reinsurer or acquiring 
company, at the close of the acquisition 
date, The Federal income tax treatment 
of the assumption reinsurance transaction 
is determined under the applicable provi
sions of subchapter L, chapter 1, subtitle 
A of the Internal Revenue Code, as modi
fied by the rules set forth in this section. 

(2) Reinsurance prenzium, Old target 
is deemed to pay a gross amount of pre
mium in the assumption reinsurance trans
action equal to the amount of old target's 
tax reserves for the insurance contracts that 
are acquisition date assets (acquired CO/1-

t/'(lets). New target is deemed to receive 
a reinsurance premium in the amount of 
old target's tax reserves for the acquired 
contracts, See paragraph (d) of this sec
tion for circumstances in which new tar
get is deemed to receive additional pre
mium. See § 1.817--4(d)(2) for old target's 
and new target's treatment of the premium. 

(3) Ceding commission. Old target is 
deemed to receive a ceding commission in 
an amount equal to the amount of ADSP 
allocated to the acquired contracts, as de
termined under §§1.338-6 and 1.338-7 
and paragraph (b) of this section. New 
target is deemed to pay a ceding commis
sion in an amount equal to the amount 
of AGUB allocated to the acquired con
tracts. as determined under §§ 1.338-6 and 
l.33~-7 and paragraph (b) of this section. 

See ~1.817--4(d)(2) for old target's and 
new target's treatment of the ceding com

mission. 
(4) Example,l, The following examples 

illustrate this paragraph (c): 
El1Iml'l,. 1 Ii 1 f'i(I.\, On January I. 2003. T, 

an insurance company. has the fnllnwing assets with 
the following fair market \ allies $1 () cash, $30 of 
securitIes, $10 of equipment. a life insurance contract 
having a value, under paragraph l.b)(2) of this section, 
of $17. and goodwill and going concern value, T 
has tax reserves of $50 and no other liabilities. On 
January I. 20{)3, P purchases all of the stock of T 
for $16 and makes a section 338 electron for T. For 
purposes of the capitalization requirements of section 
8-18, assume new T has $20 of general deductions in 
its first taxable year ending on December .11, 2003, 
and earns no other premiums during the year, 

(il) Alllllvsis, (A) For Federal income tax pur· 
pmes, the section 338 election results in a deemed 
sale of the assets of old T to new TOld T's ADSP 
is $66 ($16 amount realized for the T stock plus $50 
liabilities), New T's AGUB also is $66 ($16 basis for 
the T stock plus $50 liabilities), See paragraph (b)(1) 
of this section, Each of the AGUB and ADSP is al· 
located under the residual method of § I J 3 8-6 to de· 
termine the purchase or sale price of each asset trans· 
ferred. Each of the AGUB and ADSP is allocated as 
follows: $10 to cash (Class I). $30 to the securities 
(Class II), $10 to equipment (Class V), $16 to the life 
insurance contract (Class VI). and $0 to goodwill and 
going concern value (Class VI!), 

(B) Under section 1001, old T's amount realized 
for the securities is $30 and for the equipment is $10, 
As a result of the deemed asset sale, there is an as
sumption reinsurance transaction between old T (as 
ceding company) and new T (as reinsurer) at the close 
of the acquisition date for the life insurance contract 
issued by old T. See paragraph (e)(I) of this section. 
Although the assumption reinsurance transaction reo 
suits in a $50 decrease in old T's reserves, which 
is taxable income to old T, the reinsurance premIUm 
paid by old T is deductible by old T. Under paragraph 
(c)(2) of this section. old T is deemed to pay a reinsur· 
ance premium equal to the reserve for the life insur· 
ance contract immediately hefore the deemed asset 
sale ($50) and is deemed to receive aceding commis· 
sion from new T. Under paragraph (c)( 3) of this sec
tion. the portion of the ADSP allocated to the life in· 
surance contract is $16; thus, the ceding commission 
is $16. Old T. therefore, is deemed to pay new T a 
reinsurance premium of $34 ($50 - $16 = $34). Old 
T also has S34 of net negative consideration for pur· 
poses of section 848, See paragraph (f) of this section 
for rulcs relating to the effect of a section 338 election 
on the capitalization of amounts under section 848, 

(C) New T obtains an initial basis of $30 in the se· 
curities and $10 in the equipment. New T is deemed 
to receive a reinsurance premium from old T in an 
amount equal to the $50 of reserves for the life insur
ance contract and to pay old T a $16 ceding commis
sion for the contract. See paragraphs (c)(2) and (3) of 
this section. Acconlingly, new T includes $50 of pre
mium in income and deduch $50 for its increase in 
reserve,. For purposes of section 848. new T has $34 
of net positive consideration for the deemed assump
tion reinsurance tramaction, Because the only con· 
tract involved in the deemed assumption reinsurance 



transaction is a life insurance contract. new T must 

capitalize $2.62 ($34 x 7.7% = $2.(2) under section 

848. New T will amortize the $2.62 as provided un

der section 848. New T's adjusted basis in the life 

insurance contract. which is an amorti~able section 

197 intangible. is $13.38. the excess of the $16 ced

ing commission over the $2.62 capitalized under sec

tion 848. See section 197 and * 1.197-2( g)(5). New 
T deducts the $2.62 of the ceding commission that 

IS not amortizable under section 197 because it is re

flected in the amount capitalized under section 848 

and also deducts the remaining $17.38 of its general 

deductions. 

Example 2. (i) Facts. Assume the same facts as 

in Example J. except the life insurance contract has a 

value of $0 and the fair market value of T's securities 

are $60. Thus. to reinsure the contract in an arm' s 

length transaction. T would have to pay the reinsurer 

a reinsurance premium in excess of T's S50 of tax 

reserves for the contract. 

(ii) Analvsis. (A) For Federal income tax pur

poses. the section 338 election resllits in a deemed 

sale of the assets of old T to new TOld T's ADSP 

is $66 ($16 amount realized for the T stock plus $SO 
liabilities). New T's AGUB also is $66 ($16 basis for 

the T stock plus $50 liabilities). See paragraph (b)( I) 

of this section. Each of the AGUB and ADSP is al

located under the residual method of ~ 1.338-6 to de

termine the purchase or sale pricc of each asset trans

ferred. Each of the AGU 13 and ADSP is allocated as 

follows: $10 to cash (Class 1). $56 to the securities 
(Class II), $0 to the equipment (Class V). $0 to the 

life insurance contract (Class VI). and $() to goodwill 

and going concern value (Class VII). 

(E) Under section 100L old T's amount realized 

for the securities is $56 and for the equipment is $0. 
As a result of the deemed asset sale. there is an as

sumptiun reinsurance transaction hetween old T (as 

ceding company) and new T (as reinsurer! at the close 

of the acquisition date for the life insurance contract 

issued by old T See paragraph (c)( I) of this section. 

Although the assumption reinsurance transaction re

sults in a $50 decrease in old Ts reserves. which 

is taxable income to old T. the reinsurance premium 

deemed paid by old T to new T is dcductible by old 

T. Under paragraph (c)(2) of thiS section. old T is 

deemed to pay a reinsurance premium equal to the re

serve for the life insurance contract immediately be

fore the deemed asset sale t $5(), and is deemed to 

receive from new T a ceding comtTIlssion equal to the 

amount of AGUB allocated to the life insurance con

tract ($0). as provided in paragraph (c)(3) of this sec

tion. Old T also has $50 of net negative consideration 

for purposes of section 848. See paragraph (f! of sec

tion for rules relating to the effect of a section 338 

election on capitalization alTlounts under section 8 .. H. 

(C) New T obtains an initial basis of $56 in the 

securities (with a fair market value of $601 and $0 in 

the equipment (with a fair market value of $1 01. New 

T is deemed to receive a reinsurance premium from 

old T in an amount equal to the $50 of reserves for 

the life insurance contract. Accordingly. new T in

cludes $50 of premium in income and deducts $50 

for its increase in reserves. For purposes of section 

848. new T has $50 of net positive conSideratIOn for 

the deemed assumption reinsurance transaction. Be
cause the only contract involved 1I1 the assumption 

reinsurance transaction is a life insurance contract. 

new T must capitalize $3.85 ($50 x 7.7%) under sec-

tion 848 from the transaction and d~duct, the remain

ing $16.15 of its general deductions. Becau.,e new T 

allocates $0 of the AGUI3 to the in.,urance contract. 

no amount is amortizable under section Iln II ith re

spect to the insurance contract. See ~1.33X-IIT(dl 

for rules on adlustmenls required if new T inlTca,,', 

its reserves for. or reinsure, at a Jrl\S_ the acquired Ii fe 

insurance oColltrLlct. 

(d) Reserve increases by /lew tarKel or 
fcr thc deellled assct .llIlc. For further guid

ance, see * 1.338-1IT(d). 
(e) EfFect oj"section 338 electioll Oil scc

tion 846( e) elcctioll. For further guidance. 

see * 1.338-1 IT(e) 
(0 c,lfect ()f section 338 election lIlI 

lIld larger's capirali;:.ario/l (lillOlIllfs un

der section 848-( I) Deterlllination oj" 

Ilet COilS ide ration jf)" specified insurance 

contracts. For purposes of applying sec
tion 848 and ~ 1.848-2(f) to the deemed 
assumption reinsurance transaction. old 
target" s net consideration (either positive 
or negative) for each category of specified 
insurance contracts is an amount cqual 
to-

(i) The allocable portion of the ceding 
commission (if any) relating to contracts in 
that category; less 

(ii) The amount by which old target's 
tax reserves for contracts in that category 
has been reduced as a result of the deemed 
assumption reinsurance transaction. 

(2) Determinatiol/ oj" capitali:::a-

tion amoullt. Except as provided in 
* 1.381(c)(22)-1 (b)( 13)-

(i) If, after the deemed asset sale. old 
target has an amount otherwise required 
to be capitalized under section 848 for the 
taxable year or an unamortized balance of 

specified policy acquisition expenses from 
prior taxable years, then old target deducts 
such remaining amount or unamortized 
balance as an expense incurred in the tax

able year that 1I1cludes the deemed sale tax 
consequences: and 

(ii) If. aftcr thc deemed asset sale, the 
negati ve capitalization amount resulting 
from the reinsurance transaction exceeds 
the amount that old target can deduct un
der section 848(f)( 1). then old target's 
capitalization amount is treated as zero at 
the close of the taxable year that includes 
the deemed sale tax consequences. 

(3) Sectioll 381 trallsactiol/s. Fur 

transactions described in section 381, see 
~ l.381(c)(22)-I(b)( 13). 

(g) Eflect ol section 338 electioll 

011 policvholdcrs surplus oCCO//I1t. 

Except as specifically provided in 

~1.3X!(c)(22)-I(h)(7J. the deemed asset 
sale effects a distribution of old target's 

policyholders surplus account to the extent 
the grossed-up amount realized on the sale 

to the purchasing corporation of the pur
chasing corporation' s recently purchased 
target stock (a~ defined in *1.338-4(c)) 

exceeds old target's shareholders surplus 
account under section X IS( c). 

(h) Eflect ojscctio/l 338 election Oil sec

tiol/ 847 .Ipeciol eSTim(/ted tox /w\"lIIenfS. 

If old target had elected to claim an ad
ditional deduction under section 847 for 
the taxable year that include'.; the deemed 
sale tax conse4uences or any earlier years, 
the amount remaining in old target's spe
cial loss discount account under section 
847(3) must be reduced to the extent it re
lates to contracts transferred to new target 
and the amount of such reduction must he 
included in old target's gross income for 
the taxable year that includes the deemed 
sale tax consequences. Old target may ap
ply the halance of its special estimated tax 
account as a credit against any tax result
ing from such inclusion in gross income. 
Any special estimated tax payments re
maining after this credit are voided and. 
therefore, are not available for credit or 
refund. Under section X47( I). new target 
is permitted to claim a section 847 deduc
tion for losses incurred hefore the deemed 
asset sale, subject to the general re4uire
ment that new target makes timely spe
cial estimated tax payments equal to the 
tax henefit resulting from this deduction. 

See * 1.381 (c )(22)-1 (c Ii 14) regarding the 
carryover of the special loss discount ac
count attributable to contracts transferred 
in a section 3X I transaction. 

Par. 9. Section 1.338-11 T is added to 
read as follows: 

.~J.338-JJr E/fecT of sectiol/ 338 
electio!! o!! il1.lural/ce COIll/Hlln' targeTS 

(tempomn ). 

(a) through (c) [Reserved]. For further 

guidance. see * 1.338-11 (a) through (C). 

(d) Resen'e illcrease.1 bv lIell' tu/'gct 

a/ier the deemed ([sseT scile-( I) III gell

eml. I f in new target's first taxahle year or 
any subse4uent year. new target increases 
its reservcs for any acquired contrach. 
new target is treated as receiving an ad

ditional premium. which is computed 
under paragraph (d I( 3 l. in the as~ulllp

tion rein\urance tram,actiun described in 
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~ 1.:ng~11 (c I( I). New target include~ the 
additional premiuIll in gro" income for 
the taxable year in \\hich new target in
crea~e~ ih reserves for a((llIlred contraCb. 
New target\ increase in reserves for the 
insurance contracts ae4uired in the deemed 
asset sale i~ a liahility of new target not 
originally taken into account in deter
mining AGUB that is subse4uently taken 
into account. Thus. AGUB is increased 
hy the amount of the additional premium 
included in new target's gross income. 
See ~~ 1.33g~S(b)(2)(ii) and U38~7. Old 
target has no deduction under this para
graph I d) and makes no adjustments under 
~~ lJ3K-..flh)(2)(ii) and U38~7. 

(21 Ercl'ptiolls. New target is not 
treated as receiving additional premium 
under paragraph (d)( I) if-

Ii) it is under state rcceivership as of 
the close of the taxable year for which the 
increase in reserves occurs; or 

(ii) it is re4uired hy section 807(0 to 
spread the reserve increase over the 10 suc
l'ecding taxable years. 

(3) AIIIOUllt ot' additiOlwl premium-Ii) 
III g£'lIl'm/. The additional premium taken 
into account undcr this paragraph (d) is an 
amount e4ual to the sum of the positive 
amounts described in paragraphs (d)(3)(ii) 
and (d)(3)(iiil. However. the additional 
premium cannot exceed the limitation de
scribed in paragraph (d)(4). 

(ii) Increases ill IIl1paid loss I'esen'es. 
The positive amount with respect to un
paid loss reserves is computed using the 
formula AlB x (C - [D + Ej) where-

( I ) A equals old target' s discounted un
paid losses (determined under section 846) 
included in AGUB under * 1.338~ II (b)( I); 

(2) R equals old target's undiscounted 
unpaid losse, (determined under section 
K46( h)( I ) as of the close of the acquisition 
date: 

(3) C equals new target's undiscounted 
unpaid losses (determined under section 
~46( h)( I ) at the end of the taxable year that 
arc attrihutable to losses incurred by old 
target on or hefore the acquisition date: and 

1-1) D 1\\ hich may be a negati ve num
her) equctls old target's undiscounted un
p;lid Insscs as of the close of the acquisition 
date. reduced by the cumulative amount 
()f IUssl's. loss adjustment expenses, and 
reinsurance premiums paid by new target 
thrclUgh the end uf the taxable year for 
In"l's 1I1curred hyoId target on or before 
(Ill' aC'ljuisition date: and 
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(5) E equals the amount obtained by 
dividing the cumulative amount of reserve 
incrcases taken into account under this 
paragraph (d) in prior taxable years by 
AlB. 

(iii) Increases in other resel1'es. The 
positive amount with respect to reserves 
other than discounted unpaid loss reserves 
is the net increase of those reserves due 
to changes in estimate. methodology, or 
other assumptions used to compute the re
serves (including the adoption by new tar
get of a methodology or assumptions dif
ferent from those used by old target), 

(4) Limitatio/l 0/1 additional premium. 
The additional premium taken into account 
by new target under paragraph (d)( I) is 
limited to the excess, if any. of-

(i) The fair market value of old tar
get's assets acquired by new target in the 
deemed asset sale (other than Class VI and 
Class VII assets), over 

(ii) The AGUB allocated to those as
sets (including increases in AGUB allo
cated to those assets as the result of re
serve increases by new target in prior tax
able ycars). 

(5) Treatment oj additional premium 
under section 848. If a portion of the 
positive amounts described in paragraphs 
(d)(3)(ii) and (iii) are attributable to an in
crease in reserves for specified insurance 
contracts (as defined in section 848(e)), 
new target takes an allocable portion of 
the additional premium in determining 
its specified policy acquisition expenses 
under section 848(c) for the taxable year 
of the reserve increase. 

(6) Examples. The following examples 
illustrate this paragraph (d): 

EXIIIIlpie I. Ii) Filets On January \, 2006, P 
purchases all of the stock of T. a non-life insurance 
company, tor $120 and makes a section 338 election 
for 1. On the acquiSition date. old T has total reserve 
liabilities under state law of $725, consisting of 
undiscounted unpaid losses of $625 and unearned 
premium.s of $]()O. Old T's tax reserves on the ac
quisition date are $5RO. which consist of discounted 
unpaid lo"es (as defined in section 846) of 5500 
and unearned [lremiums (as computed under section 
832(bI(41(B») of $80. Old T has Class I through 
Cia" V assets with a fair market value of $800. Old 
T also has a Class VI a"et with a fair market value of 
S75, consistIng of the future profit stream of certain 
imuranc.: contracts. Dunng 2006. new T makes loss 
and loss adjustment expense payments of $200 with 
respect to the unpaid losses incurred by old T before 
the acquisition date. As of December 31. 2006, new 
T reports undiscounted unpaid losses of $475 attrib
utahle to losses incurred before the acquisition date. 

The n:bted amount of discounted unpaid h"ses (as 
LidlneLi in sec"tlnn X4hl for tho,,: It"s ... s IS $3Yll. 

(iii COIllI'''/'{{WIi "lid "1/,,,'(/110" 0,-..\(;[18. Under 
~ 1.3.'l\-5 and ~ I 33X-II (b H II, as of thL' <lL'quisition 
date. AGUB is $700. retk,ting the sum of the ,lmOUnt 

paid fnr old T's stock ISI2()1 and the lax reserves 
assumed b) new T in the tranS<lctHHl(S5S()) The fair 
market value of old T's Class I through V assets is 

$XOO. whereas the AGUB ,1\ ailabk for such assets 
under ~ 1 .. '3X-h i, $700. Tht:re is no AGUI3 available 
for old T's CIa" V I assets, even though such assets 
haw a fair market value of $75 on the acguisition 
date. 

I iii) At/il/stlllellts!;lr ill creases ill re,,",'I')'eS jill' 111/· 

I'llid losses. Under paragraph (ct) of this section. new 
T must determine whether there are any amounts by 
which it increased its unpaid loss reserves that will 
be treated as an additional premium and an increase 
in AGUB. Ne,,' T applies the formula of paragraph 
(d)(3) of thiS section, where A equals $500, H equals 
$625, C equals $475, D equals $425 ($625 ~ $200). 

and E equals $0. Under thIS formula, new T is treated 
as having increased its reserves for discounted unpaid 
losses attributable to losses incurred by old T by $40 
1$500/S625 x ($475 ~1$425+(1). The limitation un· 
der paragraph (dl( 5) based on the difference between 
the fair market value of old T's Class I through Class 
V assets and the AGUB allocated to such assets is 
$100. Accordingly. new T Includes an additional pre· 
mium of $40 in gross income for 2006. and increases 
the AGUB allocated to old T's Class I through Cia" 
V assets to reflect this additional premium. 

Example 2. (il Facts. Assume the same facts as in 
Exall1ple 1. Further assume that during 2007 new T 
deducts total loss and loss expense payments of $375 
with respect to losses incurred by old T before the ac
quisitIOn date. On December 31. 2007, new T reports 
undiscounted unpaid losses of $150 with respect to 
losses incurred before the acquisition date. The re
lated amount of discounted unpaid losses (as defined 
in section 8461 for those unpaid losses is $125. 

(ii) A",dvsis. :--lew T mllst determine whether any 
amounts by which it increased its unpaid losses dur
ing 20117 will be treated as an additional premium un· 
der paragraph (d)(3) of this section. New T applies 
the formula under paragraph (d)(3) of this section. 
where A equals $500, B equals $625, C equals $150, 
D equals $50 ($625 ~ $575), and E equals $50 ($40 
divided by .8). Undcr paragraph (d)(3) of this sec
tion, new T is treated as increasing its reserves for 
discounted unpaid losses by $40 during ZOO7 with reo 
spect to los.ses incurred by old T ($500/$625 x ($150 
~ [$50 + $50j). New T determines the limitation 
of paragraph (d)ISI of this section by comparing the 
$800 fair market value of the Class I through Vas· 
sets on the acquisition date to the $740 AGUB al
located to such assets (which includes the $40 addi
tion to AGUB included during 20(6). Thus. new T 
recognizes $40 of additional premium as a result of 
the increase in reserves during Z007, and adjusts the 
AGUB allocable to the Class [ through V assets ac· 
quired from old T to reflect such additional premium. 

Exwl1pl" J. (i) Facts. The facts are the same 
as Example 2, except that on January I. 2008, new 
T reinsures the outstanding liability with respect to 
losses incurred by old T before the acquisition date 
through a portfoilo reinsurance transaction with R. 
another non-life insurance company. R agrees to as
sume any remaining liability relatlng to losses in-



curred by old T before the acquisition date in ex

change for a reinsurance premium of $200. Accord

ingly. as of December 31. 2008. new T reports no 

undiscounted unpaid losses with respect to losses in

curred by old T before the acquisition date. 

(ii) Analysis. New T must determine whether any 

amount by which it increased its unpaid loss reserves 

will be treated as an additional premium under para

graph (d) of this scction. New T applies the formula 

of paragraph (d)(3) of this section. where A equals 

5500. B equals $625. C equals $0. and D equals -$150 
($625 - ($575 + S200)' and E equals $100 ($80 di

vided by .8). Thus. new T is treated as having in

creased its discounted unpaid losses by $40 in 2008 
with respect to losses Incurred by old T before the 

acquisition date ($500/$625 x (0 -l- -$150+$1(01). 
New T includes this positive amount in gross income. 

subject to the limitation of paragraph (d)(4). The lim

itation of paragraph (d)( 4) equals S20. which is com

puted by comparing the $800 fair market value of the 

Class I through V assets acquired from old T with the 

$780 AGUB allocated to such assets (which includes 
the $40 addition to AGLB in 2006 and the $40 addi

tion to AGUR in 2007) Thus. New T includes $20 
in additional premium. and increases the AGUB al

located to the Cia,> I through V assets acquired from 

old T by $20. As a result of these adjustments. the 

limitation under paragraph (d)(4) is reduced to zero. 

(7) Effective dates-(i) III general. 
This section applies to increases to re
serves made by new target after a deemed 
asset sale occurring on or after April 10, 
2006. The applicability of the section 
expires on or before April 7. 2009. 

(ii) Application to pre-effectil'e date 
increases to reserves. If either new target 
makes an election under §1.338(i)-1(c)(2) 
or old target makes an election under 
§1.338(i)-I(c)(3) to apply the rules of 
§ 1.338-11, in whole. to a qualified stock 
purchase occurring before April 10,2006, 
then the rules contained in this section 
shall apply in whole to the qualified stock 
purchase. 

(e) Effect of section 338 election on sec
tion 846( e) election-(l) In general. New 
target and old target are treated as the same 
corporation for purposes of an election by 
old target to use its historical loss pay
ment pattern under section 846(e). See 
§1.338-IT(b)(2)(vii). Therefore. if old 
target has a section 846( e) election in ef
fect on the acquisition datc, new target will 
continue to use the historical loss payment 
pattern of old target to discount unpaid 
losses incurred in accident years covered 
by the election, unless new target elects to 
revoke the section 846(e) election. In addi
tion, new target may consider old target's 
historical loss payment pattern when deter
mining whether to make the section 846(e) 
election for a determination year that in-

eludes or is subsequent to the acquisition 
date. 

(2) Rel'ocation of existing section 
846( e) electiol1. New target may revoke 
old target's section 846(e) election to use 
its historical loss payment pattern to dis
count unpaid losscs. If new target elects 
to revoke old target's section 846(e) elec
tion. new target will use the industry-wide 
patterns determined by the Secretary to 
discount unpaid losses inCllITed in ac
cident years beginning on or after the 
acquisition date through the subsequent 
determination year. New target may re
voke old target's section 846(e) election 
by attaching a statement to new target's 
original tax return for its first taxable year. 

(f) through (h) [Reserved]. For further 
guidance, see § 1.338-11 (f) through (h). 

Par. 10. Section 1.338(i)-1 is amended 
by adding new paragraph (c) to read as 
follows: 

.~1.338(i)-1 Effective dates. 

* * * * * 
(c) Section 338 elections for insur

ance company targets-( I) III general. 
The rules of § 1.338-11 apply to qualified 
stock purchases occurring on or after April 
10, 2006. 

(2) New target electio/l for retroactil'e 
application-(i) Availability of election. 
New target may make an irrevocable elec
tion to apply the rules in §§ 1.338-11 
and 1.338-1lT(d) (including the ap
plicable provisions in §§ 1.197-2(g)(5). 
I.l97-2T(g)(5)(ii), 381(c)(22)-1, and 
846) in whole, but not in part, to a quali
fied stock purchase occurring before April 
10, 2006, for which a section 338 election 
is made, provided that new target's first 
taxable year and all subsequent affected 
taxable years are years for which an as
sessment of deficiency or a refund for 
overpayment is not prevented by any law 
or rule of law. In the case of a section 338 
election for which a section 338(h)( 1 0) 
election is made (or a section 338 elec
tion for a foreign target). new target may 
make the election to apply the regulations 
retroactively without regard to whether old 
target makes thc clcction. In the case of a 
section 338 election for a domestic target 
for which no section 338(h)(10) election 
is made, new target may make the election 
to apply the rcgulations retroactively only 
if old target also makes the election. Para-

graph (c)(2)(ii) of this section prescrihes 
the time and manner of the election for 
new target. 

(ii) Time and manlier ot' //laking tlie 
election fi)r new target. New target may 
make an election described in paragraph 
(c)(2)(i) of this section by attaching a state
ment to its original or amended income 
tax return for its first taxable year. The 
statement must be entitled "ELECTION 
TO RETROACTIVELY APPLY THE 
RULES IN §§ \.338-11 and 1.338-11 T(d) 
(INCLUDING THE APPLICABLE 
PROVISIONS IN §§ l.l97-2(g)(5), 
1.197-2T(g)(5)(ii). 1.38\(c)(22)-1 and 
846) IN WHOLE TO A TRANSAC
TION COMPLETED BEFORE APRIL 
10. 2006" and must inelude the following 
information-

(A) The name and E.I.N. for new target: 
and 

(8) The following declaration (or 

a substantially similar declaration): 
NEW TARGET HAS AMENDED 
ITS INCOME TAX RETURNS FOR 
ITS FIRST TAXABLE YEAR AND 
FOR ALL AFFECTED SUBSEQUENT 
YEARS TO REFLECT THE RULES IN 
§§ 1.338-11 and 1.338-11 T( d) (INCLUD
ING THE APPLICABLE PROVISIONS 
IN §§1.197-2(g)(5), 1.197-2T(g)(5)(ii). 
1.381(c)(22)-1 and 846). ALL OTHER 
PARTIES WHOSE INCOME TAX 
LIABILITIES ARE AFFECTED BY 
NEW TARGET'S ELECTION HAVE 
AMENDED THEIR INCOME TAX 
RETURNS FOR ALL AFFECTED 
YEARS TO REFLECT THE RULES IN 
§§ 1.338-11 and 1.338-11 T(d) (INCLUD
ING THE APPLICABLE PROVISIONS 
IN §§1.I97-2(g)(5). 1.I97-2T(g)(5)(ii). 
\.381(c)(22)-1 and 846). 

(3) Old tarRet election for retroac
tive application-(i) Amilability of elec
tion. Old target may make an irrevoca
ble election to apply THE RULES IN 
§§ 1.338-11 and 1.338-IITCd) (INCLUD
ING THE APPLICABLE PROVISIONS 
IN §§1.I97-2(g)(5). 1.I97-2T(g)(5)(ii). 
1.381(c)(22)-1 and 846) in whole. but not 
in part. to a qualified stock purchase oc
curring before April 10. 2006. for which 
a section 338 election is made. provided 
that old targer's taxable year that includes 
the deemed sale tax consequences and 
all subsequent affected taxable years are 
years for which an assessment of defi
ciency or a refund for overpayment is not 
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pre\'ented b) any la\\ or rule ot·la\\. In the 
ca,e of a "ection 33K election fur \\hich 
a "ection 33i'\lhlllll) election i, made (or 

a ,ectioll 33S l'lel'liOIl I'll! a foreign tar
get l. old targd melY make the l'lcction to 
apply the regulatllln~ retroacti\'ely with
out regard to \\hdher new target makes 
the electIon. In the case of a ~ecti(ln 33S 
election for a dome~tic target for \\ hich 
no ~ection 33S(h)( 10) election is made. 
old target may make the election to apply 
the regl1latilln~ retroacti\t~ly only If ne\\' 
target abo makes the l'lection. Paragraph 
(c)( 3)( ii i of this section prescrihes the time 
and manner of the election for old target. 

(ii) Tillie ulld 1llUIllier or milking tile 

cil'Crio/l jill' old larget. Old target may 
make an election described in paragraph 
(c)(311i) of thi, section by attaching a 
,tatement to each affected part y" ~ origi
nal ur amended inU1I11e tax return for the 
tdXelblc year that includes the deemed sale 
tax conse4uences. The statement must be 
entitll'd "ELECTION TO RETROAC
TIVELY APPLY THE RULES IN 
~~ U3i'\-11 and LUS-IIT(li) (INCLUD
I:'-JG THE APPLICABLE PROVISIONS 
IN ~~ 1.Il)7-2(g)(51. 1.197-2T(g)(5)(ii). 
USI(c)(22l-l and X46) TO A TRA:'-JS
ACTION COMPLETED BEFORE 
APRIL 10. 2()()6"' and must include the 
following IIlformation-

I A) The name and E.I.N. for old target: 
and 

(B) The following declaration (or a 
substantially similar declaration): OLD 
TARGET HAS AMENDED ITS IN
COME TAX RETURNS FOR THE 
TAXABLE YEAR THAT INCLUDES 
THE DEEMED SALE TAX CON
SEQUE:'-JCES AND FOR ALL AF
FECTED SUBSEQUENT YEARS TO 
REFLECT THE RULES IN ~~ 1.338-11 
and 1.338-11 Tid) I INCLUDING THE 
-\PPLICAHLE PROVISIONS IN 
~* I. I97-2(g)(5l. 1.197-2Tlg)(5)(ii). 
U8l(c)(22)-1 and 846). ALL OTHER 
PARTIES WHOSE INCOME TAX 
LIABILITIES ARE AFFECTED BY 
OLD TARGET'S ELECTIO:'-J HAVE 
\\lENDED THEIR INCOME TAX 
RETLIRNS FOR ALL AFFECTED 
YEARS TO REFLECT THE RULES Il\ 
~~U~~-Il and Ln~-llTid)(!NCLUD
I:'\G THE APPLICABLE PRO\'ISIONS 
1\1 ~~l.llJ7-:~lgI(51. 1.197-2T(g)(5)(iil. 
I .',I{llcll.'.'I-1 ;lIld ~-I61. 
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Par. II. Section 1.381(c)(22)-1 is 
amended by: 

I. Re\'ising the first sentence of para
graph ('lI. 

.'. Adding a sentence to the end of para
graph (bl(7)(i). 

3. Redesignating existing (b)(7){ii) as 
paragraph (b)(7)(iv) and adding new para
graphs (h)(7)(ii) and (b)(7)(iii). 

4. Adding paragraphs (b)(7)(v). 
Ib)( 13i. (b)(l4), and (c). 

The revisions read as follows: 

.~1.381(c)(n)-1 Successor il1sural1ce 
cOlllpan\·. 

(a) CurrYOl'er requirement. If in a tax
able year beginning after December 31. 
1957, a distributor or transferor corpo
ration which is an insuranec company is 
acquired by a corporation which is an in
surance company in a transaction to which 
section 381(a) applies. section 381(c)(22) 
provides that the acquiring corporation 
shall take into account the appropriate 
items which the distributor or transferor 
corporation was required to take into ac
count for purposes of part I, subchaptcr L. 
chapter I of thc Intcrnal Revenue Code. 

* * * 
(b) * "' * 
(7)(i) * * '" However. any amounts at

tributahle to money or other property not 
permitted to be received without the recog
nition of gain (i.e .. boot) distributed to a 
person other than the acquiring corpora
tion LInder section 381( a) shall be treated 
as a distribution under section 815. 

(ii) :'-Jotwithstanding paragraph (b )(7)(i) 
of this section. if the distributor or trans
feror corporation distributes or transfers 
le~s than 50 percent of its insurance busi
ness to the acquiring corporation. then the 
ae4L1iring corporation shall succeed to a 
ratable portion of the dollar balances in the 
distributor's or transferor's shareholders 
surplus account. policyholders surplus ac
count. and other accounts. The percentage 
of the accounts to which the acquiring cor
poration succeeds is determined by the ra
tio of the distributor's or transferor's insur
ance resen'es for the contracts transferred 
to the aC4uiring corporation, as maintained 
under section 816(b). to the distributor's 
or tran,feror's reserycs for all of its con
trach maintained under section 816(b) im
mediately before the earlier of the distri
bution or transfer or the adoption of the 

plan of liquidation or reorganization. For 
transaction~ in which the distributor liqui
dates pursuant to an election under section 
338(h)(10)' see *1.338-11(f) for the treat
Illent of its remain111g policyholders sur
plus account. For all other transactions 
subject to this paragraph. the distributor 
or transferor must take into account as in
cOllle its remain i ng pol icyholders surplus 
account to the extent the fair market value 
of its assets (net of liabilities) distributed 
or transferred to the aC4uiring corporation 
or to the transferor's shareholders pursuant 
to the plan of li4uidation or reorganization 
exceeds the distributor's or transferor's re
maining shareholders surplus account. 

(iii) If. pursuant to a plan in exis
tence at the time of the liquidation or 
reorganization, the acquiring corpora
tion transfers any insurance or annuity 
contract it received in the liquidation or 
reorganization to another person, then, for 
purposes of paragraph (b )(7)(ii) of this 
section. that contract shall be deemed to 
have been transferred by the transferor to 
that other person after the adoption of the 
plan of liquidation or reorganization. If 
the transferor is an old target within the 
meaning of § 1.338(h)(1 0)-1 (d)(2), any 
transfer by the acquiring corporation to 
the purchasing corporation (as defined in 
~1.338-2(c)(1l)) or to any person related 
to the purchasing corporation within the 
meaning of section 197(f)(9)(C) within 
two years of the transfer described in sec
tion 381 (a) wi II be presumed to have been 
pursuant to a plan in existence at the time 
of the liquidation or reorganization. 

* * * * * 
(v) The provisions of this paragraph 

(b )(7) are illustrated by the following ex
amples: 

Exall/ple l. P buys the stock of insurance com· 

pany target. 1. from S for S16, and P and S make a 

,ection 338(h)( I 01 election for T. T transfers no in· 

,urance contracts to S. or any related party, in con· 

nection with the transaction. Further. assume that T 

had $10 in its policyholders surplus account and no 

bal,mce in its shareholders surplus account or other 

accounts. Immediately before the deemed asset sale, 

old T i, required to include as ordinary income the 

$10 in the policyholders surplus account. 

EWII/f'le 2. Assume the same facts as in Example 
I. except that T holds a block of life insurance con· 

tracts P does not wish to acquire. and. immediately 

before the ,ale of T stock. S causes T to distribute the 

unwanted block of insurance contracts to S. Further. 

a"ume that S is an insurance company. that the distri· 

bution of contracts is one of series of distributions in 

complete cancellation or redemption of all of its stock 



(the others occurring under * 1.338(h)( 10)-1 (d)(4)(i» 
that qualifies as a complete liquidation under section 

332. and that old T's tax reserves with respect to the 
distributed contracts represent one-tenth of old T's 
tax reserves with respect to all of its life insurance 
contracts. Because T transfers less than 50 percent 
of its life insurance business to S in a transaction to 

which section 381(a) applies. S succeeds to a ratable 

portion of old T's policyholders surplus account ($1). 
and old T includes as ordinary income the remaining 
$9 of that account. 

Example 3. Assume the same facts as in Exam

ple 2. except that 14 months after the deemed asset 
sale. Sand X. a person related to new T under sec
tion 197(f)(9)(C). engage in an indemnity reinsurance 
transaction involving the contracts transferred to S 
from old T. Because X is related to the purchasing 
corporation (P) under section 197(f)(9)(C). and X re

ceives contracts from the acquiring corporation (S) 
that S acquired from old T within two years of the 

transfer from old T to S. the contracts are presumed to 
have been transferred pursuant to a plan in existence 
at the time of old T's liquidation. If S cannot estab
lish otherwise. old T is treated as having distributed 
the remainder of its policyholders surplus account. In 
that case. in the taxable year of the indemnity rein
surance transaction. S takes into account as ordinary 
income the portion of old T"s accounts ($9) that old T 
or S has not previously taken into account as income. 

* * * * * 
(l3)(i) The transferor's unamortized 

policy acquisition expenses or positive or 
negative capitalization requirements on its 
specified insurance contracts. 

(ii) Notwithstanding paragraph 
(b)(l3)(i) of this section, if the distribu
tor or transferor corporation transfers less 
than 50 percent of its insurance business to 
the acquiring corporation, then the acquir
ing corporation shall succeed to a ratable 
portion of the transferor's unamortized 
policy acquisition expenses or positive 
or negative capitalization requirements 
on its specified insurance contracts. The 
percentage of such acquisition expenses or 
positive or negative capitalization require
ments to which the acquiring corporation 
succeeds is determined by the ratio of the 
distributor's or transferor's insurance re
serves for the contracts transferred to the 
acquiring corporation, as maintained un
der section 816(b), to the distrihutor' s or 
transferor's reserves for all of its contracts 
maintained under section 816(b) immedi
ately before the earlier of the distribution 
or transfer or the adoption of the plan of 
liquidation or reorganization. For amounts 
of the distributor's or transferor's un
amortized policy acquisition expenses or 
positive or negative capitalization require
ments on its spccified insurance contracts 
to which the acquirer does not succeed to 

under this paragraph, and, for transactions 
in which the transferor liquidates pursuant 
to an election under section 338(h)(10), 
see § 1.338-11(f) for the treatment of its 
capitalized amounts under section 848. 

(iii) If, pursuant to a plan in exis
tence at the time of the liquidation or 
reorganization, the acquiring corpora
tion transfers any insurance or annuity 
contract it received in the liquidation or 
reorganization to another person, then, for 
purposes of paragraph (b)(l3)(ii) of this 
section, that contract shall be deemed to 
have been transferred by the transferor to 
that other person after the adoption of the 
plan of liquidation or reorganization. If 
the transferor is an old target within the 
meaning of §1.338(h)(10)-I(d)(2), any 
transfer by thc acquiring corporation to 
the purchasing corporation (as defined in 
§1.338-2(c)(11» or to any person related 
to the purchasing corporation within the 
meaning of section 197(f)(9)(C) \vithin 
two years of the transfer described in sec
tion 381 (a) will be presumed to have been 
pursuant to a plan in existence at the time 
of the liquidation or reorganization. 

(14) The special loss discount account, 
provided. however, that the acquiring cor
poration will succeed to the special loss 
discount account only to the extent that it 
is attributable to the portion of the trans
feror's insurance business acquired by the 
acquiring corporation in the section 381 
transaction. 

(c) Effective dates-( 1) In general. 
This section applies to the acquisition of 
assets of an insurance company by an
other insurance company in a transaction 
to which section 381 applies for taxable 
years beginning after December 31. 1957. 

(2) Special rules for section 381 trans
actions. Paragraphs (a), (b)(7), (b)(l3), 
and (b)( 14) of this section apply to the ac
quisition of assets of an insurance com
pany by another insurance company in a 
transaction to which section 381 applies on 
or after April 10, 2006. 

(3) Joint retroactive election. The dis
tributor or transferor and the acquiring 
corporation may jointly make an irrevo
cable election to apply paragraphs (a), 
(b)(7), (bHI3), and (b)(l4) of this sec
tion to a transaction to which section 381 
applies occurring before April 10, 2006, 
provided that the taxable year that includes 
the acquisition and all subsequent affected 
taxable years of both the distributor or 

transferor and the acqumng corporation 
are years for which an assessment of defi
ciency or a refund for overpayment is not 
prevented by any law or rule of law. 

(4) Tillie and mann('/' of lIIa/':illg the 

joinl ele('rioll. The distributor or traI1~

feror and the acquiring corporation may 
make an election described in paragraph 
(c)(2) of this section by each attaching a 
statement to its original or amended in
come tax return for the taxable year that 
includes the acquisition of assets in a trans
action to which section 381 applies. The 
statement must be entitled "ELECTION 
TO RETROACTIVELY APPLY THE 
RULES OF SECTION 1.381(c)(22)-1 TO 
A TRANSACTION COMPLETED BE
FORE APRIL 10, 2006" and must include 
the following information-

(i) The name and E.I.N. of the distrib
utor or transferor and the acquiring corpo
ration; and 

(ii) The following declaration (or a 
substantially similar declaration): THE 
DISTRIBUTOR OR TRANSFEROR 
AND THE ACQUIRING CORPORA
TION HAVE EACH AMENDED ITS 
INCOME TAX RETURNS FOR THE 
TAXABLE YEAR THAT INCLUDES 
THE ACQUISITION OF ASSETS IN 
A TRANSACTION TO WHICH SEC
TION 381 APPLIES AND FOR ALL 
AFFECTED SUBSEQUENT YEARS 
TO REFLECT THE RULES IN PARA
GRAPHS (a), (b)O), (b)(I3), and (b)(I4) 
OF SECTION l.381(c)(22)-1. 

* * * * * 
Par. 12. Section 1.846-0 is amended 

by: 
1. Adding a new entry in the table of 

contents for § 1.846-2(d). 
2. Revising the entry in the table of 

content~ for § 1.846-4. 
3. Adding a new' entry in the table of 

contents for § 1.846-4T. 
The revisions and additions read a~ fol

lows: 

~ I. 846-0 Oulline of prol'isiolls. 

* * * * * 

~1.846-2 Elecrioll hv {({XI){n'('/' (() lise its 
OWIl historical loss pay/llelli pattern. 

* * * * * 
(d) Effect of section 338 election on 

section 846(e) election. 
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~ I.R46-2T Election by taxpaYer TO lise 
its OWIl historicaiioss payment pattern 
(tempora rY). 

{a) through (c) [Re~ef\ed]. 

(d) Effect of section 33R election on 

section 846(e) election. 

* * * * * 

~ 1 .846-4 EfJectile datcs. 

(a) In general. 

(bl Section 338 election. 

.91.8..f.6-4T Effectil'e dates Itempo/'{/n). 

(al [Reserved]. 

(b 1 Section 338 election. 

* * * * * 
Par. 13. Section 1.846-2 is amended by 

adding paragraph (d) to read as follows: 

~ 1.846-2 Eiection by taxpayer to use its 
own historicaiioss paY/nem pattern. 

* * * * * 
(d) Effect ofsectioll338 eiection Oil sec

tion 846(1') eiection. [Reserved]. For fur
ther guidance, see § \.846-2T(d). 

* * * * * 
Par. 14. Section 1.846-2T is added to 

read as follows: 

§1.846-2T Eiection hy taxpayer to use 
its 011'11 historicaiioss pavment pattern 
(temporal>' ). 

(a) through (c) [Reserved]. For further 
guidance, see ~ 1.846-2(a) through (c). 

(d) E[fect oj' section 338 eiection Oil 

sectillll 846( e) election. For rules re
garding qualified stock purchases oc
cUlTing on or after April 10, 2006, see 
~§U38-I(b)(2)(vii) and U38-llT(e). 

* * * * * 
Par. 15. Section 1.846-4 is revised to 

read as follows: 

§1.846-4 Eff'eClil'c dates. 

(a) In general. Sections 1.846-1 
through 1.846-3 apply to taxable years 
beginning after December 31, 1986. 

(bl Section 338 electiml. [Reserved]. 
For further guidance, see § 1.846-2T(d). 

* * * * * 
Par. 16. Section 1.846-4T is added to 

read as follows: 
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1.846-4T Effecti!'e dates (temporary). 

(a) [Reserved]. For further guidance, 
see § I.R46-2(a). 

(bl Section 338 electio/l. Section 

1.846-2(d) applies to section 846(e) elec

tions made with regard to a qualified stock 

purchase made on or after April 10,2006. 

* * * * * 
Par. 17. Section \.1060-1 is amended 

by: 
I. Revising paragraph (a)(2). 

2. Adding new entries in paragraph 

(a)(3) in the outline of topics for para

graphs (b)(9) and (c)(s). 

3. Adding new paragraphs (b)(9) and 
(c)(S). 

The revision and additions read as fol

lows: 

§ 1.1060-1 Special allocation rules for 
certain asset acquisitions. 

(a) * * * 
(2) Effective dates-(i) In general. The 

provisions of this section apply to any 
asset acquisition occurring after March 
15.2001. However, paragraphs (b)(9) and 

(c)(S) of this section apply only to applica
ble asset acquisitions occulTing on or after 
April 10, 2006. A purchaser or a seller 
may make an irrevocable election to apply 
the rules in §§I.338-11 and 1.338-IIT(d) 
(including the applicable provisions in 
§§ 1.197-2(g)(S), 1.197-2T(g)(s)(ii), 

I.381(c)(22)-I, 846 and 1060) to an ap
plicable asset acquisition occulTing before 
April 10,2006. Paragraph (a)(2)(ii) of this 

scction describes the time and manner of 
the election for the purchaser and para
graph (a)(2)(iii) of this section prescribes 
the time and manner of the election for the 
seller. The seller may make the election to 
apply the regulations retroactively with
out regard to whether the purchaser also 
makes the election. For rules applicable 
to asset acquisitions on or before March 
IS, 200 I. see § 1.1 060-1 T in effect before 
:Y1arch 16, 2001 (see 26 CFR part 1 revised 
April I, 2000). 

(ii) Time and manner of making the 
election for the purchaser. The purchaser 
may make an election described in this 
paragraph (a)(2) by attaching a statement 
to its oricrinal or amended income tax re
turn for ilie taxable year that includes the 
applicable asset sale. The statement must 

be entitled "ELECTION TO RETROAC

TIVELY APPLY THE RULES IN 
§§I.338-11 and 1.338-11T(d) (INCLUD

ING THE APPLICABLE PROVISIONS 
IN §§ 1.197-~(g)(S), I.197-~T(g)(s)(ii). 

I.381(c)(~2)-1, 846 and 1060) TO AN 

APPLICABLE ASSET ACQUISITION 

COMPLETED BEFORE APRIL 10. 
2006" and must include the following 

information-
(A) The name and E.I.N. for the pur

chaser; and 

(B) The following declaration (or a 

substantially similar declaration): THE 

PURCHASER HAS AMENDED ITS IN

COME TAX RETURNS FOR THE TAX

ABLE YEAR THAT INCLUDES THE 

APPLICABLE ASSET ACQUISITION 
AND FOR ALL AFFECTED SUBSE

QUENT YEARS TO REFLECT THE 
RULES IN §§I.338-11 and l.338-IIT(d) 

(INCLUDING THE APPLICABLE 
PROVISIONS IN §§ 1.197-2(g)(5), 
I.I97-2T(g)(S)(ii), I.381(c)(22)-I, 846 
and 1060). 

(iii) Time and manner of making the 
election for the seller. The seller may 
make an election described in this para
graph (a)(2) by attaching a statement to 

its original or amended income tax retum 
for the taxable year that includes the ap
plicable asset sale. The statement must be 
entitled "ELECTION TO RETROAC
TIVELY APPLY THE RULES IN 
§§I.338-11 and I.338-IIT(d) (INCLUD
ING THE APPLICABLE PROVISIONS 
IN §§ 1.I97-2(g)(s), 1.1 97-2T(g)(5)(ii), 
I.381(c)(22)-L 846 and 1060) TO AN 

APPLICABLE ASSET ACQUISITION 
COMPLETED BEFORE APRIL 10, 
2006" and must include the following 

information-
(A) The name and E.I.N. for the seller; 

and 
(B) The following declaration (or a 

substantially similar declaration): THE 
SELLER HAS AMENDED ITS INCOME 
TAX RETURNS FOR THE TAXABLE 
YEAR THAT INCLUDES THE APPLI
CABLE ASSET ACQUISITION AND 
FOR ALL AFFECTED SUBSEQUENT 
YEARS TO REFLECT THE RULES IN 
§§1.338-11 and 1.338-IIT(d) (INCLUD
ING THE APPLICABLE PROVISIONS 
IN §§ 1.197-2(g)(S), 1.1 97-2T(g)(5)(ii), 
l.381(c)(22)-I, 846 and 1060). 

(3) * * * 



* * * * * 
(b) * * * 
(9) Insurance Business. 

(c) * * * 
(5) Insurance Busincss. 

* * * * * 
(b) * * * 
(9) Insurance business. The mere rein

surance of insurance contracts by an insur
ance company is not an applicable assct ac
quisition, even if it enables the reinsurer to 
establish a customcr relationship with the 
owners of the reinsured contracts. How
ever, a transfer of an insurance business is 
an applicable asset acquisition if the pur
chaser acquires significant business assets, 
in addition to insurance contracts, to which 
goodwill and going concern value could 
attach. For rules regarding the treatment 
of an applicable asset acquisition of an in
surance business, see paragraph (c)(5) of 
this section. 

CFR part or section whcre 
identified and described 

* * * * * 
1.338-1lT 

* * * * * 
1.338(i)-1 

* * * * * 
1.381(c)(22)-1 

* * * * * 
1.l060-1 

* * * * * 

Mark E. Matthews, 
Deputy Cummissiuner for 
Sen'ices alld Enforcement. 

Approved March 7, 2006. 

Eric Solomon, 
Acting Deputy Assistant 

Secretary of the Treasury (Tax Foliev). 

(Filed by the Office of the Federal Register on AprIl 7. 2006. 
8:45 a.m .. and published in the i"ue of the Federal Rcgi,tcr 
for April 10. 2006. 71 FR 17990) 

(c) * * * 
(5) Insurance business. If the trade or 

business transferred is an insurance busi
ness, the rules of this paragraph (c) are 
modified by the principles of ~ 1.338-II(a) 
through (d). However, in transactions gov
erned by section 1060, such principles ap
ply even if the transfer of the trade or busi
ness is effected in whole or in part through 
indemnity reinsurance rather than assump
tion reinsurance, and, for the insurer or 
reinsurer, an insurance contract (includ
ing an annuity or reinsurance contract) is 
a Class VI asset regardless of whether it 
is a section 197 intangible. In addition, 
the principles of § 1.338-11(f) through (h) 
apply if the transfer occurs in connection 
with the complete liquidation of the trans
feror. 

* * * * * 

Section 472.-Last-in, 
First-out Inventories 

26 CFR 1.472-1: Last-ill. first-our im·eIltories. 

LIFO; price indexes; department 
stores. The February 2006 Bureau of La
bor Statistics pricc indexes are accepted 
for use by department stores employing 
the retail invcntory and last-in, first-out 
inventory methods for valuing inventories 
for tax years ended on. or with reference 
to. February 28, 2006. 

Rev. Rul. 2006-23 

The following Department Store Inven
tory Price Indexes for February 2006 were 
issued by the Bureau of Labor Statistics. 

PART 602-0MB CONTROL 
NUMBERS UNDER PAPERWORK 
REDUCTIO:'ll ACT 

Par. 18. The authority citation I'm part 
602 continue~ to read as folluws: 

Authority: 26 U.s.c. 780). * " '" 
Par. 19. In §602.101. paragraph (b) 

is amended by revising the entry for 
"1.1060-1" and adding the following en
tries in numerical order to the table to read 
as follows: 

§602. 10 10MB COllTrol /lilli/hers. 

:;.: * * * * 
(b) * * * 

Current OMB 
control No. 

1545-1990 

1545-1990 

1545-1990 

1545-1658 
1545-1990 

The indexes are accepted by the Inter
nal Revenue Service. under ~ 1.472-1 (k) 
of the Income Tax Regulations and Rev. 
Proc. 86-46. 1986-2 c.B. 739. for ap
propriatc application to invcntories of 
department stores employing the retai I 
inventory and last-in. first-out inventory 
methods for tax years ended on. or with 
reference to. February 2X. 2006. 

The Department Store Inventory Price 
Indexes are prepared on a national basis 
and include (a) 23 major groups of depart
ments. (b) three special combinations of 
the major groups - soft goods, durable 
goods. and miscellaneous goods, and (e) a 
store total. which covers all departments. 
including some not listed separately. ex
ccpt for the following: candy. food. liquor. 
tobacco. and contract departments. 
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BUREAU OF LABOR STATISTICS. DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = lOa. unless otherwise noted) 

I. ., 
3. 
-J.. 
5. 
6. 
7. 
X. 
9. 
10. 
II. 
12. 
l3. 
14. 
15. 
I h. 
17. 
IX. 
19. 
20. 
21. 
/"1 

23. 

Groups 

Piece Goods . . . . ................................. . 
Domestics and Draperies. . . . . ..................... . 
Women's and Children's Shoes ........................... . 
Men's Sh()e~ ............................................ . 
Infants' Wear ........................................... . 
Women's Underwear ..................................... . 
Women's Hosiery " ..................................... . 
Women's ami Girls' Accessories .......................... . 
Women's Outerwear and Girls' Wear ...................... . 
Men's Clothing ........ , ................................ . 
Men's Furnishings ....................................... . 
Boys' Clothing and Furnishings ........................... . 
Jewelry ............................ , .................... . 
Notions ........................... " ................... . 
Toi let Artie Ies and Drugs ................................. . 
Furniture and Bedding " ................................. . 
Floor Coverings ......................................... . 
Housewares ............................................. . 
Major Appliances ........................................ . 
Radio and Television ..................................... . 
Recreation and Education2 ................................ . 

1 
Home Improvements- .................................... . 
Automotive Aceessories2 .............................. . 

Groups 1-15: Soft Goods ...................................... . 
Groups 16-20: Durable Goods .................................. . 
Group~ 21-23: Misc. Goods2 ................................... . 

Store Total 3 ............................................ . 

Feb. 
2005 

479.3 
533.5 
663.6 
852.2 
575.5 
527.1 
349.2 
592.0 
346.8 
550.9 
574.2 
423.5 
878.8 
780.0 
998.7 
601.8 
602A 
7l3.8 
203.7 

39.7 
79.7 

136.1 
113.9 

556.7 
381.0 

93.8 

494.3 

[Ahsence of a minus sign before the percentage change in this column signifies a price increase. 

clndexes on a January 1986 = 100 base. 

Feb 
2006 

437.4 
499.5 
678.8 
869.8 
563.8 
538A 
346.1 
570.3 
334.1 
519.4 
556A 
400.2 
857.6 
793.6 

/0/0.6 
602.0 
614.1 
698.0 
204.3 
37.3 
77.3 

139.2 
117.4 

543.7 
375.1 

93,3 

484.5 

Pacent Change 
from Feb. 2005 
to Feb. 2006 [ 

-8.7 
-6.4 
2.3 
2.1 

-2.0 
2.1 

-0.9 
-3.7 
-3.7 
-5.7 
-3.1 
-5.5 
-2.4 
1.7 
1.2 
0.0 
1.9 

-2.2 
0,3 

-6.0 
-3.0 
2,3 
3.1 

-2,3 
-1.5 
-0.5 

-2.0 

3The store total index covers all departments. including some not listed separately, except for the following: candy, food, liquor, 
tobacco. and contract departments. 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is Michael Burkom of the Office 
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of Associate Chief Counsel (Income Tax 
and Accounting). For further informa
tion regarding this revenue ruling, contact 

Mr. Burkom at (202) 622-7924 (not a 
toll-free call). 



Part III. Administrative, Procedural, and Miscellaneous 
Weighted Average Interest 
Rate Update 

Notice 2006-39 

Sections 412(b)(5)(B) and 412(1)(7) 

(C)(i) of the Internal Revenue Code gen
erally provide that the interest rates used 
to calculate current liability for purposes 
of determining the full funding limitation 
under § 412(c)(7) and the required con
tribution under § 412(1) must be within 
a permissible range around the weighted 
average of the rates of interest on 30-year 
Treasury securities during the four-year 
period ending on the last day before the 
beginning of the plan year. 

Month 

April 

For Plan Years 
Beginning in: 

Drafting Information 

Year 

2006 

The principal authors of this notice 

are Paul Stern and Tony Montanaro of 
the Employee Plans, Tax Exempt and 
Government Entities Division. For fur
ther information regarding this notice, 
please contact the Employee Plans' tax
payer assistance telephone service at 
1-877-R29-5500 (a toll-free number), 
between the hours of 8:30 a.m. and 
4:30 p.m. Eastern time, Monday through 
Friday. Mr. Stern may be reached at 
1-202-283-9703. Mr. Montanaro may 
be reached at 1-202-283-9714. The tele
phone numbers in the preceding sentences 
are not toll-free, 

26 CFR 601,601.' Rilles alld regula/ions, 
(Also Pari I, ,~,~ 25, 103. f.l3: 1.25--4T. 1.103-1, 
6a.103A-2,) 

Rev. Proc. 2006-20 

SECTION 1. PURPOSE 

This revenue procedure provides guid
ance with respect to the United States and 
area median gross income figures that are 

to be used by issuers of qualified mortgage 

Notice RR-13, 1988-2 C.B, :1R:1, pro

vides guidelines for determining the 
weighted average interest rate and the 
resulting permissible range of interest 
rates used to calculate current liability for 
the purpose of the full funding limitation 
of § 412(c)(7) of the Code. 

Section 417(c)(3)(A)(ii)(II) defines 

the applicable interest rate, which must 
be used for purposes of determining the 
minimum present value of a participant's 
benefit under § 417(e)( I) and (2), as the 

annual rate of interest on 30-year Treasury 
securities for the month before the date 
of distribution or such other time as the 
Secretary may by regulations prescribe. 
Section 1.417(e)-I(d)(3) of the Income 

30-Year 

Tax Regulations provides that the applica
ble interest rate for a month i" the allnllal 
interest rate on :10-year Trea'>ury securi
ties as specified by the Commissioner for 
that month in revenue rulings, notices or 
other guidance published in the Internal 
Revenue Bulletin. 

The rate of interest on 30-year Treasury 

securities for March 2006 is 4,13 pcrcent. 
The Service has determined this rate as the 
monthly average of the daily determina
tion of yield on the :10-year Treasury bond 
maturing in February 2m6. 

The following 30-year Treasury rates 
were determined for the plan years begin
ning in the month shown below, 

Treasury 90g, to 105% 90% to 110iJc 
Weighted Permissible Permissible 
Average Range Range 

4,82 4.34 to 5.06 4.34 to 5.:10 

bonds, as defined in * 143(a) of the Inter
nal Revenue Code, and issuers of mortgage 
credit certificates, as defined in § 25(c), in 

computing the housing cost/income ratio 
described in § 143(f)(S). 

SECTION 2, BACKGROUND 

.01 Section 103(a) provides that, ex
cept as provided in § 1 03(b), gross income 
does not include interest on any state or 
local bond, Section 103(b)(l) provides 
that § 103(a) shall not apply to any pri

vate activity bond that is not a qualified 
bond (within the meaning of § 141), Sec

tion 141(e) provides that the term "qual
ified bond" includes any private activity 

bond that (I) is a qualified mortgage bond. 
(2) meets the applicable volume cap re

quirements under * 146, and (3) meets the 
applicable requirements under § 147. 

.02 Section 143(a)(1) provides that the 

term "qualified mortgage bond" means a 
bond that is issued as part of a "qualified 
mortgage issue". Section 143(a)(2)(A) 
provides that the term "qualified mort
gage issue" means an issue of one or more 
bonds by a state or political subdivision 
thereof. but only if (i) all proceeds of the 
issue (exclusive of issuance costs and a 
reasonably required reserve) are to he used 

to finance owner-occupied residences: (i i) 
the issue mccts the requirements of suh
sections (c), (d), (e), (f), (g), (h), (i), and 
(m)(7) of § 143: (iii) the issue does not 

meet the private business tests of para
graphs (I) and (2) of * 141(b): and (iv) 
with respect to amounts received more 
than 10 years after the date of issuance, 
repayments of $250,000 or more of prin
cipal on financing provided by the issue 
are used not later than the close of the first 
semi-annual period beginning after the 
date the prepayment (or complete repay
ment) is received to redeem bonds that are 

part of the issue. 
,03 Section 143(f) imposes eligibility 

requirements concerning the maximum 
income of mortgagors for whom financing 
may be provided by qualified mortgage 
bonds. Section 25(c)(2)(A)(iii)(IV) pro

vides that recipients of mortgage credit 
certificates must meet the income re

quirements of * 143(f} General l )" under 
§§ 143(f)(l) and 25(c)(2)(A)(iii)(IV), 

these income requirements are met only 
if all owner-financing under a qualified 
mortgage bond and all certified indeht

edness amounts under a mortgage credit 
certificate program are pnl\'ided to mort

gagors whose family income i" 115 percent 
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or less of the applicable median family in
come. Unuer ~ 143(fl(ol. the income 
limitation is reuuced to I no percent of the 
apphcable median family income if there 
are fewer than three indi\iduals in the 
family of the mortgagor. 

. 04 Section 143( fl( -l) prmides that the 
term "applicable median family income"' 
mean.' the greater of (A) the area median 
gross income for the area in which the res
idence is located, or (S) the statewide me
dian gross income for the state in which the 
residence is located. 

,05 Section 1-l3(fl(5) provides for an 
upward adjustment of the income limita
tions in certain high housing cost areas. 
Under * 1-l3(f)(5l(Cl. a high housing 
cost area is a statistical area for which 
the hllll';ing costlincome rutio is greater 
than 1.2. The housing costlincome ratio 
is determined under ~ 143(0(5)(D) by 
dividing (a) the applicable housing price 
ratio by (b) the ratio that the area median 
gross income bears to the median gross 
income for the United States. The applica
ble housing price ratio is the new housing 
price ratio (new housing average purchase 
price for the area divided by the new hous
ing average purchase price for the United 
States) or the existing housing price ratio 
(existlllg housing averuge area purchase 
price divided by the existing housing aver
age purchase price for the United States), 
whichever results in the housing cost/in
come ratio being closer 10 I. This income 
adjustment applies only to bonds issued, 
and l10nissued bond amounts elected, after 
December J I. 1988. See * 4005(h) of the 
Technical and Miscellaneous Revenue Act 
of 19RX. 1988-3 C.S. I. 311 (1988). 

.06 The Department of Housing and 
Urban Development (HUD) has com
puted the median gross income for the 
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United States, the states, and statisti
cal areas within the state~. The income 
information was released to the HUD 
regional offices on March 8, 2006, and 
may be obtained by calling the HUD 
reference service at 1-800-245-2691. 
The income information is also avail
able at HUD's World Wide Web site, 
http://lldilsel:ol"gidalasetslil.hfllll, which 
provides a menu from which you may 
select the year and type of data of interest. 
The Internal Revenue Service annually 
publishes the median gross income for the 
United States. 

.07 The most recent nationwide aver
age purchase prices and average area pur
chase price safe harbor limitations were 
published on April 3, 2006. in Rev. Proc. 
2006-17,2006-14 I.R.S. 709. 

SECTION 3. APPLICATION 

.01 When computing the housing 
cost/income ratio under § 143(0(5), is
suers of qualified mortgage bonds and 
mortgage credit certificates must use 
$59,600 as the median gross income for 
the United States. See § 2,06 of this rev
enue procedure. 

.02 When computing the housing 
cost/income ratio under § 143(0(5), is
suers of qualified mortgage bonds and 
mortgage credit certificates must use the 
area median gross income figures released 
by HUD on March 8, 2006. See § 2.06 of 
this revenue procedure. 

SECTION 4. EFFECT ON OTHER 
REVENUE PROCEDURES 

.01 Rev. Proc. 2005-22, 2005-15 
I.R.B. 886, is obsolete except as provided 
in § 5.02 of this revenue procedure. 

.02 This revenue procedure does not af
fect the effectile date pnwisions of Rev, 
Rul. 86-12-l, 19~6-2 C.S. 27. Those ef
fective date pnwisions will remain opera
tive at least until the Sen ice publishes a 
new revenuc ruling that conforms the ap
proach to effectin~ dates set forth in Rev . 
R ul. 86-12-l to the gencral approach taken 
in this revenue procedure. 

SECTION 5. EFFECTIVE DATES 

.0 I Issuers must use the United States 
and area median gross income figures 
specified in section 3 of this revenue 
procedure for commitments to provide fi
nancing that are made, or (if the purchase 
precedes the financing commitment) for 
residences that are purchased, in the period 
that begins on March 8, 2006, and ends on 
the date when these United States and area 
median gross income figures are rendered 
obsolete by a new revenue procedure. 

.02 Notwithstanding section 5.01 of this 
revenue procedure, issuers may continue 
to rely on the United States and area me
dian gross income figures specified in Rev, 
Proc. 2005-22 with respect to bonds orig
inally sold and nonissued bond amounts 
elected not later than May 24, 2006, if 
the commitments or purchases described 
in § 5.01 are made not later than July 23, 
2006. 

DRAFTING INFORMATION 

The principal author of this revenue 
procedure is David White of the Office of 
Assistant Chief Counsel (Exempt Organi
zationslEmployment Tax/Government En
tities). For further information regarding 
this revenue procedure, contact Mr. White 
at (202) 622-3980 (not a toll-free call). 



Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulation 

Application of Section 338 to 
Insurance Companies 

REG-146384-05 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulcmaking 
by cross-reference to temporary regula
tion. 

SUMMARY: In this issue of the Bulletin, 
the IRS is issuing temporary regulations 
(T.D. 9257) that provide guidance under 
section 197 that apply to the treatment 
of certain insurance contracts assumed in 
an assumption reinsurance transaction and 
section 338 that apply to a deemed sale 
or acquisition of an insurance company's 
assets pursuant to an election under sec
tion 338 of the Internal Revenue Code, to a 
sale or acquisition of an insurance trade or 
business subject to section 1060, and to the 
acquisition of insurance contracts through 
assumption reinsurance. The text of those 
regulations also serve as the text of these 
proposed regulations. 

DATES: Written or electronic comments, 
and a request for a public hearing, must be 
received by July 10, 2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-I46384-05), room 
5203, Internal Revenue Service, P.O. Box 
7604, Ben Franklin Station, Washing
ton, DC 20044. Submissions may be 
hand-delivered Monday through Friday 

between the hours of 8 a.m. and 4 p.m. 
to CC:PA:LPD:PR (REG-146384-05), 
Courier's Desk, Internal Revenue Service, 
1111 Constitution Avenue, NW, Wash
ington, DC, or sent electronically, via 
the IRS internet site at wlI'wirs.g01'/regs 

or via the Federal eRulemaking Por
tal at www.reguiatiolls.gol' (IRS and 
REG-l 46384-05). 

FOR FURTHER INFORMATION 

CONTACT: Concerning the proposed reg-

ulation, Mark J. Weiss, (202) 622-7790. 
concerning submissions of comments, 
Richard Hurst. (202) 622-7180 (not 
toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background and Explanation of 
Provisions 

Temporary Regulations in this issue of 
the Bulletin amend 26 CFR Par1 1 relating 
to section 338. The temporary regulations 
add §§ 1.197-2T(g)(5)(ii), 1.338-11 T(d), 

and 1.338-11 Tee). The texts of those reg
ulations also serve as the text of these pro
posed regulations. The preamble to the 
temporary regulations explain the amend
ments included in these proposed regula
tions. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in Exec
utive Order 12866. Therefore, a regula
tory assessment is not required. Further, 
it is hereby certified that these proposed 
regulations will not have a significant eco
nomic impact on a substantial number of 
small entities. This certification is based 
on the fact that these regulations do not 
have a substantial economic impact he
cause they merely provide guidance about 
the operation of the tax law in the context 
of acquisitions of insurance companies and 
businesses. Moreover, they are expected 
to apply predominantly to transactions in
volving larger businesses. Accordingly, a 
Regulatory Flexibility Analysis under the 
Regulatory Flexihility Act (5 U.S.c. chap
ter 6) is not required. Pursuant to section 
7805(f) of the Code, this notice of pro

poscd rulemaking will be submitted to the 
Chief Counsel for Ad vocacy of the Small 
Business Administration for comment on 
its impact on small business. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations. consideration 
will be given to any written commenb 
(a signed original and eight copies) that 
are submitted timely to the IRS. Alterna-

tively, taxpayers may submit comments 

electronically via the IRS Internet site at 
\\'\t·l1'.ir.l.gol'ircgs or via the Federal eRule
making Portal at W\\·\\·.rcglllatiol1.1'.gm·. 

The IRS and Treasury Department request 
comments on the clarity of the proposed 
rules and how they can be made easier to 
understand. All comments will be avail

able for public inspection and copying. 
A public hearing may be scheduled if 
requested in writing by any person who 
timely submits written comments. If a 
public hearing is scheduled, notice of the 
date. time, and place of the hearing will be 
published in the Federal Register. 

Drafting Information 

The principal author of these regula
tions is Mark]. Weiss of the Office of As
sociate Chief Counsel (Corporate). Other 
personnel from Treasury and the IRS par
ticipated in their development. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part I is proposed 
to be amended as follows: 

PART 1 - INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read, in part, as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.197-2 also issued under 26 

U.s.c. 197. * * * 
Section 1.338-11 also issued under 26 

U.S.c. 338. * * * 
Par. 2. Section 1.197-2 is amended 

by revising paragraph (g)(5)(ii) to read as 
follows: 

§ J. J 97-2T AlIlorti~atioll of goodwill alld 

certain other intangibles (temporary). 

* * * * * 
(g) * * * 
(5)(ii) * * * [The text of the proposed 

~1.197-2(g)(5)(ii) is the same as the text 

for * 1. 1 97-2T(g)(5 )(ii) published else
where in this issue of the Bulletin]. 

* * * * * 
Par. 3. Section 1.338-1 is amended 

by redesignating eXlst1l1g paragraph 
(b)(2)(vii) as paragraph (b)(2)(viii) and 

2006-1 C.B. 843 



adding new paragraph lbl(2l(\ii) to read 
a~ follow~: 

~/.33R-1 Gencml principle.l.lf{(tlf.1 otold 
{([rget ilnd //CI\' twXel. 

*- * * *- * 
(h) * * * 
(2) * * * 
(vii) [The text of the proposed 

~1.33S-\(b)12)(\ii) is the same as the 
text for ~lJ3S-1T(b)(2)(vii) puhlished 
elsewhere in this i"ue of the Bulletin]. 

* i:: * * * 
Par. 4. Section lJ38-11 is amended 

by revising paragraphs (d) and Ie) to read 
as follows: 

.1i1.338-11 Ett£'ct ofsectio// 33R election 
on inslirance COIllPllllY targets. 

* 8: * * * 
(d) ReseITe increases hy nell' target qr 

ta the deemed asset sale. 
[The text of the proposed ~ 1.338-11 (d) 

is the same as the text for ~1.338-11T(d) 

published elsewhere in this issue of the 
Bulletin]. 

(e) I:'ttl'ct otsection 338 electioll Oil see
lioll 8.J6( e J cicclioll. 

[The text of the proposed § lJ38-ll(e) 
is the same as the text for § 1.338-11T(e) 
published ebewhere in this issue of the 
Bulletin]. 

Par. 5. Section 1.846-2 is amended 
by adding new paragraph (d) to read as 
follows: 

.IiI.S46-2 Electioll by taxpayer to lise ils 
011'11 historical loss pOYlIlelll pattern. 

* * * * * 
(d) Effect (~f.~ectioIl33H electioll 011 sec

tiOll H46(e) electioll. 
[The text of the proposed § 1.846-2( d) 

is the same as the text for §1.846-2T(d) 
published elsewhere in this issue of the 
Bulletin]. 

* * * * * 
Par. 6. Section 1.846-4 is amended by: 

I. The section heading is revised. 
-, Redesignating the existing text as 

paragraph (a). 
3. Adding new paragraph (b). 
The rension and addition read as fol

lows: 

.F R46--4 Etti'clir£' dares. 

* * * * * 
(b) Sectioll 338 eleerioll. 
lThe text of the proposed § I. 846--4(b) 

is the same as the text for §1.846--4T(b) 
published elsewhere in this issue of the 
Bulletin]. 

* * * * * 

Mark E. Matthews, 
Deputy Commissioner fiJI' 

Sen'ices alld EI~forcel1lelll. 

(Filed by the OffIce of the Federal Regi,tcr on April 7. ~OO(). 
~:~S a.I11 .. and published in the ISsue of the Federal RegISter 
for Apnl 10.2006.71 FR. 180S3) 

Announcement of Disciplinary Actions Involving 
Attorneys, Certified Public Accountants, Enrolled Agents, 
and Enrolled Actuaries - Suspensions, Censures, 
Disbarments, and Resignations 
Announcement 2006-23 

Under Title 31. Code of Federal Regu
lations, Part 10, attorneys, certified public 
accountants, enrolled agents, and enrolled 
actuaries may not accept assistance from, 
or assist. any person who is under disbar
ment or suspension from practice before 
the Internal Revenue Service if the assis
tance relates to a matter constituting prac
tice bcfore the Internal Revenue Service 
and may not knowingly aid or abet another 
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person to practice before the Internal Rev
enue Service during a period of suspen
sion. disbarment, or ineligibility of such 
other person. 

To enahle attorneys, certified puhlic 
accountants, enrolled agents, and enrolled 
actuaries to identify persons to whom 
these restrictions apply, the Director, Of
fice of Professional Responsibility. will 
announce in the Internal Revenue Bulletin 

their names, their city and state. their pro
fessional designation, the effective date 
of disciplinary action, and the period of 
suspension. This announcement will ap
pear in the weekly Bulletin at the earliest 
practicable date after such action and will 
continue to appear in the weekly Bulletins 
for five successive weeks. 



Consent Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 3 L Code of Federal Regu
lations, Part 10, an attorney, certified pub
lic accountant. enrolled agent, or enrolled 
actuary, in order to avoid the institution 
or conclusion of a proceeding for his or 
her disbarment or suspension from prac
tice before the Internal Revenue Service, 

may offer his or her consent to suspension 
from such practice. The Director, Office 
of Professional Responsibility, in his dis
cretion, may slispend an attorney, certified 
public accollntant. enrolled agent, or en
rolled actuary in accordance with the con
sent offered. 

Name Address Designation 

Hoft. James D. Nutley, NJ CPA 

Salver. Isaac Bay Harber Islands, FL CPA 

Woods, Dalton C. Carrollton, TX Enrolled Agent 

Morrissette, Doris G. Lowell, MA Enrolled Agent 

Dale. Edward R. Stockton, CA CPA 

Grossman, Israel G. New York, NY Attorney 

Edmonds, Joseph M. Charlotte, NC Enrolled Actuary 

Rubin. Stuart L. Coral Springs, FL CPA 

Sanger. Brett D. Oklahoma City, OK Attorney 

Berkowitz. Ira T. Simi Valley, CA CPA 

Caylor, John D. Long Lake, MN CPA 

Saldana, Oscar M. Laredo, TX CPA 

The following individuals have been 
placed under consent suspension from 
practice before the Internal Revenue Ser
vice: 

Date of Suspension 

Indefinite 
from 
August 10, 2005 

September 19,2005 

to 
June 18. 2007 

Indefinite 
from 
October 15, 2005 

Indefinite 

from 
November 1,2005 

Indefinite 
from 
November 1,2005 

November 15,2005 

to 
May 14,2007 

November 16,2005 

to 
March 15,2006 

Indefinite 

from 
December 7,2005 

Indefinite 
from 
January 1. 2006 

Indefinite 
from 
January 9, 2006 

Indefinite 

from 
January 12,2006 

Indefinite 
from 
January 15. 2006 
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Name Address Designation Date of Suspension 

Bruck. Lawrence S. :--Iewton. PA CPA Indefinite 
from 
January 16. 2006 

Sneathen. Lowell D. Orange. CA CPA Indefinite 
from 
January I R. 2006 

Roberson. George Leesburg. VA CPA Indefinite 
from 
January 17.2006 

Dugan. Lawrence E. Alta.IA Attoll1ey Indefinite 
from 
February I. 2006 

Frascella. Russell Pound Ridge. NY CPA Indefinite 
from 
February I, 2006 

Smith, David B. Kettering, OH Enrolled Agent Indefinite 
from 
February 13, 2006 

Whiteside. Thomas L. Atlanta, GA Attoll1ey Indefinite 
from 
February 13, 2006 

Bednarz, Jr.. Michael Framingham. MA Attorney Indefinite 
from 
February 13. 2006 

Alexander. Herald J .A. Atlanta. GA Attorney Indefinite 
from 
February 20. 2006 

Bartels. Kyle North Salem, NY Enrolled Agent Indefinite 
from 
February 21, 2006 

Baker, Jibade A. Indianapolis. IN CPA March 13,2006 
to 
March 12. 2008 

Morris. R. Scott Corpus Christi. TX CPA Indefinite 
from 
Mareh 16, 2006 

Kenny. Stan M. Wichita. KS Attoll1ey Indefinite 
from 
May 1.2006 
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Expedited Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31, Code of Federal Regu
lations, Part 10, the Director, Office of Pro
fessional Responsibility, is authorized to 
immediately suspend from practice before 
the Internal Revenue Service any practi
tioner who, within five years from the date 

the expedited proceeding is instituted (1) 
has had a license to practice as an attor
ney, certified public accountant, or actuary 
suspended or revoked for cause or (2) has 
been convicted of certain crimes. 

Name Address Designation 

Haugabrook, Earl Upper Montclair. NJ CPA 

Patterson, Kenneth R. Plano, TX CPA 

Blackburn, Randall D. Laurinburg, NC CPA 

Coe, Sean M. Sahuarita, AZ Attorney 

Lim, Ricarda L. Sacramento, CA Attorney 

Bridges, Lynden P. Golden, CO CPA 

Curcio, Gregory J. New York, NY Attorney 

Silverton, Ronald R. Pacific Palisades, CA Attorney 

Hartigan, Seth P. Minneapolis, MN Attorney 

Carlson, Richard E. Chappell, NE Attorney 

Veres, Robert D. Phoenix, AZ CPA 

Noble. Gregory P. Corvallis, OR Attorney 

The following individuals have been 
placed under suspension from practice be
fore the Internal Revenue Service by virtue 
of the expedited proceeding provisions: 

Date of Suspension 

Indefinite 
from 
September 27. 2005 

Indefinite 
from 
October 19,2005 

Indefinite 
from 
October 19, 2005 

Indefinite 
from 
October 12, 2005 

Indefinite 
from 
November 1, 2005 

Indefinite 
from 
November 14, 2005 

Indefinite 
from 
November 14,2005 

Indefinite 
from 
November 14,2005 

Indefinite 
from 
November 14, 2005 

Indefinite 
from 
November 14,2005 

Indefinite 
from 
November 14, 2005 

Indefinite 
from 
December 2, 2005 
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"l"ame Address Designation Date of Suspension 

Parker, Oscie K. Thomasville, NC Attorney Indefinite 
from 
December 15, 2005 

Connor. Jr. William J. Kernersville, NC Attorney Indefinite 
from 
December 15,2005 

Cassidy, Maureen E. Murphy, 10 Attorney Indefinite 
from 
December 15,2005 

Harrison. Rodney L. Crbana, IL Attorney Indefinite 
from 
December 15,2005 

Cagle. Carol L. Alton,IL Attorney Indefinite 
from 
December 15,2005 

KnafL Philip J. Burr Ridge, IL Attorney Indefinite 
from 
December 15,2005 

Pence, Thomas R. Cedar Rapids, IA Attorney Indefinite 
from 
December 15,2005 

Tunney. John A. Freehold. NJ Attorney Indefinite 
from 
December 15, 2005 

Dasent. Carlton Mattapoisett, MA Attorney Indefinite 
from 
December 15, 2005 

Robeznieks. John O. Palatine, IL Attorney Indefinite 
from 
December 15,2005 

Landman. Nathaniel M. S1. Peters. MO Attorney Indefinite 
from 
December 15,2005 

Levin. Herbert M. Bolingbrook, IL Attorney Indefinite 
from 
December 15,2005 

Wade. Jeffrey L. LouiS\ille. KY Attorney Indefinite 
from 
December 15,2005 

Couardli. Frank J. North CaldwelL NJ Attorney Indefinite 
from 
December 15,2005 

Bwub. Jane E. SI. PauL MN Attorney Indefinite 
from 
December 15,2005 
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Name Address Designation Date of Suspension 

Mulvahill, James P. Plymouth, MN Attorney Indefinite 
from 
December 15,2005 

Bernstein, Ralph Chicago,IL Attorney Indefinite 
from 
December 15, 2005 

Tousey, Robert R. Ellicott City, MD Attorney Indefinite 
from 
December 15, 2005 

Schatz, Allen E. Shorewood, WI Attorney Indefinite 
from 
December 16.2005 

Olson, David E. New Port Richey, FL Attorney Indefinite 
from 
December 16, 2005 

Shagory, Edward 1. Boston, MA Attorney Indefinite 
from 
December 20, 2005 

Wintroub, Edward L. Omaha, NE Attorney Indefinite 
from 
December 20, 2005 

Johnson, Jr. Walter T. Greensboro, NC Attorney Indefinite 
from 
December 27, 2005 

Szaro, Stanley J. New York, NY Attorney Indefinite 
from 
December 27, 2005 

Recchione, Louis Woodcliff Lake, NJ Attorney Indefinite 
from 
December 27,2005 

Pepper, Louis Great Neck, NY Attorney Indefinite 
from 
January 2, 2006 

Fritzshall, Robert S. Skokie,IL Attorney Indefinite 
from 
January 9, 2006 

DiCaprio, Joseph A. Cherry Valley, IL Attorney Indefinite 
from 
January 9, 2006 

Rosenberg, Keith A. N. Bethesda, MD Attorney Indefinite 
from 
January 9, 2006 

Boudreau, Patricia L. Lexington, MA Attorney Indefinite 
from 
January 9, 2006 

Webb, Daniel F. Milwaukee, WI Attorney Indefinite 
from 
January 9. 2006 
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Name Address Designation Date of Suspension 

Miranda, Jesse R. Phoenix, AZ Attorney Indefinite 
from 
January 9, 2006 

Kuzel, Gary Plainfield, IL CPA Indefinite 
from 
January 9, 2006 

Nomura. Edmund Y. Phoenix, AZ Attorney Indefinite 
from 
January 9. 2006 

Mason. Robert J. Colorado Springs. CO Attorney Indefinite 
from 
January 9. 2006 

Land. Janet P. Stedman. NC Attorney Indefinite 
from 
January 9, 2006 

Fitzgerald. Maurice Lexington, MA Attorney Indefinite 
from 
January 9, 2006 

Valadez. Librado R. San Antonio. TX CPA Indefinite 
from 
January 9, 2006 

Williams, Frank C. Houston, TX Attorney Indefinite 
from 
January 9, 2006 

LaGrand, Tara Naples, FL CPA Indefinite 
from 
January 9, 2006 

Harris, Susan L. Houston, TX Attorney Indefinite 
from 
January 9, 2006 

Hobbs. James B. Amherst, NH Attorney Indefinite 
from 
January 9, 2006 

Momsen, Joel Napa, CA Attorney Indefinite 
from 
January 10, 2006 

Lambert. Brett 1. Fort Collins, CO Attorney Indefinite 
from 
January 10, 2006 

Lefevre. Keith H. Longwood, FL Attorney Indefinite 
from 
January 13,2006 

Bronner. Bernard Great Neck, NY Attorney Indefinite 
from 
January 18, 2006 

Kuhnreich. Robert M. New York. NY Attorney Indefinite 
from 
January 20. 2006 
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Name Address Designation Date of Suspension 

Walser, Vicki L. Valencia, CA Attorney Indefinite 
from 
January 20, 2006 

Menter, Jeffrey Centennial, CO Attorney Indefinite 
from 
January 23, 2006 

Catagnus, Patricia A. Richardson, TX CPA Indefinite 
from 
January 23, 2006 

Matthews, Elizabeth B. Denver, CO Attorney Indefinite 
from 
January 23, 2006 

Sisselman, Barry A. Temecula, CA Attorney Indefinite 
from 
January 23, 2006 

Armstrong, Thomas I. Irvine, CA Attorney Indefinite 
from 
January 23, 2006 

Chestnut, A. Johnson Fayetteville, NC CPA Indefinite 
from 
January 24, 2006 

Kerby, John C. Desoto, TX CPA Indefinite 
from 
February 2, 2006 

Phillips, John D. Albuquerque, NM Attorney Indefinite 
from 
February 2, 2006 

Broomas, James Baytown, TX Attorney Indefinite 
from 
February 2, 2006 

Wilson, Joel M. Denver, NC CPA Indefinite 
from 
February 2, 2006 

Olivieri Jr., Robert C. Bensalem, PA CPA Indefinite 
from 
February 7, 2006 

Scher, Robert A. Port Washington, NY Attorney Indefinite 
from 
February 15, 2006 

Mintz, David J. Evergreen, CO Attorney Indefinite 
from 
February 15, 2006 

Abelson, Richard H. White Plains, NY Attorney Indefinite 
from 
February 15, 2006 

Drum, Joel A. Van Nuys, CA Attorney Indefinite 
from 
February 17, 2006 
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~ame Address Designation Date of Suspension 

Nissenbaum, Susan Grafton, MA Attorney Indefinite 

from 
February 22, 2006 

Mahon, Edward J. Warenville, IL Attorney Indefinite 

from 

February 22, 2006 

Nash. Bruce Chicago,IL Attorney Indefinite 

from 

February 22, 2006 

Duru, Ike E. Powder Springs, GA Attorney Indefinite 

from 

February 22, 2006 

Hirth, Gary E. Phoenix, AZ Attorney Indefinite 

from 
February 22, 2006 

Madden, James G. Hudson,IL Attorney Indefinite 

from 
February 22, 2006 

Thomas, Robert C. Chicago,IL Attorney Indefinite 

from 
February 22, 2006 

Moore, Jr. William D. Libertyville, IL Attorney Indefinite 

from 

February 22, 2006 

Weit Jr., John V. Homewood, IL Attorney Indefinite 

from 
February 22,2006 

Berlin, Marc D. Chicago,IL Attorney Indefinite 

from 
February 22, 2006 

Lcbensbaum, Henry Andover, MD Attorney Indefinite 

from 
February 22, 2006 

Leonhart. Georgia L. Ocean View, DE Attorney Indefinite 

from 
February 22, 2006 

Wolf. Marvin H. Boynton Beach, FL Attorney Indefinite 
from 
February 22, 2006 

Dorsa, Lawrence R. Oceanside, CA Attorney Indefinite 
from 
February 23, 2006 

Batti,ta Jr.. Gerard F. Norwell, MA Attorney Indefinite 
from 
February 27, 2006 

Koehn. Charles R. Green Bay, WI Attorney Indefinite 
from 
February 28, 2006 
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Name Address 

Phillips, Claudia L. Oak Park, CA 

Zarate, Gustavo A. Pasadena, CA 

Schorling, Douglas D. Fresno, CA 

Bowman Jr., John J. Gibsonia, PA 

Jordan, Richard W. Austin, TX 

Rothenberg, Steven G. Kingston, NY 

Osterloh, Douglas D. Boring, OR 

Benevenia, Eugene Tucson, AZ 

Krombach, Charles Brookfield, WI 

Caldwell, David G. Austin, TX 

Zwibel, David Lawrence, NY 

Designation 

Attorney 

Attorney 

Attorney 

Enrolled Agent 

CPA 

Attorney 

Attorney 

Attorney 

Attorney 

Attorney 

CPA 

Date of Suspension 

Indefinite 
from 
March 9,2006 

Indefinite 
from 
March 9, 2006 

Indefinite 
from 
March 9,2006 

Indefinite 
from 
March 9, 2006 

Indefinite 
from 
March 9. 2006 

Indefinite 
from 
March 24, 2006 

Indefinite 
from 
March 24, 2006 

Indefinite 
from 
March 24, 2006 

Indefinite 
from 
March 24, 2006 

Indefinite 
from 
March 24, 2006 

Indefinite 
from 
March 31, 2006 

Suspensions From Practice Before the Internal Revenue 
Service After Notice and an Opportunity for a Proceeding 

Under Title 31, Code of Federal Reg
ulations, Part 10, after notice and an op
portunity for a proceeding before an ad-

Name Address 

ministrative law judge, the following indi
viduals have been placed under suspension 

Designation 

Fitzpatrick, Pamela Arroyo Grande, CA CPA 

from practice before the Internal Revenue 
Service: 

Effective Date 

November 14,2005 
to 
November 13, 2009 
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Disbarments From Practice Before the Internal Revenue 
Service After Notice and an Opportunity for a Proceeding 

Under Title 31. Code of Federal Regu
lations. Part 10. after notice and an oppor-

Name Address 

tunity for a proceeding before an adminis
trative law judge. the following individu-

Designation 

Edgar. Richard A. Los Angeles. C A CPA 

Censure Issued by Consent 
Under Title 31. Code of Federal Reg

ulations. Part 10, in lieu of a proceeding 
being instituted or nmtinued, an attorney, 
certified public accountant. enrolled agent. 

Name Address 

or enrolled actuary, may offer his or her 
consent to the issuance of a censure. Cen
sure is a public reprimand. 

Designation 

Porter. Donald E. Burleson, TX CPA 

Resignations of Enrolled Agents 
U mler Title 31, Code of Federal Regu

lations, Part 10. an enrolled agent, in or
der to avoid the institution or conclusion 
of a proceeding for his or her disbarment 
or suspension from practice before the In-

temal Revenue Service, may offer his or 
her resignation as an enrolled agent. The 
Director. Office of Professional Responsi
bility. in his discretion, may accept the of
fered resignation. 

als have been disbarred from practice be
fore the Internal Revenue Service: 

Effective Date 

October 3. 2005 

The following individuals have con
sented to the issuance of a Censure: 

Date of Censure 

February 10.2006 

The Director, Office of Professional 
Responsibility, has accepted offers of res
ignation as an enrolled agent from the 
following individuals: 

Name Address Date of Resignation 

Casagna, Ronald M. Tustin. CA November 25, 2005 
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Part III. Administrative, Procedural, and Miscellaneous 
Nonconventional Source Fuel 
Credit, Section 29 Inflation 
Adjustment Factor, and 
Section 29 Reference Price 

Notice 2006-37 

This notice publishes the nonconven
tional source fuel credit, inflation adjust
ment factor, and reference price under § 29 
of the Internal Revenue Code for calen
dar year 2005. These are used to deter
mine the credit allowable on fuel produced 
from a nonconventional source under § 29. 
The calendar year 200S intlation-adjusted 
credit applies to the sales of barrel-of-oil 
equivalent of qualified fuels sold by a tax
payer to an unrelated person during the 
200S calendar year, the domestic produc
tion of which is attributable to the taxpayer. 

BACKGROUND 

Section 29(a) provides for a credit for 
producing fuel from a nonconventional 
source, measured in barrel-of-oil equiva
lent of qualified fuels, the production of 
which is attributable to the taxpayer and 
sold by the taxpayer to an unrelated person 
during the tax year. The credit is equal to 
the product of $3.00 and the appropriate 
inflation adjustment factor. 

Section 29(b)(1) and (2) provides for 
a phaseout of the credit. The credit al
lowable under § 29(a) must be reduced by 
an amount which bears the same ratio to 
the amount of the credit (determined with
out regard to § 29(b)(1» as the amount 
by which the referencc price for the calen
dar year in which the sale occurs exceeds 
$23.50 bears to $6.00. The $3.00 in § 29(a) 
and the $23.50 and $6.00 must each be ad
justed by multiplying these amounts by the 
2005 inflation adjustment factor. 

Section 2Y(c)(I), in part, defines the 
term "qualified fuels" to include gas pro
duced from biomass and liquid, gaseous, 
or solid synthetic fuels produced from coal 
(including lignite), including such fuels 
when used as feedstocks. 

Section 29(d)( 1) provides that the credit 
is to be applied only for sale of qualified 
fuels the production of which is within 
the United States (within the meaning of 
§ 638(1» or a possession of the United 
States (within the meaning of § 638(2». 

Section 29(d)(2)(A) requires that the 
Secretary, not later than Aprill of each cal
endar year, determine and publish in the 
Federal Register the intlation adjustment 
factor and the reference price for the pre
ceding calendar year. 

Section 29(d)(2)(B) defines "inflation 
adjustment factor" for a calendar year as 
the fraction the numerator of which is the 
GNP implicit price detlator for the calen
dar year and the denominator of which is 
the GNP implicit price deflator for calen
dar year 1979. The term "GNP implicit 
price deflator" means the first revision of 
the implicit price deflator for the gross na
tional product as computed and published 
by the Department of Commerce. 

Section 29(d)(2)(C) defines "reference 
price" to mean with respect to a calendar 
year the Secretary's estimate of the annual 
average wellhead price per barrel for all 
domestic crude oil the price of which is not 
subject to regulation by the United States. 

Section 29(d)(S) provides that the term 
"barrel-of-oil equivalent" with respect to 
any fuel generally means that amount of 
the fuel which has a Btu content of S.8 
million. 

INFLATION ADJUSTMENT FACTOR 
AND REFERENCE PRICE 

The inflation adjustment factor for cal
endar year 2005 is 2.2640. The reference 
price for calendar year 200S is $50.26. 
These amounts were published in the Fed
eral Register on April 10,2006. 

PHASEOUT CALCULATION 

Because the calendar year 200S refer
ence price does not exceed $23.S0 mul
tiplied by the inflation adjustment factor, 
the phaseout of the credit provided for in 
§ 29(b)( 1) does not occur for any qualified 
fuel sold in calendar year 200S. 

CREDIT AMOUNT 

The nonconventional source fuel credit 
under § 29(a) is $6.79 per barrel-of-oil 
equivalent of qualified fuels ($3.00 x 
2.2640). This amount was published in 
the Federal Register on April 10, 2006. 

DRAFTING INFORMATION 
CONTACT 

The principal author of this notice is 
Jaime C. Park of the Office of Associate 
Chief Counsel (Passthroughs and Special 
Industries). For further information re
garding this notice, contact Ms. Park at 
(202) 622-3120 (not a toll-free call). 

Credit for Production From 
Advanced Nuclear Facilities 

Notice 2006-40 

SECTION 1. PURPOSE 

This notice sets forth interim guidance, 
pending the issuance of regulations, relat
ing to the credit under § 4SJ of the Inter
nal Revenue Code for production of elec
tricity at advanced nuclear power facili
ties. Specifically, this notice specifies the 
method that will be used to allocate the 
national megawatt capacity limitation that 
limits the allowable credit and prescribes 
the application process by which taxpayers 
may request an allocation of the national 
megawatt capacity limitation. This notice 
also provides guidance on the requirement 
that the electricity be sold to an unrelated 
person and on the effect of grants, tax-ex
empt bonds, subsidized energy financing, 
and other credits. The Internal Revenue 
Service and the Treasury Department ex
pect that the regulations will incorporate 
the rules set forth in this notice. 

SECTION 2. BACKGROUND 

.01 Section 45J was enacted by sec
tion 1306 of the Energy Policy Act of 
2005, Public Law 109-58 (119 Stat. S94). 
Section 4SJ permits a taxpayer to claim a 
credit for electricity that the taxpayer (I) 
produces at an advanced nuclear power fa
cility during the eight-year period begin
ning when the facility is placed in service 
and (2) sells to an unrelated person (quali
fying electricity). 

.02 Under § 4SJ(d), an advanced nu
clear power facility is a nuclear facility that 
meets all of the following requirements: 

(l) The facility consists of a nuclear 
power reactor that uses nuclear energy to 
produce electricity. For purposes of this 
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notice, each nuclear power reactor located 
on a multi-reactor site is a separate facility. 

(2) The facility is owned by the tax-
payer. 

(3) The reactor design for the facility 
is approved by the Nuclear Regulatory 
Commission after December 31, 1993 
(and such design or a substantially similar 
design of comparable capacity was not 
approved on or before that date). 

(4) The facility is placed in service be
fore January 1. 2021. 

.03 Under ~ 45J(b)( I), a taxpayer may 
claim a credit for qualifying electricity 
produced at an advanced nuclear power fa
cility only if part of the national megawatt 
capacity limitation has been allocated to 
the faci lity. 

'()4 Under ~ 45J(b)( I) and (c), the credit 
allowed for a taxable year with rcspect to 
the qualified electricity produced at an ad
vanced nuclear power facility is computed 
under the following rules: 

(I) A tentative credit for the taxable 
year is computed for the facility. The 
facility's tentative credit for the taxable 
year is equal to 1.8 cents multiplied by the 
kilowatt hours of qualified electricity pro
duced at the facility and sold during the 
taxable year to an unrelated person. 

(2) The credit percentage is computed 
for the facility. If the nameplate capacity of 
the facility exceeds the national megawatt 
capacity limitation allocated to the facil
ity, the credit percentage for the facility is 
determined by dividing the national capac
ity limitation allocated to the facility by its 
nameplate capacity. If the nameplate ca
pacity of the facility does not exceed the 
national megawatt capacity limitation al
located to the facility. the credit percentage 
for the facility is 100 percent. 

(3) The credit allowed is the lesser 
of (a) the tentative credit for the facility 
multiplied by the credit percentage for 
the facility. or (b) $125,000,000 per 1000 
megawatts of national megawatt capacity 
I imitation allocated to the facility. 

. 05 Section 45J(b)(2) provides that 
the national mcgawatt capacity limitation 
is 6,000 megawatts. Section 45J(b)(3) 
requires the Senetary to allocate this 
natIOnal megawatt capacity limitation. 
Section 45J (b)( 4) requires the Secretary 
to provide a certification process under 
\\ hich the Secretary, after consultation 
\\ith the Secretary of Energy. shall ap-
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prove and allocate the national megawatt 
capacity limitation. 

SECTION 3. ALLOCATION OF 
NATIONAL MEGAWATT CAPACITY 
LIMITATION 

.0 I Allocation Limitrd to QUlllif"illg 

Facilitics. The Service will allocate the 
national megawatt capacity limitation only 
to advanced nuclear facilities (within the 
meaning of § 45J(d)(2)) that satisfy the re
quirements of this section 3.01 (qualifying 
facilities). An advanced nuclear facility 
is a qualifying facility only if each of the 
following requirements is satisfied: 

( I) An application for a construc
tion/operating license for the facility is 
filed with the Nuclear Regulatory Com
mission on or before the later of (i) Decem
ber 31. 2008, or (ii) the date on which the 
aggregate nameplate capacity of advanced 
nuclear facilities for which applications 
for a construction/operating license have 
been filed with the Nuclear Regulatory 
Commission first equals or exceeds 6,000 
megawatts. 

(2) Construction on the facility begins 
before January 1. 2014. For this purpose, 
construction begins when a person who 
has applied for or been granted a com
bined license for an advanced nuclear fa
cility initiates the pouring of safety-related 
concrete for the reactor building. 

(3) The U.S. Department of Energy 
(DOE) provides a certification that the 
facility qualifies as an advanced nuclear 
facility. that the requirements of section 
3.01(1) and (2) are satisfied, and that it is 
feasible for the facility to placed in service 
prior to January 1. 2021 ("DOE certifica
tion"). 

.02 Application Rcquired. 

The Service will allocate the national 
megawatt capacity limitation only to qual
ifying facilities for which the applications 
are submitted in accordance with section 4 
of this notice. 

.03 Allocation Method . 
The national megawatt capacity limita

tion will be allocated as follows: 
( 1 ) If the total nameplate capacity of all 

qualifying facilities for which applications 
are submitted does not exceed the national 
megawatt capacity limitation. each of 
those facilities will be allocated an amount 
of national megawatt capacity limitation 
equal to its nameplate capacity. 

(2) If the total nameplate capacity of 
all qualifying facilities for \\hich applica
tions are submitted exceeds the national 
megawatt capacity limitation. the national 
megawatt capacity limitation will be allo
cated among the facilities in proportion to 
their nameplate capacitie,. 

.04 Scn'ice Action. 

On or before December 31. 2014. the 
Service will accept or reject the taxpayer's 
application and will notify the taxpayer, hy 
letter, of its decision. If the taxpayer's ap
plication is accepted. the acceptance lct
ter will state the amount of the national 
megawatt capacity limitation allocated to 
the facility. 

SECTION 4. APPLICATIONS FOR 
ALLOCATION OF NATIONAL 
MEGAWATT CAPACITY LIMITATION 

.01 A taxpayer must submit, for each 
facility for which an allocation of the na
tional megawatt capacity limitation is re
quested (I) an application to the Service 
for an allocation under § 45J(b) ("applica
tion for § 45J allocation") and (2) an ap
plication to DOE for a DOE certification 
("application for DOE certification"). 

.02 Applications for § 45J allocation 
and applications for DOE certification 
must be submitted before January 31, 
2014. For purposes of this notice. an ap
plication that is submitted by U.S. mail 
will be treated as received by the Service 
on the date of the postmark and an applica
tion submitted by a private delivery service 
will be treated as received by the Service 
on the date recorded or the date marked in 
accordance with § 7502(f)(2)(C). 

.03 The application for ~ 45J allocation 
must include all of the following: 

(I) The name and taxpayer identifica
tion number of the taxpayer who will place 
the facility in service; 

(2) The name and location of the facil
ity; 

(3) The nameplate capacity of the facil
ity; 

(4) The date on which the application 
for a construction/operating license for the 
facility was filed with the Nuclear Regula
tory Commission; 

(5) The date on which construction on 
the facility began: 

(6) Documentation establishing that the 
facility is expected to be placed in service 
prior to January 1. 2021: and 



(7) A copy of the application for DOE 
certification for the facility. 

.04 Applications for § 4SJ allocation 
should be marked: SECTION 45J APPLI
CATION FOR ALLOCATION. There is 
not any user fee for these applications. 

(1) These applications should be sent to 
the following address: 

Internal Revenue Service 
Attn: CC:PSI:6, Room S114 
P.O. Box 7604 
Ben Franklin Station 
Washington, DC 20044 

If a private delivery service is used, the 
address is: 

Internal Revenue Service 
Attn: CC:PSI:6, Room S114 
1111 Constitution Ave., N.W. 
Washington, DC 20224 

(2) Applications for certification may 
also be hand deli vered Monday through 
Friday between the hours of 8 a.m. and 
4 p.m. to: 

Courier's Desk 
Internal Revenue Service 
Attn: CC:PSI:6, Room 5114 
1111 Constitution Avenue, N.W. 
Washington, DC 20224 

.OS The application for DOE certifica
tion must be submitted to DOE in such 
manner and contain such information as 
DOE may require. If DOE determines that 
the conditions for certification are satis
fied (see section 3.01 of this notice), it will 
provide the DOE certification to the Ser
vice. The DOE cel1ification will be subject 
to such requirements and conditions as the 
Secretary of Energy may prescribe. 

SECTION S. REALLOCATION OF 
NATIONAL MEGAWATT CAPACITY 
LIMITATION IN CERTAIN CASES 

If an amount of national megawatt ca
pacity limitation is allocated to a facility 
and the facility is not placed in service be
fore January 1,2021, or the DOE informs 
the Service that the DOE certification 
for the facility has been withdrawn, the 
amount of the national megawatt capacity 
limitation allocated to that facility will 
be withdrawn and the national megawatt 

capacity limitation will be reallocated un
der the rules of section 3.03 of this notice 
among the remaining qualifying facilities 

SECTION 6. ADDITIONAL ISSUES 

.01 Sale to Unrefuted Persoll. The 
credit under § 4SJ is allowed only for elec
tricity that the taxpayer produces and sells 
to an unrelated person. Electricity will be 
treated as sold to an unrelated person for 
this purpose if the ultimate purchaser of the 
electricity is not related to the person that 
produces the electricity. The requirement 
of a sale to an unrelated person will be 
treated as satisfied in these circumstances 
even if the producer sells the electricity to 
a related person for resale by the related 
person to a person that is not related to 
the producer. For rules for determining 
whether a person is related to the producer 
of the electricity, see § 45(e)(4). 

.02 Effect of Grants. Tax-Exempt 
Bonds. Subsidized Energy Financing. alld 
Other Credits. The amount of the credit 
under § 45J is not reduced on account 
of any grants, tax-exempt hands. subsi
dized energy financing, or other credits 
described in § 45(0)(3). 

SECTION 7. PAPERWORK 
REDUCTION ACT 

The collection of information contained 
in this notice has been reviewed and ap
proved by the Office of Management and 
Budget in accordance with the Paperwork 
Reduction Act (44 USc. 3507) under 
control number 1545-2000. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMB control number. 

The collections of information in this 
notice arc in section 3. This informa
tion is required to be collected and re
tained in order for taxpayers to claim the 
new credit for the production of electric
ity from advanced nuclear power facilities 
under § 45], The information will be used 
to determine the portion of the national 
megawatt capacity limitation to which a 
taxpayer's facility is entitled. The collec
tion of information is required to obtain a 
benefit. The likely respondents are corpo
rations and partnerships. 

The estimated total annual reporting 
burden is 600 hours. 

The estimated annual burden per re
spondent varies from IOta 60 hours, de
pending on individual circumstances, with 
an estimated average of 40 hours. The es
timated number of respondents is 15. 

The estimated annual frequency of re
sponses is on occasion. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidential, as required 
by 26 USc. 6103. 

SECTION 8. DRAFTING 
INFORMATION 

The principal author of this notice IS 

Patrick S. Kirwan of the Office of Asso
ciate Chief Counsel (Passthroughs & Spe
cial Industries). For further information 
regarding this notice, contact Mr. Kirwan 
at (202) 622-31!O (not a toll-free call). 

Gulf Opportunity Zone 
Bonds, Gulf Opportunity 
Zone Advance Refunding 
Bonds, and Gulf Tax Credit 
Bonds 

Notice 2006-41 

SECTION 1. PURPOSE 

This notice provides guidance with 
respect to the information reporting re
quirements applicable to Gulf Opportu
nity Zone Bonds, Gulf Opportunity Zone 
Advance Refunding Bonds, and Gulf Tax 
Credit Bonds issued pursuant to § 1400N 
of the Internal Revenue Code. This notice 
also provides additional guidance with 
respect to the credit rate and arbitrage re
quirements applicable to Gulf Tax Credit 
Bonds and with respect to the treatment of 
the credit by holders of Gulf Tax Credit 
Bonds. 

SECTION 2. INTRODUCTION 

Section !O 1 of the Gulf Opportunity 
Zone Act of 2005, Pub. L. No. 109-135 
(the Act), added §~ 1400M and 1400N 
to the Internal Revenue Code. Section 
1400M(l) defines the term Gulf Oppor
tunity Zone ("GO Zone") as that portion 
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of the Hurricane Katrina disaster area de
termined by the President to warrant in
dividual or individual and public assi,
tance from the ~ederal Government under 
the Robert T. Statlord Disaster Relief and 
Emergency Assistance Act by reason of 
Hurricane Katrina. 

In general. ~ 1400N authori/es 
the states of Alabama. Loui,iana and 
Mississippi to issue: (I) certain exempt 
facility bonds and quahfied mortgage 
bonds pursuant to * 1400N(a) ("Gulf 
Opportunity Zone Bonds"). (2) advance 
refunding bonds pursuant to * 1400N(b) 
("Gulf Opportunity Zone Advance Re
funding Bonds") and (3) tax credit bonds 
pursuant to * 1400(N)(I) ("Gulf Tax Credit 
Bonds"). Gulf Opportunity Zone Bonds 
and Gulf Opportunity Zone Advance Re
funding Bonds must be issued before 
January I. 201 L Gulf Tax Credit Bonds 
must be issued before January I, 2007. 

SECTION 3. BACKGROUND 

3.fH. Gulf Opportunity Zone Bonds 

Section 1400N(a)(I) provides that any 
qualified Gulf Opportunity Zone Bond de
scribed in § 1400N(a)(2)(A)(i) shall be 
treated as an exempt facility bond and any 
qualified Gulf Opportunity Zone Bond de
scribed in § 1400N(a)(2)(A)(ii) shall be 
treated as a qualified mortgage bond. 

Section 1400N(a)(2) defines a qualified 
Gulf Opportunity Zone Bond as any bond 
issued as part of an issue if (I) 95 per
cent or more of the net proceeds (as de
fined in § 150(a)0)) of such issue are to 
be used for qualified project costs. or such 
issue meets the requirements of a qualified 
mortgage issue. except as otherwise pro
vided in § 1400N(a): (2) such bond is is
sued by the State of Alabama. Louisiana 
or Mississippi or any political subdivision 
thereof: (3) such bond is designated for 
purposes of § 1400N(a) either by the Gov
ernor of such State. or in the case of a bond 
which is required under State law to be ap
proved hy the bond commission of such 
state. hy such hond commission: (4) the 
bond is issued after December 21. 2005. 
and hefore January I. 20 II: and (5) no por
tion llf the proceeds of such issue is to be 
used to provide any property descrihed in 
~ 1-t4(c)(o)(BI Section 14-t(cl(o)(B) states 
that no portion of the proceeds of such is
slIe IS to he used to pro\'ide (including the 
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prmision of land for) any private or com
mercial golf course. cnuntry c1uh. massage 
parlor. hot tub facility. suntan facility. race
track or other facility used for gambling. or 
any store the principal business of which 
is the sale of alcoholic beverages for con
sumption off premises. 

Section I-tOOl'\(a)H) defines qualified 
project costs as the cost of any qualified 
rcsidential rental project (as defined in 
* 1-t2(d)) located in the GO Zone, the cost 
of acquisition. construction. reconstruc
tion and renovation of nonresidential real 
property (including fixed improvements 
associated with such property) located in 
the GO Zone. and the cost of acquisition, 
construction, reconstruction and renova
tion of public utility property (as defined 
in ~ 168(i)(I0») located in the GO Zone. 

Section 1400N(a)(3)(B) provides that 
Gulf Opportunity Zone Bonds shall not be 
used for movable fixtures and equipment. 

Section 1400N(d)(2)(B)(ii) provides 
that the special depreciation allowance (or 
"bonus depreciation") provided for under 
~ 1400N(d)( I) is not available for Quali
fied Gulf Opportunity Zone property (as 
defined in § 1400N(d)(2)) if any portion 
of such property is financed with the pro
ceeds of any obligation. including Gulf 
Opportunity Zone Bonds, the interest on 
which is exempt from tax under ~ 103. 

3.02. Gulf Opportunity Zone Advance 
Refunding Bonds 

Section 1400N(b)( I) permits the is
suance of Gulf Opportunity Zone Ad
vance Refunding Bonds to provide one 
additional advance refunding of bonds 
described in § 1400N(b)(3) under the 
applicable rule, of § 149(d) between De
cember 21, 2005. and January L 2011, if 
the Governor of the State designates the 
Gulf Opportunity Zone Advance Refund
ing Bonds for purposes of § 1400N(b) and 
the requirements of § 1400N(b )(5) are met. 
A bond i.s descrihed under § 1400N(b)(3) 
if such bond was outstanding on August 
28. 2005. and is issued by the State of 
Alabama. Louisiana. or Mississippi or a 
political subdivision thereof. 

Section 1400N(b)(2) provides that 
with respect to bonds described in 
* 1400N(b)(3) that are exempt facility 
bonds described in paragraph (I) or (2) 
of § 142(a). Gulf Opportunity Zone Ad
vance Refunding Bonds may be issued 

to provide one advance refunding under 
the applicable rules of § 1-t9( d) (notwith
standing ~ 149(d)(2» after December 21. 
2005. and before January I. 20 II. if the 
Governor of the State designates the Gulf 
Opportunity Zone Advancc Refunding 
Bonds for purposes of * 1400N(b) and the 
requirements of * 1400N(b )(5) are met. 

Section 1400N(b)(5) provides that the 
requirements of ~ 1400N(b)(5) are met 
with respect to any advance refunding of a 
bond described in § 1400N(b)(3) if: (I) no 
advance refundings of such bond would 
be allowed under the Internal Revenue 
Code on or after August 28. 2005: (2) the 
Gulf Opportunity Zone Advance Refund
ing Bonds is the only other outstanding 
bond with respect to the refunded bond: 
and (3) the requirements of § 148 are met 
with respect to all honds issued under 
§ 1400N(b). 

Section 1400N(b)(6) provides that 
§ 1400N(b) does not apply to any advance 
refunding of a bond which is issued as part 
of an issue if any portion of the proceeds 
of such issue (or any prior issue) was or 
(is to be) used to provide any property 
described in § 144(c)(6)(B). 

3.03. Gulf Tax Credit Bonds 

Section l400N(I)( I) provides that a tax· 
payer that holds a Gulf Tax Credit Bond on 
one or more credit allowance dates of the 
bond occurring during any taxable year is 
allowed as a credit against Federal income 
tax for the taxable year an amount equal 
to the sum of the credits determined under 
§ 1400N(I)(2) with respect to such dates. 

In general, § 1400N(l)(2)(B) provides 
that the annual credit determined with 
respect to any Gulf Tax Credit Bond is 
the product of the credit rate determined 
by the Secretary for the day on which 
such bond was sold. multiplied by the 
outstanding face amount of the bond. Un
der § 1400N(I)(2)(C), with respect to any 
Gulf Tax Credit Bond, the Secretary shall 
determine daily or cause to be determined 
daily a credit rate which shall apply to 
the first day on which there is a binding. 
written contract for the sale or exchange 
of the bond. The credit rate for any day 
is the credit rate which the Secretary esti
mates will permit the issuance of Gulf Tax 
Credit Bonds with a specified maturity 
or redemption date without discount and 
without interest cost to the issuer. 



Section 1400N(l)(4)(A) provides that a 
Gulf Tax Credit Bond means any bond is
sued as part of an issue if: (I) the bond is 
issued by the State of Alabama, Louisiana 
or Mississippi; (2) 95 percent or more of 
the proceeds of the issue are to be used 
to pay principal, interest, or premiums on 
qualified bonds issued by such State or 
any political subdivision of such State, or 
to make a loan to any political subdivi
sion of such State to pay principal, interest 
or premiums on qualified bonds issued by 
such subdivision; (3) the Governor of such 
State designates such bond for purposes of 
§1400N(\); (4) the bond is a general obli
gation of such State and is in registered 
form (within the meaning of § 149(a»; (5) 
the maturity of such bond does not exceed 
2 years; and (6) the bond is issued after 
December 31, 2005, and before January 1. 
2007. 

Section 1400N(l)(4)(D) provides that a 
bond that is part of an issue of Gulf Tax 
Credit Bonds shall not be treatcd as a Gulf 
Tax Credit Bond unless, with respect to 
the issue of which the bond is a part, the 
issuer satisfies the arbitrage requirements 
of § 148 with respect to the proceeds of 
the issue and any loans made with such 
proceeds. 

Section 1400N(l)(5)(A) provides that 
the term qualified bond for purposes of 
§ 1400N(l) means any obligation of a State 
or political subdivision thereof which was 
outstanding on August 28, 2005. Sections 
1400N(l)(5)(B), (C), and (D) further pro
vide that such term does not include any 
private activity bond, any bond with re
spect to which there is any outstanding re
funded or refunding bond during the pe
riod in which a Gulf Tax Credit Bond is 
outstanding with respect to such bond, or 
any bond issued as part of an issue if any 
portion of the proceeds of such issue was 
(or is to be) used to provide any property 
described in § 144(c)(6)(B). 

Section l400N(l)(6) provides that the 
amount of credit allowed to a taxpayer un
der § 1400N(l) (determined without regard 
to § l400N(l)(3» shall be treated as inter
est and included in the gross income of the 
taxpayer. 

Section 1400N(l)(7)(D) requires issuers 
of Gulf Tax Credit Bonds to submit re
ports similar to the reports required un
der § 149(e) for tax-exempt State or local 
bonds. Section 149(e) generally requires 
issuers oft ax exempt bonds to file an infor-

mati on return with the Secretary not later 
than the 15th day of the 2nd calendar month 
after the close of the calendar quarter in 
which the bond is issued. 

SECTION 4. INFORMATION 
REPORTING 

4.01. Information Reporting for Gulf 
Opportunity Zone Bonds 

In order to satisfy the information 
reporting requirement of § 149(e) with 
respect to Gulf Opportunity Zone Bonds 
issued pursuant to § l400N(a), in addition 
to completing the Form 8038, Information 
Return for Tax-Exempt Pril'ale Activity 
Bond Issues, in accordance with the in
structions, issuers should: (1) write or type 
"Filed in Accordance with Noticc 2006--41 
- Gulf Opportunity Zone Bonds" at the 
top of the Form 8038; (2) complete Part 
II of the Form 8038 by checking the box 
on Line Il(m)(other) for cxempt facility 
bonds or Line 20 for qualified mortgage 
bonds, writing "Gulf Opportunity Zone 
Bonds" in the space provided for the bond 
description, and entering thc amount of 
the bonds in the Issue Price column; and 
(3) attach a copy of the document used 
by the Governor or the State Bond Com
missioner to designate the bonds as Gulf 
Opportunity Zone Bonds. 

4.02. Information Reporting for Gulf 
Zone Advance Refunding Bonds 

In order to satisfy the information 
reporting requirement of § 149(e) with 
respect to Gulf Opportunity Zone Ad
vance Refunding Bonds issued pursuant 
to § 1400N(b). in addition to completing 
either the Form 8038, Illformatioll Retllrn 
for Tax-Exempt Private Activity Bond Is
sues, Form 8038-G, b~forl1latiol1 Retllrn 
for Tax-Exempt Covernmental Obliga
tions, or Form 8038-GC, Informatioll 
Return for Small Tax-E'(empt CovenJlnen
tal Bond Issues, Leases, and Installment 
Sales, as appropriate. in accordance with 
the instructions for refunding bonds, is
suers should (1) write or type "Filed in 
Accordance with Notice 2006--41 - Gulf 
Opportunity Zone Advance Refunding 
Bonds" at the top of the Form 8038, 
8038-G or 8038-GC and (2) attach a copy 
of the document used by the Governor to 
designate the bonds as Gulf Opportunity 
Zone Advance Refunding Bonds. 

4.03. Information Reporting for Gulf 
Tax Credit Bonds 

Section 1400N(I)(7}(D) requires issuers 
of Gulf Tax Credit Bonds to submit re
ports similar to the reports required un
der § 149(e) for tax-exempt State or lo
cal bonds. In order to satisfy this require
menl, in addition to completing the Form 
8038-G, b~timll(ltion Return .ti)r Tox-F.x
empt COI'erllmental Obligations, in accor
dance with the instructions, issuers should: 
(I) write or type "Filed in Accordance 
with Notice 2006-41 - Gulf Tax Credit 
Bonds" at the top of the Form 8038-G; 
(2) complete Part II of Form 8038-G by 
checking the box on Line 18 (Other), writ
ing "Gulf Tax Credit Bonds" in the space 
provided for the bond description, and en
tering the amount of the bonds in the Issue 
Price column: and (3) attach a copy of the 
document used by the Governor to desig
nate the bonds as Gulf Tax Credit Bonds. 

SECTION 5. CREDIT RATE FOR 
GULF TAX CREDIT BONDS 

The credit rate for an issue of Gulf 
Tax Credit Bonds is the applicable Gulf 
Tax Credit Bond credit rate puhlished 
each business day by the Bureau of Pub
lic Debt on its Internet site for State and 
Local Government Series securities at: 
http.//www.plIblicdebt.treu.l.gO\·. The ap
plicable Gulf Tax Credit Bond credit rate 
shall be applied to an issue of Gulf Tax 
Credit Bonds on the day the issue is sold. 
Por this purpose, the issue is sold on the 
first day there is a binding, written con
tract for the sale or exchange of the bonds. 
The credit rates will be determined by the 
Treasury Department hased on its estimate 
of the yield on outstanding AA rate cor
porate bonds of a similar maturity for the 
business day immediately prior to the date 
on which the issue is sold. 

SECTION 6. ARBITRAGE 
REQUIREMENTS FOR GULF 
TAX CREDIT BONDS 

Section 1400N(l)(4)(D) generally pro
vides that the arbitrage requirements of 
§ 148 applicable to tax-exempt State or lo
cal bonds apply to Gulf Tax Credit Bonds 
and any loans made with the proceeds of 
such bonds. In applying § 148 to Gulf Tax 
Credit Bonds the following special rules 
apply-
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( I) The credit allowed under 
~ I-lOON (1)( I) shall be disregarded for 
purpo,es of computing the yield on the 
issue under ~ 1.14g-+: 

(2) Section l-lg(b)(3) (relating toexcep
tion to the definition of "imestment prop
erty" for certain tax-exempt bonds) shall 
not apply. 

SECTIO~ 7. TREATMENT OF 
CREDIT BY HOLDERS OF GULF 
TAX CREDIT BONDS 

The following rules are applicable to 
holders of Gulf Tax Credit Bonds: 

( I) The holder of a Gulf Tax Credit 
Bond must treat the bond as if it pays qual
ified stated interest (within the meaning of 
* 1.1273-I(c)) on each credit allowance 
date. Thus. for example. if the holder 
uses an accrual method of accounting, the 
holder must accrue as interest income the 

(2) If a holder holds a Gulf Tax Credit 
Bond on a credit allowance date but can
not use all or a portion of the credit to re
duce its income tax liability (for example. 
because the limitation in * 1400N(l)(3) ap
plies). the holder is allowed a deduction 
for the taxable year that includes the credit 
allowance date (or. at the option of the 
holder. the next succeeding taxable year). 
The amount of the deduction is equal to the 
amount of the unused credit deemed paid 
on each credit allowance date during the 
taxable year. 

(3) If a person is a partner in a part
nership. a beneficiary of an estate or 
trust, a shareholder in an S corporation, 
or the owner of an interest in another 
pass-through entity except for a regu
lated investment company (collectively, 
pass-through entity). and the pass-through 
entity owns a Gulf Tax Credit Bond, then 
the amount of the credit under § 1400(1)( I) 

amount of the credit over each period that allowed to such person for any taxable 
ends on a credit allowance date. year shall not exceed an amount (sep-
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arately computed with respect to such 
person's interest in such entity) equal to 
the amount of tax attributable to that por
tion of the person' s taxable income in such 
year that is allocable or apportionable to 
the person's interest in such entity. 

SECTION 8. DRAFTING 
INFORMATION 

Thc principal authors of this notice 
are Timothy L. Jones and Aviva M. Roth 
of the Office of Associate Chief Counsel 
(Tax Exempt & Government Entities). 
However. other personnel from the IRS 
and the Treasury Department partici
pated in its development. For further 
information regarding this notice. contact 
Timothy L. Jones or Aviva M. Roth at 
(202) 622-3980 (not a toll-free call). 



Part IV. Items of General Interest 

Announcement of Disciplinary Actions Involving 
Attorneys, Certified Public Accountants, Enrolled Agents, 
and Enrolled Actuaries - Suspensions, Censures, 
Disbarments, and Resignations 
Announcement 2006-23 

Under Title 3 L Code of Federal Regu
lations, Part 10, attorneys, certified public 
accountants, enrolled agents, and enrolled 
actuaries may not accept assistance from, 
or assist, any person who is under disbar
ment or suspension from practice before 
thc Internal Revenue Service if the assis
tance relates to a matter constituting prac
tice before the Internal Revenue Service 
and may not knowingly aid or abet another 

person to practice before the Internal Rev
enue Service during a period of suspen
sion, disbarment, or ineligibility of such 
other person. 

To enable attorneys, certified public 
accountants, enrolled agents, and enrolled 
actuaries to identify persons to whom 
these restrictions apply, the Director, Of
fice of Professional Responsibility, will 
announce in the Internal Revenue Bulletin 

their names, their city and slate, their pro
fessional designation, the effective date 
of disciplinary action, and the period of 
suspension, This announcement will ap
pear in the weekly Bulletin at the earliest 
practicable date after such action and will 
continue to appear in the weekly Bulletins 
for five successive weeks. 

Consent Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31, Code of Federal Regu
lations, Part 10, an attorney, certified pub
lic accountant, enrolled agent, or enrolled 
actuary, in order to avoid the institution 
or conclusion of a proceeding for his or 
her disbarment or suspension from prac
tice before the Internal Revenue Service, 

Name Address 

Hoft, James D. Nutley, NJ 

may offer his or her consent to suspension 
from such practice. The Director, Office 
of Professional Responsibility, in his dis
cretion, may suspend an attomey, certified 
public accountant, enrolled agent, or en
rolled actuary in accordance with the con
sent offered. 

Designation 

CPA 

Salver, Isaac Bay Harber Islands, FL CPA 

Woods, Dalton C. Carrollton, TX Enrolled Agent 

Morrissette, Doris G. LowelL MA Enrolled Agent 

Dale, Edward R. Stockton, CA CPA 

The following individuals have been 
placed under consent suspension from 
practice before the Internal Revenue Ser
vIce: 

Date of Suspension 

Indefinite 
from 
August 10, 2005 

September 19, 2005 
to 
June 18, 2007 

Indefinite 
from 
October 15,2005 

Indefinite 
from 
November I, 2005 

Indefinite 
from 
November 1,2005 
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Name Address Designation Date of Suspension 

Gro~sman, Israel G. New York. NY Attorney Nmemher 15,2005 
to 
May 14,2007 

Edmond,. Joseph M. Charlotte. NC Enrolled Actuary Novemher 16, 2005 
to 
March 15,2006 

Ruhin. Stuart L. Coral Springs. FL CPA Indefinite 
from 
December 7, 2005 

Sanger. Brett D. Oklahoma City. OK Attorney Indefinite 
from 
January L 2006 

Berkowitz. Ira T. Simi Valley. CA CPA Indefinite 
from 
January 9, 2006 

Caylor. John D. Long Lake. MN CPA Indefinite 
from 
January 12,2006 

Saldana. Oscar M. Laredo, TX CPA Indefinite 
from 
January 15,2006 

Bruck. Lawrence S. Newton, PA CPA Indefinite 
from 
January 16. 2006 

Sneathen. Lowell D. Orange, CA CPA Indefinite 
from 
January 18. 2006 

Roherson. George Leesburg. VA CPA Indefinite 
from 
January 17, 2006 

Dugan. Lawrence E. Alta.IA Attorney Indefinite 
from 
February I. 2006 

rrascella. Russell Pound Ridge. NY CPA Indefinite 
from 
February 1. 2006 

Smith. David B. Kettering. OH Enrolled Agent Indefinite 
from 
February 13,2006 

White~ide. Thoma~ L. Atlanta. GA Attorney Indefinite 
from 
February 13,2006 

BeLinar/. Jroo Michael Framingham. \1A Attorney Indefinite 
from 
February 13. 2006 
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Name Address 

Alexander, Herald J.A. Atlanta, GA 

Bartels, Kyle North Salem, NY 

Baker, Jibade A. Indianapolis, IN 

Monis, R. Scott Corpus Christi, TX 

Kenny, Stan M. Wichita, KS 

Designation 

Attorney 

Enrolled Agent 

CPA 

CPA 

Attorney 

Date of Suspension 

Indefinite 
from 
February 20, 2006 

Indefinite 
from 
February 21, 2006 

March 13, 2006 
to 
March 12, 2008 

Indefinite 
from 
March 16, 2006 

Indefinite 
from 
May 1,2006 

Expedited Suspensions From Practice Before the Internal 
Revenue Service 

Under Title 31, Code of Federal Regu
lations, Part 10, the Director, Office of Pro
fessional Responsibility, is authorized to 
immediately suspend from practice before 
the Internal Revenue Service any practi
tioner who, within five years from the date 

Name Address 

the expedited proceeding is instituted (I) 

has had a license to practice as an attor
ney, certified public accountant, or actuary 
suspended or revoked for cause or (2) has 
been convicted of certain crimes. 

Designation 

Haugabrook, Earl Upper Montclair, NJ CPA 

Patterson, Kenncth R. Plano, TX CPA 

Blackburn, Randall D. Laurinburg, NC CPA 

Coe, Sean M. Sahuarita, AZ Attorney 

Lim, Ricarda L. Sacramento, CA Attorm:y 

Bridges, Lynden P. Golden, CO CPA 

The following individuals have been 
placed under suspension from practice be
fore the Internal Revenue Service by virtue 
of the expedited proceeding provisions: 

Date of Suspension 

Indefinite 
from 
September 27, 2005 

Indefinite 
from 
October 19, 2005 

Indefinite 
from 
Octobcr Il), 2005 

Indefinite 
from 
October 12, 2005 

Indefinite 
from 
November 1,2005 

Indefinite 
from 
November 14, 2005 
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Name Address Designation Date of Suspension 

Curcio, Gregory J. New York, NY Attorney Indefinite 

from 

November I·t 2005 

Silverton, Ronald R. Pacific Palisades, C A Attorney Indefinite 

from 

November 14,2005 

Hartigan, Seth P Minneapolis, MN Attorney Indefinite 

from 

November 14,2005 

Carlson. Richard E. Chappell, NE Attorney Indefinite 

from 

November 14,2005 

Veres, Robert D. Phoenix, AZ CPA Indefinite 

from 

November 14,2005 

Noble, Gregory P. Corvallis, OR Attorney Indefinite 

from 

December 2, 2005 

Parker. Oscie K. Thomasville, NC Attorney Indefinite 

from 
December 15, 2005 

Connor, Jr. William 1. Kernersville, NC Attorney Indefinite 

from 
December 15,2005 

Cassidy, Maureen E. Murphy, ID Attorney Indefinite 

from 
December 15,2005 

Harrison, Rodney L. Urbana, IL Attorney Indefinite 

from 
December 15,2005 

Cagle, Carol L. Alton.IL Attorney Indefinite 

from 
December 15,2005 

Knatf, Philip 1. Burr Ridge, IL Attorney Indefinite 
from 

December 15,2005 

Pence. Thomas R. Cedar Rapids, IA Attorney Indefinite 

from 
December 15,2005 

Tunney. John A. Freehold. NJ Attorney Indefinite 
from 
December 15, 2005 

D~hcnl. Carlton Mattapoisett. MA Attorney Indefinite 
from 

December 15,2005 
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Name Address Designation Date of Suspension 

Robeznieks, John O. Palatine, IL Attorney Indefinite 
from 

December 15.2005 

Landman, Nathaniel M. St. Peters, MO Attorney Indefinite 
from 
December 15,2005 

Levin, Herbert M. Bolingbrook, IL Attorney Indefinite 

from 
December 15, 2005 

Wade, Jeffrey L. Louisville, KY Attorney Indefinite 
from 
Deccmber 15, 2005 

Cozzarelli, Frank J. North Caldwell, NJ Attorney Indefinite 
from 
December 15, 2005 

Brooks, Jane E. St. Paul, MN Attorney Indefinite 
from 
December 15, 2005 

Mulvahill, James P. Plymouth, MN Attorney Indefinite 
from 
December 15,2005 

Bernstein, Ralph Chicago,IL Attorney Indefinite 
from 
December 15,2005 

Tousey, Robert R. Ellicott City, MD Attorney Indefinite 
from 
December 15. 2005 

Schatz, Allen E. Shorewood, WI Attorney Indefinite 
from 
December 16, 2005 

Olson, David E. New Port Richey, FL Attorney Indefinite 
from 
December 16, 2005 

Shagory, Edward J. Boston, MA Attorney Indefinite 
from 
December 20, 2005 

Wintroub, Edward L. Omaha, NE Attorney Indefinite 
from 
December 20, 2005 

Johnson, Jr. Walter T. Greensboro, NC Attorney Indefinite 
from 
December 27. 2005 

Szaro, Stanley J. New York, NY Attorney Indefinite 

from 
December 27, 2005 

Recchione, Louis Woodcliff Lake, NJ Attorney Indefinite 
from 

December 27.2005 
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Name Address Designation Date of Suspension 

Pepper, Louis Great Neck, NY Attorney Indefinite 
from 
January 2, 2006 

FritzshalL Robert S. Skokie,IL Attorney Indefinite 
from 
January 9, 2006 

DiCaprio, Joseph A. Cherry Valley, IL Attorney Indefinite 
from 
January 9,2006 

Rosenberg, Keith A. N. Bethesda, MD Attorney Indefinite 
from 
January 9, 2006 

Boudreau, Patricia L. Lexington, MA Attorney Indefinite 
from 
January 9, 2006 

Webb. Daniel F. Milwaukee, WI Attorney Indefinite 
from 
January 9, 2006 

Miranda, Jesse R. Phoenix, AZ Attorney Indefinite 
from 
January 9, 2006 

Kuzel. Gary Plainfield, IL CPA Indefinite 
from 
January 9, 2006 

Nomura, Edmund Y. Phoenix, AZ Attorney Indefinite 
from 
January 9, 2006 

Mason, Robert 1. Colorado Springs, CO Attorney Indefinite 
from 
January 9, 2006 

Land, Janet P. Stedman, NC Attorney Indefinite 
from 
January 9, 2006 

Fitzgerald, Maurice Lexington, MA Attorney Indefinite 
from 
January 9, 2006 

Valadez, Librado R. San Antonio, TX CPA Indefinite 
from 
January 9, 2006 

Williams. Frank C. Houston, TX Attorney Indefinite 
from 
January 9, 2006 

LaGrand. Tara Naples, FL CPA Indefinite 
from 
January 9, 2006 

Hams. Susan L. Houston, TX Attorney Indefinite 
from 
January 9, 2006 
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Name Address Designation Date of Suspension 

Hobbs, James B. Amherst. NH Attorney Indefinite 
from 
January 9. 2006 

Momsen, Joel Napa, CA Attorney Indefinite 
from 
January 10, 2006 

Lambert, Brett J. Fort Collins, CO Attorney Indefinite 
from 
January 10. 2006 

Lefevre, Keith H. Longwood, FL Attorney Indefinite 
from 
January 13, 2006 

Bronner, Bernard Great Neck, NY Attorney Indefinite 
from 
January 18,2006 

Kuhnreich, Robert M. New York, NY Attorney Indefinite 
from 
January 20, 2006 

Walser, Vicki L. Valencia, CA Attorney Indefinite 
from 
January 20, 2006 

Menter, Jeffrey Centennial, CO Attorney Indefinite 
from 
January 23, 2006 

Catagnus, Patricia A. Richardson, TX CPA Indefinite 
from 
January 23, 2006 

Matthews, Elizabeth B. Denver, CO Attorney Indefinite 
from 
January 23, 2006 

Sisselman, Barry A. Temecula, CA Attorney Indefinite 
from 
January 23, 2006 

Armstrong, Thomas I. Irvine, CA Attorney Indefinite 
from 
January 23,2006 

Chestnut, A. Johnson Fayetteville, NC CPA Indefinite 
from 
January 24, 2006 

Kerby, John C. Desoto, TX CPA Indefinite 
from 
February 2, 2006 

Phillips, John D. Albuquerque, NM Attorney Indefinite 
from 
February 2, 2006 

Broomas, James Baytown, TX Attorney Indefinite 
from 
February 2, 2006 
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Name Address Designation Date of Suspension 

Wilson, Joel M. Demer. NC CPA Indefinite 
from 
February ~, ~OOb 

Olivieri Jr., Robert C. Bensalem, PA CPA Indefinite 
from 
February 7, 2006 

Scher. Robert A. Port Washington. NY Attorney Indefinite 
from 
February 15. 2006 

Mintz. David 1. Evergreen. CO Attorney Indefinite 
from 
February 15.2006 

Abelson, Richard H. White Plains, NY Attorney Indefinite 
from 
February 15, 2006 

Drum. Joel A. Van Nuys, CA Attorney Indefinite 
from 
February 17, 2006 

Nissenbaum. Susan Grafton, MA Attorney Indefinite 
from 
February 22, 2006 

Mahon, Edward .I. Warenville, IL Attorney Indefinite 
from 
February 22, 2006 

Nash. Bruce Chicago,IL Attorney Indefinite 
from 
February 22, 2006 

Duru. Ike E. Powder Springs, GA Attorney Indefinite 
from 
February 22, 2006 

Hirth. Gary E. Phoenix, AZ Attorney Indefinite 
from 
February 22, 2006 

Madden, James G. Hudson.IL Attorney Indefinite 
from 
February 22, 2006 

Thomas, Robert C. Chicago,IL Attorney Indefinite 
from 
February 22, 2006 

Moore, Jr. William D. Libertyville, IL Attorney Indefinite 
from 
February 22, 2006 

Weil Jr.. John \'. Homewood. IL Attorney Indefinite 
from 
February 22, 2006 

Berlin. Marc D. Chicago,IL Attorney Indefinite 
from 
February 22, 2006 
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Name Address Designation Date of Suspension 

Lebensbaum, Henry Andover, MD Attorney Indefinite 
from 
February 22, 2006 

Leonhart, Georgia L. Ocean View, DE Attorney Indefinite 
from 
February 22, 2006 

Wolf, Marvin H. Boynton Beach, FL Attorney Indefinite 
from 
February 22, 2006 

Dorsa, Lawrence R. Oceanside, CA Attorney Indefini te 
from 
February 23, 2006 

Battista Jr., Gerard F. Norwell, MA Attorney Indefinite 
from 
February 27, 2006 

Koehn, Charles R. Green Bay, WI Attorney Indefinite 
from 
February 28, 2006 

Phillips, Claudia L. Oak Park, CA Attorney Indefinite 
from 
March 9, 2006 

Zarate, Gustavo A. Pasadena, CA Attorney Indefinite 
from 
March 9, 2006 

Schorling, Douglas D. Fresno, CA Attorney Indefinite 
from 
March 9, 2006 

Bowman Jr., John J. Gibsonia, PA Enrolled Agent Indefinite 
from 
March 9, 2006 

Jordan, Richard W. Austin, TX CPA Indefinite 
from 
March 9, 2006 

Rothenberg, Steven G. Kingston, NY Attorney Indefinite 
from 
March 24, 2006 

Osterloh, Douglas D. Boring, OR Attorney Indefinite 
from 
March 24, 2006 

Benevenia, Eugene Tucson. AZ Attorney Indefinite 
from 
March 24, 2006 

Krombach, Charles Brookfield, WI Attorney Indefinite 
from 
March 24, 2006 

Caldwell, David G. Austin. TX Attorney Indefinite 
from 
March 24. 2006 
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Name Address 

ZwibeL David Lawrence, NY 

Designation 

CPA 

Date of Suspension 

Indefinite 
from 
March 31, 2006 

Suspensions From Practice Before the Internal Revenue 
Service After Notice and an Opportunity for a Proceeding 

Under Title 31, Code of Federal Reg
ulations, Part I (), after notice and an op
portunity for a proceeding before an ad-

Name Address 

ministrative law judge, the following indi
viduals have been placed under suspension 

Designation 

Fitzpatrick, Pamela AIToyo Grande, CA CPA 

from practice before the Internal Revenue 
Service: 

Effective Date 

November 14,2005 
to 
November 13,2009 

Disbarments From Practice Before the Internal Revenue 
Service After Notice and an Opportunity for a Proceeding 

Under Title 31, Code of Federal Regu
lations, Part 10, after notice and an oppor-

Name Address 

tunity for a proceeding before an adminis
trative law judge, the following individu-

Designation 

Edgar, Richard A. Los Angeles, CA CPA 

Censure Issued by Consent 
Under Title 31, Code of Federal Reg

ulations. Part 10, in lieu of a proceeding 
being instituted or continued, an attorney, 
certified public accountant, enrolled agent. 

Name Address 

or enrolled actuary, may offer his or her 
consent to the issuance of a censure. Cen
sure is a public reprimand. 

Designation 

Pl)rter. Donald E. Burleson, TX CPA 

870 2006-1 C.B. 

als have been disbarred from practice be
fore the Internal Revenue Service: 

Effective Datc 

October 3, 2005 

The following individuals have con
sented to the issuance of a Censure: 

Date of Censure 

February 10, 2006 



Resignations of Enrolled Agents 
Under Title 31. Code of Federal Regu

lations, Part 10, an enrolled agent, in or
der to avoid the institution or conclusion 
of a proceeding for his or her disbarment 
or suspension from practice before the In-

Name 

Casagna. Ronald M. 

New Form 8898, Statement 
for Individuals Who Begin or 
End Bona Fide Residence in 
a U.S. Possession, and its 
Instructions are Now Available 

Announcement 2006-25 

Beginning with tax year 2001, an in
dividual with worldwide gross income of 
more than $75,000 must file Form 8898 
for the tax year in which the individual be
comes or ceases to be a bOlla fide resident 
of one of the following U.S. possessions: 
American Samoa, Guam, the Common
wealth of the Northern Mariana Islands, 
the Commonwealth of Puerto Rico, or the 
U.S. Virgin Islands. The form is required 
to be filed by Internal Revenue Code sec
tion 937. which was added by the Ameri
can Jobs Creation Act of2004 (Public Law 
108-357), and Treasury Regulation sec
tion 1.937-1(h). 

For married individuals, the $75,000 
filing threshold applies to each spouse sep
arately. 

Individuals who are required to file 
Fonn 8898 generally must do so by the 
due date (including extensions) for filing 
Form 1040 or Form 1040NR. However. 
for tax years 200 I through 2005, Form 
8898 must be filed by July 17,2006. Indi
viduals who have an extension to fi Ie their 
2005 return must file Form 8898 for 2005 
by the extended due date. Form 8898 must 
be filed by itself and not with Form 1040 
or Form 1040NR. 

Form 8898 and its instructions can be 
ordered by calling 1-800-829-3676 or can 
be downloaded at www.irs.gol'. 

ternal Revenue Service, may offer his or 
her resignation as an enrolled agent. The 
Director, Office of Professional Responsi
bility, in his discretion, may accept the of
fered resignation. 

The Director, Office of Professional 
Responsibility. has accepted offers of res
ignation as an enrolled agent from the 
following individuals: 

Address Date of Resignation 

Tustin, CA November 25, 2005 

Time and Manner of Making 
Section 163(d}(4}(B) Election 
to Treat Qualified Dividend 
Income as Investment Income; 
Correction 

Announcement 2006-26 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations and removal 
of temporary regulations. 

SUMMARY: This document contains a 
correction to temporary regulations (T.D. 
9191, 2005-15 I.R.B. 854) that was pub
lished in the Federal Register on Friday, 
March 18, 2005 (70 FR 13100) relating 
to the time and manner of making section 
163( d)( 4 )(B) election to treat qualified 
dividend income as investment income. 

DATES: This correction is effective March 
18,2005. 

FOR FURTHER INFORMATION 
CONTACT: Amy Pfalzgraf, (202) 
622-4950 (not a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

The final regulation (T.D. 9191 ) that is 
the subject of this correction is under sec
tion 163 of the Internal Revenue Code. 

Need for Correction 

As published. T.D. 9191. contains an 
errOf that may prove to be misleading and 
is in need of clarification. 

* * * * * 

Correction of Publication 

Accordingly. 26 CFR Part I is COf
rected by making the following correcting 
amendment: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part 1 continues to read as follows: 

Authority: 26 USC 7805 * * * 

§1.163(d)-IT [Removed] 

Section 1.163( d)-I T is removed. 

Guy R. Traynor, 
Chief; Publications & Regulations Branch. 

Legal Processing Dil'ision. 
ASS(}('iate Chief Coullsel 

(Procedure & Administration). 

(Filed by the Office of the Federal Regi,tel" on April II ,2006. 
XA5 11.111., ami published in lh~ i~"uc of the Federal Rcgi~tcr 
for April 12.2006.71 FR IX62JI 

Foundations Status of Certain 
Organizations 

Announcement 2006-27 
The following organizations have failed 

to establish or have been unable to main
tain their status as pub I ic charities or as op
erating foundations. Accordingly. grantors 
and contributors may not. after this date. 
rely on previous rulings or designations 
in the Cumulative List of Organizations 
(Publication 78). or on the presumption 
arising from the filing of notices under sec
tion 508(b) of the Code. This listing does 
/lot indicate that the organizations have lost 
their status as organizations described in 
section 501(c)(3), eligible to receive de
ductible contributions. 
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FOfmer PlIhlic C/wriril'.l. The follow
ing organization, (which h,1\'e been treated 
as organizations that are not private foun
dations described in section S09{a) of the 
Code) are now classified as private foun
dations: 

ADA AJOKU Foundation. 
Pembroke Pines. FL 

Advance Care Services. Incorporated. 
Detroit. MI 

African Nation Out-Reach. Inc .. 
Los Angeles. C A 

Alices Wonderland Child Care of 
Grace Memorial Baptist Church. 
Baltimore. MD 

American Business and Education 
Partnership Association. Inc .. 
South Glastonbury. CT 

American Samoa Humane Society. Inc., 
Pago Pago. AS 

An House of Prayer Word Center. Inc .. 
Toledo.OH 

Aspen Suite Foundation. 
Stevenson Ranch, CA 

Badasht Institute. Inc., Mystic, CT 
Beacon Senior Housing Corp., 

Pasadena. C A 
Bordentown Regional School 

District Education Foundation, 
Inc .. Bordentown, NJ 

Caring Hands of NJ. Inc., Piscataway, NJ 
Chasing for Charities. Northport, NY 
Chicago Principals & Administrators 

Association. Chicago, IL 
China Project Hope. Inc .. Addison. TX 
Circle R Youth Ranch. Inc., 

Fall Branch. TN 
Clayton 20-20 Foundation, Inc., 

Jonesboro, GA 
College of John Paul in the Desert, 

Tucson. AZ 
Commercial Development Fund, 

St. Paul. MN 
Corner,tone Environmental Conservancy 

Corporation, Rochester, NY 
CPIN. Inc .. Washington. DC 
Da\'id Chapman Ministries. Inc .. 

Stillwater. OK 
Dayan Foundation. Los Altos. CA 
De,cendanh of Signers of Declaration 

of Independence Foundation. Inc .. 
Ne\\ York. NY 

Disciple, of Faith. Inc.. 
Randallstown. MD 

Eagle Condor In,tilllte. 
Sault SIC Marie. MI 
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Educational Initiatives OrganiLation, 
Lakewood. WA 

Esthers House. Inc .. Russel\'ille, AR 
First Step Academy. Richmond, VA 
First Step Wellness Services, Inc .. 

Lincoln, NE 
Florida Amputee Support Team, Inc .. 

Ft. Lauderdale. FL 
Forward By Design, Inc .. Columbia, SC 
Foster Care Parents Services, Inc., 

Los Angeles, CA 
Freedom-Hill Community Development 

Corporation. Dayton, OH 
Friends of Las Vegas Academy, 

Las Vegas, NV 
Friends of Longshore Sailing School, Inc., 

Westport. CT 
Genesis Ministries. Inc .. St. Albans. WV 
Global Church Mission, Inc., 

Charlotte, NC 
Greasy Creek Volunteer Fire Department. 

Inc .. Shelbiana, KY 
Ground Zero Youth Outreach and 

Development Programs, Inc., 
Atlanta, GA 

Hampden Meadows School PTO, 
Barrington, RI 

Helena Celtic Association, Helena, MT 
Hidalgo Independent School District 

Scholarship Foundation. Hidalgo, TX 
His Hands Foundation, Ashland. OR 
Holdenville General Hospital Foundation. 

Holdenville, OK 
Homeless Low Income Housing and 

Childcare, San Francisco. CA 
Housing Opportunities Arizona One. Inc .. 

Porter Ranch, CA 
Human Potential Research Institute. 

Stockton. CA 
Hyasa Cultural Center, Burbank, CA 
If One Reach One, Inc., 

Stone Mountain, GA 
Innovative Ideas. Inc .. Mount Horeb. WI 
International Educational Exchange 

Service. Inc.. Dallas, TX 
International Pain Research and Treatment 

Foundation. Inc .. Brooklyn, NY 
Island Acts. Inc., New York. NY 
Italian American Cultural Arts Corp .. 

Yonkers. I'\Y 
JJK Charitable Trust. Ltd .. St. Louis. MO 
KAT S Association of Illinois. Inc .. 

Chicago.IL 
Kaumari Universal Corporation. 

Decatur, GA 
King George Band Parents Corp .. 

King George. VA 

Knights of Cnlumbus Council 1959 
Scholarship Fund. Wolf Point. IvlI 

Leaders L(wing Care. Inc .. 
Stone Mountain. GA 

Leadership Forum International. 
Washington. DC 

Lemhi River Salmon Recovery 
Foundation. Inc .. Missoula, MT 

Little Lucys Child Care Center. Inc .. 
North Las Vegas. NV 

Living Hope Media. Arcamum. OH 
Lizard Head Theatre Company. 

Telluride, CO 
MaDear. Inc., Riverside. C A 
Margaret Patton Diabetes Foundation, 

Los Angeles, CA 
Master Preservation Foundation. 

Cincinnati. OH 
Morning Star Freedom Foundation. 

Wauseon,OH 
New Life Alpha Omega Ministries. Inc .. 

Coconut Creek, FL 
Nickelsville Area Recreation Association, 

Inc., Nickelsville. VA 
N011hern Tier Neighborhood Crime 

Watch, Great Bend, PA 
Novosel Angels. Inc., N. Royalton, OH 
Nu Dawn Living Arts Center, 

Cleveland, OH 
Oklahoma Endowment for Literacy and 

Reading. Inc., Oklahoma City. OK 
Omar Family Magnate Foundation, Inc" 

Valley Stream, NY 
One Life-One Planet, Blacksburg, VA 
Oppenheimer Institute for Science 

and International Cooperation, 
Albuquerque, NM 

Pacific Islanders Learning and Support 
Center, ]\;ewport Beach, CA 

Parent Teacher Organization of Woodrow 
Wilson Academy. Westminster. CO 

Patricia Henley Foundation. 
Santa Barbara, CA 

PIMS, Seattle. WA 
Pinellas County African American 

History Museum, Inc., Clearwater, FL 
Pointes Area Youth Orche,tra, 

Gross Pointe Park. MI 
Portland Affordable Housing Preservation 

Trust, Portland, OR 
Promociones Evangelisticas De Dios, 

Flushing. NY 
Rain of Palm Beach County, Inc., 

Riviera Beach, FL 
Rebirth Technologies, Inc .. 

West Palm Beach. FL 
River Cities Rollers. Sterling. IL 



Riverhead Revitalization & Preservation 
Corporation, Riverhead, NY 

Roger Savoy Foundation, Inc., 
New Orleans, LA 

Santa Clara Speech & Debate Club, 
Livermore, CA 

Schola Cantorum Angelorum, Walnut, CA 
Seattle Urban Nature Project, Seattle, WA 
Sibley County Choral Society, Inc., 

Arlington, MN 
Small Dog Rescue, Inc., Ypsilanti, MI 
Southwest Dekalb Extra Point Club, 

Decatur, GA 
Storks Nest of Chattanooga, 

Chattanooga, TN 
Time Out for You, Inc., New Orleans, LA 
TLC Play and Learn Campus, Inc., 

Fairhaven, MA 
Touch of Hope, Inc., Newell, NC 
Ujima, Inc., Chicago, IL 
Union Hose and Engine Company, Inc., 

Union Springs, NY 
United Churches of Galena, Inc., 

Galena,IL 
United Coalition for Charitable, 

Arlington, VA 
Van Zandt County Blood Hound Team, 

Wills Point, TX 
Vivace Choral Program, Kapowsin, WA 
Voices of Triumph Gospel Choir. 

Parkersburg, WV 
Vow Ministries, Houston, TX 
Walltown Community, Durham, NC 
Wayne Oakland McComb Support Group 

& Foundation, Southfield, MI 
Wisconsin Intramural Recreational Sports 

Association, Eau Claire, WI 

Women of Brooks MilL Lithonia, GA 
Women Working the Word, Inc., 

Philadelphia, PA 
Yaco, Inc., Newport Beach, CA 
Zakhat, Incorporated, Aliso Viejo, CA 

If an organization listed above submits 
information that warrants the renewal of 
its classification as a public charity or as 
a private operating foundation, the Inter
nal Revenue Service will issue a ruling or 
determination letter with the revised clas
sification as to foundation status. Grantors 
and contributors may thereafter rely upon 
such ruling or determination letter as pro
vided in section 1.509(a)-7 of the Income 
Tax Regulations. It is not the practice of 
the Service to announce such revised clas
sification of foundation status in the Inter
nal Revenue Bulletin. 

Deletions From Cumulative 
List of Organizations 
Contributions to Which 
are Deductible Under Section 
170 of the Code 

Announcement 2006-28 

The name of an organization that no 
longer qualifies as an organization de
scribed in section l70(c)(2) of the Internal 
Revenue Code of 1986 is listed below. 

Generally, the Service will not disallow 
deductions for contributions made to a 

listed organization on or before the date 
of announcement in the Internal Revenue 
Bulletin that an organization no longer 
qualifies. However, the Service is not 
precluded from disallowing a deduction 
for any contributions made after an or
ganization ceases to qualify under section 
l70(c)(2) if the organization has not timely 
filed a suit for declaratory judgment under 
section 7428 and if the contributor (I) had 
knowledge of the revocation of the ruling 
or determination letter, (2) was aware that 
such revocation was imminent, or (3) was 
in part responsible for or was aware of the 
activities or omissions of the organization 
that brought about this revocation. 

If on the other hand a suit for declara
tory judgment has been timcly filed, con
tributions from individuals and organiza
tions describcd in section l70(c)(2) that 
are otherwise allowable will continue to 
bc deductible. Protection undcr section 
7428(c) would begin on May I, 2006, and 
would end on the datc the court first deter
mines that the organization is not described 
in section l70(c)(2) as more particularly 
set forth in section 7428(c)(l). For indi
vidual contributors. the maximum deduc
tiun protected is $1.000, with a husband 
and wife treated as one contributor. This 
benefit is not extended tu any individual, in 
whole or in part. for the acts or omissions 
of the organizatiun that were the basis for 
revocation. 

Ameratrust, Inc. 
Delray Beach, FL 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 42.-Low-lncome 
Housing Credit 

Th,' adlu't~d ,lpl'lie.lhk fcd~r,1i ,llllrHl·rm. mld

terlll .• ll1d h'n~-tcrm r.ltc, are ,d f,'rth I,'r th~ nwnth 

(11 \la\ 21)(lh. S~l' RCI. Rul 2()(1(,-2-+. p")!~ X75. 

Section 280G.-Golden 
Parachute Payments 

Fl'lk-I,1i ,hl1r\-tl'rlll. Illld-t~rll1. and l'lIl~-I~rll1 rat~, 

arl' 'l't I,'nh I"r thl' ll1(1nth "I \Ia\ 211116. Se~ ReI 

Rut. 2006-2-l. page X75. 

Section 368.-Definitions 
Relating to Corporate 
Reorganizations 

T.D.9259 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Statutory Mergers and 
Consolidations 

AGE:'-ICY: Internal Revenue Service 
(IRS). Treasury. 

ACTION: Final regulations. 

SL:M~1ARY: This document amends 
fi nal regulations concern1t1g statutory 
mergers and consolidations undt'r sec
tion J6X(a)( I )( A) of the Internal Rewnue 
Code. These regulatiOlb affect corpora
tions engag1t1g in statutory mergers and 
ctllNllidations. and their shareholders. 
This amendmcnt prmides transitional rc
lIe! fur certain transactions initiated before 
Ll11uar~ 2J. 20()6. 

D:\TES: FltcClil'i' D{{[('. These regulations 
arl' ctlectiH' January 2_~. 2()()6. 

·\fl/'//(·o/>liilr f)OIC: For dates of appli
l·ahil!ty. see ~ 1J6X-2( b)( I )( \ 1. 

FOR FL'RTHER INFORMATION 
CO\:T-\CT Rll'hard iv!. Helllecke. (202) 
622-7L)J() (not a toll-free number\. 
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SUPPLEMENTARY INFORMATION: 

Background 

The IRS and Treasury Department 
published final regulations (T.D. 9242. 
2006-7 I.R.B. -+22) in the Federal Reg
ister on January 26. 2006 (71 FR -+259) 
concerning statutory mergers and con
solidations under section 368(a)( I )(A) 
of the Internal Revenue Code. These 
regulations, § 1.368-2(b). generally ap
ply to transactions OCCUlTing on or after 
January 23, 2006. Temporary regula
tions, S 1.368-2T(b), generally applied to 
transactions occurring in the three years 
preceding that date (see § 1.368-2T as 
contained in 26 CFR part 1. revised April 
1. 2005). 

This amendment provides transitional 
relief for certain transactions initiated be
fore January 23, 2006. Parties to trans
actions within the scope of the relief may 
elect to apply the prior temporary regula
tions (T.O. 9038, 2003-1 C.B. 524) instead 
of the new final regulations. Certain par
ties must adopt consistent treatment to ob
tain this relief. This election requirement 
will he satisfied if none of the specified 
parties adopts inconsistent treatment. 

Special Analyses 

It ha~ been determined that thIS Trea
sury deCIsion is not a significant regula
tory action as defined in Executi ve Or
der 12866. Therefore, a regulatory as
sessment is not required. This Treasury 
decision provides certain taxpayers with 
an alternative means of compliance with 
respect to section 368(a)( 1 )(A). Accord
ingly, it has been determined, pursuant to 
5 U.S.c. 553(b)(B). that prior notice and 
publIc procedure is unnecessary and con
trary to the public interest. For this rea
son. it has also been determined. pursuant 
to 5 Us.c. 55J(d)( I) and (3). that a de
layed effective date is not required. Be
cause no notice of proposed rulemaking 
is required. the Regulatory Flexibility Act 
(5 U.s.c. chapter 6) does not apply. Pur
suant to section n05(f) of the Internal 
Reyenue Code. these regulations were sub
mitted to the Chief Counsel for Advocacy 
of the Small Business Administration for 

cOll1ll1t?nt Oil their impact on small busi
ness. 

Drafting Information 

The principal author of these final reg
ulations is Richard tv1. Heint?ckt? of the Of
fice of the Associate Chief Counsel (Cor
porate). However. other personnel from 
the IRS and Treasury Department partic
ipated in their development. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly. 26 CFR part I is amended 
as follows: 

PART I~INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read. in part. as follows: 

Authority: 26 U.s.c. 7805 * * * 
Par. 2. Section 1.368-2 is amended 

by revising paragraph (b)(I)(v) to read as 
follows: 

§1.368-2 Defillition of terms. 

* * * * * 
(b)(I) * * * 
(v) Effective date-(A) /11 genera/. This 

paragraph (b)( I) applies to transactions 
occurring on or after January 23, 2006. 
For rules regarding statutory mergers or 
consolidation occurring before January 
23, 2006, see § 1.368-2T as contained in 
26 CFR part 1, revised April 1, 2005, and 
§ I .368-2(b)( I) as in effect before January 
24. 2003 (see 26 CFR part I. revised April 
1,2002). 

(B) Transitiol1al rule. A taxpayer 
may cleet to apply the provisions of 
~ 1.368-2T(b) as contained in 26 CFR part 
I, revi,ed April 1, 2005 (the temporary 
regulations), instead of the provisions of 
this paragraph (b). to a transaction that oc
curs on or after January 23, 2006, pursuant 
to a written agreement which is (subject 
to customary conditions) binding on Jan
uary 22. 2006. and at all times thereafter. 
or pursuant to a tender offer announced 
prior to January 23, 2006. However, the 
combining entity of the transferor unit. the 
combining entity of the tran~feree unit. 



any controlling corporation of the com
bining entity of the transferee unit if stock 
thereof is provided as consideration in 
the transaction, and any direct or indirect 
transferee of transferred basis property 
from any of the foregoing, may not elect 
to apply the provisions of the temporary 
regulations unless all such taxpayers elect 
to apply the provisions of the temporary 
regulations. 

* * * * * 
Co no R. Namorato, 

Acting Deputy Commissioner for 
Services and Enforcement. 

Approved April 17, 2006. 

Eric Solomon, 
Acting Deputy Assistant 

Secretary of the Treasury (Tax Policy). 

(Filed by the Ottlce of the Federal Registeron April 24. 2006, 
8:45 a,m .. and published in the issue of the Federal Register 
for April 25. 2006, 71 F.R. 23855) 

Section 382.-Limitation 
on Net Operating Loss 
Carryforwards and Certain 
Built-In Losses Following 
Ownership Change 

The adjusted applicable federal long-term rate is 

set forth for the month of May 2006. See Rev, Rul. 

2006-24, page 875. 

Section 412.-Minimum 
Funding Standards 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of May 2006. See Rev. Rul. 2006-24. page 875. 

Section 467.-Certain 
Payments for the Use of 
Property or Services 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of May 2006. See Rev. Rul. 2006-24, page 875. 

Section 468.-Special 
Rules for Mining and Solid 
Waste Reclamation and 
Closing Costs 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of May 2006. See Rev, Rul. 2006-24, page S75. 

Section 482.-Allocation 
of Income and Deductions 
Among Taxpayers 

Federal short-term. mid-term. and long-term rates 

are set forth for the month of May 2000. See Rev 

Rul. 2000-24, page 875. 

Section 483.-lnterest on 
Certain Deferred Payments 

The adjusted applicable federal shoI1-tel'll1, mid

term. and long-term rates are set fmth for the month 

of May 2006. See Rev, Rul. 2000-24. page 875. 

Section 50 I.-Exemption 
From Tax on Corporations, 
Certain Trusts, etc. 

A notice provides guidance as to the mean

ing of "gross receipts" for purposes of section 

501(c)(15)(A) of the Internal Revenue Code. See 

Notice 2006-42. page 878. 

Section 642.-Special 
Rules for Credits and 
Deductions 

Federal short-tenn. mid-tenn. and long-term rates 

are set forth for the month of May 20D6. See Rev. 

Rul. 2006-24. page 875. 

Section 807.-Rules for 
Certain Reserves 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of May 2006. See Rev, Rul. 2006-24. page 875. 

Section 846.-Discounted 
Unpaid Losses Defined 

The adjusted applicahle federal short-term, mid

term. and long-term rates are set forth for the month 

of May 2()()6. See Rev. RLlI. 2000-24. page );75. 

Section 1274.-Determi
nation of Issue Price in the 
Case of Certain Debt Instru
ments Issued for Property 
(Also S~ctioll.\ 42, 2IWG, 31)2, 412. 407, 461), 41)2. 
483,642,807,846, 1288, 752!), 7872.) 

Federal rates; adjusted federal rates; 
adjusted federal long-term rate and the 
long-term exempt rate. For purposes of 
sections 382, 642, 1274, 1288, and other 
sections of the Code. tahles set forth the 
rates for May 2006, 

Rev. Rul. 2006-24 

This revenue ruling provides vari
ous prescribed rates for federal income 
tax purposes for May 2006 (the current 
month). Table I contains the short-term, 
mid-term, and long-term applicable fed
eral rates (AFR) for the current month 
for purposes of section 1274(d) of the 
Internal Revenue Code, Tahle 2 contains 
the short-term. mid-term. and long-term 
adjusted applicable federal rates (adjusted 
AFR) for the current month for purposes 
of section 12RR(h), Table 3 sets forth the 
adjusted federal long-term rate and the 
long-term tax-exempt rate described in 
section 382(f). Table 4 contains the ap
propriate percentages for determining the 
low-income housing credit described in 
section 42(b)(2) for buildings placed in 
service during the current month. Finally, 
Tahle 5 contains the federal rate for deter
mining the present value of an annuity, an 
interest for life or for a term of years, or 
a remainder or a reversionary interest for 
purposes of section 7520. 
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Short-term 

AFR 
II00( AFR 
12()(i( AFR 
13()ik AFR 

,'>Iid-terl/1 

AFR 
I lor;; AFR 
1207, AFR 
130Cir AFR 
15WIc AFR 
175CJ{ AFR 

Long-ralll 

AFR 
1107c AFR 
1200(, AFR 
1307( AFR 

Short-term adjusted 
AFR 

A IlIlf1({ I 

4.85'1c 
5.341,')-
5.83'1c 
6.33'/r 

4. 840i-
5.3Wc 
5827c 
6.31 ric 
7.30~{ 

8.55c;( 

5.00c;c 
5.50c;c 
6.020(. 
6.527c 

Mid-term adjusted AFR 

Long-term adjusted 
AFR 

Alllllwl 

3.460/c 

3.66% 

4.30% 

REV. RUL. 2006-24 TABLE I 

Appljeanle Federal Rates (AFR) for May 2006 

Period IlI'- Compol/nding 

Sc /1/ i ({/ 1111 ((/! Quarral\' 

4.797r 4.7617c 
5.27'1c 5.24rlr 
5.750( 5.7117c 
6.23C:0 6.180(. 

4.78c;c 4.75CJc 
5.260(, 5.230(. 
5.7471' 5.70% 
6.21% 6.16% 
7.17% 7.110(, 
8.377r 8.280(, 

4.940f 4.910(, 
5.43CJc 5.39% 
5.930(, 5.89% 
6.4201 6.37CJc 

REV RUL. 2006-24 TABLE 2 

Adjusted AFR for May 2006 

Period for Compollnding 

Scmian/Jllal Q!wrferlr 

3.42c;c 3.43% 

3.63% 

4.25% 

REV RUL. 2006-24 TABLE 3 

3.6100 

4.237c 

Rate, Under Section 382 for May 2006 

Adjusted federal long-term rate for the oment month 

Long-term tax-exempt rate for ownership changes during the current month (the highest of the adjusted 
federal long-term rates for the current month and the prior two months.) 

REV RUL. 2()06-24 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for May 2006 
Appropriate percentage for the 70t:{ present \'alue low-income housing credit 

Appropriate percentage for the 3()o( present \;tlue low-income housing credit 
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;\/ollfh/r 

4.7.f7c 
5.210;-
5.687c 
6.IY/( 

4.737c 
5.20% 
5.67% 
6. 1 Y7c 
7.077, 
8.237c 

4.89% 
5.37% 
5.867r 
6.34% 

M()l1fhlv 

3.417c 

3.60% 

4.21% 

4.30% 

4.30% 

8.1Sst 

3.497c 



REV. RUL. 200ti-24 TA RLE 5 

Rate Under Section 7520 for May 2006 

Applicable federal rate for determining the present value of an annuity, an interest for life or a term of years, 
or a remainder or reversionary interest 5.8% 

Section 1288.-Treatment 
of Original Issue Discount 
on Tax-Exempt Obligations 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of May 2006. See Rev. Rul. 2006-24. page 875. 

Section 7520.-Valuation 
Tables 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of May 2006. See Rev. Rul. 2006-24. page 875. 

Section 7872.-Treatment 
of Loans With Below-Market 
Interest Rates 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of May 2006. See Rev. Rul. 2006-24. page 875. 
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Part III. Administrative, Procedural, and Miscellaneous 
Determination of Gross 
Receipts for Purposes of 
Section SOl(c)(lS) 

Notice 2006-42 

SECTION I. PURPOSE 

This notice provides guidance as to the 
meaning of "gross receipts" for purposes 
oH SOI(c)(IS)(A)ofthe Internal Revenue 
Code. 

SECTION 2. BACKGROUND 

Sectlon SO I (a) of the Code provides 
generally that an organization described 
in * SO I (c) shall be exempt from federal 
income taxation. An insurance company 
(as defined in * 816(a)1. other than a 
life insurance company. is described in 
* SOI(c)( IS). and i~ therefore exempt 
from income tax under * SO I (a), if its 
gross receipts for the taxable year do not 
exceed $600,000 and more than SO percent 
of those gross receipts consist of premi
ums. Section SOI(c)(lS)(A)(i). A non-life 
mutual insurance company not meeting 
the requirements of the previous sentence 
is nonetheless described in ~ SOI(c)(IS) 
if its gross receipts for the taxable year 

878 2006-1 C.B. 

do not exceed $IS0.000 and more than 
3S percent of those gross receipts consist 
of premiums. Section SOI(c)(lS)(A)(iil. 
Amounts received by all members of the 
insurance company's controlled group 
(as defined in section SOI(c)(lS)(C)) are 
taken into account for purposes of these 
tests. Section SOI(c)( IS)(B). 

The gross rcccipts and percentage of 
income from premium requirements de
scribed above were added to the Code in 
2004 by § 206 of the Pension Funding Eq
uity Act. Pub. L. No. 108-218 (the "Act"). 
The legislative history of the Act states that 
"it is intended that the provision not permit 
the use of small companies. . . to shel
ter investment income". H.R. Conf. Rep. 
108-457. at 48 (2004). 

SECTION 3. DETERMI)lATlON OF 
GROSS RECEIPTS 

This notice advises taxpayers that the 
Service will include amounts received 
from the following sources during the tax
able year in "'gross receipts" for purposes 
of ~ 50\(c)(l5)(A): 

A. Premiums (including deposits and as
sessments). without reduction for re
turn premiums or premiums paid for 
rei nsu ranee; 

B. Items descri bed 1 n * :~U-Il b) (gross in
\estment income (If a non-life insUf
anc~ company): and 

C. Other items that are prop~rly induded 
in the taxpayer's gross income under 
subchapter B of chapt~r I, subtitle A, 
of the Code. 

Thus, gross receipts include both 
tax-free interest and the gain (but not 
the entire amount realized) from the sale 
or exchange of capital assets, because 
those items are described in ~ 834(b). 
Gross receipts do not. however. include 
amounts other than premium income or 
gross investment income unless those 
amounts are otherwise included in gross 
income. Accordingly, the term gross re
ceipts does not include contributions to 
capital excluded from gross income under 
~ 118, or salvage or reinsurance recovered 
accounted for as offsets to losses incurred 
under * 832(b)(5)(A)(i). 

SECTION 4. DRAFTING 
INFORMATION 

The principal author of this notice is 
Sarah R. Katz ofTE/GE Division. Exempt 
Organizations. For further information re
garding this notice, contact Ms. Katz at 
(202) 283-8,}34 (not a toll-free call). 



Part IV. Items of General Interest 
Bonus Depreciation Extension 
in Areas Affected by 
Hurricanes Katrina, Rita, 
and Wilma 

Announcement 2006-29 

I. PURPOSE 

This announcement advises taxpay

ers affected by Hurricane Katrina, Rita. 
or Wilma that the Treasury Department 
and the Internal Revenue Service have 
extended thru December 31, 2006, the 
required placed-in-service date for certain 
property that is eligible for the additional 

first year depreciation deduction provided 
in § 168(k) of the Internal Revenue Code 
and that is placed in service or manufac
tured in certain areas affected by Hurricane 
Katrina, Rita, or Wilma. 

II. ADDITIONAL FIRST YEAR 
DEPRECIATION 

Section 167 allows as a depreciation de
duction a reasonable allowance for the ex
haustion, wear and tear, and obsolescence 
of property used in a trade or business or 
held for the production of income. The 
depreciation allowable for tangible, depre
ciable property placed in service after 1986 
generall y is determined under § 168. 

Section 168(k) allows an additional first 
year depreciation deduction for qualified 
property (as defined in § 168(k)(2» and 
for 50-percent bonus depreciation property 
(as defined in § I 68(k)(4)(B». To be el
igible for the additional first year depre
ciation deduction, § 168(k)(2)(A)(iv) (for 
qualified property) and § 168(k)( 4 )(B)(iii) 
(for 50-percent bonus depreciation prop
erty) provide that the property must be 
placed in service by the taxpayer before 
January 1,2005, or, for property described 
in § 168(k)(2)(B) or § 168(k)(2)(C), before 
January 1,2006. 

In general, § l68(k)(2)(B) applies to 
certain property having longer produc
tion periods and § l68(k)(2)(C) applies to 
certain aircraft that is not transportation 
property (as defined in § 168(k)(2)(B)(iii» 
other than for agricultural or firefighting 
purposes. These types of property are 

eligible for the extended placed-in-service 

date of December 31, 2005, provided the 
property, among other things, is acquired 
by the taxpayer pursuant to a written bind
ing contract that was entered into before 
January I, 2005. 

Section 105 of the Gulf Opportunity 
Zone Act of 2005. Pub. L. 109-135, 119 
Stat. 2577 (December 21, 20(5) (GO 
Zone Act), provides that, for property de
scribed in § 168(k)(2)(B) or § 168(k)(2)(C) 
that is either placed in service or manu
factured in the GO Zone (as defined in 
§ 1400M(l)), the Rita GO Zone (as de
fined in § 1400M(3», or the Wilma GO 
Zone (as defined in § 1400M(S» by a 
taxpayer or person affected hy Hurricane 
Katrina, Rita, or Wilma, the Secretary 
may, on a taxpayer by taxpayer basis, ex
tend the required placed in service date 
under § 168(k) as necessary for a period 
not to exceed one year. See pages 2 and 
3 of the IRS Publication 4492, Informa
tion for Taxpayers Affected by Hurricanes 
Katrina, Rita, und Willi/a, for the counties 
and parishes that comprise the GO Zone 
(Core Disaster Area), the Rita GO Zone, 
and the Wilma GO Zone. 

Section 7508A provides the Secretary 
with authority to postpone the time for per
forming certain acts under the internal rev
enue laws for taxpayers affected by a Pres
identially declared disaster as defined in 
section I 033(h)(3). 

III. APPLICATION OF § 105 OF GO 

ZONE ACT 

After considering the effect of 
Hurricanes Katrina. Rita, and Wilma on 
the ability of taxpayers to manufacture, 
or place in service, property described 
in § 168(k)(2)(B) or § 168(k)(2)(C) in 
the GO Zone, the Rita GO Zone, or 
the Wilma GO Zone before January I, 

2006, Treasury and the Service have de
termined that it is necessary to extend 
the required placed-in-service date in 
§ l68(k)(2)(A)(iv) and § 168(k)(4)(B)(iii) 

to before January I, 2007, for property 
that is described in § 168(k)(2)(B) or 
§ 168(k)(2)(C) and that is either placed in 
service by the taxpayer or manufactured 

by a person in the GO Zone, the Rita GO 

Zone, or the Wilma GO Zone, provided 
the taxpayer was unable to meet the De
cember 31, 2005, placed-in-service date 
deadline for such property as a result of 
Hurricane Katrina, Rita, or Wilma. 

If a taxpayer applies this announce

ment to property described in the pre
ceding paragraph, the taxpayer must 
write "Extension under Announcement 
2006-29" across the top of its Form 4562. 
Depreciation (Jnd Amorti::.ariOIl. for the 
placed-in-service year of the property. 
The taxpayer is not required to attach to 
the return information supporting the de
termination that the property satisfies the 
requirements described in the preceding 
paragraph. However, § 1.6001-I(a) of the 
Income Tax Regulations requires that tax
payers maintain such books and records as 
are sufficient to establish the entitlement 
to, and amount of, any deduction claimed 
by the taxpayer. Accordingly, a taxpayer 
claiming the additional first year depre
ciation deduction for property described 
in this announcement should retain infor
mation supporting that deduction as part 
of the taxpayer's records for purposes of 
§ 1.600 I-I (a). 

IV. DRAFTING INFORMATION 

The principal author of this announce
ment is Patrick S. Kirwan of the Office of 
Associate Chief Counsel (Passthroughs & 
Special Industries). For further informa
tion regarding this announcement, contact 
Patrick S. Kirwan at (202) 622-3110 (not 
a toll-free call). 

Withdrawal of Proposed 
Regulations Relating to 
Redemptions Taxable as 
Dividends 

Announcement 2006-30 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Withdrawal of notice of pro
posed rulcmaking. 
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SUMMARY: This document withdraws a 
notice of proposed ru\cmaking relating to 
redemptions of stock in which the redemp
tion proceeds are treated as a dividend dis
tribution. The proposed regulations were 
published on October 18. 2002 (67 FR 
6,,),331). After consideration of the com
ments received. the IRS and Treasury De
partment have decided to withdraw the 
proposed regulations. 

DATES: These proposed regulations are 
withdrawn on April 19.2006. 

FOR FURTHER INFORMATION 
CONTACT: Theresa M. Kolish (202) 
622-7530 (not a toll-free call). 

SUPPLEMENTARY INFORMATION: 

Background 

On October 18. 2002, the IRS and 
Treasury Department issued proposed reg
ulations (REG-150313-01. 2002-2 CB. 
777) providing guidance under sections 
302 and 3D,,), of the Internal Revenue Code 
regarding the treatment of the basis of 
stock redeemed or treated as redeemed. 
Section 302 provides that a corporation' s 
redemption of its stock is treated as a 
distribution in part or full payment in ex
change for the stock if the redemption 
satisfies certain criteria. If the redemption 
does not satisfy any of these criteria. the 
redemption is treated as a distribution to 
which section 30 I applies. Under section 
301(c)( I). a distrihution is first treated 
as a dividend to the extent of earnings 
and profits. The remaining portion of 
a distribution. if any. is applied against 
and reduces basis of stock. and finally is 
treated as gain from the sale or exchange 
of property pursuant to section 301(c)(2) 
and (3). 

Section 3()..J.(a)( I) treats the acquisition 
llf ,tllck by a corporation from one or more 
persons that are in control of both the ac
quiring and issuing corporation as if the 
pruperty receiwd for the acquired stock 
\\a, recei \'ed in a distribution in redemp
tion of the stllck of the acquiring corpo
ration. Accordingly. the proposed section 
3()2 regulation, also would apply to these 
tran,actllln,. 

Section 302 due, not pre,cribe the treat
Illent of the basi, of the redeemed stock 
it tl1l' redemption is treated as a distribu
tll111 to \I hich ,ection 30 I applies. In 1955. 
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the IRS and Treasury Department promul
gated § lJ02-2(c), which states that "[i]n 
any case in which an amount received in 
redemption of stock is treated as a distri
bution of a dividend, proper adjustment of 
the basis of the remaining stock will be 
made with respect to the stock redeemed." 
The regulation contains three examples il
lustrating a proper adjustment. In two ex
amples. the redeemed shareholder contin
ues to own stock of the redeeming corpo
ration immediately after the redemption. 
In those cases. the basis of the redeemed 
shares shifts to. and increases the basis of 
the shares still owned by, the redeemed 
shareholder. In the third example. the re
deemed shareholder does not directly own 
any stock of the redeeming corporation im
mediately after the redemption. He does. 
however, constructively own stock of the 
redeeming corporation immediately after 
the redemption because of his wife's own
ership of stock in the redeeming corpora
tion. The example concludes that the re
deemed shareholder's basis in the shares 
surrendered in the redemption shifts to in
crease his wife' s basis in her shares of 
stock of the redeeming corporation. 

The proposed regulations provide that 
the basis of redeemed stock will not shift 
to other shares directly owned by the re
deemed shareholder or to shares owned 
by any other person whose ownership is 
attributed to the redeemed shareholder. 
Instead, the proposed regulations pro
vide that when section 302(d) applies to 
a redemption of stock. to the extent the 
distribution is a dividend under section 
30 I (c)(1), an amount equal to the adjusted 
basis of the redeemed stock is treated as a 
loss recognized on the date of the redemp
tion. The loss. generally, would be taken 
into account either when the facts and 
circumstances that caused the redemption 
to be treated a, a section 30 I distribution 
no longer exist, or when the redeemed 
shareholder recognizes a gain on the stock 
of the redeeming corporation (to the extent 
of such gain). 

The IRS and Treasury Department re
ceived many comments regarding the pro
posed regulations, several of which were 
critical of the approach of the proposed 
regulations. Generally, these comments 
expressed two predominant concerns. 
First. commentators stated that the ap
proach of the proposed regulations was an 
unwarranted departure from current law. 

Second. commentators were concerned 
that the interaction of the proposed regu
lations v.ith the consolidated return rules 
could create the potential for two levels 
of tax instead of one in certain transac
tions. After considering all the comments. 
the IRS and Treasury Department have 
decided to withdraw the proposed regula
tions, 

The IRS and Treasury Department 
are continuing to study the approach of 
the proposed regulations and other ap
proaches on the treatment of the basis of 
redeemed stock and request further com
ments. In particular. the IRS and Treasury 
Department are interested in comments 
on whether a difference should be drawn 
between a redemption in which the re
deemed shareholder continues to have 
direct ownership of stock in the redeemed 
corporation (whether the same class of 
stock as that redeemed or a different class) 
and a redemption in which the redeemed 
shareholder only constructively owns 
stock in the redeemed corporation. The 
IRS and Treasury Department are also in
terested in comments in the following two 
areas: (i) whether a different approach is 
warranted for corporations tiling consoli
dated income tax returns; and (ii) whether 
a different approach is warranted for sec
tion 304(a)( I) transactions. 

Additionally, the IRS and Treasury De
partment are studying other basis issues 
that arise in redemptions that are treated as 
section 301 distributions. Specifically. the 
IRS and Treasury Department are study
ing whether. under section 30 I (c )(2). ba
sis reduction should be limited to the ba
sis of the shares redeemed or whether it 
is appropriate to reduce the basis of both 
the retained and redeemed shares before 
applying section 301(c)(3). The preamble 
to TD. 9250, 2006-11 I.R.B. 588 [71FR 
8802]. indicated that the IRS and Trea
sury Department believe that the better 
view of current law is that only the ba
sis of the shares redeemed may be recov
ered under section 301(c)(2). However. 
the IRS and Treasury Department are con
sidering other approaches. For example, 
another approach would be to allocate the 
section 30 I (c )(2) portion of the distribu
tion pro rata among the redeemed shares 
and the retained shares. A third approach 
would be to shift the basis of the shares re
deemed to the remaining shares and then 
reduce the basis of those shares pursuant 



to section 301(c)(2). The IRS and Treasury 
Department request comments about these 
approaches or other approaches regarding 
circumstances in which section 301(c)(2) 
applies. 

Drafting Information 

The principal author of this withdrawal 
notice is Theresa M. Kalish of the Office of 
the Associate Chief Counsel (Corporate). 

* * * * * 

Withdrawal of Notice of Proposed 
Rulemaking 

Accordingly, under the authority of 
26 V.S.c. 7805, the notice of proposed 
rulemaking (REG-150313-01) published 
in the Federal Register on October \8, 
2002 (67 FR 64331) is hereby withdrawn. 

Mark E. Matthews, 
Deputy Commissioner for 
Serrices and Enforcement. 

(Filed by the Office of the Federal Registeron April 18. :C006. 
HAS a.m .. and publIShed in the I"ue of the I'ederal Regi,tci 
for April 19.2006. 71 FR 20(44) 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 40.-Alcohol 
Used as Fuel 

A notice deS,Tines an eke-tion, lln all allnual nasis, 

allowing cooperatlvcs to allllcate the coopcraIl\e's 

small ethanol producer crcdit I'm /"(1((/ among it> pa

twns on the hasis orthe quantity or V'alliC of husiness 

done with or for its patwns for the taxahle year. See 

Notice ~()il6--n, pagc H92. 

Section 45H.-Credit for 
Production of Low Sulfur 
Diesel Fuel 

A notice describes an electIOn. on an annual basis. 

allowlllg cooperati"es to apportion any portion of the 

IllW sulfur diesel fuel production credit for the tax

able year among patrllns eligible to share in patron

age dividcnds on the basis of the quantity or value of 

business done with or for those patrons for the taxable 

Yt'ar. See Notice 2006-'17, page 892. 

Section 167.-Depreciation 
A notice describes an election to either include par

ticipations and residuals expected to be paid before 
the end of the tenth taxable year following the tax

ahle year in which the property i" placed in service in 
the adjusted basis of property for which the income 
forecast method of depreciation is used. or exclude 

participations and residuals from the adjusted basis 
llf property I' Dr which the income forecast method of 
depreciation is llsed and deduct the participations and 
residuals in the taxable year that the participations 

and residuals are paid. See Notice 2006-47. page 892. 

Section 168.-Accelerated 
Cost Recovery System 

t\ notice descrihes an election to treat any Alaska 
natural gas pipeline that IS placed in service after De
cember 31. 2004, and before January I. 2014. as be
ing p13ced in sen'icc on January I. 2014. See Notice 
2006-47. page 892. 

Section 179B.-Deduction 
for Capital Costs Incurred 
in Complying With 
Environmental Protection 
Agency Sulfur Regulations 

A notice descnbes an election allowlllg small busI
nes.' refiner, to d,'du"t 75 percent of t he qua Ii fied cap
Ital ,'(1\\\ th.1t are paid (lr Incurn:d by the taxpayerdur
mg the tJ\Jble ,ear. See Nmice 2()()6-47, page 8l)2. 
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Section 181.-Treatment of 
Certain Qualified Film and 
Television Productions 

A notice describes an election to treat the cost of 

any qualified film or telnision production (as defined 

in section 181 (d)) as an expense that is not chargeable 

to capital account and to deduct it. See Notice 2006-
47, page 892. 

Section 194.-Treatment of 
Reforestation Expenditures 

A notice descrihe" an election to treat up to 
$10.000 of reforestation expenditures \\lith respect to 

any qualified timber property as an expense that is 

not chargeahle to capital account and to deduct those 

expenditures in the year paid or incurred. See Notice 

2006-47. page 892, 

Section 451.-General Rule 
for Taxable Year of Inclusion 

A notice describes an election allowing taxpayers 

that realize qualified gain from a qualifYlllg electric 
transmission transaction (QETT) to recognize all or 

part of the gain ratably over an 8-year period hegin

ning with thc year that includes the date of the QETT. 

See Notice 2006-47, page 892. 

Section 631.-Gain or Loss 
in the Case of Timber, Coal, 
or Domestic Iron Ore 

A notice describes the procedures to revoke an 

election to treat the cutting of timber as a sale or ex

change. See Notice 2006-47. page 892. 

Section 807.-Rules for 
Certain Reserves 

Insurance companies; interest rate 
tables. Prevailing state assumed interest 
rates are provided for the determination of 
reserves under section 807 of the Code for 
contracts issued in 2005 and 2006. Rev. 
Rul. 92-19 supplemented in part. 

Rev. Rul. 2006-25 

For purposes of § 807(d)(4) of the In
ternal Revenue Code, for tax.able years be
ginning after December 31, 2004, this rul
ing supplements the schedules of prevail
ing state assumed interest rates set forth 

in Re\, Rul. l)~-Il), Il)l)~-I C.S. 227. 

This information is tll he used by insurance 
companies in computing their reserves for 

(I) life insurance and supplementary total 

and permanent disability benefits. (2) in

dividual annuities and pure endowments, 

and (3) group annuities and pure endow

ments. As * 807(d)(2)(S) requires that the 

interest rate used to compute these reserves 
be the greater of (I) the applicable federal 

interest rate. or (2) the prevailing state as

sumed interest rate, the table of applicable 

federal interest rates in Rev. Rul. 92-19 is 
also supplemented. 

Following are supplements to schedules 
A, B, C, and D to Part III of Rev. Rul. 

92-19, providing prevailing state assumed 

interest rates for insurance products with 
different features issued in 2005 and 2006, 

and a supplement to the table in Part IV of 
Rev. Rul. 92-19, providing the applica

ble federal interest rates under * 807(d) fur 
2005 and 2006. This ruling does not sup
plement Parts I and II of Rev. Rul. 92-19. 

This is the fourteenth supplement to 
the interest rates provided in Rev. Rul. 
92-19. Earlier supplements were pub
lished in Rev. Rul. 93-58, 1993-2 C.B. 
241 (interest rates for insurance prod
ucts issued in 1992 and 1993); Rev. Rul. 
94-11. 1994-1 C.B. 196 (1993 and 1994); 
Rev. Rul. 95-4, 1995-1 C.B. 141 (1994 
and 1995); Rev. Rul. 96-2, 1996-1 C.B. 
141 (1995 and 1996); Rev. Rul. 97-2, 
1997-1 C.B. 134 (1996 and 1997); Rev. 
Rul. 98-2, 1998-2 C.B. 259 (1997 and 
1998); Rev. Rul. 99-10. \999-1 C.B. 
671 (1998 and 1999); Rev. Rul. 2000-17, 
2000-1 C.B. 842 (1999 and 2000); Rev. 
Rul. 2001-11,2001-1 C.B. 780 (2000 and 
2001); Rev. Rul. 2002-12,2002-1 C.B. 
624 (2001 and 2(02); Rev. Rul. 2003-24, 
2003-1 C.B. 557 (2002 and 20(3); Rev. 
Rul. 2004-14,2004-1 C.B. 511 (2003 and 
2004); and Rev. Rul. 2005-29, 2005-1 
C.B. 1080 (2004 and 2005). 



Part III. Prevailing State Assumed Interest Rates - Products Issued in Years After 1982.* 

Schedule A 

A. Life insurance valuation: 

STATUTORY VALUATION INTEREST RATES 
BASED ON THE 1980 AMENDMENTS TO THE 

NAIC STANDARD VALUATION LAW 

Guarantee Duration 
(years) 

10 or fewer 

More than 10 
but not more than 20 

More than 20 

Calendar Year of Issue 
2006 

5.75** 

5.25** 

5.00** 

Source: Rates calculated from the monthly averages, ending June 30, 2005, of Moody's Composite Yield on Seasoned Corporate 
Bonds. 

* The terms used in the schedules in this ruling and in Part III of Rev. Rul. 92-19 are those used in the Standard Val uation 
Law; the terms are defined in Rev. Rul. 92-19. 

** As these rates exceed the applicable federal interest rate for 2006 of 3.98 percent, the interest rate to be used for this product 
under ~ 807 are those specified in this table. 

Part III, Schedule B 

STATUTORY VALUATION INTEREST RATES 
BASED ON THE 1980 AMENDMENTS TO THE 

NAIC STANDARD VALUATION LAW 

B. Single premium immediate annuities and annuity benefits involving life contingencies arising from other annuities with cash 
settlement options and from guaranteed interest contracts with cash settlement options: 

Calendar Year of Issue Valuation Interest Rate 

2005 5.25* 

Source: Rates calculated from the monthly averages, ending June 30, 2005, of Moody's Compositc Yield on Seasoned Corporate 
Bonds (formerly known as Moody's Corporate Bond Yield Average - Monthly Average Corporates). The terms used in this 
schedule are those used in the Standard Valuation Law as defined in Rev. Rul. 92-19. 

* As this prevailing state assumed interest exceeds the applicable federal interest rate for 2005 of 4.44 percent, the valuation 
interest rate of 5.25 percent is to be used for this product under § 807. 
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Part III, Schedule C23 - 2005 

STATUTORY VALUATION INTEREST RATES 

BASED ON NAIC STANDARD VALUATION LAW 
FOR 2005 CALENDAR YEAR BUSINESS 

GOVERNED BY THE 1980 AMENDMENTS 

C. Valuation interest rates for other annuities and guaranteed interest contracts that are valued on an issue year basis: 

Cash Future 
Guarantee Duration Valuation Interest Rate 

Settlement Interest 
(years) For Plan Type 

Options') Guarantee? 

A B C 

Yes Yes 5 or fewer 5.25 4.75 4.50 

More than 5, but not 5.00 4.75 4.50 
more than 10 

More than 10, but not 4.75 4.50 4.25* 

more than 20 

More than 20 4.25* 4.00* 4.00* 

Yes No 5 or fewer 5.25 4.75 4.50 

More than 5, but not 5.25 4.75 4.50 
more than 10 

More than 10. but not 5.00 4.50 4.50 

more than 20 

More than 20 4.50* 4.00* 4.00* 

No Yes or No 5 or fewer 5.25 

More than 5, but not 5.00 NOT 

more than 10 APPLICABLE 

More than 10, but not 4.75 
more than 20 

More than 20 4.25* 

Source: Rates calculated from the monthly averages. ending June 30, 2005, of Moody's Composite Yield on Seasoned Corporate 
Bonds. 

* As the applicable federal interest rate for 2005 of 4.44 percent exceeds this prevailing state assumed interest rate, the interest 
rate to be used for this product under * ~07 is 4.44 percent. 
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Part III, Schedule D23 - 2005 

STATUTORY VALUATION INTEREST RATES 
BASED ON NAIC STANDARD VALUATION LAW 

FOR 2005 CALENDAR YEAR BUSINESS 
GOVERNED BY THE 1980 AMENDMENTS 

D. Valuation interest rates for other annuities and guaranteed interest contracts that are contracts with cash settlement options 
and that are valued on a change in fund basis: 

Cash 
Settlement 
Options? 

Yes 

Yes 

Future 
Interest 

Guarantee? 

Yes 

No 

Guarantee Duration 
(years) 

5 or fewer 

More than 5, but not 
more than 10 

More than 10. but not 
more than 20 

More than 20 

5 or fewer 

More than 5, but not 
more than 10 

More than 10, but not 
more than 20 

More than 20 

Valuation Interest Rate 
For Plan Type 

1\ B C 

5.75 5.25 4.50 

5.50 5.25 4.50 

5.25 5.00 4.50 

4.75 4.75 4.00* 

5.75 5.50 4.75 

5.75 5.50 4.75 

5.25 5.25 4.50 

4.75 4.75 4.25* 

Source: Rates calculated from the monthly averages, ending June 30, 2005, of Moody's Composite Yield on Seasoned Corporate 
Bonds. 

* As the applicable federal interest rate for 2005 of 4.44 percent is equal to or exceeds this prevailing state assumed interest rate, 
the interest rate to be used for this product under § 807 is 4.44 percent. 
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Part IV. Applicable Federal Interest Rates 

TABLE OF 
APPLICABLE FEDERAL INTEREST RATES 

FOR PURPOSES OF ~ 807 

Year 

200S 

2006 

4.44 

3.98 

Sources: Rev. Rul 2004-106.2004-2 C.B. 893. for the 2005 rate and Rev. Rul. 200S-77. 2005-2 C.B. 1071. for the 2006 rate. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 92-19 is supplemented by 
the addition to Part III of that ruling of pre
vailing state assumed interest rates under 
* 807 for certain insurance products issued 
in 200S and 2006 and is further supple
mented by an addition to the table in Part 
IV of Rev. Rul. 92-19 listing applicable 
federal interest rates. Parts I and II of Rev. 
Rul. 92-19 are not atlected by this ruling. 

DRAFTING INFORMATION 

The principal author of this revenue rul
ing is Ann H. Logan of the Otlice of Asso
ciate Chief Counsel (Financial Institutions 
and Products). For further information re
garding this revenue ruling. contact her at 
(202) 622-3970 (not a toll-free call). 

Section 864.-Definitions 
and Special Rules 

A notice descrihe, J one-time eiectmn allo\\ing 

worldwide affiliated gmups to allocate interest C\

pen.se on a worldWide ha'L'. See Notice ~()()6-47. 

pag~ XLJ2. 

Section 904.-Limitation 
on Credit 

A notlct' Lll'~crih(', an electll)n to treat foreign lax 

pallt or ~H.:L'rLll'd in ta\~lhll' year'" heginning clftL'f Dc

l'emher 31. 2\1114. and he fore Januarv I. 2()()7. on an 

<-llllnunl thai doc .... nnt l·un .... tltulc incnmc for U.S. tJ\ 

f)Urpll\C .... ~h IlllrO .... CU Ull ~l'JlCLi\ lilllitation illUHIlC or 

flTl~tnL'I~ll .... en iLl''' Income Scc f\utll'C 20Ilh- .. l7. page 

S4c 
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Section 986.-Determi
nation of Foreign Taxes 
and Foreign Corporation's 
Earnings and Profits 

;\ n()ticc descrihe, an election allowing taxpay

ers that otherwise must translate foreign income tax 

payments at the average exchange rate to use the ex

change rate in effect on the date the taxe, are paid. 

provided the foreign taxes are denominated in non

functional currency. See Notice 2006-47, page 892. 

Section 1502.-Regulations 
26 erR 1.15U2..-47: CO/lsolidllted retuTlis hv lit'e
/I{}/III/(' groups. 

T.D.9258 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Guidance Under Section 1502; 
Amendment of Tacking Rule 
Requirements of Life-Nonlife 
Consolidated Regulations 

AGENCY: Internal Revenue Service 
(IRS). Treasury. 

ACTION: Temporary regulation. 

SUMMARY: This document contains 
temporary regulations concerning the re
quirements for including insurance com
panies in a life-nonlife consolidated return. 
These regulations affect corporations fil
ing life-nonlife consolidated returns. The 
text of these temporary regulations also 

serves as the text of the proposed reg
ulations (REG-133036-0S) set forth in 
the notice of proposed rulemaking on this 
subject in this issue of the Bulletin. 

DATES: Effective Date: These regulations 
are etfective April 25, 2006. 

Applicabilitv Date: For dates of appli
cability. see § 1. 1502-4 7T(b )(2). 

FOR FURTHER INFORMATION 
CONTACT: Drafting Attorney. 
Ross Poulsen. (202) 622-7770 (not a 
toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background and Explanation of 
Provisions 

In 1983. the IRS issued § 1.1502--47 
of the Income Tax Regulations governing 
life-nonlife consolidated returns. Section 
1.1502-47 provides rules for determining 
whether a life insurance company meets 
the five-year affiliation requirement of sec
tion 1504(c) of the Internal Revenue Code 
of 1986. As a general rule. a newly-formed 
life insurance company must be affiliated 
with the group for a period of five taxable 
years before it joins in the filing of a con
solidated return. However. §1.1502--47 
sets forth an exception to the five-year 
affiliation requirement (the tacking rule). 
The tacking rule provides that, where an 
existing member of the group (the old cor
poratiun) transfers property to a new mem
ber of the group (the new corporation). the 
period during which the old corporation is 
affiliated with the group can be tacked onto 
the period for the new corporation if five 
conditions are met. 



Of the five conditions, the third con
dition of the tacking rule requires, where 
both the old corporation and new corpo
ration are life insurance companies, that 
the transfer from thc old corporation to 
the new corporation not be reasonably ex
pected to result in the separation of prof
itable activities from loss activities (the 
separation condition). The preamble to 
§ 1.1502-47 expressed concern that, un
der the so-called bottom-line method, life 
insurance companies could separate prof
itable activities from loss activities in or
der to reduce consolidated life insurance 
company taxable income. The bottom-line 
method required Iifc insurance companies 
in a consolidated group to determine their 
treatment under the three-phase system, 
then applicable to life insurance compa
nies, on a separate entity basis. To address 
the concern, the separation condition was 
included as a condition of the tacking rule. 

In the Tax Reform Act of 1984, Pub
lic Law 98-369 (1984-3 C.B. I), Congress 
substantially revised the rules for taxing 
life insurance companies, largely eliminat
ing the three-phase system. Under current 
section 80 I, a life company is taxed at the 
generally applicable corporate rate on its 
life insurance company taxable income. 

In the American Jobs Creation Act 
of 2004, Public Law 108-357 (118 Stat. 
1418), Congress suspended, during 2005 
and 2006, the rules that impose a tax 
on direct or indirect distributions from a 
pre-1984 policyholders surplus account, 
the last significant remaining vestige of 
the former three-phase system. 

In light of the changes to the taxation 
of life insurance companies, the IRS and 
Treasury Department believe that the sep
aration condition should be eliminated be
cause the rationale for adopting the separa
tion condition is no longer relevant under 
current law. 

Accordingly. these temporary regula
tions eliminate the separation condition 
of the tacking rule in § 1.1502-47(d)(l 2). 
These regulations apply to taxable years 
for which the due datc (without exten
sions) for filing returns is after April 25, 
2006. 

In addition, this document amends 
§ 1.1 502-76 to reflect amendments to sec
tion 843. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Or
der 12866. Thereforc, a regulatory as
sessment is not required. It has been de
termined under 5 U.S.c. 553(h)(B) that 
notice and public procedure are unneces
sary because this Treasury decision merely 
conforms the regulations to current law. 
In addition. it has been determined un
der 5 U.S.c. 553(d)( 1) that a dc\ayed ef
fective date is not required because these 
regulations relieve affected taxpayers of 
regulatory restrictions. Accordingly, good 
cause is found for dispensing with notice 
and public comment pursuant to 5 U.S.c. 
553(b) and with a delayed effective date 
pursuant to 5 U.S.c. 553(d). For the appli
cability of the Rcgulatory Flexihility Act 
refer to the Special Analyses section of 
thc preamble to the cross-reference notice 
of proposed rulemaking published in this 
issue of the Bulletin. Pursuant to sec
tion 7805(f) of the Internal Revenue Code, 
these temporary regulations will be sub
mitted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on their impact on small busi
ness. 

Drafting Information 

The principal author of these regula
tions is Ross Poulsen, Office of Associate 
Chief Counsel (Corporate). However. 
other personnel from the IRS and Treasury 
Department participated in their develop
ment. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part I is amended by adding entries in nu
merical order to read, in part. as follows: 

Authority: 26 u.s.c. 7805 * * * 
Section 1.1 502-47T also issued under 

26 u.s.c. 1502, 1503(c) and 1504(c). 

* * * 
Section 1.I502-76T also issued under 

26 U.s.c. 1502. * * * 

Par. 2. Section 1.1502-47 is amended 
by: 

1. Revising paragraph (b). 
2. Rcvising paragraph (J)( 12)(v). 
3. Removing paragraph (d)(I4) Exam

ple ( 10) and Example ( 11). 
4. Redesignating paragraph (d)(l4) Ex

ample ( 12) through Example ( 16) as para
graph (d)( 14) Example (10) through Exam
ple (14). 

5. Revising paragraph (d)(l4) newly
designated Example (11). Example (13). 
and txample (14). 

The revisions and additions read as fol
lows: 

.91.1502-47 Consolidated returns by 
life-nonlife groups. 

* * * * * 
(b) Effective dates-(l) General rule. 

This section is effective for taxable years 
for which the due date (without exten
sions) for filing returns is after March 14. 
1983. except as provided in paragraph 
(b)(2) of this section. 

(2) [Reserved]. For furthcr guidance. 
see § 1.1502-4 7T(b )(2). 

* * * * * 
(d) * * * 
(12)*** 
(v) [Reserved]. For further guidance, 

see §1.l502-47T(d)(l2)(v). 

* * * * * 
(14)*** 
Example (Ill. The facts are the same as in Exam· 

pIe ( 10) except that X owns all of the stock of S I" L I. 
and S,. In addition. on January I, 1982, X transfers 

the stock of SI and S2 to L I. LI is eligible in 1982 
under paragraph (d)( 12)(IV) of this section. L would 

still be eligible even if it owned a subsidiaryl during 

the base period but sold the subsidiary prior to Jan· 

uary I, 1982. SI and S2 are ineligible in 1982. 

* * * * * 
Example (13 J. The facts arc the same as in 

Example (12) except that So (the first corporation 

in §I.IS02-75(d)(3) acquires the stock of S in 
I 

exchange for the stock of S2. The result is that only 

S2' SI' and LI are eligible in 1982. 
Example (14). Since 1974, S had owned all of 

the stock of L). L) is a large life company. On 

January I. 1982. L) incorporates L, and transfers 

$40 million in cash and securities to L, in a transac

tion descrihed in section 351(a). On March I. 1982. 

Lc purchases the assets of L
1

. an unrelated life com

pany. The purchased assets have a fair market value 

(without liabilities) of$lO million on March I. 1982. 

L, is ineligible for 1982 hecause the tacking rule in 

~f.IS02-47TldH l2)(v) does not apply. L, experi

enced a disproportionate asset acquisition In 19S2. 

See *I1502-47T(d)(12i(v)(C) 
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:+: :+: * * * 
Par. 3. Section 1.1502---47T is added to 

read as follow s: 

.~ /. / 502-17T Consolidated retllms hy 
li/l,-wlIllill' grollJlS (temporary). 

(a) through (b)( I) [Reserved]. For fur
ther guidance, see ~1.1502---47(a) through 
(b)( I). 

(2) Tucking rule etfectil'e dates. (i) 

In geneml. The provisions of paragraph 
(dlt 12)(\) of this section apply to taxable 
years for which the due date (without ex
tensions) for filing returns is after Apri.1 
25, 2006. 

(ii) Prior lw\'. For taxable years for 
which the due date (without extensions) 
for fi ling returns is on or before April 25, 
2006, see ~ 1.1502---47 as contained in the 
26 CFR part I edition revised as of April 
I, 2006. 

(c) through (d)(I2)(iv) [Reserved]. 
For further guidance, see § I.IS02---47(c) 
through (d)(12)(iv). 

(v) Tacking mle. The period during 
which an old corporation is in existence 
and a member of the group engaged in 
active business is included in (or tacks 
onto) the period for the new corporation 
if the following four conditions listed in 
this paragraph (d)(l2)(v) are met. For 
purposes of this paragraph (d)(l2)(v) and 
* l.l S02---47(d)(1 2), a new corporation is 
a corporation (whether or not newly orga
nized) during the period its eligibility de
pends upon the tacking rule. The four con
ditions are as follows: 

(A) The first condition is that. at any 
time, 80 percent or more of the new cor
poration's assets it acquired (other than in 
the ordinary course of its trade or busi
ness) were acquired from the old corpora
tion in one or more transactions described 
in section 3S1 (a) or 381 (a). This asset test 
is applied by using the fair market values 
of assets on the date they were acquired 
and without regard to liabilities. Assets ac
quired in the ordinary course of busll1ess 
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will be excluded from total assets only if 
they were acquired after the new corpora
tion became a member of the group (deter
mined without scction IS04(b)(2)). In ad
dition, assets that the old corporation ac
quired from outside the group in transac
tions not conducted in the ordinary course 
of its trade or business are not included in 
the 80 percent (but are included in total as
sets) if the old corporation acquircd those 
assets within five calendar years before the 
date of their transfer to the new corpora
tion. 

(B) The second condition is that at the 
end of the taxable year during which the 
first condition is first met, the old corpo
ration and the new corporation must both 
have the same tax character. For purposes 
of this paragraph (d)(l2), a corporation's 
tax character is the section under which 
it would be taxed (i.e., sections 11, 802, 
821, or 831) if it filed a separate return. If 
the old corporation is not in existence (or 
adopts a plan of complete liquidation) at 
the end of that taxable year, this paragraph 
(d)(l2)(v)(B) will apply to the old corpo
ration's taxable year immediately preced
ing the beginning of the taxable year dur
ing which the first condition is first met. 

(e) The third condition is that, at the 
end of the taxable year during which 
the first condition is first met, the new 
corporation does not undergo a dis
proportionate asset acquisition under 
§ 1.IS02--47(d)(l2)(viii). 

(0) The fourth condition is that, if there 
is more than one old corporation, the first 
two conditions apply to all of the corpo
rations. Thus, the second condition (tax 
character) must be met by all of the old 
corporations transferring assets taken into 
account in meeting the test in paragraph 
(d)( 12)(v)(A) of this section. 

(vi) through (s) [Reserved). For fur
ther guidance, see § I.lS02--47(d)(l2)(vi) 
through (s). 

Par. 4. Section 1.IS02-76 is amended 
by revising paragraph (a) to read as fol
lows: 

§ 1.1502-76 Taxable rear o( lIIt'mbas (~t' 

group. 

(a) [Reserved I. For further guidance, 
see §1.1502-76T(al. 

* * * * * 
Par. 5. Section 1.1502-76 T is added to 

read as follows: 

~ 1.1502-76T Taxable year ()(members or 
group (temporary). 

(a) Taxable rear of'members of'gmllfJ. 
The consolidated return of a group must be 
filed on the basis of the common parent's 
taxable year, and each subsidiary must 
adopt the common parent's annual ac
counting period for the first consolidated 
return year for which the subsidiary's 
income is includible in the consolidated 
rcturn. If any member is on a S2-S3-week 
taxable year, the rule of the preceding 
sentence shall, with the advance consent 
of the Commissioner, be deemed satisfied 
if the taxable years of all members of the 
group end within the same 7 -day period. 
Any request for slIch consent shall be filed 
with the Commissioner of Internal Rev
enuc, Washington, OC 20224, not later 
than the 30th day before the due date (not 
including extensions of time) for thc filing 
of the consolidated return. 

(b) through (c)(3) [Reserved). For fur
ther guidance, see § l.lS02-76(b) through 
(c)(3). 

Mark E. Matthews, 
Deputy Commissioner for 
Sen'ices and Enforcemem. 

Approved April 12,2006. 

Eric Solomon, 
Acting Deputy Assistant Secretary 

of the Treasury (Tax Policy). 

I Filed by the Oftice of the Federal Regi,ter on April 24. 2006. 
8:45 a.m. and published in the i,sue of the Federal Register 
for April 25.2006,71 F.R. 23856) 



Part III. Administrative, Procedural, and Miscellaneous 
Sample Amendment for Roth 
Elective Deferrals 

Notice 2006-44 

I. Purpose 

This notice provides a sample plan 
amendment for sponsors, practitioners, 
and employers (plan sponsors) who want 
to provide for designated Roth contribu
tions in their § 40 I (k) plans. The sample 
amendment will help those plan sponsors 
comply with the requirement to timely 
adopt a discretionary amendment by the 
end of the plan year in which the amend
ment is effective. as set forth in section 
5.05(3) of Rev. Proc. 2005-66, 2005-37 
I.R.B. 509. 

II. Background 

Section 402A was added to the Code 
by section 617 of the Economic Growth 
and Tax Relief Reconciliation Act of2001, 
Pub. L. 107-16 (EGTRRA) to provide for 
the treatment of elective deferrals as desig
nated Roth contributions, effective for tax
able years heginning on or after January 
I, 2006. Amendments to the final regu
lations under §§ 401(k) and 401(m) relat
ing to designated Roth contributions were 
published in the Federal Register on Jan
uary 3, 2006 (71 F.R. 6). 

III. Sample Plan Amendment 

In General. A sample plan amendment 
is provided in the Appendix that individ
ual plan sponsors and sponsors of pre-ap
proved plans can adopt or use in drafting 
individualized plan amendments. Because 
the amendment in the Appendix is a sam
ple amendment plan sponsors are not re
quired to adopt the amendment verbatim. 
In fact, it may be necessary for plan spon
sors to modify the sample amendment to 
conform to their plan's terms. In addition, 
some plan sponsors may need to revise the 
sample amendment to conform the amend
ment to the administration of the plan. An 
issue not addressed in the sample amend
ment is the extent to which an employee 
can elect that a distrihution (other than a 

corrective distribution of excess distribu
tions) is to be made from either the desig
nated Roth account or any other account of 
the employee under the plan. A plan spon
sor is permitted to (and may find it nec
essary to conform the amendment to the 
plan's operation) revise the amendment in 
the Appendix (including the default provi
sions of the amendment) to address this is-
sue. 

Time and Manlier uf Adoption. Plan 
sponsors who want to provide for desig
nated Roth contributions in their § 40 I (k) 
plans must adopt a discretionary amend
ment as provided in Notice 2005-95. 
2005-5 I I.R.B. 1172. The deadline to 
adopt a discretionary amendment is the 
end of the plan year in which the amend
ment is effe<.:tive. as set forth in section 
5.05(3) of Rev. Proc. 2005-66. The 
timely adoption of the amendment must 
be evidenced by a written document that 
is signed and dated by the employer (in
cluding an adopting employer of a pre-ap
proved plan). 

Maintaining the Pre-approved Statl/s of 
a Pre-approved Plan. The Service will 
not treat the adoption of the sample plan 
amendment provided in the Appendix or 
an individualized plan amendment that re
flects the qualification requirements of the 
regulations under §§ 401(k) and 401(m) 
relating to designated Roth contributions 
as affecting the pre-approved status of a 
master and prototype (M&P) or volume 
submitter plan. That is, such amendment 
to an M&P plan that is adopted by an em
ployer will not cause the plan to fail to be 
an M&P plan. Similarly. such amendment 
to a volume submitter plan that is adopted 
by an employer will not cause the plan to 
fail to be a volume submitter plan. In either 
case, the amendment will not result in the 
loss of reliance on a favorable opinion, ad
visory, or determination letter. In the case 
where the amendment <.:auses the plan to 
fail to satisfy § 40 I (a), the plan will not be 
disqualified if a remedial amendment that 
corrects the failure is adopted hefore the 
end of the remedial amendment period. 

Format of the Sample Amendment. The 
format of the sample plan amendment 
generally follows the design of pre-ap-

proved plan~. including all M&P plans. 
that employ a "basic plan document" and 
an "adoption agreement." Thus, the sam
ple plan amendment includes language 
designed for inclusion in a basic plan doc
ument and language de~igned for inclusion 
in an adoption agreement to allow the em
ployer to indicate whether. or when, the 
corresponding basic plan document pro
vision will be effective in the employer's 
plan and to select among options related to 
the application of the basic plan document 
provision. Sponsors of plans that do not 
use an adoption agreement should modify 
the format of the amendment to incorpo
rate the appropriate adoption agreement 
options in the terms of the amendment. 
In such case, the "notes" in the adoption 
agreement portion of the sample amend
ment should not be included in the amend
ment that will be signed and dated by the 
employer. Designated Roth contributions 
are referred to as Roth elective deferrals 
and designated Roth accounts are referred 
to as Roth elective deferral accounts in the 
sample amendment in the Appendix. 

DRAFTING INFORMATION 

The principal authors of this notice are 
Roger Kuehnle of the Employee Plans, Tax 
Exempt and Government Entities Division 
and Dana Barry of the Office of the Di
vision Counsel/Associate Chief Counsel 
(Tax Exempt and Government Entities). 
For further information regarding this no
tice, please contact the Employee Plans' 
taxpayer assistance telephone service at 
1-877-829-5500 (a toll-free number) be
tween the hours of 8:30 a.m. and 4:30 p.m. 
Eastern Time, Monday through Friday (a 
toll-free call). Mr. Kuehnle may be 
reached at (202) 283-9888 and Ms. Barry 
may be reached at (202) 622-6060 (not 
toll-free numbers). 
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Appcndix 

Sample Plan Amendment 

Article ___ . ROTH ELECTIVE DEFERRALS 

Section I. General Application. 

1.1 This article will apply to contributions beginning with the effective date specified in the adoption agreement but in no event 

before the first day of the first taxable year beginning on or after January I, 2006. 

1.2 As of the effective date under section 1.1, the plan will accept Roth elective deferrals made on behalf of participants. A 

participant's Roth elective deferrals will be allocated to a separate account maintained for such deferrals as described in section 2. 

1.3 Unless specifically stated otherwise, Roth elective deferrals will be treated as elective dcferrals for all purposes under the plan. 

Section 2. Separate Accounting 

2.1 Contributions and withdrawals of Roth elective deferrals will bc credited and debited to the Roth elective deferral account 
maintained for each participant. 

2.2 The plan will maintain a record of the amount of Roth elective deferrals in each participant's account. 

2.3 Gains. losses. and othcr credits or charges must be separately allocated on a reasonable and consistent basis to each 

participant's Roth elective deferral account and the participant's other accounts under the plan. 

2.4 No contrihutions other than Roth elective deferrals and properly attributable earnings will be credited to each participant's 
Roth elective deferral account. 

Section 3. Direct Rollovers 

3.1 Notwithstanding section __ , a direct rollovcr of a distribution from a Roth elective deferral account under the plan will only 
be made to another Roth electivc dcferral account under an applicable retirement plan described in § 402A(e)(l) or to a Roth IRA 
dcscribed in § 408A, and only to the extent the rollover is permitted under the rules of § 402(c). 

3.2 Notwithstanding scction __ , unless otherwise provided by the employer in the adoption agreement, the plan will accept 
a rollover contribution to a Roth elective deferral account only if it is a direct rollover from another Roth elective deferral 
account under an applicable retirement plan descrihed in § 402A(e)(l) and only to the extent the rollover is permitted under 
the rules of § 402(c). 

3.3 The plan will not provide for a direct rollover (including an automatic rollover) for distributions from a participant's Roth 
elective deferral account if thc amount of the distributions that are eligible rollover distributions are reasonably expected to total 
less than $200 during a year. In addition. any distribution from a participant's Roth elective deferral account is not taken into 
account in determining whether distributions from a participant's other accounts arc reasonably expected to total less than $200 
during a year. However. eligible rollover distributions from a participant's Roth elective deferral account are taken into account 
in determining whether the total amount of the participant's account balances under the plan exceeds $1,000 for purposes of 
mandatory distributions from the plan. 

3,4 The provisions of the plan that allow a participant to elect a direct rollover of only a portion of an eligible rollover distribution 
but only if the amount rolled over is at least $500 is applied by treating any amount distributed from the participant's Roth elective 
dcferral account as a separate distribution from any amount distributed from the participant's other accounts in the plan, even if 
the amounts are distributed at the same time. 

Section 4. Correction of Excess Contributions 

4.1 In the case of a distribution of excess contributions, a highly compensated employee may designate the extent to which the 
excess amount is composed of pre-tax elective deferrals and Roth elective deferrals but only to thc extent such types of deferrals 
\\cre made for the year. 

4.2 If the highly compensated employee does not designate which type of elective deferrals are to be distributed, the plan 
will distribute pre-tax electi\e deferrals first. 

Section 5. Definition 

5.1 Roth Elective Deferrals. A Roth elective deferral is an elective deferral that is: 
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(a) Designated irrevocably by the participant at the time of the cash or deferred election as a Roth elective deferral that is being 
made in lieu of all or a portion of the pre-tax elective deferrals the participant is otherwise eligible to make under the plan: and 

(b) Treated by the employer as includible in the participant's income at the time the participant would have received that amount 
in cash if the participant had not made a cash or deferred election. 

(Adoption Agreement Provisions) 

Article __ , Roth Elective Deferrals: 
(Check and complete, if applicable.) 

__ shall apply to contributions after January I, 2006. 

__ shall apply to contributions after __ . (Enter a date later than January 1, 2006.) 

(Note: If neither option is chosen, the amendment will not be effective even if the amendment is signed and dated.) 

Section __ , Direct Rollovers: 
(Check, if applicable.) 

The plan: 

__ will not 

accept a direct rollover from another Roth elective deferral account under an applicable retirement plan as described in 
§ 402A(e)(l). 

(Note: The default position is that the plan will accept a direct rollover of Roth elective deferrals from another Roth 
elective deferral account. The default position will apply unless this option is checked.) 

Exempt Facility Bonds for 
Qualified Highway or Surface 
Freight Transfer Facilities 

Notice 2006-45 

PURPOSE 

This notice provides guidance relating 
to exempt facility bonds for qualified high
way or surface freight transfer facilities 
under sections 142(a)(l5) and 142(m) of 
the Internal Revenue Code (the Code). 

INTRODUCTION 

Section 11143 of the Safe, Accountable. 
Flexible. Efficient Transportation Equity 
Act: A Legacy for Users or "SAFETEA
LU", Pub. L. No. 109-59 added sec
tions 142(a)(l5) and 142(m) to the Code. 
In general, sections 142(a)( 15) and 142(m) 
authorize up to $15,000,000,000 oftax-ex
empt private activity bonds to be issued by 

State or local governments for a new type 
of exempt facility-qualified highway or 
surface freight transfer facilities. 

BACKGROUND 

Section 103(a) provides that, except as 
provided in section 103(b), gross income 
does not include interest on any State or 
local bond. 

Section 103(b)(I) provides that the ex
clusion under section 103(a) does not ap
ply to any private activity bond that is not a 
qualified bond (within the meaning of sec
tion 141). 

Section 141(e) provides that the term 
"qualified bond" includes an exempt facil
ity bond that meets certain requirements. 

Section 142(a)( 15) provides that the 
term "exempt facility bond" includes any 
bond issued as part of an issue 95 percent 
or more of the net proceeds of which are 
to be used to provide qualified highway or 
surface freight transfer facilities. 

Section 142(m)(1) defines the term 
"qualified highway or surface freight 
transfer facilities" as: (I) any surface 

Employer's signature and date 

transportation project that receives Fed
eral assistance under title 23, United States 
Code (as in effect on August 10. 2005); 
(2) any project for an international bridge 
or tunnel for which an international entity 
authorized under Federal or State law is 
responsible and that receives Federal as
sistance under title 23, United States Code 
(as so in effect); or (3) any facility for the 
transfer of freight from truck to rail or rail 
to truck (including any temporary storage 
facilities directly related to such transfers) 
that receives Federal assistance under ei
ther title 23 or title 49, United States Code 
(as so in effect) Examples of facilities for 
the transfer of freight from truck to rail or 
rail to truck include cranes. loading docks. 
and computer-controlled equipment that 
are integral to such freight transfers. Ex
amples of facilities that are not freight 
transfer facilities include lodging. retail, 
industrial, or manufacturing facilities. 

Section 142(m)(2)(A) provides a 
$15.000,000,000 national limitation on 
the aggregate face amount of tax-ex
empt financing for qualified highway 
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l1l ,ulbce fleight tran,lcr ta(ll!tlc, (the 
.., I ').I)(lIl,()(lIJ.()()() natH)n~d IlIllitation) 

Sl'ction 1..j.~1 m II ~ II B) pro\ide, that an 
1\\Ul' 1\ nut tll'ated a, ,I qualified highway 
1'1 ,urbce t'J'eight tralhfcr facility i.,.,ue if 

the 'lgglcg~llc tal'e amount of homl, i"ued 
pur\ll,lnl Il) 'lll'h i"uc I'm any ljualified 
hlghl\ ,1\ PI ,urLlce frelghttlan,fel taL'ility 
I II ill'll Jdded tl) the aggn:gate face amount 
pi hllllLi, prl'\ l(lu,ly ,u i",ued for such 
1,ICilll) I L'\l'eelb the amllunt allocated to 
\lll'h facility under ,ection 1-+2(m)(~}[C), 

Sl'L'lilln 1-+2(1l1)(~)(C) pnnide\ that the 
Seci cUr) of Tran,pmtation shall allo
l',I!L' the S 15,()()(),()()(),()()() national limita
IIlHl ,11l111ng qualified highway or surface 
trL'ight tramJer Lieilitie\ in such a manner 
a\ Ihe Sl'cretary determine\ appropriate, 

Sl'ctiIH), 1-+2(a)( 15} and 142(m) apply 
III hUlll\" i"lled after Augu\t I (), 20()5, 

ALLOCATIONS BY DEPART~1ENT 
OF TRANSPORTATION 

Whik .\ections 142(a)( 15) and 142(m) 
,Ire under the jurisdiction of the Internal 
Re\enue Sen icc, the allocation of the 
~ 15'()()(I.O()(),()()() national limitation is 
ullder the jurisdiction of the Department 
o t Trall\portatioll, On January 5, 2006, 
t he Department of Transportation puh
li,hed in the Federal Register a notice 
\oliciting reque'-,[s for allocations of the 
S I ').()()(),()()(l,l)()() national limitation (71 
Fed, Reg, (42), 

Except ,IS otherwise provided in this no
licl', if the Secretary of Tran\portation al
local(, a portion of the $15,()0(),()0(),()0() 
Ilational limitation to a project or facility, 
till' Internal Rl'\cnue Service shall treat the 
portinn of th,lt project or facility which is 
tn he fi Ilanced II i th the honds, as repre
\l'nted in the request for the allocation, as 
illl'eting the definition of qualified high
\1 a) llr \urface freight transfer facilities 
in \eLlilln 1-I-2(1ll)( I), Thus, for exam
pic, till' Intl'm,11 Rnl'l1ue Senice will rely 
l'll the SL'lTctary of Tran\portation' s dc
iellllln,ltiull in allocating a portion of the 
lutillnal limitation to a project or facility 
Ih,lt it receil e\ the reljuired Federal as
'1,lalll'l' ullder title ~) or title 4l) of the 
L' Illke! St,Ill', Colic tor plllJ)()\eS of the el
Iglhk pn'jeLl or tal'iiIty definition under 
'l'Clll'll 14~11ll\ \Vhether \ueh represen
Idll\'ll clCCllLIlcly de\LTihc\ the portion of 
IhL' I'n'll'L't or tacIiit\ to he financed bv 
IIIL' h,)l1d, :llld I\hcth~r \llL'h portioll of th~ 
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pnlJeet or facility is actually financed bv 
the bonds remains subject to verificatio;1 
upon examination by the Internal Revenue 
Sen ice, A determination by the Secre
tary of Transportation that a project or por
tion thereof meets the definition of quali
fied highway or surface freight transfer fa
cilities is not a determination that: (I) any 
amounts are chargeable to a facility's cap
ital account or would bc so chargeable ei
ther with a proper election by a taxpayer 
or but for a proper election by a taxpayer to 
deduct the amounts (see § I, I 03-8(a)( I )(i) 
of the Income Tax Regulations): or (2) any 
other requirements that must be met in or
der for interest on the bonds to be excluded 
from gross income are satisfied, 

II\FORMATION REPORTING 

An issuer of tax-exempt private ac
tivity bonds for qualified highway or 
surface freight transfer facilities must 
complete Form 8038, Information Return 
for 'Iilx-Exempt Primte Actil'ity BOlld Is
.IlleS, in accordance with the instructions 
and complete Part II by checking the box 
on Line I I m (Other) writing "qualified 
highway or surfacc frcight transfer facility 
bonds" in the space provided for the bond 
de~cription, and entering the amount of 
the bonds in the Issue Price column, 

DRAFTING INFORMATION 

The principal author of this notice is 
Aviva M, Roth of the Office of Associate 
Chid Counsel (Tax Exempt & Govcrn
ment Entities), For further information re
garding this notice, contact Aviva M, Roth 
at (202) 622-39KO (not a toll-free call), 

Elections Created or Affected 
by the American Jobs Creation 
Act of 2004 

Notice 2006-47 

The purpose of this notice is to alert tax
payers to various elections under the In
ternal Rcvenue Code that were created by 
the American Jobs Creation Act of 2004, 
Pub, L No, 108-357, 11K Stat. 1418 
(thc Act), which was enacted on October 
22, 20()4, and provide interim guidance on 
how tho~e elections may be made, In light 
of changes made by the Act. the notice also 

inform~ taxpayers that they Illay revoke 
certain elections that arc currently in ef
fect. Additional guidance regarding these 
electillIl\ or rC\llcatiom; \\ill be issued, as 
needed, 

SCOPF 

This notice is not intended to be all in
clusive, and thus, docs not cover each and 
every election or rcvocation of an elec
tion that was either created or affected by 
the Act. Most notably, this notice does 
not address any election or revocation for 
which published guidance was issued prior 
to May I, 2006, In particular, this notice 
does not address the elections or revoca
tions described in the following scctions of 
the Act: 

L 

2. 

3, 

Act Sec, 101 - Repeal of Exclusion 
for Extraterritorial Income, See sec
tionS of Rev, Proc. 2001-37,2001-1 
CB. 1327, 

Act Sec, 231 - Members Of Family 
Treated As I Shareholder. See Notice 
2005-91, 2005-51 I.R,B, 1164, 

Act Sec, 248 - Election to Deter
mine Corporate Tax on Certain In
ternational Shipping Activities Using 
Per Ton Rate, See Notice 2005-2, 
2005-3 I.R,B, 337, 

4, Act Sec, 422 - Incentives to Rein
vest Foreign Earnings in United 
States, See section 7 of Notice 
2005-10,2005-6 I.R,B, 474, 

5, Act Sec, 501 - Deduction of State 
and Local General Sales Taxes in Lieu 
of State and Local Income Taxes, See 
Notice 2005-31, 2005-14 I.R,B, 830, 

6, Act Sec, 833 - Disallowance of Cer
tain Partnership Loss Transfers, See 
Notice 2005-32, 2005-16 I.R,B, 895, 

7. Act Sec. 836 - Limitation on Trans
fer or Importation of Built-In Losses, 
See Notice 2005-70, 2005-4 I I.R.B, 
694, 

INTERIM PROVISIONS 

The Treasury Department and the Inter
nal Revenue Service provide the following 
interim rules to implement the elections 



and revocations discussed below. The Ser
vice will treat elections or revocations as 
effective if they are made in the form and 
manner set forth in this notice. These in
terim rules will apply until further guid
ance is issued. 

A. Title I - Provisions Relating to Repeal 
of Exclusion for Extraterritorial Income 

I. Act Sec. 102 - Deduction Relating 
to Income Attributable to Domestic 
Production Activities 

Act section 102(c) allows a taxpayer to 
revoke an election under section 631 (a) of 
the Code to treat the cutting of timber as 
a sale or exchange. Any section 631 (a) 
election for a taxable year ending on or 
before October 22, 2004, may be revoked 
under Act section I 02( c) for any taxable 
year ending after that date. In addition, any 
election under section 631 (a) for a taxable 
year ending on or before October 22, 2004 
(and any revocation of the election under 
Act section 102(c)), is disregarded for pur
poses of determining whether the taxpayer 
is eligible to make a subscqucnt election 
under section 631(a). A revocation under 
Act section I 02(c) will remain in effcct un
til the first taxable year for which the tax
payer makcs a new election under section 
631(a). 

Effective Date: An election under sec
tion 631(a) for a taxable year ending on or 
beforc October 22, 2004, may be revoked 
for a taxable year ending after that date. 

Deadlinf' for Making Election: The re
vocation must occur by the due date (in
cluding extensions) for filing the tax return 
for the first taxable year for which the re
vocation is to be effecti ve. 

If, before June 15, 2006, a taxpayer 
filed its federal tax return for a taxable 
year ending after October 22, 2004, and 
the taxpayer wants to revoke a section 
631(a) election for that taxable year, the 
taxpayer may make the revocation by fil
ing an amcnded federal tax return for that 
taxable year, and all subsequent affected 
taxable year(s), on or before November 
15,2006. 

If a taxpayer already revoked a section 
631 (a) election on a federal income tax re
turn that was filed before June 15, 2006, 
but did not include with that return all of 
the information specified below under In
terim Rules, the taxpayer should complete 

the appropriate line in Part II of the De
cember 2005 or later revision of Form T, if 
Form T is otherwise required to be filed, 
or prepare a statement revoking the sec
tion 631(a) election as specified below un
der Interim Rules, and attach it to the tax
payer's next filed federal income tax re
turn. 

interim Rules: The election under sec
tion 631(a) may be revoked by either com
pleting the appropriate line in Part II of the 
December 2005 or later revision of Form 
T, if Form T is otherwise requircd to be 
filed, or attaching a statement revoking the 
election to the applicable tax return. The 
statement should identify the revocation 
as a revocation under Act section 102(c). 
If, in accordance with this notice, the tax
payer is revoking a section 631 (a) election 
for a prior taxable year by filing amended 
federal tax return(s), this statement should 
be attached to the amended federal tax re
turn(s). 

B. Title II - Business Tax Incentives 

I. Act Sec. 242 - Modification of 
Application of Income Forecast Method 
of Depreciation 

Act section 242 allows taxpayers, un
der new section 167(g)(7) of the Code, 
to either include participations and residu
als expected to be paid before the end of 
the tenth taxable year following the tax
able year in which the property is placed 
in service in the adjusted basis of property 
for which the income forecast method of 
depreciation is used, or exclude participa
tions and residuals from the adjusted ba
sis of property for which the income fore
cast method of depreciation is used and 
deduct the participations and residuals in 
the taxable year that the participations and 
residuals are paid. The method elected for 
a given property must be applied consis
tently thereafter. 

Effective Date: Property placed in ser
vice after October 22, 2004. 

Deadline for Making Election: The 
election must be made by the due date 
(including extensions) for filing the return 
for the taxable year the income forecast 
property is placed in service. 

If, before June 15, 2006, a taxpayer 
filed its federal tax return for a taxable 
year ending after October 22, 2004, and 
if the taxpayer wants to make a section 

167(g)(7) election for income forecast 
property placed in service during that 
taxable year, the taxpayer may make the 
clection either: (I) by filing an amended 
federal tax return for the taxable year 
in which the income forecast property 
was placed in scrvice, and all subsequent 
affected taxable year(s), on or before 
November 15, 2006; or (2) by filing a 
Form 3115, Application jin' Change in 
Accounting Method, for the first or second 
taxable year ending on or after December 
31, 2005, in accordance with the auto
matic change in method of accounting 
provisions of Rev. Proc. 2002-9,2002-1 
C.B. 327, as modified and clarified by 
Announcement 2002-17, 2002-1 C.B. 
561, modified and amplified by Rev. 
Proc. 2002-19, 2002-1 C.B. 696, and 
amplified, clarified, and modified by Rev. 
Proc. 2002-54, 2002-2 C.B. 432. or any 
successor. The change in method of ac
counting from filing a Form 3115 results 
in a section 481 (a) adjustment. Further, 
the scope limitations in section 4.02 of 
Rev. Proc. 2002-9 do not apply. More
over. for purposes of section 6.02(4)(a) of 
Rev. Proc. 2002-9, thc taxpayer should 
include on line 1 a of the Form 3115 the 
designated automatic accounting method 
change number "99". 

Section 1.446-l(e)(3)(ii) of the Income 
Tax Regulations authorizes the Commis
sioner to prescribe administrative proce
dures setting forth the limitations, terms, 
and conditions deemed necessary to per
mit a taxpayer to obtain consent to change 
a method of accounting. In addition, sec
tion 2.04 of Rev. Proc. 2002-9 pro
vides that unless specifically authorized 
by the Commissioner, a taxpayer may not 
rcquest, or otherwise make, a retroactive 
change in method of accounting, regard
less of whether the change is from a per
missible or an impermissible method. See 
generally Rev. Rul. 90-38, 1990-1 C.R. 
57. 

I n accordance 
1.446-1(e)(3)(ii), Rev. 

with 
Rul. 

section 
90-38, 

and section 2.04 of Rev. Proc. 2002-9, 
a taxpayer making a section 167(g)(7) 
election for a prior taxable year by filing 
amended federal tax return(s) in accor
dance with this notice is hereby granted 
consent to make this retroactive change 
in method of accounting using a cut-off 
method. 
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II a taxpayer alreauy made ~l ,ectlon 
1671gl(71 eicl'llon un a fedcral incomc tax 
return thelt \\as filed before June 15.2006. 
but did not include with that return all of 
thc infmmatioll specified belO\\ ullder In
ll:rlm Rules. the taxpayer slllluid altach a 
,tatellll'llt cOlltaining the infurmati()11 spec
Ified belo\\ unlll'r Interim Rule, to the tax
pa~ l'r', Ill'\ t Ii Il'd kderal I ncome tax rl'
turn. 

IIIICrtili Hllle\: For each property placed 
in sen icc during el partil'lIiar taxable year. 
a la:'lxlyer ,hould atUch a statement to the 
return for that taxable year providing the 
name (or other unique identifying designa
tion 1 of the property. ,tating how the tax
paver will treat participations and resiu
ual-,. and pfl)\iding the date the propel1y 
\\ elS placed in service. If. in accordance 
\\ Ith this notil·e. a taxpayer is making a 
,ection 16 7(g)( 7) election for a prior tax
able }l'~lr by filing amended federal tax re
tum(s I. this statement should be attached 
tl) the amended federal tax return(,,). If. in 
accordance with this notice. a taxpayer is 
making ~l section 167(g)(7) election for a 
prim taxable year by filing a Form 3115 
for the first or second taxable year ending 
on or after December 31. 2005. the state
ment should be attached to the Form 3115. 

2. Act Sec. 244 - Special Rules for 
Certalll Film and Television Productions 

Act ,ection 244 allows taxpayers to 
l'll'ct. unlil.'r nl'W section lSI of the Code. 
to trl'at the co,t of any qualified film or 
tele\ ision production (as defined in section 
ISlld)) as an expense that is not charge
able to capital account and to deduct it. 
Thi, .:lec·tion doc" not apply. however. to 
allY qualified film or television produc
tion the aggregate cost of which exceeds 
:j, 15 J )()O.()()O (or $2(),()()().OO() for the areas 
'peciti.:d in scction IXI(a)(2)(B)). Any 
eil.'l·tion made under ,ectioll I S I may not 
be rl'\\)ked withnllt the prior written con
,ent of the COl1ll11i,sinner. 

n/c\l/l'(' DiIlc: Qualified film and 
tl'il'vi,i<ln productions commel1L'ing after 
(ktohL'r ::::. ::()tl--l. and before January I. 
~11()l). .-'\ prllLIULlion l'nl1ll1lences when 
pnncip,il photograph: begin, with re'peLl 
1\) the productllll1. 

[)('("Ilillc lor .\lukillg Eleuioll: The 
ck'cti\)1l Illll,t he made by the due date 
\ Illc'luLiing l'\tcn,ion,1 I'm filing the return 
I\lr thl' td\,lblc' ) ear in \Ihidl co""s of the 
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production are first paid or incull'ed. The 
taxpayer al.'io ,hould attach a statement 
to the return for each subsequent taxable 
year in \\ hich costs of the production are 
paid or incurred. 

If a taxpayer begins principal photog
raphy of a production after October 22. 
2()()4, but first paid or incurred costs of the 
production before October 23, 2004. the 
taxpayer is entitled to make a section 181 
election for those Cllst,. If. before June 
15. 200h. the taxpayer filed it>. federal tax 
return for the taxable year in which the 
costs of the production were first paid or 
incurred. and if the taxpayer wants to make 
a section 181 election for that taxable year. 
the taxpayer may make the election either: 
( I) by filing an amended federal tax re
turn for the taxable year in which the costs 
of the production were first paid or in
curred. and all subsequent affected taxable 
year(s). on or before November 15,2006. 
provided that all of these years are open 
under the period of limitations on assess
ment under section 6501(a): or (2) by filing 
a Form 3115. Applicatioll fiJI" Challge ill 

Accountillg Method. for the first or second 
taxable year ending on or after December 
31.2005. in accordance with the automatic 
change in method of accounting provisions 
of Rev. Proc. 2002-9, 2002-1 C.B. 327, 
as modified and clarified by Announce
mcnt 2002-17. 2002-1 C.B. 56!. modi
fied and amplified by Rev. Proc. 2002-19, 
2002-1 C.B. 696. and amplified, clarified, 
and modified by Rev. Proc. 2002-54, 
2002-2 C.B. 432. or any successor. The 
change in method of accounting from fil
ing a Form 3115 results in a section 481 (a) 
adjustment. Further. the scope limitations 
in section 4.02 of Rev. Proc. 2002-9 do 
not apply. Moreover, for purposes of sec
tion 6.02(4)(a) of Rev. Proc. 2002-9, the 
taxpayer should include on line I a of the 
Form 3115 the designated automatic ac
counting method change number "\00". 

Scction J..+46-I(e)(3)(ii) of the Income 
Tax Regulations authorizes the Commis
,illner tll prescribe administrative proce
dures setting forth the limitations. terms. 
and conditions deemed necessary to per
mit a taxpayer to obtain consent to change 
a method of accounting. In addition. sec
tion 2.0--1 of Rev. Proc. 2002-9 pro
vides that unless specifically authorized 
by the Commissioner, a taxpayer may not 
request. or otherwise make. a retroactive 
chanoe in method of accounting. regard-e 

less of whether the change IS from a per
missiblL' or an impermissible method. See 
generally Rev. Rul. l)()--3X. 1990-1 C.B. 
)7. 

In accordancc \\ ilh section 
l.--I46-1 (1.')( 3)( ii). Rn Rul. 90-38, 
and section:: .1l4 of Rc\. Prol'. 2002-9, 
a taxpayer making a sel,tion I X 1 election 
for a prior taxable year by filing amended 
federal tax return(s) in accordance with 
this notice is hereby granted coment to 
make this retroactive change in method of 
accounting using a cut-off method. 

If a taxpayer already made a section 
lSI election on a federal income tax re
turn that was filed before June 15. 2006. 
but did not include with that return all of 
the information specified below under In
terim Rules, the taxpayer should attach a 
statement containing the information spec
ified below under Interim Rules to the tax
payer's next filed federal income tax re
turn. 

interim Rules: For each production 
to which the election applies, a taxpayer 
should attach a statement to the return for 
the taxable year in which costs of the pro
duction are first paid or incurred stating 
that the taxpayer is making an election 
under section 18 I and providing the name 
(or other unique identifying designation) 
of the production, the date principal pho
tography commenced (if applicable), the 
cost paid or incurred for the production 
during the taxahle year, the qualified com
pensation (as defined in section 181 (d)(3)) 
paid or incurred for the production during 
the taxable year. and the total compensa
tion paid or incurred for the production 
during the taxable year. If the taxpayer 
expects that the total cost of the production 
wi II be significantly paid or incurred in 
an area specified in section 181(a)(2)(8), 
the statement also should identify the area 
and the cost paid or incurred in that area 
during the taxable year. 

If a taxpayer pays or incurs additional 
costs of the production in any taxable year 
subsequent to the taxable year in which 
costs of the production are first paid or 
incurred. the taxpayer should attach a 
statement to the return for that subsequent 
taxable year providing the name (or other 
unique identifying designation) of the pro
duction. the date principal photography 
commenced (if applicable), the cost paid 
or incurred for the production during the 
taxable year. the aggregate cost paid or 



incurred for the production during the 
taxable year and all prior taxable years, 
the qualified compensation (as defined 
in section 181(d)(3» paid or incurred for 
the production during the taxable year, 
the aggregate qualified compensation paid 
or incurred for the production during the 
taxable year and all prior taxable years, 
the total compensation paid or incurred 
for the production during the taxable year. 
and the aggregate total compensation paid 
or incurred for the production during the 
taxable year and all prior taxable years. If 
the taxpayer expects that the total cost of 
the production will be significantly paid 
or incurred in an area specified in section 
181(a)(2)(B), the statement also should 
identify the area, the cost paid or incurred 
in that area during the taxable year, and 
the aggregate cost paid or incurred in that 
area during the taxable year and all prior 
taxable years. 

If, in accordance with this notice, a tax
payer is making a section 181 election for 
a prior taxable year by filing an amended 
federal tax return, the above statements, 
as applicable, should be attached to each 
amended return. If, in accordance with this 
notice, a taxpayer is making a section 181 
election for a prior taxable year by filing 
a Form 3115 for thc first or second tax
able year ending on or after December 31, 
2005, the statement in the above paragraph 
should be attached to the Form 3115 except 
the amounts of the cost or compensation 
paid or incurred for the production should 
only be the amounts paid or incurred in 
taxable years prior to the year of change 
(as defined in section 5.02 of Rev. Proc. 
2002-9). 

C. Title III - Tax Relief for Agriculture 
and Small Manufacturers 

1. Act Sec. 313 - Apportionment of 
Small Ethanol Producer Credit 

Act section 313 allows a cooperative 
described in section 1381(a) of the Code 
to elect, on an annual basis, under new 
section 40(g)(6) of the Code, to allocate 
the cooperative's small ethanol producer 
credit pro rata among its patrons on the 
basis of the quantity or value of business 
done with or for its patrons for the taxable 
year. 

Effective Date: Taxable years ending 
after October 22. 2004. 

Deadline for Making Electiol1: The 
election must be made on a timely filed 
return (including extensions) for the tax
able year to which the e\cction applies. 
If, before June 15, 2006, a cooperati ve 
filed its federal tax return for a taxable 
year ending after October 22, 2004, and 
if the cooperative wants to make a section 
40(g)(6) election to allocate the coop
erative's small ethanol producer credit 
pro rata among its patrons for that tax
able year, the cooperative may make the 
election by filing an amended return for 
that taxable year on or before November 
15, 2006. If a cooperative already made 
a section 40(g)(6) election on a federal 
income tax return that was filed before 
June 15, 2006, but did not include with 
that return all of the information specified 
below under Interim Rules, the coopera
tive should attach a statement containing 
the information specified below under In
terim Rules to the cooperative's next filed 
federal income tax return. Once made, 
the election is irrevocable for that taxable 
year. Pursuant to section 1347(b) of the 
Energy Policy Act of 2005, Pub. L. No. 
109-58, 119 Stat. 594, 1056, effective for 
taxable years ending after August 8, 2005, 
the election shall not take effect unless the 
cooperative provides written notice of the 
election that is mailed to its patrons during 
the payment period described in section 
1382(d). 

Interim Rules: The election may be 
made by attaching the statement described 
in the instructions to Form 6478, Credit 

for Alcohol Used as Fuel, to the cooper
ative's return. The cooperative should no
tify its patrons of the amount of credit ap
portioned to them in a written notice or on 
form 1099-PATR, Taxable Distributions 

Received From Cooperatives, on or before 
the last day of the payment period (as de
fined in section 1382(d» for the taxable 
year of the cooperative. 

2. Act Sec. 322 - Expensing of Certain 
Reforestation Expenditures 

Act section 322 allows taxpayers to 
elect, under section 194(b) of the Code, to 
treat up to $10,000 of reforestation expen
ditures with respect to any qualified timber 
property as an expense that is not charge
able to capital account and to deduct those 
expenditures in the year paid or incurred 
under section 194(b). The remainder of 

the reforestation expenditures for the year 
may be amortized over ~4 months under 
section 194(a). 

Taxpayers making an election for a 
qualified timber property under sections 
194(a) or 194(b) should create and main
tain separate timber accounts for each 
qualified timber property and should in
clude all reforestation treatments and the 
dates upon which each was applied. Any 
qualified timber property that is subject 
to a section 194 election may not be in
cluded in any other timber account (e.K., 
depletion block) for which depletion is 
allowed under section 611. At no time 
mayan amortizable timber account be
come part of a depletable timber account 
for purposes of deduction under section 
165(a). The timber account should be 
maintained until the timber is disposed of 
through sale, harvest or other transaction. 
All records relating to a qualified timber 
property account also should be main
tained until disposal occurs. 

Eflectil'e Dute: Reforestation expendi
tures with respect to a qualified timber 
property paid or incurred after October 22, 
2004. 

De([{/line f()r MakinK Election: The 
election must be made on a timely filed re
turn (including extensions) for the taxable 
year in which the reforestation expendi
tures with respect to a qualified timber 
property were paid or incurred. 

If, before June 15, 2006, a taxpayer 
filed its federal tax return for a taxable year 
ending after October 22, 2004, in which re
forestation expenditures were paid or in
curred after October 22, 2004, with re
spect to any qualified timber property, and 
if the taxpayer wants to make a section 
194(b) election for the reforestation expen
ditures paid or incurred during that taxable 
year, the taxpayer may make the election 
either: (I) by filing an amended federal 
tax return for the taxable year in whieh 
the taxpayer paid or incurred the reforesta
tion expenditures for which the taxpayer 
wants to make the election, and all sub
sequent affected taxable year(s), on or be
fore November 15, 2006; or (2) by filing 
a Form 31/5, Apf)/iC(ltioll fiJI' Ch(lllKe ;17 

Accounting Method. for the first or second 
taxable year ending on or after December 
31,2005, in accordance with the automatic 
change in method of accounting provisions 
of Rev. Proc. 2002-9.2002-1 C.B. 327. 
as modified and clarified by Annnunce-

2006-1 C.B. 895 



menl 2002-17. 2002-1 e.B. 561. modi
fied and amplified hy Re\'. Proc. 2002-19. 
2002-1 e.B. 696. and amplified. clarified. 
and modified by Rev. Proc. 2002-54. 
2002-2 e.B. 432. or any successor. The 
change in method of accounting from til
ing a Form 3115 results in a section 4t11 (a) 
adjll',tment. Further. the scope limitations 
in section 4.02 of Rev. Proe. 2002-9 do 
not apply. Morcover. for purposes of sec
lion 6.02(4)(a) of Rev. Proc. 2002-9. the 
taxpayer should include on line la of the 
Form 3115 the designated automatic ac
counting method change number "10 I". 

Section 1.446-I(e)(3)(ii) of the Income 
Tax Regulations authorizes the Commis
siemer to prescribe administrative proce
dures setting forth the limitations. terms, 
and conditions deemed necessary to per
mit a taxpayer to obtain consent to change 
a method of accounting. In addition. sec
tion 2.04 of Rev. Proc. 2002-9 pro
vides that unless specifically authorized 
by the Commissioner. a taxpayer may not 
request. or otherwise make, a retroactive 
change in method of accounting, regard
less of whether the change is from a per
missible or an impermissible method. See 
generally Rev. Rul. 90-38, 1990-1 CB. 
57. 

In accordance 
1.446-I(e)(3)(ii), Rev. 

with 
Rul. 

section 
90-38. 

and section 2.04 of Rev. Proc. 2002-9, a 
taxpayer making a section 194(b) election 
for a prior taxable year by filing amended 
federal tax return( s) in accordance with 
this notice is hereby granted consent to 
make this retroactive change in method of 
accounting using a cut-off method. 

If a taxpayer already made a section 
194(b) election on a federal income tax re
turn that was filed before June IS, 2006, 
but did not include with that return all of 
the information specified below under In
terim Rules. the taxpayer should complete 
Part IV of the December 2005 or later re
vision of Form T. it Form T is otherwise 
required to be filed. or prepare a state
ment containing the information specified 
hdow under Interim Rules. and attach it 
to the taxpayer's next filed federal income 
tax return. 

Illierilll Rilles: The election may be 
made hy entering the dcduction claimed 
un the appropriate line of a taxpayer's in
l'ome tax return for the year in \V hich the 
rcforc,tatlol] expenditures were paid or in
lwred. and either completing Part IV of 
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the December 2005 or later revision of 
Form T. if Form T is otherwise required 
to be filed. or attaching a statement to the 
return that includes the following infor
mation for each qualified timber property 
for which an election is being made: the 
unique stand identification numbers. the 
total numher of acres reforcsted during the 
taxable year. the nature of the reforesta
tion treatments, and the total amounts of 
the qualified reforestation expenditures el
igible to be amOltized under section 194(a) 
or deducted under section 194(b). If, in 
accordance with this notice, a taxpayer is 
making a section I 94(b) election for a prior 
taxable year by filing amended federal tax 
return(s), this statement should be attached 
to the amended federal tax retum(s). If, 
in accordance with this notice, a taxpayer 
is making a section 194(b) election for a 
prior taxable year by filing a Form 3115 
for the first or second taxable year ending 
on or after December 31, 2005, the state
ment should be attached to the Fonn 3115. 

An election under section 194 may be 
revoked only with the consent of the Com
missioner, which will only be granted in 
rare and unusual circumstances. An ap
plication for consent to revoke an election 
under section 194 should be submitted to 
the Internal Revenue Service in the fonn 
of a letter ruling request. The application 
should contain all of the information nec
essary to demonstrate the rare and unusual 
circumstances that would justify granting 
the revocation including: the name and ad
dress of the taxpayer, the taxable years for 
which the election was in effect, and the 
reason for revoking the election. 

3. Act Sec. 338 - Expensing of Capital 
Costs Incurred in Complying With 
Environmental Protection Agency Sulfur 
Regulations 

Act section 338 allows small business 
refiners (as defined in section 45H(c)( I) of 
the Code) to elect, under new section 179B 
of the Code, to deduct 75 percent of the 
qualified capital costs (as defined in sec
tion 45H(c)(2)) that are paid or incurred 
by the taxpayer during the taxable year. 
In general. qualified capital costs are costs 
paid or incurred during a certain period to 
comply with the Highway Diesel Fuel Sul
fur Control Requirements of the Environ
mental Protection Agency. The basis of 
any propcrty must be reduced by the por-

lion of the cost of the property taken into 
account under the election. Any election 
made under section 179B(a) may not be 
revoked without the prior written consent 
of the Commissioner. This notice does 
not apply to the election under new section 
179B(e), which was added by section 1324 
of the Energy Policy Act of 2005. 

Effective Date: Qualified capital costs 
that are paid or incurred after December 
31. 2002, in taxable years ending after that 
date. 

Deadline for Making Electioll: The 
election must be made by the due date 
(including extensions) for filing the return 
for the taxable year in which the qualified 
capital costs are paid or incurred. 

If. before June 15. 2006, a taxpayer 
filed its federal income tax return for a tax
able year ending after December 31, 2002, 
in which qualified capital costs were paid 
or incurred after December 3 I. 2002. and 
if the taxpayer wants to make a section 
179B(a) election for all qualified capital 
costs paid or incurred during that taxable 
year, the taxpayer may make the election 
either: (1) by filing an amended federal tax 
return for the taxable year in which the tax
payer paid or incurred the qualified capital 
costs for which the taxpayer wants to make 
the election, and all subsequent affected 
taxable year(s), on or before November 15, 
2006, provided that these years are open 
under the period of limitations on assess
ment under section 650 I (a); or (2) by filing 
a Form 31 IS, Application for Change in 

Accounting Method, for the first or second 
taxable year ending on or after December 
31.2005, in accordance with the automatic 
change in method of accounting provisions 
of Rev. Proc. 2002-9, 2002-1 C.B. 327, 
as modified and clarified by Announce
ment 2002-17, 2002-1 CB. 561, modi
fied and amplified by Rev. Proc. 2002-19, 
2002-1 C.B. 696, and amplified, clarified, 
and modified by Rev. Proc. 2002-54, 
2002-2 CB. 432, or any successor. The 
change in method of accounting from fil
ing a Form 3115 results in a section 481 (a) 
adjustment. Further. the scope limitations 
in section 4.02 of Rev. Proc. 2002-9 do 
not apply. Moreover, for purposes of sec
tion 6.02(4)(a) of Rev. Proc. 2002-9, the 
taxpayer should include on line la of the 
Form 3115 the designated automatic ac
counting method change number "102". 

Section 1.446-1 (e)(3 )(ii) of the Income 
Tax Regulations authorizes the Commis-



sioner to prescribe administrative proce
dures setting forth the limitations, terms, 
and conditions deemed necessary to per
mit a taxpayer to obtain consent to chanoc e 

a method of accounting. In addition, sec-
tion 2.04 of Rev. Proc. 2002-9 pro
vides that unless specifically authorized 
by the Commissioner, a taxpayer may not 
request, or otherwise make, a retroactive 
change in method of accounting, regard
less of whether the change is from a per
missible or an impermissible method. See 
generally Rev. Rut. 90-38, 1990-1 C.B. 
57. 

In accordance with section 
1.446-l(e)(3)(ii), Rev. Rul. 90-38, 
and section 2.04 of Rev. Proc. 2002-9, 
a taxpayer making a section 179B(a) 
election for a prior taxable year by filing 
amended federal tax return(s) in accor
dance with this notice is hereby granted 
consent to make this retroactive change 
in method of accounting using a cut-off 
method. 

If a taxpayer already made a section 
179B(a) election on a federal income tax 
return that was filed before June 15,2006, 
but did not include with that return all of 
the information specified below under In
terim Rules, the taxpayer should attach a 
statement containing the information spec
ified below under Interim Rules to the tax
payer's next filed federal income tax re
turn. 

Interim rules: The election may be 
made by entering the deduction claimed 
at the appropriate place on a taxpayer's 
federal tax return for the taxable year in 
which the qualified capital costs are paid 
or incurred, and by attaching a statement 
to the return providing the amount of the 
qualified capital costs, thc calculation of 
the deduction under section 179B, a de
scription of the property for which the 
basis is reduced by the portion of the cost 
of the propcrty taken into account under 
the election, and the amount of that ba
sis rcduction. If, in accordance with this 
notice, a taxpayer is making a section 
179B(a) election for a prior taxable year 
by filing amended federal tax return(s), 
this statement should he attached to the 
amended federal tax return(s). If, in ac
cordance with this notice, a taxpayer is 
making a section I79B(a) election for a 
prior taxable year by filing a Form 3115 
for the first or second taxable year ending 

on or after December 31, 20()5, the \tate
ment should he attached to the Form 3115. 

4. Act Sec. 339 - Credit for Production 
of Low Sulfur Diesel Fuel 

Act section 339 allows cooperative 01"

ganization~ described in section 13~ I (a) or 
the Code to elect. on an anllu,d basis, un
der new section 45H(g) of the Code, to ap
portion any portion of the low sulfur diesel 
fuel production credit for the taxable year 
among patrons eligible to share in patron
age di vidend~ on the basis of the quantity 
or value of business done with or for tllO:-,e 
patrons for the taxable year. 

Effectil'e Dute: The election applie., to 
expenses paid or incurred after December 
31, 2002, in taxable years ending after that 
date. 

[)('{uilinl! .lor M{[king Election: The 
election must be made on a timely filed 
return (including extensions) for the tax
able year to which the election applies. If, 
before June 15, 2006, a cooperative filed 
its federal tax return for a taxable year 
ending after December 31, 2002, and if 
the cooperative wants to make a section 
45H(g) election to apportion any portion 
of the low sulfur diesel fuel production 
credit for that taxable year among patrons 
eligible to share in patronage dividends 
for that taxable year, the cooperati ve may 
make the election by tiling an amended 
return for that taxable year on or before 
November 15,2006. provided that all of 
these years are open under the period of 
limitations on assessment under section 
6501(a). If a cooperative already made 
a section 45H(g) election on a federal 
income tax return that \vas fi led before 
./une 15, 20()(), hut did not include with 
that return all of the information specified 
below under Interim Rules, the coopera
tive should attach a statement containing 
the information specified below under In
terim Rules to the cooperative', next filed 
federal income tax return. Once made, 
the election is irrevocable for that taxable 
year. 

Interim Rules: The election may be 
made by attaching the statement described 
in the instructions to new Form 8896, LO\\' 

Sulttlr Dicsel Fllcl Productio/l Credit, to 
the cooperati ve' s return. The cooperati ve 
should notify the patrons of the amount of 
credit apportioned to them in a written no
tice or on Form IOf)9-PATR, T({.whlt Dil-

rrihllliO!/.1 /?cccil'cd From CO()/ii'mtin' I. on 
m befOl"e the la,t day oj the payment period 
(as defined in '>ection 138.2{d)) for the tax
able ye,lr of the cooperative. 

D. Title IV - Tax Reform and 
Simplification for United State,> 
Businesses 

I. Act Sec. 4() I - Interl'\t Expense 
Allocation Rules 

Act section 40 I allows worldwide af
filiated groups (as defined in new section 
~64( f)( 1 )( C) of the ('ode) to make a one
time election, under new '>eelion 86-t(f) of 
the Code, to allocate intere,t expense on 
a worldwide basis. Act section -to I also 
provides a one-time electioll to cxpand the 
financial instilution group of a worldwide 
affiliated group. Once made, the election, 
apply ror the taxahle year for which made 
and all suhsequent taxahle years. unless re
voked with the consent of the Secretary. 

Efjl,ctil'c Datc: The election to alloclte 
interest expense on a worldwide hasis mav 
be made only for the first taxahle year h;
ginning after December 31. 2()O~, in which 
a worldwide affiliated group eXists that in
cludes at least I foreign corporation. The 
election to expand a financial institution 
group may be made only for the first tax
able year heginning aftcr Deeemher 31. 
200X, in which the pre-election worldwide 
affiliated group includes I or more finan
cial corporations. 

Dcm/line fiJr M(/king F/nriol1: Each 
election must he made hy the due date (in
cluding extensions) tor filing the return for 
the first taxahle year to which the election 
applies. 

II11C'-;1II Rules: Guidance for makinu 
these clections, which first hecome avail~ 
ahle in taxahle years heginning after 2()()X, 

will be provided In the instructions to Form 
III ~ or in other guidance at a later date. 

2. Act Sec. 404 . Reduction to .2 Forei!!n 
Tax Credit Ba~keh ~ 

Act section 404 allow, taxpayers to 
elcct, under new section l)()4(d)(2)(H)(ii) 
of the Code. to treat foreign tax paid or 

accrued in taxahle years he!!inninu after 
Decemher 31, 20()4, and be~fore J7111uarv 
I, 2007. on an amoullt that <.Illes not elll;
stitute inco111e for U.S. tax purposes as 
imposed on general limitatioll income or 
financial senice\ lIlcomc. Once the elcc-
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tion i~ made. it applies to the taxable year 
for which made and all subsequent taxable 
years beginning before January 1. 2007. 
unless revoked with the consent of the 
Commissioner, 

Etkcril'C Date: Foreign taxes paid or 
accrued in taxable years beginning after 
December 31. 200.l. and before January I. 
2007. 

Deadline fl)/' i'vll1killg Eil:'ctioll: The 
election must be made by the due date 
(including extensions) for filing the tax 
return for the first taxable year to which 
the election applies. 

If. before June 15. 2006. a taxpayer 
filed its federal tax return for a taxable 
year ending after December 31. 2004. and 
if the taxpayer wants to make a section 
L)O.l(d)(2)(H)(ii) election for foreign taxes 
paid or accrued during that taxable year. 
the taxpayer may make the election by 
filing an amended federal tax return for 
the taxable year in which the foreign taxes 
were paid or accrued. and all subsequent 
affected taxable year(s), on or before 
November 15. 2006. 

Illterilll Rilles: An election to treat tax 
on amounts that do not constitute income 
for U.S, tax purposes as imposed on finan
cial services income should be made by at
taching a statement to the applicable tax 
return and including the foreign taxes for 
which the election is made on the separate 
Form 1116 or Form 1118 fi led with respect 
to financial services income, No separate 
statement is required to elect to treat taxes 
on amounts that do not constitute income 
tor U ,S, tax purposes as imposcd on gen
eral limitation income. See Treas. Reg. 
~ I ,L)O.l-6(a)( I )(iv), If, in accordance with 
this notice. a taxpayer is making a section 
l)O-J.(d)(2)(H)(ii) election for a prior tax
able year by filing amended federal tax re
turn( s L this statement should be attached 
to the amended federal tax return(s). 

.~, Act Sec. -J.O!l - Translation of Foreign 
Taxe, 

Act sedilln -J.O!l allows taxpayers that 
llther\\'ise must translate foreign income 
tax payments at the average exchange rate 
to clect. under new ,ection 986(a)( I )(D) of 
the Code. to use the exchange rate in ef
ted on the date the taxes are paid, provided 
the fllreign taxe, are denominated in non
functional currency, Once maLie, the elec
tion applies to the taxable year for which 
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made and all SUbsequent taxable years un
less revoked with the consent of the Com
missioner. 

Ef{ectil'e Date: Taxable years begin
ning after December 31.2004, 

Deadlille for Making Election: The 
election must be made by the due date 
(including extensions) for filing the tax 
return for the first taxable ycar to which 
the election applies. 

If. before June IS, 2006, a taxpayer 
filed its federal tax return for a taxable 
year ending after December 31. 2004, and 
if the taxpayer wants to make a section 
986(a)( 1 )(D) election for that taxable year, 
the taxpayer may make the election by 
filing an amended federal tax return for 
the taxable year in which the foreign taxes 
were paid or accrued, and all subsequent 
affected taxable year(s), on or before 
November 15, 2006, 

Illterim Rules: A taxpayer may elect 
to use the payment date exchange rates 
to translate all foreign income taxes, or 
it may elect to use the payment date 
exchange rates to translate only those non
functional currency forcign income taxes 
that are attributable to qualified business 
units with U.S. dollar functional curren
cIes. The election should be made by 
attaching a statement to the applicable 
tax return. The statement should identify 
whether the election is made for all foreign 
taxes or only for foreign taxes attributable 
to qualified business units with a U.S. dol
lar functional currency, If, in accordance 
with this notice, a taxpayer is making a 
scction 986(a)(1)(D) election for a prior 
taxable year by filing amended federal tax 
return(s), this statement should be attached 
to the amended federal tax return(s). 

E. Title VII - Miscellaneous Provisions 

I. Act Sec. 706 - Certain Alaska Natural 
Ga, Pipeline Property treated as 7- Year 
Property 

Act section 706 allows taxpayers to 
elect. under new section 168(i)(l6)(B)(ii) 
of the Code, to treat any Alaska natural gas 
pipeline (as defined in section 168(i)(I6» 
that is placed in service after December 
31,2004, and before January 1, 2014. as 
being placed in service on January 1,2014. 
If the election is made, the Alaska natural 
gas pipeline that is subject to the election 
will be subject to depreciation beginning 

on January I. 2014. and will be 7-year 
property under section 16K( e)(3)( Cl. 

E/recti"e Date: Property placed in ser
vice after Decemba 31. 2004. 

Dl:'adlillc ./(1/' Makillg Election: The 
election must be made by the due date 
(including extensions) for filing the return 
for the taxable year the Alaska natural 
gas pipeline is placed in service (deter
mined before the application of section 
168(i)( 16)(B)(ii». 

lllterilll Rule: The election may be 
made by not claiming any depreciation for 
the pipeline on the return for the taxable 
year the Alaska natural gas pipeline is 
placed in service (determined before the 
application of section 168(i)(16)(B)(ii» if 
this taxable year is before the taxpayer's 
taxable yearthat includes January 1,2014, 

F. Title VIII - Revenue Provisions 

1. Act Sec. 909 - Sales or 
Dispositions to Implement Federal 
Energy Regulatory Commission or State 
Electric Restructuring Policy 

Act section 909 allows taxpayers that 
realize qualified gain from a qualifying 
electric transmission transaction (QETT) 
to elect, under new section 451(i) of the 
Code, to recognize all or part of the gain 
ratably over an 8-year period beginning 
with the year that includes the date of the 
QETT. 

Effective Date: QETTs after October 
22,2004, and before January 1,2007 (sub
sequently extended by the Energy Policy 
Act of 2005 to QETTs before January I, 
2008). 

Deadline for Making Election: The 
election must be made by the due date 
(including extensions) for filing the return 
for the taxable year in which the QETT 
occurred. 

If, before June 15, 2006, a taxpayer 
filed its federal tax return for a taxable 
year ending after October 22, 2004, and 
if the taxpayer wants to make a section 
451(i) election for a QETT occurring dur
ing that taxable year, the taxpayer may 
make the election either: (1) by filing an 
amended federal tax return for the taxable 
year in which the QETT occurred and all 
subsequent affected taxable year(s), on or 
before November 15.2006; or (2) by filing 
a Form 3115, Application for Change in 
Accoullting Method, for the first or second 



taxable year ending on or after December 
31, 2005, in accordance with the auto
matic change in method of accounting 
provisions of Revenue Procedure 2002-9, 
2002-1 CB. 327, as modified and clarified 
by Announcement 2002-17, 2002-1 CB. 
561, modified and amplified by Revenue 
Procedure 2002-19, 2002-1 CB. 696, 
and amplified, clarified, and modificd 
by Revenue Procedure 2002-54, 2002-2 
C.B. 432, or any successor. The change 
in method of accounting from filing a 
Form 3115 results in a section 481 (a) ad
justment. Further, the scope limitations in 
section 4.02 of Revenue Procedure 2002-9 
do not apply. Moreover, for purposes of 
section 6.02(4)(a) of Revenue Procedure 
2002-9, the taxpayer should include on 
line I a of the Form 3115 the designated 
automatic method change number "lOr. 

Section 1.446-1 (e)(3)(ii) of the Income 
Tax Regulations authorizes the Commis
simler to prescribe administrative proce
dures setting forth the limitations, terms, 
and conditions deemed necessary to per
mit a taxpayer to obtain consent to change 
a method of accounting. In addition, sec
tion 2.04 of Rev. Proc. 2002-9 pro
vides that unless specifically authorized 
by the Commissioner, a taxpayer may not 
request, or otherwise make, a retroactive 
change in method of accounting. regard
less of whether the change is from a per
missible or an impermissible method. See 
generally Rev. Rul. 90-38, 1990-1 CB. 
57. 

In accordance 
1.446-1(c)(3)(ii), Rev. 

with 
Rul. 

section 
90-38, 

and section 2.04 of Rev. Proc. 2002-9. a 
taxpayer making a section 451 (i) election 
for a prior taxable year by filing amended 
federal tax return(s) in accordance with 
this notice is hereby granted consent to 
make this retroactive change in method of 
accounting using a cut-off method. 

If a taxpayer already made a section 
451 (i) election on a federal income tax re
turn that was filed before June 15, 2006, 
but did not include with that return all of 
the information specified below under In
terim Rules. the taxpayer should attach a 
statement containing the information spec
ified below under Interim Rules to the tax
payer's next filed federal income tax re
turn. Once made, the election is irrevoca
ble. 

Interim Rules: The election may be 
made on a statement attached to the return 

for the taxable year in which the QETT 
occurred. that provides all of the detaib 
regarding the QETT. including a descrip
tion of the items of property sold; the date 
of the QETT; the amount of procceds re
alized and the amount of gain realized; a 
description of any cxempt utility property 
purchased. its cost. the date of purchase, 
and the identity of the purchaser (taxpayer 
or other member of the taxpayer's affili
atcd group); and a representation indicat
ing the total cost of exempt utility property 
the taxpayer intends to purchase. 

If, in accordance with this notice, a tax
payer is making a section 451(i) election 
for a prior taxable year by filing amended 
federal tax return(s), this statement should 
be attached to the amended federal tax re
turn(s). If. in accordance with this no
tice. a taxpayer is making a section 451 (i) 

election for a prior taxable year by filing 
a Form 3115 for the first or sccond tax
able year ending on or after December 31. 
2005, the statement should be attached to 
the Form 3115. 

PAPERWORK REDUCTION ACT 

The collection of information contained 
in this notice has been reviewed and ap
proved by the Office of Management and 
Budget in accordance with the Paperwork 
Reduction Act (44 U.S.C 3507) under 
control number 1545-1986. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMB control number. 

The collections of information in this 
notice are in sections A.I., B.I., B.2., CI., 
C2., C3., C.4., D.2., D.3., and FI. 

1. Act Sec. 102 (section A.I.) 
The estimated total annllal reporting or 

recordkeeping burden is 100 hours. 
The estimated annual burden per re

spondent/recordkeeper varies from 15 
minutes to 1 hour, depending on indi
vidual circumstances, with an estimated 
average of 30 minutes. The estimated 
number of respondents or recordkeepers 
is 200. 

The estimated annual frequency of re
sponses (used for reporting requirements 
only) is once. 

The likely respondents are businesses 
or other for-profit institutions, farms and 
individuals. 

This information is necded to inform 
the IRS that an election under section 
631 (a) has been revoked in accordance 
with Act section 102(c). 

2. Act section 242 (section B.1.1 
The estimated total annllal reporting or 

recordkeeping burden is 500 hours. 
The estimated annual burden per re

spondentlrecordkeeper varies from 30 
minutes to 10 hours. depending on indi
vidual circumstances, with an esti mated 
average of I hour. The estimated number 
of respondents or recordkeepers is 500. 

The estimated annual frequency of re
sponses (used for reporting requirements 
only) is once. 

The likely respondents are individuals 
and businesses. 

This information is needed to ensure the 
consistent treatment of participations and 
residuals for each property. 

3. Act section 244 (section B.2.) 
The estimated total annual reporting or 

recordkeeping hurden is 500 hours. 
The estimated annual burden per re

spondent/recordkeeper varies from 30 
minutes to 10 hours, depending on indi
vidual circumstances. with an estimated 
average of I hour. The estimated number 
of respondents or recordkeepers is 500. 

The estimated annual frequency of re
sponses (used for reporting requirements 
only) is once. 

The likely respondents are indi viduals 
and businesses. 

This information is needed to ensure 
that each film or television production 
qualifies for the deduction. 

4. Act section 313 (section c.l.) 
The estimated total annual reporting or 

recordkeeping burden is 40 hours. 
The estimated annual hurden per re

spondent/recordkeeper varies from 30 
minutes to 1.5 hours. depending on incli
vidual circumstances. with an estimated 
average of I hour. The estimated numher 
of respondents or recordkeepers is 40. 

The estimated annual frequency of re
sponses (used for reporting requirements 
only) is once. 

The likely respondents are cooperatives 
described in section 1381(a) 

This information is needed to support 
the pro rata apportionment among patrons 
of the cooperative. as allowed hy section 
40(g)(6). 

5. Act section 322 (section C2.) 
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The: e:'>ul1lakd total <lnl1u,tl re:portillg or 
r~cordke:~pi I1g burd~n i'> .' mi II ion lwur'> , 

Th~ ~,ti l11at~d ~II1I1Ual burdcn per rc
'>p0l1dCnllrcCl1rdkcq)cl \ Mie:s I·mlll 30 
minute'> tl) 3 IHlur" dcpending un illlli
\ Idll~tl ClrCUIll',tanL'l',>, \\ Ith an c,timaled 

a\ era~l' 01 I) hour" Thc l',til1l<ltcd I1UI11-
blT 11f rl''>pol1lienh 11r rl'l'ordh'l'per,> i.'> ~ 

million, 
Thc c\til11ated annual freljucnl'\ of rc

'>pon,c\ \ u,ed for reporting rcquirelllcnh 
'1I11y I i, (lnce, 

Thl' lIkely rc,pul1liL'nh arl' large timb~r 
pruduL'crs allli il1lkpen(iL'nt timber prl1Liuc
cr" inl'lUlling l1unindu\trial Lll1dl1\\ ncr,. 

Thi, Inlmmatiul1 i, nl'cdcd tll prnent 
thc Illlpruper ,hifting of b~l'" b~twccn 

qu~dJticd timber propcrtic\ for which de
pktll1l1 i, a\ailabk and qualified timber 
propcnic, lor which (kpkti(ln i, not ~\\'ail
ahk hccau\c all ckL'lion under section 1l)4 
ha, bccl1 madc, 

6, Act ,cction 33X (sectilln C.3,) 
The eslllllaled lotal annual n:porting or 

ICL'lmlkL'L'pi ng burden is 7':, hours, 
Thc cstimated annual burdcn per rc

,pondentirecordkeeper \aries from 30 
minutes to I hour. depcnding on indi
\ idual circumstances. \\'l1h an estimated 
a\l'ragc 11f 45 minutes. The estimated 
numhcr of respondent-. or rl'corclkeepers 
i'> 100, 

The e,tlm<lt~d annual frequel1cy of re
,pol1ses (used for reporting requirements 
nnly) is nnce, 

The likely respondents are businesses, 
ThiS informati(ln is needed to ensure 

Ihal the dcduL'lion is properly determined 
~Ind to cl1\urc the spcl'ific idcntification of 
each propcrty for \\ hich the basis Is re
duced, 

7. Act ,el·tion J.~l) (seL'lion C.4.) 

Thl' e,timated total annual reporting or 

rl'l'ordkL'l'ping ourdcn is 50 hours, 
Till' l',tilll~ltl'd annual olIrlkn pl'r 1'1.'

'>i1unLiL'nt/rcl'ordkeeper varie.,> frolll 30 
1Illnute, 10 1.5 hour" depcnding on indi
\ HIII,d L'irl'lIll1stance,>. \\ ith an c,tilllatl'li 
~I\ crage 01 I Iwur. Thl' e,tll11ateLi numocr 
III rl"pclildeill'> ur rL'L'clrdkccpcr, i, 50, 

Thl' e'till1~llcd dl1nu~d irl'l\lIellcy of rc
'1)"Il'l" l.lhCLi lIn rqlLlrt1l1g reql11!'elllenh 
c)\11\ Ii, c 1 Ill'l'. 

Thl' Ilkl'l:- rl''>pol1dCI1l'> 'IrCL'lmpClalilcs 
dl''>cribl'd 111 ,el'tilln I.<t-\ II a I, 

Thl' 11l111r!lUtillll I' Ill'l'lkd II) ,>upport 
Ihl' ,Q)Pllrtllll1lllL'nl I)ithe ,eLliLln -I5Htg) 
cTc'dll ,11I1C lllg p,ltnllh 1)1 d l'IHlpl'Lltlll' 
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S, ,.'..ct sl'ction 404 (,ection 0,2,) 

Th~ e,timateu tllt~tl annual reporting or 
n:l'(lrdkceping burden is 7.500 hOllrs, 

The e'>timated annual burden per re
'>pondentirl'cordkccper \'aries from 15 
mi nute, to I hour. depending on indi
I idual l'ircumstances, with an estimated 
:1\ erage of J() minutes, The estimated 
nlll11l1er Dr respondcnts or recordkeepers 
I, I.:\()()(), 

Th~ c,ti mated annual frel\uency of re
'pOIN~S (used for reporting requirements 
only) is once, 

The likely respondents are large multi
national corporations that are financial ser
vices entities. 

This information is needed to enable the 
IRS to verify the computation of the allow
able foreign tax credit. 

9, Act section 4()~ (section 0,3.) 

The estimatcd total annual reporting or 
recordkeeping burden is 25,000 hours, 

The estimated annual burden per re
spondent/recordkeeper varies from 15 
minutes to I hour. depending on indi
\'idual circumstances. with an estimated 
average of 30 minutes. The estimated 
number of respondents or rccordkeepers 
is 50,000. 

The estimated annual frequency of re
sponses (used for reporting requirements 
only) is once. 

The likely respondents are large multi
national corporations, 

This information is needed to enable the 
IRS to verify thc computation of the allow
able foreign tax credit. 

10, Act section 90l) (section F.I.I 
The estimated total annual reporting or 

record keeping burden is 1,000 hours, 
The estimated annual burden per re

"pondentirecordkeeper varics from 30 
minute, to 2 hours. depending on indi
\idual circumstances, with an estimated 
C1\ era~e of I hour. The estimated number 
of respondents or record keepers is 1,000, 

The e~tirnated annual frequency of re
'>ponse, (ll'>l'd for reporting requirements 
only I is once, 

The likely rcspondents are providers of 
electric transmi"ion services, 

This 1I1formation is nccded to ensure 
that the gain from the sale of certain elec
tric transmission property is properly re
pllrted. 

BOllks or records relating to a collection 
or information must be retained as long 
a\ their cllntenl'> may become material in 

the administration of any internal revenue 
la\\', Generally. tax returns and tax return 
information are confidential. as required 
by 26 U.s.e. 6103. 

EFFECT ON OTHER DOCUMENTS 

Re\,. Proc. 2002-l), 2002-1 e.B, 327, 

as modified and c1arificd hy Announce
ment 2002-17. 2002-1 e.B, 56\. modi
fied and amplified by Rev, Proc. 2002-19, 
2002-1 e.B, 696, and amplified, clarified, 
and modified by Rev, Proc. 2002-54. 
2002-2 e.B, 432, is modified and ampli
fied to include these automatic changes in 
method of accounting in the APPENDIX, 

DRAFTING INFORMATION 

The principal author of this notice is 
Hcnry S. Schneiderman of the Office of 
Associate Chief Counsel (Procedure & 
Administration). For further information 
regarding the elections under Act sections 
40 I. 404 or 408. contact the Office of 
Associate Chief Counsel (International) at 
(202) 622-3800 (not a toll-free call), For 
further information regarding the elections 
under Act sections 102, 242, 244. 313. 
322, 338, 339 or 706, contact the Office of 
Associate Chief Counsel (Passthroughs & 
Special Industries) at (202) 622-3000 (not 
a toll-free call). For further information 
regarding the election under Act section 
909, contact the Office of Associate Chief 
Counsel (Income Tax & Accounting) at 
(202) 622-4800 (not a toll-free call). 

26 CFR 601.20i: RlIiing.lllnd determination/etters, 

Rev. Proc. 2006-23 

SECTION 1. PURPOSE AND 
BACKGROUND 

.01 Purpose, This revenue procedure 
sets forth the procedures by which tax
payers may obtain assistance from the 
U ,S, competent authority under the pro
visions of tax coordination agreements 
entered into between the Internal Rev
enue Service (IRS) and the tax agencies 
of American Samoa. Guam, the Common
wcalth of thc Northern Mariana Islands 
(NMI). the United States Virgin Islands 
(USVI), and Puerto Rico (collectively, 
the possessions), as described in section 
I,m of this revenue procedure, The tax 



coordination agreements described in sec
tion 1.02 of this revenue procedure each 
contain provisions allowing the competent 
authorities of the United States and the 
possession to resolve by mutual agree
ment inconsistent tax treatment by the two 
jurisdictions. This revenue procedure up
dates Rev. Proc. 89-8, 1989-1 C.B. 778, 
to conform more closely with the current 
competent authority procedures. See, e.g .. 
Rev. Proc. 2002-52, 2002-2 C.B. 242, 
for tax treaty competent authority proce
dures. In addition, this revenue procedure 
reflects the tax coordination agreement 
entered into between the United States 
and the NMI, effective January 30, 2003. 
Finally, conforming changes to terminol
ogy are made to reflect administrative and 
organizational changes in the IRS. 

.02 Background. The IRS has entered 
into agreements, as described in para
graphs (1) through (5) of this section 1.02 
(coordination agreements) for coordinat
ing tax administration between the IRS 
and the tax agencies in American Samoa, 
Guam, the NMI, Puerto Rico, and the 
USVI (possession tax agencies). The 
coordination agreements authorize the 
exchange of information and mutual assis
tance with regard to taxes. In accordance 
with the coordination agreements, the IRS 
has established cooperative programs (or 
so-called "mutual agreement procedures") 
to resolve tax disputes arising from in
consistent positions taken by the IRS and 
a possession tax agency. The mutual 
agreement procedures generally permit 
taxpayers to request competent authority 
assistance when they consider that actions 
of the United States, possessions, or both, 
result or will result in taxation that is con
trary to the provisions of a coordination 
agreement. The Director, International 
(LMSB) acts as the U.S. competent au
thority under the coordination agreements 
with the responsibility for coordination 
and liaison of tax administration issues 
involving the possessions of the United 
States, including reaching mutual agree
ments in specific cases. See Delegation 
Order 4-36 (formerly D.O. 269) (effective 
11122/02). 

(1) American Samoa. The 'Tax Imple
mentation Agreement Between the United 
States of America and American Samoa" 
was signed by the Government of Amer
ican Samoa on December 10, 1987, and 
by the Government of the United States 

on January 7, 1988; it generally became 
effective on January 1. 1988 (American 
Samoa implementation agreement). Arti
cle 6 of the American Samoa implemen
tation agreement deals with the mutual 
agreement procedure on potential double 
taxation. 

(2) Guam. The 1977 "Agreement on 
Coordination of Tax Administration" en
tered into between the United States and 
Guam was amended to add section 10. 
The amendment was signed by the Gov
ernment of Guam on January 10, 1985, and 
by the Government of the United States on 
July 12, 1985, and became effective on that 
date (Guam coordination agreement). Sec
tion 10 of the Guam coordination agree
ment deals with the mutual agreement pro
cedure on potential double taxation. 

(3) Commonwealth of the Northern 
Mariana Islands. The "Tax Coordination 
Agreement Between the United States of 
America and the Commonwealth of the 
Northern Mariana Islands" was signed by 
the Government of the NMI on Decem
ber 5, 2002, and by the Government of 
the United States on January 30, 2003, 
and became effective on that date (NMI 
coordination agreement). Section 10 of 
the NMI coordination agreement deals 
with the mutual agreement procedure on 
potential double taxation. 

(4) Puerto Rico. The "Tax Coordi
nation Agreement Between the United 
States of America and the Commonwealth 
of Puerto Rico" was signed by the Gov
ernment of Puerto Rico on December 31, 
1988, and the Government of the United 
States on May 26, 1989; and became effec
tive on that date (Puerto Rico coordination 
agreement). Article 6 of the Puerto Rico 
coordination agreement deals with the 
mutual agreement procedure on potential 
double taxation. 

(5) United States Virgin Islands. The 
"Tax Implementation Agreement Between 
the United States of America and the Vir
gin Islands" was signed on February 24, 
1987, and took effect on that date (USVI 
implementation agreement). Article 6 of 
the US VI implementation agreement deals 
with the mutual agreement procedure on 
potential double taxation. 

SECTION 2. SCOPE 

. 01 In general. This revenue procedure 
sets forth the procedures by which taxpay-

ers may obtain assistance from the U.S. 
competent authority under the coordina
tion agreements. Taxpayers are urged to 
examine the mutual agreement procedure 
provisions or other specific provisions of 
the coordination agreement under \vhich 
they scek relief. in order to determine 
whether relief may be available in their 
particular case. This revenue procedure is 
not intended to limit or expand any spe
cific coordination agreement provisions 
relating to competent authority matters. 

.02 Requests for Assistallce. In gen
eral, requests by taxpayers for competent 
authority assistance must be submitted in 
accordance with this revenue procedure. 
However, where an agreement between 
the governments or other published ad
ministrative guidance provides specific 
procedures for requests for competent 
authority assistance, those procedures 
shall apply, and the provisions of this 
revenue procedure shall not apply to the 
extent inconsistent with such procedures. 
Taxpayers may consult the 'Tax Informa
tion for International Businesses" page 
at www.irs.gol' (http://www.irs.govlbusi
nesse slinternatiollallindex. html) for links 
to a variety of agreements and other docu
ments that may modify the procedures set 
forth in this revenue procedure. 

.03 General Process. If a taxpayer's 
request for competent authority assistance 
is accepted, the U.S. competent author
ity generally will consult with the compe
tent authority of the appropriate possession 
tax agency and attempt to reach a mutual 
agreement that is acceptable to all parties. 
If the taxpayer raises such a request with 
the possession tax agency, that agency gen
erally will consult with the U.S. competent 
authority in accordance with the applica
ble coordination agreement. However, this 
revenue procedure does not provide pro
cedure~ to be used by any possession tax 
agency. The U.S. competent authority also 
may initiate competent authority negotia
tions, as provided in each of the coordina
tion agreements, in any situation deemed 
necessary to protect U.S. interests. 

.04 Failure to Request Assistance. Fail
ure to request competent authority assis
tance or to take appropriate steps as neces
sary to maintain availability of the remedy 
may cause a denial of part or all of cred
its claimed under the Code (for example. 
under section 901. 902, or 932). See, e.g .. 
Treas. Reg. ~ 1.901-2(e)(5)(i). See a/so 
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section 9 of this re\'enUe procedure cnn
cerning proleclin? IlleaSUI'l~' and section II 
of this revenue procedure concerning the 
determination of creditahle taxes. 

. 0') /.1.1/(('.1 Regu/'ilillg COl'('/' (hn: Re
quests for competent authority assistance 
under thi, revenue procedure are not 
proper in cases in\'ol\ing the coyer over 
of funds. for exaIIlple under section 765,,), 
of the Code. The taxpayer lacks standing 
in sllch GI,es hecau,e matters concerning 
cnyer ()\'er are resolved on a govern
ment-tn-government basis. 

SECTION 3. GENERAL CONDITIONS 
uNDER WHICH THIS PROCEDURE 
APPLIES 

.0 I Gelleral. The coordination agree
ments provide generally that when. by rea
son of inconsistent positions taken by the 
IRS and a possession tax agency. a tax
payer is or would be subject to incon
sistent tax treatment by the two jurisdic
tions. the Director. International (LMSB) 
and the designated possession tax official 
shall seek to avoid double taxation. In 
particular. but not by way of limitation, 
the parties may exchange views to reach 
agreement on: (a) the same allocation of 
income. deductions. credits. or allowances 
bctween related persons: (b) the same de
termination of residency of a particular 
taxpayer. and (c) the same determination 
of the source of particular items of income 
and allocation and apportionment of ex
pem,e. Sec section 9 of this revenue pro
cedure. which prescribes protective mea
sures to be taken by the taxpayer and any 
concerned related person with respect to 
U.S. anel possession tax agencie,. S('£' also 
scction 12.02 of this revenue procedure for 
circumstances in which competent author
ity a"istance may be denied. 

'()2 RequircllIents o( a Coordination 
AgreclIlCilt. There is no authority for the 
U.S. competent authority to provide relief 
from U.S. tax or to provide other assis
t,ll1ce due to taxation arising under the 
tax !<\\\, of the posst'ssion or tht' Unitt'd 
States. unics, such authority is granted by 
tht' Cmit' or a cn,)rdination agreemt'nt. 

,03 Ajl!l/iclIhic STilndards in AlIoclItion 
CU.IC\. With respt'ct to rt'quesb for compe
tent autllLlrit\ assistance il1\olving the allo
(,Hinn of II1Cllll1e and deductions between 
a LIS. taxpaycr and a related person. the 
LIS, c,)t]1petent authority and its counter-
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part in the possession will be guided by the 
arm's length standard consistent with the 
regulations under section 482 of the Code. 
When negotiating mutual agreements on 
the allocation of income and deductions . 
the U.S. competent authority will take into 
account all of the facts and circumstances 
of the particular case and the purpose of 
the coordination agreement to avoid dou
ble taxation. 

. 0,,), H'ho C(/II File Requests for Assis
IiInce. The U.S. competent authority will 
consider requests for assistance from U.S. 
persons. as defined in section 770 I (a)(30) 
of the Code. For purposes of this rev
enue procedure, a U.S. person is referred 
to as "the taxpayer." Non-U.S. persons 
generally must present their initial request 
for assistance to the relevant possession 
tax agency. As noted in section 12.02 
of this revenue procedure. there are cir
cumstances in which the U.S. competent 
authority will not pursue assistance. 

.05 Closed Cases. A case previously 
closed after examination shall not be re
opened in order to make an adjustment un
favorable to the taxpayer unless the ex
ceptional circumstances described in Rev. 
Proc. 2005-32,2005-23 I.R.B. 1206 (pro
viding procedures for reopening cases if 
fraud. substantial error, or certain other cir
cumstances are present), are present. The 
U.S. competent authority may, but is not 
required to. accept a taxpayer's request 
for competent authority consideration that 
will require the reopening of a case closed 
after examination. 

.06 Possession Initiated Competent Au
thority Request. When the competent au
thority of a possession refers a request 
from a possession taxpayer to the U.S. 
competent authority for consultation un
der the mutual agreement procedure, the 
U.S. competent authority generally will re
quirc the U.S. rclated taxpayer (in the case 
of an allocation of income or deductions 
between related persons) or may require 
the possession taxpayer (in other cases) to 
file a request for competent authority as
sistance under this revenue procedure. 

,07 Requests Relating to Residence Is
SlIfS. U.S. competent authority assistance 
may be available to taxpayers seeking to 
clarify their residency status in the United 
States, Generally, competent authority as
sistance is limited to situations where res
olution of a residency issue is necessary 
in order to avoid double taxation. A re-

quest for assistance regarding a residency 
issue will be accepted only if it is estab
lished that the issue requires consultation 
with the possession tax agency in order to 
ensure consistent treatment hy the United 
States and the applicahle possession. The 
U.S. competent authority does not issue 
unilateral determinations with respect to 
whether an individual is a resident of the 
United States or of a possession . 

SECTION 4. PROCEDURES FOR 
REQUESTING COMPETENT 
AUTHORITY ASSISTANCE 

.0 I Time for FiliI/g. A request for 
competent authority assistance generally 
should be filed as soon as it appears that 
the taxpayer or a related person is or would 
be subject to inconsistent tax treatment by 
the IRS and a possession tax agency. In 
a case involving a U.S. initiated adjust
ment of tax or income resulting from a 
tax examination, a request for competent 
authority assistance may be submitted as 
soon as practicable after the amount of 
the proposed adjustment is communicated 
in writing to the taxpayer. Where a U.S. 
initiated adjustment has not yet been com
municated in writing (e.g., a notice of 
proposed adjustment) to the taxpayer, the 
U.S. competent authority generally will 
deny the request as premature. In the case 
of a possession examination, a request 
may be submitted as soon as the taxpayer 
believes such filing is warranted based on 
the actions of the possession proposing the 
adjustment. In a case involving the re-al
location of income or deductions between 
related entities, the request should not be 
filed until such time that the taxpayer can 
establish that there is the probability of 
double taxation. In cases not involving an 
examination, a request can be made when 
the taxpayer believes that an action or 
potential action warrants the assistance of 
the U.S. competent authority. Examples of 
such action include a ruling or promulga
tion by a possession tax agency concerning 
a taxation matter, or the withholding of 
a tax by a withholding agent. Except 
as otherwise provided in a coordination 
agreement. taxpayers have discretion over 
the time for filing a request; however, de
lays in filing may preclude effective relief. 
See section 9 of this revenue procedure, 
which explains protective measures to be 
taken by the taxpayer and any concerned 



related person with respect to U.S. and 
possession tax agencies. See a/so section 

7.06 of this revenue procedure for rules 
relating to accelerated issue resolution and 
competent authority assistance. 

.02 Place for FilinR. The taxpayer 
must send all written requests for, or any 
inquiries regarding, competent authority 
assistance to the Director, International 
(LMSB), Attn: Office of Tax Treaty, 
Internal Revenue Service, 1111 Constitu

tion Avenue, NW, Routing: MA3-322A, 
Washington, DC 20224. 

,03 Additional Filing, In the case of 
U.S. initiated adjustments, the taxpayer 

also must file a copy of the request with 
the office of the IRS where the taxpayer's 
case is pending. If the request is filed after 

the matter has been designated for litiga
tion or while a suit contesting the relevant 
tax liability of the taxpayer is pending in 
a U.S, court, a copy of the request also 
must be filed with the Associate Chief 
Counsel (International), Internal Revenue 
Service, 1111 Constitution Avenue, NW, 
Rm. 4554, Washington, DC 20224, with 

a separate statement attached identifying 
the court where the suit is pending and the 
docket number of the action. 

.04 Form of Request. A request for 
competent authority assistance must be in 
the form of a letter addressed to the Di
rector, International. It must be dated and 
signed by a person having the authority to 
sign the taxpayer's federal tax returns, The 
request must contain a statement that assis
tance is requested under the mutual agree
ment procedure with the possession and 
must include the information described in 

section 4.05 ofthis revenue procedure. See 
section 5 of this revenue procedure for re
quests involving small cases, 

.05 Information Required, The follow
ing information shall be included in the re
quest for competent authority assistance: 

(l) a reference to the specific coordina
tion agreement and the provisions therein 
pursuant to which the request is made; 

(2) the name, address, U.S. taxpayer 
identification number, and possession tax 
identification number (if any) of the tax
payer and, if applicable, all related persons 
involved in the matter: 

(3) if applicable, a description of the 

control and business relationships among 
the taxpayer and all relevant related per
sons for thc years in issue, including any 

changes in such relationshi ps to the date ot' 
filing the request: 

(4) a brief description of the issues for 

which competent authority assistance is re
quested, including a brief description of 
the relevant transactions, activities or other 
circumstances involved in the issues raised 

and the basis for the adjustment, if any: 
(5) the years and amounts involved with 

respect to the issue; 

(6) the IRS office which has made or 
is proposing to make the adjustment or, if 
known, the IRS office with examination 
jurisdiction over the taxpayer; 

(7) an explanation of the nature of the 
relief sought or the action requested in the 
United States or in the possession with re
spect to the issues raised, including a state
ment as to whether the taxpayer wishcs 
to avail itself of the relief provided under 
Rev. Proc. 99-32, 1999-2 C.B. 296, as 
indicated in section 10 of this revenue pro
cedure; 

(8) a statement whether the period of 
limitations for the years for which relief is 
sought has expired in the United States or 
in thc possession: 

(9) a statement of relevant U.S. and pos
session judicial or administrative proceed
ings which involve the taxpayer and all rel
evant related persons; 

(10) to the extent known by the tax
payer, a statement of relevant possession 
judicial or public administrative proceed
ings which do not involve the taxpayer or 
related persons, but involve the same issue 
for which competent authority assistance 
is requested; 

(II) a statement whether the request 
for competent authority assistance in
volves issues that are currently, or were 
previously, considered part of an Advance 
Pricing Agreement (APA) proceeding or 

other proceeding relevant to the issue un
der consideration in the United States or 
part of a similar procceding in the posses
sion; 

(12) a statement whether the taxpayer or 
related person is entitled to any possession 
tax incentive or subsidy program benefits 
for the year or years in question; 

(13) if bOlla/ide residence in a posses
sion is at issue, a statement of all facts and 
circumstances supporting such residence 
(see Treas. Reg. § 1.937-1); 

(14) a copy of any relevant correspon
dence received from the possession tax 
agency and copies of any briefs, protests, 

and other relevant material submitted to 

the possession tax agency: 
( 15) a copy of the possession tax retlllw; 

for the year or years in qlle~til1n: 

( 16) a statement whether the federal tax 
return of the taxpayer and, when applica
ble, the tax return of a relevant related per
son. for the year or years in question were 
examined. or arc being examined: 

(17) a statement whether a credit for 
a possession tax paid was claimcd on 
the taxpayer's federal tax retUfl1 for the 
tax year or ycars in question and, if a 
credit was claimed, whether the credit was 
claimed for all or part of the possession 
tax paid or accrued \\lith respect to the 
particular item that is the subjcct of the 
request for assistance; 

(18) if applicable, powers of attorney 
with respect to the taxpayer: 

(19) if the jurisdiction of an issue is with 
an Appeals office, a summary of prior dis
cussions of the issue with that office and 
contact information regarding the Appeals 
officer handling the issue: also, if appro
priate, a statement whether the taxpayer is 
requesting the Simultaneous Appeals pro
cedure as provided in section 8 of this rev
enue procedure; 

(20) in a separate section, include the 
statement and information required by sec
tion 9.02 of this revenue procedure if the 
request is to serve as a protective claim: 

(21) on a separate document, a state
ment that the taxpayer consents to the dis
closure to the possession tax agency (with 
the name of the possession specifically 
stated) and that possession tax agency's 
staff, of any or all of the items of in
formation set forth or enclosed in the re
quest for U.S. competent authority assis
tance within the limits contained in the co
ordination agreement under which the tax

payer is seeking relief. The taxpayer may 
request, as part of this statement. that its 
trade secrets not be disclosed to a posses
sion tax agency. This statement must be 
dated and signed by a person having au
thority to sign the taxpayer's federal tax 
returns and is required to facilitate the ad

ministrative handling of the request by the 
U.S. competent authority for purposes of 
the recordkeeping requirements of section 
6103(p) of the Code. Failure to provide 

such a statement will not prevent the U.S. 
competent authority from disclosing infor

mation under the terms of a coordination 
agreement. Sec section 6103(k)(4) of the 
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Code. Taxpayer~ are encouraged to pru
\ide duplicate~ to the U.S. aIllI possession 
competent authorities of ,til information 
nthen\ ise disclo,able under the coordina
tion agreement: 

(221 a penalties of perjury statement in 
the flll\owing form: 

Under penalties of perjury. I declare 
that I have examined this request. in
cluding aCl'(lmpanying documents. and. 
to the best of my knowledge and be
lid. the facts presented in support of 
the request for competent authority as
si~tance are true, correct and complete. 

The declaration must be signed by the per
,on or persons on whose behalf the request 
is being made and not by the taxpayer's 
representative. The person signing for a 
corporate taxpayer must be an authorized 
officer of the taxpayer who has personal 
knmvledge of the facts. The person sign
ing for a trust. an estate or a partnership 
must be respectively. a trustee. an execu
tor or a partner who has personal knowl
edge of the facts: and 

(23) any other information required or 
requested under this revenue procedure, as 
applicable. See. e.g .. section 7.06 of this 
revenue procedure. which requires the pro
\'ision of certain information in the case of 
a request for the accelerated competent au
thority procedure. and section 10 of this 
revenue procedure. which requires the pro
vision of certain information in the case 
of a request for Rev. Proc. 99-32 treat
ment. Requests for supplemental informa
tion may include items such as detailed fi-

Taxpayer 

Individual 
Corporation/Partnership 
Other 

.0:1 SlIIail Case Filing Procedllre. The 
ahhreyiated request for competent author
ity a"istance under the small case proce
dure mu\t he dated and signed by a per
,nn ha\'ing the authority to sign the tax
payer's federal tax returns. Although other 
infnrmation and documentation may be re
ljue,tL'd at a later dale'. the initial request for 
a,si,tance shLluld include the following in
formation and materials: 

I I ) ~I ,tatel1lent 1I1dicating that this is a 
matter ,uhject to the small case procedure: 

I~) the name. addres\. U.S. taxpayer 
Identification nUl1lher. and po, session tax-
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nancial information. comparability analy
sis. or other material relevant to a transfer 
pricing analysis. 

.06 Other DisfJiltc Resoilition Pro
grams. Requests for competent authority 
assistance that involve an APA or Pre-Fil
ing Agreement request must include any 
other information required under the rele
vant revenue procedure. 

.07 Other Doclimentation. In addi-
tion. the taxpayer shall. on request, submit 
any other information or documentation 
deemed necessary by the U.S. or pos
session competent authority for purposes 
of reaching an agreement. This includes 
English translations of any documentation 
required in connection with the competent 
authority request. 

.08 Updates. The taxpayer must keep 
the U.S. competent authority informed of 
all material changes in the information or 
documentation previously submitted as 
part of, or in connection with. the request 
for competent authority assistance. The 
taxpayer also must provide any updated 
information or new documentation that 
becomes known or is created after the 
request is filed and that is relevant to the 
resolution of the issues under considera
tion. 

.09 COlljerellces. To the extent possi
ble, the U.S. competent authority will con
sult with the taxpayer regarding the sta
tus and progress of the mutual agreement 
proceedings. The taxpayer may request a 
pre-filing conference with the U.S. compe
tent authority to discuss the mutual agree-

payer identification number (if any) of the 
taxpayer and. if applicable. all related per
sons involved in the matter: 

(:I) a description of the issue and the 
nature of the relief sought: 

(4) the taxable years and amounts in
volved with respect to the issues: 

(5) the name of the possession; 
(6) a statement whether the taxpayer or 

related person is entitled to any possession 
tax incentive or subsidy program benefits 
for the year or years in question: 

(71 if bOlla fide residence in a posses
sion is at issue. a statement of all facts and 

ment process with respect to matters cov
ered under a conrdinatilln agreement. in
cluding discussion of the proper time fix 
filing. the practical aspects 01' obtaining re
lief and al'lions llecessary to facilitate the 
proceedings. Similarly. aftcr a matter is re
solved by the competent authorities. a tax
payer may also request a conference with 
the U.S. competent authority to discuss the 
resolution. 

.10 Cop.'" 10 fiJI' Po.I.ll'ssioIlS. The tax
payer shall provide a copy of any request 
for competent authority assistance under 
this revenue procedure to the possession 
tax agency. 

SECTION 5. SMALL CASE 
PROCEDURE FOR REQUESTING 
COMPETENT AUTHORITY 
ASSISTANCE 

.0 I General. To facilitate requests for 
assistance involving small cases. this sec
tion provides a special procedure simpli
fying the form of a request for assistance 
and, in particular. the amount of informa
tion that initially must be submitted. All 
other requirements of this revenue proce
dure continue to apply to requests for as
sistance made pursuant to this section. 

.02 Small Case Slandarc/s. Eligible tax
payers may file an abbreviated request for 
competent authority assistance in accor
dance with this section if the total proposed 
adjustment involved in the matter is not 
greater than the following: 

Proposed Adjustment 

$ 200.000 
$1.000,000 
$ 200,000 

circumstances supporting such residence 
(see Treas. Reg. ~ 1.937-1); 

(8) if applicable, powers of attorney 
with respcct to the taxpayer: 

(9) on a separate document, a statement 
that the taxpayer consents to the disclo
sure to the possession tax agency (with the 
name of the possession specifically stated) 
and that possession tax agency's staff. of 
any or all of the items of information set 
forth or enclosed in the request for U.S. 
competent authority assistance within the 
limits contained in the coordination agree
ment under which the taxpayer is seeking 



relief. The taxpayer may request, as part 
of this statement, that its trade secrets not 
be disclosed to a possession tax agency. 
This statement must be dated and signed 
by a person having authority to sign the 
taxpayer's federal tax returns and is re
quired to facilitate the administrati ve han

dling of the request by the U.S. competent 
authority for purposes of the recordkeep
ing requirements of section 61 03(p) of the 
Code. Failure to provide such a statement 
will not prevent the u.s. competent author
ity from disclosing information under the 
terms of a coordination agreement. See 

section 6103(k)( 4) of the Code; and 
(l0) a penalties of perjury statement in 

the following form: 
Under penalties of perjury, I declare 
that I have examined this request, in
cluding accompanying documents, and, 
to the best of my knowledge and be
lief, the facts presented in support of 

the request for competent authority as
sistance are true, correct and complete. 

The declaration must be signed by the per
son or persons on whose behalf the request 
is being made and not by the taxpayer's 
representative. The person signing for a 
corporate taxpayer must be an authorized 
officer of the taxpayer who has personal 
knowledge of the facts. The person sign
ing for a trust, an estate or a partnership 
must be respectively, a trustee, an execu
tor or a partner who has personal knowl
edge of the facts. 

SECTION 6. RELIEF REQUESTED 
FOR POSSESSIONS INITIATED 
ADJUSTMENT WITHOUT 
COMPETENT AUTHORITY 
INVOLVEMENT 

Taxpayers seeking correlative relief 
with respect to a possession initiated ad
justment should present their request to the 
U.S. competent authority. However, when 
the adjustment involves years under the 
jurisdiction of the Industry or Area Direc
tor or IRS Appeals, taxpayers sometimes 
try to obtain relief from these offices. This 
may occur, for example, if the adjust
ment involves a re-allocation of income 
or deductions involving a related person. 
In these cases, taxpayers will be advised 
to contact the U.S. competent authority 
office. In appropriate cases, the U.S. com
petent authority will advise the Industry 
or Area Director or IRS Appeals office 

on appropriate action. The U.S. compe

tent authority may request the taxpayer to 
provide the information described under 
sections 4.05 and 4.07 of this revenue 

procedure. Failure to request competent 
authority assistance may result in denial of 
correlative relief with respect to the issue, 
including applicahle tax credits. 

SECTION 7. COORDINATION WITH 
OTHER ADMINISTRATIVE OR 
JUDICIAL PROCEEDINGS 

.01 Suspensio/1 of AdministmTi\'(! Ac

tion with Respect To U.S. Adjustments. 

When a request for competent authority 
assistance is accepted with respect to a 
U.S. initiated adjustment, the IRS will 
postpone further administrative action 
with respect to the issues under competent 
authority consideration (such as assess
ment or collection procedures), except (a) 
in situations in which the IRS may be re
quested otherwise by the U.S. competent 
authority, or (b) in situations involving 
cases pending in court and in other in
stances in which action must be taken to 
avoid prejudicing the U.S. Government's 
interest. The normal administrative pro
cedures continue to apply, however. to 
all other issues not under U.S. competent 
authority consideration. For example, if 
there are other issues raised during the 
examination and the taxpayer is not in 
agreement with these issues, the usual 
procedures for completing the examina
tion with respect to these issues apply. 
If the taxpayer is issued a 30-day letter 
with respect to these issues and prepares a 
protest of the unagreed issues, the taxpayer 
need not include any unagreed issue under 

consideration by the competent author
ity. Following the receipt of a taxpayer's 
protest, normal IRS Appeals procedures 
shall be initiated with respect to those 
issues not subject to competent authority 

consideration. 
.02 Coordinatio/1 with IRS Appeals. 

Taxpayers that disagree with a proposed 
U.S. adjustment either may pursue their 

right of administrative review with IRS 
Appeals before requesting competent 
authority assistance or may request com
petent authority assistance immediately. 
However, the U.S. competent authority 
will not unilaterally withdraw' an adjust

ment that should more properly be within 
the jurisdiction of Appeals. IRS Appeals· 

consideration, if any, of potl'ntial c()m~ 

petent authority matter, will be maue 

without regard to other is,ue, or con
siderations that do Ilot il1\oln: potential 

competent authority matters. Taxpayers 
who are pursuing their rights with IRS 

Appeals may contact the competent au
thority if they believe they have a potential 
competent authority issue. If a taxpayer 
decides to make a competent authority 
request, the taxpayer may chom;e to m'lke 
a request pursuant to the Simultancou, 
Appeals procedures in sectioIl X of this 
revenue procedure or otherwise. Prior 
actions taken with respect to al1 issue af~ 

ter settlement discussions with Appeab 
have commenced on that issue, but before 

a competent authority request is made. 
will be carefully scrutinized, as such dis

cussions may jeopardize the competent 
authority's ability to do more than seek 
correlative relief (cf section 7.(5). If 
a taxpayer makes a competent authority 
request, the taxpayer is deemed to consent 
to the U.S. competent authority contacting 
IRS Appeals. See Rev. Proe. 2000-..f3, 
2000-2 C.B. 404 . 

. 03 Coordination wiTh LiligotlO/l. The 
U.S. competent authority will not, without 
the consent of the Associate Chief Coun
sel (International), accept (or continue to 
consider) a taxpayer's request for lIssi'i
tance if the request involves a taxable pe
riod pending in a U.S. court or involves 
a matter pending in a U.S. court or des
ignated for litigation for any taxable pe
riod. If the case is pending in the United 
States Tax Court. the taxpayer may, in ap
propriate cases, be asked to join the IRS in 
a motion to sever issues or delay trial pend
ing completion of the competent author
ity proceedings. If the case is penuing in 
any other court, the Associate Chief Coun
sel (international) will consult with the Dc
partment of Justice about appropriate ac
tion, and the taxpayer may, in appropriate 
cases, be asked to join the U.S. Govern
ment in a motion to sever issues or dclay 
trial pending completion of the competent 
authority proceedings. Final decision 011 

severing issues or delaying trial rests with 
the court. The fili ng of a competent author
ity request does not, howevcr, relieve the 
taxpayer from taking any action that may 

be necessary or required with respect to lit~ 
igation. 

.04 Coordination wiTh OTher .·\/rCrT/U

til'e Dispute Rc,\()lutillll IIlId Pr('~Filil/g 
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ProCl!dllre.l. Competent authority assis
tance i, a\ ailable to taxpayers in con
junctiun \\ith other alternati\c dispute 
re,olution and pre-filing procedures in 
order to ensure taxation in accordance 
with the coordination agreement. Other 
revenue procedures and IRS publications 
,hould be consulted as necessary with 
regard to specific matters. See, e.g .. Re\'. 
Proe. 2()()6-9. 2006-2 I.R.B. 278 (con
cerning APAs): Rcv. Proc. 2005-12. 
2005-2 I.R.B. :Ill (concerning Pre-Filing 
,\grccments). Taxpayers that have appli
cations ul1lkr any other dispute resolution 
procedures should seek competent author
ity a"istance as early as possible if they 
believe they have potential competent au
thority issues. 

.05 Et/l,ctl of' Ag rcellients or Judicial 
Determinations on Competcilt Alit/writ\' 
Proceedings. If a taxpayer either executes 
a closing agreement with the IRS (whether 
or not <.:ontingent upon competent au
thority relicf) with respect to a potential 
competent authority issue or reaches a set
tlement on the issue with IRS Appeals or 
with Chief Counsel pursuant to a closing 
agreement or other written agreement, the 
U.S. competent authority will endeavor 
only to obtain a colTelative adjustment 
from the possession tax agency and will 
not undertake any actions that will other
wise change such agreements. However. 
the U.S competent authority wilL in ap
propriate cases, consider actions necessary 
for the purpose of providing treatment sim
ilar to that provided in Rev. Proc. 99-32. 
Once a taxpayer'~ tax liability for the tax
able periods in issue has been determined 
by a U.S. court (including settlement of 
the proceedings before or during trial), the 
U.S. competent authority similarly will 
cndeavor only to obtain correlative relief 
from the pos,;ession tax agency and will 
not undertake any action that would oth
erwise reduce the taxpayer's federal tax 
liability for the taxable periods in issue 
as determined by a U.S. court. Taxpayers 
therefore should be aware that in these 
situations. as well as in situations where a 
pnsse>sion tax agency takes a similar posi
tiun \\ ilh respect to issues resohed under 
the possessIOn' s domestic laws. relief 
from double taxation may be jeopardized. 

.()6 04.(( ciemf('(/ COll1pelenl AliI/lOrin' 
P/'(!,·cdll}'e. :\ ta\payer requesting compe
l\.'llt authority assistance \\ith respect to an 
isslie rai,ed by the IRS also may request 
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that the competent authorities attempt to 
resolve the issue for subsequent taxable 
periods for which returns have been filed 
if the same issue continues in those peri
ods. Sec also Rev. Proe. 94-07. 1994-2 
C.B. 800. concernll1g the Accelerated Is
sue Resolution (AIR) process. The U.S. 
competent authority will consider the re
quest and will contact the appropriate IRS 
field office to consult on whether the issue 
should be resolved for subsequent taxable 
periods If the IRS field office consents 
to this procedure. the U.S. competent au
thority will address with the possession 
competent authority the request for such 
taxable periods. For purposes of resolving 
the issue, the taxpayer must furnish all rel
evant information and statements that may 
be requested by the U.S. competent au
thority pursuant to this revenue procedure. 
In addition, if the case involves a Coordi
nated Industry Case (CIC) taxpayer, the 
taxpayer must furnish all relevant informa
tion and statements requested by the IRS, 
as described in Rev. Proc. 94-67. 1994-2 
CB. 800. If the case involves a non-CrC 
taxpayer. the taxpayer must furnish all rel
evant infonnation and statements that may 
be requested by the IRS field office. A 
request for the accelerated competent au
thority procedure may be made at the time 
of filing a request for competent authority 
assistance or at any time thereafter. but 
generally before com:lusion of the mutual 
agreement in the case; however, taxpayers 
are encouraged to request the procedure 
as early as practicable. The application 
of the accelerated procedure may require 
the prior consent of the Associate Chief 
Counsel (International). See section 7.03 
of this revenue procedure. A request for 
the accelerated competent authority pro
cedure must contain a statement that the 
taxpayer agrees that: (1) the inspection 
of books of account or records under the 
accelerated competent authority procedure 
will not preclude or impede (under section 
7605(b) or any administrative provision 
adopted by the IRS) a later examination of 
a return or inspection of books of account 
or records for any taxable period covered 
in the accelerated competent authority as
sistance request, and (2) the IRS need not 
comply with any applicable procedural 
restrictions (for example, providing notice 
under section 7605(b») before beginning 
such examination or inspection. The ac-

celerated competent authority procedure is 
not subject to the AIR process limitations. 

SECTION 8. SIMULTANEOUS 
APPEALS PROCEDURE 

.0 I General. A taxpayer filing a request 
for competent authority assistance under 
this revenue procedure may. at the same 
time or at a later date, request IRS Ap
peals' consideration of the competent au
thority issue under the procedures and con
ditions provided in this section. The U.S. 
competent authority also may request IRS 
Appeals' involvement if it is determined 
that such involvement would facilitate the 
negotiation of a mutual agreement in the 
case or otherwise would serve the interest 
of the IRS. The taxpayer may, at any time, 
request a pre-filing conference with the of
fices of the Chief of IRS Appeals and the 
U.S. competent authority to discuss the Si
multaneous Appeals procedure. See sec
tion 7.02 of this revenue procedure for co
ordination with the competent authority of 
cases already in IRS Appeals, However, 
arbitration or mediation procedures that 
otherwise would be available through the 
IRS Appeals process are not available for 
cases in the simultaneous appeals proce
dure. See Announcement 2000-4, 2000-1 
C.B. 317, as extended by Announcement 
2002-60, 2002-2 C.B. 28, or any sub
sequent announcement; and Rev. Proc. 
2002-44,2002-2 CB. 10. 

.02 Time for Requesting the Simultane
ous Appeals Procedure. 

(I) When Filing For Competent Author
ity Assistance. The Simultaneous Appeals 
procedure may be invoked at any of the 
following times: 

(a) When the taxpayer applies for com
petent authority assistance with respect to 
an issue for which the examining IRS of
fice has proposed an adjustment and before 
the protest is filed; 

(b) When the taxpayer files a protest 
and decides to sever the competent author
ity issue and seek competent authority as
sistance while other issues are referred to 
IRS Appeals: and 

(c) When the case is in IRS Appeals and 
the taxpayer later decides to request com
petent authority assistance with respect to 
the competent authority issue. The tax
payer may sever the competent authority 
issue for refelTal to the U.S. competent au
thority and invoke the Simultaneous Ap-



peals procedure at any time when the case 
is in IRS Appeals but before settlement of 
the issue. Taxpayers, however, are encour
aged to invoke the Simultaneous Appeals 
procedure as soon as possible. preferably 
as soon as practicable after the first IRS 
Appeals conference. 

(2) After Filing For Competent Author
ity Assistance. The taxpayer may request 
the Simultaneous Appeals procedure at 
any time after requesting competent au
thorityassistance. However. a taxpayer's 
request for the Simultaneous Appeals pro
cedure generally will be denied if made 
after the date the U.S. position paper is 
communicated to the possession compe
tent authority, unless the U.S. competent 
authority determines that the procedure 
would facilitate an early resolution of the 
competent authority issue or otherwise is 
in the best interest of the IRS. 

.03 Cases Pending ill Court. If the mat
ter is pending before a U.S. court or has 
been designated for litigation andjurisdic
tion has been released to the U.S. compe
tent authority, a request for the Simulta
neous Appeals procedure may be granted 
only with the consent of the U.S. com
petent authority and the Associate Chief 
Counsel (International). 

.04 Request for Simultaneous Appeals 
Procedure. The taxpayer's request for the 
Simultaneous Appeals procedure should 
be addressed to the U.S. competent au
thority either as part of the initial compe
tent authority assistance request or, ifmade 
later, as a separate letter to the U.S. com
petent authority. The request should state 
whether the issue was previously protested 
to IRS Appeals for the periods in compe
tent authority or for prior periods (in which 
case a copy of the relevant portions of the 
protest and an explanation of the outcome, 
if any, should be provided). The U.S. com
petent authority will send a copy of the re
quest to the Chief of IRS Appeals, who, 
in tum, will forward a copy to the appro
priate Area Director. When the U.S. com
petent authority invokes the Simultaneous 
Appeals procedure, the taxpayer will be 
notified. The U.S. competent authority has 
jurisdiction of the issue when the Simulta
neous Appeals procedure is invoked. 

.05 Role of IRS Appeals ill the Simulta
neous Appeals Procedure. 

(1) IRS Appeals Process. The IRS Ap
peals representative assigned to the case 
will consult with the taxpayer and the 

U.S. competent authority for the purpose 
of reaching a resolution of the unagreed 
issue under competent authority jurisdic
tion before thc issue is presented to the 
possession competent authority. For this 
purpose. established IRS Appeals proce
dures generally apply. The IRS Appeals 
representati ve will consult with the U.S. 
competent authority during this process 
to ensure appropriate coordination of the 
IRS Appeals process with the competent 
authority procedure, so that the terms of a 
tentative resolution and the principles and 
facts upon which it is based are compatible 
with the position that the U.S. competent 
authority intends to present to the posses
sion competent authority with respect to 
the issue. Any resolution reached with 
the IRS under this procedure is subject 
to the competent authority process and, 
therefore. is tentative and not binding on 
the IRS or the taxpayer. The IRS will 
not request thc taxpayer to conclude the 
IRS Appeals process with a written agree
ment. The conclusions of the tentative 
resolution, however, generally will be 
reflected in the U.S. position paper used 
for negotiating a mutual agreement with 
the possession competent authority. The 
procedures under this section do not give 
taxpayers the right to receive reconsidera
tion of the issue by IRS Appeals where the 
taxpayer applied for competent authority 
assistance after having received substan
tial IRS Appeals consideration. Rather, 
the IRS may rely upon, but necessarily will 
not be bound by, such previous consider
ation by IRS Appeals when considering 
the case under the Simultaneous Appeals 
procedure. 

(2) Assistance to Us. C olllpetellf Au
thority. The U.S. competent authority is 
responsible for developing a U.S. position 
paper with respect to the issue and for con
ducting the mutual agreement procedure. 
Generally, requesting IRS Appeals' con
sideration of an issue under competent au
thority jurisdiction will not affect the man
ner in which taxpayers normally are in
volved in the competent authority process. 

.06 Denial or Termination or Simulta

neous Appeals Procedure. 
(1) Taxpayer's Termination. The tax

payer may, at any time, withdraw its re
quest for the Simultaneous Appeals proce
dure. 

(2) IRS's Denial or Termination. The 
U.S. competent authority, the Chief of IRS 

Appeals or the appropriate Area Director 
may decidc to deny or terminate the Simul
taneous Appeals procedure if the proce
dure is determined to be prejudicial to the 
mutual agreement procedurc or to the ad
ministrative appeals process. For example, 
a taxpayer that received IRS Appeals con
sideration before requesting competent au
thority assistance. but was unable to reach 
a settlement in IRS Appeals, may be de
nied the Simultaneous Appeals procedure. 
A taxpayer may request a conference with 
the otlices of the U.S. competent authority 
and the Chief of IRS Appeals to discuss the 
denial or termination of the procedure. 

.07 Retllming to IRS Appeals. If the 
competent authorities fail to agree or if the 
taxpayer does not accept the mutual agree
ment reached by the competent authorities, 
the taxpayer will be permitted to rcfer the 
issue to IRS Appeals for further consider
ation. 

.08 IRS Appeals' COllsideraliun or Non
Competent Authority Issues. The Simul
taneous Appeals procedure does not af
fect the taxpayer's rights to IRS Appeals' 
consideration of other unresolved issues. 
The taxpayer may pursue settlement dis
cussions with respect to the other issues 
without waiting for resolution of the issues 
under competent authority jurisdiction. 

SECTION 9. PROTECTIVE 
MEASURES 

.01 General. The taxpayer or related 
persons should take protective measures 
with the U.S. and possession tax agencies 
so that the implementation of any agree
ment reached by the competent authorities 
or alternative remedies outside of the com
petent authority process are not barred by 
administrati \ie, legal or procedural barri
ers. Such barriers may arise either before 
or after a competent authority request is 
filed. Protective measures include, but are 
not limited to: (a) filing protective claims 
for refund or credit; (b) staying the expi
ration of any period of limitations on the 
making of a refund or other tax adjustment; 
(c) avoiding the lapse or termination of the 
taxpayer's right to appeal any tax determi
nation: (d) complying with all applicable 
procedures for invoking competent author
ity consideration; and (e) contesting an ad
justment or seeking an appropriate correl
ative adjustment with respect to the U.S. 
or possession lax. A taxpayer should take 
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protecti\t~ mea~ures in a timely manner. 
that is. in a manner that aillms ~uffiL'ient 
time for appropriate procedures to he com
pleted and effective hefore harners arise. 
Generally. a taxpayer shl)lIid consider. at 
the time an adju~tl11ent is first proposed. 
which proh::cti ve measures may be neces
sary and when such measures should be 
taken. H(l\\'e\'er. earlier consideration of 
appropriate actions may he desirable. for 
example. in the case of a recurring adjust
ment or where the taxpayer otherwise is 
on notice that an adjustment is likely to be 
proposed. Taxpayers may consult with the 
U.S. competent authority to determine the 
need for and timing of protective measures 
in their particular case. 

.0] Filillg Protcctil'c Ciililll fiJI' Credit 
or Reti/lld \\'ith iI COlllpetclII Alii/writ\' Re
(llIc.ll. 

( I) III Cmeral. A valid protectivc claim 
tor crcdit or refund must meet the require
ments of section 640] of the Code and 
the regulations thereunder. Accordingly. a 
protective claim must (a) fully advise the 
IRS of the grounds on which credit or re
fund is claimed: (b) cuntain sufficient fach 
to apprise the IRS of the exact basis of the 
claim: (c) state the yearfor which the claim 
is being made: (d) be on the proper form: 
and (d be verified by a written declaration 
made under penalties of perjury. 

(2) Treilllllcllt (If' Compelcm AlIlhorirv 
RC(llIC.lt (IS Pmteetil'c Ciilim. The [RS will 
treat a request for competent authority as
sistance itself as one or more protective 
claims for credit or refund with respect to 
i~sues raised in the request and within the 
Jurisdiction of the competent authority and 
will not require a taxpayer to file the form 
described in Treas. Reg. * 30\.640]-3 
\\'ith respect to those issues. provided that 
the rCl\uest meets the other requirements 
of scction 6402 of the Code and the regu
lations thcrcunder. as described in section 
l)'()2( I ) of this revenue procedure. The in
formatiull cOllstituting the protectile claim 
should bc set forth in a separate section 
of the request for assistance and captioned 
"Pwtecti\c claim pursuant to ,ectioll 9.02 
of Re\ Proc. ~()()6-]3." The penalties 
or pel'Jury statement descrihed in sections 
.. I.()'i( ~2) and 'i.(n( 10) llf this relenue pro
L'edurc satisfies the rCl\uircment for the 
\I ritten declaration and a separate dcclara
tilll1 is not required 

.03 P!'otcctll'C Filing Bcfi)!'c COlllpetent 
AII/llo!'it\' Re(/lIesT. 
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( I) /11 8£'neral. There may be situa
tions in which a taxpayer would be unable 
to file a formal competent authority assis
tance rel\uest before the period of limita
tions would expire with respect to thc af
fected U.S. return. In these situations. be
fore the period of limitations expires. the 
taxpayer should file a protective claim for 
credit or refund of the taxes attrihutable to 
the potential competent authority issue to 
ensure that alternative remedies outside of 
the competent authority process will not be 
barred. Situations for which a protective 
filing may be appropriate include: (i) the 
possession is considering but has not yet 
proposed an adjustment: or (ii) the posses
sion has proposed an adjustment but the 
taxpayer or re lated person decides to pur
sue administrative or judicial remedies in 
the possession. 

(2) Letter to Compctellf AUThoritv 
Trcared as Protecth'e Claim. In situa
tions in which a protective claim is filed 
prior to submitting a request for compe
tent authority assistance. the taxpayer may 
make a protective claim in the form of 
a letter to the competent authority. The 
letter must indicate that the taxpayer is 
filing a protecti ve claim and set forth, to 
the extent available, the information re
quired under paragraphs (I) through {10) 

of section 4.05 or under paragraphs (I) 
through (5) of section 5.03 of this rev
enue procedure. The letter must include a 
penalties of perjury statement as described 
in sections 4.05(22) and 5.03(10) of this 
revenue procedure. The letter must be 
filed in the same place and manner as a 
request for competent authority assistance. 
The IRS will treat the letter as a protective 
claim(s) with respect to issues raised in the 
Iettcr to and within the jurisdiction of the 
competent authority and will nut require 
a taxpayer to file the form described in 
Treas. Reg. § 301.6402-3 with respect 
to those issues. provided that the request 
meets the other requirements described in 
section 9.02( I) of this revenue procedure. 
The letter must include the caption "Pro
tecti~e claim pursuant to section 9.03 of 
Rev. Proc. ]()()6-23." 

(3) Notificatioll Requirement. After fil
ing a protective claim. the taxpayer period
ically must notify the U.S. competent au
thority whether the taxpayer still is consid
ering filing fur competent authority assis
tance. The notification must be filed ev
ery twelve months until the fonnal request 

for competent authority assistance is filed. 
The U.S. competent authority may deny 
competent authority assistance if the tax
payer fails to file this annual notification. 

(4) No COlIslllwtioll herll'e£'11 COII/pe
tl'llt Awhoritics ulltil For/l/ill Reql/est is 
Filed. The U.S. competent authority gen
erally will not undertake any consultation 
with the possession competent authority 
with respect to a protective claim filed un
der section 9.03 of this revenue procedure. 
The U.S. competent authority will place 
the protective claim in suspense until ei
ther a formal request for competent author
ity assistance is filed or the taxpayer noti
fies the U.S. competent authority that com
petent authority consideration is no longer 
needed. In appropriate cases. the U.S. 
competent authority will send the taxpayer 
a formal notice of claim disallowance. 

.04 Effect of II Protecti)'e Ciailll. 
(I) Credits and refimds. Protective 

claims filed under either section 9.02 or 
9.03 of this revenue procedure will only 
allow a credit or a refund to the extent 
of the grounds set forth in the protective 
claim and only to the extent agreed to by 
the U.S. and possession competent author
ities or to the extent unilaterally allowed 
by the U.S. compctent authority. This rev
enue procedure does not grant a taxpayer 
the right to invoke section 482 of the Code 
in the taxpayer's favor or compel the IRS 
to allocate income or deductions or grant 
a tax credit or refund. 

(2) Prutectil'e Filing with the Posses· 
si(iIls. Protective claims filed under either 
section 9.02 or 9.03 of this revenue pro
cedure will not constitute filing with the 
possession tax agencies. Consequently. 
the taxpayer should take the pertinent pro
tective measures with the possession tax 
agenCIes. as necessary, 

SECTION 10. APPLICATION OF REV. 
PROC. 99-32 

Rev. Proc. 99-32 generally provides 
a means to conform a taxpayer' s accounts 
and allow repatriation of certain amounts 
following an allocation of income between 
related U.S. and possession corporations 
under section 482 of the Code without the 
federal incume tax consequences oflhe ad· 
justments that would otherwise have been 
necessary to conform the taxpayer's ac· 
counts in light of the allucatiun of income. 
[n situations where a section 482 allocation 



is the subject of a request for competent au
thority assistance, any new or pending re
quests for Rev. Proc. 99-32 treatment re
lating to such allocation must be disposed 
of by the competent authority. Accord
ingly, if a taxpayer intends to seek Rev. 
Proc. 99-32 treatment in connection with 
competent authority assistance relating to 
a section 482 allocation, the taxpayer must 
request Rev. Proc. 99-32 treatment in 
conjunction with its request for competent 
authority assistance. If a taxpayer has al
ready requested Rev. Proc. 99-32 treat
ment at the time it submits a request for 
competent authority assistance relating to 
a section 482 allocation, consideration of 
Rev. Proc. 99-32 treatment must be trans
ferred to competent authority and a copy 
of the pending Rev. Proc. 99-32 request 
forwarded along with the request for com
petent authority assistance. 

SECTION 11. DETERMINATION OF 
CREDITABLE TAXES 

For purposes of determining thc amount 
of tax creditable under sections 901, 902 
and 932 of the Code, any amounts paid to 
possession tax authorities that would not 
have been due if the possession had made 
a correlative adjustment may not consti
tute a creditable tax. See Treas. Reg. 
§ 1.90l-2(e)(5)(i) and Rev. Rul. 92-75, 
1992-2 c.B. 197. Acts or omissions by the 
taxpayer that preclude effective competent 
authority assistance, including failure to 
take protective measures as described in 
section 9 of this revenue procedure or fail
ure to seek competent authority assistance, 
may constitute failure to exhaust all effec
tive and practical remedies as may be re
quired to claim a credit. See. e.g., Treas. 
Reg. § 1.901-2(e)(5)(i). Further, the fact 
that the taxpayer has sought competent au
thority assistance but obtained no relief, 
either because the competent authorities 
failed to reach an agreement or because the 
taxpayer rejected an agreement reached by 
the competent authorities, generally will 
not, in and of itself, demonstrate that the 
taxpayer has exhausted all effective and 
practical remedies to reduce the taxpayer's 
liability for possession tax (including lia
bility pursuant to a possession tax audit ad
justment). Any determination within the 
IRS of whether a taxpayer has exhausted 
the competent authority remedy must be 

madc in consultation with the U.S. compe
tent authority. 

SECTION 12. ACTION BY U.S. 
COMPETENT AUTHORITY 

.0 I Notification of Taxpayer. Upon re
ceiving a request for assistance pursuant to 
this revenue procedure, the U.S. competent 
authority will notify the taxpayer whether 
the facts provide a basis for assistance. 

.02 Denial of Assistance. The U.S. 
competent authority generally will not ac
cept a request for competent authority as
sistance or wilI cease providing assistance 
to the taxpayer if: 

(1) the taxpayer is not entitled to such 
assistance (for example, the facts do not 
indicate that inconsistent positions have 
been taken by the IRS and the possession 
tax agency, or the taxpayer lacks standing 
to challenge an issue (see. e.g., section 2.05 
of this revenue procedure) on which com
petent authority assistance was requested; 

(2) the taxpayer is willing only to ac
cept a competent authority agreement 
under conditions that are unreasonable 
or prejudicial to the interests of the U.S. 
Government; 

(3) the taxpayer rejected the competent 
authority resolution of the same or similar 
issue in a prior case; 

(4) the taxpayer does not agree that 
competent authority negotiations are a 
government-to-government activity that 
does not include the taxpayer's participa
tion in the negotiation proceedings; 

(5) the taxpayer does not furnish upon 
request sufficient information to determine 
whether the applicable coordination agree
ment applies to the taxpayer's facts and 
circumstances; 

(6) the taxpayer was found to have 
acquiesced in a possession initiated ad
justment that involved significant legal 
or factual issues that otherwise would be 
properly handled through the competent 
authority process and then unilaterally 
made a corresponding correlative adjust
ment or claimed an increased credit for a 
possession tax paid, without initially seek
ing U.S. competent authority assistance; 

(7) the taxpayer: (i) fails to comply with 
this revenue procedure; (ii) failed to coop
erate with the IRS during the examination 
of the periods in issue and such failure sig
nificantly impedes the ability of the U.S. 
competent authority to negotiate and con-

elude an agreement (e.g., significant fac~ 
tual development is required that cannot 
effectively be completed outside the ex
amination process): or (iii) fails to cooper
ate \\lith the U.S. competent authority (in
cluding failing to provide sufficient facts 
and documentation to support its claim of 
double taxation or taxation contrary to the 
coordination agreement) or otherwise sig
nificantly impedes the ability of the U.S. 
competent authority to negotiate and con
clude an agreement; or 

(S) the transaction giving rise to the re
quest for competent authority assistance: 
(i) is more properly within the jurisdiction 
of Appeals; (ii) includes an issue pending 
in a U.S. Court, or designated for litiga
tion, unless competent authority consider
ation is concurred in by the U.S. competent 
authority and the Associate Chief Counsel 
(International); or (iii) involves fraudulent 
activity by the taxpayer. 

.03 Extending Period of Lim itatiol1sj()r 
Assessment. If the U.S. competent author
ity accepts a request for assistance, the tax
payer may be requested to execute a con
sent extending the period of limitations for 
assessment of tax for the taxable periods 
in issue. Failure to comply with the provi
sions of this subsection can result in denial 
of assistance by the U.S. competent author
ity with respect to the request. 

.04 No Review of Denial of Requestj{)r 
Assistance. The U.S. competent author
ity's denial of a taxpayer's request for as
sistance or dismissal of a matter previously 
accepted for consideration pursuant to this 
revenue procedure is final and not subject 
to administrative review. 

.05 Notification. The U.S. competent 
authority will notify a taxpayer requesting 
assistance under this revcnue procedure of 
any agreement that the U.S. and the pos
session competent authorities reach with 
respect to the request. If the taxpayer ac
cepts the resolution rcached by the com
petent authorities, the agreement shall pro
vide that it is final and is not subject to fur
ther administrative or judicial review. If 
the competent authorities fail to agree, or 
if the agreement reached is not acceptable 
to the taxpayer. the taxpayer may withdraw 
the request for competent authority assis
tance and may then pursue all rights to r~
view otherwise available under the laws of 
the United States and the possession. 

.06 Closing Agreelllent. When appfl1-
priate. the taxpayer will be requested to 
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retlect the terms of the mutual agreement 
and of the competent authority assistance 
provided in a closing agreement. in accor
dance with sections 6.07 and 6.17 of Re\,. 
Proc. 68-16.1968-1 e.B. 770 (modified 
by Re\,. Proc. 94-67. 1994-2 C.B. 80lJ). 

.07 Disposition of Funds. When com
petent authority asslstancc is requested 
with regard to determination of an issue. 
or issues. that results in the disposition 
of funds. then when appropriate. and as 
part of the competent authority agreement. 
the taxpayer may be asked to waive any 
procedural rights that he may have with 
regard to the funds at issue if it is deter
mined that either the United States or the 
possession is ultimately entitled to such 
funds by statute. In that case. the taxpayer 
may be asked to assign his right to the 
funds directly to the proper jurisdiction. 

.08 Unilateral Withdrawal or Redllction 
or us. Illitilited Adjllstments. With respect 
to U.S. initiated adjustments under section 
482 of the Code. the primary goal of the 
mutual agreement procedure is to obtain 
a correlative adjustment from the posses
sion involved. For other types of U.S. ini
tiated adjustments. the primary goal of the 
U.S. competent authority is the avoidance 
of taxation in contravention of the relevant 
coordination agreement. Unilateral with
drawal or reduction of U.S. initiated ad
justments. therefore, generally will not be 
considered. For example. the U.S. compe
tent authority will not withdraw or reduce 
an adjustment to income. deductions. cred-

910 2006-1 C.B. 

its or other items solely because the period 
of limitations has expired in the posses
,ion and the possession competent author
ity has dcclined to grant any relief. If the 
penod provided by the possession statute 
of limitations has expired. the U.S. compe
tent authority may take into account other 
relevant facts to determine whether such 
withdrawal or reduction is appropriate and 
may. in extraordinary circumstances and 
as a matter of discretion. provide such re
lief with respect to the adjustment to avoid 
actual or economic double taxation. In 
no event. however. will relief be granted 
where there is fraud or negligence with re
spect to the relevant transactions. 

SECTION 13. REQUESTS FOR 
RULINGS 

. 0 I General. Requests for advance rul
ings regarding the interpretation or appli
cation of a provision of the Code. as distin
guished from requests for assistance from 
the U.S. competent authority pursuant to 
this revenue procedure, must be submitted 
to the Associate Chief Counsel (Interna
tional). Sec Rev. Proc. 2006-1. 2006-1 
I. R. B. I. and Rev. Proc. 2006-7, 2006--1 
I.R.B. 242. 

.02 Possessioll Tax Rulings. The Ser
vice does not issue advance rulings on the 
effect of a coordination agreement on the 
tax laws of a possession for purposes of de
termining the tax of the possession. 

SECTION 1-+. FEES 

Re\. Proc. 2006-1. 2006-1 I.R.B. 
I. sec. 1.'1. requires the payment of user 
fees for requests to the Sen ice for rulings. 
opinion letters. lktennination letters and 
similar requests. No user fees are required 
for requests for competent authority assis
tance pursuant to this re"enue procedure. 

SECTION 15. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 89-8. 1989-1 e.B. 778. is 
superseded. 

SECTION 16. EFFECTIVE DATE 

This revenue procedure is effective for 
requests for competent authority asSIS
tance filed after May 15, 2006 . 

SECTION 17. DRAFTING 
INFORMATION 

The principal authors of this rev
enue procedure are Mae J. Lew and 
Javier G. Salinas of the Office of As
sociate Chief Counsel (International). For 
further information regarding this revenue 
procedure, contact Mr. Salinas at (202) 
435-5262 (not a toll-free call). 



Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations 

Guidance Under Section 1502; 
Amendment of Tacking Rule 
Requirements of Life-Nonlife 
Consolidated Regulations 

REG-133036-05 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions. 

SUMMARY: In this issue of the Bulletin, 
the IRS is issuing temporary regulations 
(T.D. 92S8) relating to the requirements for 
including insurance companies in a life
nonlife consolidated return. The text of 
those regulations also serves as the text of 
these proposed regulations. These regula
tions affect corporations filing life-nonlife 
consolidated returns. 

DATES: Written or electronic comments 
and requests for a public hearing must be 
received by July 24, 2006. 

ADDRESSES: 
CC:PA:LPD:PR 

Send submissions to: 
(REG-133036-0S), 

room S203, Internal Revenue Ser
vice, PO Box 7604, Ben Franklin Sta
tion, Washington, DC 20044. Submis
sions may be hand-delivered Monday 
through Friday between the hours of 

8 a.m. and 4 p.m. to CC:PA:LPD:PR 
(REG-I 33036-0S). Courier's Desk, In
ternal Revenue Service, IIII Constitution 
Avenue, NW, Washington, DC, or sent 
electronically, via the IRS Internet site at 
www.irs.govlregs or via the Federal eRule
making Portal at H'ww.regulatiolls.gov 
(IRS - REG-133036-OS). 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed reg
ulations, Drafting Attorney, Ross Poulsen, 
(202) 622-7770; concerning submis
sion of comments and/or requests 
for a public hearing, Richard Hurst, 

Ri(-!wrd.A. Hu rSf@irs(·(i//II.I'fc'!.freus.gl)I'. 

(202) 622-7180 (not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background and Explanation of 
Provisions 

Temporary regulations in this issue of 
the Bulletin amend the Income Tax Reg
ulations (26 CFR part 1) under section 
IS02 relating to the life-nonlife consoli
dated return regulations. The temporary 
regulations contain an exception (the tack
ing rule) to the five-year affiliation rules of 
sections IS03(c)(2) and IS04(c)(2). The 

temporary regulations replace the tacking 
rule of ~ l.lS02-47(d)(l2)(v) with a rule 
that does not contain a condition relating to 
the separation of profitable acti vities from 
loss activities. The text of those regula
tions also serves as the text of these pro
posed regulations. The preamble to the 
temporary regulations explains the amend
ments. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in Ex
ecutive Order 12866. Therefore. a reg
ulatory assessment is not required. It is 
hereby certified that these regulations will 
not have a significant economic impact 
on a substantial number of small entities. 
This certification is based on the fact that 
these regulations primarily affect affiliated 
groups of corporations with one or more 
life insurance company members, which 
tend to be larger businesses. Moreover, 
the number of taxpayers affected is min
imal. Therefore. a Regulatory Flexibil
ity Analysis under the Regulatory Flexi
bility Act (S U.S.c. chapter 6) is not re
quired. Pursuant to section 780S(f) of the 
Internal Revenue Code, this notice of pro
posed rulemaking will be submitted to the 
Chief Counsel for Advocacy of the Small 
Business Administration for comment on 
its impact on small business. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 

will be given to any written (a signed origi
nal and eight (~) copies) or electronic com

ments that are submitted timely to the IRS. 
All comments will be available for public 
inspection and copying. A public hearing 
will be scheduled if requested in writing 
by any person that timely submits written 
comments. If a public hearing is sched
uled. notice of the date, time. and place for 
the public hearing will be published in the 
Federal Register. 

Drafting Information 

The principal author of these regula
tions is Ross Poulsen. Office of Associate 
Chief Counsel (Corporate). However. 
other personnel from the IRS and Treasury 
Department participated in their develop
ment. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR pat1 1 is proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to reael, in part, as follows: 

Authority: 26 U.S.c. 780S * * * 
Par. 2. Section 1.1502-47 is amended 

by: 
I. Adding paragraphs (b)(2)(i) and 

(b)(2)(ii). 

2. Removing paragraph (d)(12)(v)(C). 
3. Redesignating paragraph (d)(l2) 

(v)(D) and (d)(l2)(v)(E) as (d)(l2)(v)(C) 
and (d)(l2)(v)(D). 

4. Revising paragraph (d)(12)(v), 

and newly-designated paragraphs 
(d)(l2)(v)(C) and (d)(l2)(v)(D), 

The revisions and additions read as fol
lows: 

~ 1.1502-47 Consolidafed returns by 
life-lIolllife groups. 

[The text of this proposed section is the 

same as the text of ~ 1.IS02-47T published 
elsewhere in this issue of the Bulletin]. 

Par. 3. Section 1.1S02-76 is amended 
by: 

I. Removing paragraph (a)(2). 
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') Rede,ignatll1g paragraph (a)( 1) as 

paragraph (a). 

J. Revi.,ing the paragraph heading flJr 
newly~designated paragraph (a). 

The revision reaLis L\\ follows: 

.~/./5():!-7o T({.whlt' "l'UI' Ut'II/i'III/ll'I'S ot 
gruff/). 

IThe text of this proposed section is the 
same as the text of ~ 1.1502-76T published 
elsewhere in this issue of the Bulletin]. 

Mark E. Matthews. 
Depllty COII/missiollel' .tCJI· 
SC/Tiees (/}u/ EII/i)Jrclllcllt. 

lhkd h\ thdllllccllrthl' fedcl.!1 RCgl'tcr(l1l .-\pl'li 2-1. 2006. 
~ 45 .1 III . ,1I1d puhh"hl'd III tl1e \",,,Ul' of the FL'Jl'ral Rcgi\(l'f 

tl)r "rnl ~". ~()(}n. 71 FR. 2.'X~2) 

Determination of Basis 
of Stock or Securities 
Received in Exchange for, 
or With Respect to, Stock 
or Securities in Certain 
Transactions; Treatment 
of Excess Loss Accounts; 
Correction 

Announcement 2006-31 

AGENCY: Internal Revenue Servicc 
(IRS). Treasury. 

ACTION: CorreL'ling amendment. 

SliMMARY: This document contains a 
correction to final and temporary regula~ 
tillns (TO. 1.)24.4. 2006-8 IR.B. 4(3). that 
\\as puhlished In the Federal Register 
on Thursday. January 26. 2006 (71 FR 
..(264). This n:gul,nion provides guidance 
n:gdrding the determination of the hasis of 
stock or securities received in exchange 
fur. or \\ ith respect to stock or \ecmities 
111 certall1 tr~lIlsactions. 

D-'\TES: This l'tllTCctilln is clleclive Jan~ 
U,\ ry 2." 2()()6. 

F()R FlIRTHER INFORMATION 
CC):\T-'\CT: Theresa M. Kolish. C02) 
h2~-75.'() Illut a tul\~free llllmhel'l. 
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SCPPLEMENTARY INFORMATION: 

Background 

The final and temporary regulations 
(TO. 9244. 2006-8 I.R.B. 463) that are 
the subject of these corrections are under 
sections 356. 358. and 1502 of the Internal 
Re\'enlle Code. 

Need for Correction 

As published. TO. 9244 contains errors 
that may prove to be misleading and are in 
need of clarification. 

Correction of Publication 

Accordingly, 26 CFR Part I is cor~ 

rected by making the following correcting 
amendments: 

PART 1 - INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 continues to read in part as follows: 

Authority: 26 USC 7805 * * * 

§ 1.358-1 [Corrected] 

Par. 2. Section l.358-1 is amended by 
removing the seventh and eighth sentences 
of paragraph (b), Example and adding the 
following sentence in their place to read as 
follows: 

~1.358-1 Basis to distributes. 

(a) * * * 
(b) * * * 
Example * * * The basis to A of the 

one share of stock Corporation Y is $90, 
that is. the adjusted basis of the one sharc 
of stock of Corporation X ($90). decreased 
by the sum of the cash received ($10) and 
the fair market value of the other propcrty 
received ($30) and increased by the sum 
of the amount treated as a dividend ($5) 
and the amount treated as a gain from the 
exchange of property ($35). * * * 
*>~*** 

§1.358-2 [Corrected] 

Par. 3. Section 1.358-2 is amended as 
follo\\'s: 

A. By re\'ising paragraph (a)(2)(viii). 
B. By revising paragraph (2)(ii) para~ 

graph (c) in Exall/ples 4,5,6, and 11. 

The corrections read as follows: 

§1.358-2 Allocutioll ot' basis amollg 

lIolll'('('ognilil)/l propcrlY. 

(a) "' "' '" 

(2) * * oj. 

(viii) This paragraph (a)(2) shall not 
apply to determine the basis of a share 
of stock or sccurity received by a share~ 
holder or security holder in an exchange 
described in both section 351 and section 
354 or section 356. if. in connection with 
the exchangc, the shareholder or security 
holder exchanges property for stock or 
securities in an exchange to which neither 
section 354 nor section 356 applies or 
liabilities of the shareholder or security 
holder are assumed. 

* * * * * 
(c) * * * 
Example 4. (i) * * * 
(ii) Allalysis. Under paragraph (a)(2)(ii) 

of this section and under § 1.356-\ (b), be
cause the terms of the exchange do not 
specify that shares of Corporation Y stock 
or cash are received in exchange for par~ 
ticular shares of Class A stock or Class 
B stock of Corporation X, a pro rata por
tion of the shares of Corporation Y stock 
and cash received will be treated as re~ 

cei ved in exchange for each share of Class 
A stock and Class B stock of Corpora
tion X surrendered based on the fair mar~ 
ket value of such stock. Therefore, J is 
treated as receiving one share of Corpora~ 
tion Y stock and $5 of cash in exchange 
for each share of Class A stock of Cor~ 
poration X and one share of Corporation 
Y stock and $5 of cash in exchange for 
each share of Class B stock of Corpora
tion X. J realizes a gain of $140 on the 
exchange of shares of Class A stock of 
Corporation X, $100 of which is recog~ 
nized under § 1.356-1 (a). J realizes a gain 
of $80 on the exchanges of Class B stock 
of Corporation X, all of which is recog~ 
nized under § 1.356-1 (a). Under paragraph 
(a)(2)(i) of this section, J has 10 shares of 
Corporation Y stock, each of which has a 
basis of $2 and is treated as having been 
acquired on Date 1, 10 shares of Corpora
tion Y stock, each of which has a basis of 
54 and is treated as having been acquired 
on Date 2, and 20 shares of Corporation 
Y stock, each of which has a basis of $5 
and is treated as having been acquired on 
Date 3. Under paragraph (a)(2)(vii) of this 



section, on or before the date on which the 
basis of a share of Corporation Y stock re
ceived becomes relevant, J may designate 
which of the sharcs of Corporation Y stock 
received have a basis of $2, which have a 
basis of $4. and which have a basis of $5. 

Example 5. (i) * * * 
(ii)Allalysis. Under paragraph (a)(2)(ii) 

of this section and under § 1.356-1 (b), be
cause the terms of the exchange specify 
that J receives 40 shares of stock of Corpo
ration Y in exchange for 1's shares of Class 
A stock of Corporation X and $200 of cash 
in exchange for J' s shares of Class B stock 

of Corporation X and such terms are eco
nomically reasonable, such terms control." 
in its place. J rcalizes a gai n of $140 on 
the exchange of shares of Class A stock 
of Corporation X, none of which is recog
nized under §1.356-I(a). J realizes a gain 
of $80 on the exchange of shares of Class 
B stock of Corporation X, all of which is 
recognized under §1.356-I(a). * * * 

Example 6. (i) * * * 
(ii)Analysis. Under paragraph (a)(2)(ii) 

of this section and under § 1.354-1 (a), be
cause the terms of the exchange specify 
that J receives 10 sharcs of stock of Corpo
ration Y in exchange for 1's shares of Class 
A stock of Corporation X and a Corpora
tion Y security in exchange for its Corpo
ration X security and such terms are eco
nomically reasonable, such terms control. 

* * * 
* * * * * 

Example II. (i) * * * 
(ii) Analysis. Because the value of the 

common stock indicates that the liquida
tion preference associated with the Corpo
ration Y preferred stock could be satisfied 

even if the reorganization did not occur. it 
is not appropriate to deem the issuance of 
additional Corporation Y preferred stock. 

* * * 
* * * * * 

§ l.lS02-19T [Corrected] 

3. Section 1.1502-19T is amended by: 
A. Revising the section heading. 
B. Revising paragraph (b)(2) through 

(cl. 

C. Revising the text of paragraph 
(h)(2)(iv). 

The corrections read as follows: 

~I.1502-19T Excess !oss ({CCOUIlt.1 

(tt'lllpomry) 

(a) through (c) [Reserved]. For further 

guidance. see § 1.1502-19(a) through (c). 

* * * * " 
(h)(2)(iv) " * * For guidance regard

ing determinations of the basis of the stock 
of a subsidiary acquired in and intercom
pany reorganization on or after January 23. 
2006, see paragraphs (d) and (g) EX(llIlp!e 
.2 of this section. 

* * * * * 

§1.1S02-32 [Corrected] 

4. Section 1.1502-32 is amended by 
revising the text of paragraph (h)( ~) to read 
as follows: 

.91.1502-32 hll·e.I'fIllellt adjustllients. 

* * * * * 
(h) * * * 
(h)(~) * * * Paragraph (b)(5)(ii) EX([/II

p!e 6 of this section applies only with re
spect to determinations of the basis of the 
stock of a subsidiary on or after January 
23, 2006. For determinations of the basis 
of the stock of a subsidiary before J anLlary 
23,2006, see §1.1502-32(b)(5)(ii) EX({I11-
pIe 0 as contained in the 26 CFR part I edi
tion revised as of April I. 2005. 

Guy R. Traynor. 
Chief; Publications and 

Regu!mions Brallch, 
Lega! Processinf.!. Dil·isioll. 

Associate Chief COUIISe! 
(Procedure alld Administration). 

(FIled hy ttl(' UtfH:C l)t th(' .... eucral RCgl\tCJ on A.pnl l~, :::!()(16, 

~:45 a,m .. ami pLlbll~b('d In the i...,...,lIc of till' Federal Rcgi,tcr 
for April 13.2006.71 FR. IlJI171 

Residence Rules Involving 
U.S. Possessions; Correction 

Announcement 2006-32 

AGENCY: Internal Revenue Service 

(IRS). Treasury. 

ACTION: Correction to final regulations. 

SUMMARY: This document contain a 
correction to final regulations (TO. l)24~. 
2()()o-l) I.R.B . .'i24) that were published in 

the Federal Register on Tuesday. January 
31. 20()6 (71 FR 4996) that provide rules 

for determining hOIl([ fide residency in 
the following U.S. pos,essions: American 
Samoa. Guam. the Northern Mariana Is
lands. Puerto Rico. and the United States 
Virgin hlands under sections 937(a) and 
88 i( b) of the Internal Revenue Code 
(Code) . 

DATES: This correction is effective jan
uary 31, 2006. 

FOR FlJRTIIER INFORMATION 
CONTACT: J. David Varley, (202) 
435-5262 (not a toll-free numher). 

SUPPLEMENTARY INFORMATION: 

Background 

The final regulations (T.D. 9248. 
2()06-9 I.R.B. 524) that are the subject of 
this correction are under sections 937(a) 
and H81(b) of the Internal Revenue Code. 

Need for Correction 

As pLlbli~hed. the final regulations 
(T.D. 9248) contains an error that may 
prove to be misleading and is in need of 
c lari fication. 

Correction of Publication 

Accordingly. the puhlication of the final 
regulations (T.D. 9248), \vhich were the 
subject of FR Doc. 06-818. is corrected 

as follows: 
1. On page 4997. column 2, in the pre

amble under the paragraph heading "Ex
planation of Provisions and Summary of 
Comments", first paragraph. fourth line 
from the hott()m. the language "lax and 
closer connection tests is the" is corrected 
to read "tax home and closer connection 
test is the". 

LaN ita Van Dyke. 
Fedeml Register Liaison 0fficel; 

Legol Processing Dil'i.lioll, 
Associ(l(e Chief Counsel 

{Procedure ({lid Administration). 

I Filnl b) lhL Office Ilt the fc-dc-ral Regl"-ler Oil :v1arcll ~(). 

~()()6, ~.-l-) a Il1.. and ruhh..,hed III the i"..,ue of thL' Federal 
Rc~i,tcr I'm March 21. 2(]()6. 71 FR. I'+(]YYI 
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Deletions From Cumulative 
List of Organizations 
Contributions to Which 
are Deductible Under Section 
170 of the Code 

Announcement 2006-33 

The name of an organization that no 
longer qualifies as an organization de
scrihed in section 170(c)(2) of the Internal 
Revenue Code of 1986 is listed below. 

Generally. the Service will not disallow 
deductions for contributions made to a 
listed organization on or before the date 
of announcement in the Internal Revenue 
Bulletin that an organization no longer 
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qualifies. However. the Service is not 
precluded from disallowing a deduction 
for any contributions made after an or
ganization ceases to qualify under section 
170(c)(2) if the organization has not timely 
filed a suit for declaratory judgment under 
section 7428 and if the contributor (I) had 
knowledge of the revocation of the ruling 
or determination letter, (2) was aware that 
such revocation was imminent. or (3) was 
in part responsible for or was aware of the 
activities or omissions of the organization 
that brought about this revocation. 

If on the other hand a suit for declara
tory judgment has been timely filed. con
tributions from individuals and organiza
tions described in section 170(c)(2) that 
are otherwise allowable will continue to 

be deductible. Protection under section 
7428(c) "mild hegin on May 15.2006. and 
would end on the date the court first deter
mines that the organization is not described 
in section 170(c)(2) as morc particularly 
set forth in section 7428(c)( I). For indi
vidual contrIhutors. the maximum deduc
tion protected is $1.000. with a husband 
and wife treated as one contributor. This 
benefit is not extended to any individual. in 
whole or in part. for the acts or omissions 
of the organization that were the basis for 
revocation. 

Parents & Friends for 
Better Education. Inc. 
Houma. LA 



Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 61.-Gross Income 
Defined 

Whether certain down payment assistance pro

vided to a home buyer is includible in the recipient's 

gross income under section 61. See Rev. Rul. 

2006-27. page 915. 

Section I02.-Gifts and 
Inheritances 

Whether certain down payment assistance pro

vided to a home buyer is excludible from the recipi

ent's gross income as a gift under section 102. See 

Rev. Rul. 2006-27. page 915. 

Section SOI.-Exemption 
From Tax on Corporations, 
Certain Trusts, etc. 
26 CFR 1.501(c)(3 }-1: OrRilni~{lIioIlS orRlll1ized and 
operated for reliRious. charitable. sciel1tific. testing 
for public safety. litemn:. or educ(l(ionoll'lIrl'oses, or 

for the prevefllion ofcrueltv La children or animals. 
(Also §§ 61, 102, 1012.) 

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

Rev. Rul. 2006-27 

ISSUES: 

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

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

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

FACTS 

Situation 1 

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

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

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

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

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

Situation 2 

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

Situation 3 

Z is a nonprofit corporation formed 
to combat community deterioration in 
an economically depressed area that has 
suffered a major loss of population and 
jobs. Studies have shown that the av
erage income in the area is below the 
median level for the State. Z cooperates 
with government agencies and commu
nity groups to develop an overall plan 
to attract new businesses to the area and 
to provide stable sources of decent, safe 
and sanitary housing for the area resi
dents without relocating them outside the 
area. As part of the renewal project, Z 
receives funding from government agen
cies to build affordable housing units for 
sale to low and moderate-income families. 
As a substantial part of its activities, Z 
makes down payment assistance avail
able to eligible home buyers who wish 
to purchase the newly-constructed units 
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from Z. Z ~bo offer, fin~nci~1 counseling 
seminars and conducts other educltiunal 
activities to help prepare potential Im\ 

and moderate-income hume buyers for the 
responsibility of homc ownership. 

To fund its down payment m;,istance 
program ami other activities, Z conducts a 
hroad ha.,ed fundraising program that at
tracts gifts, grants and cllntributilln\ from 
sc\clal foundations. businesscs and the 
general public. 

LAW 

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

Section 1.50 I (c)( 3 )-1( c)( I) of the In
come Tax Regulations provides that an or
ganization operate, exclusively for exempt 
purposes only if it engages primarily in ac
tivities that accomplish exempt purposes 
specified in * SOI(c)(3). An organiza
tion must not engage III substantial activ
ities that fail to further an exempt purpose. 
In Better Business BlIreall ol Washington, 
D.C. I. U.S., 326LJ.S. 279, 2R:l (1l)45), 
the Supreme Court held that the "presence 
llr a single ... Inonexempt] purpose, if 
.\ubstantial in nature, will destroy the ex
emption regardless of the number or im
portance of truly ... lexemptl purposes." 

Section 1.501(c)(3)-I(d)(I)(ii) pro
\'ides that an organi/.ation is not organized 
or operated exclusively for exempt pur
poses unless it serves a public rather than a 
pri\ ate interest. To meet this requiremcnt 
it is neccssary for an organilation to es
tablish that it is not organized or operated 
for the benl'fit of pnvilte interests. 

Section 1.5()I(c)(3)-\(dl(2) defines the 
term "charitable" as used in * 501(c)(3) as 
including the relief of the poor and dis
tre"ed or llf the underprivileged, and the 
promotion of sOL'ial welfare by organiza
tiun, designed tll le""en neighborhoud ten
\ions, to eliminate prejudice and discrimi
natilln, or to combat community deteriora
tilln The term "charitabk" abo includes 
till' ;td\ancl'\l1cnt of cdul'atlon. 

Section l.:,\() I (c)( 3)-!( d I( 3 I( i) pro-
\ Ide,. III part. that the tcrlll "educatiunal" 
as lI'l'd ill ~ :'\()!(cIIJI relates tll the in
structillll oj the puhlil' \)n sub.1eL'l\ u\eful 
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to the individual and beneficial to the 
community. 

SectIon 1.50I(c)(3)-I(e) provides that 
an organilation that operates a trade or 
busint'ss as a substantial part of its ac
ti\ities may meet the requirements of 
* SO I (c)( 3) if the trade or business furthers 
an exempt purpose, and if the organiza
tion's primary purpose does not consist of 
carrying on an unrelated trade or business. 

I n Easter H ollse I'. U. S., 12 CL CL 
476, 486 ( 1(87), aft'd, 846 F.2d 78 (Fed. 
Cir. 1988). the U.S. Court of Federal 
Claims considered whether an organiza
tion that provided adoption and related 
health services to pregnant women who 
agreed to place their newborns for adop
tion through the organization qualified for 
exemption under § 501(c)(3). The court 
concluded that the organization did not 
qualify for exemption under § SOI(c)(3) 
because its primary activity was placing 
children for adoption in a manner indis
tinguishable from that of a commercial 
adoption agency. The court rejected the 
organization's argument that the adop
tion services merely complemented the 
health-related services to unwed moth
ers and their children. Rather, the court 
found that the health-related services were 
merely incident to the organization's op
eration of an adoption service, which, in 
and of itself, did not serve an exempt pur
pose. The organization did not provide 
health-related scrvices to unwed mothers 
who wished to keep their children or who 
arranged for an adoption independent of 
the organization. The organization's sole 
source of support was the fees it charged 
adopti ve parents, rather than contribu
tion, from the public. The court also 
found that the organization competed with 
for-profit adoption agencies, engaged in 
suhstantial advertising, and accumulated 
substantial profits. Accordingly, the court 
found that the "business purpose, and 
not the advancement of educational and 
charitable activities purpose, of plaintiff'S 
adoption service is its primary goal" and 
held that the organization was not oper
ated exclusively for purposes described in 
~ 501(cl(3). Easter HOllse, 12 Cl. Ct. at 
485-86. 

In Alllericall Campaigll Academy I: 

COlllmis.lioner, 92 I.e. 1053 (1989), the 
court held that an organization that op
erated a school to train individuals for 
careers as political campaign profession-

als, but that could not estahlish that it 
operated on a Illmparti,an basis, did not 
exclusi vely ser\"(' purposes described in 
* SOI(c)(3) hecause it also served private 
interests more than incidt'ntally. The court 
found that the organization was created 
and funded by persons affiliated with a 
particular political party and that most 
of the organization's graduates worked 
in campaigns for the party's candidates, 
Consequently, the court concluded that the 
organization conducted its educational ac
tivities with the objective of benefiting the 
party's candidates and entities. Although 
the candidates and entities benefited were 
not organization "insiders," the court 
stated that the conferral of benefits on dis
interested persons who are not members 
of a charitable class may cause an organi
zation to serve a private interest within the 
meaning of § 1.501(c)(3)-l(d)(1)(ii). The 
court concluded by stating that even if the 
political party's candidates and entities did 
"comprise a charitable class, [the organi
zation] would bear the burden of proving 
that its activities benefited members of the 
class in a non-select manner." American 
Campaign Academy, 92 I.e. at 1077. 

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

Rev, Rut. 67-138, 1967-1 e.B. 129, 
held that helping low-income persons ob
tain adequate and affordable housing is 
"charitable" because it relieves the poor 
and distressed or underprivileged. In Rev, 
Rut. 67-138, the organization carried 
on several activities directed to assisting 
low-income families in obtaining im
proved housing, including (1) conducting 
a training course relative to various aspects 
of homebuilding and homeownership, (2) 
coordinating and supervising joint con
struction projects, (3) purchasing building 



sites for resale at cost, and (4) lending aid 
in obtaining home construction loans. 

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

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

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

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

Situation 4 described an organization 
formed to alleviate a shortage of housing 
for moderate-income families in a particu
lar community. The organization planned 
to build housing to be rentcd at cost to 
moderate-income families. The Service 
held that the organization failed to qual
ify for exemption under § 50I(c)(3) be
cause the organization's program was not 
designed to provide relief to the poor or 
further any other charitable purpose within 
the meaning of § 501(c)(3) and the regula
tions. 

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

Rev. Rul. 72-559, 1972-2 C.B. 247, 
held that an organization that subsidized 
recent law graduates during the first three 
years of their practice to enable them to 
establish legal practices in economically 
deprcssed communities that have a short
age of available legal services, and to pro
vide free legal services to needy members 
of the community, qualified for exemption 
under § 50 I (c)(3). Although the recipients 
of the subsidies were not themselves mem
bers of a charitable class, the resulting ben
efit to them did not detract from charita
ble purposes. Rather, the young lawyers 
were merely the instruments by which the 
organization accomplished the charitable 
purpose of providing free legal services for 
those unable to pay for, or obtain, such ser
VIces. 

Rev. Rul. 74-587, 1974-2 C.B. 162, 
held that an organization providing low
cost or long-term loans to, or equity in
vestments in, businesses operating in eco
nomically depressed areas qualified for ex
emption under § 50 I (c)(3). The organiza
tion provided financial assistance only to 

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

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

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

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

Section 10 16( a)( I) provides that proper 
adjustment shall be made to the basis of 
property for expenditures, receipts, losses, 
or other items properly chargeable to cap
ital account. 

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

Section 102 provides that the value of 
property acquired by gift is excluded from 
gross rncome. A gift "proceeds from a 
'detached and disinterested generosity,' 
... 'out of affection, respect. admiration. 
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charity or like impulses.'"' COlllmissioner 
1'. Drtberstein. 363 U.S. 278.285 (1960). 
Payments that proceed from "the con
straining force of any moral or legal duty."' 
or from "'the incentive of anticipated ben
efit' of an economic nature."' are not gift~. 
D1I/Jerstein. 363 US at 285. Thus. pay
ments attendant to ordinary business or 
commercial transactions. or that proceed 
primarily from the moral or legal obliga
tions attendant such transactions. are not 
gifts. However. a payment made to an in
dividual that responds to the individual's 
needs. that is made without economic or 
other consideration being received by the 
donor. and that does not proceed from 
any moral or legal duty. is motivated by 
detached and disinterested generosity, and 
may be excluded from gross income as 
a gift under ~ 102. See, e.g., Rev. RuL 
99-44, 1999-2 CB. 549. 

ANALYSIS 

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

X' s grantmaking procedures combined 
with its efforts to educate home buyers en
sure that X is operated primarily to benefit 
the low-income beneficiaries of its down-
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payment assistance. The low-income 
beneficiaries constitute a charitable class. 
Any benefit to other parties (such as home 
sellers. real estate agents. or developers) 
who participate in the transactions does 
not detract from the charitable purpose of 
relieving the poor and distressed. See Rev. 
Rub. 72-559.74-587.76-419. Because 
X is operated exclusively for charitable 
purposes, X qualifies for exemption from 
federal taxation as an organization de
scribed in * 501(c)(3). 

By contrast, in Situation 2, Y does not 
qualify as an organization described in 
§ 501(c)(3) To finance its down payment 
assistance activities. Y relies on sellers 
and other real-estate related businesses 
that stand to benefit from the transactions 
Y facilitates. Furthermore, in deciding 
whether to provide assistance to a low-in
comc applicant, Y s grantmaking staff 
knows the identity of the home seller and 
may also know the identities of other in
terested parties and is able to take into 
account whether the home seller or an
other interested party is willing to make 
a payment to Y. Y's receipt of a payment 
from the home seller corresponding to the 
amount of the down payment assistance 
in substantially all of the transactions, and 
Y's reliance on these payments for most 
of its funding indicate that the benefit to 
the home seller is a critical aspect of Y's 
operations. In this respect, Y is like the 
organization considered in EaSler House, 
which received all of its support from fees 
charged to adoptive parents, so that the 
business purpose of the adoption service 
became its primary goal and overshad
owed any educational or charitable pur
pose. Like the organization considered in 
AlIlerica/l Campaigll Academ:v, Y is struc
tured and operated to assist private parties 
who are affiliated with its funders. Like 
the organizations considered in American 
Campaign Amdenn, Easler House, and 
Columbia Park Recreation Association, 
Y also serves an exempt purpose, but be
cause Y is not operated exclusively for 
exempt purposes, Y does not qualify for 
exemption from federal income tax as an 
organization descrihed in * 50I(c)(3). 

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

in a specific. eCl)J1omically depressed area 
that has suffered a major loss of population 
and johs. Through a combination of COlln
seling and financial assistance, Z helps low 
and l~loderate-income families in that area 
to acquire deccnt. safe and sanitary hous
ing and to prepare for the responsibilities 
of home ownership. In this respect, Z is 
like the organization described in Situa
tion 3 of Rev. Rul. 70-585. Because Z 
is operated exclusivdy for charitable pur
poses, Z qualifies for exemption from fed
eral taxation as an organization described 
in § 501(c)(3). 

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

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



buyer's gross income under § 61 and the 
amount of the down payment assistance is 
not included in the home buyer's cost ba
sis under § 1012, as adjusted under § 1016. 

HOLDINGS 

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

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

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

DRAFTING INFORMATION 

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

Section l012.-Basis of 
Property-Cost 

Whether ccrtain down paymcnt assistance pro

vided to a home buyer is included in the buyer's cost 

basis under section 1012. See Rev. Rut. 2006-27. 
page9JS. 

Section 1502.-Regulations 
26 CFR 1.1502-13: IIllt'rCOIllPUIl-" fml/sactiol/I·. 

T.D.9261 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Intercompany Transactions; 
Manufacturer Incentive 
Payments 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

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

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

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

SUPPLEMENTARY INFORMATION: 

Background 

Section 1.1502-13 of the consolidated 
return regulations provides rules for tak
ing into account items of income, gain, 
deduction, and loss of members from 
intercompany transactions. In particu
lar, §1.l502-13(c)(7)(ii), Example 13, 
illustrates how the matching rule of the in
tercompany transaction regulations treats 
a transaction involving manufacturer in
centive payments. On August 13, 2004, 
the IRS and Treasury Department puh
Iished a notice of proposed rule making 
(REG-l 3 1264-04, 2004-2 CB. 506) 
in the Federal Register (69 FR 50112) 
proposing regulations to address addi
tional transactions involving manufacturer 
incentive payment~ and to clarify the 

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

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

Explanation of Provisions 

The manufacturer incentive 
payment transaction described in 
§1.1502-13(c)(7)(ii), Example 13 relies, 
in part, upon the premise that the manufac
turer incentive payment is an ordinary and 
necessary business expense deductible 
under section 162. To the extent that this 
premise is correct, this example illustrates 
the proper application of the intercom
pany transaction regulations. However, 
because Rev. Rul. 2005-28 suspends Rev. 
Rul. 76-96, in pertinent part, these final 
regulations remove § 1. 1502-13( c )(7)(ii), 
Example 13, pending further guidance on 
the section 162 issue considered in Rev. 
Rul. 76-96. 

Special Analyses 

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

Drafting Information 

The principal author of these regula
tions is Frances Kelly of the Office of 
the Associate Chief Counsel (Corporate). 
However, other personnel from the IRS 
and Treasury Department participated in 
their development. 

* * * * * 
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Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 is amended by adding an entry in 
numerical order to read in part as follows: 

Authority: 26 U,S,c. 7805 * * * 

Section 1.1502-\3 also issued under 26 
U.S.C. 1502. * * * 

Par. 2. In § 1.1502-13. paragraph 
(c ) (7) (ii ). Example 13 is removed and re
served. 

Mark E Matthews. 
Deputv COII/missioller .fl)r 
Sen'ices and EI!tin"Cl'mellt. 

Approved April ::X. ::006. 

Eric Solomon. 
Depllty Assistant 

Secretary I!f" the Treasury. 

(Filed by the Off.,"c of the Federal Rcg"tc'r on Ma) 5. )(Xl(,. 
8:45 a.m .. and publi~h~d In the i~~u(' of the FederJI Rcgi~II.'r 
for May 8.2006.71 ER. 266g71 



Part III. Administrative, Procedural, and Miscellaneous 
Interim Guidance With 
Respect to the Application of 
Treas. Reg. §1.883-3 

Notice 2006-43 

SECTION I. PURPOSE 

This notice announces that the Trea
sury Department (Treasury) and the Inter
nal Revenue Service (IRS) will amend the 
regulations under section 883 of the In
ternal Revenue Code (Code) to provide 
guidance regarding the proper interpreta
tion of §1.883-3(b) in light of the repeal 
of section 954(a)(4) and (t) (forcign base 
company shipping provisions) by section 
415 of the Amcrican lobs Creation Act 
of 2004, Pub. L. No. 108-357, 118 Stat. 
1418 (2004) ('"A1CA"). Until such regula
tions are issued, taxpayers may rely on the 
rules set forth in this notice. 

SECTION 2. BACKGROUND 

.OJ Sectioll 883(a) and (c) 

Section 883(a)(I) and (a)(2) of the Code 
generally provide that income from the in
ternational operation of ships or aircraft 
derived by a corporation organized in a 
foreign country shall be excluded from 
gross income and exempt from U.S. tax
ation if the foreign country in which such 
corporation is organized grants an equi va
lent exemption to corporations organizcd 
in the United States. Section 883(c)(1) 
provides that thc section 883(a)( I) and (2) 
exclusion will not apply if 50 percent or 
more of the value of the stock of the for
eign corporation is owned by individuals 
who are not rcsidents of a country that 
grant~ an equivalent exemption to U.S. 
corporations (the section 883(c)( I) limita
tion). Under section 883(c)(2), the sec
tion 883(c)(I) limitation does not apply to 
any foreign corporation that is a CFe. Un
der section 883(c)(3), the section 883( c)( I) 
limitation does not apply if the stock of the 
foreign corporation is primarily and reg
ularly traded on an established securities 
market in the United States or in a foreign 
country that grants an equivalent exemp
tion to U.S. corporations. 

.02 TreaslIrv Re~ulati()lIs ullder Sectioll 
HH3( (() ((lid (c) 

On August 26, 2003, Treasury and 
the IRS issued Treasury Decision 9087, 
2003-2 C.B. 781. Treasury Decision 9mn 
includcd final regulations implementing 
section 883(a) and (c) and provided that 
the section 883(a)( I) and (2) exclusion is 
conditioned on the corporation satisfying 
certain stock ownership and related sub
stantiation and reporting requirements. 

Under § 1.883-3(a), a CFC satisfies the 
stock ownership requirement if it meets 
the "income inclusion test" of § 1.883-3(b) 
and satisfies ccrtain substantiation and 
reporting requirements. The income in
clusion test requircs that more than 50 
percent of the CFe's adjusted net for
eign basc company income (as defined in 
~ 1.954-1 (d) and as increased or decreased 
by section 952(c» derived from the inter
national operation of ships or aircraft is 
includible in the gross income of one or 
more United States citizens, indi vidual 
residents of the United States, or dome~tic 
corporations. 

.03 AJCA Shipping !ncome Prol'isiollS 

Scction 415 of the AJCA eliminated 
foreign base company shipping income as 
a type of subpart F income, effective for 
taxable years of foreign corporations be
ginning after Decemher 31, 2004. and tax
able years of U.S. shareholders with or 
within which such taxable years of the for
eign corporations end. The legislative his
tory to section 415 of the AlC A indicates 
that Congress believed the elimination of 
foreign base company shipping income as 
a type of subpart F income would provide 
"U.S. shippers the opportunity to be com
petitive with their tax-advantaged foreign 
competitors." See H. Rep. No. 548, Part I, 
i08th Cong., 2nd Sess. 209 (2004). 

Commentators requested guidance on 

the proper interpretation of * 1.883-3(b) in 
light of the repeal of the foreign base com
pany shipping provisions. Commentators 
also expressed concern that foreign corpo
rations may no longer satisfy the income 
inelusion test if they no longer deri ve for
eign base company shipping incomc from 
the international operation of their ships or 

aircraft as a result of the qatutory am~nd
ments to sections 95-+(a)(4) and (t} 

Section 413 of the A1C A delayed the 
applicability date of the final rcgulations 
under ~ection RR3(a) and (c) for one year, 
until taxable years beginning after Septem
ber 24, 2004. 

.04 TD. nIH 

On August 5, 2005, Treasury and thc 
IRS issued TO. 9218, 2005-37 I.R.B. 503, 
to conform the applicability datc of the 
section 883(a) and (c) final regulations in 
light of section 423 of the AlCA. In the 
preamble to TO. 9218, Treasury and the 
IRS also addressed the interpretation of the 
income inclusion test in light of the A1CA. 
The preamble stated that the better inter
pretation of ~ 1.883-3(b) is that a CFC that 
satisficd thc income inclusion test prior to 
the effective date of the AlCA may con
tinue to satisfy it after the effective date 
of the legislation, provided the CFC can 
demonstrate that had section 954(a)(4) and 
(f) of the Code not been repealed, more 
than 50 percent of its current earnings and 
profits derived from its international oper
ation of ships or aircraft would have been 
attributable to amounts includible in the 
gross income of one or more U.S. citizens, 
individual residents of the United States or 
domestic corporations (pursuant to section 
951(a)(i)(A) or another provision of the 
Code) for thc taxable years of such per
sons in which the taxable year of the CFC 
cnds. The preamhle to TO. 921 R stated 
that Treasury and the IRS would issue reg
ulations to clarify the application of the in
come inclusion test and invited comments 
on the most appropriate way to accomplish 
this clarification consistent with the princi
ples of the existing section 883 regulations 
and the A1CA. 

Treasury and the IRS received a num
ber of comments in response to T.O. 
9218. Generally, commentators suggested 
that the test proposed in the preamble to 
TO. 9218 was too complex because it 
required CFCs to calculate hypothetical 
amounts of subpart F income as though 
sections 954(a)(4) and (f) had not been 
repealed. Commentators proposed sev
eral alternative approaches they viewed 
as simpler than the approach described in 
TO. 9218. including replacing the income 
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inclusion test with a test that determines 
whether certain U.S. per~ons, who are not 
now-through entitie~ own, directly or in
directly, more than 50 percent of the value 
of the CFC for more than half of the day.,> 
in the CFC~ taxable year. Some commen
tators suggested that CFC~ organiled in a 
foreign country that prll\ ides a reciprocal 
exemption to U.S. corporations on their 
income from the international operation 
of their ship~ or aircraft should be eligible 
for the exclusion under section gg3(a)( I) 
and (2) without further limitation. 

SECTION 3. NEW RULE: QUALIFIED 
U.S. PERSON OWNERSHIP TEST 

Treasury and the IRS have considered 
the comments received in response to T.D. 
9218. Treasury and the IRS continue to 
believe that residents of countries that do 
not provide a reciprocal exemption to U.S. 
corporations on their income from the in
ternational operation of their ships or air
craft might attempt to use the CFe ex
ception to circumvent the rules of sec
tion 883(c)( I) by owning more than 50 
percent of the value of a foreign corpo
ration through a U.S. fiscally transparent 
entity, such as a U.S. partnership. Trea
sury and the IRS continue to believe that 
this is contrary to the Congressional in
tent to ensure that the exclusion provided 
in section 883(a)( I) and (2) is provided 
only to foreign corporations that are owned 
by residents of foreign countries that pro
vide a reciprocal exemption to U.S. cor
porations. See S. Rep. :'-10. 313, 99th 

Cong., 2nd Sess. 340-41 (l9g6): sec also 
Joint Committee on Taxation, General Ex
planation of the Tax Reform Act of 1986, 
at 927-92g. In addition, Treasury and the 
IRS continue to believe this result is also 
contrary to the Conference report accom
panying the legislation that added the CFC 
exception, which states that: "corporations 
are not considered residenb of countries 
that exempt U.S persons unless SO percent 
or more of the ultimate individual owners 
arc U.S. shareholders of controlled foreign 
l·l1rporattons." H.R. ('(lnf. Rep. No. ~41, 

99th Cong., 2d Sess. S9g ( 1986). 
Hll\\'eyer, Treasury and the IRS agree 

that the incollle inclu~i()n Ie,t, as it \\a, 
interpreted in T.D. 9218, i, 0\ erly com
pin and unneccssary. As a result. based 
lln the l'lll1lments recet\'ed and Congres
,ional intent to increase the l'llll1petiti\'e-
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ness of U.S. shippers through the elimina
tion of foreign basc company shipping in
come a~ a type of subpart F income, Trea
sury and the IRS intend to amend § 1 ,883-3 
to replace the income inclusion test with a 
ne\\ ownership based test. Under the new 
test. a foreign corporation will satisfy the 
stock ownership test of § I.X83-I(c)(2) if it 
meets a "qualified U.S. person ownership 
test" and satisfies the substantiation and re
porting requirements of paragraphs (c) and 
(d). respectively, of § \.883-3. 

A foreign corporation shall satisfy the 
"qualified U.S, person ownership test" if, 
for more than half the days of the corpo
ration's taxable year: (i) it is a CFe, and 
(ii) more than 50 percent of the total value 
of all the outstanding stock of the CFC 
is owned (within the meaning of section 
958(a), as modified for purposes of apply
ing this notice) by one or more "qualified 
U.S. persons." 

A "qualified U.S. pcrson" is a U.S, per
son (as defined in section 7701(a)(30)) that 
is a U.S. citizen, resident alien, or a do
mestic corporation. For purposes of apply
ing the "qualificd U.S. pcrson ownership 
test." the value of the stock in the CFC that 
is owned (directly or indirectly) through 
bearer shares shall not be considered in the 
numerator or denominator of the owner
ship fraction. In addition, for purposes of 
applying this test, stock owned by a do
mestic partnership, domestic trust or do
mestic estate, shall be treated as owned by 
its partners. beneficiaries or owners, re
spectively, applying the rules of section 
95X(a) as if such domestic entity were a 
foreign partnership, foreign trust, or for
eign estate, respectively. 

SECTION 4. EFFECTIVE DATE 

Regulations to he issued incorporating 
the guidance set forth in this notice will 
apply for taxable years beginning after the 
May 2, 2006. Taxpayers also may ap
ply the provisions of this notice to taxable 
years beginning before May 2, 2006, but 
after December 31, 2004. Taxpayers ap
plying this notice, however, must do so 
consistently for all taxable years for which 
this notice i~ applied and for which it is in 
effect. 

SECTION 5. REQUEST FOR 
COMMENTS 

Treasury and the IRS request fur
ther comments from interested persons 
on the rules announced in this notice. 
Written comments lllay be submitted to 
CC:INTL:Brl (Notice 2006-43), room 
4607, Internal Revenue Service, p,O, 
Box 7604, Ben Franklin Station, Wash
ington, DC 20224. Submissions may 
be hand delivered Monday through Fri
day between the hours of 8 a.m. and 
5 p.m. to: CC:INTL:Brl (Notice 2006--43) 
Courier's desk, Internal Revenue Ser
vice, 1111 Constitution Avenue, NW, 
Washington, DC 20224. Alternatively, 
taxpayers may submit comments electron
ically via the following e-mail address: 
Norice. Comments@irscoullsel.treas.gO\: 
Please include "Notice 2006-43" in the 
subject line of any electronic communica
tions. 

DRAFTING INFORMATION 

The principal author of this notice is 
Patricia A. Bray of the Office of Associate 
Chief Counsel (International), However, 
other personnel from Treasury and the IRS 
participated in its development. For fur
ther information regarding this notice, con
tact Patricia A. Bray at (202) 622-3880 
(not a toll-free call). 

Announcement of Rules 
Implementing American 
Jobs Creation Act of 2004 
Section 415 Modifications to 
the Subpart F Treatment of 
Aircraft and Vessel Leasing 
Income 

Notice 2006-48 

SECTION 1. OVERVIEW 

This notice provides guidance relating 
to amendments made by section 415 of 
the American Jobs Creation Act of 2004 
(Public Law 108-357) (October 24,2004) 
(AJCA), which affect the treatment of cer
tain income and assets related to the leas
ing of aircraft or vessels in foreign com
merce. The Treasury Department (Trea
sury) and the Internal Revenue Service 



(IRS) intend to amend the regulations un
der sections 367(a), 954, and 956 of the 
Internal Revenue Code (Code) to address 
the amendments made by section 415 of 
the AJCA and this notice. Until regula
tions reflecting these changes are issued, 
taxpayers may rely upon this notice. This 
notice also solicits comments on whether 
any other changes to the regulations under 
sections 367, 954, and 956 are necessary 
to implement the purposes of section 415 
of the AJCA. 

SECTION 2. BACKGROUND 

.01 In General 

Section 415 of the AJCA repealed sec
tion 954(a)(4) and (f), the foreign base 
company shipping income provisions 
of subpart F. Following repeal of the 
foreign base company shipping income 
provisions, rents derived from leasing 
an aircraft or vessel may be included in 
subpart F income only if the rents are de
scribed in another category of subpart F 
income such as foreign personal holding 
company income as defined in section 
954(c) (FPHCI). Rents are included in 
FPHCI under section 954(c)(l)(A). Sec
tion 954(c)(2)(A) excludes from FPHCl 
rents received from unrelated persons and 
derived in the active conduct of a trade or 
business. 

Rents derived by a controlled foreign 
corporation (CFC) (i.e., the lessor) are con
sidered to be derived in the active con
duct of a trade or business if the rents 
are derived under anyone of four circum
stances described in the Income Tax Reg
ulations under section 954(c)(2)(A). One 
such relevant circumstance, provided in 
§ 1.954-2(c)(1)(iv), is when rents are de
rived from leasing property that is leased 
as a result of the performance of market
ing functions by the lessor. These rents 
are considered to be derived in the ac
tive conduct of a trade or business if the 
lessor, through its own officers or employ
ees located in a foreign country, maintains 
and operates an organization in the for
eign country that is regularly engaged in 
the business of marketing, or of market
ing and servicing, the leased property and 
that is substantial in relation to the amount 
of rents deri ved from leasing the property. 

Section 1.954-2(c)(2)(ii) provides that the 
determination of whether the foreign or
ganization is substantial in relation to the 
amount of rents deri ved is based on all 
the facts and circumstances. However, un
der § 1.954-2(c)(ii), the organization will 
be considered substantial in relation to the 
amount of rents if active leasing expenses 
equal or exceed 25 percent of the adjusted 
leasing profit, as those terms are defined 
under the regulations. 

Section 415 of the AJCA amended 
section 954(c)(2)(A) to create a new safe 
harbor for rents derived from leasing an 
aircraft or vessel in foreign commerce. 
The amendment to section 954(c)(2)(A) 
provides that, for purposes of section 
954(c)(2)(A): 

[R]ents derived from leasing an aircraft 
or vessel in foreign commerce shall not 
fail to be treated as derived in the active 
conduct of a trade or business if, as de
termined under regulations prescribed 
by the Secretary, the active leasing ex
penses are not less than 10 percent of 
the profit on the lease. 

The legislati ve history of section 415 of 
the AJCA provides that the new safe har
bor for rents derived from leasing an air
craft or vessel in foreign commerce "is to 
be applied in accordance with the exist
ing regulations under section 954(c)(2)(A) 
by comparing the lessor's 'active leasing 
expenses' for its pool of leased assets to 
its 'adjusted leasing profit.''' H.R. Rep. 
No. 54S, lOSth Cong., 2d Sess. 210 
(2004) (hereinafter 2004 House Report). 
The legislative history of section 415 of the 
AJCA I further indicates: 

[T]he requirements of section 
954(c)(2)(A) will be met if a lessor 
regularly and directly performs active 
and substantial marketing, remarketing, 
management and operational functions 
with respect to the leasing of an aircraft 
or vessel (or component engines). This 
will be the case regardless of whether 
the lessor engages in marketing of 
the lease as a form of financing (ver
sus marketing the property as such) 
or whether the lease is classified as 
a finance lease or operating lease for 

Id. 

financial accounting purposes. If a 
lessor acquires, from an unrelated or 
related party. a ship or aircraft subject 
to an existing FSC or ETI lease, the 
requirements of section 954(c)(2)(A) 
will be satisfied if, following the acqui
sition, the lessor performs acri ve and 
substantial management, operational. 
and remarketing functions with respect 
to the leased property. 

An aircraft or vessel will qualify 
for the new safe harbor under section 
954(c)(2)(A) only if it is leased in "foreign 
commerce." The legislative history pro
vides that, for purposes of this safe harbor: 

An aircraft or vessel will be considered 
to be leased in foreign commerce if it 
is used for the transportation of prop
erty or passengers between a port (or 
airport) in the United States and one 
in a foreign cOlIntry or between foreign 
ports (or airports), provided the aircraft 
or vessel is llsed predominantly outside 
the United States. An aircraft or ves
sel will be considered used predomi
nantly outside the United States if more 
than 50 percent of the miles during the 
taxable year are traversed outside the 
United States or the aircraft or vessel is 
located outside the United States more 
than 50 percent of the time during sllch 
taxable year. 

2004 House Report at 210. This defini
tion of "foreign commerce" is similar to 
the definition of foreign commerce con
tained in § 1.954-6(b)(3), the regulations 
under the now repealed foreign base com
pany shipping income provisions. except 
that this regulation does not include a pre
dominant use standard. 

The legislative history directs the Sec
retary of the Treasury to make conforming 
changes to current regulations "including 
guidance that aircraft or ves~el leasing ac
tivity that satisfies the requirements of ~ec
tion 954( c)(2)( A) shall also satisfy the re
quirements for avoiding income inclusion 
under section 956 and section 367(a)." Id. 
This legislative history indicates that Con
gress anticipated that taxpayers might re
structure their operations to take advantage 

I While the legislative history Indicates that the requirements of this provision may be met whether the lease is clas;itied", a finance lease or an operating lease. under other prm i\lOfh "llile 
Code financing and operating leases are provided different treatment 
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of the new bendib under \ubpan F pro
\ided by ~ection 415 of the AlCA, namely 
the repeal of the foreign ba,e company 
shipping InCllllle pruyisillns and a liheral
ilt.:d \ate harhor for excluding active leas
II1g income from aircraft or vessels from 
foreign per,onal holding income. 

.112 Sectioll l)5o 

SCLtilll1 lJ56( l')( I )( A) pnmdes that 
thc tcrm "llnlted States property" ("U.S. 
pl'llpcrty" 1 generally includes tangible 
property located in the United States. Sec
tion 956( c)( 21 provides exceptions to the 
gl'neral definition of U.S. property. Sec
tion l)50(c)(2)(Dl excludes from the term 
U.S. property any aircraft, railroad rolling 
\tock, vessel. motor vehicle, or container 
used In the tr<ln,portation of persons or 
property in foreign commerce and used 
prcdominantly outside the United States. 

Section I.lJ50-2(b)( I )(vi) provides that 
"hethel' an aircraft. railroad rolling stock, 
\esse\. motor vehicle. or container is used 
predominantly outside the United States 
depends on the fach and circumstances in 
each case. This regulation also provides 
that as a gcneral rule. such transportation 
property will be considered used predomi
nantly outside the United States if 70 per
cent or more of the miles travcrsed in thc 
usc of such property are traversed outside 
the United States or if such property is lo
cated outside the United States 70 percent 
of the time during such taxable year. 

As nOled above, the legislative history 
of ,ection ..+15 of the AlCA provides, 
tor purpo,es of the newly-created section 
95..+( c)( 2)( A) safe harbor, an aircraft or 
\e"e/ will be considered used predomi
nantly oUhide the United States if more 
than5() percent of the miles during the tax
ahll: year arc traversed outside the United 
State, or the aIrcraft or vessel is used 
predominantly outside the United States 
Illore than 50 percent of the time during 
,uch ta\ab\c year. 200..+ House Report at 
~ I (). In addition, the legislative history in
diL'ales that Congress intended to exclude 
alrL'I'aft llI' yc\\eh from the definition of 
LIS pmpert\' undcr ,cL,tion 956 if the rents 
dl'1'i\ l'll fllll11 Icasing the aircraft or \'es
,l'I, arc c\cluded fl'llm foreign personal 
ilulding: l'umpany income under section 
l)~-+Ill( ~ 11-'\ I Tll illlplemcnt congressional 
1111l'111 \\ ith rl'gard ILl ~\In:r"ft lll' \e\\el, 
k~I'l'd in f,)rcigl1 l'ommel'CC. conforming 
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changes must be made to the regulations 
under section 956. 

.03 Sectioll 307((/) 

Section 367(a)( I) provides that if. in 
connection with any exchange described 
in section 332, 351. 35"+. 356, or 361. a 
United States person transfers property to 
a foreign corporation. the foreign corpo
ration will not. for purposes of determin
ing the extent to which gain will be rec
ognized on such transfer. be considered to 
be a corporation. The effect of this gen
eral rule is that the transfer will not qual
ify for nonrecognition treatment. and thus. 
the transferor must recognize gain on the 
transferred assets. However. under section 
367(a)(3)(A), except as provided in regu
lations, this general rule does not apply to 
any property transferred to a foreign cor
poration for use by the foreign corporation 
in the active conduct of a trade or busi
ness outside of the United States. Except 
as providcd in regulations. however. sec
tion 367(a)(3)(A) does not apply to prop
erty with respect to which the transferor 
is a lessor at the time of the transfer (un
less the transferee is the lessee). I.R.C 
* 367(a)(3)(8)(v). 

Section l.367(a)-2T(a) provides, in 
part. that section 367(a)(I) does not apply 
to property transferred to a foreign corpo
ration if the property is transferred for use 
by that corporation in the active conduct 
of a trade or business outside of the United 
States and certain reporting requirements 
are met. Section l.367(a)-2T(b)O), in 
turn, provides that "[ w lhether a trade or 
business that produces rents or royalties 
is actively conducted shall be determined 
under the principles of ~ 1.954-2(d)( 1) 
(but without regard to whether the rents or 
royalties are received from an unrelated 
person)." Section l.367(a)-2T(b)(4) pro
vides generally that a foreign corporation 
conducts a trade or business outside of the 
United States if the primary managerial 
and operational activities of the trade or 
business are located outside of the United 
States and if immediately after the transfer 
the transferred assets are located outside 
of the United States. 

Section l.367(a)-5T(f) then provides 
that. regardless of use in an active trade 
or business, section 367( a)( 1) applies to a 
transfer of tangible property with respect 
to \\'hich the transferor is a lessor at the 

time of the transfer unless: (I) the trans· 
feree was the lessee and the transferee 
will not lease to third persons, or (2) the 
transferee will lease to third persons and 
the transferee satisfies the conditions of 

* 1.367(a)-4T(c)( I) or (2). 

Finally, * lJ67(a)-4T{c)(I) provides 
that if the transferred property will be 
leased by the transferee foreign corpora
tion, the property generally is considered 
to be transferred for use in the active 
conduct of a trade or business outside 
of the United States only if all three of 
the following conditions are met: (i) the 
transferee's leasing constitutes the active 
conduct of a leasing business: (ii) the 
lessee does not use the property in the 
United States; and (iii) the transferee has 
need for substantial investment in assets 
of the type transferred. 

Even if property qualifies for the acti ve 
trade or business exception, when a U.S. 
person transfers U.S. depreciated prop
erty to a foreign corporation, that person 
must include as ordinary income in the 
year of the transfer the gain realized that 
would have been included as ordinary in
come under sections 617(d)(I). 1245(a), 
1250(a), 1252(a), or 1254(a) if the tax
payer had sold the property at its fair 
market value on the date of the transfer. 
Treas. Reg. § l.367(a)-4T(b)(I) ("section 
367 recapture"). For this purpose, U.S. 
depreciated property includcs property 
that has been used in the United States 
or has qualified as section 38 property by 
virtue of section 48(a)(2)(8). Treas. Reg. 
S l.367(a)-4T(b)(2)(ii). Some transferors 
that qualify for the section 367 trade or 
busine,s exception under the provisions 
of this notice may have used depreciated 
property in the United States prior to the 
transfer to the foreign corporation and 
therefore may be subject to section 367 
rccapture. 

The section 367 recapture amount is re
duced if the property has been used partly 
outside the United States. Treas. Reg. 
* 1.367(a)-4T(b)(3). In this circumstance, 
the amount of the section 367 deprecia
tion recapture is determined by multiply
ing the full section 367 recapture amount 
by a fraction, the numerator of which is the 
U.S. use of the property and denominator 
of which is the total use of the property. 
U.S. use is the number of months that the 
property either was m,ed within the United 
States or qualified as section 38 property 



by virtue of section 48(a)(2)(B) and was 
subject to depreciation by the transferor 
or a related person. Total use is the total 
number of months that the property was 
used (or was available for use), and sub
ject to depreciation, by the transferor or a 
related person. Property is not considered 
to be used outside the United States dur
ing any period in which the property was, 
for purposes of section 38 or 168, treated 
as property not used predominately out
side the United States pursuant to the pro
visions of section 48(a)(2)(B). 

Therefore, to apply the section 367 re
capture provisions, transferors must deter
mine the number of months that the prop
erty was used in the United States or qual
ified as section 38 property. Mobile as
sets such as airplanes and vessels may en
ter and leave the United States a number 
of times during a month, thus raising the 
issue of how to determine whether such an 
asset was used predominately outside the 
United States during that month. Rev. Rul. 
71-178, 1971-1 c.B. 6, provides gener
ally that each day an aircraft under for
eign registry is physically located in the 
United States for more than 12 hours is 
considered a day within the United States 
for purposes of § \.48-1 (g). There is no 
guidance under either section 48 or section 
367, however, that specifies how to deter
mine whether the aircraft was used pre
dominately outside the United States for a 
particular month. 

SECTION 3. SECTION 954 GUIDANCE 

Future guidance will amend the regula
tions under section 954 to address the de
termination of whether rents derived from 
leasing an aircraft or vessel in foreign com
merce will be treated as derived in the ac
tive conduct of a trade or business under 
section 954(c)(2)(A), as amended by sec
tion 415 of the AJCA. Comments are re
quested on whether there are issues with 
regard to this determination that require 
clarification. 

In addition, future guidance will clarify 
that an aircraft or vessel will be consid
ered to be leased in foreign commerce, 
for purposes of section 954(c)(2)(A), only 
if the aircraft or vessel is used in for
eign commerce, within the meaning of 
§ 1.954-6(b )(3), and is used predom
inately outside the United States. For 
this purpose, an aircraft or vessel will be 

treated as used predominately outside the 
United States if it would be so treated 
under § \.956-2(b)(l)(vi) with the phrase 
"more than 50 percent" substituted for 
the phrases "70 percent or more" or "70 
percent." 

SECTION 4. SECTION 956 GUIDANCE 

Future guidance will provide that, for 
purposes of applying § \.956-2(b)(l)(vi), 
an aircraft or vessel used in the trans
portation of persons or property in foreign 
commerce is excluded from U.S. propelty 
under § 1.956-2(b)( 1 levi) if rents derived 
from leasing such aircraft or vessel are ex
cluded from foreign personal holding com
pany income under section 954(c)(2)(A) 
and such property is considered to be used 
predominatel y outside the United States 
under § 1.956-2(b)(l levi). determined 
by substituting the phrase "more than 50 
percent" for the phrases "70 percent or 
more" or "70 percent." For purposes of 
determining whether an aircraft or vessel 
is used in foreign commerce, the defini
tion of "foreign commerce" contained in 
§ 1.954-6(b )(3) shall continue to apply. 

SECTION 5. SECTION 367(a) 
GUIDANCE 

.OJ Active Conduct of a Trade or Business 
that Produces Rents or Royalties 

In light of section 415 of the AJCA and 
its legislative history, the regulations under 
section 367(a) will provide that the princi
ples of section 954(c)(2)(A) (as amended 
by the AJCA), and the regulations there
under (as they will be amended pursuant 
to section 3 of this notice), shall apply to 

determine whether a trade or business that 
produces rents or royalties is actively con
ducted under § l.367(a)-2T(b)(3). Until 
those regulations under section 367(a) are 
issued, taxpayers relying upon this notice 
must state that they are applying the provi
sions of this notice to meet the requirement 
of § 1.6038B-IT(c)(4)(i) and (iv) to spec
ify the reason the transfer qualifies for the 
active trade or business exception. 

.U2 Conduct of Trade or Business Outside 
of the United States 

For purposes of applying 
§ 1.367(a)-2T(b)(4) or a similar provision 
of future regulations, the regulations 

under section 367(a) will provide that 
generally the primary managerial and 
operational activities of the trade or 
business of leasing an aircraft or vessel 
must be conducted outside of the United 
States, and the aircraft or vessel must be 
used predominantly outside of the United 
States, as defined above in section 3. 
A lessee that uses an aircraft or vessel 
predominantly outside of the United 
States will satisfy the requirement in 
§ l.367(a)-4T(c)(l)(ii). 

.03 Depreciation Recapture for Certain 
Section 367 Transfers 

Treasury and the IRS are considering 
future guidance regarding how to deter
mine whether an aircraft or vessel was 
used predominantly outside the United 
States for a particular month for purposes 
of calculating section 367 recapture. Until 
further guidance is issued, taxpayers are 
permitted to use any reasonable method to 
make this determination. 

SECTION 6. EFFECTIVE DATE 

The future regulations described in this 
notice will be effective beginning on or af
ter May 2, 2006. Until those regulations 
are issued, taxpayers may rely upon the 
provisions ofthis notice as of May 2, 2006. 
In addition, taxpayers may elect to apply 
sections 3 and 4 of this notice retroactively 
to tax years of foreign corporations begin
ning after Decemher 31, 2004, and for tax 
years of United States shareholders with 
or within which such tax years of foreign 
corporations end. Taxpayers may elect to 
apply section 5 of this notice retroactively 
to transfers of aircraft or vessels occurring 
on or after October 22, 2004. This elec
tion is made by providing the description 
of the transfer under § 1.6038B-ITCc) as 
specified in section 5.01 of this notice. No 
relief under § 301.9100-1 is necessary for 
this election. Taxpayers electing to apply 
sections 3 through 5 of this notice retroac
tively must do so consistently for all trans
actions. 

SECTION 7. COMMENTS 

Comments are requested on whether 
any other changes to the regulations under 
sections 367, 954, and 956 are neccssary 
to implement the purposes of section 415 
of the AJCA. Specifically. Treasury and 
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the IRS are considering clarifying how 
the depreciation recapture rules apply to 
aircraft and vessels that were used both in 
and outside the United States. Treasury 
and the IRS relJue<,t comments on how the 
depreciation recapture rules under section 
367(a) should apply to leased aircraft and 
\ es,els. 

Written comments on the issues ad
dres,ed in this notice may be sub
mitted to the Office of Associate 
Chid' Counsel International. Attention: 
Jason Kleinman (Notice 2006-48). room 

.+ 710, CC:lNTL:B2. Internal Revenue 
Service. 1111 Constitution Avenue, NW. 
Washington. D.C., 20224. Alternatively, 
taxpayers may submit comments electron
ically to Notice. commellts@ml.irscollll

sel.treos.gol'. Comments will be available 
for public inspection and copying. 

SECTION 8. DRAFTING 
INFORMATION 

The principal authors of this notice are 
Jason Kleinman and Daniel McCall of the 

Office of Associate Chief Counsel (In
ternational). For comments or questions 
regarding sections 954 or 956. contact 
Mr. Kleinman at (202) 622-3840. For 
comments or questions regarding sec
tion 367, contact Mr. McCall at (202) 
622-3860. 

Notl'. This revenue procedure will be reproduced as the next revision of IRS Publication 4436, General Rules and Specifications for 
Substitute Form 941 and Schedule B (Form 941). 
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Section 1 - Purpose 

.01 The purpose of this publication is to provide general rules and specifications from the Internal Revenue Service (IRS) for paper 
and computer-generated substitutes for the January 2006 revision of Form 941, Employer's QUARTERLY Federal Tax Return, and 
Schedule B (Form 941). Report of Tax Liability for Semiweekly Schedule Depositors. 

Note. Suhstitute territorial forms ('::l41-PR. 941-SS. and Anexo B (Forma 941-PR)) should also conform to the specifications outlined 
in this revenue procedure . 

. 02 This publication provides measure menU. and printing specifications for substitute Form 941 and Schedule B (Form 941). If 
you need more in-depth information 011 who must complete the forms and how to complete them, see the Instructions for Form 941 
and Puhlication 15 (Circular E), Employer's Tax Guide. or visit the IRS website at www.irs.gov . 

.113 Form~ ,hould not be submitted to the IRS for specific approval. If you are uncertain of any specification and want clarification, 
do the following. 

( I) Suhmit a letter citing the specification. 

(2) State your understanding of the specification. 

(J) Enclo,e an example (if appropriate) of how the form would appear if produced using your understanding. 

(-l) 1I,e the folhm ing addre,s. Be sure to include your name, complete address, phone number, and, if applicable. your email 
.lddrc,,, \\ ith your corre'pondence. 
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Internal Revenue Service 
Attn: Substitute Forms Program 
SE:W:CAR:MP:T:T:SP,IR-6406 
1111 Constitution Avenue, NW 
Washington, DC 20224 

Note. Allow at least 30 days for the IRS to respond . 
. 04 However, software developers and form producers should send a blank copy of their substitute Form 941 and Schedule B (Form 

941) in pdf format to Victor. V Martin @irs.gov. The purpose is not specifically for approval but to assist the IRS in preparing to scan 
these forms. Submitters will only receive comments if a significant problem is discovered through this process. Submitters are not 
expected to delay marketing their forms in order to receive feedback. In no case should submitters include "live" taxpayer data. 

Section 2 - What's New 

.01 The 2006 revisions of Form 941 and Schedule B (Form 941) have six-digit Form 10 codes instead of the four-digit codes used 
in 2005 . 

• 02 Thc 2006 revision of Schedule B (Form 941) now includes a calendar year designation area near the top of the form . 
. 03 There are new 6x 10 grid layouts for the 2006 revisions. 

Section 3 - General Requirements for Reproducing IRS Official Form 941 and Schedule B 
(Form 941) 

.01 Do not submit substitute Form 941 and Schedule B (Form 941) to the IRS for approval. Substitute Form 941 and Schedule B 
(Form 941) that completely conform to the specifications contained in this revenue procedure do not require prior approval from the 
IRS. Substitute forms filed with the IRS that do not conform may be returned . 

. 02 Plint the form on paper that is 8.5 inches wide by II inches deep . 

. 03 Use white paper that meets generally-accepted weight, color, and quality standards (minimum 20 lb. white bond paper). 

Note. Reclaimed fiber in any pcrcentage is permitted providcd that the requirements of this standard are met. 
.04 The IRS prefers printing Form 941 on both sides of a single sheet of paper, but it is acceptable to print on one side of each of 

two separate sheets of paper . 
. 05 Make substitute paper forms as identical to the official IRS-printed forms as possible . 
. 06 Print using nonrctlective black inks . 
. 07 Use typefaces that are substantially identical in size and shape to the official forms and use rules and shading that are substan

tially identical to those on the official forms . 
. 08 Print the six-digit form 10 codes in the upper right-hand corner of each form using nonreflective black, carbon-based, 12-point 

(minimum 10-point rcquircd) OCR-A font. Use the official paper over-the-counter IRS forms to develop your substitute paper forms. 
Print "950106" on page 1 of Form 941, "950206" on page 2 of Form 941, and "950306" on Schedule B (Form 941) of substitute paper 
forms. See Section 4 for form [0 codes for software-generated forms. 

Note. Maintain as much white space as possible around the form 10 code. Do not allow character strings to print adjacent to the code . 
. 09 Print the OMB number in the same location as on the official forms . 
. 10 Print all entry boxes and checkhoxes exactly as shown on the official forms . 
. 11 Print your IRS-issued three-letter substitute form printer source code in the middle at the bottom of page I of Form 941. 

Note. You can obtain a three-letter substitute form printer source code by requesting it by email at *tax[orms@irs.gov. (The asterisk 
must be included in the address.) Please enter "Substitute Forms" on the subject line . 

. 12 Print "For Privacy Act and Paperwork Reduction Act Notice, see the back of the Payment Voucher" at the bottom of page 1 of 
Form 941 . 

. 13 Print "For Paperwork Reduction Act Notice, see separate instructions" at the bottom of Schedule B (Form 941) . 

. 14 Do not print the form catalog number ("Cat. No.") at the bottom of the forms or instructions . 

. 15 Do not print the Government Printing Office (GPO) symbol at the bottom of the forms or instructions . 

. 16 See Exhibits A and B in Section 8. 

Section 4 - Reproducing Form 941 and Schedule B (Form 941) for Software~Generated Paper 
Forms 

.01 You may use the 6x 10 grid exhibits (C and D) at the end of this document to develop a software version of Form 941 and 
Schedule B (Form 941). Please follow the specifications exactly to develop the fields. 
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.02 If you are developing software that is designed using the 6xlO grid in the exhibits. you may make the following modifications. 
Sec Exhibits C and D in Section 8. 

• 

• 

• 

Use "970 I 06" for page I of Form 94 I. "970206" for page 2 of Form 941, and "970306" for Schedule B (Form 941) as the form 

ID codes. 

Note. Maintain as much white space as possible around the form ID code. Do not allow character strings to print adjacent to the 

code. 

Place all boxes and entry spaces in the same field locations as indicated in the 6xlO grid exhibits. 

Use single lines for "Employer Identification Number" (EIN) and other entry areas in the entity section of page 1 of Form 941. 

• You do not need to use rcverse type as shown on the IRS official form. 

• You do not need to pre-print decimal points in the data boxes. However, all amounts should be printed with decimal points and 

place holders for cents. 

• Use a single box for "state abbreviation" in line 14 of Form 941. 

• Delete the pre-printed formatting in the "date" box for line 16 and in Parts 5 and 6 of Form 941. 

• Delete the pre-printed formatting in the "Phone" box for Parts 4, 5, and 6 . 

• Use a single box for "Personal Identification Number (PIN)" in Part 4 of Form 941. 

• You may delete all shading when using the 6x 10 grid format. 
.03 If producing both the form and the data or the form only, print your three-letter IRS-issued form printer source code in Row 

63. Column, 49-51 on page 1 of Form 941. See Section 3.11. 
.04 If producing only the data on the form, print your four-digit software industry form code in Row 4, Columns 58-6\ on page I 

of Form 941. See the National Association of Computerized Tax Processors (NACTP) website at www.nactp.org for information on 
these codes . 

. 05 Print "For Privacy Act and Paperwork Reduction Act Notice, see the Payment Voucher" at the bottom of page 1 of Form 941. 

.06 Print "For Paperwork Reduction Act Notice, see separate instructions" at the bottom of Schedule B (Form 941) . 

. 07 Do not print the form catalog number ("Cat. No.") at the bottom of the forms or instructions . 

. 08 Do not print the Government Printing Office (GPO) symbol at the bottom of the forms or instructions . 

. 09 To enable accurate scanning and processing, enter data on Form 941 and Schedule B (Form 941) as follows: 

• Show name and EIN on all pages and attachments . 

• Use 12-point (minimum IO-point) Courier font (if possible). 

• Omit dollar signs. but use commas to show amounts. 

• Except for lines L 2, and 10, leave blank any data field with a value of zero. 

• Enter negative amounts with a minus sign. 

Note. The IRS prefers that you use a minus sign for negative amounts instead of parentheses or some other means. The IRS will 
update the Instructions for Form 941 in 2007 to specify this preference. 

Section 5 - OMB Requirements for Substitute Forms 

.01 The Paperwork Reduction Act (the Act) of 1995 (Public Law 104-13) requires the following. 

• The Office of Management and Budget (OMB) approves all IRS tax forms that are subject to the Act. 

• Ead1 IRS form contains the OMB approval number, if assigned. (The official OMB numbers may be found on the official IRS 
fonn:-, and are also shown on the forms in the exhibits.) 
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• Each IRS form (or its instructions) states: 

(I) Why the IRS needs the information, 

(2) How it will be used, and 

(3) Whether or not the information is required to be furnished to the IRS . 
• 02 This information must be provided to any users of official or substitute IRS forms or instructions . 
. 03 The OMB requirements for substitute IRS forms are the following. 

• Any substitute form or substitute statement to a recipient must show the OMB number as it appears on the official IRS form. 

• For Form 941 and Schedule B (Form 941), the OMB number (1545-0029) must appear exactly as shown on the official IRS form. 

• For Form 941 and Schedule B (Form 941), the OMB number must use one of the following formats. 

(1) OMB No. 1545-0029 (preferred) or 

(2) OMB # 1545-0029 (acceptable) . 
. 04 If no instructions are provided to users on your forms, you must furnish to them the exact text of the Pri vacy Act and Paperwork 

Reduction Act Notice. 

Section 6 - Reproducible Copies of Forms 

.01 You can order official IRS forms and information copies of federal tax materials at local IRS offices or by calling thc IRS 
National Distribution Center at 1-800-829-3676. Other ways to get federal tax material include the following. 

• The IRS website at www.irs.gov. 

• The IRS' CD-ROM (Publication 1796) . 
. 02 The IRS also offers an alternative to downloading electronic files and provides current and prior year access to tax forms and 

instructions through its Federal Tax Forms CD-ROM. Order Publication 1796, IRS Federal Tax Products CD-ROM, by using the IRS 
website at www.irs.gol'lcdorders or by calling 1-877-CDFORMS (1-877-233-6767). 

Section 7 - Effect on Other Documents 

.01 Revenue Procedure 2005-21, 2005-1 C.B. 899 (reproduced as Publication 4436, Rev. 4-2005) is superseded. 

Section 8 - Exhibits 

.01 Please follow the specifications indicated in the following exhibits to produce substitute Form 941 and Schedule B (Form 941) . 

. 02 These forms are subject to review and possible change as required. Therefore, employers are cautioned against overstocking 
supplies of privately-printed substitutes . 

. 03 Do not submit substitute Form 941 and Schedule B (Form 941) to the IRS for approval. Substitute Form 941 and Schedule B 
(Form 941) that completely conform to the specifications contained in this revenue procedure may be pri vately printed without prior 
approval from the IRS. Substitute forms filed with the IRS that do not conform may be returned. See Section 3 of this publication. 

2006-1 C.B. 929 



930 

Exhibit A, Form 941 (Official Version) 

I 

I 
~. 

5" 

• 5' 
"f 

941 for 2006: 

-~--i----------------- .- -
I 

.85' 

Report for this Quarter 
(Ch@c" on@~ 

NamQ ' 

... 
1 Number of employ who received wages. tips. or other compensation for the pay period 

including: Mar. 12 (Ou rter 1). June 12 (Quarter 2). Sept. 12 (Quarter 3). Dec. 12 (Quarter 4) 

2 Wages. tips, and other compensatlon • 

3 Total income tax withheld from wages. tips. and other compensation 

4 If no wages. Ups. and

r
' other compensation are subject to SOCial security or Medicare tWl. • 

5 Taxable SOCIal securi and Medicare wages and tips: 
Column 1 Column 2 

I ~ 1 45'---'; 
5a Taxable social s99urity wages ~ . _ "-, 124,,:=' =====-=-==::::; 
5b Taxable social s~urity tips l_. __________ ~~, .124" I 

5c Taxable Medicare ~ages & tips 1-- ... -.. -.----- I ~029 " I:=====C=====: 

950106 

7.90' ~ ___ ---L ___ ---, 

5d Total social secur~, and Medicare taxes (Column 2. lines Sa + 5b + 5c = line 5dj . 

6 Total taxes before adjustments 01l)as 3 + 5d = line 6) • • • • • • • • . . 1 .8 ' 
7 TAX ADJUSTMENTS (~aad the instructions for line 7 before completing lines 73 through 7h.): 't 

7a CutTent quarter's tactions 
of cents • • • • " • • • ·L 145-' _d 'I' 

7b CutTent quarter' 5 rick pay. • • . • . • • • • • . C " ::'l 

~;;-~~~t-;~er'~-; l~st~n~f~;n;~ndgroup.tennlifelOsuran~~ ~ 2,2" 

-I 

I 

7d CutTent year's IOC me tax Wlthholdmg (attach FOIm 941c) . - . [ - -" 1 
7e Prior quarters' sotl security and Medicare taxes (attach Form 941 c) l~ _________ "_~ 
71 Special additions to federal income tax (attach Form 941 C). • .1 __ _ J I 

7g Special additiOns tt SOCial secuniy and Medicare (attach Form 941 C) C _~_....J rl _____ ~ ___ ____, ~ 
I I 5" I 

7h TOTAL ADJUSTM NTS (Combine all amounts hnes 78 through 7g) • . , . 7h !=====~====,===,. 
I ~ •• - '-~ 

8 Total taxes after adjU~tments (Combine lines 6 and 7h) 8 F~===='.=====~':== 
9 Ad~ance eamed incote credit (EIC) payments made to employees • 9 l~.~=========~ 

10 Total taxes efter adju.tment for advance EIC ~Ine B -line 9 = line 10) 10 r=L~-~,-,--~===-,=="===;i 
11 Total deposits for thJ quarter, including overpayment applied from a prior quarter 11 :=:1 ============~l 
12 Balance due (If line 1 J IS more tilan hne 11, wnte the difference here.) • 12 L[_____ 1 

Make checks payable to Unrted States T~asury. ,--,--,.---------, 

13 Overpayment!~ line 11 is more than line 10. wrna the diff ... ence here) 

~ You MUSTlil1 out botVages 01 thiS form and SIGN It 4 -: 

For Pnvacy Act and Paperwoi1< Reduction Act Notice. see the back of the Payment vou~ •• 

------,--

. .-C Check onal] Apply to next retum 

i i Send a refund 

~ 
,ye" 941 "", 
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Exhibit A, Form 941 (Official Version) (continued) 

If you are unsure 
(Circular E), section 11. 

1.- .9' _____ ~r;:::;;:J Write ~.sta ... a.bbreviation fortha state where you made your deposits OR write "MU· 
1 14 LJ-lL:::":J deposits 10 multiple states. 

1 

1 

1 

1 

1 

1 

1 

15 Check one: [J Line 10 is less than $2,500. Go to Part 3. 

D You were a monthly schedule depositor for the entire quarter. Fill out your tax 
liability for each month. Then go to Part 3. 

Tax liability. Month 1 [ ; 25' I 
;:=~====1.=8' =-.'-="'~.='=B~ 

Month 2 

950206 

you made your 

~ 9.5' 
I . 

I 
Month 3 

Total liabil ity for quartsr [--....... , J Total must equal line 

LJ You were II semiweekly schedule depositor for any part of this quartsr. Fill out 
Report of Tax Liability for Semiweekly Schedule Depositors, and attach it to this 

Do you want to alow an employee, a paid tax preparer, or another person to discuss this return wi1h 
instructions for details, 

D Yes. Designee's name :============:;--------.------1=-==--==-=-~=__:=J 
!if--y-----::.--2.0·~i Phone 

Under penalties of p$!jury, I declare that I have examined this return. including accompanying 
the best of my knowledge and belief, it is true, correct, and complete. 

1W' 5 9' 
" SiIJl your nama here 

Print name and title 

Firm's name 

Address 

~---------------36·---------·----~ 

Date 

D Check if 

Page 
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Exhibit B, Schedule B (Form 941) 
(Official Version) 

I 

---, 
I 
I 

Schedule B (Fonn 941): 1 0' 950306 I 

I 
I 
1 

Report of Tax Liability for Semiweekly Schedule Depositors 

Calendar yew (Also (:he(~, \~U6f1of'rl 

RepOl t fur Ih'5 Ouart", 
(Chc.k one) 

o I: January, February March 

C 2: April, May, June 

C 3: July, August, Sep ber 

D 4: October, NOI/em 
2.15' 

Use this schedule to show your TAX LIABILITY for the quarter; DO NOT use it to show your deposits. You mu 
form and attach it to Form 941 (or Form 941-SS) if you are a semiweekly schedule depositor or became one b use your 
accumulated tax liability on any day was $100,000 or more. Write your daily tax liab~ity on the numbered spa that 
correllPOnds to the date wages were paid, See Section 11 in Pub. 15 (Circular E), Employer's Tax Guide, for de 'Is. 

I I ~ I I '-l Tax lI.bllly for Month 1 
1 )=========i g~-1.3· -'-.'7:===* ~1"=='===i25i=========i-
2[ 1,01 ['3 26[ [ 17·----t~ 
3[25'1 1,,1 ['9 271 I'-------r-----' 
4[ U [20 281 [ 

SI--]'3}=[ ==~===i12'!:====f=====i291 I 

6 [ -U' ------, ,) )01 I 
I[ ls[ . J::"-==~'==ii31 
61 IJ= ·tL.......r-_I----"-----' 

1.55' , 

[ · ! 

MeathZ .. 
,[ IL I" 
2~ iH)L ,o=J,8L 

1 · I 
Tax Itlly for Month 2 

[ · [ 1 . 
:===I==~==l25 

F==~i=====l26 

· 

1 

1 

+-5 ...... 
3
1 1,,1 I" 

: 4 [ 1,2[ [20 6.2' 

1 ,I In[ 12,L 

[ I .4~ 

L · I 
I 

~5' 
. 1 

:===I==~==l28 

61 U 
71 1'51 
s[ Lf 
Meath 3 

122 

J23 

:===I==~==l29 

:===i==~~3ol 
I i====F=~==l3' 

J2) 

----J 
· 
· I 

J--·------:--l J-------:---l :~i : J:: [------:--[ 

I · l 
I I · 
II · I 

3[ [,,[ L~ I ~27 

I .=.J 
41 .JJ. .. [)O~ ~ ~?A 
1 LC= ==U f. l:~ 
or IJ= Inil I~' 1:°':1' ----, 
,I 1'51 [c':,) I 
____ -'-_1'6 IC4i t. i 

HI .e ,0.' 'O'dl II,b"" 101 loe Q','''''' ('Aonll, • , Ihn" , ' 'Ave,lo 3, = Totat lax "ablll\' fo' Ihe ~rl'" 
Total must 8q18llne 10 on Form 941 101 'Ire S i=orm 941·SS) 1.15 Y 

For PapelWork Reduction Act Notice, see ""patate instructions, .. 

1.55 . 

~r 

r""llabIllyfo'MonIh3 

. 
~ 

1.4 . 

6' i I ------------ _________ i ________ ~ _____________ ~ 
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Exhibit C, Form 941 (6 x 10 Grid Version) 
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Exhibit C, Form 941 (6 x 10 Grid Version) 
(continued) 

"I7D2D6 
Form 941 (Rev 1-2OO6) P. a 2 
Nlme (not your trada namo) !m ployer Idlntl1lc1lllon n umber (liN) 

Part 2: Tell us about your deposit schedule and IaJlllabillty fqr .thlll qu.mtr, 
If you are un$Ure oboul ""elll., you or •• monthly schedule depoalor or I IImlweeldy achedul. dopoel1Dr, at. Pub. 15 (Clrcullor ~, 
section 11. . .. '" .. .... 

14 0 Ente, the stole abbrevla1lon for 111. , .. II whe,. you made yoU, doposk OR .nt.~ "MU' If YOII II1tdI your dIIp..1t8 In lllulUple 
stoles. 

15 Check one: D Una 10 Is 10" than $2,500. Go to Part 3. 

D You .. ere a moo1llly Ichedule dopOllltor for the .enth q",,~. F'I ~ut your "I"';I~ 
lor eaeh month. Than go to Pa~ 3. 

Month I ~I ========~I 
Monlll2 ,. I 

To liability: 

Month 3 I I 
Totaillabiity for ",.-ter ! . j T~taI !""lSI lleJual.lna 10.. . . _ 

D You ... r. a semiweekly schedule dopoeltor for any ptrt of this ",arter. I'll out Schedule B (Form 941)' 
Report of Tax liability inr SemiwBekfy Sdla"'I" D,jpt>StriIS. lind Bttach'itto!hOi form. . . , 

16 If your bU$lness hal closed or you stopped paylnll wages .. D Check hale. and 

arIel the fnal de'" you paid wages '-------_-------11 
17 If you are a &l8$onll employer ard you do not ttave to flo • retunn far .very ."'.-tar or 1111 YI$'- .. 

Part 4: May we speak Vtdth your third-partv designee? 
00 you wanl to allow an employee, a paid tax IIfIParer, orallQ!her IIOroOl'lIl> Iholusathll$ return with !he IRS? $e. ina!ruatilfllliru dala .... 

o Yes. Designee's name 

Phon. 
ONo. 

Part 5~ SIgn here. You MUST flll out both sides of this form and SIGN Il 
UndO! pane.i ... of perJury, I declar. that I have e''''fl,'",d this f.",m, inoodilg lICComp8ffling !lIlhedul9$ and st819rMRIS, and·to 1ilal>ll8I of fTY 
knDwlldg. and belie!. it is !rue. "oneil. and corovlalil. 

~ Sign yOur narnehere LI =-=================================:::: 
Print narne and title r 

~==~~========~~--------~ 
Delo j~ __ ---,I Phon. c= 

Part 6: For PAID preparers only (optional) 

2006-1 C.B. 

~====================~I EIN 

~===-=--::-:--:-;-_---;:::==============~I ZIP ood. ~============~ '--_______ -41 SSN/P'TIN LI _______ -' 

o Check ~ you are ",.-employed 



Exhibit D, Schedule B (Form 941) (6 x 10 Grid 
Version) 
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2(, eFR ()()1.2()1. Rillillgl (/1/(/ det<Tlllill(/tlOli/crters. 

1.\/,,,: Purr I. S(CI/,IJI 7.'28.) 

Rev. Proc. 2006-26 

SECTION I. PURPOSE 

The purpose of this revenue procedure 
is to announce the introduction of user fees 
for requests submitted to the U.S. compe
tent authority for discretionary determina
tions under limitation on benefits provi
sion, of u.s. income tax treaties. This rev
enue procedure modifies section 14 (Fees) 
()f Re\·. Proc. 2002-52.2002-2 C.B. 242, 
and will be effective for such requests sub
mitted on or after May 4. 2006. 

SECTION 2. BACKGROUND 

Almost all U.S. income tax treaties con
tain a limitation on benefits article. A res
ident of a Contracting State must satisfy 
one of the enumerated tests set forth in that 
article to be entitled to U.S. treaty benefits 
with respect to an item of income. profit 
or gain. The U.S. competent authority will 
not make a determination on whether or 
not a resident of a Contracting State meets 
the conditions of one of these enumerated 
tests. However, if a resident of a Contract
ing State does not meet one of the tests, 
most limitation on benefits articles autho
rize the U.S. competent authority to make 
a discretionary determination that the res
ident be entitled to some or all of the ben
efits of the income tax treaty. Rev. Proe. 
2002-52. Procedures for Obtaining Com
petent Authority Assistance, currently sets 
forth rules for requesting a discretionary 
determination under a limitation on bene
fits prmision of an income tax treaty. Sec
tion 3.(}~ of Rev. Proc. 2002-52. 

Section 14 of Rev. Proc. 2002-52 cur
rently provides that user fees are not re
Ljuir~d as a condition to requesting com
petent authority assistance, including re
l\uL'sh for a discr~tionary determination 
pursuant to section 3.m\. The Internal Rev
enue Sen'ice has recently determined that 
liser lecs are appropriate for this limited 
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type of request for competent authority as
sistance. The rules for these user fees 
are set forth below and will be incorpo
rated into the nex.t update of Rev. Proe. 
~O()2-S~. 

SECTION 3. PROCEDURES 

.01 Fees 

Effective May 4, 2006, a user fee of 
$15,000 will be charged for each entity re
questing a discretionary limitation on ben
efits determination. The fee will apply re
gardless of whether the request is for: (1) 

an initial determination: (2) a renewal of 
a previously issued determination: or (3) 

a supplemental determination required, for 
example, if there is a material change in 
fact, or the applicant seeks benefits with 
respect to a different type of income, or re
quests a lower rate of withholding tax on 
dividends. If a request is submitted that re
quires the competent authority to make a 
discretionary determination for more than 
one entity, a separate fee will be charged 
for each entity. 

.02 Acceptance of Request 

A user fee will not be charged until 
the U.S. competent authority has formally 
accepted the request for consideration. 
Requests should continue to be submitted 
to the Director, International (LMSB), and 
include the information required in sec
tion 3.08 of Rev. Proc. 2002-52. Within 
30 days of receipt of a complete submis
sion, the U.S. competent authority will 
provide written notice to the applicant as 
to whether the request will be accepted or 
rejected for consideration. If a request is 
acceptcd, the applicant will be required 
to mail a check or money order in the 
appropriate amount, along with a copy 
of thc written notice of acceptance to the 
IRS office identified below. The check 
or money order should be payable to the 
United States Treasury. Substantive con
sideration of a request for a discretionary 
determination will not begin until the ap-

plicant has submitted the apPI'()priate User 

fee. 
The mailing address for the user fee is: 

IRS/BFC 
P.O. Box l)()02 
Beckley. W\' ~5~O~ 

.03 Refunds of user fees 

In general, a user fee will not he re
funded once the competent authority ac
cepts a request for consideration and the 
user fee is paid. For example. the Service 
will not refund the user fee if the request 
for a discretionary determination is with
drawn by the applicant, or if the applicant 
fails to submit additional information as 

requested by the Competent Authority. 
A user fee may be refunded, however, 

if: 

(a) A higher user fee is paid than is 
required: or 

(b) Taking into account all the facts 
and circumstances, including the Service's 
resources devoted to the request. the COIll

petent Authority declines to rule and. in his 
or her sole discretion, decides a refund is 
appropriate. 

SECTION 4. EFFECT ON OTHER 
DOCUMENTS 

Section 14 of Rev. Proc. 2002-52. 
2002-2 C.B. 242, is modified c.ccordingly. 

SECTION 5. EFFECTIVE DATE 

This revenue procedure is effective 
May 4,2006. 

SECTION 6. DRAFTING 
INFORMATION 

The principal author of this revenue 
procedure is Quyen P. Huynh of the Of
fice of Associate Chief Counsel (Inter
national). For further information re
garding this revenue procedure, contact 
Quyen P. Huynh at (202) 622-3880 (not a 
toll-free call). 



Part IV. Items of General Interest 
Withdrawal of Proposed 
Regulations Regarding 
Intercompany Transactions; 
Manufacturer Incentive 
Payments 

Announcement 2006-34 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Withdrawal of notice of pro
posed rule making. 

SUMMARY: This document with
draws a notice of proposed rulemaking 
(REG-131264-04. 2004-38 I.R.B. 5(6) 
regarding the treatment of manufacturer 
incentive payments. The proposed reg
ulations were published in the Federal 
Register on August 13. 2004 (69 FR 
50112). After consideration of additional 
issues. the IRS and Treasury Department 
have decided to withdraw the proposed 
regulations. 

DATES: These proposed regulations are 
withdrawn on May 8. 2006. 

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

SUPPLEMENTARY INFORMATION: 

Background 

On August 13,2004, the IRS and Trea
sury Department published a notice of 

proposed rulemaking (REG-131264-04) 
in the Federal Register (69 FR 50112) 
proposi ng regulations to address addi
tional transactions involving manufacturer 
incentive payments and to clarify the 
proper treatment of such incenti ve pay
ments under the intercompany transaction 
regulations. 

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

The example in paragraph (c) of the 
proposed regulations relies. in part, upon 
the premise that the manufacturer incen
tive payment is an ordinary and necessary 
business expense deductible under section 
162. To the extent that this premise is cor
reeL paragraph (d) of the proposed regu
lations illustrates the proper application of 
the intercompany transaction regulations. 
However, because Rev. Rul. 2005-28 sus
pends Rev. Rul. 76-96, in pertinent part, 
these paragraphs of the proposed regula
tions are withdrawn pending fUl1her guid
ance on the section 162 issue considered in 
Rev. Rul. 76-96. 

The example in paragraph (e) of the 
proposed regulations illustrates the appli-

cation of the original issue discount rules 
to the facts described ill paragraph (e) and, 
based on these facts. concludes that the 
transaction is not an i ntercumpany trans
action. This conclusion is not dcpendent 
upon the issue being reconsidered in Re\". 
Rul. 76-96. Nevertheless. because the 
example in paragraph (e). standing alone, 
does not provide guidance with respect to 
the application of the intercompany trans
action regulations to an intercompany 
transaction, paragraph (e) of the proposed 
regulations is also withdrawn. 

* * * * * 

Withdrawal of Notice of Proposed 
Rulemaking 

Accordingly, under the authority of 26 
U.S.c. 780S. the notice of proposed rule
making (REG-131264-04) that was pub
lished in the Federal Register on August 
13.2004 (69 FR 50112) is withdrawn. 

Mark E. Matthews. 
Depllfv CO/llmissioller .f{J/' 
Sen'iccs alld t;lIjim·clllcllt. 

(Filed by the Office of the Federal Reg"ter on May :i. cOIl(,. 
8:...J.5 a Ill.. JnL! publi~hl'u In th~ i:-. ... ue of the Fcdcr;!l RCg:I\tLT 

tor May X. 200b. 71 F.R. 2(721) 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 472.-Last-in, 
First-out Inventories 
~fJ eFR 1.·J7~-1. Lilll·ill. Fint'(!lIt illl'clltrl/'/('\. 

LIFO; price indexes; department 
stores. The March 2006 Bureau of La
hor Statistics price indexes are accepted 
for use hy department storcs employing 
the retail inventory and last-in, first-out 
\I1ventory methods for valuing inventories 
for tax years ended on, or with reference 
to, March 31, 2006. 

Rev. Rul. 2006-28 

The following Department Store Inven
tory Price Indexes for March 2006 were 
issued hy the Bureau of Labor Statistics. 
The indexes are accepted by the Inter
nal Revenue Service, under § 1.472-1(k) 
of the Income Tax Regulations and Rev. 
Proc. 86--46, 1986-2 CB. 739, for ap
propriate application to inventories of 
department stores employing the retail 
inventory and last-in, first-out inventory 

methods for tax years ended on, or with 
reference (0, March 31. 2006. 

The Department Store Inventory Price 
Indexes are prepared on a national basis 
and include (a) n major groups of depart. 
ments, (b) three special combinations of 
the major groups - soft goods, durable 
goods, and miscellaneous goods, and (c) a 
store total. which covers all departments, 
including some not listed separately, ex· 
cept for the following: candy, food, liquor, 
tobacco, and contract departments, 

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

1. 
.., 

3. 
4. 
:1. 
6. 
7. 
8. 
ll. 
10. 
II. 
12. 
U. 
14. 
15. 
16. 
17. 
18. 
Ill. 
20. 
21. 
..,.., 

23. 

Groups 

Piece Goods ............................................ . 
Domestics and Draperies ................................. . 
Women's and Children' s Shoes ........................... . 
Men's Shoes ... " ........ '" .............. '" ........... . 
Infants' Wear ........................................... . 
Women's Underwear. .................................... . 
Women's Hosiery ... " ..................... '" .......... . 
Women's and Girls' Accessories .......................... . 
Women's Outerwear and Girls' Wear ...................... . 
Men's Clothing ......................................... . 
Men's Furnishings ....................................... . 
Boys' Clothing and Furnishings ........................... . 
Jewelry ................................................. . 
Notions ................................................ . 
Toilet Articles and Drugs ................................. . 
Furniture and Bedding. . . . . . . . . . ................... . 
Floor Coverings ......................................... . 
Housewares ............................................. . 
Major Appliances ........................................ . 
Radio and Television ..................................... . 
Recreation and Education2 ................................ . 

o 
Hllme [mprovements- .................................... . 
AUlomotive Accessoriesc ................................. . 

Group" 1-15: S(lf'IGo(lds '"'''''' ........ .. ......... . 
Groups 16-20: Durahle Goods .................................. . 
Group" 21-2J: Misc. Goods2 ................................... . 

Store Total' ............................................. . 

Mar. 2005 

465.1 
536.8 
685.9 
849.9 
571.0 
547.7 
349.7 
607.0 
375.9 
564.8 
587.n 
445.9 
882.1 
777.7 
991.4 
604.2 
602.4 
712.2 
205.0 
39.5 
79.6 

137.3 
114.4 

572.2 
381.1 
94.0 

504.0 

l.l..lo'l'IlL·L' of a minm sign hefore the percentage change in this column signifies a price increase. 

~IIldc\e, lln a JaIluary lllt\6 =:: Ion hase. 

Percent Change 
from Mar. 2005 

Mar. 2006 to Mar. 20061 

442.9 -4.8 
495.7 -7.7 
703.1 2.5 
875.8 3.0 
569.9 -0.2 
545.6 -0.4 
347.3 -0.7 
583.1 -3.9 
367.6 -2.2 
542.9 -3.9 
571.3 -2.7 
408.0 -8.5 
854.9 -3.1 
792.2 1.9 

1008.3 1.7 
603.6 -0.1 
619.5 2.8 
696.4 -2.2 
204.2 -0.4 
37.1 -6.1 
77.2 -3.0 

139.5 1.6 
118.4 3.5 

560.6 -2.0 
374.7 -\.7 

93.5 -0.5 

495.0 -1.8 

'The ,tore 10lal indc\ cmers all departments, including some not listed separately, except for the following: candy, food, liquor, 
IPhaL·cll. and contract departments. 
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DRAFTING INFORMATION 

The principal author of this revenue 
ruling is Michael Burkom of the Office 
of Associate Chief Counsel (Income Tax 
and Accounting). For further informa
tion regarding this revenue ruling, contact 
Mr. Burkom at (202) 622-7924 (not a 
toll-free call). 

Section 2056.-Bequests, 
etc., to Surviving Spouse 

26 CFR 20.2056(a)-1: Qualified terminable interest 

propertyelectiollS. 

If a marital trust is the named beneficiary of a dece

dent's IRA. under what circumstances is the surviv

ing spouse considered to have a qualifying income in

terest for life in the IRA and in the trust for purposes 

of an election to treat both the IRA and the trust as 
qualified terminahle interest properly under section 

2056(b)(7)'7 See Rev. Rul. 2006-26. page 939. 

IRA, marital deduction. This ruling 
clarifies circumstances under which the 
surviving spouse is considered to have a 
qualifying income interest for life in an 
IRA where a marital trust is dcsignated as 
the IRA beneficiary for purposes of elect
ing to have the IRA treated as qualifying 
tenninable interest property under section 
2056(b )(7) of the Code. Rev. Rul. 2000-2 
modified and superseded. 

Rev. Rul. 2006-26 

ISSUE 

If a marital trust described in Situa
tions 1, 2, or 3 is the named beneficiary 
of a decedent's individual retirement ac
count (IRA) or other qualified retirement 
plan described in section 4974(c) that is a 
defined contribution plan, under what cir
cumstances is the surviving spouse con
sidered to have a qualifying income inter
est for life in the IRA (or qualified retire
ment plan) and in the trust for purposes of 
an election to treat both the IRA and the 
trust as qualified terminable interest prop
erty (QTIP) under § 2056(b )(7) of the In
ternal Revenue Code? 

FACTS 

A dies in 2004, at age 68, survived by 
Spouse, B. Prior to death, A established an 

IRA described in § 40R(a). A's will creates 
a testamentary marital trust (Trust) that is 
funded with assets in A's probate estate. 
As of A's death, Trust is irrevocable and 
is valid under applicable local law. Prior 
to death, A named Trust as the beneficiary 
of all amounts payable from the IRA after 
A's death. The IRA is properly included in 
A's gross estate for federal estate tax pur
poses. The IRA is currently invested in 
productive assets and B has the right (di
rectly or through the trustee of Trust) to 
compel the investment of the IRA in assets 
productive of a reasonable income. The 
IRA document does not prohibit the with
drawal from the IRA of amounts in excess 
of the annual required minimum distribu
tion amount under § 408(a)(6). The execu
tor of A's estate elects under § 20S6(b)(7) 
to treat both the IRA and Trust as QTIP. 

Under Trust's terms, all income is 
payable annually to B for B's life, and no 
person has the power to appoint any part 
of the Trust principal to any person other 
than B during E's lifetime. B has the right 
to compel the trustee to invest the Trust 
principal in assets productive of a rea
sonable income. On B's death, the Trust 
principal is to be distributed to A's chil
dren, who are younger than B. Under the 
trust instrument, no person other than B 
and A's children has a beneficial interest in 
Trust (including any contingent beneficial 
interest). Further, as in Rev. Rul. 2000-2, 
2000-1 C.B. 305, under Trust's terms, B 
has the power, exercisable annually, to 
compel the trustee to withdraw from the 
IRA an amount equal to all the income of 
the IRA for the year and to distrihute that 
income to B. If B exercises this power, the 
trustee is obligated under Trust's terms to 
withdraw the greater of all of the income of 
the IRA or the annual required minimum 
distribution amount under § 408(a)(6), and 
distribute currently to B at least the income 
of the IRA. The Trust instrument provides 
that any excess of the required minimum 
distribution amount over the income of the 
IRA for that year is to be added to Trust's 
principal. If B does not exercise the power 
to compel a withdrawal from the IRA for a 
particular year, the trustee must withdraw 
from the IRA only the required minimum 
distrihution amount under § 408(a)(6) for 
that year. 

The trustee of Trust provides to the 
IRA trustee a copy of A's will (Trust's 
governing instrument) before October 

31. 2005, in accordance with A-6(b) of 
§ 1.401(a)(9)-4 of the Income Tax regu
lations. Because the requirements of A-4 
and A-S of § 1.401 (a)(9)-4 of the Income 
Tax regulations are satisfied and there are 
no beneficiaries or potential beneficiaries 
that are not individuals, the beneficiaries 
of the trust may be treated as designated 
beneficiaries of the IRA. In accordance 
with § 408(a)(6) and the terms of the IRA 
instrument, the trustee of Trust elects to 
receive annual required minimum distri
butions using the exception to the five 
year rule in § 401(a)(9)(B)(iii) for distri
butions over a distribution period equal to 
a designated beneficiary's life expectancy. 
Because amounts may be accumulated in 
Trust for the benefit of A' s children, B 

is not treated as the sole beneficiary and, 
thus, the special rule for a surviving spouse 
in § 401(a)(9)(B)(iv) is not applicable. 
Accordingly, the trustee of Trust elects to 
have the annual required minimum dis
tributions from the IRA to Trust begin in 
2005. the year immediately following the 
year of A's death. The amount of the an
nual required minimum distribution from 
the IRA for each year is calculated by 
dividing the account balance of the IRA as 
of December 31 of the immediately pre
ceding year by the remaining distribution 
period. Because B' s life expectancy is the 
shortest of all of the potential beneficiaries 
of Trust's interest in the IRA (including 
remainder beneficiaries), the distribution 
period for purposes of § 401(a)(9)(B)(iii) 
is B's Ii fe expectancy, based on the Sin
gle Life Table in A-I of § 1.401(a)(9)-9, 
using B's age as of B's birthday in 2005, 
reduced by one for each calendar year that 
elapses after 2005. On B's death, the re
quired minimum distributions with respect 
to any undistrihuted halance of the IRA 
will continue to be calculated in the same 
manner and be distributed to Trust over 
the remaining distribution period. 

Situation I-Authorized Adjustments 
Betlveen Income alld Principal. The facts 
and the terms of Trust are as described 
above. Trust is governed by the laws of 
State X. State X has adopted a version of 
the Uniform Principal and Income Act 
(UPIA) including a provision similar to 
section I 04(a) of the UPIA providing that, 
in certain circumstances, the trustee is 
authorized to make adjustments between 
income and principal to fulfill the trustee' s 
duty of impartiality between the income 
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and remainder beneficiaries. More specif
ically. State X has adopted a prmision 
providing that adjustments between in
come and principal may be made. as under 
section IO'+(a) of the UPIA. when trust 
a,sets are invested under State X's pru
dent investor standard. the amount to be 
distributed to a beneficiary is described 
hy reference to the trust's income. and the 
trust cannot he administered impartially 
after applying State X' s statutory rules 
regarding the allocation of receipts and 
disbursements to income and principal. In 
addition. State X's statute incorporates a 
provision similar to section '+09(c) of the 
UPIA providing that. when a payment is 
made from an IRA to a trust: (i) ifno part 
of the payment is characterized as interest. 
a dividend. or an equivalent payment. and 
all or part of the payment is required to 
be distributed currently to the heneficiary. 
the trustee must allocate 10 percent of the 
required payment to income and the bal
ance to principal: and (ii) if no part of the 
payment made is required to be distrihuted 
from the trust or if the payment received 
by the trust is the entire amount to whieh 
the trustee is contractually entitled. the 
trustee must allocate the entire payment 
to principal. State X' s statute further pro
vides that. similar to section '+09(d) of the 
UPIA. if in order to obtain an estate tax 
marital deduction for a trust a trustee must 
allocate more of a payment to income. the 
trustee is required to allocate to income 
the additional amount necessary to obtain 
the marital deduction. 

For each calendar year. the trustee 
determines the total return of the a,sets 
held directly in Trust. exclusive of the 
IRA. and then determines the respective 
portion of the total return that is to bc 
allocated to principal and to income un
der State X's version of section 104(a) 
of the UPIA in a manner that fulfills the 
trustee's duty of impartiality between the 
income and remainder beneficiaries. The 
amount allocated to income i, distributed 
to B as income beneficiary of Trust. in 
accordance with the terms of the Trust 
in~,trlIlllent. Similarly. for each calendar 
year the trustee of Trust determines the 
total return of the assets held in the IRA 
and then determlI1es the respectlve portion 
of the total return that \You Id be allocated 
tLl principal and to income under State X' s 
version of section IO'+la) of the UPIA in 
a manner that fulfills a fiduciary's duty 
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of impartiality. This allocation is made 
without regard to. and independent of. 
the trustee' s determination with respect 
to Trust income and principal. If B ex
ercises the withdrawal power. Trustee 
withdraws from the IRA the amount allo
cated to income (or the required minimum 
distribution amount under § 408(a)(6). if 
greater!. and distributes to B the amount 
allocated to income of the IRA. 

Sill/arion 2-Unitrust /nc01l1e Determi
nation. The facts. and the terms of Trust. 
are as described above. Trust is governed 
by the laws of State Y. Under State Y law. 
if the trust instrument specifically provides 
or the interested parties consent. the in
come of the trust means a unitrust amount 
of 4 percent of the fair market value of 
the trust assets valued annually. In accor
dance with procedures prescribed by the 
State Y statute. all interested parties autho
rize the trustee to administer Trust and to 
determine withdrawals from the IRA in ac
cordance with this provision. The trustee 
determines an amount equal to 4 percent 
of the fair market value of the IRA assets 
and an amount equal to 4 percent of the 
fair market value of Trust's assets. exclu
sive of the IRA, as of the appropriate valu
ation date. In accordance with the terms of 
Trust. trustee distributes the amount equal 
to 4 percent of the Trust assets. exclusive 
of the IRA. to B. annually. In addition. if 
B exercises the withdrawal power. Trustee 
withdraws from the IRA the greater of the 
required minimum distribution amount un
der * 408('1)(6) or the amount equal to 4 
percent of the value of the IRA assets. and 
distributes to B at least the amount equal to 
.+ percent of the value of the IRA assets. 

Sitllation 3-"Traditionol" Defillition 
oj Income. The facts. and the terms of 
Trust. are as described above. Trust is 
governed by the laws of State Z. State Z 
has not enacted the UPIA. and therefore 
does not have provisions comparable to 
sections I04(a) and 409(c) and (d) of the 
UPIA. Thus. in determining the amount 
of IRA income B can compel the trustee 
to withdraw from the IRA. the trustee 
applies the law of State Z regarding the 
allocation of receipts and disbursements 
to income and principal. with no power to 
allocate hetween income and principal. As 
in Situations 1 and 2. the income of Trust 
is determined without regard to the IRA. 
Jnd the income of the IRA is separately 
determined based on the assets of the IRA. 

LAW AND ANALYSIS 

Section 2056(a) pro\llks that the value 
of the taxable estate is. except as limited by 
* 2056(b). determined hy deducting from 
the value of the gross estate an amount 
equal to the value of any interest in prop
erty that passes from the decedent to the 
surviving spouse. to the extent that inter
est is included in the value of decedent's 
gross estate. 

Under § 2056(b)( I). if an interest pass
ing to the surviving spouse will terminate 
or fail. no deduction is allowed with re
spect to the interest if an interest in the 
property passes or has passed from the 
decedent to any person other than the 
surviving spouse (or the estate of the 
spouse). that may be possessed or enjoyed 
by such other person after termination of 
the spouse' s interest. 

Section 2056(b )(7) provides that QTIP. 
for purposes of § 2056(a). is treated as 
passing to the surviving spouse and no 
part of the property is treated as passing to 
any person other than the surviving spouse. 
Section 2056(b)(7)(B)(i) defines QTIP as 
property that passes from the decedent, in 
which the surviving spouse has a qualify
ing income interest for life. and to which an 
election under § 2056(b)(7) applies. Under 
~ 2056(b)(7)(B)(ii). the surviving spouse 
has a qualifying income interest for life 
if. inter alia, the surviving spouse is en
titled to all the income from the property. 
payable annually or at more frequent inter
vals. 

Section 20.2056(b )-7 (d)(2) provides 
that the principles or * 20.2056(b)-5(f), 
relating to whether the spouse is entitled 
for life to all of the income from the prop
erty, apply in determining whether the 
surviving spouse is entitled for life to all 
of the income from the property for pur
poses of § 2056(b )(7). 

Section 20.2056(b)-5(f)(I) provides 
that, if an interest is transferred in trust, 
the surviving spouse is entitled for life to 
all of the income from the entire interest 
if the effect of the trust is to give the sur
viving spouse substantially that degree of 
beneficial enjoyment of the trust property 
during the surviving spouse's life that the 
principles of the law of trusts accord to a 
person who is unqualifiedly designated as 
the life beneficiary of a trust. In addition. 
the surviving spouse is entitled for life to 
all of the income from the property if the 



spouse is entitled to income as determined 
by applicable local law that provides for 
a reasonable apportionment between the 
income and remainder beneficiaries of the 
total return of the trust and that meets the 
requirements of § 1.643(b)-1. 

Section 20.2056(b )-5(f)( 8) provides 
that the terms "entitled for life" and 
"payable annually or at more frequent 
intervals" require that under the terms of 
the trust the income referred to must be 
currently (at least annually) distributable 
to the spouse or that the spouse must have 
such command over the income that it is 
virtually the spouse's. Thus, the surviving 
spouse will be entitled for life to all of the 
income from the trust, payable annually, 
if, under the terms of the trust instrumcnt, 
the spouse has the right exercisable an
nually (or at more frequent intervals) to 
require distribution to the spouse of the 
trust income and, to the extent that right 
is not exercised, the trust income is to be 
accumulated and added to principal. 

Generall y, § 1.643(b )-1 provides that, 
for purposes of various provisions of the 
Code relating to the income taxation of es
tates and trusts, the term "income" means 
the amount of income of the estate or trust 
for the taxable year determined under the 
terms of the governing instrument and 
applicable local law. Under § 1.643(b )-1, 
trust provisions that depart fundamentally 
from traditional principles of income and 
principal generally will not be recognized. 
Under these traditional principles, items 
such as dividends, interest, and rents are 
generally allocated to income and pro
ceeds from the sale or exchange of trust 
assets are generally allocated to principal. 

However, under § 1.643(b )-1, the allo
cation of an amount between income and 
principal pursuant to applicable local law 
will be respected if local law provides for a 
reasonable apportionment between the in
come and remainder beneficiaries of the 
total return of the trust for the year, includ
ing ordinary and tax-exempt income, cap
ital gains, and appreciation. For example, 
a state statute providing that income is a 
unitrust amount of no less than 3 percent 
and no more than 5 percent of the fair mar
ket value of the trust assets, whether deter
mined annually or avcraged on a multiple 
year hasis, is a reasonable apportionment 
of the total return of the trust. Similarly, 
under § 1.643(b )-1, a state statute that per
mits the trustee to make adjustments be-

tween income and principal to fulfill the 
trustee's duty of impartiality between the 
income and remainder beneficiaries is gen
erally a reasonable apportionment of the 
total return of the trust. 

Rev. Rul. 2000-2, 2000-1 C.B. 305, 
concludes that a surviving spouse has a 
qualifying income interest for life under 
§ 2056(b)(7)(B)(ii) in an IRA and in a mar
ital trust named as the beneficiary of that 
IRA if the spouse has the power, exer
cisable annually, to compel the trustee to 
withdraw the income earned on the IRA 
assets and to distribute that income (along 
with the income earned on the trust assets 
other than the IRA) to the spouse. There
fore, assuming all other requirements of 
§ 2056(b )(7) are satisfied, and provided the 
executor makes the election for both the 
IRA and the trust, the IRA and the trust 
will qualify for the marital deduction un
der § 2056(b )(7). The revenue ruling also 
concludes that the result would be the same 
if the terms of the trust require the trustee 
to withdraw an amount equal to the income 
earned on the IRA assets and to distribute 
that amount (along with the income earned 
OIl the trust assets other than the IRA) to 

the spouse. 
In Situation 1, under section 104(a) of 

the UPIA as enacted by State X, the trustee 
of Trust allocates the total return of the as
sets held directly in Trust (i.e., assets other 
than those held in the IRA) between in
come and principal in a manner that fulfills 
the trustee's duty of impartiality between 
the income and remainder beneficiaries. 
The trustee of Trust makes a similar allo
cation with respect to the IRA. The alloca
tion of the total return of the IRA and the 
total return of Trust in this manner consti
tutes a reasonable apportionment of the to
tal return of the IRA and Trust between the 
income and remainder beneficiaries un
der § 20.2056(b )-5(f)(l) and § J643(b)-1. 
Under the terms of Trust, the income of the 
IRA so determined is subject to B's with
drawal power, and the income of Trust, so 
determined, is payable to B annually. Ac
cordingly, the IRA and Trust meet the re
quirements of § 20.2056(b)(7)(B)(ii) and 
therefore B has a qualifying income inter
est for life in both the IRA and Trust be
cause B has the power to unilaterally ac
cess all of the IRA income, and the income 
of Trust is payahle to R annually. 

Depending upon the terms of Trust, 
the impact of State X's version of sec-

tions 409(c) and (d) of the UPIA may 
have to he considered. State X's version 
of section 409(c) of the UPIA provides 
in effect that a required minimum distri
bution from the IRA under Code section 
408(a)(6) is to be allocated 10 percent to 
income and 90 percent to principal. This 
10 percent allocation to income, standing 
alone, docs not satisfy the requirements of 
§§ 20.2056(b)-5(f)(l) and 1.643(b)-L be
cause the amount of the required minimum 
distribution is not based on the total re
turn of the IRA (and therefore the amount 
allocated to income does not reflect a rea
sonable apportionment of the total return 
between the income and remainder ben
eficiaries). The 10 percent allocation to 
income also does not represent the income 
of the IRA under applicable state law with
out regard to a power to adjust between 
principal and income. State X's version of 
section 409(d) of the UPIA, requiring an 
additional allocation to income if neces
sary to qualify for the marital deduction, 
may not qualify the arrangement under 
§ 2056. Cf. Rev. Rul. 75-440, 1975-2 
c.B. 372, using a savings clause to deter
mine testator's intent in a situation where 
the will is ambiguous, but citing Rev. Rul. 
65-144, 1965-1 C.B. 422, for the position 
that savings clauses are ineffective to re
form an instrument for federal transfer tax 
purposes. Based on the facts in Situation 
1, if B exercises the withdrawal power, the 
trustee is obligated under Trust's terms to 
withdraw the greater of all of the income of 
the IRA or the annual required minimum 
distribution amount under § 408(a)(6), 
and to distribute at least the income of 
the IRA to B. Thus, in this case, State X's 
version of section 409(c) or (d) of UPIA 
would only operate to determine the por
tion of the required minimum distribution 
amount that is allocated to Trust income, 
and (because Trust income is determined 
without regard to the IRA or distributions 
from the IRA) would not affect the deter
mination of the amount distributable to B. 
Accordingly, in Situation 1, the require
ments of § 2056(b)(7)(B)(ii) are satisfied. 
However, if the terms of a trust do not 
require the distribution to B of at least 
the income of the IRA in the event that B 
exercises the right to direct the withdrawal 
from the IRA, thcn the requirements of 
§ 2056(b)(7)(B)(ii) may not be satisfied 
unless the Trust's terms provide that State 
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X's version of section '+09(c) of the UPIA 

is not to apply. 
In Sitl/Ulioll 2. the trustee determines 

the income of Trust (excluding the IRA) 
and the income of the IRA under a statu
tory unitrust regime pursuant to which 
"income"' is defined as a unitrust amount 
of ~ percent of the fair market value 
of the assets determined annually. The 
determination of what constitutes Trust 
income and the income of the IRA in 
this manner satisfies the requirements of 
* 20.2056(b)-5(f)( I) and * 1.643(b)-1. 
The Trustee distributes the income of 
Trust. determined in this manner, to B an
nually. and B has the power to compel the 
trustee annually to withdraw and distribute 
to B the income of the IRA, determined 
in this manner. Accordingly. in Sitl/atioll 
2. because R has the power to unilaterally 
access all income of the IRA, and the in
come of Trust is payable to B annually. the 
IRA and Trust meet the requirements of 
* 20.2056(b)(7)(B)(ii), The result would 
be the same if State Y had enacted both the 
statutory unitrust regime and a version of 
section 104(a) of the UPIA and the income 
of Trust is determined under section 104(a) 
of the UPIA as enacted by State y, and the 
income of the IRA is determined under the 
statutory unitrust regime (or \'ice versa). 

Under these circumstances. Trust income 
and IRA income are each determined un
der state statutory provisions applicable 
to Trust that satisfy the requirements of 
* 20,2056(b)-5(f)( I) and * 1.643(b)-1, 
and therefore B has a qualifying income 
interest for life in both the IRA and Trust. 

In Sitl/atioll 3. B has the power to com
pel the trustee to withdraw the income 
of the IRA as determined under the law 
(whether common or statutory) of a juris
diction that has not enacted section 104(a) 
of UPI A. Under the terms of Trust. if B ex
ercises this power. the trustee must with
draw the greater of the required minimum 
distribution amount or the income of the 
IRA. and at least the income of the IRA 
must be dislIibuted to B. Accordingly, in 
Sill/illioll 3. the IRA and Trust meet the 
requirements of * 2056(b)(7)(B)(lil. and 
therefore B has a qualifying income in-
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terest for life in both the IRA and Trust. 
because B receives the income of Trust 
(excluding the IRA) at least annually and 
B has the power to unilaterally aCcess all 
of the IRA income determined in accor
dance with ~ 20.2056(b)-5(f)(I). The re
sult would be the same if State Z had en
acted section 10'+(a) of the UPIA. but the 
trustee decided to make no adjustments 
pursuant to that provision. 

In Situations ], 2, and 3, the income of 
the IRA and the income of Trust (exclud
ing the IRA) are detcrmined separately 
and without taking into account that the 
IRA distribution is made to Trust. In or
der to avoid any duplication in determin
ing the total income to be paid to B. the 
portion of the IRA distribution to Trust 
that is allocated to trust income is disre
garded in determining the amount of trust 
income that must be distributed to R under 
§ 2056(b )(7). 

The result in Situatiolls ], 2, and 3 
would be the same if the terms of Trust di
rected the trustee annually to withdraw all 
of the income from the IRA and to distrib
ute to B at least the income of the IRA (in
stead of granting B the power. exercisable 
annually. to compel the trustee to do so). 
Furthermore, if. instead of Trust being the 
named beneficiary of a decedent's interest 
in the IRA. Trust is the named beneficiary 
of a decedent's interest in some other qual
ified retirement plan described in section 
4974(c) that is a defined contribution plan. 
the same principles would apply regarding 
whether B is considered to have a qualify
ing income interest for life in the qualified 
retirement plan. 

HOLDING 

If a marital trust is the named ben
eficiary of a decedent's IRA (or other 
qualified retirement plan described in sec
tion 4974(c) that is a defined contribution 
plan). the surviving spouse. under the 
circumstances described in Sitllatiolls ], 
], and 3 in this revenue rUling. will be 
considered to have a qualifying income 
interest for life in the IRA (or qualified 
retirement plan) and in the trust for pur-

poses of an election to treat hoth the IRA 
(or qualified retirement plan) and the trust 
as QTIP under * 205h(b1l7). If the marital 
deduction is sough\. the QTIP election 
must be made for both the IRA and the 
trust. 

Taxpayers slllluld be aware. however, 
that in situations such as those described 
in this re\'Cnue ruling in which a portion 
of any distribution from the IRA to Trust 
may be held in Trust for future distribu
tion rather than being distributed to B cur
rently. B is not the sole designated ben
eficiary of A' s IRA. As a result. both B 
and the remainder beneficiaries must be 
taken into account as designated beneficia
ries in order to determine the shortest life 
expectancy and whether only individuals 
are designated beneficiaries. See A-7(c) 
of § 1.401(a)(9)-5. 

PROSPECTIVE APPLICATION 

Under the authority provided by § 7805, 
the principles illustrated in Situations J 
and 2 of this revenue ruling will not be 
applied adversely to taxpayers for tax
able years beginning prior to May 30, 
2006. in which the trust was administered 
pursuant to a state statute described in 
§§ 1.643(b)-1. 20,2056(b)-5(f)(l), and 
20.2056(b)-7(d)(l) granting the trustee a 
power to adjust between income and prin
cipal or authorizing a unitrust payment in 
satisfaction of the income interest of the 
surviving spollse. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 2000-2,2000-1 C.B. 305, is 
modified. and as modified. is superseded. 

DRAFTING INFORMATION 

The principal author of this revenue rul
ing is Mary Berman of the Office of the As
sociate Chief Counsel (Passthroughs and 
Special Industries). For further informa
tion regarding this revenue ruling, contact 
Mary Berman at (202) 622-3090 (not a 
toll-free call). 



Part III. Administrative, Procedural, and Miscellaneous 
Weighted Average Interest 
Rate Update 

Notice 2006-49 

Sections 412(b)(S)(B) and 412(1)(7) 
(C)(i) of the Internal Revenue Code gen
erally provide that the interest rates used 
to calculate current liability for purposes 
of determining the full funding limitation 
under § 412( c )(7) and the required con
tribution under § 412(1) must be within 
a permissible range around the weighted 
average of the rates of interest on 30-year 
Treasury securities during the four-year 
period ending on the last day before the 
beginning of the plan year. 

Month 

May 

For Plan Years 
Beginning in: 

Drafting Information 

Year 

2006 

The principal authors of this notice 
are Paul Stern and Tony Montanaro of 
the Employee Plans, Tax Exempt and 
Government Entities Division. For fur
ther information regarding this notice, 
please contact the Employee Plans' tax
payer assistance telephone service at 
1-877-829-SS00 (a toll-free number), 
between the hours of 8:30 a.m. and 
4:30 p.m. Eastern time. Monday through 
Friday. Mr. Stern may be reached at 
1-202-283-9703. Mr. Montanaro may 
be reached at 1-202-283-9714. The tele
phone numbers in the preceding sentences 
are not toll-free. 

26 CFR 601.105: Examination ()(reIUr/lS and claims 
for refund. credit or ahatement: determination o( cor
refT tax liability. 

Rev. Proc. 2006-24 

SECTION 1. PURPOSE 

The purpose of this revenue procedure 
is to inform the trustee (or debtor in pos
session) representing the bankruptcy estate 

Notice 88-73. 1988-2 C.B. 383. pro
vides guidelines for determining the 
weighted average interest rate and the 
resulting permissible range of interest 
rates used to calculate current liability for 
the purpose of the full funding limitation 
of * 412(c)(7) of the Code. 

Section 417(c)(3)(A)(ii)(1I) defines 
the applicable interest rate, which must 
be used for purposes of determining the 
minimum present value of a participant's 
benefit under § 417(e)(1) and (2). as the 
annual rate of interest on 3D-year Treasury 
securities for the month before the date 
of distribution or such other time as the 
Secretary may by regulations prescribe. 
Section lAI7(e)-I(d)(3) of the Income 

30-Year 

Tax Regulations provides that the applica
ble interest rate for a month is the annual 
interest rate on 30-year Treasury securi
ties as specified by the Commissioner for 
that month in revenue rulings, notices or 
other guidance published in the Internal 
Revenue Bulletin. 

The rate of interest on 3D-year Treasury 
securities for April 2006 is 5.06 percent. 
The Service has determined this rate as the 
monthly average of the daily determina
tion of yield on the 30-year Treasury bond 
maturing in February 2036. 

The following 30-year Treasury rates 
were determined for the plan years begin
ning in the month shown below. 

Treasury 90% to 10S% 90% to 110% 
Weighted Permissible Permissible 
Average Range Range 

4.82 4.34 to S.06 4.34 to S.30 

of the debtor of the procedure to be fol
lowed in obtaining a prompt determination 
by the Service of any unpaid tax liability 
of the estate incurred during the adminis
tration of the case. 

SEcnON 2. BACKGROUND 

.01 During the administration of a 
bankruptcy estate, the trustee is required 
to file tax returns for the estate and pay 
the tax shown thereon. Under section 
SOS(b)(2) of Title 11 of the United States 
Code (hereinafter referred to as the 'Bank
ruptcy Code'), the trustee may request a 
determination of any unpaid liability of 
the estate for any tax incurred during the 
administration of the case. by submitting 
a tax return for the tax and a request for 
prompt determination to the Service as 
prescribed by section 3 of this revenue 

procedure. 
.02 For cases commenced under the 

Bankruptcy Code on or after October 17. 
200S, the effective date of the Bank
ruptcy Abuse Protection and Consumer 
Protection Act of 200S, unless the return 
is fraudulent or contains a material mis
representation, the estate. the trustee, the 
debtor, and any successor to the debtor. 
will be discharged from any liability for 

the tax shown on a return submitted in ac
cordancc with section 2.01 of this revenue 
procedure upon: 

( I) payment of the tax shown on the 
return unless (a) the Service notifies the 
trustee, within 60 days after the request, 
that the return has been selected for exam
ination, and (b) the Service completes the 
examination and notifies the trustee of any 
tax due. within 180 days (or any additional 
time as permitted by the bankruptcy court) 
after the request; 

(2) payment of the tax as finally deter
mined by the bankruptcy court; or 

(3) payment of the tax as finally deter
mined by the Scrvicc. 

For cases commenced under the Bank
ruptcy Code before October 17, 200S, the 
same discharge rules apply, except that 
section SOS(b) of the Bankruptcy Code 
does not discharge the bankruptcy estate 
from liability. 
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SECTION 3. REQUEST FOR 

DETERMINATION 

.01 To request a prompt determination 

of any unpaid tax liability of the estate. the 

trustee must file a signed written request. 

in duplicate. with the Centralized Insol

vency Operation. Post Office Box 21126. 

Philadelphia. PA 1911-i (marked. "Request 

for Prompt Determination'"). To be effec

tive. the request must be filed with an exact 

copy of the return (or returns) for a com

pleted taxable period filed by the trustee 

with the Service and must contain the fol

lowing information: 

( I) a statement indicating that it is a re

quest for prompt determination of tax lia
bility and specifiying the return type and 

tax period for each return for which the re

quest is being filed: 

(2) the name and location of the office 
where the return was filed: 

(3) the name of the debtor; 

(4) the debtor's Social Security num

ber. taxpayer identification number (TIN) 
andlor entity identification number (EIN); 

(5) the type of bankruptcy estate: 

(6) the bankruptcy case number; and 

(7) the court where the bankruptcy is 
pending. 

Once a request package is received by 
the Centralized Insolvency Operation. the 
request will be assigned to a Field Insol
vency office. 

.02 It is imperative that the copy of the 
return(s) submittcd with the request he an 
exact copy of a valid return. A request will 
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be considered incomplete and returned to 

the trustee if it is filed with a copy of a doc

ument that does not qualify as a valid re

turn. A document that does not qualify as a 

valid return includes a return form filed by 

the trustee with the jurat stricken. deleted, 

or modified. A return must be signed un

der penalties of perjury to qualify as a re

turn. See Rev. Rul. 2005-59, 2005-37 
I.R.B. 505 (September 12. 2005). 

.03 Within 60 days after the date the 

request is received. the Service will notify 
the trustee whether the return filed by the 

trustee is being selected for examination or 

is being accepted as filed. 

.04 If the return is selected for exami

nation, it will be examined on an expedited 

basis. The Service will notify the trustee of 

any tax due within 180 days after the date 
the request is received, or within any addi

tional time as permitted by the bankruptcy 

court. 
.05 If the request is incomplete, all the 

documents received will be returned to 
the trustee by the Field Insolvency office 

assigned the request with an explanation 
identifying the missing item(s) and asking 
that the request be refiled once corrected. 
An incomplete request includes one sub
mitted with a copy of a return form. the 
original of which does not qualify as a 
valid return. Once corrected. the request 

must be filed with the Service at the Field 
Insolvency address specified in the cor
respondence returning the incomplete re
quest. In the case of an incomplete request 
submitted with a copy of an invalid re
turn document, the trustee must file a valid 
original return with the appropriate Inter

nal Revenue Service office and submit a 
copy of that return with the corrected re
quest when the request is refiled. 

. 06 The 60-day period for notifying 
the trustee whether the return filed by the 

trustee is being selected for examination 

or is being acc;pted as filed does not begin 

to run until a complete request package is 

received by the Service. 
.07 If an incomplete request is received 

by the Service. the 60-day period for no

tifying the trustee whether the return filed 
by the trustee is being selected for exam

ination or is being accepted as filed does 

not begin to run until a complete request 
is received by the Field Insolvency office 

specified by the Service in its correspon

dence returning the incomplete request. 

SECTION 4. EFFECT ON OTHER 

DOCUMENTS 

Rev. Proc. 81-17, 1981-1 C.B. 688, is 
obsoleted. 

SECTION 5. EFFECTIVE DATE 

This revenue procedure is applicable 
to all cases commenced under the Bank
ruptcy Code where the bankruptcy estate 
is required to file a tax return, with the 

exception of chapter 9 municipal debt ad
justment cases and chapter 15 ancillary 
and cross-border cases. For the proce
dure governing the prompt audit of bank

ruptcy estates in bankruptcy proceedings 
commenced under the Bankruptcy Act, see 
Rev. Proc. 76-23, 1976-1 C.B. 562. 

SECTION 6. DRAFTING 
INFORMATION 

The principal author of this revenue 
procedure is Donza M. Poole of the Office 
of Associate Chief Counsel (Procedure & 
Administration). For further information 
regarding this revenue procedure, contact 
Donza M. Poole at (202) 622-3620 (not a 

toll-free call) . 
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Rev. Proc. 2006-27 
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PART l. INTRODUCTION TO 
EMPLOYEE PLANS COMPLIANCE 
RESOLUTION SYSTEM 

SECTION I. PURPOSE AND 
OVERVIEW 

.01 Purpose. This revenue procedure 
updates the comprehensi ve system of 
correction programs for sponsors of retire
mcnt plans that are intended to satisfy the 
requirements of * 401 (a), 403(a), 403(b), 
'+08( k). or 408(p) of the Internal Revenue 
Code (the "Code"), but that have not met 
these requirements for a period of time. 
This system, the Employee Plans Com
pliance Resolution System ("EPCRS"j, 
permit~ plan sponsors to correct these 
failure~ and therehy continue to provide 
their employees with retirement benefits 
on a tax-fa\'()[ed basis. The components 
of EPCRS are the Self-Correction Pro
gram ("SCP"l. the Voluntary Correction 
Program ("VCP"), and the Audit Closing 
Agreement Program ("Audit CAP"). 

.02 Gcnera! Jlrll1ciples ullderlying 
fPCRS. EPCRS is based on the following 
general principle.,: 

948 2006-1 C.B. 

• Sponsors and other administrators of 
eligible plans should be encouraged to 
establish administrative practices and 
procedures that ensure that these plans 
are operated properly in accordance 
with the applicable requirements of 
the Code. 

• Sponsors and other administrators of 
eligible plans should satisfy the appli
cable plan document requirements of 
the Code. 

• Sponsors and other administrators 
should make voluntary and timely cor
rection of any plan failures, whether 
involving discrimination in favor of 
highly compensated employees, plan 
operations, the terms of the plan doc
ument. or adoption of a plan by an 
ineligible employer. Timely and effi
cient correction protects participating 
employees by providing them with 
their expected retirement benefits, in
cluding favorable tax treatment. 

• Voluntary compliance is promoted by 
providing for limited fees for volun
tary corrections approved by the Ser
vice. thereby reducing employers' un
certainty regarding their potential tax 
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liability and participants' potential tax 
liability. 

• Fees and sanctions should be grad
uated in a series of steps so that 
there is always an incentive to COf

rect promptly. 
• Sanctions for plan failures identified 

on audit should 'be reasonable in light 
of the nature, extent, and severity of the 
violation. 

• Administration of EPCRS should be 
consistent and uniform. 

• Sponsors should be able to rely on the 
availabi lity of EPCRS in taking correc
tive actions to maintain the tax-favored 
status of their plans. 

.03 Overview. EPCRS includes the fol
lowing basic elements: 

• Self-correction (SCP). A Plan Sponsor 
that has established compliance prac
tices and procedures may, at any time 
without paying any fee or sanction, 
correct insignificant Operational Fail
ures under a Qualified Plan or a 403(b) 
Plan, or a SEP or a SIMPLE IRA Plan, 
provided the SEP or SIMPLE IRA 
Plan is established and maintained on 
a document approved by the Service. 



In addition, in the case of a Qualified 
Plan that is the subject of a favorable 
determination letter from the Service 
or in the case of a 403(b) Plan, the Plan 
Sponsor generally may correct even 
significant Operational Failures with
out payment of any fee or sanction. 

• Voluntary correction with Service ap
proval (VCP). A Plan Sponsor, at any 
time before audit, may pay a limited 
fee and receive the Service's approval 
for correction of a Qualified Plan, 
403(b) Plan, SEP or SIMPLE IRA 
Plan. Under YCP, there are special 
procedures for anonymous submis
sions and group submissions. 

• Correction on audit (Audit CAP). If a 
failure (other than a failure corrected 
through SCP or YCP) is identified on 
audit, the Plan Sponsor may correct 
the failure and pay a sanction. The 
sanction imposed will bear a reason
able relationship to the nature, extent, 
and severity of the failure, taking into 
account the extent to which correction 
occurred before audit. 

SECTION 2. EFFECT OF THIS 
REYENUE PROCEDURE ON 
PROGRAMS 

.01 Effect on programs. This revenue 
procedure modifies and supersedes Rev. 
Proc. 2003-44,2003-1 C.B. 1051, which 
was the prior consolidated statement of the 
correction programs under EPCRS. The 
modifications to Rev. Proc. 2003-44 that 
are reflected in this revcnue procedure in
clude: 

• providing that if the Plan Sponsor cor
rects the failures in accordance with 
the requirements of this revenue pro
cedure, the plan will be treated as sat
isfying § 40 I (a), § 403(b), § 408(k), 
or § 408(p), as applicable, for purposes 
of applying § 3121(a)(5) (FICA taxes) 
and § 3306(b)(5) (FUTA taxes) (sec
tion 3.01) 

• revising the requirements for submit
ting a determination letter application 
when correcting certain Qualification 
Failures by plan amendment (sections 
4.06, 10.08, and 11.03(3» 

• clarifying that an egregious failure in
cludes providing more favorable ben
efits to an owner based on a purported 
collective bargaining agreement where 

there has in fact been no good faith bar
gaining (section 4.11) 

• providing rules relating to the avail
ability of programs under EPCRS in 
cases where the plan or plan sponsor 
is a party to an abusive tax avoid
ance transaction (sections 4.13 and 

• 

• 

• 

• 

• 

11.02(11» 
updating the definition of Favorable 
Letter (section 5.01(4» 
revising provisions affecting 403( b) 
plans by revising the definition of Ex
cess Amounts (section 5.02(3» 
updating the definition of Under Ex
amination (section 5.03) 
expanding YC and Audit CAP to 
terminating Orphan Plans and, with 
respect to those plans, providing for 
a possible exception to the require
ment for full correction and a waiver 
of the YCP fec in appropriate circum
stances (sections 5.06, 6.02(5)(f), and 
12.02(3 )) 
adding a correction method for certain 
plan loan failures (sections 6.02(6) 
and 6.07), including adding a correc
tion method for a plan that permits 
plan loans operationally but does not 
have the appropriate plan loan lan
guage (Appendix B 2.07(2» 

• revising the correction method for a 
failure to include an eligible employee 
in a cash or deferred arrangement un
der § 40 I (k) (section 6.02(7), Appen
dix A .05, and Appendix B 2.02) 

• adding an alternative correction 
method for a failure to obtain spousal 
consent (section 6.04(2)(c» 

• revising provisions affecting 403(b) 
plans by eliminating the term Total 
Sanction Amount and replacing it 
with the term "Maximum Payment 
Amount" and eliminating correction 
by retention of Excess Amounts (sec
tions 5.02(4) and 6.06(2» 

• providing that as part of both YCP 
and Audit CAP, if the failure involves 
the failure to satisfy the minimum 
required distribution requirements of 
§ 40 I (a)(9), the Service will waive the 
excise tax requirements of § 4974 in 
appropriate cases (section 6.09(2» 

• expanding excise taxes that the Service 
may not pursue (section 6.09(3) and 
(4» 

• clarifying the scope of a compliance 
statement issued with respect to certain 
nonamender failures 

• clarifying submission procedures for 
Anonymous Submissions (section 
10.10), and Group Submissions (sec
tion 10.11) 

• revising the acknowledgement proce
dures of receipt of a submission (sec
tion LI.II and new Appendix E - Ac
knowledgement Letter) 

• providing a submission assembly pro
cedure (section 11.l4) 

• reducing thc compliance fee for a plan 
where the sole failure is the failure to 

satisfy the minimum distribution rules 
for 50 or fewer employees (section 
12.02(2» 

• reducing the compliance fee for a plan 
where the sole failure is the failure to 
timely adopt certain plan amendments 
(section 12.03) 

• reducing the general compliance fee 
for SEPs and SIMPLE IRAs (section 
12.05) 

• adding a fee schedule for plans in the 
determination letter process found to 
be nonamenders of tax law changes 
(section 14.04) 

• providing that if a nonamender fail
ure is discovered during an Employee 
Plans Examination, then it is expected 
that the applicable sanction will be 
greater than the applicable fee under 
section 14.04 (section 14.02) 

• providing a streamlined submission 
procedure for certain nonamender fail
ures (Appendix F) 

.02 Future enhancements. (l) It is ex
pected that the EPCRS revenue procedure 
will continue to be updated from time to 
time, including, as noted above, further 
improvements to EPCRS based on com
ments previously received. In addition, 
the Service and Treasury continue to in
vite further comments on how to improve 
EPCRS. Comments should be sent to: 

Internal Revenue Service 
Attention: SE:T:EP:RA:YC 
1111 Constitution Avenue, NW 
Washington, D.C. 20224 

(2) Comments are requested for certain 
specific issues under EPCRS. First, com
ments are requested regarding methods 
to correct a failure to provide an eligi
ble employee the opportunity to make a 
catch-up contribution that is permitted 
under the terms of the plan and * 414(v). 
(See 6.02(7) and Appendix B 2.02.) Sec-
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ond. given that ~ 402A permits a ~ 401(a) 
or 403(b) plan to otler employees the op
portunity to designate elective deferrals as 
Roth contributions for taxable years begin
ning after December 31. 2005. commenh 
are requested regarding methods to coned 
a failure to provide an eligible employee 
with the opportunity to make elective de
ferrals for a plan that permits an eligible 
employee to designate elective deferrals 
as Roth contributions. Third. the correc
tion mechanism in current *1.415-6(b)(6) 
of the Income Tax Regulations is not 
included in the regulations that were pro
posed under * 415 (70 FR 31214) and 
published on May 31. 2005. The preamble 
to the proposed regulations provides that 
the correction mechanism (for excess an
nual additions) will be included in EPCRS 
in the future. It is expected that correction 
mechanism will in any event continue to 
be available under EPCRS, including un
der SCP where correction of a significant 
operational failure is permitted. Accord
ingly, comments are requested regarding 
the applicable correction methods for this 
failure. Comments are also requested 
on whether the correction mechanisms 
provided for in cunent ~ 1.415-6(b)( 6), 
including the maintenance of suspense 
accounts. should be retained as options 
under EPCRS, or whether conection of 
excess annual additions should be treated 
as excess amounts under this revenue 
procedure (i.e., distributed or forfeited. 
as appropriate). Fourth, commenh are 
requested regarding whether additional 
conection methods are needed in order 
for plans to take advantage of the fidu
ciary safe harbor recently issued by the 
Department of Labor for Orphan Plans 
(71 FR 20820) where the plan is subject 
to the requirements of ** 401(a)(lI) and 
417 in light of the ability to satisfy those 
requirements by purchase of a commercial 
annuity contract. 

PART II. PROGRAM EFFECT AND 
ELIGIBILITY 

SECTION 3. EFFECT OF EPCRS: 
RELIANCE 

.01 Effect of' EPCRS 011 retirelllellf 
plolls. For a Qualified Plan. a 403(b) 
Plan. a SEP. or a SIMPLE IRA Plan. if 
the eligibility requirements of section 4 
are satisfied and the Plan Sponsor COf-
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rects a failure in accordance with the 
applicable requirements of SCP in section 
7. YCP in sections 10 and II, or Audit 
CAP in section 13. the Service will not 
treat the retircment plan as failing to meet 
~ 401(a). * 403(b), * 408(k). or * 408(p)' 
as applicable. Thus. for example. if the 
Plan Sponsor corrects the failures in ac
cordance with the requirements of this 
revenue procedure, the plan will be treated 
as satisfying * 401(a), * 403(b), * 408(k). 
or * 408(p). as applicable, for purposes of 
applying * 3121 (a)(5) (FICA taxes) and 
* 3306(b)(5) (FUTA taxes). 

.02 Complial/ce statement. If a Plan 
Sponsor or Eligible Organization receives 
a compliance statement under YCP, the 
compliance statement is binding upon the 
Service and the Plan Sponsor or Eligible 
Organization as provided in section 10.09. 

.03 Other taxes and penalties. See sec
tion 6.09 for rules relating to other taxes 
and penalties. 

.04 Reliance. Taxpayers may rely on 
this revenue procedure. including the relief 
described in section 3.01. 

SECTION 4. PROGRAM ELIGIBILITY 

.01 EPCRS Programs. (I) SCPo SCP 
is available only for Operational Failures. 
Qualified Plans and 403(b) Plans are eligi
ble for SCP with respect to significant and 
insignificant Operational Failures. SEPs 
and SIMPLE IRA Plans arc eligible for 
SCP with respect to insignificant Opera
tional Failures only. 

(2) VCP. Qualified Plans, 403(b) Plans. 
SEPs and SIMPLE IRA Plans are eligible 
for YCP. YCP provides general proce
dures for correction of all Qualification 
Failures: Operational, Plan Document, 
Demographic, and Employer Eligibility. 

(3) Audit CAP. Audit CAP is available 
for Qualified Plans, 403(b) Plans, SEPs 
and SIMPLE IRA Plans for correction of 
all failures found on examination that have 
not been corrected in accordance with SCP 
or YCP. 

(4) Eligibilitv for other arrangements. 
The Service may extend EPCRS to other 
arrangements. 

.02 Effect of examination. If the plan or 
Plan Sponsor is Under Examination, VCP 
is not available and SCP is only available 
as follows: while the plan or Plan Sponsor 
is Under Examination. insignificant Op
erational Failures can be corrected under 

SCP: and. if correction has been completed 
or substantially completed before the plan 
or Plan Sponsor is Under Examination, 
correction of significant Operational Fail· 
ures can be completed under SCPo 

.03 Fal'Orahle Letter reqllirement. The 
provisions of SCP relating to significant 
Operational Failures (see section 9) are 
available for a Qualified Plan only if the 
plan is the subject of a Favorable Letter. 
The provisions of SCP rdating to insignif. 
icant Operational Failures (see section 8) 

are available for a SEP but only if the 
plan document consists of either (i) a valid 
Model Form 5305-SEP or 5305A-SEP 
adopted by an employer in accordance 
with the instructions on the applicable 
form (sec Rev. Proc. 2002-10, 2002-1 
C.B. 401), or (ii) a prototype SEP that has 
a current favorable opinion letter which 
has been amended in accordance with 
the procedures set forth in Rev. Proc. 
2002-10. The provisions of SCP relating 
to insignificant Operational Failures (see 
section 8) are available for a SIMPLE 
IRA Plan but only if the plan document 
consists of either (i) a valid Model Form 
5305-SIMPLE or 5304-SIMPLE adopted 
by an employer in accordance with the in
structions on the applicable fonn (see Rev. 
Proc. 2002-10), or (ii) a current favorable 
opinion letter for a Plan Sponsor that has 
adopted a prototype SIMPLE IRA Plan 
which has been amended in accordance 
with the procedures set forth in Rev. Proc. 
2002-10. 

.04 Established practices and proce
dures. In order to be eligible for SCP, the 
Plan Sponsor or administrator of a plan 
must have established practices and pro
cedures (formal or informal) reasonably 
designed to promote and facilitate over
all compliance with applicable Code re
quirements. For example, the plan ad
ministrator of a Qualified Plan that may 
be top-heavy under § 416 may include in 
its plan opcrating manual a specific an
nual step to determine whether the plan 
is top-heavy and, if so, to ensure that the 
minimum contribution requirements of the 
top-heavy rules are satisfied. A plan docu
ment alone does not constitute evidence of 
established procedures. In order for a Plan 
Sponsor or administrator to use SCP, these 
established procedures must have been in 
place and routinely followed, and an Oper
ational Failure must have occurred through 
an oversight or mistake in applying them. 



In addition, SCP may also be used in sit
uations where the operational failure oc
curred because the procedures that were 
in place, while reasonable, were not suffi
cient to prevent the occurrcnce of the fail
ure, In the case of a failure that relates to 
Transferred Assets or to a plan assumed in 
connection with a corporate merger, acqui
sition, or other similar employer transac
tion between the Plan Sponsor and spon
sor of the transferor plan or the prior plan 
sponsor of an assumed plan, the plan is 
considered to have established practices 
and procedures for the Transferred Assets 
if such practices and procedures are in 
effect for the Transferred Assets by thc 
end of the first plan year that begins after 
the corporate merger. acquisition, or other 
similar transaction. 

. 05 Correction by plan amendment. (I) 

Availability of correction by plan amend
ment in VCP and Audit CAP. A Plan Spon
sor may use VCP and Audit CAP for a 
Qualified Plan to correct Plan Document, 
Demographic, and Operational Failures by 
a plan amendment, including correcting an 
Operational Failure by plan amendment to 
conform the terms of the plan to the plan's 
prior operations, provided that the amend
ment complies with the requirements of 
§ 401(a), including the requirements of 
§§ 401(a)(4), 41O(b), and 411(d)(6). In 
addition, a Plan Sponsor may correct an 
Operational Failure by plan amendment 
to amend the plan to the extent neces
sary to reflect the corrective action. For 
example, if the plan failed to satisfy the 
average deferral percentage CADP") test 
required under § 401 (k)(3) and the Plan 
Sponsor must make qualified nonelective 
contributions not already provided for un
der the plan, the plan may be amended 
to provide for qualified nonelective con
tributions. Except as provided in section 
4.06, the issuance of a compliance state
ment does not constitute a determination as 
to the effect of any plan amendment on the 
qualification of the plan. 

(2) Availability of correction by plan 
amendment in SCPo A Plan Sponsor may 
use SCP for a Qualified Plan to correct an 
Operational Failure by a plan amendment 
in order to conform the terms of the plan 
to the plan's prior operations only to cor
rect Operational Failures listed in section 
2.07 of Appendix B. These failures must 
be corrected in accordance with the cor
rection methods set forth in section 2.07 of 

Appendix B. SCP is not otherwise avail
able for a Plan Sponsor to COlTect an Oper
ational Failure by a plan amendment. Any 
plan amendment must comply with the re
quirements of § 401(a), including the re
quirements of §§ 401(a)(4), 410(b), and 
411(d)(6). 

.06 Submission for (/ determination 
letter. (1) Under VCP and Audit CAP, 
a determination letter will be issued to 

correct a nonamender failure. In addition, 
a determination letter may be issued (a) 
to correct a failure in a plan that is either 
submitted under VCP or that is being ex
amined during the last 12 months of the 
plan's remedial amendment cycle, as de
fined in section 13 of Rev. Proc. 2005-66, 
2005-37 I.R.B. 509 (an "on-cycle" filing), 
or (b) to correct a failure in either a VCP 
filing submitted for a terminating plan or 
a terminating plan under examination. For 
this purpose, the term "nonamender fail
ure" means a failure to amend the plan to 
reflect a change in a qualification require
ment within the plan's applicable remedial 
amendment period, as set forth in Rev. 
Proc. 2005-66. A change in a qualifica
tion requirement includes a change arising 
from a statutory change, or a change in 
the requirements provided in regulations 
or other guidance published in the Internal 
Revenue Bulletin. A determination letter 
issued under VCP with respect to a nona
mender failure will include only a determi
nation on all applicable laws with respect 
to which the remedial amendment period 
has expired. Notwithstanding the above, a 
determination letter will not be issued with 
respect to a failure to amend a plan timely 
for (a) good faith plan amendments for the 
Economic Growth and Tax Relief Rec
onciliation Act of 2001, Pub. L. 107-16 
(EGTRRA), within the period described in 
Notice 2001-42, 2001-2 C.B. 70, includ
ing those changes listed in Notice 2005-5, 
2005-3 I.R.B. 337, (b) plan amendments 
for the final and temporary regulations 
under §401(a)(9) as they appeared in the 
April I. 2003, edition of 26 CFR Part 
I (the § 401(a)(9) final and temporary 
regulations) within the period described 
in Rev. Proc. 2002-29, 2002-1 C.B. 
1176, as modified by Rev. Proc. 2003-10, 
2003-1 C.B. 259, and (c) interim amend
ments as provided in section 5 of Rev. 
Proc. 2005-66. The preceding sentence is 
not applicable if (i) the failure is submitted 
in a VCP filing made during an on-cycle 

year, (ii) the plan is being examined dur
ing an on-cycle year, (iii) the failure is 
submitted in a VCP filing for a terminat
ing plan, or (iv) the plan is a terminating 
plan Under Examination. Except as pro
vided in section 10.08, in cases where 
a determination letter is not issued with 
respect to failures corrected through plan 
amendment, the issuance of a compliance 
statement or closing agreement will con
stitute a determination as to the effect of 
any plan amendment on the qualification 
of the plan. Notwithstanding any other 
provision of this section 4.06, the Service 
reserves the right to require the submis
sion of a determination letter application 
with respect to any amendment proposed 
or adopted to correct any Qualification 
Failure under VCP or Audit CAP . 

(2) In the case of any correction of an 
Operational Failure through plan amend
ment under SCP, as permitted under sec
tion 4.05(2), a Plan Sponsor must submit 
a determination letter application. The de
termination letter application must be sub
mitted before the end of the plan's applica
ble remedial amendment period described 
in Rev. Proc. 2005-66. As part of the de
termination letter submission, the amend
ment under SCP must be identified as such 
in the cover letter. 

.07 Availability of correction of Em
ployer Eligibility Failure. SCP is not avail
able for a Plan Sponsor to correct an Em
ployer Eligibility Failure. 

.08 Availability of correction of a ter
minated plan. Correction of Qualification 
Failures in a terminated plan may be made 
under VCP and Audit CAP, whether or not 
the plan trust is still in existence. 

.09 Availability of correction of an Or
phan Plan. An Orphan Plan that is termi
nating may be corrected under VCP and 
Audit CAP, provided that the party acting 
on behalf of the plan is an Eligible Party. 
as defined in section 5.06(2). 

.10 Availahility of correction (}f ~ 457 
plans. Submissions relating to § 457(b) el
igible governmental plans will be accepted 
by the Service on a provisional basis out
side of EPCRS through standards that are 
similar to EPCRS. 

.11 Egregiousfailures. SCP is not avail
able to correct Operational Failures that 
are egregious. For example, any of the 
following would be considered egregious: 
(a) a plan has consistently and improp
erly covered only highly compensated em-
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ployees: (b) a plan provides more favor
able benefits for an owner of the employer 
based on a purported collective bargain
ing agreement where there has in fact been 
nu good faith bargaining between hOlla 

/ide employee representatIves and the em
ployer (see Notice 2003-2-+. 2003-1 C.B. 
~53, with respect to welfare benefit funds): 
or (c) a contribution to a defined contri
bution plan for a highly compensated em
ployee is several times greaterthan the dol
lar limit set forth in ~ 415. YCP IS avail
able to conect egregious failures: how
ever. these failures are subject to the fees 
described in section 12,06. Audit CAP 
also is available to con-ect egregious fail
ures. 

.12 Dil'ersioll o/' lIIislise o(plan assets. 
SCp, YCP. and Audit CAP are not avail
able to correct failures relating to the di
ven,lOn or misuse of plan assets. 

.13 Almsil'e fax (/I'oidallce trallsactiolls. 

( I) Efj£'ct Oil Programs. (a) SCPo With re
spect to SCP. in the event that the plan or 
the Plan Sponsor has been a party to an 
abusive tax avoidance transaction (as de
fined in section 4.13(2)). SCP is not avail
able to correct any Operational Failure that 
is directly or indirectly related to the abu
sive tax avoidance transaction. 

(b) VCP. With respect to YCP, if the 
Service determines that a plan or Plan 
Sponsor was. or may have been. a party to 
an abusive tax avoidance transaction (as 
defined in section 4.13(2)). then the matter 
will be rdened to the Internal Revenue 
Service's Employee Plans' Tax Shelter 
Coordinator. Upon receiving a response 
from the Tax Shelter Coordinator. the Ser
vice may determine that the plan or the 
Plan Sponsor has been a party to an abu
sive tax avoidance transaction, and that 
the failures addressed in the YCP sub
mission are related to that transaction, In 
those situations. the Service will conclude 
the review of the submission without is
suing a compliance statement and will 
rder the case for examination. However. 
if the Tax Shelter Coordinator determines 
that the plan failures are unrelated to the 
aOll,jve tax avoidance transaction or that 
no aow,ive tax Cl\oidance transaction oc
cLlned. then the Service will continue to 
,Iddre.\.\ the failures identified in the YCP 
'lIhmi,sion. and may issue a compliance 
,talellll'nt \\ith respect to those failures. 
In no evcnt maya compliance statement 
he relied on for the purpose of concluding 
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that the plan or Plan Sponsor was not a 
party to an abusive tax avoidance transac
tion. In addition. even if it is concluded 
that the failures can be addressed pursuant 
to a YCP submission. the Service reserves 
the right to make a referral of the abusive 
tax avoidance transaction matter for ex
amination. 

(c) Audit CAP ilnd sCP (for plans 
Under Examillatioll). For plans Under Ex
amination. if the Service determines that 
the plan or Plan Sponsor was, or may have 
been. a party to an abusive tax avoidance 
transaction. the matter may be refcned to 
the Internal Revenue Service's Employee 
Plans' Tax Shelter Coordinator. With 
respect to plans Under Examination. an 
abusive tax avoidance transaction includes 
a transaction described in section 4.13(2) 
and any other transaction that the Service 
determines was designed to facilitate the 
impermissible avoidance of tax. Upon 
receiving a response from the Tax Shelter 
Coordinator, (i) if the Service determines 
that a failure is related to the abusive 
tax avoidance transaction, the Service re
serves the right to conclude that neither 
Audit CAP nor SCP is available for that 
failure and (ii) if the Service determines 
that satisfactory corrective actions have 
not been taken with regard to the trans
action, the Service reserves the right to 
conclude that neither Audit CAP nor SCP 
is available to the plan. 

(2) Definition. For purposes of sec
tion 4.13( I ) (except to the extent otherwise 
provided in section 4.13(l)(c)). an abu
sive tax avoidance transaction means any 
listed transaction under § 1.6011-4(b)(2) 
and any other transaction identified as an 
abusive transaction in the IRS website en
titled "EP Abusive Tax Transactions." 

PART Ill. DEFINITIONS, 
CORRECTION PRINCIPLES, 
AND RULES OF GENERAL 
APPLICABILITY 

SECTION 5. DEFINITIONS 

The following definitions apply for pur
poses of this revenue procedure: 

.0 I Definitionsfor Qualified Plalls. The 
definitions in this section 5.01 apply to 
Qualified Plans. 

(I) Qualified Plan. The term "Qualified 
Plan" means a plan intended to satisfy the 
requirements of § 401 (a) or § 403(a). 

(2) Qualificlltion Failure. The tern1 
"Qualification Failure" means any failure 
that adversely affeL'ls the qualification of a 
plan. There are four types of Quali fication 
failures: (a) Plan Document Failures: (b) 
Operational Failures: (c) Dcmographic 
Failures: and (d) Employer Eligibility 
Failures. 

(a) Plall DOCUlIIl'lIt F(/ilure. The term 
"Plan Document Failure" means a plan 
provision (or the absence of a plan pro
vision) that. on its face, violates the re
quirements of § 401(a) or * 403(a). Thus. 
for example. the failure of a plan to be 
amended to retlect a new qualification re
quirement within the plan' s applicable re
medial amendment period under § 40 I (0) 

is a Plan Document Failure. In addition. 
if a plan has not been timely or prop
erly amended during an applicable reme
dial amendment period for adopting good 
faith or interim amendments with respect 
to disqualifying provisions. as described 
in § 1.401 (b )-1 (b)( I). the plan is consid
ered to have a Plan Document Failure. For 
purposes of this revenue procedure. a Plan 
Document Failure includes any Qualifica
tion Failure that is a violation of the re
quirements of § 40 I (a) or § 403(a) and 
that is not an Operational Failure, Demo
graphic Failure. or Employer Eligibility 
Failure. 

(b) Operatiollal Failure. The tcrm "Op
erational Failure" means a Qualification 
Failure (other than an Employer Eligibility 
Failure) that arises solely from the failure 
to follow plan provisions. A failure to fol
low the terms of the plan providing for the 
satisfaction of the requirements of § 40 I (k) 

and § 401 (m) is considered to be an Op
erational Failure. A plan does not have 
an Operational Failure to the extent the 
plan is permitted to be amended retroac
tively to reflect the plan's operations (e.g., 

pursuant to § 40 I (b)). In the situation 
where a Plan Sponsor timely adopted a 
good faith or interim amendment which is 
not a disqualifying provision as described 
in § 1.401(bj-l(h)( I), and the plan was not 
operated in accordance with the terms of 
such amendment. the plan is considered to 
have an Operational Failure. 

(Cj DcmofZ,raphic Failure. The term 
"Demographic Failure" means a failure 
to satisfy the requirements of § 401 (a)(4), 
401(a)(26), or 410(b) that is not an Oper
ational Failure or an Employer Eligibility 
Failure. The conection of a Demographic 



Failure generally requires a corrective 
amendment to the plan adding more ben
efits or increasing existing benefits (cf. 
§ 1.401(a)(4)-II(g). 

(d) Employer EIi[?ibilitv Failure. The 

term "Employer Eligibility Failure" means 
the adoption of a plan intended to include 
a qualified cash or deferred arrangement 
and satisfy the requirements of § 40 I (a) 
or §403(a) by an employer that fails to 

meet the employer eligibility requiremcnts 
to establish a § 401(k) plan. An Employer 

Eligibility Failure is not a Plan Document, 
Operational, or Demographic Failure. 

(3) Excess Amount. The term "Excess 
Amount" means (a) an Overpayment, (b) 
an elective deferral or employee after-tax 
contribution returned to satisfy § 415, (c) 

an elective deferral in excess of the lim
itation of § 402(g) that is distributed, (d) 
an excess contribution or excess aggregate 
contribution that is distributed to satisfy 
§ 401(k) or § 401(m), (e) an elective de
ferral that is distributed to satisfy the lim
itation of § 401(a)(l7), or (I) any similar 

amount that is required to be distributed in 
order to maintain plan qualification. 

(4) Favorable Letter. The term "Favor
able Letter" means, in the case of a Qual
ified Plan, a current favorable determina
tion letter for an individually designed plan 
(including a volume submitter plan that is 
not identical to an approved volume sub
mitter plan), a current favorable opinion 
letter for a Plan Sponsor that has adopted 
a master or prototype plan, (standardized 
or nonstandardized), or a current favor
able advisory letter and certification that 
the Plan Sponsor has adopted a plan that is 
identical to an approved volume submitter 
plan. A plan has a current favorable deter
mination letter, opinion letter, ur advisory 
letter if (a). (b), (c). or (d) below is satis
fied: 

(a) The plan has a favorable determi
nation letter, opinion letter, or advisory 
letter/certification that considers GUST 
(GUST is an acronym for the Uruguay 
Round Agreements Act (GATT), the Uni
fonned Services Employment and Reem
ployment Rights Act of 1994 (USERRA). 
the Small Business Job Protection Act of 
1996 (SBJPA), the Taxpayer Relief Act 
uf 1997 (TRA '97), the Internal Revenue 
Service Restructuring and Reform Act 
of 1998 (RRA '98), and the Community 
Renewal Tax Relief Act of 2000 (CRA).) 

(b) The plan is initially adopted or ef
fecti ve after December 31, 200 I. and the 
Plan Sponsor timely submits an applica
tion for a determination letter or adopts an 
approved master or prototype plan or vol
ume submitter plan within the plan's reme
dial amendment period under § 40 I (b). 

(c) The plan is terminated prior to the 
expiration of the applicable GUST reme
dial amendment period under § 40 I (b) and 
the plan was amended to reflect the provi
sions of GUST (including § 415. as pro
vided in Rev. Rul. 2002-27,2002-1 C.B. 

925, in the case of defined contribution 
plans), the provisions of the 40 I (a)(9) final 
and temporary regulations, and in the case 
of defined benefit plans, the 1994 Group 
Annuity Reserving Table (94 GAR) (see 
Rev. Rul. 2001-62,2001-2 C.B. 632). 

(d) The plan is terminated prior to the 
expiration of the applicable Economic 
Growth and Tax Relief Reconciliation 
Act of 2001 (EGTRRA) remedial amend

ment pcriod under * 40 I (b) and the plan 
was amended to reflect the provisions of 
EGTRRA and any other legislation that 
was in effect when the plan was termi
nated. 

(5) Maximum Pavment Amount. The 
term "Maximum Payment Amount" 
means a monetary amount that is ap
proximately equal to the tax the Service 
could collect upon plan disqualification 
and is the sum for the open taxable years 
of the: 

(a) tax on the trust (Form 1041) (and 

any interest or penalties applicable to the 
trust return), 

(b) additional income tax resulting from 
the loss of employer deductions for plan 

contributions (and any interest or penalties 
applicable to the Plan Sponsor's return), 

(c) additional income tax resulting from 
income inclusion for participants in the 
plan (Fonn 1040), including the tax on 
plan distributions that have been rolled 
over to other qualified trusts (as definecl 

in * 402(cj(8)(A» or eligible retirement 
plans (as defined in § 402(c)(8)(B» (and 

any interest or penalties applicable to the 
participants' returns), and 

(d) any other tax that results from a 
Qualification Failure that would apply but 

for the correction under this revenue pro
cedure. 

(6) Overpayment. The term "Overpay
ment" means a distribution to an employee 
or beneficiary that exceeds the employee's 

or bcneficiary' s benefit under the terms 

of the plan, including a distribution that 
results from a failure to comply with 
plan terms that implement § 401(a)(l7). 
§ 401(m) (but only with respect to the 

forfeiture of nonvested matching contri
butions that are excess aggregate contri
butions). ~ 411(a)(3)(G). or § 415. An 

Overpayment does nut include a distribu
tion of any Excess Amount described in 
section 5.01(3)(b) through (f). 

0) Plan Sponsor. The term "Plan 
Sponsor" means the employer that estab
lishes or maintains a qualified retirement 
plan for its employees. 

(8) Tmllsf~rred Assets. The term 
'Transferred Assets" mcans plan assets 
that were received. in connection with 
a corporate merger, acquisition or other 
similar employer transaction, by the plan 
in a transfer (including a merger or consol
idation of plan assets) under § 414(1) from 
a plan sponsored by an employer that was 
not a member of the same controlled group 
as the Plan Sponsor immediately prior to 
the corporate merger, acquisition, or other 
similar employer transaction. If a transfer 
of plan assets related tu the same employer 
transaction is accomplished through sev
eral transfers, then the date of the transfer 
is the date of the first transfer. 

.02 Definitions j{Jr 403( b) Plans. The 
definitions in this section 5.02 apply to 
403(b) Plans. 

(\) 4U3(b) Plan. The term "403(b) 
Plan" means a plan or program intended 
to satisfy thc requirements of § 403(b). 

(2) 403(b) Failure. A 403(b) Failure 
is any Operational, Demographic, or Em
ployer Eligibility Failure as defined below. 

(a) Operatiollal Failure. The term "Op
erational Failure" means any of the follow
ing: 

(i) A failure to satisfy the requirements 
of § 403(b)(\2)(A)(ii) (relating to the 

availability of salary reduction contribu
tions); 

(ii) A failure to satisfy the requirements 
of § 40 I (m) (as applied to 403(b) Plans 
pursuant to § 403(b)(l2)(A)(i»: 

(iii) A failure to satisfy the requirements 
of § 401(a)(l7) (as applied to 403(b) Plans 
pursuant to § 403(b)( 12)(A)(i)): 

(iv) A failure to satisfy the distribution 
restrictions of § 403(b)( 7) or § 403(b)( II): 

(v) A failure to sati~fy the incidental 

death benefit rules of * 403(0)( 10): 
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(vi) A failure to pay minimum required 
distributions under ~ .t03(b)( 10): 

(vii) A failure to give employees the 
right to elect a direct rollover under 
~ .t03(b)( 10), including the failure tll 
give meaningful notice of such right: 

(viii) A failure of the annuity contract 
or custodial agreement to provide partici
pants with a right to elect a direct rollover 

under ** 403( b)( 10) and .to I (a)(31 1: 
(ix) A failure to satisfy the limit on elec

tive deferrals under * .t03(b)( I )(E): 
(x) A failure of the annuity contract or 

custodial agreement to provide the limit 

on elective deferrals under ** 403(b)( 1)( E) 
and 401(a)(30): 

(xi) A failure involving contributions or 
allocations of Excess Amounts: or 

(xii) Any other failure to satisfy appli
cable requirements under ~ 403(b) that (A) 

re,ults in the loss of § 403(b) status for the 
plan or the loss of * 403(b) status for one or 
more custodial account(s) or annuity con
tract(s) under the plan and (B) is not a De
mographic Failure. an Employer Eligibil
ity Failure. or a failure related to contribu
tions on behalf of individuals who are not 
employees of the employer. 

(b) Demographic Failllre, The 
term "Demographic Failure" means a 
failure to satisfy the requirements of 
~ 401(a)(4). ~ 401(a)(26). or ~ 41O(b) 
(as applied to 403(b) Plans pursuant to 
* 403(b)(l2)(A)(i)). 

(c) Employer Eligibility Failure. The 
term "Employer Eligibility Failure" means 
any of the following: 

(i) The adoption of a plan intended to 
satisfy the requirements of § 403(b) by a 
Plan Sponsor that is not a tax-exempt or
ganization described in § 501(c)(3) or a 
public cducational organization described 
in ~ 170(b)( I )(A)(ii): 

(ii) A failure to satisfy the nontransfer
ability requirement of § 401(gl: 

(iii) A failure to initially establish or 

maintain a custodial account as rcquired by 
§ 403(b)( 7): or 

(iv) A failure to purchase (initially or 
subsequently) either an annuity contract 
from an insurance company (unless grand
fathered under Rev. Rut. 82-102, 1982-1 
C.B. 62) or a custodial account from a 
regulated investment company utilizing a 
bank or an approved non-bank trustee/cus
todian. 

(3) Excess Amount. The term "Excess 
Amount" means any amount returned to 
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ensure that the plan satisfies the require
ments of ~ .t01(a)(30), 415, or 403(b)(2) 
(for plan years prior to January l. 20(2) 
In addition. the term "Excess Amount" in
cludes (for all plan years) any distribu
tions required to ensure that the plan com
plie, with the applicable requirements of 
~ 403(b!. 

(4) A.Jaxilllum Pm'lllent Amount. The 
term "Maximum Payment Amount" 
means a monetary amount that is approx
imately equal to the tax the Service could 
collect as a result of the 403(b) Failure and 
is the sum for the open taxable years of 
the: 

(a) additional income tax resulting from 
income inclusion for employees or other 
participants (Fonn 1040), including the 
tax on distributions that have been rolled 
over to other qualified trusts (as defined 
in ~ 402(c)(8)(A» or eligible retirement 
plans (as defined in § 402(c)(8)(B» (and 
any interest or penalties applicable to the 
participants' returns). and 

(b) any other tax that results from a 
403(b) Failure that would apply but for the 
correction under this revenue procedure. 

(5) Plan Spollsor, The term "Plan 
Sponsor'· means the employer that offers 
a 403(b) Plan to its employees. 

.03 Under Examination, (l) The term 
"Under Examination" means: (a) a plan 
that is under an Employee Plans exami
nation (that is. an examination of a Fonn 
5500 series or other Employee Plans ex
amination): (b) a Plan Sponsor that is un
der an Exempt Organizations examination 
(that is. an examination of a Form 990 se
ries or other Exempt Organizations exam
ination): or (c) a plan that is under investi
gation by the Criminal Investigation Divi
sion of the Internal Revenue Service. 

(2) A plan that is under an Employee 
Plans cxamination includes any plan for 
which the Plan Sponsor, or a represen
tative, has received verbal or written 
notification from Employee Plans of an 
impending Employee Plans examina
tion. or of an impending referral for an 
Employee Plans examination. and also 
includes any plan that has been under an 
Employee Plans examination and is now 
in Appeals or in litigation for issues raised 
in an Employee Plans examination. A plan 
is considered to be Under Examination if 
it is aggregated for purposes of satisfy
ing the nondiscrimination requirements of 
§ 401(a)(4). the minimum participation 

requirements of § 401(a)(26), the mini
mum coverage requirements of § 41O(b). 
or the requirements of § .t03(b)(12), with 
a plan(s) that is Under Examination. In 
addition. a plan is considered to be Under 
Examination with respect to a failure of a 
qualification requirement (other than those 
described in the preceding sentence) if the 
plan is aggregated with another plan for 
purposes of satisfying that qualification 
requirement (for example. * 401(a)(30). 
§ 415. or § 416) and that other plan is 
Under Examination. For example. assume 
Plan A has a § 415 failure. Plan A is ag
gregated with Plan B only for purposes of 
§ 415. and Plan B is Under Examination. 
In this case, Plan A is considered to be Un
der Examination with respect to the § 415 
failure. However. if Plan A has a failure 
relating to the spousal consent rules under 
~ 417 or the vesting rules of § 411, Plan A 
is not considered to be Under Examination 
with respect to the § 417 or § 411 failure. 
For purposes of this revenue procedure. 
the term aggregation does not include con
sideration of benefits provided by various 
plans for purposes of the average benefits 
test set forth in § 410(b)(2). 

(3) An Employee Plans examination 
also includes a case in which a Plan Spon
sor has submitted any Form 5300 series 
form and the Employee Plans agent noti
fies the Plan Sponsor. or a representative, 
of possible Qualification Failures, whether 
or not the Plan Sponsor is officially no
tified of an "examination," This would 
include a case where, for example, a 
Plan Sponsor has applied for a determi
nation letter on plan tennination, and an 
Employee Plans agent notifies the Plan 
Sponsor that there are partial termination 
concerns. In addition. if, during the re
view process, the agent requests additional 
information that indicates the existence of 
a Qualification Failure(s) not previously 
identified by the Plan Sponsor, the plan 
is considered to be under an Employee 
Plans examination, If, in such a case, 
the determination letter request under re
view is subsequently withdrawn, the plan 
is nevertheless considered to be under 
an Employee Plans examination for pur
poses of eligibility under SCP and VCP 
with respect to those issues raised by the 
agent reviewing the detennination letter 
application. The fact that a Plan Sponsor 
voluntarily submits a detennination letter 
application docs not constitute a voluntary 



identification of Qualification Failures to 
the Service. In order to be eligible to per
fect a determination letter application into 
a VCP submission, the Plan Sponsor (or 
the authorized representative) must iden
tify each Qualification Failure, in writing, 
to the reviewing agent before the agent rec
ognizes the existence of the Qualification 
Failure(s) or addresses the Qualification 
Failure(s) in communications with the 
Plan Sponsor (or the authorized represen
tative). 

(4) A Plan Sponsor that is under an Ex
empt Organizations examination includes 
any Plan Sponsor that has received (or 
whose representative has received) verbal 
or written notification from Exempt Orga
nizations of an impending Exempt Organi
zations examination or of an impending re
ferral for an Exempt Organizations exami
nation and also includes any Plan Sponsor 
that has been under an Exempt Organiza
tions examination and is now in Appeals or 
in litigation for issues raised in an Exempt 
Organizations examination. 

.04 SEP. The term "SEP" means a plan 
intended to satisfy the requirements of 
§ 408(k). For purposes of this revenue 
procedure, the term SEP also includes a 
salary reduction SEP ("SARSEP") de
scribed in § 408(k)(6), when applicable. 

.05 SIMPLE IRA Plan. The term 
"SIMPLE IRA Plan" means a plan in
tended to satisfy the requirements of 
§ 408(p). 

.06 Definitions for Orphan Plans. (I) 

Orphan Plan. With respect to VCP and 
Audit CAP, the term "Orphan Plan" means 
any Qualified Plan with respect to which 
an "Eligible Party" (defined in section 
5.06(2» has determined that the Plan 
Sponsor (a) no longer exists, (b) cannot be 
located, (c) is unable to maintain the plan, 
or (d) has abandoned the plan pursuant to 
regulations issued by the Department of 
Labor. However, the term "Orphan Plan" 
does not include any plan terminated pur
suant to Department of Labor regulations 
governing the termination of abandoned 
individual account plans. 

(2) Eligible Party. For purposes of 
section 5.06(1), the term "Eligible Party" 
means: 

(a) A court appointed representative 
with authority to terminate the plan and 
dispose of the plan's assets; 

(b) In the case of an Orphan Plan un
der investigation by the Department of La-

bor, a person or entity who the Department 
of Labor determined has acceptcd respon
sibility for terminating the plan and dis
tributing the plan's assets; or 

(C) In the case of a Qualified Plan to 
which Title I of the Employee Retirement 
Income Security Act of 1974 ("ERISJ\") 
has never applied, a surviving spouse who 
is the sole beneficiary of a plan that pro
vided benefits to a participant who was (i) 
the sale owner of the business that spon
sored the plan and (ii) the only participant 
in the plan. 

SECTION 6. CORRECTION 
PRINCIPLES AND RULES OF 
GENERAL APPLICABILITY 

.0 I Correction principles; rules of gen
eral applicability. The general correction 
principles in section 6.02 and rules of gen
eral applicability in sections 6.03 through 
6.11 apply for purposes of this revenue 
procedure. 

.02 Correction principles. Generally, a 
failure is not corrcctcd unlcss full correc
tion is made with respect to all participants 
and beneficiaries, and for all taxable years 
(whether or not the taxable year is closed). 
Even if correction is made for a closed tax
able year, the tax liability associated with 
that year will not be redetermined because 
ofthe correction. Correction is determined 
taking into account the terms of the plan at 
the time of the failure. Correction should 
be accomplished taking into account the 
following principles: 

(I) Restoration of benefits. The correc
tion method should restore the plan to the 
position it would have been in had the fail
ure not occurred, including restoration of 
cunent and former participants and ben
eficiaries to the benefits and rights they 
would have had if the failure had not oc
curred. 

(2) Reasonahle and appropriate correc
tion. The correction should be reasonable 
and appropriate for the failure. Depend
ing on the nature of the failure, there may 
be more than one reasonable and appropri
ate correction for the failure. For Quali
fied Plans, any correction method permit
ted under Appendix A or Appendix B is 
deemed to be a reasonable and appropri
ate method of conecting the related Qual
ification Failure. Any correction method 
permitted under Appendix A or Appendix 
B applicable to a 403(b) Plan, a SEP, or a 

SIMPLE IRA Plan is deemed to be a rea
sonable and appropriate method of correct
ing the related failure. Whether any other 
particular correction method is reasonable 
and appropriate is dctcrmined taking into 
account the applicable facts and circum
stances and thc following principles: 

(a) The correction method should, to the 
extent possible, resemble one already pro
vided for in the Code, regulations there
under, or other guidance of general appli
cability. For example, for Qualified Plans 
and 403(b) plans, the correction methou set 
forth in * 1.402(g)~!(e)(2) would be the 
typical means of correcting a failure under 

* 402(g). 
(b) The conection method for failure~ 

relating to nondiscrimination should pro
vide benefits for nonhighly compensated 
employees. For example, for Qualified 
Plans, the correction method set forth in 
§ 1.40I(a)(4)~II(g) (rather than meth
ods making use of the special testing 
provisions sct forth in § 1.40 I (a)( 4 )~8 
or § 1.401(a)(4)~9) would be the typ
ical means of correcting a failure to 
satisfy nondiscrimination requirements. 
Similarly, the correction of a failure to 
satisfy the requirements of * 40 I (k)(3), 
§ 401(m)(2), or § 401(m)(9) (rclating to 
nondiscrimination), solely by distributing 
excess amounts to highly compcnsated 
employees would not be the typical means 
of correcting such a failure. 

(c) The correction method should keep 
plan assets in the plan, except to the extent 
the Code, regulations, or other guidance 
of general applicability providc for correc
tion by distribution to participants or bene
ficiaries or return of assets to the employer 
or Plan Sponsor. For example, if an ex
cess allocation (not in excess of thc * 415 
limits) made under a Qualified Plan was 
made for a participant under a plan (other 
than a cash or deferred arrangement), the 
cxccss should be reallocated to othcr par
ticipants or, depending on the facts and 
circumstances, used to reduce future em
ployer contributions. 

(d) The correction method should not 
violate another applicable specific require
ment of § 40\(a) or § 403(b) (for example, 
§ 401(a)(4), * 41 )(d)(6), or § 403(b)( 12), 
as applicable), § 408(k) for SEPs, or 
§ 408(p) for SIMPLE IRA Plans, or a par
allel requirement in Part 2 of Subtitle B of 
Title I of ERISA (for plans that are subjcct 
to Subtitle B of Part 2 of Title I of ERISA). 
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If an additIOnal failure i~ created a~ a re
... ult of the u,e of a correction method in 
thl'" re\ cnue procedure. then that failure 
abo ll1u ... t be L'llITcctcd ill conjunction with 
thc u ... c of that corrcction method and in 
<lccmdancc with thc requirements of this 
rc\ (nue procedure. 

(.~ ) (·oll.li,ltCIIC\' r('(/uirellll'lIf. Gen-
cr,dly. where mllI"e than one clJITection 
method i ... a\ailable to correct a type of 
Opcrational Failure for a plan ycar (or 
\\ here there arc alternative ways to apply a 
cllI"rcdion method l. the correction method 
(or one of thc alternative ways to apply 
the correL'tion method) should be applied 
Cllli ... i ... telltly in correcting all Operational 
hlilures of that type for that plan year. 
SlInilarl),. earnings adjustment methods 
generally should be applied consistently 
with respect to com~ctive contributions or 
allocation, for a particular type of Opera
tional Failure for a plan year. In the case 
of a Group Submission. the consistency 
rCLjuin:ment applics on a plan by plan ba-

(-I) Prillcililes rc);arilill); correctil'c 01-
IO('(ltiolls ({lid cO/Tecti\'e distributiolls. The 
following principles apply where an ap
propriate correction method includes the 
w,e of corrective allocations or corrective 
distributions: 

(a) Corrective allocations undcr a dc
fined contribution plan should be based 
upon thc tcrms of the plan and other appli
cable lIlformation at the time of the failure 
(including thc compcnsation that would 
have been used under the plan for the pe
riod with respeL'l to which a corrective al
location is being made) and should be ad
justed I'm earnings (including losses) and 
l'l1ri"cilures th'lt would havc been allocated 
to the partiL'ipant', account if the failure 
had nlltllccurred. However. the corrective 
all(lCation need not be adjusted for losses. 
Sce ,cction .\ of Appendix 13 for additional 
information on calculation of earnings for 
ulrrecti \ c allocatiuns. 

(b) :-\ c()rrel'ti\t~ allocatilln to a partici
P,lIll', ,iLl'ount becall,e ofa failure to makc 
a n:Ljllired alll)catiun in a prillr limitation 
! l'ar 1\ ill not be considered an annual addi
tlOIl \\ ith re-.pect to the participant for the 
Ilillitatioll ye,lI ill \\hich thc L'orrcction is 
m'lde. but \\ ill be considered an allnual ad
dill\))i 1m the Iimltation year to which the 
LllrrL'L'tll e ,dlllc,ltiun relates, Ho\\e\'er. the 
lillrillal rule, ()f ~ -I()-I. regarding deduc
tion ... appl\. 
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(c) Correctile allocations should come 
only from employer contributions (includ
ing forfeitures if the plan permits their Use 
to reduce employer contributions). 

(d) In the case of a defined benefit plan. 
a corrective distribution for an individual 
should be increased to take into account 
the delayed payment. consistent with the 
plan"" actuarial adjustments. 

(5) Special cxceptions to filii corrcc
tion. In general. a failure must be fully 
con-ected. Although the mere fact that cor
rection is inconvenient or burdensome is 
not enough to relieve a Plan Sponsor of the 
need to make full cOlTection. full correc
tion may not be required in certain situa
tions because it is unreasonable or not fea
sible. Even in these situations. the correc
tion method adopted must be one that does 
not have significant adverse effects on par
ticipants and beneficiaries or the plan, and 
that does not discriminate significantly in 
favor of highly compensated employees_ 
The exceptions dcscribed below specify 
thosc situations in which full correction is 
not required. 

(a) Reasollablc cstimates. If either, (i) 
it is possible to make a precise calculation 
but the probable difference between the ap
proximate and the precise restoration of a 
participant's benefits is insignificant and 
the administrative cost of determining pre
cise restoration would significantly exceed 
the probable difference or (ii) it is not pos
sible to make a precise calculation (for ex
ample. where it is impossible to provide 
plan data). reasonable estimates may be 
used in calculating appropriate correction. 
If it is not feasiblc to make a reasonable 
estimate of what the actual investment re
sults would have been, a reasonable inter
est ratc may bc used. 

(b) Delil'C/'v of small bcnefits. If the to
tal corrective distribution due a participant 
or bcneficiary is $50 or less. the Plan Spon
sor is not required to make the corrective 
distribution if the reasonable direct costs 
of processing and delivering the distribu
tion to the participant or beneficiary would 
exceed the amount of the distribution. This 
section 6.0215)( b) does not apply to correc
tive contributions. 

(C) Rl'COl'en' of small O\'erpaymel1ts. 
Generally. under VCP or Audit CAP, if 
the total amount of an Overpayment made 
to a participant or beneficiary is $100 or 
less. the Plan Sponsor is not required to 
scck the return of the Overpayment from 

the participant or beneficiary. The Plan 
Sponsor is not requin:d to notify the par
ticipant or beneficiar~ that the Overpay
ment is not e1igihle for fa\orable tax treat
ment acnmkd to distnhutions from Quali
fied Plans (and. specifically. is not eligible 
for tax-free rollmer). 

(d) Localillg lost lhlrticipill1ts. Reason
able actions must be taken to find all cur
rent and former participants and beneficia
ries to whom additional benefits are due, 
but who ha\'e not been located after a mail
ing to the last known address. In general. 
such actions include use of the Internal 
Revenue Service Letter Forwarding Pro
gram (see Rev. Proc. 94-22, 1994-1 CB. 
608) or the Social Security Administration 
Employer Reporting Service. A plan will 
not be considered to have failed to correct 
a failure due to the inability to locate an in
di vidual if either of these programs is used; 
provided that. if the individual is later lo
cated. the additional bencfits arc provided 
to the individual at that time. The Internal 
Revenue Service Letter Forwarding Pro
gram may not be lIsed to locate partici
pants in ordcr to collect amounts owed to 
the plan. 

(e) Small Excess Amollllts. Generally, 
under VCP or Audit CAP, if the total 
amount of an Excess Amount with respect 
to the benefit of a participant or benefi
ciary is $100 or less. the Plan Sponsor is 
not required to distribute or forfeit such 
Excess Amount. However, if the Excess 
Amount exceeds a statutory limit, the 
participant or beneficiary must be noti
fied that thc Excess Amount, including 
earnings, is not eligible for favorable tax 
treatment accorded to distributions from 
Qualified Plans (and, specifically, is not 
eligible for tax-free rollover). See section 
6.06( I ) for such notice requirements. 

(f) Orphal1 Plans. The Service retains 
the discretion to determine under VCP and 
Audit CAP whether full correction will be 
rcquircd in a terminating Orphan Plan. 

(6) Correctioll principle for loan fail
ures. In the case of a loan failure corrected 
in accordance with section 6.07(2)(b) or 
(c) and section 6.07(3), the participant is 
generally responsible for paying the cor
rective payment. However, with respect 
to the failure listed in section 6.07(3). the 
employer should pay a portion of the cor
rection payment on bchalf of the partici
pant equal to the interest that accumulates 
as a result of such failure - generally de-



termined at a rate equal to the greater of the 
plan loan rate or the rate of return under the 
plan. 

(7) Correction for exclusion of employ
ees for elective contributions or after-tax 
employee contributions. If a Qualified 
Plan has an Operational Failure that con
sists of excluding an employee that should 
have been eligible to make an elective 
contribution under a cash or deferred 
arrangement or an after-tax employee con
tribution, the employer should contribute 
to the plan on behalf of the excluded 
employee an amount that makes up for 
the value of the lost opportunity to the 
employee to have a portion of his or her 
compensation contributed to the plan ac
cumulated with earnings tax free in the 
future. This correction principle applies 
solely to this limited circumstance. It does 
not, for example, extend to the correction 
of a failure to satisfy a nondiscrimina
tion test, e.g., the ADP test pursuant to 
§ 401(k)(3) and the ACP test pursuant 
to § 401(m)(2). Specific methods and 
examples to correct this failure are pro
vided in Appendix A .05 and Appendix B 
2.02. Similarly, the methods and exam
ples provided for correcting this failure 
do not extend to other failures. Thus, the 
correction methods and the examples in 
Appendix A .05 and Appendix B 2.02 
cannot, for example, be used to correct 
ADP/ACP failures. Finally, the methods 
and examples do not address situations 
where an employee was excluded from a 
plan that provided for the opportunity to 
make designated Roth contributions. 

(8) Reporting. Any corrective distribu
tions from the plan should be properly re
ported. 

.03 Correction of an Employer Eligi
hility Failure. (1) The permitted correc
tion of an Employer Eligibility Failure is 
the cessation of all contributions (includ
ing salary reduction and after-tax contri
butions) beginning no later than the date 
the application under VCP is filed. Pur
suant to vCP correction, the assets in such 
a plan are to remain in the trust, annuity 
contract, or custodial account and are to be 
distributed no earlier than the occurrence 
of one of the applicable distribution events, 
e.g., for 403(b) Plans, the events described 
in § 403(b)(7) (to the extent the assets are 
held in custodial accounts) or § 403(b)( 11) 
(for those assets invested in annuity con-

tracts that would be subject to § 403(b)( II ) 
restrictions if the employer were eligible). 

(2) Cessation of contributions is not 
required if continuation of contributions 
would not be an Employer Eligibility 
Failure (for example, with respect to a 
tax-exempt employer that may maintain a 
§ 401(k) plan after 1996). 

(3) A plan that is corrected through 
VCP is treatcd as subject to all of the re
quirements and provisions of § 40 l( a) for 
a Qualified Plan, § 403(b) for a 403(b) 
Plan, § 408(k) for a SEP, and § 408(p) 
for a SIMPLE IRA Plan (including Code 
provisions relating to rollovers). There
fore, the Plan Sponsor must also correct 
all other failures in accordance with this 
revenue procedure. 

.04 Correction of a failure to obtain 
spousal consent. (1) Normally, the correc
tion method under vCP for a failure to ob
tain spousal consent for a distribution that 
is subject to the spousal consent rules un
der §§ 401(a)(1I) and 417 is similar to the 
correction method described in Appendix 
A .07. The Plan Sponsor must notify the 
affected participant and spouse (to whom 
the participant was married at the time of 
the distribution), so that the spouse can 
provide spousal consent to the distribution 
actually made or the participant may re
pay the distribution and receive a qualified 
joint and survivor annuity. 

(2)(a) As alternatives to the correction 
method in section 6.04( 1), correction for 
a failure to obtain spousal consent may 
be made under either section 6.04(2)(b) or 
section 6.04(2)(c). 

(b) In the event that spousal consent to 
the prior distribution is not obtained (e.g., 
because the spouse chooses not to con
sent, the spouse does not respond to the 
notice, or the spouse cannot be located), 
the spouse is entitled to a benefit under the 
plan equal to the portion of the qualified 
joint and survivor annuity that would have 
been payable to the spouse upon the death 
of the participant had a qualified joint and 
survivor annuity been provided to the par
ticipant under the plan at the annuity start
ing date for the prior distribution. Such 
spousal benefit must be provided if a claim 
is made by the spouse. 

(c) In the event that spousal consent 
to the prior distribution is not obtained, 
the plan may offer the spouse the choice 
between (i) the survivor annuity benefit 
described in section 6.04(2)(b) or (ii) a 

single-sum payment equal to the actu
arial present value of that survivor annuity 
benefit (calculated using the applicable 
interest rate and mortality table under 
§ 417(e)(3»). Any such single-sum pay
ment is treated in the same manner as a 
distribution under § 402( c)( 9) for purposes 
of rolling over the payment to an IRA or 
other eligible retirement plan. 

.05 Correction by plan amendment. In 
a case in which correction of a Qualifica
tion Failure includes correction of a Plan 
Document Failure, Demographic Failure, 
or Operational Failure by plan amendment, 
a determination letter application may be 
required. See section 4.06. 

.06 Special rules relating to Ex
cess Amounts. (1) Treatment of Excess 
Amounts under Qualified Plans. Except as 
otherwise provided in section 6.02(5)(c), 
a distribution of an Excess Amount is not 
eligible for the favorable tax treatment 
accorded to distributions from Qualified 
Plans (such as eligibility for rollover under 
§ 402(c». Thus, for example, if such a 
distribution was contributed to an individ
ual retirement arrangement ("IRA"), the 
contribution is not a valid rollover con
tribution for purposes of determining the 
amount of excess contributions (within 
the meaning of § 4973) to the individual's 
IRA. A distribution of an Excess Amount 
is generally treated in the manner de
scribed in section 3 of Rev. Proc. 92-93, 
1992-2 C.B. 505, relating to the corrective 
disbursement of elective deferrals. The 
distribution must be reported on Forms 
1099-R for the year of distribution with 
respect to each participant or beneficiary 
receiving such a distribution. Exccpt as 
otherwise provided in section 6.02(5)(c), 
where an Excess Amount has been or is 
being distributed, the Plan Sponsor must 
notify the recipient that (a) an Excess 
Amount has been or will be distributed 
and (b) an Excess Amount is not eligible 
for favorable tax treatment accorded to 
distributions from Qualified Plans (and, 
specifically, is not eligible for tax-free 
rollover). 

(2) Treatment of"Excess Amounts under 
403(b) Plans. The distribution of Excess 
Amounts is not an eligible rollover distri
bution within the meaning of § 403(b )(8). 
A distribution of Excess Amounts is gen
erally treated in the manner described in 
section 3 of Rev. Proc. 92-93 relating 
to the corrective disbursement of clec-
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tive deferrals. The distribution must be 
reported on Forms I099-R for the year 
of distribution with re,pect to each par
ticipant or beneficiary receiving such a 
distribution. Except as otherwise provided 
in section t1.02( 5)( c). where an Excess 
Amount has been or is heing distributed. 
the Plan Sponsor must notify the recipient 
that (a) an Excess Amount has been or will 
be distributed and (b) an Excess Amount 
is not eligible for favorable tax treatment 
accorded to distributions from Qualified 
Plans (and. ~pecifically. is not eligible for 
tax-free rollover). 

.07 Rilles relatillg to reportillg plall 
loall 1(lillircs. (I) Gelleral rule .fill- loa/lS. 
Unless correction is made in accordance 
with this section 6.07(2) or (3). a deemed 
distribution under * n(p)(I) in connec
tion with a failure relating to a loan to a 
participant made from a Qualified Plan or 
a 403 ( b) Plan must be reported on Form 
I099-R with respect to the affected par
ticipant and any applicable income tax 
withholding amount that was required to 
he paid in connection with the failure (see 
~ 1.72(p)-1. Q&A-15) must be paid by 
the employer. As part of VCP, the deemed 
distribution may he rcported on Form 
I099-R with respect to the affected par
ticipant for the year of correction (instead 
of the year of the failure). 

(2) Special rules .f(lr loallS. (a) In gCI!

eral. The correction methods set forth in 
this section 6.07(2) (b) and (c) and sec
tion 6.07( 3) are only available for plan 
loan failures that are corrected through 
VCP. The correction methods described 
in section 6.07(2) (b) and (c) and section 
6.07(3) are not available if the maximum 
period for repayment of the loan pursuant 
to ~ 72(p)(2)(B) has expired. The Scr
vice reserves the right to limit the use of 
the correction methods listed in se<.:tion 
6.07(2) (b) and (c) and section 6.07(3) to 
situations that it considers appropriate: for 
t?xample. wht?re the loan failure is caused 
by ~mpl()yer action. A deemed distribu
tion corrected under section 6.07(2) (bl or 
(<.:) or unJt?r st?ction 6.07(3) is not required 
to be report~d on Form l099-R and repay
mt?nh madt? by correction under sections 
6.07(:2) and 6.07(3) do not result in the af
fected participant having additional basis 
in the plan for purpost?s of determining the 
tax treatment of subst?quent distributions 
fl"llm the plan to the affect~d participant. 
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(b) Loans in excess of § 72(p)(2)(A). 
A failure to comply with plan provi
sions requiring that loans comply with 
~ 72(p)(2)(A) may be corrected by a cor
rective repayment to the plan based on the 
excess of the loan amount over the max
imum loan amount under § 72(p)(2)(A). 
In the event that loan repayments were 
made in accordance with the amortization 
schedule for the loan before correction. 
such prior repayments may be applied (i) 
solely to reduce the portion of the loan that 
did not exceed the maximum loan amount 
under § 72(p )(2)(A) (so that the correc
tive repayment would equal the original 
loan excess plus interest thereon), (ii) to 
reduce the loan excess to the extent of the 
interest thereon, with the remainder of the 
repayments applied to reduce the portion 
of the loan that did not exceed the maxi
mum loan amount under § 72(p)(2)(A) (so 
that the corrective repayment would equal 
the original loan excess), or (iii) pro rata 
against the loan excess and the maximum 
loan amount under § 72(p)(2)(A) (so that 
the corrective repayment would equal the 
outstanding balance remaining on the orig
inalloan excess on the date that corrective 
repayment is made). After the correc
tive payment is made, the loan may be 
reformed to amortize the remaining prin
cipal balance as of the date of repayment 
over the remaining period of the original 
loan. This is permissible as long as the 
recalculated payments over the remaining 
period would not cause the loan to violate 
the maximum duration permitted under 
S 72(p)(2)(B)_ The maximum duration is 
determined from the date the original loan 
was made. In addition, the amortization 
payments determined for the remaining 
period must comply with the level amorti
zation requirements of § 72(p )(2)(C). 

(c) LO[lIl terms that do not satisfy 
§ 72(p)(2)(B) or (C). For a failure of 
loan repayment terms to provide for a 
repayment schedule that complies with 
§ 72(p)(2)(B) or (C), the failure may be 
corrected by a reamortization of the loan 
balance in a<.:<.:ordance with § 72(p)(2)(C) 
over the remaining period that is the 
maximum period that complies with 
§ 72(p)(2)(B) measured from the origi
nal date of the loan. 

(3 1 Defaulted loans. A failure to re
pay the loan in a<.:cordance with the loan 
terms where the terms satisfy § 72(p)(2) 
may be corrected by (i) a lump sum repay-

ment equal to the additional repayments 
that the affected participant would have 
made to the plan if there had been no fail
ure to repay the plan. plus interest accrued 
on the missed repayments. (ii) reamortiz
ing the outstanding balance of the loan. in
duding accrued interest. over the remain
ing payment schedule of the original term 
of the loan. or (iii) any wmbination of (il 
or (ii). 

.08 Correctioll IInder statute or regula
tiollS. Generally. none of the correction 
programs are available to correct failures 
that can be corrected under the Code and 
related regulations. For example. as a gen
eral rule, a Plan Document Failure that is 
a disqualifying provision for which the re
medial amendment period under § 401(b) 
has not expired can be corre<.:ted by opera
tion of the Code through retroactive reme
dial amendment. 

.09 Matters subject to excise taxes. (1) 

Except as provided in this revenue proce
dure, the correction programs are not avail
able for events for which the Code pro
vides tax consequences other than plan dis
qualification (such as the imposition of an 
excise tax or additional income tax). For 
example, funding deficiencies (failures to 
make the required contributions to a plan 
subject to § 412), prohibited transactions, 
and failures to file the Form 5500 can
not be corrected under the correction pro
grams. 

(2) As part of VCP and Audit CAP, 
if the failure involves the failure to sat
isfy the minimum required distribution re
quirements of § 401(a)(9), in appropriate 
cases, the Service will waive the excise 
tax under § 4974 applicable to plan par
ticipants. The waiver will be included in 
the compliance statement or in the clos
ing agreement in the case of Audit CAP. 
The Plan Sponsor, as part of the submis
sion, must request the waiver and in cases 
where the participant subject to the excise 
tax is an owner-employee, as defined in 
§ 401(c)(3), or a 10 percent owner of a 
corporation, the Plan Sponsor must also 
provide an explanation supporting the re
quest. See se<.:tion 12.02(2) relating to 
the applicable compliance fee for certain 
§ 401(a)(9) failures. 

(3) As part of VCP, if the failure in
volves a correction that requires the Plan 
Sponsor to make a plan contribution that 
is not deductible, in appropriate cases, the 
Service will not pursue the excise tax un-



der § 4972 on such nondeductible contri
butions. The Plan Sponsor, as part of the 
submission must request the relief and pro
vide an explanation supporting the request. 

(4) As part of YCP, if a failure re
sults in excess contributions as defined 
in §4979(c) or excess aggregate contribu
tions as defined in §4979(d) under a plan, 
the Service will not pursue the excise tax 
under § 4979 in appropriate cases, e.g., 
where correction is made for any case in 
which the ADP test was timely performed 
but, due to reliance on inaccurate data, 
resulted in an insufficient amount of ex
cess elective contributions having been 
distributed to HCEs. The Plan Sponsor, as 
part of the submission, must request the 
relief and provide an explanation support
ing the request. 

.10 Correction for SEPs and SIMPLE 
IRA Plans. (1) Correction for SEPs and 
SIMPLE IRA Plans generally. Generally, 
the correction for a SEP or a SIMPLE 
IRA Plan is expected to be similar to the 
correction required for a Qualified Plan 
with a similar Qualification Failure (i.e., 

Plan Document Failure, Operational Fail
ure, Demographic Failure and Employer 
Eligibility Failure). 

(2) Special correction for SEPs and 
SIMPLE IRA Plans. In any case in which 
correction under section 6.1 O( I) is not fea
sible for a SEP or SIMPLE IRA Plan or in 
any other case determined by the Service 
in its discretion (including failures relating 
to §§ 402(g), 415, and 401(a)(17), failures 
relating to deferral percentages, discon
tinuance of contributions to a SARSEP 
or SIMPLE IRA Plan. and retention of 
Excess Amounts for cases in which there 
has been no violation of a statutory limi
tation with respect to a SEP or SIMPLE 
IRA Plan), the Service may provide for a 
different correction. See section 12.06(2) 
for a special fee that may apply in such a 
case. 

(3) Correction offailure to satisfy defer
ral percentage test. If the failure involves 
a violation of the deferral percentage test 
under § 408(k)(6)(A)(iii) applicable to a 
SARSEP, the failure may be corrected in 
either one of the following ways: 

(a) The Plan Sponsor may make contri
butions that are 100% vested to all eligi
ble nonhighly compensated employees (to 
the extent permitted by § 415) necessary 
to raise the deferral percentage needed to 
pass the test. This amount may be calcu-

lated as the same percentage of compensa
tion (regardless of the terms of the SEP). 

(b) The Plan Sponsor may effect dis
tribution of excess contributions, adjusted 
for earnings through the date of correc
tion, to highly compensated employees 
to correct the failure. The Plan Sponsor 
must also contribute to the SEP an amount 
equal to the total amount distributed. This 
amount must be allocated to (i) current 
employees who were nonhighly compen
sated employees in the year of the failure, 
(ii) current nonhighly compensated em
ployees who were nonhighly compensated 
employees in the year of the failure, or (iii) 
employees (both current and former) who 
were nonhighly compensated employees 
in the year of the failure. 

(4) Treatment of ulldercontrihutions 
to a SEP or a SIMPLE IRA Plan. (a) 

Make-up contributions; earnings. The 
Plan Sponsor should correct undercontri~ 
butions to a SEP or a SIMPLE IRA Plan 
by contributing make-up amounts that are 
fully vested, adjusted for earnings credited 
from the date of the failure to the date of 
correction. 

(b) Earnillf;s adjustment methods. In
sofar as SEP and SIMPLE IRA Plan assets 
are held in IRAs, there is no earnings rate 
under the SEP or SIMPLE IRA Plan as a 
whole. If it is not feasible to make a rea
sonable estimate of what the actual invest
ment results would have been, a reasonable 
interest rate may be used. 

(5) Treatment of Excess Amounts under 
a SEP or a SIMPLE IRA Plan. (a) Distri
bution of Excess Amounts. For purposes 
of section 6.10, an Excess Amount is an 
amount contributed on behalf of an em
ployee that is in excess of an employee's 
benefit under the plan, or an elective defer
ral in excess of the limitations of §§ 402(g) 
or 408(k)(6)(A)(iii). If an Excess Amount 
is attributable to elective defenals, the 
Plan Sponsor may effect distribution of 
the Excess Amount, adjusted for earnings 
through the date of correction, to the af
fected participant. The amount distributed 
to the affected participant is includible 
in gross income in the year of distribu
tion. The distribution is reported on Form 
i099-R for the year of distribution with 
respect to each participant receiving the 
distribution. In addition, the Plan Spon
sor must inform affected participants that 
the distribution of an Excess Amount is 
not eligible for favorable tax treatment 

accorded to distributions from a SEP or 
a SIMPLE IRA Plan (and. specifically. is 
not eligible for tax-free rollover). If the 
Excess Amount is attributable to employer 
contributions, the Plan Sponsor may cf
fect distribution of the employer Excess 
Amount. adjusted for earnings through the 
date of correction. to the Plan Sponsor. 
The amount distributed to the Plan Spon
sor is not includible in the gross income of 
the affected participant. The Plan Sponsor 
is not entitled to a deduction for such em
ployer Excess Amount. The distrihution 
is reported on Form I099-R issued to the 
participant indicating the taxable amount 
as zero. 

(h) Retentioll of Excess Amounts. If an 
Excess Amount is retained in the SEP or 
SIMPLE IRA Plan under section 6.10(5), a 
special fee, in addition to the YCP submis
sion fee, will apply. See section 12.05(2) 
for the special fee. The Plan Sponsor is 
not entitled to a deduction for an Excess 
Amount retained in the SEP or SIMPLE 
IRA Plan. In the case of an Excess Amount 
retained in a SEP that is attributable to a 
§ 415 failure, the Excess Amount, adjusted 
for earnings through the date of correction, 
must reduce affected participants' applica
ble § 415 limit for the year following thc 
year of correction (or for the year of cor
rection if the Plan Sponsor so chooses), 
and subsequent years, until the excess is 
eliminated. 

(c) De millimis Excess Amounts. If the 
total Excess Amount in a SEP or SIMPLE 
IRA Plan, whether attributable to elec
tive deferrals or employer contributions, 
is $100 or less, the Plan Sponsor is not 
required to distribute the Excess Amount 
and the special fee described in section 
12.05(2) does not apply. 

.11 Confidentiality alld disclosure. Be
cause each conection program relates di
recti y to the enforcement of the Code qual
ification requirements, the information re
ceived or generated by the Service under 
the program is subjcct to the confidential
ity requirements of § 6103 and is not a 
written determination within the meaning 
of§611O. 

.12 No ejj(/("( Oil other law. Correction 
under these programs has no effect on the 
rights of any party under any other law. in
cluding Title I of ERISA. The Department 
of Labor maintains a Voluntary Fiduciary 
Correction Program under which certain 
ERISA fiduciary violations may he cor~ 
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rected. The Department of Labor also 
maintains a Delinljuent Filer Voluntary 
Compliance Program under which certain 
failures to comply with the annual rcport
ing reljuirements (Form 5500 scries) under 
ERISA may be corrccted. 

PART IV. SELF-CORRECTION (SCP) 

SECTION 7. IN GENERAL 

The reljuirements of this section 7 are 
satisfied with respect to an Operational 
Failure if the Plan Sponsor of a Qualified 
Plan. a 403(b) Plan. a SEP. or a SIMPLE 
IRA Plan satisfies the requirements of sec
tion 8 (relating to insignificant Operational 
Failures) or, in the case of a Qualified Plan 
or a 403(b) Plan. section 9 (relating to sig
nificant Operational Failures). 

SECTION R. SELF-CORRECTION 
OF INSIGNIFICANT OPERATIONAL 
FAILURES 

.01 Requiremellts. The requirements of 
this section 8 arc satisfied with respect to 
an Operational Failure if the Operational 
Failure is corrected and. given all the facts 
and circumstances, the Operational Failure 
is insignificant. This section 8 is available 
for correcting an insignificant Operational 
Failure even if the plan or Plan Sponsor is 
Under Examination and even if the Oper
ational Failure is discovered on examina
tion. 

.02 Factors. The factors to be consid
ered in determining whether or not an Op
erational Failure under a plan is insignif
icant include. but are not limited to: (I) 
whether other failures occurred during the 
period being examined (for this purpose, a 
failure is not considered to have occurred 
more than once merely because more than 
one participant is affected by the failure); 
(:2) the percentage of plan assets and con
tributions involved in the failure; (3) the 
number of years the failure occurred; (4) 
the number of participants affected rela
tive to the total number of participants in 
the plan: (5) the number of participants af
fected as a result of the failure relative to 
the number of participants who could have 
heen affected by the failure: (6) whether 
correction was made within a reasonable 
time after discovery of the failure: and (7) 
the rea.'on forthe rai lure (for example. data 
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errors such as errors in the transcription 
of data, the transposition of numbers, or 
minor arithmetic errors). No single factor 
is determinative. Additionally, factors (2), 
(4). and (5) should not be interpreted to ex
clude small businesses. 

. 03 Multiple failures. In the case of a 
plan with more than one Operational Fail
ure in a single year, or Operational Failures 
that occur in more than one year, the Oper
ational Failures are eligible for correction 
under this section 8 only if all of the Op
erational Failures are insignificant in the 
aggregate. Operational Failures that have 
been corrected under SCP in section 9 and 
VCP in sections 10 and 11 are not taken 
into account for purposes of determining 
if Operational Failures are insignificant in 
the aggregate. 

.04 Examples. The following examples 
illustrate the application of this section 8. 
It is assumed, in each example, that the el
igibility requirements of section 4 relating 
to SCP have been satisfied and that no Op
erational Failures occurred other than the 
Operational Failures identified below. 

Example 1: In 1991. Employer X established Plan 

A. a profit-sharing plan that satisfies the requirements 

of§401(a) in form. In 2003. the benefits of 50 of the 

250 participants in Plan A were limited by § 415(c). 

However. when the Service examined Plan A in 2006. 

it discovered that. during the 2003 limitation year. 

the annual additions allocated to the accounts of 3 of 

these employees exceeded the maximum limitations 

under ~ 415(c). Employer X contributed $3.500.000 

to the plan for the plan year. The amount of the ex

cesses totaled $4.550. Under these facts. because the 

number of participants affected by the failure relative 

to the total number of participants who could have 

been affected by the failure. and the monetary amount 

of the failure relative to the total employer contribu

tion to the plan for the 2003 plan year. are insignif

icant, the § 415(c) failure in Plan A that occurred in 

2003 would be eligible for correction under this sec

tion 8. 

Example 2: The facts are the same as in Exomple 

I. except that the failure to satisfy § 415 occurred 

during each of the 2003. 2004. and 2005 limitation 

years. In addition. the three participants affected by 

the § 415 failure were not identical each year. The 

fact that thc § 415 failures occurred during more than 

one Ii mitation year did not cause the failures to be 

significant; accordingly. the failures are still eligible 

for correction under this section 8. 

Example 3: The facts are the same as in Exam

ple 1. except that the annual additions of 18 of the 50 

employees who,e benefits were limited by § 415(c) 

nevenheless exceeded the maximum limitations un

der ~ -IIS(c) during the 2003 limitation year. and the 

amount of the excesses ranged from $1.000 to $9.000. 

and totaled $150.000. Cnderthese facts. taking into 

account the number of participants affected by the 

failure relative to the total number of participants who 

could have been alfected by the failure for the 2003 

limitation vear land the monetClry amount of the fail

ure relativ~ to the total cmpl<l)'er ,'ontribution). the 

failure IS significant. A,·cllrdingly. the * -IIS(c) fail

ure in Plan A that occurred in 2003 is ineligible for 

correction under this section 8 as an insignilicant fail

ure . 
Exolllple.J: Employer J maintains Plan C. a 

money purchase pension plan established in 1992. 

The plan document sat IS ties the requirements of 

* -IOI(a) of the Code The formula under the plan 

provides for an employer contribution equal to 10% 

of compensation. as detined in the plan. DUring 

its examinatton of the plan for the 2004 plan year. 

the Service discovered that the employee responsi

ble for entering data into the employer's computer 

made minor arithmetic errors in transcribing the 

compensation data with respect to 6 of the plan's 40 

participants, resulting in excess allocations to those 6 

participants' accounts. Under these facts. the number 

of participants affected by the failure relative to the 

number of participants that could have been affected 

is insignificant. and the failure is due to minor data 

errors. Thus. the failure occurring in 2004 would 

be insignificant and therefore eligible for correction 

under this section 8. 

Example 5: Public School maintains for its 200 

employees a salary reduction 403(b) Plan (the "Plan") 

that satisfies the requirements of § 403(b). The bust

ness manager has primary responsibility for admin

istering the Plan. in addition to other administrative 

functions within Public Schoo!. During the 2004 plan 

year, a former employee should have received an ad· 

ditional minimum required distribution of $278 un

der § 403(b)( 10). Another participant received an im

penn is sible hardship withdrawal of $2500. Another 

participant made elective deferrals of which $1.000 

was in excess of the § 402(g) limit. Under these 

facts. even though multiple failures occurred in a sin

gle plan year. the failures will be eligible for correc· 

tion under this section 8 because in the aggregate the 

failures are insignificant. 

SECTION 9. SELF-CORRECTION 
OF SIGNIFICANT OPERATIONAL 
FAILURES 

.01 Requirements. The requirements of 
this section 9 are satisfied with respect to 
an Operational Failure (even if significant) 
if the Operational Failure is corrected and 
the correction is either completed or sub
stantially completed (in accordance with 
section 9.04) by the last day of the correc
tion period described in section 9.02. 

.02 Correction period. (I) End of cor
rection period. The last day of the cor
rection period for an Operational Failure 
is the last day of the second plan year fol
lowing the plan year for which the failure 
occurred. However, in the case of a failure 
to satisfy the requirements of § 401(k)(3), 
401(m)(2), or 401(m)(9), the correction 
period does not end until the last day of 



the second plan year following the plan 
year that includes the last day of the addi
tional period for correction pennitted un
der § 401(k)(8) or 401(m)(6). If a 403(b) 
Plan docs not have a plan year, the plan 
year is deemed to be the calendar year for 
purposes of this subsection. 

(2) Extension of correction period for 
Transferred Assets. In the case of an Op
erational Failure that relatcs only to Trans
ferred Assets, or to a plan assumed in con
nection with a corporate merger, acquisi
tion or other similar employer transaction, 
the correction period does not end until 
the last day of the first plan year that be
gins after the corporate merger, acquisi
tion, or other similar employer transaction 
between the Plan Sponsor and the sponsor 
of the transferor plan or the prior sponsor 
of an assumed plan. 

(3) Effect of examination. The correc
tion period for an Operational Failure that 
occurs for any plan year ends, in any event, 
on the first date the plan or Plan Sponsor 
is Under Examination for that plan year 
(determined without regard to the second 
sentence of section 9.02). (But see section 
9.04 for special rules permitting comple
tion of correction after the end of the cor
rection period.) 

.03 Correction hy plan amendment. 

In order to complete correction by plan 
amendment (as permitted under section 
4.05), the appropriate determination let
ter application must be submitted before 
the end of the plan's applicable remedial 
amendment period described in Rev. Proc. 
2005-66. 

.04 Substantial completion of correc

tion. Correction of an Operational Failure 
is substantially completed by the last day 
of the correction period only if the require
ments of either paragraph (I) or (2) are sat
isfied. 

(1) The requirements of this paragraph 
(1) are satisfied if: 

(a) during the correction period, the 
Plan Sponsor is reasonably prompt in 
identifying the Operational Failure, formu
lating a con'ection method, and initiating 
correction in a manner that demonstrates 
a commitment to completing correction of 
the Operational Failure as expeditiously 
as practicable, and 

(b) within 90 days after the last day 
of the correction period, the Plan Sponsor 
completes correction of the Operational 
Failure. 

(2) The requirements of this paragraph 
(2) are satisfied if: 

(a) during the correction period, correc
tion is completed with respect to 85 per
cent of all participants affected by the Op
erational Failure, and 

(b) thereafter, the Plan Sponsor com
pletes correction of the Operational Failure 
with respect to the remaining affected par
ticipants in a diligent manner. 

.05 Examples. The following examples 
illustrate the application of this section 9. 
Assume that the eligibility requirements of 
section 4 relating to SCP have been met. 

Example J: Employer Z e,tablished a qualified 

defined contribution plan in 2003 and received a 

favorable determination letter. During 2005, while 

dDing a self·audit of the operatiDn of the plan for the 

2004 plan year, the plan administrator discovered 

that. despite the practices and procedures established 

by Employer Z with respect to the plan, several 

employees eligible to participate in the plan were 

excluded from participation. The administralor also 

found that for 2004 Operational Failures occurred 

because the elective deferrals of additional employ

ees exceeded the ~ 402(g) limit and Employer Z 

failed to make the required top-heavy minimum 

contributIon, During the 2005 plan year. the Plan 

Sponsor made corrective contnbutions on behalf 

of the excluded employee,. distributed the exccss 

deferrals to the affected partiCIpants, and made a 

top-heavy minimum contribution to all participants 

entitled to that contribution for the 2004 plan year. 

Each corrective contribution and distribution was 

credited" ith earnings at a rate appropriate for the 

plan from the date the correcti ve contribution or 

distribution should have been made to the date of 

correction. Under these facts. the Plan Sponsor has 

corrccted the Operational Failures for the 2004 plan 

year within the correction pcriod and thus satisfied 

the requirements of this section 9, 

Example 2: Employer A established a qual ificd 

defined contribution plan, Plan A. in 1990 and has 

received a favorable determination letter for the ap

plicable law changes, In April 2003. Employer A 

purchased all of the stock of Employer B, a wholly

owned subsidiary of Employer C Employees of Em

ployer B participated in Plan C a qualified defilled 

contribution plan sponsored by Employer C Foliow

ing Employer A's review of Plan C. Employer A and 

Employer C agreed that Plan A would accept a trans

fer of plan w,sets attributable tu the account balances 

of the employees of Employer B who had participated 

in Plan C, A, part of this agreement. Employer C rep

resented to Employer A that Plan C is tax qualified, 

Employers A and C also agreed that such transfer 

would be in accordance with ~ 414(1) and ~ 1.414(1)-1 

and addressed Issues related to costs associated wIth 

the transfer. FDliowing the transaction. the employ

ees of Employer B began participation in Plan A, Ef

fective July I. 2003. Plan A accepted the transfer 

of plan assets from Plan C. After the transfer, Em

ployer A determined that all the participants in one di

vision of Employer B had been incorrectly excluded 

from allocation Df the profit sharing contributions for 

the 1998 and 1999 plan years During 2004, Em

ployer A made correcti ve contributions on hehalf of 

the affected participants, The corrective contrihu· 

tions were credited with earnings at a rate appropri

ate for the plan from the date the correctlle contri

bution should have been made to the date of curree· 

tion and Employer A otherwise complied with the reo 

quirements of SCP, Under these facb. Employer A 

has, within the correction period. corrected the Op

erational Failure, for the 19'18 and 1999 plan year, 

'A'lth respect to the a"ets tramfcrrcd to Plan A. and 

thus satisfied the requirements 01 this ,,:ction 'I, 

PART V. VOLUNTARY CORRECTION 
PROGRAM WITH SERVICE 
APPROVAL (VCP) 

SECTION 10. VCP PROCEDURES 

.01 VCP requirements. The require
ments of this section 10 are satisfied with 
respect to failures submitted in accordance 
with the requirements of this section 10 
if the Plan Sponsor pays the compliance 
fee required under section 12 and imple
ments the corrective actions and satisfies 
any other conditions in the compliance 
statement described in section 10.08. 

,02 Identification offailures, VCP is 
not based upon an examination of the plan 
hy the Service, Only the failures raised 
by the Plan Sponsor or failures identified 
by the Service in processing the applica
tion are addressed under VCp, and only 
those failures will be covered by the VCP 
compliance statement. The Service will 
not make any investigation or finding un
der VCP concerning whether there are fail
ures. 

.03 Effect of VCP submission 011 exam
ination, Because VCP does not arise out 
of an examination, consideration under 
VCP does not preclude or impede (under 
§ 7605(b) or any administrative provisions 
adopted by the Service) a subsequent ex
amination of the Plan Sponsor or the plan 
by the Service with respect to the taxable 
year (or years) involved with respect to 
matters that are outside the compliance 
statement. However, a Plan Sponsor's 
statements describing failures are made 
only for purposes of VCP and will not be 
regarded by the Service as an admission 
of a failure for purposes of any subsequent 
examination. See section 5.03 for the def
inition of Under Examination, 

.04 No concurrent examinatiol1 actil'

it\', Except in unusual circumstances, a 
plan that has been properly submitted un
der VCP will not be examined while the 
submission is pending. Notwithstanding 
the above. a plan that is eligible for a Group 
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Subrni~~illn under section I D.II may be 
examined whik the Ciroup Submission is 
pending with re~pect to is,ues not identi
fied in the Group Sllhmi~~ion at the time 
"llch plan comes Under Examination. In 
addition. if it i, determined that either the 
plan or the Plan Sp()n~(l[" I\"a,. or may ha\'e 
heen a party to an abu',]\,e tax avoidance 
tr'll1'al'tion (,\\ ddmed 1Il section -U 3(:2)). 
the Ser\"lce may authorize the examination 
of thL' plan. 1.'\l.'n If a .,uhmission pur~uant 
tll yep i, rending. This rractice regarding 
L·llIlCLlITl.'llt examination, does not extend 
t() llther rians of the Plan Sponsor. Thus, 
any plan of the Plan Sponsor that is not 
pending LInder YCP could be subject to ex
amination. 

.OS f)cfl'nllillllfioll lefter lIpplicafionj(lr 
!iIi/II U/1/C//(/llIellf.\ rclilfl'd fo a VCP sllbmis
lroll. In any case in which a determina
tion ktter is ,ubmitted pun.,uant to section 
4.06. the Plan Sponsor must submit a copy 
of the amendment. the appropriate appli
cation form (i.c .. Form 5300 series), and 
the appropriate user fee concurrently and 
tll the same address as the YCP submis
sion. The user fee for the determination 
letter application and the fee for the YCP 
,uhmi~silln must he submitted on separate 
checks made payable to the U.S. Treasury. 
See section 11.12 for the YCP mailing ad
dress. 

.06 Defermill(lfioll lefter applications 
lIot related to a VCP suhmissioll. (I) 

The Service may process a determina
tion letter application submitted under the 
deterIl1lnation letter program (including 
an application requested on Form 5310) 
concurrently with a YCP submission for 
the ,aml' plan. However. issuance of the 
determination letter in response to an ap
plicatiun made on a Form 5310 will be 
suspended pending the closure of the YCP 
suomis,ion. 

12) A ,ubmis,ion of a plan under the de
tc:rmination letter program does not consti
tute a wbmission under YCP. If the Plan 
Sp()INlr disCtl\C!"s a Qualification Failure. 
thl' Quali fication Failure may not be cor
rel"led a, part of the determination letter 
PI"OCl"'. The Plan SPOI1,or may use SCP 
and \CP in'tcad. as applicable. (fthl' Scr
\ icc in L'onnection with a determination 
kiln dppkatiull disl'(l\ers a Qualification 
fdilurc. the Seni,'e may issue a closing 
agr,'cmcnt \\ ith re'rel"t to the failures iden
tified lll". if appropriate. refer the case to 
Empl(l) ec Plan, E\Clminatlllns. In either 
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case. the fee structure in section 12, relat
ing to YCP will not apply. Except as pro
\ ided in section 10.060). the fee structure 
in section 14 relating to Audit CAP will ap
ply. Sce section 5.03(3) for a description of 
when a plan submitted for a determination 
letter is considered to be Under Examina
tion. 

0) If the Service in connection with a 
determination letter application discovers 
the plan has not been amended timely for 
tax legislation changes, the fee structure in 
section 14.04 will apply. 

.07 Processillg of submission. (I) 

Scrl'ellillK of' Sllhmi.uioll. Upon receipt 
of a submission under YCP, the Service 
will review whether the eligibility require
ments of section 4 and the submission 
requirements of section II are satisfied. 

(2) Eligibility of submission. If, at any 
stage of the review process, the Service 
determines that a YCP submission is se
riously deficient or that the application of 
YCP would he inappropriate or impracti
cal, the Service reserves the right to return 
the submission, including any compliance 
fee, without contacting the Plan Sponsor. 

(3) ReI'iev. (d suhmission. Once the 
Service determines that the submission 
is complete under YCp, the Service will 
consult with the Plan Sponsor or the Plan 
Sponsor's reprcscntative to discuss the 
proposed corrections and the plan's ad
ministrati ve procedures. 

(4) Addifional illj(mnation required. If 
additional information is required, a Ser
vice representative will generally contact 
the Plan Sponsor or the Plan Sponsor's 
representativc and explain what is needed 
to complete the submission. The Plan 
Sponsor will have 21 calendar days from 
the date of this contact to provide the re
quested information. If the information is 
not received within 21 days, the matter will 
be closed. the compliance fee will not be 
returned, and the case may be referred to 
Employee Plans Examinations. Any re
quest for an extension of the 21-day time 
period must be made in writing within the 
:2 I-day time period and must be approved 
by the Service (by the applicable group 
managcr). 

(5) Additional failures discovered after 
initial submission. (a) A Plan Sponsor that 
discovers additional unrelated Qualifica
tion or 403rb) Failures after its initial sub
mission may request that such failures be 
added to its submission. However, the Ser-

vice retains the discretion to reject the in
clusion of such failures if the request is not 
timely: for example. if the Plan Sponsor 
makes its request \\'hen processing of the 
submission is substantially complete. 

(b) If the Service discovers an unrelated 
Qualification or 403(b) Failure while the 
request is pending. the failure generally 
will be added to the failures under con
sideration. However, the Service retains 
the discretion to determine that a failure is 
outside the scope of the voluntary request 
for consideration because the Plan Spon
sor did not voluntarily bring it forward. In 
this case, if the additional failure is signif
icant, all aspects of the plan may be exam
ined and the rules pertaining to Audit CAP 
will apply. 

(6) COllference right. If the Service ini
tially determines that it cannot issue a com
pliance statement because the parties can
not agree upon correction or a change in 
administrative procedures, the Plan Spon
sor (generally through the Plan Sponsor's 
representative) will be contacted by the 
Service representative and offered a con
fcrence with the Service. The conference 
can be held either in person or by telephone 
and must be held within 21 calendar days 
of the date of contact. The Plan Sponsor 
will have 21 calendar days after the date of 
the conference to submit additional infor
mation in support of the submission. Any 
request for an extension of the 21-day time 
period must be made in writing within the 
21-day time period and must be approved 
by the Service (by the applicable group 
manager). Additional conferences may be 
held at the discretion of the Service. 

(7) Failure to reach resolution. If the 
Service and the Plan Sponsor cannot reach 
agreement with respect to the submission, 
the matter will be closed, the compliance 
fee will not be returned, and the case may 
be referred to Employee Plans Examina
tions. In the case of an Anonymous Sub
mission that fails to reach resolution under 
this revenue procedure, the Service will re
fund 50% of the applicable YCP fee. See 
section 12.01 for the YCP fee. 

(8) Issuance of' compliance statement. 
If agreement is reached, the Service will 
send to the Plan Sponsor a compliance 
statement specifying the corrective action 
required. If the original submission is 
subsequently materially modified, then, 
unless the Plan Sponsor has submitted a 
penalty of perjury statement with respect 



to such subsequent modifications, the 
Plan Sponsor will be required to sign thc 
compliance statement. In such case, the 
Service will send to the Plan Sponsor an 
unsigned compliance statement specifying 
the corrective action required. Within 30 
calendar days of the date the compliance 
statement is sent, a Plan Sponsor must sign 
the compliance statement and return it and 
any compliancc fee requircd to he paid at 
the time that the compliance statement is 
signed (see scction 11.05). The Service 
will then issue a signed copy of the compli
ance statement to the Plan Sponsor. If the 
Plan Sponsor does not sign the compliance 
statement and send it to the Service (with 
a compliance fee, if applicablc) within 30 
calendar days, the plan may be referred to 
Employee Plans Examinations. 

(9) Timing of correction. The Plan 
Sponsor must implement the specific cor
rections and administrative changes set 
forth in the compliance statemcnt within 
150 days of the date of the compliance 
statement. Any request for an extension 
of this time period must be made prior to 
the expiration of the correction period and 
in writing and must be approved by the 
Service. 

(10) Modification of compliance state
ment. Once the compliance statement has 
been issued (based on the information pro
vided), the Plan Sponsor cannot request a 
modification of the compliance terms ex
cept by a new request for a compliance 
statement. However, if the requested mod
ification is minor and is postmarked no 
later than 30 days after the compliance 
statement is issued, the compliance fee for 
the modification will be the lesser of the 
original compliance fee or $3,000. 

(11) Verification. Once the compliance 
statement has been issued, the Service 
may require verification that the correc
tion methods have been complied with and 
that any plan administrative procedures re
quired by the compliance statement have 
been implemented. This verification does 
not constitute an examination of the books 
and records of the employer or the plan 
(within the meaning of ~ 7605(b». If the 
Service determines that the Plan Sponsor 
did not implement the corrections and pro
cedures within the stated time period, the 
plan may be referred to Employee Plans 
Examinations. 

.08 Compliance statement. (I) General 
description of compliance statement. The 

compliance statement issued for a VCP 
submission addresses the failures identi
fied. the terms of correction. including any 
revision of administrative procedures, and 
the time period within which proposed cor
rections must bc implemented. including 
any changes in administrative procedures. 
The compliance statement also provides 
that the Service will not treat the plan as 
failing to satisfy the applicable require
ments of the Code on account of the fail
ures described in the compliance statement 
if the conditions of the compliance state
ment are satisfied. Unless a determina
tion letter application is included with a 
VCP submission for an on-cycle or ter
minating plan in accordancc with section 
4.06, with respect to a failure to amend a 
plan timely for (a) good faith plan amend
ments for the Economic Growth and Tax 
Relief Reconciliation Act of 200 I, Pub. L. 
107-16 (EGTRRA), within the period de
scribed in Notice 2001-42 including those 
changes listed in Notice 2005-5, (b) plan 
amendments for the final and temporary 
regulations under § 401(a)(9) as they ap
peared in the April I, 2003, edition of 26 
CFR Part 1 (the ~ 401(a)(9) final and tem
porary regulations) within the period de
scribed in Rev. Proc. 2002-29 as modi
fied by Rev. Proc. 2003-10, and (c) in
terim amendments as provided in section 
5 of Rev. Proc. 2005-66, the issuance of 
a compliance statement will result in the 
corrective amendments being treated as if 
they had been adopted timely for the pur
pose of determining the availability of the 
remedial amendment period currently de
scribed in Rev. Proc. 2005-66. How
ever, the issuance of such a compliance 
statement will not constitute a determina
tion as to whether the plan amendment as 
drafted complies with the change in quali
fication requirement. Where current pro
cedures are inadequate for operating the 
plan in conformancc with the applicable 
requirements of the Code, the compliance 
statement will be conditioned upon the im
plementation of stated administrative pro
cedures. The Service may prescribe ap
propriate administrative procedures in the 
compliance statement. 

(2) Compliance statement conditioned 
upon timelv correction. The compliance 
statement is conditioned on (i) there being 
no misstatement or omission of material 
facts in connection with the submission 
and (ii) the implementation of the specific 

corrections and satisfaction of any other 
conditions in the compliance statement. 

(3) Alilhoritv delegated. Compliance 
statements (including relief from any ex
cise tax as provided under section 6.0l)) are 
authorized to be signed by Area Managers 
reporting to the Director, Employee Plans 
Examinations, and managers within Em
ployee Plans Rulings and Agreements. un
der the Tax Exempt and Government Enti
tics Operating Division of the Service. 

.09 Effect of compliance statement Oil 

examination. The compliance statement is 
binding upon both the Service and the Plan 
Sponsor or Eligihle Organi7ation (as de
fined in section IO.lI(2)) with respect to 
the specific tax matters identified therein 
for the periods specified, but does not pre
clude or impede an examination of the plan 
by the Service relating to matters outside 
the compliance statement, even with re
spect to the same taxable year or years to 
which the compliance statement relates. 

.10 Special rules relating to Anollv
mous (10hn Doe) Submissions. (l) The 
Anonymous Submission procedure in 
this section 10.10 permits submission of 
Qualified Plans. 403(b) Plans. SEPs and 
SIMPLE IRA Plans under VCP without 
initially identifying the applicable plan(s). 
the Plan Sponsor(s), or the Eligible Or
ganization. The requirements of this rev
enue procedure relating to VCP. including 
sections 10, 11, and 12, apply to these 
submissions. However, information iden
tifying the plan or the Plan Sponsor may 
be redacted (and the power of attorney 
statement and the penalty of perjury state
ment need not be included with the initial 
submission). In addition, if a determina
tion letter application will be requested as 
part of the submission, the determination 
letter application should not be submitted 
until the time all identifying information 
is provided to the Service. For purposes 
of processing the submission, the State 
of the Plan Sponsor must be identified 
in the initial submission. All anonymous 
submissions must be numbered or labeled 
on the first page of the VCP submission 
by the plan sponsor or its representative 
to facilitate identification and tracking of 
the submission. The identification num
her should be unique to the suhmission 
and should not be used with respect to 
any other anonymous submission of the 
plan sponsor or representative. Once the 
Service and the plan representative reach 
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agreement with respect to the ~uhmission. 
the Service will contact the plan repre
sentative in writing indicating the terms 
of the agreement. The Plan Sponsor will 
have 21 calendar days from the date of the 
letter of agreement to identify the plan and 
Plan Sponsor. If the Plan Sponsor does not 
submit the identifying material (including 
the power of attorney statement and the 
penalty of perjury statement) within 21 
calendar days of the letter of agreement. 
the matter will be closed and the compli
am:e fee will not be returned. 

(2) Notwithstanding section 10.04. un
til the plan(s) and Plan Sponsor(s) are iden
tified to the Service. a submission under 
this subsection does not preclude or im
pede an examination of the Plan Sponsor 
or its plants 1. Thus. a plan submitted un
der the Anonymous Submission procedure 
that comes Under Examination prior to the 
date the plan(s) and Plan Sponsor(s) identi
fying materials arc received by the Service 
will no longer be eligible under VCP. 

.11 Speciol rules relating to Group Sub
missions. (I) General rules. An Eligible 
Organization may submit a VCP request 
for a Qualified Plan. a 403(b) Plan. a SEP, 
or a SIMPLE IRA Plan under a Group Sub
mission for Plan Document. Operational 
and Employer Eligibility Failures. If a 
Sponsor of a master or prototype plan suh
mits failures with respect to more than one 
master or prototype plan. each plan will be 
treated as a separate submission and a sep
anlte fee must be submitted for each pro
totypc plan. Similarly. if a Volume Sub
mitter practitioner submits failures with re
spect to more than one Volume Submitter 
plan. each plan will be treated as a sepa
rate submission and a separate fee must be 
submitted for each specimen plan. 

(2) Eligihle Orgalli::.atiolls. For pur
poses of a Group Submission. the term 
"Eligible Organization" means either (a) 
a Sponsor (as that term is defined in sec
tion 4.07 of Rev. Proc. 2005-16.2005-10 
I.R.B. 674) of a master or prototype plan. 
(h) a Volume Submitter practitioner. as that 
tam is defined in section 13.04 of Rev. 
Prnc. 2005-16. (c) all insurance company 
or other entity that has Issued annuity con
tracts or provides services with respect to 
a,seh fDr ·HUI b) Plans. or (d) an entity 
that prO\ides ih clients \\'ith admimstrative 
,en ices \Iith respect to Qualified Plans. 
40-,(bl Plan,. SEPs or SIMPLE IRA Plam. 
.-\n Eligihle OrganizatlOn is not eligible to 
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make a Group Submission unless the suh
mission includes a failure resulting from a 
systemic error imolving the Eligible Or
ganiLation that affects at least 20 plans and 
that result in at least 20 plans implement
ing correction. If. at any time before the 
Sen ice issues the compliance statement. 
the number of plans falls below 20. the Eli
gible Organization must notify the Service 
that it is no longer eligible to make a Group 
Submission (and the compliance fee may 
be retained). 

(3) Special Group Submissioll proce
dures. (a) In general, a Group Submission 
is subject to the same procedures as any 
VCP suhmission in accordance with sec
tions 10 and ll, except that the Eligi ble 
Organization is responsible for perform
ing the procedural obligations imposed on 
the Plan Sponsor under sections 10 and II. 
Sec section 11.02(15) for a special sub
mission requirement with respect to Group 
Submissions. 

(b) The Eligible Organization must pro
vide notice to all Plan Sponsors of the 
plans ineluded in the Group Submission. 
The notice must be provided at least 90 
days before the Eligible Organization pro
vides the Service with the information re
quired in section 1O.11(3)(c). The purpose 
of the notice is to provide each Plan Spon
sor with information relating to the Group 
Submission request. The notice should ex
plain the reason for the Group Submis
sion and inform the Plan Sponsor that the 
Plan Sponsor's plan will be included in the 
Group Submission unless the Plan Spon
sor responds within the 90-day period to 
exclude the Plan Sponsor's plan from the 
Group Submission. 

(cl When an Eligible Organization re
ceives an unsigned compliance statement 
on the proposed correction and agrees to 
the terms of the comp Iiam.:e statement, the 
Eligible Organization must return to the 
Service within 120 calendar days not only 
the signed compliance statement and any 
additional compliance fee under section 
12.05, but also a list containing (i) the em
ployers' tax identification numbers for the 
Plan Sponsors of the plans to which the 
compliance statcment may be applicable. 
(ii) the plans by name. plan number. type 
of plan and number of plan participants, 
(iii) a certification that each Plan Spon
sor received notice of the Group Submis
sion. and (iv) a certification that each Plan 
Sponsor timely filed the Form 5500 return 

for each plan. This list can be submit
ted at any stage of the submission process 
provided that the requirements of section 
1O.11(3)(h) haw been satisfied. Appli
cants are encouraged to submit the list on 
a computer disk in Microsoft Word. Only 
those plans for which correction is actu
ally made within 240 Gdendar days of the 
date of the signed compliance statement 
(or within such longer period as may be 
agreed to by the Service at the request of 
the Eligible Organization) will be covered 
by the compliance statement. 

(d) Notwithstanding section 4.02. if a 
Plan Sponsor of a plan that is eligible to be 
included in the Group Submission is noti
fied of an impending Employee Plalls ex
amination after the Eligible Organization 
filed the Group Submission application. 
the Plan Sponsor's plan will be included in 
the Group Submission. However. with re
spect to such plan. the Group Submission 
will not preclude or impede an examina
tion of the plan with respect to any failures 
not identified in the Group Submission ap
plication at the time the plan comes Under 
Examination . 

. 12 Mulriemployer alld multiple em
plover plans. (l) In the case of a multiem
ployer or multiple employer plan, the plan 
administrator (rather than any contributing 
or adopting employer) must request con
sideration of the plan under the programs. 
The request must be with respect to the 
plan, rather than a portion of the plan af
fecting any particular employer. 

(2) If a VCP submission for a multi
employer or multiple employer plan has 
failures that apply to fewer than all of the 
employers under the plan, the plan admin
istrator may choose to have the compli
ance fee (in section 12) or sanction (in sec
tion 14) calculated separately for each em
ployer based on the assets attributable to 
that employer, rather than being attribut
able to the assets of the entire plan. Thus. 
the plan administrator may choose to ap
ply the provisions of this paragraph where 
the failure is attributable in whole or in part 
to data, information, actions, or inactions 
that are within the control of the employ
ers rather than the multiemployer or mul
tiple employer plan (such as attribution in 
whole or in part to the failure of a employer 
to provide the plan administrator with full 
and complete information). 



SECTION 11. APPLICATION 
PROCEDURES FOR VCP 

.01 General rules. The requirements 
of this section 11 are satisfied if the re
quest for a compliance statement from the 
Service under VCP satisfies the informa
tional and other requirements of this sec
tion 11. In general, a request under VCP 
consists of a letter from the Plan Sponsor 
(which may be a letter from the Plan Spon
sor's representative) or Eligible Organiza
tion (or representative) to the Service that 
contains a description of the failures, a de
scription of the proposed methods of cor
rection, and other procedural items, and in
cludes supporting information and docu
mentation as described below. If the sole 
failure involves the failure by the Plan 
Sponsor to amend a plan timely for (a) 
good faith plan amendments for EGTRRA, 
(b) plan amendments for the final and tem
porary regulations under § 401 (a)(9) or (c) 
interim amendments, then the Plan Spon
sor may follow the streamlined submis
sion procedure described in Appendix F. 
In such circumstance, a complete submis
sion pursuant to Appendix F will satisfy 
the submission requirements provided be
low. 

.02 Submission requirements. The letter 
from the Plan Sponsor or the Plan Spon
sor's representative must contain the fol
lowing: 

(1) A statement identifying the type 
of plan submitted (e.g., Qualified Plan, 
403(b) Plan, SEP, or SIMPLE IRA Plan) 
and, if applicable, whether the submission 
is a Group Submission, an Anonymous 
Submission, a nonamender submission, 
a multiemployer or multiple cmployer 
plan submission, or an Orphan Plan sub
mission. In addition, if the submission 
involves a Qualified Plan, the statement 
should also identify the type of Qualified 
Plan being submitted (e.g., Defined Ben
efit, Money Purchase. Profit Sharing, or 
Stock Bonus, and 401(k) or ESOP). 

(2) A complete description of the fail
ures, the years in which the failures oc
curred, including closed years (that is, 
years for which the statutory period has 
expired), and the number of employees 
affected by each failure. 

(3) A description of the administrative 
procedures in effect at the time the failures 
occurred. 

(4) An explanation of how and why the 
failures arose. 

(S) A detailed description of the method 
for correcting the failurcs that the Plan 
Sponsor has implemented or proposes to 
implement. Each step of the correction 
method must be described in narrative 
form. The dcscription must include the 
specific information needed to support the 
suggested correction method. This infor
mation includes, for example, the number 
of employees affected and the expected 
cost of correction (both of which may be 
approximated if the exact number cannot 
be determined at the time of the rcquest), 
the years involved, and calculations or 
assumptions the Plan Sponsor used to 
determine the amounts needed for correc
tion. 

(6) A description of the methodology 
that will be used to calculate earnings or 
actuarial adjustments on any corrective 
contributions or distributions (indicating 
the computation periods and the basis 
for determining earnings or actuarial ad
justments, in accordance with section 
6.02(4». 

(7) Specific calculations for each af
fected employee or a representative sam
ple of affected employees. The sample 
calculations must be sufficient to demon
strate each aspect of the correction method 
proposed. For example, if a Plan Spon
sor requests a compliance statement with 
respect to a failure to satisfy the contri
bution limits of § 41S(c) and proposes a 
correction method that involves elective 
contributions (whether matched or un
matched) and matching contributions, the 
Plan Sponsor must submit calculations il
lustrating the correction method proposed 
with respect to each type of contribution. 
As another example, with respect to a fail
ure to satisfy the ADP test in § 401(k)(3), 
the Plan Sponsor must submit the ADP 
test results both before the correction and 
after the correction. 

(8) The method that will be used to lo
cate and notify former employees and ben
eficiaries, or an affirmative statement that 
no former employees or beneficiaries were 
affected by the failures or will be affected 
by the correction. 

(9) A description of the measures that 
have been or will be implemented to en
sure that the same failures will not recur. 

(10) A statement that, to the best of 
the Plan Sponsor's knowledge, neither the 

plan nor the Plan Sponsor is Under Exam
ination. 

(11) A statement that neither the plan 
nor the Plan Sponsor has been a p<lI1y to an 
abusive tax avoidance transaction (as de
fined in section 4.13(2» or a brief identifi
cation of any abusive tax avoidance trans
action to which the plan or the Pian Spon
sor has been a party. 

(12) If a submission includes a failure 
that relates to Transfened Assets and the 
failure occurred prior to the transfer, a de
scription of the transaction (including the 
dates of the employer change and the plan 
transfer). 

(13) A statement (if applicable) that the 
plan is currently being considered in a de
termination letter application that is not re
lated to the VCP application. If the request 
for a determination letter is made while 
a request for consideration under VCP is 
pending, the Plan Sponsor must update the 
VCP request to add this information. 

(14) In the case of a 403(b) Plan submis
sion, a statement that the Plan Sponsor has 
contacted all other entities involved with 
the plan and has been assured of cooper
ation in implementing the applicable cor
rection, to the extent necessary. For exam
ple, if the plan's failure is the failure to sat
isfy the requirements of § 403(b)( 1 )(E) on 
elective deferrals, the Plan Sponsor must, 
prior to making the VCP application, con
tact the insurance company or custodian 
with control over the plan's assets to as
sure cooperation in effecting a distribution 
of the excess deferrals and the earnings 
thereon. An application under VCP must 
also contain a statement as to the type of 
employer (e.g., a tax-exempt organization 
described in § SOI(c)(3» submitting the 
VCP application. 

(1S) A Group Submission must be 
signed by the Eligible Organization or the 
Eligible Organization's authorized rep
resentative and accompanied by a copy 
of the relevant portions of the plan docu
mentes). In addition, a Group Submission 
must include a separate page for each af
fected Plan Sponsor that provides the Plan 
Sponsor's name, EIN, plan name, and 
failure(s). 

.03 Required documents. A VCP sub
mission must be accompanied by the fol
lowing documents: 

(I) Form 5500 or similar informatioll. 
(a) In the case of a plan required to file 
Form SSOO, a copy of the first three pages 
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of the mo,t recently filed Form 5500 series 
return and the applicahle Financial Infor
mation Schedule. In the case of a tenni
nated plan. the Form 5500 must be the one 
filed for the plan year prillI' to the plan year 
for which the Final Form 55()() return was 
filed. 

(b) I n the Gl',e of any plan not re
quired to file Form 5500. e.g .. a go\'
ernmental plan. nllnelecting church plan, 
SEP. SIMPLE IRA Plan, or an applicable 
-\.03(b) plan. the information that generally 
would be included on the first three pages 
of Form 55()(), including the name and 
number of the plan, the Plan Sponsor's 
EIN. and the amount of plan assets to the 
extent that the information is available to 

the Plan Sponsor. 
(c) In the case of an Anonymous Sub

mission. the employee census may be 
n:dactcd and replaced by numbers that are 
l'l1unded up. 

(2) Plall dOCI/III('/It, A copy of the entire 
plan document or the relevant portions of 
the plan document. For example, in a case 
involving an improper exclusion of eligi
ble employees from a profit-sharing plan 
with a cash or deferred arrangement. rele
vant portions of the plan document includc 
the elIgibility, allocation. and cash or de
ferred arrangement provisions of the ba
sic plan document (and the adoption agree
ment. if applicable l. along with applica
ble definitions in the plan. If the plan is 
a -\.03(b) Plan and a plan document is not 
available, a written description of the plan 
should be submitted, with sample salary 
reduction agreements if relevant. In the 
case of a SEP and a SIMPLE IRA Plan, the 
entire plan document should be submitted. 

(3) Detl'rllli//(/tioll letter llpplicotion. In 
any Cl';e in which correction of a Qualifi
cation Failure is made by plan amendment. 
as permitted under section 4.05. other than 
the adoption of an amendment designated 
hy the Service as a model amendment or 
the adoption of a prototype or volume sub
mitter plan for which the Plan Sponsor 
has reliance nil the plan', opinion or ad
\ ism\' ktter as prmided in Rev. Proc. 
~()()6-6. ~()()6-1 LR.B. ~()-\.. and the Plan 
Spon,or 1, ,uhmilting: a determination let
ter request as permitted ullder section 4.06, 
the Plan Spon,or must submit a copy of 
the amendment. the appropriate applica
tinn form (i.£' .. Form 53()() series) to the ex
tent required hy ,ection 4.06. and the ap
proprIate u,er fcc l'oncurrently and to the 
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~ame address as the YCP submission. The 
user fee for the determination letter appli
cation and the fee for the YCP submis
sion must be submitted on separate checks 
made payabk to the U.S. Treasury. See 
section 11.12 for the YCP mailing address. 

.O-\. Darc jC'c dl/I' .r;en era Ily. Except as 
prO\ided in sections 1l.05 and 12.02(3), 
the YCP fee under section 12 and. if ap
plicable. the determination letter user fee, 
must be included with the submission. The 
YCP fee and the determination letter user 
fee must be submitted on separate checks 
made payable to the U.S. Treasury. If 
the appropriate fees are not included in 
the submission. the submission will be re
turned. 

.05 AddiTional fee dill' for SEPs, 
SIMPLE IRA Plalls, and Group Submis
siems. In the case of a SEP, a SIMPLE IRA 
Plan, or a Group Submission, the initial 
fee described in section 12.02, 12.04. or 
12.05 must be included in the submission 
and any additional fee is due at the time 
the compliance statement is signed by the 
Plan Sponsor and returned to the Service, 
or when agreement has been reached be
tween the Service and the Plan Sponsor 
regarding correction of the failure(s). 

.06 Signed submission. The submission 
must be signed by the Plan Sponsor or the 
sponsor's authorized representative. 

.07 Power of attorney requirements. To 
sign the submission or to appear before 
the Service in connection with the sub
mission, the Plan Sponsor' s representa
tive must comply with the requirements of 
section 9.02(11) and (12) of Rev. Proc. 
2006-4. 2006-1 I.R.B. 132, and submit 
Form 2848. Power of Attornev and Dec
laratio/1 of Representative. A Form 2848 
that designates a representative not quali
fied to sign Part II of the Form 2848, e.g .. 
an unenrolled return preparer, will not be 
accepted. A Plan Sponsor may authorize 
an individual. such as an unenrolled return 
pre parer. to inspect or receive confidential 
information using Form 8821, Tax Infor
mation Authori-;,ation (See Form 8821 and 
Instructions. ) 

.08 Penalty of' pC/jury statement. The 
following declaration must accompany 
a request and any factual information or 
change in the submission at a later time: 
"Under penalties of perjury, I declare 
that I have examined this submission, 
including accompanying documents, 
and, to the best of my knowledge and 

belief. the facts presented in support 
of this submission are true, correct, 
and complete." The declaration must be 
signed by the Plan Sponsor. not the Plan 
Sponsor's representative. 

.09 Checklist. The Service will be able 
to respond 1110re quickly to a YCP request 
if the request is carefully prepared and 
complete. The checklist in Appendix C is 
designed to assist Plan Sponsors and their 
representatives in preparing a submission 
that contains the information and docu
ments required under this revenue proce
dure. The checklist in Appendix C must be 
completed. signed. and dated by the Plan 
Sponsor or the Plan Sponsor's representa
tive. A photocopy of this chccklist may be 
used. 

.10 Designation. The letter to the Ser
vice should indicate in the upper right hand 
comer of the letter the type of plan sub
mitted under YCP, a Qualified Plan, 403(b) 
Plan. SEP, or SIMPLE IRA Plan. In addi
tion, if the submission is a Group Submis
sion, an Anonymous Submission, a non
amender submission, a muItiemployer or 
multiple employer plan submission. or an 
Orphan Plan submission, the letter should 
so indicate. 

.11 Acknowledgement Letter. The Ser
vice will acknowledge receipt of a VCP 
submission if the Plan Sponsor or the Plan 
Sponsor's representative completes the 
Acknowledgement Form in Appendix E 
and includes it in the submission. A pho
tocopy of Appendix E may be used. 

.12 VCP mailing address. All VCP 
submissions and accompanying determi
nation applications, if applicable, should 
be mailed to: 

Internal Revenue Service 
Attention: SE:T:EP:RA:YC 
PO. Box 27063 
McPherson Station 
Washington. D.C. 20038 

.13 Mailltl'llullce of copies of submis
siOlH. Plan Sponsors and their represen
tatives should maintain copies of all cor
respondence submitted to the Service with 
respect to their YCP requests. 

. I 4 Assembling the submission. The 
Service will be able to process a submis
sion more quickly if the submission pack
age contains all of the items required by the 



Appendix C check list and is assembled in 
the following order: 

(1) If applicable, Form 8717, User Fee 
for Employee Plan Determinarion Letter 
Request, and the check for the determi
nation letter user fee made payable to the 
U.S. Treasury. 

(2) Determination letter application 
(i.e., Form 5300 series form), if applicable 

(3) Submission signed by the Plan 
Sponsor or Plan Sponsor's authorized 
representative, with a check for the VCP 
fee made payable to the U.S. Treasury 
attached to the front of the submission 
letter. The submission should include the 
following: 

• Type of plan (or group of plans) being 
submitted 

• Description of the failures (if the fail
ures relate to Transferred Assets, in
clude a description of the related em
ployer transaction) 

• An explanation of how and why the 
failures arose 

• Description of the method for cor
recting failures, including earnings 
methodology (if applicable) and sup
porting computations (if applicable) 

• Description of the method used to lo
cate or notify former employees af
fected by the failures or corrections. If 
no former employees are affected by 
the failures or corrections, then the let
ter should affirmatively state that posi
tion when addressing this issue. 

• Description of the administrative pro
cedures that have been or will be im
plemented to ensure that the failures do 
not recur 

• Whether a request that participant 
loans corrected under this revenue 
procedure not be treated as distri
butions §72(p) is being made and 
supporting rationale for such request. 
Alternatively, whether a request that 
participant loans corrected under this 
revenue procedure should be treated as 
distributions in the year of correction 
is being made and supporting rationale 
for such request. 

• Whether relief from imposition of the 
excise taxes under §§ 4972, 4974 or 
4979 is being requested, and the sup
porting rationale for such relief 

• If the plan is an Orphan Plan, whether 
relief from the VCP application fee is 
being requested, and the supporting ra
tionale for such relief 

• 

• 

• 

• 

A statement on whether the plan is be
ing considered in an unrelated determi
nation letter application (if applicable) 
Statement that the plan is not Under 
Examination 
Statement that the Plan Sponsor is not 
under an Exempt Organizations exam
ination 
A statement that neither the plan nor 
the Plan Sponsor has been a party to an 
abusive tax avoidance transaction (as 
defined in section 4.13(2» or a hrief 
identification of any abusi ve tax avoid-

Number of Participants 

20 or fewer 

21 to 50 

51 to 100 

101 to 500 

501 to 1,000 

1,001 to 5,000 

5,001 to 10,000 

Over 10,000 

(2) If (a) the VCP submission involves 
the failure to satisfy the minimum distribu
tion requirements of § 40 I (a)(9) for 50 or 
fewer participants, (b) such failure is the 

$ 750 

$ 1,000 

$ 2,500 

$ 5,000 

$ 8,000 

S15,OOO 

$20,000 

$25,000 

only failure of the submission, and (c) the 
failure would result in the imposition of the 
excise tax under § 4974, the compliance 
fee is $500. 

ance transaction to which the plan or 
the Plan Sponsor has bcen a party. 

• Penalty of perjury statement 
(4) Completed and signed Appendix C 

checklist 
(5) Appendix E acknowledgement let-

ter 
(6) POlI'er (){ AUorJw\' (Form 2848) 

or Tax Information Authori::.ation (Form 
8821). if applicable 

(7) Form 5500, (first three pages 
and the applicable Financial Informa
tion Schedule) or equivalent information 

(8) Copy of opinion or determination 
letter (if applicable) 

(9) Relevant plan document language 
or plan document (if applicable) 

(10) Any other items that may be rele
vant to the submission 

SECTION 12. VCP FEES 

.01 VCPfees. The compliance fees for 
all submissions under VCP are determined 
under this section 12. All fees must be sub
mitted by check made payable to the U.S. 
Treasury and, except for the special fees 
described in sections 12.04 and 12.05(2), 
must be included \vith the initial submis
sion. 

.02 VCP fee for Qualified Plans and 
403(b) Plalls. (1) Subject to section 
12.02(2). the compliance fcc for a sub
mission under VCP for Qualified Plans 
and 403(b) Plans (including Anonymous 
Submissions) is determined in accordance 
with the following chart. 

Fee 

(3) At the discretion of the Service, the 
VCP fee may be waived in the case of a 
terminating Orphan Plan. In such cases, 
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the submi~sion mu~t include a request for 
a waiYer of the \'CP fee. 

.03 rcp jee If!!" 1l001ll1lll'llder .f{liillres. 

In general. the compliance fcc for plans 
with a nnnamender failure. as described 
In ~ection .t.06. is determined in accor
dance \\ ith the chart in section 12.02. The 
applicable fee for a VCP submission that 
contains only nOllamender failures is re
duced by 5Wi if it is submitted within 
a one-year period following the expira
tion of the plan \ remedial amendment 
period for complying with such changes. 
Notwithstanding the above, the compli
ance fee for a suhmission that contains 
only a failure to amend the plan timely 
with respect to (a) good faith plan amend
ments for EGTRRA within the period 
described in Notice 2001-42 including 
those changes listed in Notice 2005-5, 
(b) plan amendments for the § 401(a)(9) 
final and temporary regulations within the 
period described in Rev. Proc. 2002-29, 
as modified by Rev. Proc. 2003-10, or (c) 
interim amendments as provided in sec
tion 5 of Rev. Proc. 2005-66 is $375.00. 

.04 VCPfeefor Group Suhmission. The 
compliance fee for a Group Submission 
is based on the number of plans affected 
by the failure as described in the compli
ance statement. The initial fee for the first 
20 plans is $10,000. An additional fee is 
due eljual to the product of the number of 
plans in excess of 20 multiplied by $250. 
The maximum compliance fee for a Group 
Submission is $50,000. If more than one 
master or prototype plan is submitted as a 
Group Submission, each master or proto
type plan is considered a separate Group 
Submission for purposes of the compli
ance fee. 

.05 \'CP fee fi)r SEP, alld SIMPLE IRA 
Plalls. (I) In general. the compliance fee 
tor a SEP or a SIMPLE IRA Plan submis
,ion (including an Anonymous Submis
,ion) is $250. Notwithstanding the preced-
1I1g sentence. the Service reserves the right 
to impose the fee schedule under section 
I ~.()~ or ,t'ction 1 ~.06 in appropliate cir
cum,tances. 

I~) In any cast' in which a SEP or 
SIMPLE IRA Plan correction is not sim
ilar to a cOITt'ction for a SImilar Qualifi
,'allon Failure las prO\idt'd under section 
6.101. 1 )). the Senice may impose an addi
t1nn,d fee. If the failure in\'oiYes an Excess 
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Amount to a SEP or a SIMPLE IRA Plan 
and the Plan Sponsor retains the Excess 
Amount in the SEP or SIMPLE IRA Plan, 
a fee equal to at least 10 percent of the 
Excess Amount excluding earnings will 
be imposed. This is in addition to the SEP 
or SIMPLE IRA Plan compliance fee set 
forth in section 12.D5(\). 

.06 VCPfeeforegregiolisfaiiures. Not
withstanding the preceding provisions of 
this section 12, in cases involving failures 
that are egregious (as described in section 
4.08), the compliance fee for Qualified 
Plans, 403(b) Plans, SEPs and SIMPLE 
IRA Plans is the greater of (1) the fee that 
would be determined under the preceding 
provisions of this section 12, or (2) an 
amount equal to a negotiated percentage of 
the Maximum Payment Amount, such per
centage not to exceed 40 percent. 

.07 Estahlishing the number of plan 
participallfs. Compliance fees under this 
section 12 are determined based on the 
total number of plan participants. For a 
description of participant, see the Instruc
tions for Form 5500, lines 6 and 7. For 
new plans and ongoing plans, the number 
of plan participants is determined from 
the most recently filed Form 5500 series. 
Thus, with respect to the 2004 Form 5500, 
the Plan Sponsor would use the number 
shown in item 7f (or the equivalent item 
on the Form 5500 ClR or EZ) to establish 
the total number of plan participants. In 
the case of a terminated plan, the Form 
5500 used to determine the number of 
plan participants must be the one filed for 
the plan year prior to the plan year for 
which the Final Form 5500 return was 
filed. If the submission involves a plan 
with Transferred Assets and no new in
cidents of the failure occurred after the 
end of the second plan year that begins 
after the corporate merger, acquisition, 
or other similar employer transaction, the 
Plan Sponsor may calculate the number of 
plan participants based on the Form 5500 
information that would have been filed 
by the Plan Sponsor for the plan year that 
includes the employer transaction if the 
Transferred Assets were maintained as a 
separate plan. 

PART V\. CORRECTION ON AUDIT 
(AUDIT CAP) 

SECTION U. DESCRIPTION OF 
AUDIT CAP 

.0 I AudiT CAP requirclIlcnts. If the Ser
vice identifit's a Qualification or 403(h) 
Failure (other than a failure that has been 
corrected in accordance with SCP or VCP) 
upon an Employee Plans or Exempt Orga
nizations examination of a Qualified Plan, 
403(b) Plan, SEP, or SIMPLE IRA Plan, 
the requirements of this section 13 are sat

isfied with respect to the failure if the Plan 
Sponsor corrects the failure, pays a sanc
tion in accordance with section 14, satis
fies any additional requirements of section 
13.03, and enters into a closing agreement 
with the Service. 

.02 Payment of sallction. Payment of 
the sanction under section 14 generally is 
required at the time the closing agreement 
is signed. All sanction amounts should be 
submitted by certified check or cashier's 
check made payable to the U.S. Treasury. 

.03 Additional requiremelJts. Depend
ing on the nature of the failure, the Ser
vice will discuss the appropriateness of 
the plan's existing administrative proce
dures with the Plan Sponsor. If existing 
administrative procedures are inadequate 
for operating the plan in conformance with 
the applicable requirements of the Code, 
the closing agreement may be conditioned 
upon the implementation of slated proce
dures. In addition, for Qualified Plans, 
pursuant to section 4.06, the Plan Sponsor 
may be required to obtain a Favorable Let
ter before the closing agreement is signed. 
If a Favorable Letter is required, the Plan 
Sponsor is required to pay the applicable 
user fee for obtaining the letter. 

.04 Failure to reach resolution. If the 
Service and the Plan Sponsor cannot reach 
an agreement with respect to the correc
tion of the failure(s) or the amount of the 
sanction, the plan will be disqualified or, in 
the case of a 403(b) Plan, SEP, or SIMPLE 
IRA Plan will not have reliance on this rev
enue procedure. 

.05 Effect of closing agreement. A clos
ing agreement constitutes an agreement 
between the Service and the Plan Spon
sor that is binding with respect to the tax 
matters identified therein for the periods 
specified. 



.06 Other procedural rules. The proce
dural rules for Audit CAP are set forth in 
Internal Revenue Manual CIRM") 7.2.2, 
EPCRS. 

SECTION 14. AUDIT CAP SANCTION 

.01 Determination of sanction. Except 
as otherwise provided in section 14.04, 
the sanction under Audit CAP is a negoti
ated percentage of the Maximum Payment 
Amount. Sanctions will not be excessive 
and will bear a reasonable relationship to 
the nature. extent, and severity of the fail
ures, based on the factors below. 

.02 Factors considered. Factors in
clude: (1) the steps taken by the Plan 
Sponsor to ensure that the plan had no 
failures; (2) the steps taken to identify fail
ures that may have occurred; (3) the extent 
to which correction had progressed before 
the examination was initiated, including 
full correction; (4) the number and type of 
employees affected by the failure; (5) the 
number of nonhighly compensated em
ployees who would be adversely affected 
if the plan were not treated as qualified or 
as satisfying the requirements of § 403(b), 
§ 408(k) or § 408(p); (6) whether the fail
ure is a failure to satisfy the requirements 
of § 40I(a)(4), § 401(a)(26), or § 41O(b), 
either directly or through § 403(b)(l2); 
(7) the period over which the failure(s) 
occurred (for example, the time that has 
elapsed since the end of the applicable re
medial amendment period under § 401 (b) 
for a Plan Document Failure; and (8) the 
reason for the failure(s) (for example, 
data errors such as errors in transcription 
of data, the transposition of numbers, or 

EGTRRAI 

minor arithmetic errors). Factors relating 
only to Qualified Plans also include: (I) 
whether the plan is the subject of a Fa
vorable Letter; (2) whether the plan has 
both Operational and other failures; (3) 

the extent to which the plan has accepted 
Transferred Assets, and the extent to which 
the failure(s) relate to Transferred Assets 
and occurred before the transfer; and (4) 
whether the failure(s) were discovered 
during the determination letter process. 
If one of the failures discovered during 
an Employee Plans examination includes 
the failure to amend the plan timely for 
relevant legislation, it is expected that 
the sanction will be greater than the ap
plicable fee described in section 14.04. 
Additional factors relating only to 403(b) 
Plans include: (I) whether the plan has 
a combination of Operational. Demo
graphic, or Employer Eligibility Failures: 
(2) the extent to which the failure relates 
to Excess Amounts; and (3) whcther the 
failure is solely an Employer Eligibility 
Failure. 

.03 Transferred Assets. If the exam
ination involves a plan with Transferred 
Assets and the Service determines that no 
new incidents of the failures that relate to 
the Transferred Assets occur after the end 
of the second plan year that hegins after 
the corporate merger, acquisition. or other 
similar employer transaction, the sanction 
under Audit CAP will not exceed the sanc
tion that would apply if the Transferred As
sets were maintained as a separate plan. 

.04 Fee for non(llllenders discovered 
during the determination letter application 
process l10t related to a VCP subll/issioll. 
( I) The compliance fee for nonamenders 

Number of subsequent GUSTI UCAI 
Participants legislation 401(a)(9) Regs OBRA '93 TRA '86 

20 or less $ 2,500 $ 3,000 $ 3.500 $ 4,000 

21-50 $ 5.000 $ 6.000 $ 7.000 $ 8.000 

51-100 $ 7,500 $ 9,000 $10.500 $12,000 

101-500 $12,500 $15,000 $17,500 $20.000 

501-1,000 $17,500 $21,000 $24,500 $28.000 

1,001-5,000 $25,000 $30,000 $35,000 $40.000 

5,001-10,000 $32,500 $39,000 $45,500 $52.000 

Over 10,000 $40,000 S48,000 $56,000 $64.000 

(as defined in ~ection 4.06) not voluntarily 
identificd by the Plan Sponsor. hut instead 
discovered by the Service in connection 
with the determination letter application 
process as described in section 5.03(3) is 
determined in accordance with the chart 
below. This fee schedule applics if the 
only failure in the submission is the nOI1-
amender failurc. 

(2) The acronyms listed in the chart re
fer to the following laws: 

(a) Employee Retirement Income Se
curity Act of 1974 (ERISA). 

(b) Tax Equity and Fiscal Responsibil
ity Act of 1982 (TEFRA): Deficit Reduc
tion Act of 1984 (DEFRA): and Retire
ment Equity Act of 1984 (REA) together 
(T/D/R). 

(c) Tax Reform Act of 1986 (TRA 
'86). 

(d) Unemployment Compensation Act 
of 1992 (UCA); Omnibus Budget and Rec
onciliation Act of 1993 (OBRA '93 " 

(e) The Uruguay Round Agreements 
Act; the Uniformed Services Employment 
and Reemployment Rights Aet of 1994; 
the Small Business Joh Protection Act of 
1996; the Taxpayer Relief Act of 1997; 
the Internal Revenue Service Restructur
ing and Reform Act of 1998; and the Com
munity Renewal Tax Relief Act of 2000 
(collectively known as "GUST"), 

(f) Final and temporary regulations 
under * 401(a)(9). 74 FR 18987, published 
on April 17,2002 ("401 (a)(9) Regs"), 

(g) The Economic Growth and 
Tax Relief Reconciliation Act of 200 I 
("EGTRRA"). 

TIDIR ERISA 

$ 4,500 $ 5,000 

$ 9,000 $10,000 

$13,500 $15,0()() 

$22,500 $25,()()0 

$31,500 $35,000 

$45,000 $50,000 

$58,500 $65.0()0 

$72,000 $80.000 
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PART \ II. EFFECT ON OTHER 
DOCLMENTS: EFFECTI\'E D:UE: 
PAPERWORK REDUCTION ACT 

SECTION IS. FF~ECT ON OTHER 
DOCllMENTS 

.m Rc,\,. PmC'. ](}(}3--/-/ //lo(litinl lllIil 
1111)('1"1('''('(/. Rev. Proc. 2003--+-+ is modi
fied and ~l1perseded by this rewnue proce
dure. 

SECTION 16. EFFECTIVE DATE 

Thi~ rewllue procedure is generally ef
fective September I. 2006. However. (I) 
,ections 11.11. II.I-L and 1-+.0-+ are effec
tiw on or after May 30. 2006. and (2) plan 
"pon,or, are permitted. at their option. to 
apply the prmisions of this revenue proce
dure on or after May 30. 2006. 

Specifically. except in the case of (I) 
<lbme amI unless a plan sponsor applics 
the provisions of this revenue procedure 
earlier. this revenue procedure is effective: 

(a) with respect to SCPo for failures for 
\\hich con'ection is not complete before 
Scptember I. 2006; 

(b) with respect to VCP. for applications 
submittcd on or after September I. 2006; 
and 

(c) with respect to Audit CAP. for ex
aminations begun on or after September I. 
2006. 

SECTION 17. PAPERWORK 
REDUCTION ACT 

Thc collection of information con
tained in this revenuc procedure has been 
n?\icwed and approved by the Office 
of Management and Budget in accor
dancc \\ith thc Paperwork Reduction Act 
(~~ U.s.c. 3S(7) under control number 
IS~S-16n. 

An agency may not conduct or sponsor. 
and a person is not required to respond 
to. a collection of information unless the 
l'olkction of information displays a valid 
0\\1 B control number. 

Thc L'ollcclion of information in this 
rc\ cnllc procedure i, in sections 4.0S. 
b.02(S)( d \. 6.0S. 100\. 1002. I O.OS-.07. 
1010-10.12. 11.02-1\04. 11.06-11.1-+. 
I ~.Ol. ,ection 2.01-2.07 of Appendix 
B .. \ppcndi\ C. and Appendi\ E. This 
illt'prlllatioll I, r~411ired to ~nabJe th~ Com
mi"inncr. Ta\ E\empt and Government 
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Entities Division of the Internal Revenue 
Service to make determinations reoardino ::- e-
the issuance of various types of closing: 
agreements and compliance statements. 
This information will be used to issue 
closing agreements and compliance state
ments to allow individual plans to continue 
to maintain their tax qualified and tax-de
felTed status. As a result. favorable tax 
treatment of the benefits of the eligible 
employees is retained. The likely respon
dents are individuals. state or local gov
ernments. businesses or other for-profit 
institutions, nonprofit institutions. and 
small businesses or organizations. 

The estimated total annual reporting or 
recordkeeping burden is 76.222 hours. 

The estimated annual burden per re
spondent/recordkeeper varies from .5 to 
4S.5 hours. depending on individual cir
cumstances. with an estimated average of 
20.4 hours. The estimated number of re
spondents or recordkeepers is 3,745. 

The estimated frequency of responses is 
occasional. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally tax returns and tax return 
information are confidential. as required 
by 26 U.s.c. § 6103. 

DRAFTING INFORMATION 

The principal authors of this revenue 
procedure are Avaneesh Bhagat and Louis 
Leslie of the Tax Exempt and Govern
ment Entities Division. For further in
formation concerning this revenue proce
dure, please contact the Employee Plans' 
taxpayer assistance telephone service at 
1-877-829-5500 between 8:30 a.m. and 
6:30 p.m .. Eastern Time. Monday through 
Friday (a toll-free number). Mr. Bhagat 
and Mr. Leslie may be reached at (202) 
283-9888 (not a toll-free number). 

APPENDIX A 

OPERATIONAL FAILURES AND 
CORRECTION METHODS 

.01 General mil'. This appendix sets 
forth Operational Failures and Correc
tion Methods relating to Qualified Plans. 
In each case. the method described cor
rects the Operational Failure identified 

in the headings below. COlTective allo
cations and distributions shou Id renect 
earnings and actuarial adjustments in ac
cordance with section 6.02(-+) of Rev. 
Proc. 2006-27. The corr~ction meth
ods in this appendix arc acc~ptable under 
SCP and YCP. Additionally. the correc
tion methods and the earnings adjustment 
methods in Appendix B are acceptable un
der SCP and YCP. To the ex.tent a failure 
listed in this appendix could occur under 
a 403(b) Plan. a SEP or a SIMPLE IRA 
Plan. the correction method listed for such 
failure may be used to correct the failure . 

. 02 Faillire to properly plVl'ide the lIlin
imum top-heal'." benefit lInder § 416 to 
nOll-key employees. In a defined contribu
tion plan. the permitted correction method 
is to properly contribute and allocate the 
required top-heavy minimums to the plan 
in the manner provided for in the plan 
on behalf of the non-key employees (and 
any other employees required to receive 
top-heavy allocations under the plan). In 
a defined benefit plan. the minimum re
quired benefit must be accrued in the man
ner provided in the plan. 

.03 Failure to satisfy the ADP test set 
forth ill § 401(k)(3). the ACP test set forth 
in § 401(111)(2). or, for plan years begin
ning 011 or before December 31,2001, the 
multiple use test of § 401(m)(9). The per
mitted correction method is to make quali
fied nonelective contributions (QNCs) (as 
defined in § 1.401(k)-6 and formerly in 
§ 1.401(k)-I(g)(13)(ii)) on behalf of the 
nonhighly compensated employees to the 
extent necessary to raise the actual defer
ral percentage or actual contribution per
centage of the nonhighly compensated em
ployees to the percentage needed to pass 
the test or tests. The contributions must 
be made on behalf of all eligible nonhighly 
compensated employees (to the extent per
mitted under § 415) and must be the same 
percentage of compensation. QNCs con
tributed to satisfy the ADP test need not 
be taken into account for determining addi
tional contributions (e,g., a matching con
tribution). if any. Employees who would 
have been eligible for a matching contri
bution had they made elective contribu
tions must be counted as eligible employ
ees for the ACP test, and the plan must 
satisfy the ACP test. Under this correc
tion method. a plan may not be treated 
as two separate plans. one covering other
wise excludable employees and the other 



covering all other employees (as permit
ted in § 1.410(b)-6(b)(3»), in order to re
duce the number of employees eligible to 
receive QNCs. Likewise, under this cor
rection method, the plan may not be rc
structured into component plans in order 
to reduce the number of employees eligi
ble to receive QNCs. 

.04 Failure to distribute elective defer
rals in excess of the § 402(g) limit (ill co/!
travention of § 401( a)( 30)). The permitted 
correction method is to distribute the ex
cess deferral to the employee and to report 
the amount as taxable in the year of defer
ral and in the year distributed. In accor
dance with § lA02(g)-I(e)(l)(ii), a distri
bution to a highly compensated employee 
is included in the ADP test; a distribution 
to a nonhighly compensated employee is 
not included in the ADP test. 

.05 Exclusion of an eligible employee 
from all contributions or accruals under 
the plan for one or more plan vears. (1) 

For plans with employer provided contri
butions or benefits (which are neither elec
tive contributions under a qualified cash or 
deferred arrangement under § 401 (k) nor 
matching or after-tax employee contrihu
tions that are subject to § 401(m», the per
mitted correction method is to make a con
tribution to the plan on behalf of the em
ployees excluded from a defined contri
bution plan or to provide benefit accruals 
for the employees excluded from a defined 
benefit plan. 

(2) For plans providing benefits subject 
to § 401 (k) or § 401 (m), the correcti ve con
tribution for an improperly excluded em
ployee is described in the following para
graphs. (See examples 3 through 10 of Ap
pendix B.) 

(a) If the employee was not provided 
the opportunity to elect and make elec
tive deferrals (other than designated Roth 
contributions) to a 40 I (k) plan that does 
not satisfy the safe harbor contribution 
requirements of section 401 (k)( 12), the 
employer must make a QNC to the plan on 
behalf of the employee that compensates 
for the "missed deferral opportunity." The 
missed deferral opportunity is equal to 
50% of the employee's "missed defer
ra\." The missed deferral is determined 
by multiplying the actual deferral percent
age for the employee's group in the plan 
(either highly compensated or non highly 
compensated) for the year of exclusion 
by the employee's compensation for that 

year. The employee's missed deferral 
amount is reduced further to the extent 
necessary to ensure that the missed defer
ral does not exceed applicable plan limits, 
including the annual deferral limit under 
§ 402(g) for the calendar year in which 
the failure occurred. Under this correction 
method, a plan may not be trcated as two 
separate plans, one covering otherwise 
excludable employees and the other cov
ering all other employees (as permitted in 
§ lAIO(b)-6(b)(3» in order to reduce the 
applicable ADP, the corresponding missed 
deferral and the required QNC. Likewise. 
restructuring the plan into component 
plans is not permitted in order to reduce 
the applicable ADP, the corresponding 
missed deferral and the required QNC. 
The QNC required to compensate the em
ployee for the missed deferral opportunity 
for the year of exclusion is adjustcd for 
earnings until the corrective QNC is made 
on behalf of the affected employee. 

(b) If the employee should have been 
eligible for but did not receive an alloca
tion of employer matching contributions 
under a non-safe harbor plan because he or 
she was not given the opportunity to make 
elective deferrals, thc employer should 
make a QNC on behalf of the affected 
employee. The QNC will be equal to 
the matching contribution the employee 
would have received had the employee 
made a deferral equal to the missed de
ferral dctermined under section .05(2)(a) 
of this Appendix A. The QNC must be 
adjusted for earnings until the corrective 
QNC is made on behalf of the affected 
cmployee. 

(c) If the employee was not provided 
the opportunity to elect and make elec
tive deferrals (other than designated Roth 
contributions) to a safe harbor 40l(k) plan 
that uses a rate of matching contributions 
to satisfy the safe harbor requirements 
of § 401 (k)(l2), then the missed deferral 
is deemed equal to the greater of 3% of 
compensation or the maximum deferral 
percentage for which the employer pro
vides a matching contribution rate that 
is at least as favorable as 100% of the 
elective deferral made by the employee. 
This estimate of the missed deferral re
places the estimate hased on the ADP test 
in a traditional 401 (k) plan. The required 
QNC on behalf of the excluded employee 
is equal to (i) the missed deferral opportu
nity, which is an amount equal to 50% of 

the missed deferral. plus (ii) the matching 
contribution that would apply based on the 
missed deferral. If an employee was not 
provided the opportunity to elect and make 
elective deferrals to a safe harbor 401 (k) 
plan that uses nonelective contributions 
to satisfy the safe harbor requircments of 
§ 401(k)( 12), then the missed deferral is 
deemed equal to 3% of compcnsation. The 
required QNC on behalf of the excluded 
employee is equal to (i) 50% of the missed 
deferral. plus (ii) the nonelective contribu
tion rcquired to be made on behalf of the 
employee. The QNC required to compen
sate the employee for the missed deferral 
opportunity and the corresponding match
ing or nonelective contribution is adjusted 
for earnings until the corrective QNC is 
made on behalf of the affected employee. 

(d) If the employee should have been el
igible to elect and make after-tax employee 
contributions (other than designated Roth 
contributions), the employer must make 
a QNC to the plan on behalf of the em
ployee that is equal to the "missed op
portunity for making after-tax employee 
contributions." The missed opportunity for 
making after-tax employee contributions 
is equal to 40% of the employee's "missed 
after-tax contributions." The employee's 
missed after-tax contributions are equal to 
the actual contribution percentage (ACP) 
for the employee's group (either highly 
compensated or nonhighly compensated) 
times the employee's compensation, but 
with the resulting amount not to exceed ap
plicable plan limits. If the ACP consists of 
both matching and after-tax employee con
tributions, then, in lieu of basing the em
ployee's missed after-tax employee con
tributions on the ACP for the employee's 
group, the employer is permitted to deter
mine separately the portion of the ACP that 
is attributable to after-tax employee con
tributions for the employee's group (either 
highly compensated or nonhighly compen
sated), multiplied by the employee's com
pensation for the year of exclusion. The 
QNC also must be adjusted for earnings 
until the corrective QNC is made on behalf 
of the affected employee. 

(e) If the employee was improperly 
excluded from an allocation of employer 
matching contributions because he or she 
was not given the opportunity to make 
after-tax employee contributions (other 
than designated Roth contributions), the 
employer should make a QNC on behalf 
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of the affected employee. The QNC is 
equal to the matching contribution the 
employee would h,\\'e recei\ed had the 
employee made an after-tax employee 
contribution equal to the missed after-tax 
employee contribution determined under 
section .(lS( 2 I(d l. 

(I'I The methods for correcting the fail-
1I1eS descrIbed m this section .05(2) do not 
apply until after the correction of other 
qualification failures. Thus. for example. 
if in addition t(Jthe failure of excluding an 
eligible employee. the plan also failed the 
ADP or ACP test. the clmection methods 
described 1Il section .05(2)(a) through (e) 
cannot be used until after correction of the 
ADP or ACP test failure, 

.06 Failllre to tilllely !)(/y the lIIillimum 
distrihutioll reqllired lIlIder ~ 401(0)(9). 

In a defined contribution plan. the per
mitted correction method is to distribute 
the required minimum distributions. The 
amount to be distributed for each year in 
which the failure occurred should be de
termined by dividing the adjusted account 
balance on the applicable valuation date by 
the applicable distribution period. For this 
purpose. adjusted account balance means 
the actual account balance. determined in 
accordance with ~ 1.401(a)(9)-5 Q&A-3 
of the regulations. reduced by the amount 
of the total missed minimum distribu
tions for prior years. In a defined benefit 
plan. the permitted correction method is to 
distribute the required minimum distribu
tions, plus an interest payment represent
ing the loss of use of such amounts. 

.07 Fai/llre to obtaiH partieipam or 
.1/1011.\'(// cOI/sentti)r a distriiJlItioH suhject 
to the participallt and spousal consent 
ntles lInder .~~ 401(a)(11). 411(a)(11). 

and 417. ( I I The permi tted correction 
method is to give each affected partici
pant a choice between providing informed 
consent for the distribution actually made 
nr receiving a qualified joint and survivor 
annuity. In the event that participant or 
"pollsal consent is required but cannot be 
ohtained. the partIcipant must receive a 
qualified joint and survivor annuity based 
on tht: mOllthly amount that would have 
heen provided under the plan at his or 
her retirement date. This annuity may be 
~lCtuarially reduced to take into account 
distributions already received by the par
ticipant. Ho\\ e\·er. the portion of the qual
ified joint and sunin)!" annuity payable 
to the spouse upon the death of the par-
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ticipant may not be aetuarially reduced to 
take into account prior distributions to the 
participant. Thus, for example. if in accor
dance with the automatic qualified joint 
and survivor annuity option under a plan. 
a married participant who retired would 
have received a qualified joint and sur
vivor annuity of S600 per month payable 
for life with $300 per month payable to 
the spouse for the spouse's life beginning 
upon the participant's death. but instead 
received a single-sum distribution equal 
to the actuarial present value of the par
ticipant's accrued benefit under the plan. 
then the S600 monthly annuity payable 
during the participant's lifetime may be 
actuarially reduced to take the single-sum 
distribution into account. However, the 
spouse must be entitled to receive an an
nuity of $300 per month payable for life 
beginning at the participant's death. 

(2) An alternative permitted correction 
method is to give each affected participant 
a choice hetween (i) providing informed 
consent for the distribution actually made. 
(ii) receiving a qualified joint and survivor 
annuity (both (i) and (ii) of this section 
.07(2) are as described in section .07( I) of 
this Appendix A). or (iii) a single-sum pay
ment equal to the actuarial present value 
of that survivor annuity benefit (calculated 
using the applicable interest rate and mor
tality table under § 417(e)(3)). For exam
ple, if the actuarial present value of a 5300 
per month annuity payable to the spouse 
for the spouse's life beginning upon the 
participant's death is $7.837 (calculated 
using the applicable interest rate and mor
tality table under ~ 417(e)(3). and based 
on the assumptions that the participant is 
age 65. that the spouse is age 62, and that 
the applicablc interest rate is 6%), then the 
single-sum payment under clause (iii) of 
this section .07(2) is equal to $7.837. If 
the spome elects to reccive the single-sum 
payment. then the payment is treated in 
the same manner as a distribution under 
~ 402(c )(9) for purposes of rolling overthe 
payment to an IRA or other eligible retire
ment plan. 

.08 Failure to satisf-' the ~ 415 limits 
in {/ defined cuntribution plan. The per
mitted correction for failure to limit an
nual additions (other than elective defer
rals and after-tax employee contributions) 
allocated to participants in a defined con
tribution plan as required in § 415 (even if 
the excess did not result from the a\loca-

tion of forfeitures or from a reasonable er
ror in estimatin~ compensation) is to place 
the excess annual additions into an unallo
cated account. similar !l1 the suspense ac
count described in ~ 1'+1:'i-h(b)(6)liii). to 
he used as an employer contribution in the 
succeedin~ year(s) While such amounts 
remain in the unallocated account. the em
ployer is not permitted to make additional 
contributions to the plan. The permitted 
correction for failure to limit annual ad
ditions that arc elective deferrals or em
ployee contributions (even if the excess 
did not result from a reasonable error in de
termining the amount of elective deferrals 
or after-tax employee contributions that 
could he made with respect to an individ
ualunder the § 415 limits) is to distribute 
the elective deferrals or after-tax employee 
contributions using a method similar to 
that described under § 1.415-6(b )(6)(iv). 
Elective deferrals and after-tax employee 
contributions that are matched may be re
turned. provided that the matching contri
butions relating to such contributions are 
forfeited (which will also reduce excess 
annual additions for the affected individu
als). The forfeited matching contributions 
are to be placed into an unallocated ac
count to be used as an employer contribu
tion in succeeding periods. 

APPENDIX B 

CORRECTION METHODS 
AND EXAMPLES; EARNINGS 

ADJUSTMENT METHODS 
AND EXAMPLES 

SECTION I. PURPOSE, 
ASSUMPTIONS FOR EXAMPLES 
AND SECTION REFERENCES 

.01 Purpose. (I) This appendix sets 
forth correction methods relating to Op
erational Failures under Qualified Plans. 
This appendix also sets forth earnings ad
justment methods. The correction meth
ods and earnings adjustment methods de
scribed in this appendix are acceptable un
der SCP and VCP. 

(2) To the extent a failure listed in this 
appendix could occur under a 403(b) Plan, 
SEP. or a SIMPLE IRA Plan. the correc
tion method listed for such failure may be 
used to correct the failure. 



.02 Assumptions for Examples. Unless 
otherwise specified, for ease of presenta
tion, the examples assume that: 

(1) the plan year and the § 415 limita
tion year are the calendar year; 

(2) the employer maintains a single plan 
intended to satisfy § 401(a) and has never 
maintained any other plan; 

(3) in a defined contribution plan, the 
plan provides that forfeitures are used to 
reduce future employer contributions; 

(4) the Qualification Failures are Op
erational Failures and the eligibility and 
other requirements for SCP, VCP or Audit 
CAP, whichever applies, are satisfied; and 

(5) there are no Qualification Failures 
other than the described Operational Fail
ures, and if a corrective action would result 
in any additional Qualification Failure, ap
propriate corrective action is taken for that 
additional Qualification Failure in accor
dance with EPCRS. 

.03 Section references. References to 
section 2 and section 3 are references to the 
section 2 and 3 in this appendix. 

SECTION 2. CORRECTION METHODS 
AND EXAMPLES 

.01 ADPIACP Failures. 
(I) Correction Methods. (a) Appendix 

A Correction Method. Appendix A, sec
tion .03 sets forth a correction method for 
a failure to satisfy the actual deferral per
centage ("ADP"), actual contribution per
centage ("ACP"), or, for plan years be
ginning on or before December 31,2001, 
mUltiple use test set forth in §§ 401(k)(3), 
401(m)(2), and 401(m)(9), respectively. 

(b) One-to-One Correction Method. 
(i) General. In addition to the correction 
method in Appendix A, a failure to sat
isfy the ADP test, Aep test, or, for plan 
years beginning on or before December 
31,2001, the multiple use test may be cor
rected by using the one-to-one correction 
method set forth in this section 2.01 (1 )(b). 
Under the one-to-one correction method, 
an excess contribution amount is deter
mined and assigned to highly compen
sated employees as provided in paragraph 
(l)(b)(ii) below. That excess contribution 
amount (adjusted for earnings) is either 
distributed to the highly compensated 
employees or forfeited from the highly 
compensated employees' accounts as pro
vided in paragraph (l)(b)(iii) below. That 
same dollar amount (i.e., the excess con-

tribution amount, adjusted for earnings) 
is contributed to the plan and allocated 
to nonhighly compensated employees as 
provided in paragraph (l )(b)(i v) below. 
Under this correction method, a plan may 
not be treated as two separate plans, one 
covering otherwise excludable employees 
and the other covering all other employ
ees (as permitted in § 1.41O(b)-6(b)(3». 
Likewise, restructuring the plan into com
ponent plans is not permitted. 

(ii) Determination of the Excess Contri
bution Amount. The excess contribution 
amount for the year is equal to the excess 
of (A) the sum of the excess contributions 
(as defined in § 401(k)(8)(B», the excess 
aggregate contributions (as defined in 
§ 401 (m)(6)(B », and for plan years begin
ning on or before December 31, 2001 the 
amount treated as excess contributions or 
excess aggregate contributions under the 
multiple use test for the year, as assigned 
to each highly compensated employee 
in accordance with § 40 I (k)(8)(C) and 
(m)(6)(e), over (B) previous corrections 
that complied with § 401(k)(8), (m)(6), 
and, for plan years beginning on or before 
December 31, 2001, the multiple use test. 

(iii) Distributions and Forfeitures of the 
Excess Contribution Amount. (A) The 
portion of the excess contribution amount 
assigned to a particular highly compen
sated employee under paragraph (l )(b )(ii) 
is adjusted for earnings through the date 
of correction. The amount assigned to a 
particular highly compensated employee, 
as adjusted, is distributed or, to the extent 
the amount was forfeitable as of the close 
of the plan year of the failure, is forfeited. 
If the amount is forfeited, it is used in ac
cordance with the plan provisions relating 
to forfeitures that were in effect for the 
year of the failure. If the amount so as
signed to a particular highly compensated 
employee has been previously distributed, 
the amount is an Excess Amount within the 
meaning of section 5.01 (3) of this revenue 
procedure. Thus, pursuant to section 6.05 
of this revenue procedure, the employer 
must notify the employee that the Excess 
Amount was not eligible for favorable tax 
treatment accorded to distributions from 
qualified plans (and, specifically, was not 
eligible for tax-free rollover). 

(B) If any matching contributions (ad
justed for earnings) are forfcited in accor
dance with § 411(a)(3)(G), the forfeited 
amount is used in accordancc with the plan 

provisions relating to forfeitures that were 
in effect for the year of the failure. 

(e) If a payment was made to an em
ployee and that payment is a forfeitable 
match described in either paragraph 
(l)(b)(iii)(A) or (B), then it is an Over
payment defined in section 5.01(6) of this 
revenue procedure that must be corrected 
(see sections 2.04 and 2.05 below). 

(iv) Contribution and Allocation of 
Equivalent Amount. (A) The employer 
makes a contribution to the plan that 
is equal to the aggregate amounts dis
tributed and forfeited under paragraph 
(l)(b)(iii)(A) (i.e., the excess contribution 
amount adjusted for earnings, as provided 
in paragraph (1 )(b )(iii)(A), which does not 
include any matching contributions for
feited in accordance with § 411(a)(3)(G) 
as provided in paragraph (l)(b)(iii)(B». 
The contribution must satisfy the vesting 
requirements and distribution limitations 
of § 40l(k)(2)(B) and (C). 

(B)(l) This paragraph (l)(b)(iv)(B)(l) 
applies to a plan that uses the cur
rent year testing method described in 
§ 1.401 (k)-2(a)(2), § 1.401 (m)-2(a)(2) 
and, for periods prior to the effective date 
of those regulations, Notice 98-1, 1998-1 
C.B. 327. The contribution made under 
paragraph (I )(b)(iv)(A) is allocated to the 
account balances of those indi viduals who 
were either (I) the eligible employees for 
the year of the failure who were not highly 
compensated employees for that year or 
(II) the eligible employees for the year of 
the failure who were not highly compen
sated employees for that year and who also 
are not highly compensated employees for 
the year of correction. Alternatively, the 
contribution is allocatcd to account bal
ances of eligible employees described in 
(I) or (II) of the preceding sentence, ex
cept that the allocation is made only to the 
account balances of those employees who 
are employees on a date during the year 
of the correction that is no later than the 
date of correction. Regardless of which 
of these four options (described in the two 
preceding sentences) the employer selects, 
eligible employees must receive a uniform 
allocation (as a percentage of compensa
tion) of the contribution. (See Examples 
1 and 2.) Undcr thc one-to-one correc
tion method, the amount allocated to the 
account balance of an employee (i.e .. the 
employee's share of the total amount con
tributed under paragraph (I )(b)(iv)(A» is 
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not further adjusted for earnings and is 
treated as an annual addition under ~ 415 
for the year of the failure for the employee 
for whom it is allocated. 

(2) This paragraph (l)(b)(iv)(B)(2) 
applies to a plan that uses the prior 
year testing method described II1 

* 1.-l()I(kh~(a)(2), * 1.-lOI(m)-2(a}(2) 
and, for periods prior to the effective 
date of those regulations. Notice 98-1. 
Paragraph (l )(b)(iv)(B)(l) is applied by 
substituting "the year prior to the year of 
the failure" for "the year of the failure". 

(2) Examples. 

EXl/lllplc 1: 
Employer A maintains a pwfit-sharing plan with 

a cash or deferred arrangement that is intended to sat

isfy * -IOI(k) using the current year testing method. 
The plan does not provide for matching contributions 
or employee alter-tax contributions. In 2005. it was 
discovered that the ADP test for 2003 was not per
formed correctly. When the ADP test was performed 
correctly. the test was not satisfied for 2003. For 
2()().1. the ADP for highly compensated employees 
was l)'7,. and the ADP for nonhighly compensated em
ployees was -1%. 

Accordingly. the ADP for highly compensated 
employees exceeded the ADP for nonhighly com
pensated cmployees by more than two percentage 
points i.in violation of ~ -I()I(k)(3)). There were two 
highly compensated employees eligible under the 
-IOl(k) plan during 2003. Employee P and Employee 
Q Employee P made electi ve deferrals of $10,000. 
which is equal to IOC;" of Employee p's compen
sation of $ WO.OOO for 200.1. Employee Q made 
elective deferrals of $9.500. which is equal to 8'7, of 
Employee Q' s compensation of $118.750 for 200,. 

Correclioll: 

On Junc 30, 2005, Employer A uses the one-to
one correction method to correct the failure to sat
isfy the ADP test for 200l Accordingly. Employer 
A calculates the dollar amount of the excess con
Irihutions for the two highly compensated employ
ees in the manner descrihed 1Tl * -IOI(k)(8)(B). Thc 
amount of the excess conlnhution for Employee P 
is $-1,000 (40; of $100.0(0) and the amount of the 
excess contrihution for Employee Q is $2.375 (2'7r 
of $118.750). or a total of $0.375. In accordance 
with * 40I(k)(8)(C). $0..175. the excess contribution 
amount. is asslgncu $3.-137.50 to Employee P and 
S:'.Y.175() to Employee Q. It is determined that the 
L'arl11ng .... on the a\"i~n('d ~mollnt\ through June 3D. 
2il()) arc $6~n and $5X7 for Employees P and Q, rc
speeti\c1y. The assigned amounts and the earnings 
Me uhtnhuted to Employees P and Q. Theretore. Em
plo:ee P reeei,,:, $4.12-1.50 ($.1.-137.50 + $6~7) and 
Empillyee Q reeei\e, $.1.52.jj() ($2.9.17.50 + $587). 
In ,rddllilln. on thc same date. Employer A makcs a 
("rrccti\c contrihutlon to the -IOl(k) plan equal to 
57.64<) ! the ,um of the $-1. I 2-1,S0 distributed to Em
pi,,) ee P Jnd the S3.52.j,SO distributed to Employee 
QI. The (urreL'li\e contribution i, allocated to the 
,\l','lHIIII habnces of eligible nllllhighly compensated 
c'111plt)\ ees for 20(L'. I'm 1"<If<l based on their compen
salic)n for 2()O~ (subjeci to * 415 for ~()()~ I. 
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The fact, are the s~une as in £.1<11111'1<, 1, except 

that for 200.1 the plan also prO\ides for (I) after-tax 
employee contrihutlon, and (2) matching contribu
tions equal to 5(],:, of the 'Inn of an employee', clec

li\t' dekrrals and after-tax employee contributinlls 
that uo not exceed lOr" of the c'mployee's compen

salion. The plan provides that matching contribu
tlOlh are subject to the plan' s 20Cic per year of ser

\ ice vesting schedule and that matching t'ontnhutions 
arc forfeited and used to reduce employer contribu
tions if associated elective deferrals or employee af
ter-tax eontnbulions are distributed to COlTect an ADP 

or ACP tc,t failure. for 200.1, nonhlghly compen
sated employees made after-tax employee contribu

tions and no highly compensated employee made any 
after-tax employee contributions. Employee P re
ceiwd a matching contribution of 5S.000 (SO'7c of 
$10.(00) and Employee Q received a matching con
tribution of $4.750 (50Ck of $9,5(0) Employees P 
and Q were \OWl< vested in 20lU. It was determined 
that the plan satisfied the requirements of the ACP 
test for 2(0). 

Correction: 

The same corrective actions are taken as in Ex

<lmple: I. In addition, in accordance with the plan's 
terms, cOlTective action is taken to forfeit Employee 
p', and Employee Q's matching contributions associ
ated with their distrihuted excess contributions. Em
ployee p's distributed excess contributions and as
sociated matching contributions are $3.437.50 and 
$1.718.75, respectively. Employee Q's distributed 
excess contrihutions and associated matching con
trihutions are $2,9J7.S0 and $1.-168.75, respectively. 
Thus, $1.718.75 is forfeited from Employee p's ac
count and $1.-168.75 is forfeited from Employee Q's 
account. In addition, the earnings on the forfeited 
amounts are also forfeited. It is determined that the 
respective earnings on the forfeited amount for Em· 
ployee P is $2.~O and for Employee Q is $220. The to
tal amount of the forfeitures of $3.657.50 (Employee 
P"s $1.718.75 + $250 and Employee Q', $1.-168.75 
+ $220) is used to reduce contributions for 2005 and 
subsequent years. 

.02 Exclllsion of Of her wise Eligible 
Empiowes. 

(I) Exclusion of Eligible Employees 
in a 40 I (k) or (m) Plan. (a) Correc
tion Method. (i) Appcndix A Correction 
Method for Full Year Exclusion. Appen
dix A, section .05 sets forth the correction 
method for the exclusion of an eligible 
employee from electing and making elec
ti ve deferrals (other than designated Roth 
contributions) and aftcr-tax employee 
contributions (other than designated Roth 
contributions) to a plan that provides ben
efits that are subject to the requirements 
of § 401(k) or (m) for one or more full 
plan years. (See Example 3.) Appendix A 
section .05 also specifies the method for 
determining missed deferrals and the cor
rective contributions for employees who 
were improperly excluded from electing 

and making elective defen-<ils to a safe 
harbor 40 I (k) plan for one or more full 
plan years. (See Examples H. 9 and 10,) 
In section 2.02( I )(a)(ii) bclow. the COr
rection method for the exclusion of an 
eligible employcc from all contributions 
(other than designated Roth contributions) 
under a 40 I (k) or (m) plan for a full year 
is expanded to include correction for the 
exclusion of an eligible cmployee from all 
contributions (other than designated Roth 
contributions) under a 40 I (k) or (111) plan 
for a partial plan year. This correction for 
a partial year exclusion may bc used in 
conjunction with the correction for a full 
year exclusion. 

(ii) Expansion of Correction Method 
to Partial Year Exclusion, (A) In Gen
eral. The correction mcthod in Appen
dix A, scction .05 is expanded to cover an 
employee who was improperly excluded 
from electing and making elective defer
rals (other than designated Roth contribu
tions) or aftcr-tax employee contributions 
(othcr than designated Roth contributions) 
for a portion of a plan year or from receiv
ing matching contributions (on either elec
tive deferrals or after-tax employee contri
butions) for a portion of a plan year. In 
such case, a permitted correction method 
for the failure is for the employer to sat
isfy this section 2.02( 1 )(a)(ii). The em
ployer makes a corrective contribution on 
behalf of the excluded employee that sat
isfies the vesting requirements and distri
bution limitations of § 401(k)(2)(B) and 
(C). The method and examples described 
to correct the failure to includc otherwise 
eligible employees do not apply until af
ter correction of other qualification fail
ures. Thus, for example, the corrections 
described in the narrative and examples in 
this section cannot be used until after COf

rection of ADP or ACP test failures. 
(B) Elective Deferral Failures. The ap

propriate corrective contribution for the 
failure to allow an employee to elect and 
make elective deferrals (other than desig
nated Roth contributions) for a portion of 
the plan year is equal to the missed defer
ral opportunity which is an amount equal 
to 50% of the employee's missed deferraL 
The employee's missed deferral is deter
mined by multiplying the ADP of the em
ployee's group (either highly or nonhighly 
compensated). determined prior to correc
tion under this section 2.02(1 )(a)(ii), by 
the employee's plan compensation for the 



portion of the year during which the em
ployee was improperly excluded. In a safe 
harbor401(k) plan, the employee's missed 
deferral is determined by multiplying 3% 
(or, if greater, whatever percentage of the 
participant's compensation which, if con
tributed as an elective deferral, would have 
been matched at a rate of 100% or more) 
by the employee's plan compensation for 
the portion of the year during which the 
employee was improperly excluded. The 
corrective contribution for the portion of 
the plan year during which the employee 
was improperly excluded from being eli
gible to makc elcctive deferrals is reduced 
to the extent that (1) the sum of the missed 
deferral and any elective deferrals actu
ally made by the employee for that year 
would exceed (2) the maximum elective 
deferrals permitted under the plan for the 
employee for that plan year (including the 
§ 402(g) limit). The corrective contribu
tion is adjusted for earnings. For purposes 
of correcting other failures under this rev
enue procedure (including determination 
of any required matching contribution) af
ter correction has occurred under this sec
tion 2.02(1 )(ii)(B), the employee is treated 
as having made pre-tax elective deferrals 
equal to the employee's missed deferral for 
the portion of the year during which the 
employee was improperly excluded. (See 
Examples 4 and 5.) 

(C) After-tax Employee Contribution 
Failures. The appropriate corrective con
tribution for the failure to allow employees 
to elect and make after-tax employee con
tributions for a portion of the plan year 
is equal to the missed after-tax employee 
contributions opportunity, which is an 
amount equal to 40% of the employee's 
missed after-tax employee contributions. 
The employee's missed after-tax em
ployee contributions is determined by 
mUltiplying the ACP of the employee's 
group (either highly or nonhighly com
pensated), determincd prior to correction 
under this section 2.02(l)(a)(ii)(C), by 
the employee's plan compensation for 
the portion of the year during which the 
employee was improperly excluded. If 
the ACP consists of both matching and 

after-tax employee contributions, then for 
purposes of the preceding sentence, in 
lieu of basing the missed after-tax em
ployee contributions on the ACP for the 
employee's group (either highly com
pensated or nonhighly compensated), the 
employer is permitted to determine sep
arately the portions of the ACP that are 
attrihutable to matching contributions and 
after-tax employee contributions and base 
the missed after-tax employee contribu
tions on the portion of the ACP that is 
attributable to after-tax employee contri
butions. The missed after-tax employee 
contrihution is reduced to the extent that 
(1) the sum of that contribution and the ac
tual total after-tax employee contributions 
made by the employee for the plan year 
would exceed (2) the sum of the maximum 
after-tax employee contrihutions permit
ted under the plan for the employee for the 
plan year. The corrective contrihution is 
adjusted for earnings. 

(D) Matching Contrihution Failures. 
The appropriate corrective contribution 
for the failure to make matching con
tributions for an employee because the 
employee was precluded from making 
elective deferrals (other than designated 
Roth contrihutions) or after-tax employee 
contributions for a portion of the plan year 
is equal to the matching contribution that 
would have been made for the employee 
if ( 1 ) the employee's eledi ve deferrals for 
that portion of the plan year had equaled 
the employee's missed deferrals (deter
mined under section 2.02( I )(a)(i)(B» or 
(2) the employee's after-tax contribu
tion for that portion of the plan year had 
equaled the employee's missed after-tax 
employee contribution (determined under 
section 2.02(1 )(a)(ii)(C). This matching 
contribution is reduced to the extent that 
(1) the sum of this contribution and other 
matching contributions actually made on 
behalf of the employee for the plan year 
would exceed (2) the maximum matching 
contribution permitted if the employee 
had made the maximum matchable con
tributions permitted under the plan for the 
plan year. The corrective contribution is 
adjusted for earnings. 

(E) Use of Prorated Compensation. 
For purposes of this paragraph (I )(a)(ii), 
for administrative convenience, in lieu of 
using the employee's actual plan com
pensation for the portion of the year dur
ing which the employee was improperly 
excluded, a pro rata portion of the em
ployee's plan compensation that would 
have been taken into account for the plan 
year, if the employee had not been im
properly excluded, may be used. 

(F) Special Rule for Brief Exclusion 
from Elective Deferrals and After-Tax 
Employee Contributions. An employer is 
not required to make a corrective contri
bution with respect to elective deferrals 
or after-tax employee contributions, as 
provided in sections 2.02(l)(a)(ii)(B) and 
(C), (but is required to make a corrective 
contribution with respect to any match
ing contributions, as provided in section 
2.02(1 )(a)(ii)(D» for an employee for a 
plan year if the employee has been pro
vided the opportunity to make eleetive 
deferrals or after-tax employee contri
butions under the plan for a period of at 
least the last 9 months in that plan year 
and during that period the employee had 
the opportunity to make elective defer
rals or after-tax employee contributions 
in an amount not less than the maximum 
amount that would have been permitted if 
no failure had occurred. (See Examples 6 
and 7.) 

(b) Examples. 

Example 3: 
Employer B maintains a 40 I (k) plan. The plan 

provides for matching contributions for eligible em

ployees equal to 100% of elective deferrals that do 

not exceed 30/" of an employee's compensation. The 

plan allows employees to make after-tax employee 

contributions up to a maximum of the lesser of 2% 
of compensation or S 1,000. The after-tax employee 

contributions are not matched. The plan provides that 

employee, who complete one year of service are eli

gible to participate in the plan On the next designated 

entry date. The entry dates are January I. and July I. 

In 2005, it is discovered that Employee Y. a NHCE 

with compensation of $30.000. was excluded from 

the plan for the 2003 plan year even though she satis

fied the plan's eligibility requirement; as of January 

1,2003. 
for the 2003 plan year. the relevant employee and 

contribution information is as follows: 
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COlllp~Il.lllriOll 

Highl~ Compensated Employees (HCEs): 

R 
S 

S200.0()() 

$150.nOn 

:'IIonhighly Compensated F.mplo~'ees (NHCF.s): 

T 

Heb· 

ADP - S.5'1< 
ACP - 3 W;; 

$8(),OOO 

$50.000 

ACP attributable to matching contributions - 3')( 

Eiecril'e dejl>rra/ 

$ 6.000 

$12.000 

$12.000 

$ 500 

Matcil 

$6.000 

$4.500 

$2.400 

$ 500 

ACP attributable to after-tax cmployee contributions - 0,J3'7c 

NHCb 

ADP _ gr" 

ACP - 2.63'1\ 

ACP attributable to matching contributions - 2'7r 

ACP attributable to after-tax employee contributions - 0.63'7c 

(~()rn)('{i(m: 

Employer B uses the correction method for a 
full year exclUSIOn, described in Appendix A section 
.OS, to correct the failure to Include Employee V in 
the plan for the full plan year beginning January l. 
2003. Employer B calculates thc corrective QNC to 
he made on behalf of Employee V as follows: 

Elective deferrals: Employee V was eligible to. 
but was not provided with the opportunity to. elect 
and make elective deferrals in 2003. Thus. Employer 
B must make a QNC to the plan on behalf of Em
ployee V equal to the missed deferral opportunity for 
Employee V - 50'7c of Employee V' s missed deferral. 
The QNC is adjusted for earnings. The missed defer
ral for Emplovee V is estimated hy using the ADP for 
NHCEs tor 20m and multiplying that percentage by 
EmplOyee V's compensation for 20m. Accordingly. 
the mi"ed deferral for Employee V. on account of 
the employee's improper exclu,ion from the plan is 
S2.-WO 18clr x $30.0(0). The mi"ed deferral opportu
nity i, $1.200 lie .. 5(Jfk x $2.400). Thu,. the required 
corrective contribution for the failure to provide Em
ployee V with the opportunity to make elective defer
ral, to the plan is $1.200 (plus earnings). 

Matchmg contnbutions: Employee V should 
have been eligible for. but did not receive an allo
cation of. employer matchmg contnbutlons because 
Employee V wa, not proVided the opportunity to 
mahe ekctlve deferrals in 20OJ. Thus. Employer 
B must make a QNC to the plan on behalf of Em
plo)ec \' that is cLjual to the matching contribution 
Employee \' \\olild have received had the mi"cd de
ferral been made. The QNC is adjusted for earnings. 
Lindt'! the tnms llf the plan, if EmplOyee V had made 
all e1ectl\e ucferraillf $2.400 or R'j( llf compensation 
IS'Ii.III)()1. the employee w()uld have been entitled to 
.1 llI"lLhlll~ ,'olllrihulioll equal to IOO'/c of first 3'7c 

nf EllIpl()\cc \"s compensation (S.10,OOO) or $900. 

-\ccordinglv. Ihe contrihution required to replace the 
ml"ed cllIpll\\cr m,ltching contnbution is $900 (plus 
L'arnlng ... 1 

'\ftcr-IJ\ empl(»)ce cllntrihutions: Employee V 
I"" L'iIgibk ttl. but II as not provided l\lth the oppor
tunlt) t(l. ekct and make alter-tax emplovee contribu-
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tions in 2003. Employer B must make a QNC to the 
plan equal to the missed opportunity for making af
ter-tax employee contributions for Employee V - 40% 

of Employee V's missed after-tax employee contribu
tion. The QNC is adjusted for earnings. The missed 
after-tax employee contribution for Employee V is 
estimated by using the ACP for NHCEs (to the extent 
that the ACP is attributable to after-tax employee con
tributions) for 2003 and multiplying that percentage 
by Employee V's compensation for 2003. Accord
ingly. the missed after-tax employee contribution for 
Employee V. on account of the employee's improper 
exclusion from the plan is $189 (063% x $30.(00), 
The missed opportunity to make after-tax employee 
contributions to the plan is $76 (40% x $189). Thus. 
the required corrective contribution for the failure to 
provide Employee V with the opportunity to make the 
$189 after-tax employee contribution to the plan is 
$76 (plus earnings). 

The total required corrective QNC. before ad
justments for earnings. on behalf of Employee V is 
$2,176 ($1.200 for the missed deferral opportunity 
plus $900 for the missed matching contribution plus 
$76 for the missed opportunity to make after-tax 
employee contributions). The required corrective 
QNC is further adjusted for earnings. 

Example 4: 

Employer C maintains a 40 I (k) plan, The plan 
provides for matching contributions for each payroll 
period that are equal to 100'7r of an employee -s elec
tive deferrals that do not exceed 2% of the eligible 
employee's plan compensation during the payroll pe
riod. The plan provides for after-tax employee contri
butions. The after-tax employee contribution cannot 
exceed $1.000 for the plan year. The plan provides 
that employees who complete one year of service are 
eligible to participate in the plan on the next January I 
or July 1 entry date. Employee X. a nonhighly com
pensated employee. who met the eligibility require
ments and should have entered the plan on January 
I. ~003 was not offered the opportunity to participate 
In the plan. In August of l003. the error was dis
covered and Employer C offered Employee X the op-

Ajier-Ta.l EIIII""Y<'<' 
(-onrri/Jllrioll 

o 
$1.(X10 

$l.OOO 
o 

portunity to make elective deferrals and after-tax em
ployee contributions as of September 1. 2003. Em
ployee X made elective deferrals equal to 4% of the 
employee's plan compensation for each payroll pe
riod from September I, 2003 through December 31. 
2003 (resulting in elective deferrals of $400). Em
ployee X's plan compensation for 2003 was $36.000 
($26.000 for the first eight months and $ 10.000 for 
the last four months). Employer C made matching 
contributions equal to $200 on behalf of Employee X. 
which is 2% of Employee X's plan compensation for 
each payroll period from September I. 2003 through 
December 31. 2003 ($10.000). After being allowed 
to participate in the plan. Employee X made $250 
of after-tax employee contributions for the 2003 plan 
year. The ADP for nonhighly compensated employ
ees for 20m was 3% and the ACP for nonhighly com
pensated employees for 2003 was 2.3%. The ACP 
attributable to matching contributions for non highly 
compensated employees for 2003 was 1.8%. The 
ACP attributable to employee contributions for non
highly compensated employees for 2003 was 0.5%. 

Correction: 

In accordance with section 2,02(1 )(a)(ii). Em
ployer C uses the correction method described in 
Appendix A section ,05 to correct for the failure to 
provide Employee X the opportunity to elect and 
make elective deferrals and after-tax employee con
tributions. and as a result. not receiving matching 
contributions for a portion of the plan year (January 
I, 2003 through August 31. 2003). Thus. Employer 
C makes a corrective contribution on behalf of 
Employee X that satisfies the requirements of sec
tion 2.02(1 )(a)(ii). Employer C elects to utilize the 
provisions of section 2.02( I )(a)(ii)(E) to determine 
Employee X's compensation for the portion of the 
year in which Employee X was not provided the 
opportumty to make elective deferrals and after-tax 
employee contributions, Thus. for administrative 
convenience. in lieu of using actual plan compen
sation of $26,000 for the period Employee X was 
excluded. Employee X's annual plan compensation 



is prorated for the eight-month period that the em

ployee was excluded from participating in the plan. 

The corrective contribution i, determined as follows: 

(I) Corrective contribution for missed deferral: 

Employee X was eligible to, but "'as not prmided 

with the opportunity to, elect and make elective 

deferrals from January I through August 31 of 2003. 

Employer C must make a corrective contribution to 

the plan on behalf of Employee X equal to Employee 

X's missed deferral opportunity for that period - 50\7, 

of Employee X's missed deferral. From January I 

through August 3 L 2003. The corrective contribu

tion is adjusted for earnings. Employee X's missed 

deferral is determined by multiplying the 3% ADP 

for nonhighly compensated employees by $24,000 

(8/12ths of the employee's 2003 compensation of 

$36,000) Accordingly, the missed deferral is $72(). 

The missed deferral is not reduced because when 

this amount is added to the amount already deferred, 

no plan limit (including § 402(g)) was exceeded. 

Accordingly. the required corrective contribution is 

$360 (i.e .. 50% multiplied hy the missed deferral 

amount of $720). The required corrective contrihu

tion is adjusted for earnings. 

(2) Corrective contribution for missed match

ing contribution: Under the terms of the plan, if 

Employee X had made an elective deferral of $720 

or 3% of compensation for the period of exclusion 

($24,000), the employee would have been entitled 

to a matching contribution equal to 2'70 of $24,000 

or $480. The missed matching contribution is not 

reduced because no plan limit is exceeded when 

this amount is added to the matching contribution 

already contributed for the 2003 plan year. Accord

ingly, the required corrective contribution is $480. 

The required corrective contribution is adjusted for 

earnings. 

(3) Corrective contribution for missed after-tax 

employee contribution: Employee X was eligible to, 

but was not provided with the opportunity to elect 

and make after-tax employee contributions from 

January I through August 31 of 2003. Employer C 

must make a corrective contribution to the plan on 

behalf of Employee X equal to the missed opportu

nity to make after-tax employee contributions. The 

missed opportunity to make after-tax employee con

tributions is equal to 40% of Employee X's missed 

after-tax employee contributions. The corrective 

contribution is adjusted for earnings. The missed 

after-tax employee contribution amount is equal to 

the 0.5% ACP attributable to employee contributions 

for nonhighly compensated employees multiplied 

by $24,000 (8/12ths of the employee's 2003 plan 

compensation of $36,000). Accordingly. the missed 

after-tax employee contribution amount is $120. 

The missed after-tax employee contribution is not 

reduced because the sum of $120 and the previously 

made after-tax employee contribution of $250 is less 

Lhan the overall plan limit of $1.000. Therefore, the 

required corrective contribution is $48 (i.e .. 40% 
multiplied by the missed after-tax employee con

tribution of $120). The corrective contribution is 

adjusted for earnings. 

The total required QNC on behalf of the employee 

is $888 ($360 for the missed deferral opportunity 

plus $480 for the missed matching contribution plus 

$48 for the missed opportunity to make after-tax 

employee contributions). 

Example 5: 

The facts (including the ADP and ACP datu) ar~ 

the same as in Example 5, except that It is now deter

mined that Employee X. after being included in the 

plan in 2003. made after-tax employee contrihutiom 

of $950. 

COlTf!l'riUJl: 

The correction is the same as in Example 4, ex

cept that the correctIve contribution required to re

place the missed after-tax employee contribution will 

be re-calculated to take into account applicahle plan 

limits in accordance wlth the prm isions of section 

2.02(1 )(a)(ii)(C). The required corrective contribu

tion is determined as follows: 

Corrective contribution for missed after-l<lx 

employee contribution: The missed after-tax em

ployee contribution amount is equal to the 0.5'7c 

ACP attributable to after-tax employee contributiom 

for nonhighly compensated employees multiplied 

by $24,000 (8!l2ths of the employee's 2003 plan 

compensation of $36,000). The missed after-tax 

employee contribution amount, based on this calcu

lation, is $120. However, the sum of this amount 

($120) and the previously made after-tax employee 

contribution ($950) is $1.070. Because the plan 

limit for after-tax employee contrihutions is $LOOO. 
the missed after-tax employee contrihution needs 

to bc reduced by $70, to ensure that the total af

ter-tax employee contributions comply wlth the plan 

limit. Accordingly, the missed after-tax employee 

contribution is $50. ($120-$70), and, the required 

corrective contribution is $20 li.e .. 40'10 multiplied 

by the mlssed after-tax employee contribution of 

$50). The corrective contribution lS adjusted for 

earnings. 

Example 6: 

Employer D sponsors a 401(k) plan. The plan has 

a one year of service eligihility requirement and pro

vides for January I and July 1 entry dates. Employee 

Y. who should have been provided the opportunlty to 

elect and make elective deferrals on January I. 2003 

was not provided the opportunity to elect and make 

elective deferrals until July I, 2003. The employee 

made 55,000 in elective deferrals to the plan in 2003. 

The employee was a highly compensated employee 

with compensation for 2003 of $2()O,()OO. Employee 

y's compensation from January I through June 30, 

2003 was $1 OO,()()O. The ADP for highly compen

sated employees for 2003 was \0%. The ADP for 

nonhighly compensated employees for 2003 was 8%. 

The ~ 402(g) limit for deferrals made in 2003 was 

$12.000. 

Correctiol1: 

Corrective contribution for missed deferral: Em

ployee W's missed deferral is equal to the 10'7< ADP 

for highly compensated employees multiplied by 

$100,000 (compensation earned for the portion of 

the year in which Employee W was erroneously 

excluded, i.e .. January I through June 30, 2003 J. 
The missed deferral amount, based on this calcula

tlon is $ IO,()()O. However, the sum of this amount 

($10,000) and the previously made elective con

tribution ($5,000) is $IS,()()O. The 2003 § 402(g) 

limit for elective deferrals is $12,000. In accordance 

with the provisions of section 2.02(1 )(a)(ii)(B), the 

missed deferral needs to be reduced hy $3.000, to 

elhlJ]"C that the total elecLl\ e contribution c(llllplies 

with the applicable ~ -+02t1') limit. Accordingly. the 

ml"ed deferral is $7.tlllil t$IO.OOIl -~J,IJ()IJI. and the 

required correctlve contribution i, $J.5IJO (i.e .. 'ill"; 
multiplied hy the mi"cd deferral of P'(HJtI) The 

correctlve contrihutlon is adjusted for earnings. 

EWlIIl'le 7: 
Employer E malntains a -1-IJI(kl plan. The plan 

provides for matchlng contrihutions for each payroll 

period that arc equal to I (JII'.;' of an employee' s elec

tive deferrals that do not exceed 2'k 01 the eligihle 

employee's plan compensation during the payroll pe

riod. The plan also prO\ ides that the annual limit on 

matching contributions is $7S0. The plan pnlVldes 

for after-tax employee contrihutions. The after-tax 

employee contrihution cannot exceed $1.0()O during 

a plan year. The pl,m provides that employees ",110 

complete one year of service are eligible to partic

ipate in the plan on the next January I or July I 

entry date. Employee Z, a nonhighly compcnsated 

employee who met the eligibility requirements and 

should have entered the plan on January I. 2(0) 

was not offered the opportunity to participate in the 

plan. In March of 20(n, the error was discovered 

and Employer E offered the employee an election 

0pp0l1unity as of April 1,2003. Employee Z had the 

opportuniLy to make the maximum elective deferrals 

and/or after-Lax employee contrihutions that could 

have heen made under the tenm of the plan for the 

entire 2(0) plan year. The employee made elecLive 

deferrals equal to 1% of the employee's plan com

pensation for each payroll period fmlll April I, 200] 

through December J L 2003 (resulting in elective 

deferrals of $960). The employee's plan compen

sation for 2003 was $40,000 ($8,000 for the first 

three months and $J2.0()O for the last nine months). 

Employer E made matching contributions equal to 

$640 for the excluded employee. which is 2'7.- of 

Lhe employee's plan compensation for each payroll 

period from April L 20m through December 31. 

2003 ($32.0()O) After heing allowed to participate 

in the plan. the employee made S500 in after-tax 

employee contributions. The ADP for nonhighly 

compensated cmployees for 2003 was JCI,- and the 

ACP for nonhighly compensated employees for 20m 

was 2.JS'c. The portion of the ACP attributahle to 

matching contributions for nonhlghly compensated 

employees for 2003 was 1.8%. The portion of the 

ACP attnbutable to after-tax employee contributions 

for nonhighly compensated employees for 2003 ",as 

0.5%. 

Correctiou' 

Employer E uses the cOlTection method for partial 

year exclusions. pursuant to section 2.02(I)(a)(ii). to 

correct the failure tn include an eligihle employee in 

the plan. Because Employee Z was gi yen an opponu

nity to make elective deferrals and after-tax employee 

contributions to the plan for at least the hlst 9 months 

of the pIJn year (and the amount of the elective defer

rals or after-tax employee contributions that the em

ployee had the opportunity to make was not less than 

the maximum elective deferrals or after-tax employee 

contrihuttons that the employee could have made if 

the employee had heen given the opportunity to make 

elective deferrals and after-tax employee contribu

tions on January I, 2003!. under the special rule set 

forth 1I1 sectlOn 2.02( I )(a)(ll)(f'). Employer E is not 
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required to make a corrective contrihution for the Lul

ure to prmide the employee \\ ith the opportunity to 
make either electi\e deferrab or after-tax emplovee 
contrihutions. The employ (r only needs to make a 
corrective contrihution for the failure to pmvide the 
employee \\'tth the opportunity to receive matching 
c(1lltrihutton, on ddcrrab that could ha\ e heen made 

during the fir,t .' month, of the plan year. The calcu
lation of the correctiw contrihution required to cor
rect thts f,ulure tS ,hown a, fol\ows: 

The ml"ed matching contrihution IS determined 
hy calcuiJting the matching contrihutlon that the 
employee \\ould have received had the employee 
heen prm ided the opportunity to make electiYe de
ferrah dUflng the period of exclusion, 1.1' .. January 
I, ~()03 through March -' I, 2003, Assuming that the 
employee elected to defer an amount equal to 3C!( of 
compensation (which is the ADP for the nonhighly 
compensated employees for the plan year), then, un
der the terms of the plan, the employee would have 
heen entitled to a matching contribution of 2'/' of 
compensation, Pursuant to the provisions of section 
~.02( I )(a)(ii)(l:::l. Employer E determines compensa
tion by prorating Employee Z's annual compensation 
for the portion of the year that Employee Z was not 
gl\'en the opportunity to make elective deferrals or 
after-tax employee contributions, Accordingly, the 
required matching contribution for the period of ex
clusion is obtained by multiplying 2°k by Employee 
l\ compensation of SIO,OOO (3fl2ths of the em
ployee's 2003 plan compensation ofS40,000), Based 
on this calculation, the missed matching contribution 
is $200, However, when this amount is added to the 
matching contribution already received ($640), the 
total ($840) exceeds the $750 plan limit on match
ing contributions hy $90. Accordingly, pursuant 
to section 2.02(1 )(a)lii)ID), the missed matching 
contribution figure is reduced to $110 ($200 ml\lUs 
$90). The required corrective contribution is $110. 
The corrective contribution is adjusted for earnings. 

Example Ii: 
Employer G maintains a safe harbor 401(k) plan 

that uses a rate of matching contributions to satisfy 
the requirements of ~401(k)(12), Employee M, a 
rmnhighly compensated employee who met the eligi
oility requirements and should have entered the plan 
on January l. 2003, was not offered the opportunity 
to defer under the plan and was erroneously excluded 
fnr all of 20m. Employee M's compensation for 
2003 was $2(),OOO. 

The plan provides for matching contributions 
equal to 1009; of elective deferrals that do not ex
ceed 3'7< of an employee', compensation and 50'7< of 
elective deferrals that exceed 3'K hut do not exceed 
:'lIt of an employee's compensation, 

Cfn.,.t'CfIOI/: 

In accordance with the provisrons of section 
2.02(I)(a)(iiHBI. Employee M's missed deferral on 
aCl'ount nf exclusion from the sate harbor -lOI(k) 
pl<ln i, }'r of compens<ltion, Thus, the mi"ed defer
ral is L'qual to J', multiplied by $20,000, or $600. 
,""ccordingl), the requircd corrective contribution fl)r 
Employee 1>1', mi"ed deferral opportunity in 2003 
I, 5300, 1.('., 5W; of $600. The reqUired matching 
Cl1ntnnutlon, oascd on tilt: ll1i"ed deferral of $600, is 
S600. The required corrective conlrihutiOTl for Em
ployee M's missed matching contrihution is StiDD. 
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The total required corrective CDntrihution, hefore ad
,Iustmenh for earnings, on behalf of Emplovee M is 
$l)()() (i.e" $300 for the nmsed defelTal opportunity, 
plus $600 for the missed matching contribution'). 
The corrective contnhution is adjusted for earnings. 

E\(/I11I'I c 4' 

Same fJets as E\(III1/'/,. Ii, except that the plan pro
\'ide, for matching contrihutions equal to 100')( of 
ciL'ctive deferrals that do not exceed -l(7c of an em
ployee's compensation. 

(()rrecti()J1: 

In accordance with the provisions of section 
2.02( 11(a)(li)(B), Employee M's missed deferral on 
account of exclusion from the safe harhor -lOI(k) 
plan is -+'k of compensation, The missed defelTal is 
-l,)( of compensation because the plan provides for 
a 100% match for deferrals up to that level of com
pensation, (See Appendix A .05(2)(c).) Therefore, 
in this case, Employee M's missed deferral is equal 
to 47c multiplied by $20,000, or $800, The required 
corrective contribution for Employee M's missed 
deferral 0pp0l1unity in 2003 is $400, i. e" 50% mul
tiplied by $800. The required matching contribution, 
based on the missed deferral of $800, is $ROO. Thus, 
the required corrective contribution for Employee 
M's missed matching contribution is $800. The total 
required corrective contribution, before adjustments 
for earnings, on behalf of Employee M is $1.200 
(i,e" $400 for the missed deferral opportunity plus 
$800 for the missed matching contribution). The 
corrective contribution is adjusted for earnings, 

Example 10: 
Same facts as Example 8, except that the plan uses 

a rate of nonelective contributions to satisfy the re
quirements of ~401(k)(l2) and provides for a non
elective contribution equal to 3'7c of compensation, 

Correctioll : 
In accordance with the provisions of section 

2,02(1 )(a)(ii)(B), Employee M's missed deferral on 
account of exclusion from the safe harbor 401tk) 
plan is 30/( of compensation. Thus, the missed 
deferral is equal to 30/( multiplied by $20,000, 01 

$600, Thus, the required cOlTective contrihution for 
Employee M' s missed deferral opportunity in 2003 
is $300 (50'7( of $600), The required nonelective 
contrIbution, based on the plan's formula of 3Ck of 
compensation for nonelective contributions, is $600. 
The total required corrective contribution, before ad
justments for earnings, on behalf of Employee M is 
$900 (i.e., $300 for the missed deferral opportunity, 
plus $(\()() for the missed nonelective contribution). 
The corrective contrihution is adjusted for earnings, 

(2) Exclusion of Eligible Employees In 
a Profit-Sharing Plan, 

(a) Correction Methods. (i) Appen
dix A Correction Method, Appendix 
A, section ,05 sets forth the correction 
method for correcting the failure to make 
a contribution on behalf of the employ
ees improperly excluded from a defined 
contribution plan or to provide benefit 
accruals for the employees improperly 
excluded from a defined benefit plan, 

In the case of a defined contribution 
plan_ the correction method is to make 
a contribution on behalf of thl' excluded 
employee, Section ~,02(~)(a)(ii) below 
clarifies the correction method in the case 
of a profit-sharing or stock bonus plan 
that provides for nonelecti\'e contributions 
(within the meaning of ~ 1.401(k)-6 and 
formerly 1.401(k)-I(g)(lO)). 

(ii) Additional Requirements for Ap
pendix A Correction Method as applied to 
Profit-Shal;ng Plans, To correct for the ex
clusion of an eligible employee from non
elective contributions in a profit-sharing or 
stock bonus plan under the Appendix A 
correction method, an allocation amount is 
determined for each excluded employee on 
the same basis as the allocation amounts 
werc determined for the other employees 
under the plan's allocation formula (e.g" 

the same ratio of allocation to compensa
tion), taking into account all of the em
ployee's relevant factors (e,g" compensa
tion) under that formula for that year. The 
employer makes a corrective contribution 
on behalf of the excluded employee that is 
equal to the allocation amount for the ex
cluded employee, The corrective contribu
tion is adjusted for earnings, If, as a result 
of excluding an employee, an amount was 
improperly allocated to the account bal
ance of an eligible employee who shared 
in the original allocation of the nonelec
tive contribution, no reduction is made to 

the account balance of the employee who 
shared in the original allocation on account 
of the improper allocation, (See Example 
IL) 

(iii) Reallocation Correction Method, 
(A) In GeneraL Subject to the limita
tions set forth in section 2,02(2)(a)(iii)(F) 
below, in addition to the Appendix A 
correction method, the exclusion of an 
eligible employee for a plan year from 
a profit-sharing or stock bonus plan that 
provides for nonelective contributions 
may be corrected using the reallocation 
correction method set forth in this section 
2,Q2(2)(a)(iii), Under the reallocation cor
rection method, the account balance of the 
excluded employee is increased as pro
vided in paragraph (2)(a)(iii)(B) below, 
the account balances of other employ
ees are reduced as provided in paragraph 
(2)(a)(iii)(C) below, and the increases and 
reductions are reconciled, as necessary, as 
provided in paragraph (2)(a)(iii)(D) below, 
(See Examples 12 and 13,) 



(B) Increase in Account Balance of Ex
cluded Employee. The account balance 
of the excluded employee is increased by 
an amount that is equal to the allocation 
the employee would have received had the 
employee shared in the allocation of the 
nonelective contribution. The amount is 

adjusted for earnings. 
(C) Reduction in Account Balances of 

Other Employees. U) The account bal
ance of each employee who was an eligi
ble employee who shared in the original 
allocation of the nonelective contribution 
is reduced by the excess, if any, of (I) the 
employee's allocation of that contribution 
over (II) the amount that would have been 

allocated to that employee had the failure 
not occurred. This amount is adjusted for 
earnings taking into account the rules set 
forth in section 2.02(2)(a)(iii)(C)(2) and 

(3) below. The amount after adjustment 
for earnings is limited in accordance with 
section 2.02(2)(a)(iii)(C)(4) below. 

(2) This paragraph (2)(a)(iii)(C)(2) ap

plies if most of the employees with account 
balances that are being reduced are non
highly compensated employees. If there 
has been an overall gain for the period 
from the date of the original allocation of 
the contribution through the date of correc
tion, no adjustment for earnings is required 
to the amount determined under section 
2.02(2)(a)(iii)(C)(l) for the employee. If 
the amount for the employee is being ad
justed for earnings and the plan permits 
investment of account balances in more 
than one investment fund, for administra

tive convenience, the reduction to the em
ployee's account balance may be adjusted 
by the lowest earnings rate of any fund 
for the period from the date of the origi
nal allocation of the contribution through 
the date of correction. 

(3) If an employee's account balance 
is reduced and the original allocation was 
made to more than one investment fund 
or there was a subsequent distribution or 
transfer from the fund receiving the orig
inal allocation, then reasonable, consis
tent assumptions arc used to determine the 
earnings adjustment. 

(4) The amount determined in sec
tion 2.02(2)(a)(iii)(C)(l) for an em
ployee after the application of section 
2.02(2)(a)(iii)(C)(2) and (3) may not ex

ceed the account balance of the employee 
on the date of correction. and the employee 

is permitted to retain any distribution made 
prior to the date of correction. 

(D) Reconciliation of Increases and Re

ductions. If the aggregate amount of the 
increases under section 2.02(2)(a)(iii)(B) 

exceeds the aggregate amount of the re
ductions under section 2.02(2)(a)(iii)(C), 

the employer makes a corrective contri
bution to the plan for the amount of the 
excess. If the aggregate amount of the 
reductions under section 2.02(2j(a)(iii)(C) 
cxceeds the aggregate amount of the in
creases under section 2.02(2)(a)(iii)(B), 
then the amount by which each employee's 
account balance is reduced under section 
2.02(2)(a)(iii)(C) is decreased on a pro 
rata basis. 

(E) Reductions Among Multiple Invest
ment Funds. If an employee's account bal
ance is reduced and the employee's ac
count balance is invested in more than one 
investment fund, then the reduction may be 
made from the investment funds selected 
in any reasonable manner. 

(F) Limitations on Use of Reallo
cation Correction Method. If any em

ployee would be permitted to retain 
any distribution pursuant to section 
2.02(2)(a)(iii)(C)(4), then the realloca

tion correction method may not be used 
unless most of the employees who would 
be permitted to retain a distribution are 
nonhighly compensated employees. 

(b) Examples. 

Exallll'le II: 
Employcr D maintains a profit-sharing plan that 

provides for discretionary nonelective employer con

tributions. The plan provides that the employer's 

contributions arc allocated to account balances in the 

ratio that each eligible employee' s compem,ation fur 

the plan year bears to the compensation of all el
igible employees for the plan year and. therefore. 

the only relevant factor for determining an allocation 

is the employee's compensation. The plan provides 

for self-directed investments among four Investment 

funds and daily valuations of account balances. For 

the 20m plan year, Employer D made a contnbu

tion to the plan of a fixed dollar amount. However. 

five employees who met the eligibility requirements 

were Inadvertently excluded from partiCipating in the 

plan. The contribution resulted in an allocation on be

half of each of the eligible employees. other than the 

excluded employees. equal to 10% of compensation. 

Most of the employees who received allocations un

der the plan for the year of the failure were nonhighly 

compensmed employees. No distributions have been 

made frolll the plan since 200}. If the five exduded 
employees had shared in the original allocation. the 

allocation made on behalf of each employee would 

have equaled 9% of compensation. The excluded CITl-

ployees hegan partiCipating in the plan in the 2004 

plan year. 

Correction: 

Employer D uses the Appendix A correction 

mcthod to correct the failure to include the five 

eligible employees. Thus. Employer D make .. a 

corrective contribution to the plan. The amount 

of the corrective contribution 011 behalf of the I,ve 

excluded employees for the 20m plan year is equal 

to I Wk, of compensation of each excluded employee. 

the same allocation that was made for other eligible 

employees, adjusted for earnings. The excluded 

employees receive an allocation equal to 10% of 

compensation (adjusted for earnings) even though. 

had the excluded employees onginally shared in the 

allocation for the 20m contribution. their account 

balances. as well as those of the other eligible em

ployees. would have received an allocation equal to 

only 9% of compensation. 

Example 12: 

The facts are the salTle as in Example II 

Correctioll: 

Employer D uses the reallocation correction 

method to correct the failure to include the five 
eligible employees. Thus. the account balances are 

adjusted to rellect what would have resulted from 

the correct allocatIOn of the employer contribution 

for the 2003 plan year among all eligible employees, 
including the five excluded employees. The inclu

sion of the excluded employees in the allocation of 

that contribution would have resulted in each eligi

ble employee. including each excluded employee. 
receiving an allocation equal to llCk of compensation. 

Accordingly. the account balance of each excluded 
employee is increased by 9% of the employee's 2003 
compensation. adjusted for earnings. The account 
balance of each of the eligible employees other 

than the excluded employees is reduced by I % of 

the employee's 20m compensation. adjusted for 

earnings. Employer D determlTles the adjustment 

for earnings using the earnings rate of each eligible 
employee's excess allocation (using reasonable. con

sistent assumptions). Accordingly. for an employee 

who shared in the original allocation and directed 

the investment of the allocation into more than one 
investment fund or who subsequently transferred a 

portion of a fund that had been credited with a portion 

of the 2003 allocation to another fund. reasonable. 

consistent assumptions are followed to determine 

the adjustment for earnings. It is determined that 

the total of the initially determined reductions in 

account balances exceeds the total of the required 

increases in account balances. Accordingly. these 

initially determined reductions are decreased I'm 

mta so that the total of the actual reductions in ac

count balances equals the total of the increases in the 

account balances. and Employer D does not make 

any corrective contribution. The reductions from the 

account balances are made on a I'm rata basis among 

all of the funds in which each employee's account 

balance is invested. 

Example 13: 
The facts are the same as in EWlIlple II. 
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('orrnllfJII: 

The u)rrecti(ln " the '.une a, In E\(/JJJI)/l' } 2. <,x

Cerl that. k,';llhl' mmt o[ thL' L'Ill!,I")L'c" II h'N' ;lL'

count halanc~ ... arc hl'lng rl'duccd arc nnnhlghly ClHIl

pcn'al,'d elllploYee" Itlr admini,trati\l' ,cHII eni<'[lL'e, 

Emplo)t:r 0 u,", Ihe earn[n~, rale 01 the lund \\[th 

thc' 10\\'c',1 e,lming, r~lle [01 Ihe period of Ih<' lallure 

Itl adlU\! the reduction 10 each aL'coulIl baLulL'c' It i, 

JClernllned Ihat Ihe aggregate amounl I adju'll'd 1,,1' 
carning,) \" II h[ch Ih<.' aCUlunt habnce, ollhe e\

dudt·J L'lllplnyc('\ 1"1 inCrCd~L'J C\l'cC'<.h the aggreg<ltc 

amount ladJu"ed lor e~ulling,) 10\ which Ihe cllhn 

empl,,) ee" ,IL'counl balance' ~Ire reduced Accord

[n~l\, Employer [) ma~<,' .I L'llnlribulion tll Ihe plan 

[n an amount elJual 10 Ihe exce". The reduction from 

dCCOlllll nJlllncc:-. i~ mauc on a pro ratu ba""l~ amOIl[! 

~dl ullhc lunlh [n which each empIO\ee', accounLt 

balance 1"1 \Il\ l· .... tcd 

,0] Vesting Failures, 
(1) Correction Methods. (a) Contribu

tion Correction Method. A failure in a de
fined contribution plan to apply the proper 
vesting percentage to an employee' s ac
count balance that results in forfeiture of 
too large a portion of the employee's ac
count balance may be corrected using the 
contribution correction method set forth 
in this paragraph, The employer makes 
a corrective contribution on behalf of the 
employee whose account balance was im
properly forfeited in an amount equal to 
the improper forfeiture. The corrective 
contribution is adjusted for earnings. If, 
as a result of the improper forfeiture. an 
amount was improperly allocated to the ac
count balance of another employee, no re
duction is made to the account balance of 
that employee. (See Example 14,) 

(bl Reallocation Correction Method. In 
lieu of the contribution correction method. 
in a defined contribution plan under which 
forfeitures of account balances are reallo
cated among the account balances of the 
other eligihle employees in the plan. a fail
ure to apply the proper vesting percentage 
to an employee' s account balance which 
rcsult~ in forfeiture of too large a portion 
of the employee' s account balance may 
be corrected under the reallocation correc
tion method ,et forth in this paragraph. 
A correcti\e reallocation is made in ac
cordance \\ ith the reallocation correction 
method ,d forth in ,cction 2.02(2)(a)(iiil. 
,lIhll'ct to thl' limitations set forth in sec
tion 2.()2(2l(aHiii)(Flln applying section 
2.()212)(a)lliilIBI. the account balance of 
thl' cmplnyee \\ Illl incurred the improper 
Illrtcltun: i, increased by an amount equal 
to the ~\moltnt of the improper forfeiture 
and the amount is adlusted for earnings. 
In .Ipplying ,el·tion 2.()212)lalliii)(ClIl). 
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the account balance of each employee who 
~ha:ed in the allocation of the improper 
torfelture is reduced by the amount of the 
improper forfeiture that was allocated to 
that employee's account. The earninos 

e' 

adjustments for the account balances that 
are being reduced are determined in accor
dance with sections 2.02(2)(a)(iii)(C)(2) 
and (3) and the reductions after adjust
ments for earnings arc limited in accor
dance with section 2.02(2)(a)(iii)(C)(4). [n 
accordance with section 2.02(2)(a)(iii)(D). 
if the aggregate amount of the increases 
exceeds the aggregate amount of the re
ductions. the employer makes a corrective 
contribution to the plan for the amount of 
the excess. [n accordance with section 
2.02(2)(a)(iii)(D), if the aggregate amount 
of the reductions exceeds the aggregate 
amount of the increases, then the amount 
by which each employee' s account bal
ance is reduced is decreased on a pro rata 
basis. (See Example 15.) 

(2) Examples. 

EXll/llple 14: 

Employer E maintaim a profit-sharing plan that 

provides for nonelective contributions. The plan pro

vide, for self-directed investments among four in
ve,tmcnt funds and daily valuation of account bal

ances. The plan provides that forfeitures of account 
balances are reallocated among the account balances 
of olher eligihle employees on the ba,i, of compen
,,,lion. During the 2003 plan year. Employee R ter

minated employment with Employer E and elected 
and received a ,ingle-,um distribution of the vested 

portion of hi, account halanee. No other distrihu-
111m, have been made since 2003. However, an in
COlTeCI determination of Employee R"s vested per

centage was made resulting in Employee R receiv
i ng a di ,tribution of Ie,s than the amount to which he 
was entitled under the plan. The remaining portion 
of Employee R', account balance was forfeited and 
reallocaled (and the,e reallocations were not affected 
hy the Iimitatiom of ~ 415). Mmt of the employees 
whl) received allocalion, of the improper forfeiture 
were nonhighly compensated employees. 

Corn'('lio,,: 

Employer E u,e, the contribution correction 
method to correct the improper forfeiture. Thus. Em
ployer E makes a contrihution on behalf of Employee 
R equal to the incorrectly forfeited amount I adjusted 
f"r earnings) and Employee R"s account bala~ce is 
increased accordingly. No reduction is made from 
the account balance, of the employees who received 
an allocation of the improper forfeiture. 

Erlll"I,/e 15: 
The facl\ are the same as in Ewmple 14. 

CO/Tn lion: 

Employer E uses the reallncation correction 
method to cnrrcct the improper forfeiture. Thus. 
Emrl(1veC R', account balance i, increased by the 

~lInount that was imrfllp<'ril f(lrkilcJ (adJusled for 

earnings I. The JCl·ount of eadl"mplll) eC who ,hared 
in Ihe allllc.lIl()\l llfthc illlpmpcr f(lrkilurc is reduced 

hy Ihe alllount of Ihe impf()per f(Hkllure that was 

allocated to that l'mpln)ce', aCCIllllll (adJusled for 

earntngs l. Because nHl\t llf thl' l·mployees whme 

accounl balances are heing rl'duced are nonhighly 

clllllrcnsateJ emplmcc" tor aJmini,(ralive conve

nience, Emrloycr E usc, the l'all1in~s rate of Ihe 

fund with the Il)\\'esl earnings ratc for the period of 
the failure 10 adju\[ the reduclion to each account 

balance. It is determined th~\t the aIllount (adjusted 

for earnlng:;l by whIch the account balance of Em
ployee R is increased exceeds the aggregate amount 

(adjusted for earnings) by which the olher employ

ees' account balances are reduced. Accordingly, 

Employer E makes a contribution to Ik plan in an 

amount equal to the excess. The reduction from the 

account balances is made on a pm rlllil basis among 

all of the funds in which each employee's account 

balance is invested . 

. 04 § 415 Failures. 
(I) Failures Relating to a § 41S(b) Ex

cess. 
(a) Correction Methods. (i) Return of 

Overpayment Correction Method. Over
payments as a result of amounts being paid 
in excess of the limits of § 4IS(b) may 
be corrected using the return of Overpay
ment correction method set forth in this 
paragraph (1 )(a)(i). The employer takes 
reasonable steps to have the Overpayment 
(with appropriate interest) returned by the 
recipient to the plan and reduces future 
benefit payments (if any) due to the em
ployee to reflect § 41S(b). To the extent 
the amount returned by the recipient is less 
than the Overpayment. adjusted for earn
ings at the plan' s earnings rate, then the 
employer or another person contributes the 
difference to the plan, In addition, in ac
cordance with section 6.05 of this revenue 
procedure. the employer must notify the 
recipient that the Overpayment was not el
igible for favorable tax treatment accorded 
to distributions from qualified plans (and, 
specifically, was not eligible for tax-free 
rollover). (See Examples 18 and 19.) 

(ii) Adjustment of Future Payments 
Correction Method. (A) [n General. In 
addition to the return of overpayment cor
rection method. in the case of plan benefits 
that are being distributed in the form of 
periodic payments, Overpayments as a 
resuit of amounts being paid in excess of 
the limits in § 415(b) may be corrected 
by using the adjustment of future pay
ments correction method set forth in this 
paragraph (l)(a)(ii). Future payments to 
the recipient are reduced so that they do 
not exceed the § 415(b) maximum limit 



and an additional reduction is made to 
recoup the Overpayment (over a period 
not longer than the remaining payment 
period) so that the actuarial present value 
of the additional reduction is equal to the 
Overpayment plus interest at the interest 
rate used by the plan to determine actuarial 
equivalence. (See Examples 16 and 17.) 

(B) Joint and Survivor Annuity Pay
ments. If the employee is receiving pay
ments in the form of a joint and survivor 
annuity, with the employee's spouse to re
ceive a life annuity upon the employee's 
death equal to a percentage (e.g., 75%) of 
the amount being paid to the employee, the 
reduction offuture annuity payments to re
flect § 415(b) reduces the amount of bene
fits payable during the lives of both the em
ployee and spouse, but any reduction to re
coup Overpayments made to the employee 
does not reduce the amount of the spouse's 
survivor benefit. Thus, the spouse's bene
fit will be based on the previous specified 
percentage (e.g., 75%) of the maximum 
permitted under § 415(b), instead of the re
duced annual periodic amount payable to 
the employee. 

(C) Overpayment Not Treated as an Ex
cess Amount. An Overpayment corrected 
under this adjustment of future payment 
correction method is not treated as an Ex
cess Amount as defined in section 5.01(3) 
of this revenue procedure. 

(b) Examples. 

Example 16: 
Employer F maintains a defined benefit plan 

funded solely through employer contributions. The 

plan provides that the benefits of employees are 

limited to the maximum amount permitted under 

§ 415(b), disregarding cost-or-living adjustments un

der § 415(d) after benefit payments have commenced. 

At the beginning of the 1998 plan year. Employee 

S retired and started receiving an annual straight 

life annuity of $140,000 from the plan. Due to an 

administrative error. the annual amount received by 

Employee S for 1998 included an Overpayment of 
$10,000 (because the § 415(h)(I)(A) limit for 199R 

was $130,000). This error was discovered at the 
beginning of 1999. 

Correction: 

Employer F uses the adjustment of future pay

ments correction method to correct the failure to sat

isfy the limit in § 415(b). Future annuity benefit pay

ments to Employee S are reduced so that they do not 

exceed the § 415(b) maximum limit, and, in addition, 

Employee S's future benefit payments from the plan 

are actuarially reduced to recoup the Overpayment. 

Accordingly, Employee S's future benefit payments 

from the plan are reduced to $130,000 and further re

duced by $1,000 annually for life, beginning in 1999. 

The annual benefit amount is reduced by $1,000 an· 

nually for life because, for Employee S, the actuanal 

present value of a benefit of $1,000 annually for life 

commencing in 1999 is equal to the sum of $10,000 

and interest at the rate used by the plan to determine 

actuarial equivalence beginning with the date of the 

first Overpayment and ending with the date the re

duced annuity payment begins. Thus, Employee S's 

remaining benefit payments are reduced so that Em

pluyee S receives $129.000 for 1999, and for each 
year thereafter. 

Example 17: 

The facts are the same as in Example 16. 

Correctio/!: 

Employer F uses the adjustments of future pay

ments correction method to correct the § 415(b) fail

ure, by recouping the entire excess payment made in 

1998 fTOm Employee S's remaining benefit payments 

for 1999. Thus, Employee S's annual annuity benefit 

for 1999 is reduced to $119,400 to reflect the excess 

benefit amounts (increased by interest) that were paid 

fTOm the plan to Employee S during the 19<)); plan 

year. Beginning in 2000, Employee S begins to re

ceive annual benefit payments of $130,000. 

Example If!: 

The facts are the same as in F:x(Jmple 16. except 

that the benefit was paid 10 Empluyee S in the form 

of a single-sum distribution in 1998. which exceeded 

the maximum ~ 415(b) limits by $110,000. 

Correction: 

Employer F uses the return of overpayment cor

rection method to correct the S 415(b) failure. Thus, 

Employer F notifies Employee S of the $11 0,000 

Overpayment and that the Overpayment was not 

eligible for favorable tax treatment accorded to dis
tributions from qualified plans (and, specifically. was 

not eligihle for tax-free rollover). The notice also 

infurms Employee S that the Overpayment (with 

interest at the rate used by the plan to calculate the 

single-sum payment) is owed to the plan. Employer 

F takes reasonable steps to have the Overpayment 
(with interest at the rate used by the plan to calculate 

the single-sum payment) paid to the plan. Employee 

S pays the $110.000 (plus the requestcd intcrest) to 

the plan. It is determined that the plan's earnings 

rate for the relevant period was 2 percentage points 

more than the rate used by the plan to calculate 

the single-sum payment. Accordingly, Employer F 

contributes the difference to the plan. 

Example 19: 
The facts are the same as in Example If!. 

Corrertiol1: 

Employer F uses the return of overpayment cor

rection method to correct the § 415(b) failure. Thus, 

Employer F notifies Employee S of the $110,000 

Overpayment and that the Overpayment was not 

eligible for favorable tax treatment accorded to dis

tributions from qualified plans (and, specifically, was 

not eligible for tax-free rollover). The notice also 

informs Employee S that the Overpayment (with 

interest at the rate used by the plan to calculate the 

single-sum payment) is owed to the plan. Employer 

F takes reasonable steps to have the Overpayment 

(with interest at the rate used by the plan to calculate 

the single-sum payment) paid to the plan. As a result 

of Employer F's recovery etTons. some. but not 

all. of the Overpayment (with interest) is recovered 

from Employee S. It is determined that the amount 

returned by Employee S to the plan is less than the 

Overpayment adjusted for earnings at the plan's 

earnings rate. Accordingly. Employer f contributes 
the difference to the plan. 

(2) Failures Relating to a § 415(c) Ex
cess. 

(a) Correction Methods. (i) Appendix 
A Correction Method. Appendix A, sec
tion .08 sets forth the correction melhod for 
correcting the failure to satisfy the § 415( c) 
limits on annual additions. 

(ii) Forfeiture Correction Method. In 
addition to the Appendix A correction 
method, the failure to satisfy § 415(c) 
with respect to a nonhighly compensated 
employee (A) who in the limitation year 
of the failure had annual additions consist
ing of both (1) either elective deferrals or 
employee after-tax contributions or both 
and (II) either matching or nonelective 
contributions or both, (B) for whom the 
matching and nonelective contributions 
equal or exceed the portion of the em
ployee's annual addition that exceeds the 
limits under § 415(c) ("§ 415(c) excess") 
for the limitation year, and (C) who has 
terminated with no vested interest in the 
matching and nonelective contributions 
(and has not been reemployed at the time 
of the correction), may be corrected by 
using the forfeiture correction method 
set forth in this paragraph. The § 415( c) 
excess is deemed to consist solely of the 
matching and nonelective contributions. 
If the employee's § 415(c) excess (ad
justed for earnings) has previously been 
forfeited, the § 415(c) failure is deemed to 
bc corrected. If the § 4l5(c) excess (ad
justed for earnings) has not been forfeited, 
that amount is placed in an unallocated 
account, similar to the suspense account 
described in § 1.415-6(b)(6)(iii), to be 
used to reduce employer contributions in 
succeeding year(s) (or if the amount would 
have been allocated to other employees 
who were in the plan for the year of the 
failure if the failure had not occurred, then 
that amount is reallocated to the other 
employees in accordance with the plan's 
allocation formula), Note that while this 
correction method will permit more fa
vorable tax treatment of elective deferrals 
for the employee than the Appendix A 
correction method, this correction method 
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could be less favorable to the employee in 
certain cases. for example. if the employee 
is subsequently reemployed and becomes 
vested. (See Examples 20 and 21.) 

(iii) Return of Overpayment Correc
tion Method. A failure to satisfy ~ 415(c) 
that includes a distribution of the ~ 415(c) 
excess attributable to nonelective contri
butions and matching contributions may 
be corrected using the return of Overpay
ment correction method set forth in this 
paragraph. The employer takes reasonable 
steps to have the Overpayment (i.P .. the 
distribution of the ~ 415(c) excess adjusted 
for earnings to the date of the distribution). 
plus appropriate interest from the date of 
the distribution to the date of the repay
ment. returned by the employee to the 
plan. To the extent the amount returned by 
the employee is less than the Overpayment 
adjusted for earnings at the plan' s earnings 
rate. then the employer or another person 
contributes the difference to the plan. The 

CorrPdioll: 

Nonelective Contributions 

Electi ve DefcITals 

After-tax Contributions 

Total Contributions 

* 415(c) Limit 
~ 415(c) Excess 

Employer G uses the Appendix A correction 
method to correct the * 4151c) excess with respect 
10 Employee T (i.e, $3.(00) Thus, a distrihution 
of plan assets (and corresponding reduction of the 
account balance) consisting of $SOO ladju'ted fnr 
earning') of employee after-tax c'ontributions and 
$2j()() (adjusted for earnings) of elective deferrals is 
made to Employee 1. Employer G uses the forfeiture 
c'nrrection method to COITect the ~ 4151c) exce.,.' 
with respect tll Employee U. Thus. the * 4IS(c) 

excess IS deemed to consl,t solely of the nonelective 
contributions. Accordingly, Employee U\ non
vesled account halance is reduced by $3110 (adjusted 
I'm earning') which is placed in an unallocated ac
count. similar to the ,uspcnse account descrihed in 
~ 1.415-olh)(o}(iiiL to be u,ed 10 reduce employer 
contrihutioIl\ 111 .... lIccceding year(\) Aftercorrectiol1. 

It is dCICl1111l1cd that the ADP and ACP tClts for 199H 
"ere sati,fied. 

/:\(/11/1'1<, ;; I: 

EmplLlyer H maintains a 4011k) plan. The plan 
prln ides for nlll1ekctive employer contribution" 
matching cnntrihutions and elective deferrals. The 
plan prm Ide, for malching contributions that are 
e4ual to \()()'; of an employee', elective defer
raLs Ihal do not exceed X'ii of the emplowe\ plan 
clllnpen,ation for the plan year. For the 19LJfI lim
itatIon Wdf. Emplovce \' had ~ 415 compensallon 
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Overpayment. adjusted for earnings at the 
plan's earnings rate to the date of the re
payment. is to be placed in an unallocated 
account. similar to the suspense account 
described in * 1.4IS-6(b)(6)(iii), to be 
used to reduce employer contributions 
in succeeding ycar(s) (or if the amount 
would have been allocated to other eligi
ble employees who were in the plan for 
the year of the failure if the failure had not 
occuned. then that amount is reallocated 
to the othcr cligible employees in accor
dance with the plan's allocation formula). 
In addition. the employer must notify 
the employee that the Overpayment was 
not eligible for favorable tax treatment 
accorded to distributions from qualified 
plans (and. specifically. was not eligible 
for tax-free rollover). 

(b) Examples. 

t;Xlllllplf 20: 

of $50,0011. and. accordingly. a ~ 415(c)(I)(B) limit 
of $12.500. During that limitation year. the annual 
additions for Employee Y totaled $1 S.OOt), consisting 
of $5.000 in elective defeITab. a $4.000 matching 
u)J1tribulion (8'7r of $50.(00). and a $6.000 non
elecllve employer contrihution. Thus. the annual 
additions for Employee Y exceeded the ~ 4L~(c) 

limit by $2.500. 

C()rrect/(m: 

Employer H uses the Appendix A cOITection 
method to correct the § -I15(c) excess with respect 
to Employee V (i.e .. $2.5(0). Accordingly, SU)()O 
of the unmatched elective defeITals (adjusted for 
carnings) arc di,tributcd to Employee V. The remain
ing $I.SOIJ exec" is apportioned equally between 
the elective deferrals and the associated matching 
employer contributions, \0 Employee V's account 
halance is further reduced by distributing to Em
ployee Y $750 (adjusted for earnings) of the elective 
deferrals and forfeiting $750 (adjusted for earnings) 
of the a>sociated employer matching contributions. 
The forfeited matching contributions are placed in an 
unallocated account: similar to the suspense account 
de\crihed in § 1.415-6(b)(6)(iii). to be used to reduce 
employer contnbutions in succeeding year(s). After 
correction. it I' determined that the ADP and ACP 
te,ts for 1991' wcre satisfied. 

Employer G maintailh a -lOllk) plan. The plan 

proyides for non~lccti\t~ employer contributions. 
eicc(iYe ddeITais. and employc'c' alkr-tax contri
butions. The plan pnwides that the nonelective 
contributions yest under a 5-year cliff vesting sched
ule. The plan pHl\ ides that when an employee 

terminates employment. the employee's nonvested 
account balance is forfeited five years after a dis
tribution of the employee's vested account balance 
and that forkitures are used to reduce employer 
contributions. For the 1l)l)X limitation year, the 

annual additions made on behalf of two nonhighly 
compensated cmployecs in the plan. Employees T 

and U. exceeded Ihe limit in * 415(c). For the 1998 
limitation year. Employee T had ~ 415 compensation 
of $60.000. and. accordingly, a § 415(c)( I )(B) limit 

of $15.000. Employee T made elective deferrals and 
employee after-tax contributions. For the 1998 limi

tation year. Employee U had * 415 compensation of 
$40.000. and. accordingly. a * 415(c)(I)(B) limit of 
$10.000. Employee U made elective ddeITals. Also, 
on January I. 1999. Employee U, who had three 

years of service with Employer G. terminated his 
employment and received his entire vested account 
balance (which consisted of his elective deferrals). 
The annual additions for Employees T and U con
sisted of: 

T U 

$ 7.500 $ 4.500 

10.000 5.800 

500 0 

$18.000 $10.300 

$15.000 $IO'()()O 

S 3.000 $ 300 

.05 Correction of Other Overpayment 
Failures. 

An Overpayment, other than one de
scribed in section 2.04(1) (relating to a 
§ 415(b) excess) or section 2.04(2) (re
lating to a § 4IS(c) excess), may be cor
rected in accordance with this section 2.05. 
An Overpayment from a defined benefit 
plan is corrected in accordance with the 
rules in section 2.04(1). An Overpayment 
from a defined contribution plan is cor
rected in accordance with the rules in sec
tion 2.04(2)(a)(iii). 

.06.9 401(0)( 17) Failures. 
( 1) Reduction of Account Balance 

Correction Method. The allocation of 
contributions or forfeitures under a de
fined contribution plan for a plan year on 
the basis of compensation in excess of 
the limit under § 401(a)(17) for the plan 
year may be corrected using the reduc
tion of account balance correction method 
set forth in this paragraph. The account 
balance of an employee who received an 
allocation on the basis of compensation in 



excess of the § 401(a)(l7) limit is reduced 
by this improperly allocated amount (ad
justed for earnings). If the improperly 
allocated amount would have been allo
cated to other employees in the year of the 
failure if the failure had not occurrcd, thcn 
that amount (adjusted for earnings) is real
located to those employecs in accordance 
with the plan's allocation formula. If the 
improperly allocated amount would not 
have been allocated to other employees 
absent the failure, that amount (adjusted 
for earnings) is placed in an unallocated 
account, similar to the suspense account 
described in § 1.41S-6(b)(6)(iii), to be 
used to reduce employer contributions in 
succceding year(s). For example, if a plan 
provides for a fixed level of employer con
tributions for each eligible employee, and 
the plan provides that forfeitures are used 
to reduce future employcr contributions, 
the improperly allocated amount (adjusted 
for earnings) would be uscd to reduce 
future employer contributions. (See Ex
ample 20.) If a payment was made to an 
employee and that payment was attribut
able to an improperly allocated amount, 
then it is an Overpayment defined in sec
tion 5.01 (6) of this revenue procedure that 
must be corrected (see sections 2.04 and 
2.05). 

(2) Example. 

Example 22: 

Employer J maintains a money purchase pension 

plan. Under the plan. an eligible employee is entitled 

to an employer contribution of 8% of the employee's 
compensation up to the § 401(a)(17) limit ($200,000 

for 2003). During the 2003 plan year, an eligible 

employee, Employee W. inadvertently was credited 

with a contribution based on compensation above the 

§ 401(a)(l7) limit. Employee W's compensation for 

2003 was S220.000. Employee W received a contri

bution of $17.600 for 2003 (8% of $220.000). rather 

than the contribution of $16.000 (8% of $200.000) 

provided by the plan for that year. resulting in an im

proper allocation of $1.600. 

Correction: 

The § 401(a)( 17) failure is corrected using the re

duction of account balance method by reducing Em

ployee W's account balance by $1.600 (adjusted for 

earnings) and crediting that amount to an unallocated 

account. similar to the suspense account described In 

§ I.415-6(b)(6)(iii). to be used to reduce employer 

contributions in succeeding year(s). 

.07 Correction by Amendment. 
(1) § 401(a)(17) Failures. (a) Contri

bution Correction Method. In addition 
to the reduction of account balance cor
rection method under section 2.06 of this 
Appendix B, an employer may correct a 

§ 401 (a)(l7) failure for a plan year under 
a defined contribution plan by using the 
contribution correction method set forth in 
this paragraph. Thc employcr contributes 
an additional amount on behalf of each of 
the other employees (excluding each em
ployee for whom there was a § 401(a)(17) 
failure) who received an allocation for the 
year of the failure, amending the plan (as 
necessary) to provide for the additional al
location. The amount contributed for an 
employee is equal to the employee's plan 
compensation for the year of the failure 
multiplied by a fraction, the numerator of 
which is the improperly allocated amount 
made on behalf of the employee with the 
largest improperly allocated amount, and 
the denominator of which is the limit under 
§ 401(a)(I7) applicable to the year of the 
failure. The resulting additional amount 
for each of the other employees is adjusted 
for earnings. (See Example 21.) 

(b) Examples. 

Exumple 23: 
The facts are the same as in EWIIIl'lr 22. 

CorrectiOll: 

Employer J corrects the failure under VCP using 

the contribution correction method by (I) amend

ing the plan to increase the contrIbution percentage 

for all eligible employees (other than Employee 
W) for the 2003 plan year and (2) contributing an 

additional amount (adjusted for earningsl for those 

employees for that plan year. To determi ne the 

increase in the plan's contribution percentage (and 

the additional amount contributed on behalf of each 

eligible employee). the improperly allocated amount 

($1.600) is divided by the § 401(a)(17) limit for 2003 

($200.000). Accordingly. the plan is amended to 

increase the contribution percentage by 0.8 percent

age pomts ($1.6001$200.000) from 8% to 8.8%. In 

addition. each eligible employee for the 2003 plan 
year (other than Employee W) receives an additional 

contribution of 0.8% multiplied by that employee's 

plan compensation for 2003. This additional contri

bution is adjusted for earnmgs. 

(2) Hardship Distribution Failures and 
Plan Loan Failures. (a) Plan Amend
ment Correction Method. The Operational 
Failure of making hardship distributions 
to employees under a plan that does not 
provide for hardship distributions may 
be corrected using the plan amendment 
correction method set forth in this para
graph. The plan is amended retroactively 
to provide for thc hardship distributions 
that were made available. This paragraph 
does not apply unless (i) the amendment 
satisfies § 401(a), and (ii) the plan as 
amended would have satisfied the qualifi
cation requirements of § 401(a) (including 

the requirements applicable to hardship 
distrihutions under § 40 I (k)' if applicable) 
had the amendment been adopted when 
hardship distributions were first made 
available. (Scc Example 24.) The Plan 
Amendment Correction Method is also 
available for the Operational Failure of 
permitting plan loans to employees un
der a plan that does not provide for plan 
loans. The plan is amended retroactively 
to provide for the plan loans that were 
made available. This paragraph does not 
apply unless (i) the amendment satisfies 
§ 401(a), and (ii) the plan as amended 
would have satisfied the qualification 
requirements of § 401(a) (and the re
quirements applicable to plan loans under 
§ n(p» had the amendment bcen adoptcd 
when plan loans were first made available. 

(b) Example. 

t.'xample 24: 

Employer K. a for-profit corporation. maintains 

a 401(k) plan. Although plan provisions in 2002 did 

not provide for hardship distributions. beginning in 

2002 hardship distributions of amounts allowed to 
be distributed under § 401(k) were made currently 

and effectively available to all employees (within the 
meaning of § 1401 (3)( 4)-4). The standard used to de

termine hardship satisfied the deemed hardship dis
tribution standards in § 1.401(k)-I(d)(2) Hardship 

distributions were made to a number of employees 
during the 2002 and 2003 plan years. creating an Op

erational Failure. The failure was discovered in 2004. 

Correctioll: 

Employer K corrects the fmlure under VCP by 

adopting a plan amendment. effective January I. 

2002. to provide a hardship distribution option that 

satisfies the rules applicable to hardship distributions 
in § 1.401(k)-I(d)(2). The amendment provides that 

the hardship distrihution option is available to all 

employees. Thus. the amendment satisfies ~ 40 I (a). 
and the plan as amended in 2004 would have sat

isfied § 401(a) (including & 1.401(a)(4)-4 and the 

requirements applicable to hardship distributions 
under ~ 401 (k)) if the amendment had been adopted 

in 2002. 

(3) Early Inclusion of Otherwise Eligi
ble Employee Failure. (a) Plan Amend
ment Correction Method. The Operational 
Failure of including an otherwise eligible 
employee in the plan who either (i) has 
not completcd the plan's minimum age 
or service requirements, or (ii) has com
pletcd thc plan's minimum age or service 
requirements but became a participant in 
the plan on a date earlier than the appli
cable plan entry date, may be corrected 
by using the plan amendment correction 
method set forth in this paragraph. Thc 
plan is amended retroactively to change 
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the eligibility or entry date provisions to 
provide for the inclusion of the ineligible 
employee to reflect the plan's actual op
erations. The amendment may change the 
eligibility or entry date provisions with 
respect to only those ineligible employces 
that were wrongly included, and only to 
those ineligible employees, provided (i) 

the amendment satisfies § 401 (a) at the 
time it is adopted, (ii) the amendment 
would have satisfied § 401(a) had the 
amendment been adopted at the earlier 
time when it is effective, and (iii) the em
ployees affected by the amendment are 
predominantly nonhighly compensated 
employees. 

(b) Example 

Exalllple 25: 
Employer L maintain, a 40 II k) plan applicable 

to all of its employees who have at least six months 
of service. The plan is a calentlar year plan. The 
plan provides that Employer L will make matching 
contnbutions based upon an employee's salary reduc
lion contributions. In 2001. it is discovered that all 
four employees who were hired by Employer L in 
2()()() were permitted to make salary reduction con
tributions to the plan effective with the first weekly 
paycheck after they were employed. Three of the four 
employees are nonhighly compensated. Employer L 
matched these employees' salary reduction contribu
tions in accordance with the plan's matching contri
bution formula. Employer L calculates the ADP and 
ACP tests for 2000 (taking into account the salary re
duction and matching contributions that were made 
for these employees) and determines that the tests 
vvere satisfied. 

lorrectioll: 
Employer L correcb the failure under SCP by 

adopting a plan amendment. effective for employee, 
hired on or after January 1.2000. to provide that there 
is no ~ervice eligibility requirement under the plan 
and submitting the amendment to the Service for a 
dCtCflTII nation letter. 

SECTION 3. EARNINGS 
ADJUSTMENT METHODS AND 
EXAMPLES 

.0 I Earnillgs Adjustment Methods. (I) 
In general. (a) Under section 6.02(4)(a) 
of this revenue procedure, whenever the 
appropriate correction method for an Op
erational Failure in a defined contribution 
plan includes a corrective contribution or 
allocation that increases one or more em
ployees' account balances (now or in the 
future). the contribution or allocation is 
adju~ted for earnings and forfeitures. This 
section 3 provides earnings adjustment 
methods (but not forfeiture adjustment 
methods) that may be used by an em-
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pi oyer to adjust a corrective contribution 
or allocation for earnings in a defined 
contribution plan. Consequently, these 
earnings adjustment methods may be used 
to determine the earnings adjustments 
for corrective contributions or allocations 
made under the correction methods in sec
tion 2 and under the correction methods 
in Appendix A. If an earnings adjustment 
method in this section 3 is used to adjust 
a corrective contribution or allocation, 
that adjustment is treated as satisfying the 
earnings adjustment requirement of sec
tion 6.02(4)(a) of this revenue procedure. 
Other earnings adjustment methods, dif
ferent from those illustrated in this section 
3, may also be appropriate for adjusting 
corrective contributions or allocations to 
reflect earnings. 

(b) Under the earnings adjustment 
methods of this section 3, a corrective 
contribution or allocation that increases an 
employee's account balance is adjusted to 
reflect an "earnings amount" that is based 
on the earnings rate(s) (determined under 
section 3.01(3» for the period of the fail
ure (determined under section 3.01(2». 
The earnings amount is allocated in accor
dance with section 3.01(4). 

(c) The rule in section 6.02(5)(a) of this 
revenue procedure permitting reasonable 
estimates in certain circumstances applies 
for purposes of this section 3. For this pur
pose, a determination of earnings made in 
accordance with the rules of administra
tive convenience set forth in this section 
3 is treated as a precise determination of 
earnings. Thus, if the probable difference 
between an approximate determination of 
earnings and a determination of earnings 
under this section 3 is insignificant and the 
administrative cost of a precise determina
tion would significantly exceed the prob
able difference, reasonable estimates may 
be used in calculating the appropriate earn-
1I1gs. 

(d) This section 3 does not apply to 
corrective distributions or corrective re
ductions in account balances. Thus, for 
example, while this section 3 applies in 
increasing the account balance of an im
properly excluded employee to correct 
the exclusion of the employee under the 
reallocation correction method described 
in section 2.02(2)(a)(iii)(B), this section 
3 does not apply in reducing the account 
balances of other employees under the re
allocation correction method. (See section 

2.02(2)(a)(iii)(C) for rules that apply to 
the earnings adjustments for such reduc
tions.) In addition, this section 3 does not 
apply in determining earnings adjustments 
under the one-to-onc correction method 
described in section 2.tH( I }(b)(iii). 

(2) Period of the Failure. (a) General 
Rule. For purposes of this section 3, the 
"period of the failure" is the period from 
the date that the failure began through the 
date of correction. For example, in the case 
of an improper forfeiture of an employee's 
account balance, the beginning of the pe
riod of the failure is the date as of which the 
account balance was improperly reduced. 

(b) Rules for Beginning Date for Ex
clusion of Eligible Employees from Plan. 
(i) General Rule. In the case of an exclu
sion of an eligible employee from a plan 
contribution, the beginning of the period 
of the failure is the date on which con
tributions of the same type (e.g., elective 
deferrals, matching contributions, or dis
cretionary noncleetive employer contribu
tions) were made for other employees for 
the year of the failure. In the case of an 
exclusion of an eligible employee from an 
allocation of a forfeiture, the beginning 
of the period of the failure is the date on 
which forfeitures were allocated to other 
employees for the year of the failure. 

(ii) Exclusion from a 40 I (k) or (m) 

Plan. For administrative convenience, 
for purposes of calculating the earnings 
rate for corrective contributions for a plan 
year (or the portion of the plan year) dur
ing which an employee was improperly 
excluded from making periodic elective 
deferrals or employee after-tax contribu
tions, or from receiving periodic matching 
contributions, the employer may treat the 
date on which the contributions would 
have been made as the midpoint of the 
plan year (or the midpoint of the portion 
of the plan year) for which the failure 
occurred. Alternatively, in this case, the 
employer may treat the date on which the 
contributions would have been made as the 
first date of the plan year (or the portion of 
the plan year) during which an employee 
was excluded, provided that the earnings 
rate used is one half of the earnings rate 
applicable under section 3.0 I (3) for the 
plan year (or the portion of the plan year) 
for which the failure occurred. 

(3) Earnings Rate. (a) General Rule. 
For purposes of this section 3, the earn
ings rate generally is based on the invest-



ment results that would have applied to the 
corrective contribution or allocation if the 
failure had not occurred. 

(b) Multiple Investment Funds. If a 
plan permits employees to direct thc in
vestment of account balances into more 
than one investment fund, the earnings ratc 
is based on the rate applicable to the em
ployee's investment choices for the period 
of the failure. For administrative conve
nience, if most of the employees for whom 
the corrective contribution or allocation is 
made are nonhighly compensated employ
ees, the rate of return of the fund with the 
highest earnings rate under the plan for the 
period of the failure may be used to de
tennine the earnings rate for all corrective 
contributions or allocations. If the em
ployee had not made any applicable in
vestment choices, the earnings rate may be 
based on the earnings rate under the plan 
as a whole (i.e., the average of the rates 
earned by all of the funds in the valua
tion periods during the period of the failure 
weighted by the portion of the plan assets 
invested in the various funds during the pe
riod of the failure). 

(c) Othcr Simplifying Assumptions. 
For administrative convenience, the earn
ings rate applicable to the correcti ve con
tribution or allocation for a valuation 
period with respect to any investment fund 
may be assumed to be the actual earnings 
rate for the plan's investments in that fund 
during that valuation period. For exam
ple, the earnings rate may be determined 
without regard to any special investment 
provisions that vary according to the size 
of the fund. Further, the earnings rate 
applicable to the corrective contribution 
or allocation for a portion of a valuation 
period may be a pro rata portion of the 
earnings rate for thc cntire valuation pe
riod, unless the application of this rule 
would result in either a significant undcr
statement or overstatement of the actual 
earnings during that portion of the valua
tion period. 

(4) Allocation Methods. (a) In General. 
For purposes of this section 3, the earnings 
amount generally may be allocated in ac
cordance with any of the methods set forth 
in this paragraph (4). The methods under 
paragraph (4)(c), (d), and (e) are intended 
to be particularly helpful where corrective 
contributions are made at dates between 
the plan's valuation dates. 

(b) Plan Allocation Method. Under 
the plan allocation method, the earnings 
amount is allocated to account balances 
under the plan in accordance with the 
plan's mcthod for allocating earnings as if 
the failure had not occurred. (See Exam
ple 26.) 

(c) Specific Employee Allocation 
Method. Under the specific employee 
allocation method, the entire earnings 
amount is allocated solely to the account 
balance of the employee on whose hehalf 
the corrective contribution or allocation 
is made (regardless of whether the plan's 
allocation method would have allocated 
the earnings solely to that employee). In 
determining the allocation of plan earn
ings for thc valuation period during which 
the corrective contribution or allocation is 
made, the corrective contribution or allo
cation (including the earnings amount) is 
treated in the same manner as any other 
contribution under the plan on behalf of 
the employee during that valuation period. 
Alternatively, where the plan's allocation 
method does not allocate plan earnings 
for a valuation period to a contribution 
made during that valuation period, plan 
earnings for the valuation period during 
which the corrective contributiun or al
location is made may be allocated as if 
that employee's account balance had been 
increased as of the last day of the prior 
valuation period by the corrective contri
bution or allocation, including only that 
portion of the earnings amollnt attribut
able to earnings through the last day of the 
prior valuation period. The employee's 
account balance is then furthcr increased 
as of the last day of the valuation period 
during which the corrective contribution 
or allocatiun is made by that portion of the 
earnings amount attributable to carnings 
after the last day of the prior valuation 
pcriod. (See Example 27.) 

(d) Bifurcated Allocation Method. Un
der the bifurcated allocation method, the 
entire earnings amount for the valuation 
periods ending before the date the correc
tive contribution or allocation is made is 
allocated solely to the account balance of 
the employee on whose behalf the cor
rective contribution or allocation i~ made. 
The earnings amount for the valuation pe
riod during which the corrective contribu
tion or allocation is made is allocated in ac
cordance with the plan's method for allo
cating other earnings for that valuation pe-

riod in accordanl'e with sectiun 3.01(4)(b). 
(See Example 28.) 

(e) Current Period Allocation :v1ethod. 
Under the current pcriod allocation 
method, the portion of the earnings amount 
attributable to the valuation period dur
ing which the period of the failure begins 
("first partial valuation period") is allo
cated in the same manner as earnings for 
the valuation period during whil'h the l'or
rective contribution or allocation is made 
in accordance section 3.0 I (4 )(b). The 
earnings for the subsequent full valuation 
periods ending before the beginning of 
the valuation period during which the cor
rective contribution or allocation is made 
are allocated solely to the employee for 
whom the required contribution should 
have been made. The earnings amount 
for the valuation period during which the 
correcti ve contribution or allocation is 
made ("second partial valuation period") 
is allocated in accordance with the plan's 
method for allocating other earnings for 
that valuation period in accordance with 
section 3.01(4)(b). (See Example 29.) 

.02 Examples. 

Example 26: 
Employer L maintains a protit-sharing plan that 

provides only for nonelective contributions. The plan 

has a single investment fund. Under the plan. assets 

are valued annually (the last day ot the plan year) and 

earnings for the year are allocated in proportion to ac

count balances as oflhe last day of the prior year. after 

reduction for di stri hutions duri ng the current year but 

without regard to contributions received during the 

current year (the "prior year account balance"). Plan 

contributions for 1997 were made on March 11, 1998. 

On April 20. 2000. Employer L determines that an op

erational failure occurred for 1997 because Employee 

X was improperly excluded from the plan. Employer 

L decides to correct the failure by using the Appcn

dix 1\ correctIOn method for the exclusion of an el
igible employee from nonelective contrihutions in a 

profiHharing plan. Under this method. Employer L 

determines that this failure is corrected by making a 

contribution on behalf of Employee X of $5.000 (ad

justed for earnings). The earlllngs rate under the plan 

for 199R was +20%. The earnings rate under the plan 

for 1999 was +10%. On May 15.2000. when Em

ployer L determines that a contrihut ion to correct for 

the failure will be made on June I. 2000. a reasonable 

estimate of the earnings rate under the plan from Jan

uary I. :W()O to June I. 20()O is + 12'.Ic. 

Earnings Ad,lIsmu:'lIi ollihe Correctil'e COll/rib"r;(lII. 
The $5,0()(J corrective contribution on behalf uf 

Employee X is adjusted to relleet an earnings amount 

based on the earnings rates for the period of the fail

ure (March 31. It)l)g through June I. 20{)0) and the 

earnings amount is allocated using the plan alloca

tion method. Employer L determines that a I'm rara 

SImplifying ""umption may be used to determine the 
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earnings rate for the period from t>hrch J L 19LJ~ to 
December -' I. ll)l)~. becau\e that rate doe\ not sIg

nificantly undeNatc or 0\ er\tate the actual earnings 

Time Period, 

3/3I!9R - 1213I/LJR I FiN Partial \'aluatllln Period I 

11l1l)9 - 12131/l)'l 

111100 - 611/00 ISecond Partial ValuJ\Ion Perilld) 

If thc 5S.000 correctlvc contnhutlt)n had heen 

contrihuted for Employee X on March J I. 1'll)X. 
III earning\ for 1998 would hay e been increa,ed 
by the amount of the earnings on the additional 

5S.000 ctlntnhution from March -' L 1998 through 
December 31. ILJ98. and would have heen allo
cated as 199H earnlllgs in proportion to the prior 
year 1 Decemher 31. 1997) account halances. 121 
Employee X'\ account halance as of Deccmher 31. 
1998. \\ (luld have heen increased hy the additional 
);S.OOO contrihution. 1 -,) earnings for 1999 would 
have heen increased hy the 1999 earnings on the 
additional $5.000 contrihution (inc1udlllg 1998 earn
ings thereon) allocated in proportion to the prior 
year (December .11. 1998) account balances along 
with other 19'1'l earnings. anu (4) earnings for 2000 

would have been increa\ed hy the earnings on the 
additional $5.000 (including 1998 and 1999 earnings 
thereon) from January I to June I. :WOO. and would 
he allocated in proportion to the prior year (Decem-

for that perind. Accordingly. Employer L dctennines plicable earnings rates under the plan during the pe-
that the carnings rate tor that period is 15<;(· (9112 of riod of the failure arc: 
the plan' s 2WIr earnings rate for the year). Thus. ap-

Earnings Rate 

+15°1c 
+\O<;} 

+12% 

her J 1. 1999) account balances along with other 
~OOO earnings. Accordingly. the $5.0()() corrective 
contrihution IS adjusted to re!lect an earning., amount 
of $2.084 ($S.OOO[(I.IS)(1.l0)(1.12)-1]) and the 

earnings amount is allocated to the account balances 
under the plan allocation method as follows: 

(a) Each account balance that shared in the allo
cation of earnings for 1998 is increased. as of Dccem

her 31. 1998. by its appropriate share of the earnings 
amount for 1998. $750 ($5.000(.15)). 

(b) Employee X's account balance is increased. 

as of December 31. 1998. hy $5.000. 
(e) The resulting December 31. 1998 account 

balances will share in the 1999 earnings. including 
the $575 for 1999 eamings included in the corrective 
contribution ($5.750(. iO)). to determine the account 
balances as of December 31. 1999. However. each 
account balance other than Employee X's account 
nabnce has already shared in the 1999 earnings. 

TABLE I 
C:ALCULATION AND ALLOCATION OF THE 

excluding the $57S. Accordingly. Employee X's ac
count balance as of Decemher J I. 1999 will include 
$500 of the 1999 portion of the earnings amount 
based on the Si5.nOn corrective contrihutIon allocated 
to Employee X's account balance as of December 
31. 1998 ($5.000( 1m). Then each account balance 
that originally ,hared in the allocation of earnings 
for 1999 (i.e .. excluding the $5.500 additions to 
Employee X's account balance) is increased by its 
appropriate share of the remaining 1999 portion of 
the earnings amount. $7S. 

(d) The resulting Decemher 31. 1999 account bal
ances (including the $5 .. 'iOO additions to Employee 
X' s account balance) will share in the 2000 portion 
of the earnings amount based on the estimated Jan
uary 1. 2000 to June 1. 2000 eamings included in the 
conective contribution equal to $759 ($6.325(.12»). 
(See Tahle I.) 

CORREc:TlVE AMOUNT ADJUSTED FOR EARNINGS 

Corrective Contribution 

First Partial Valuation Period Earnings 

1999 Earning\ 

Second Partial Valuation Penod 
Ellrnings 

Total Amount Contrihuted 

1$5.00(J x lS'I, 

'$S.750($S.OOO + 7S0) x [O'X 

'$0.325155.000 +750 +S75) \ 12';; 

Earnings Rate 

15c1c 

10% 

12tj( 

Amount Allocated to: 

$5.000 Employee X 

750
1 All 12/31/1997 Account Balances 

4 

0 
575- Employee X ($500)/All 12/3111998 

Account Balances ($75)4 

7593 All 12131/1999 Account Balances 
(including Employee X's $5.500)4 

$7.084 

.j After reuuctinn for dlstrihutions during the year It)! which earning are being determined but without regard to contrinutions received during the year for 
which earnings are heing detenl1lneu 

i:\ol1lp/e '::7-

The fact, arc the same as in E.'dllll'le 26. 

furniJlg.\ Adjll"''I1l1CII( on rhe Corl"t'cfirt lOlllrihlltioJ1: 

Th..: l'Jrnmg~ Jmount on the corn.:LtI\ C L'ontrihu

linn i~ Ih(' ~i.llll(' a .. In E\lIlJ1pie ~3, hut the ~arning~ 

•. Hllount i.., alloi.:ateJ lhHl~ the "'p(,~lfl( employee al-
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location method Thus. the entire earnings amount 
for all periods through .June 1. 2000 (i.e .• $750 for 
March 31. 1998 to Decemher 31. [998. $575 for 
I <J99. and $759 for January I. :WOO to June 1. 2000) 
is allocated to Employee X Accordingly. Employer 
L makes a contribution on June 1. 2000 to the plan 
of~7.08-+1$5.0()0(\.15)(1.1O)(112)). EmployeeX's 

account halance as of December 31. 2000 is increased 
by $7.084. Altemative1y_ Employee X's account bal
ance as of December 31. 1999 is increased hy $6.325 
($5.000(1 15)( 1.10». which shares in the allocation 
of earnings for 2()OO. and Employee X's account bal
ance as of December 31_ 2000 is increased by the re
maining $759 (See Table 2.) 



TABLE 2 
CALCULATION AND ALLOCATION OF THE 

CORRECTIVE AMOU:-.JT ADJUSTED FOR EARNINGS 

Earnings Rate Amuunt 

Corrective Contribution 

First Partial Valuatiun Period Earnings 

1999 Earnings 

Second Partial Valuation Period 

Earnings 

Total Amount Contributed 

1$5,000 x 15% 

2$5)50($5,000 +750) x 10% 

3$6325($5,000 +750 +575) x 12% 

Example 28: 

15% 

10% 

12°1<, 

The facts are the same as in Example 26. 

Earnings Adjustment on the Corrective Contribution: 

The earnings amount on the corrective contribu

tion is the same as in Example 23. but the earnings 

amount is allocated using the bifurcated allocation 

$5,000 

750 1 

, 
575-

7593 

$7,OR4 

method. Thus, the earnings for the first partial val

uation period (March 3 L 1999 to December 3 L 

1998) and the earnings for 1999 are allocated to 
Employee X. Accordingly, Employer L makes a 

contribution on June 1, 2000 to the plan of $7,084 
($5,000(1.15)(1.10)(1.12)). Empluyee X's account 

balance as of December 31, 1999 is increased by 

TABLE 3 

CALCULATION AND ALLOCATION OF THE 
CORRECTIVE AMOUNT ADJUSTED FOR EARNINGS 

Earnings Rate Amount 

Correcti ve Contri bution 

First Partial Valuatiun Periud Earnings 

1999 Earnings 

Second Partial Val uation Period 

Earnings 

Total Amount Contributed 

1$5,000 x 15% 

2$5,750($5,000 +750) x 10% 

'$6,325($S,000 +750 +575) x 12% 

$5,000 

15% 750 1 

0 

10% 575-

12%) 759' 

$7,Og4 

Allocated to: 

Employee X 

Employee X 

Employee X 

Employee X 

$6,325 (S5,000(1.15)( 110)): and the December 3 L 

1999 account balances of employees I including Em

ployee X', increased account balance) will share 

in estimated January L :2000 to June L 2000 earn

ings on the corrective contribution equal to $759 
($6,325(.12)). (See Table 3.) 

Allocated to: 

Employee X 

Employee X 

Employee X 

12/31/99 Account Balances (including 
Employee X's $6.325)4 

'After reduction for distributions during the :2000 year but without regard to contributions received during the 2000 year. 
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f.I(/IIt/'!" ~') 

The fach ,Ire the "lllle a' in F.I""'!)!" 2t.. 

/:(/1 II ill r..: \ '(/un[lI/ell! (11/ rhc CO/Tl'cli \ (' ('oorn!JU{lOJ/ 

Th,' earning' dll1(\Unt on the (llITecti\e contriou

tion I' the 'amc CI' In Fld"'!)!" 23. hilt the edrning' 
.I11Hlunt i, dll"CCllcd u'lI1g the current [lcriod .Illl1e"l

tilln mt,tlllld Thu,. the ,'drlllng' lor the fiN partial 

\,Illldtion pt' rind I \brch .11. 19lJX to DCt'emocr .11. 
1')l)~1 'Ir,' ,Ill,'c.ltcd 'I' ~l)()() cdrning'. Accordingly, 

ElllplD) er L make, a contrioutiDn on June I. ~DDD to 

the plan of S7.0H" t55.DOO 11.15)lllOII1l2IL Em
ployee X', account halance dS of Deccmher J I. Il)l)l) 

Is II1creaseu b\ the sum nl S55()() 1$5,[)[)()11 10») dlld 

the remaining I L)l)l) earnings on the t'\llTecti\L' contri
bution equ,1l to S75t55,()()()1 1511 10)1 Further. both 
1 II the estllllated March J I. 1 L)L)X to Dccemher .11 . 
1l)l)X earnings lm the cOITecti\e contrihutlon equdl 
to )75() 1$5,()()()( 15») and (2) the cstimateu Januan 
I. 2()()() to June I. 20()() camlngs on thc eOlTecti\e 

TABLE .. 
CALCULATION AND ALLOCATION OF THE 

,'ontrihutlon e'lu.l1 t" 575l) (511 . .12)t.12) are treakd 

III the 'dme manner a' 2t)OO <'"rning' 0\ ,llll)t"lIl1lg 
these amllunls t,1 the Det'cmher .; I. 20DO .Iccount hal
;lI1l'(':-. l)f l'lllph)Yl'l" 111 pnlrH)rtll)11 Il) ~h_'Lnllnt haLIIll'I." 

'I' IIf Dccemhcr J I. Il)l)l) Illlcluding Employee X's 
Incct'a,cd ,It'COUllt halancel. ISet'. Tahle·1.) Thus, 
Elllpl'l~t'C '( i, allocated the earlllngs for the full \;11-
uatinll pennd durinl! Ihe period nf the failure. 

CORRECTIVE AMOUNT ADJUSTElJ FOR EARNINGS 

Earning' Rate Amount Allocated [0: 

('l\llcLtl\e COlltrihutilln 

hrst Part I,d \'aluation Pcnod Earning.\ 

1l)l)L) Earning.' 

Set'lInt! Partial Valuation Period 
Eclrlllllg"l 

Tolal Allhlllnt ('ontrihukd 

1\5.111111 \ 15'; 

-j,'i.75111)'i.l)OO +7-'111.\ 10'1< 

\h,,'::''i1$5.IIOIl +7:iO +575\ x 12'fc 

15~; 

IWIr 

12';' 

$5,000 Employee X 

750
t 12131/99 Account Balance, lincluding 

Employee X', $5.s75)~ 

575' Employee X 

759J 12131/99 Account Balances 1 including 
Employee X', $5.575)~ , 

$7,()8-+ 

~,\Ilt:r reduction fllr dlstrihutions during the year for which earnings arc being determineu but without regard to contributions received dunng the year for 
\\ hid, l'Llrning~ art.:- hcing tktermineLl. 
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INSTRUCTIONS 

APPENDIX C 

YCP CHECKLIST 

IS YOUR SUBMISSION COMPLETE? 

The Service will be able to respond more quickly to your YCP request if it is carefully prepared and complete. To ensure that your 
request is in order, use this checklist. Answer each question in the checklist by inserting yes, no, or Nt A, as appropriate, in the 
blank next to the item. Sign and date the checklist (as taxpayer or authorized representative) and include it in the slIbmission (IS 

provided in section 11.09 of Rev. Proc. 2006-27 (Hereafter, all section references are to Rev. Proc. 2006-27.) 

You must submit a completed copy of this checklist with your request. If a completed checklist is not submitted with your request, 
substantive consideration of your submission will be deferred until a completed checklist is received. 

TAXPAYER'SNAME ____________________________________________ _ 

TAXPAYER'S 1.0. NO. __________________________________________ _ 

PLAN NAME & NO. ____________________________________________ _ 

ATTORNEY!P.O.A. ___________________________________________ _ 

The following items rclate to all submissions: 

I. Does the submission consist solely of a failure to amend a plan timely for (a) good faith plan amendments 
for EGTRRA, (b) plan amendments for the final and temporary regulations under § 401(a)(9) or (c) interim 
amendments? If yes, please proceed to Appendix F. (See section 11.01 and sections 4.06 and 10.08.) 

2. Have you included an explanation of how and why the failure(s) arose, including a description of the 
administrative procedures for the plan in effect at the time the failure(s) occurrcd? (See section 11.02(3) 
and (4).) 

3. Have you included a detailed description of the method for correcting the failure(s) identified in your 
submission? This description must include. for example, the number of employees affected and the expccted 
cost of correction (both of which may be approximated if the exact number cannot be determined at 
the time of the request), the years involved, and calculations or assumptions the Plan Sponsor used to 
determine the amounts needed for correction. In lieu of providing correction calculations with respect to 
each employee affected by a failure, you may submit calculations with respect to a representative sample 
of affected employees. However, the representative sample calculations must be sufficient to demonstrate 
each aspect of the correction method proposed. Note that each step of the correction method must be 
described in narrative form. (See section 11.02(5).) 

4. Have you described the earnings or interest methodology (indicating computation period and basis for 
determining earnings or interest rates) that will be used to calculate earnings or interest on any corrective 
contributions or distributions? (As a general rule, the interest rate (or rates) earned by the plan during the 
applicable period(s) should be used in determining the earnings for corrective contributions or distributions.) 
(See section 11.02(6).) 

5. Have you submitted specific calculations for either affected employees or a representative sample of 
affected employees? (See section 11.02(7).) 

6. Have you described the method that will be used to locate and notify former employees or, if there are 
no former employees affected by the failure(s) or the correction(s), provided an affirmative statement 
to that effect? (See section 11.02(8).) 

7. Have you provided a description of the administrative measures that have been or will be implemented to 
ensure that the same failure(s) do not recur? (See section 11.02(9).) 

8. Have you included a statement that, to the best of the Plan Sponsor's knowledge, the plan is not currently 
under an Employee Plans examination? (See section 11.02(10).) 

9. Have you included a statement that, to the best of the Plan Sponsor's knowledge, the Plan Sponsor is not 
under an Exempt Organizations examination? (See section 11.02(10).) 
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10. Have you included a statement that neither the plan nor the Plan Sponsor has been a party to an 
abusive tax avoidance transaction'? Alternatively, have you provided a statement identifying the abusive tax 
avoidance transaction(s) to which the plan or the Plan Sponsor has been a party') (See section 11.02( II).) 

II. If the submission includes a failure related to Transferred Assets, have you included a description of the 
related employer transaction, including the date of the employer transaction and the date the assets were 
transferred to the plan') (See section 11.02(12).) 

12. Have you included a copy of the portions of the plan document (and adoption agreement, if applicable) 
relevant to the failure(s) and method(s) of correction? (See section 11.03(2).) 

D. Have you included the original signature of the sponsor or the sponsor's authorized representative? 
(See section 11.06.) 

I·t Have you included a Power of Attorney (Form 2848) or Tax Information Authorization (Form 882 I),? 
Note: Authorization to represent a plan sponsor before the Service using Form 2848 is limited to attorneys. 
ccrtified public accountants. enrolled agents. and enrolled actuaries. (See section 11.07.) 

15. Have you included a Penalty of Perjury Statement signed (original signature onl y) and dated by the Plan 
Sponsor') (See section 11.08.) 

16. Have you designated your submission for a Qualified Plan. 403(b) Plan. SEP. SIMPLE IRA Plan, or 
Orphan Plan') In addition. the submission should indicate if the submission is a Group Submission. an 
Anonymous Submission, a nonamender submission. a multiemployer or multiple employer plan submission. 
(See section Il.l 0.) 

17. Have you submitted the Appendix E acknowledgement letter? (See section 11.11.) 

18. If you are requesting a waiver of the excise tax under § 4974 of the Code. have you included the request. 
and, if applicable, an explanation supporting the request for any affected owner-employee or 10 percent 
owner? (See section 6.09(2).) 

19. If you arc requesting relief of the excise tax under §§ 4972 or 4979, have you included the request and a 
detailed description of the failure? (See sections 6.09 (3) & (4).) 

20. If you are you requesting that participant loans being corrected under this revenue procedure not be 
treated as distributions pursuant to § 72(p), have you included the request and a detailed description of 
the failure? Alternatively, if you are requesting that participant loans being corrected under this revenue 
procedure be recognized as distributions in the year of correction, instead of the year that the deemed 
distribution occurred under § 72(p), have you included the request and a detailed description of the failure? 
(See sections 6.02(6) and 6.07.) 

21. Where applicable, have you submitted an application for a determination letter and Form 8717 together 
with a check for the user fee made payable to the U.S. Treasury? (See sections 10.06 and 11.03(3).) 

22. If the plan is currently being considered in an unrelated determination letter application, have you 
included a statement to that effect? (See section 11.02(12).) 

23. Have you included a copy of the first three pages of the Form 5500 (which includes employee census 
information) and the applicahle Financial Information Schedule of the most recently filed Form 5500 series 
return') Note: If a Form 5500 is not applicable, insert Nt A and furnish the name of the plan, and the census 
information required of Form 5500 series filers. (See section 11.03(1 ).) 

24. Where applicable have you included a check for the YCP compliance fee, and, if applicable, a separate 
check for the determination letter fee each made payable to the U.S. Treasury') (See sections 10.06 and 
12.01 ).) 

25. If your submission is for a terminating Orphan Plan, have you included a request for a waiver of the yep 
fcc'! (See section 12.02(3).) 

26. Ha\'e you assembled your submission as described in section 11.14? 
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If you inserted "N/A" for any item enter explanation: 

Signature Date 

Title or Authority 

Typed or printed name of person signing checklist 
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APPENDIX D 

SAMPLE FORMATS FOR YCP SUBMISSIONS 

The following sample submission formats may be photocopied and used as part of a YCP submission. 

I. SAMPLE FORMAT FOR VCP SUBMISSION FOR QUALIFIED PLAN 

Indicate Plan Type, and whether submission is a Group or Anonymous Submission 

Identification of Failures 

A complete description, for each failure, which includes (but is not limited to): 

I) A description of the failure 

2) Years in which the failure occurred (including closed years) 

3) Number of participants affected (may be estimated) 

.+) A description of the administrative procedures in effect at the time the failures occurred 

5) Explanation of how and why the failures occurred 

Description of Proposed Method of Correction 

A complete description of the correction proposed, for each failure, which includes (but is not limited to): 

I) a complete description of the method of correction proposed for correcting the failure and if multiple steps are involved, a 

narrative of the steps involved in implementing the proposed correction 

2) the number of employees affected (may be estimated) 

3) the expected cost of correction (may be estimated) 

4) the years involved 

5) calculations or assumptions used to determine the amounts needed for correction 

6) a description of the methodology that will be used to calculate earnings or actuarial adjustments on any corrective 
contributions or distributions (indicating the computation periods and the basis for determining earnings or actuarial 
adjustments in accordance with section 6.02(4) of Rev. Proc. 2006-27) 

7) specific calculations, sufficient to demonstrate each aspect of the correction method proposed, for each affected employee 
or a representative sample of affected employees 

8) the method that will be used to locate and notify former employees and beneficiaries, or an affirmative statement that no 
former employees or beneficiaries were affected by the failures or will be affected by the correction 

9) if a submission includes a failure that refers to Transferred Assets and the failure occurred prior to the transfer, a description 
of the transaction (including the dates of the employer change and the plan transfer) 

10) any request (with supporting rationale) for either not treating participant loans as distributions pursuant to § 72(p) or that 
deemed distributions under § 72(p) be recognized in the year of correction 

II) any specific request (with supporting rationale) for relief from excise taxes under §§ 4972, 4974 or 4979 

12) for Orphan Plans only, any specific request for relief (with supporting rationale) from imposition of the Voluntary 
Compliance fee 

Description of Administrative Procedures 

A description of the administrative measures that have been or will be implemented to ensure that the failure(s) will not recur 

Sample Statement regarding status of examination: 

To the best of the Plan Sponsor's knowledge (I) the subject Plan is not currently under examination of either an Employee Plans 
Form ))()O series return or other Employee Plans examination, (2) the Plan Sponsor is not under an Exempt Organizations 
examination (that is. an examination of a Form 990 series return or other Exempt Organizations examination, (3) neither the 
Employer nor any of its representatives have received verbal or written notification from the TEGE Division of an impending 
examination or of any impending referral for such examination, nor is the Plan in Appeals or litigation for any issues raised in 
such an examination. and (4) the subject Plan is not currently under investigation by the Criminal Investigation Division of the 
Internal Re"enue Service. 
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Sample Statement (if applicable) regarding status of any determination letter application not related to the VCP submission 

The Plan Sponsor applied for and has currently pending an application for a favorable determination letter with the Service 
filed on (insert date) 

Sample Statement regarding abusive tax avoidance transactions if neither the Plan nor the Plan Sponsor was a party to 
such a transaction (note - if either the plan or plan sponsor was a party to such a transaction, a statement describing the 
transaction will be required) 

Neither the Plan nor the Plan Sponsor has been a party to an abusivc tax avoidancc transaction as defined in section 4.13(2) of 
Rev. Proc. 2006-27. 

Sample Penalty of Perjury: 

Under penalties of perjury, I declare that I have examined this submission, including accompanying documents and, to the best of 
my knowledge and belief, the facts and information presented in support of this submission are true, correct and complete. 

Name and Title (Executed by Plan Sponsor) 

Required Documentation: 

Copy of plan document (or relevant plan provisions, i.e., those provisions relating to the failure(s) described in the 
submission) 

Copy of the first three pages of the most recently filed Form 5500 series return and the applicable Financial Information 
Schedule. (In the case of a terminated plan, the Form 5500 must be the one filed for the plan year prior to the plan year for 
which the Final Form 5500 return was filed.) 

Power of Attorney (Form 2848) or Tax Information Authorization (Form 8821), if applicable 

A statement that neither the plan nor the Plan Sponsor has been a party to an abusive tax avoidance transaction (as 
defined in section 4.13(2») or a brief identification of any ahusive tax avoidance transaction to which the plan or the Plan 
Sponsor has been a party 

Determination letter application 

Your submission mu:'.t include a determination letter application on the appropriate Form 5300 series application form if you 
are correcting a nonamender failure. A nonamender failure is a failure to amend the plan to reflect a change in a qualification 
requirement within the plan's applicable remedial amendment period. A change in a qualification requirement includes a change 
arising from a statutory change, issuance of regulations or other guidance published in the Internal Revenue Bulletin. If you are 
correcting the nonamender failure through the adoption of an amendment designated by the Service as a model amendment or the 
adoption of a prototype or volume submitter plan for which you have reliance on the plan's opinion or advisory letter as provided 
in Rev. Proc. 2006-6,2006-1 I.R.B. 204, no determination letter application is necessary. If your plan is terminating, or if you are 
correcting a failure other than a nonamender failure through a plan amendment and you are submitting your YCP submission 
during the same year the plan's remedial amendment period is expiring, you may request a determination letter on the plan. When 
submitting for a determination letter with a YCP submission, please submit the following documents: 

a copy of the amendment (or entire plan, in the case of a nonamender failure) 

the appropriate Form 5300 series application form, and 

Form 8717 and the appropriate determination letter user fee 

Assembling your submission 

Please assemble your submission package in the order provided in section 11.14 of this revenue procedure (and partially 
reproduced below). The sample format above may be used as a tool for preparing the information required for your submission. 

1. If applicable, Form 8717, User Fee for Employee Plan Determination Letter Request, and the check for the determination 

letter user fee made payable to the U.S. Treasury 

2. Determination letter application (Form 5300 series), if applicable 
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3. Submi~sion signed by the Plan Sponsor or Plan Sponsor's authorized representative. with a check for the VCP fee made 
payable to the U.S. Treasury attached to the front of the submission letter. The submission should include the following: 

• Type of plan (or group of plans) being submitted 
• Description of the failures (if the failures relate to Transferred Assets, include a description of the related employer trans

action) 
• An explanation of how and why the failures arose 
• De~cription of the method for correcting failures. including earnings methodology (if applicable) and supporting com

putations (if applicable) 
• Description of the method used to locate or notify former employees affected by the failures or corrections and if no 

former employees are affected by the failures or corrections, then the letter should affirmatively state that position when 
addressing this issue 

• Description of the administrative procedures that have been or will be implemented to ensure that the failures do not recur 
• Whether a request that participant loans corrected under this revenue procedure not be treated as distributions §72(p) is 

being made and supporting rationale for such request. Alternatively, whether a request that participant loans corrected 
under this revenue procedure should be treated as distributions in the year of correction is being made and supporting 
rationale for such request. 

• Whether relief from imposition of the excise taxes under §§ 4972, 4974 or 4979 is being requested, and the supporting 
rationale for such relief 

• If the plan is an Orphan Plan, whether relief from the VCP application fee is being requested, and the supporting rationale 
for such relief 

• A statement on whether the plan is being considered in an unrelated determination letter application (if applicable) 
• Statement that the plan is not Under Examination 
• Statement that the Plan Sponsor is not under an Exempt Organizations examination 
• A statement that neither the plan nor the Plan Sponsor has been a party to an abusive tax avoidance transaction (as defined 

in section 4.13(2)) or a brief identification of any abusive tax avoidance transaction to which the plan or the Plan Sponsor 
has been a party 

• Penalty of perjury statement 

4. Completed and signed checklist (see Appendix C of Rev. Proc. 2006-27) 

5. Acknowledgement Letter, if desired (see Appendix E of Rev. Proc. 2006-27) 

6. Pmver o{Attomey (Form 2848) or Tax Information Authorization (Form 8821), if applicable 

7. Form 5500, (first three pages and the applicable Financial Information Schedule) or equivalent information 

8. Copy of opinion or determination letter (if applicable) 

9. Relevant plan document language or plan document (if applicable) 

I n. Any other items that may be relevant to the submission 
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II. SAMPLE FORMAT FOR VCP SUBMISSION FOR QUALIFIED PLAN WHERE THE 
ONLY ISSUE IS A NONA MENDER FAILURE 

Indicate Plan Type, and whether submission is a Group or Anonymous Submission 

Identification of Failures 

1) Indicate which tax legislation is the subject of the submission: (check all that apply) 

The Employee Retirement Security Act of 1974 (ERISA) 

The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) 

The Deficit Reduction Act of 1984 (DEFRA) 

The Retirement Equity Act of 1984 (REA) 

The Tax Reform Act of 1986 (TRA '86) 

The Unemployment Compensation Act of 1992 (UCA) 

The Omnibus Budget Reconciliation Act of 1993 (OBRA '93) 

The Uruguay Round Agreements Act; the Uniformed Services Employment and Reemployment Rights Act of 1994; the 
Small Business Job Protection Act of 1996; the Taxpayer Relief Act of 1997; the Internal Revenue Service Restructuring 
and Reform Act of 1998; and the Community Renewal Tax Relief Act of 2000 (collectively known as "GUST") 

The good faith plan amendments for the Economic Growth and Tax Relief Reconciliation Act of 2001 CEGTRRA"), 
within the period described in Notice 2001-42 including those changes listed in Notice 2005-5 

The final and temporary regulations undcr § 401(a)(9) of the Internal Revenue Code 

interim amendments pursuant to section 5 of Rev. Proc. 2005-66 

Please List: 

EGTRRA 

Other: 

Please list: _______________________________________ _ 

2) Years in which the failure(s) occurred (including closed years) 

3) A description of the administrative procedures in effect at the time the failures occurred 

4) Explanation of how and why the failures occurred 

Description of Proposed Method of Correction 

Include appropriate determination letter application (see "Required Documentation," below). 

Description of Administrative Procedures 

A description of the administrative measures that have been or \vill be implemented to ensure that the failure(s) will not recur 
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Sample Statement regarding status of examination: 

To the be,t of the Plan Sponsor'~ knowledge (I) the subject Plan is not cUITently under examination of either an Employee Plans 
Form 5500 ,eries return or other Employee Plans examination. (2) the Plan Sponsor is not under an Exempt Organilations 
examination (that is. an examination of a Form 990 series return or other Exempt Organizations examination. (3) neither the 
Employer nor any of its representatives have received verbal or written notification from the TEGE Oiv\,ion of an impending 
examination or of any impending refeITal for such examination. nor is the Plan in Appeals or litigation for any issues raised in 
such an examination. and (..j.) the subject Plan is not cUITently under investigation by the Criminal Investigation Oi \ision of the 
Internal Revenue Service. 

Sample Statement regarding abusive tax avoidance transactions If neither the Plan nor the Plan Sponsor was a par(v to 
.mch a transaction (note - if either the plan or plan sponsor was a party to such a transaction, a statement describing the 
transaction will be required) 

Neither the Plan nor the Plan Sponsor has bcen a party to an abusive tax avoidance transaction as defined in section 4.13(2) of 
Re\. Proc. 2006-27. 

Sample Statement (if applicable) regarding status of any determination letter application not related to the vep submission 

The Plan Sponsor applied for and has cUITently pending an application for a favorable determination letter with the Service 
filed on (insert date). 

Sample Penalty of Perjury: 

Under penalties of perjury. I declare that I have examined this submission. including accompanying documents and, to the best of 
my knowlcdge and belief. the facts and information presented in support of this submission are true. cOITect. and complete. 

Name and Title (Executed by Plan Sponsor) 

Required Documentation: 

Appropriate determination letter application form (i.e., Form 5300 series) 

Copy of plan document in effect prior to proposed amendment 

Copy of the proposed plan amendment 

Form 8717 and determination user fee 

Any other materials required to be submitted with determination letter application (see Forms 5300. 5310 & 
Schedule Q. and 5303) 

Copy of the first three pages of the most recently filed Form 5500 series return and the applicable Financial Information 
Schedule (In the casc of a tcrminatcd plan. include the Form 5500 filed for the plan year prior to the plan year for which the 
Final Form 5500 return was filed.) 

Pima o(Attome\, (Form 2848) or Tax In(omwtion Alithori~atioll (Form 88211, if applicable 

A statement that neither the plan nor the Plan Sponsor has heen a party to an abusive tax avoidance transaction (as 
defined in section 4.13(2)) or a brief identification of any abusive tax avoidance transaction to which the plan or the Plan 
Sponsor has been a party 

Copy of determination letter most recently issued with respect to the plan 

Your submission must include a determination letter application on the appropriate Form 5300 series application form if you 
are correcting a nonamender failure. A nonamender failure is a failure to amend the plan to reflect a change in a qualification 
requirement within the plan's applicable remedial amendment period. A change in a qualification requirement includes a change 
ari,ing from a statutory change. issuance of regulations or other guidance published in the Internal Revenue Bulletin. If you are 
correcting the nonamender failure through the adoption of an amendment designated by the Service as a model amendment or the 
adoption l)f a prototype or \'olume submitter plan for which you have reliance on the plan's opinion or advisory letter as provided 
in Re\,. Pmc. 2()()6-6. 2()06-1 I.R.B. 204. no determination lcttcr application is necessary. If your plan is terminating. or if you are 
c()rreL'ling a failure other than a nonamender failure through a plan amendment and you are submitting your VCP submission 
dunng the ,ame year the plan' s remedial amendment period is expiring. you may request a determination letter on the plan. 
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Assembling your submission 

If you are preparing your submission using the sample format provided above, please assemble your submission package in 
the following order: 

1. If applicable, Form 8717, User Fee for Employee Plan Determination Letter Request, and the check for the determination 
letter user fee made payable to the U.S. Treasury 

2. Determination letter application (Form 5300 series), if applicable 

3. Submission, with a check for the VC fee made payable to the U.S. Treasury attached to the front of the submission 
letter, and including: 

• Identification of Failures 
• Description of Proposed Method of Correction 
• Description of Administrative Procedures 
• Statement regarding status of examination 
• Statement regarding abusive tax avoidance transactions 
• Statement regarding unrelated determination letter application (if applicable) 
• Penalty of Perjury statement 

4. Completed and signed Checklist (see Appendix C of Rev. Proc. 2006-27) 

5. Acknowledgement Letter, if desired (see Appendix E of Rev. Proc. 2006-27) 

6. Power of Attorney (Form 2848) or Tax Information Authorization (Form 8821), if applicable 

7. Form 5500 (first three pages and the applicable Financial Information Schedule) or equivalent information including: 
number of participants in the plan and total amount of plan assets 

8. Copy of opinion or determination letter 

9. Copy of plan document in effect prior to the proposed plan amendment(s) 

10. Copy of the proposed plan amendments 
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Plan Name: [Insert plan name and plan number] 

APPENDIX E 
Acknowledgement Letter 

Control #: ____ ITo be completed by the Internal Revenue Service] 

Received Date: ____ [To be completed by the Internal Revenue Service] 

INSERT NAME AND 
ADDRESS OF PLAN 
SPONSOR OR 
POWER OF 
ATTORNEY AT LEFT 

The Internal Revenue Service. Employee Plans Voluntary Compliance, has received your VCP Submission for the 
above-captioned plan. Your request has been assigned the control number listed above. This number should be referred to 
in any communication to us concerning your submission. 

You will be contacted when the case is assigned to an agent. If you are not contacted within 120 days from the date of this letter, 
and need to inquire about the status of your case, please call (202) 283-9888 (not a toll-free number). Please leave a message with 
the name of the Plan. the Control Number, your name and a phone number where you can be reached. 

Thank you for your cooperation. 
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APPENDIX F 
VCP SAMPLE SUBMISSION FOR INTERIM NONA MENDERS 

PLAN SPONSOR'S NAME ______________ _ 

PLAN SPONSOR'S LD. NO. ______________ _ 

PLAN SPONSOR'S ADDRESS: 

PLAN NAME & NO. ______________ _ 

PLAN SPONSOR REPRESENTATIVE NAME ______________ _ 

PLAN SPONSOR REPRESENTATIVE ADDRESS: 

Identification of Failures: 

The Plan identified above was not amended timely for: (check failure(s) that apply): 

the good faith plan amendments for the Economic Growth and Tax Relief Reconciliation Act of 200 I ("EGTRRA"), within 
the period described in Notice 2001-42 including those changes listed in Notice 2005-5 

the final and temporary regulations under § 401(a)(9) of the Internal Revenue Code 

interim amendments pursuant to section 5 of Rev. Proc. 2005-66 

Pleasc List: 

Description of Proposed Method of Correction 

The Plan Sponsor adopted amendments required to correct the failure(s) identified above. The signed and dated amendments are 
attached to this submission. 

Description of steps taken to ensure that the failure does not recur [INSERT below] 

Plan Sponsor's representations: 

To the best of my know ledgc (1) thc subjcct Plan is not currently under examination of either an Employee Plans Form 5500 
series return or other Employee Plans examination. (2) the Plan Sponsor is not under an Exempt Organizations examination (that 
is, an examination of a Form 990 series return or other Exempt Organizations examination. (3) ncithcr thc Employer nor any of its 
representatives have received verbal or written notification from the TEGE Division of an impending examination or of any 
impending referral for such examination. nor is the Plan in Appeals or litigation for any issues raised in such an examination. and 
(4) the subject Plan is not currently under investigation by the Criminal Investigation Division of the Internal Revenue Service. 

Neither the Plan nor the Plan Sponsor has been a party to an abusive tax avoidance transaction as defined in section 4.13(2) of 
Rev. Proc. 2006-27. 

2006-1 C.B. 999 



The Plan Sponsor will neither attempt to amortize, deduct, or recover from the Internal Revenue Service any compliance 
fee paid in collnection with this compliance statement, nor receive any Federal tax benefit on account of payment of SllC/r 

compliance fee. 

Under penalties of perjury. I declare that I have examined this submission. including accompanying documents and. to the best of 
my knowledge and belief, the facts and information presented in support of this submission are true, correct and complete. 

Signed: ________________ _ 

Name (printed): _____________ _ 

Title: ________________ _ 

Plan Sponsor's documents: 

In addition to the corrective plan amendments described in the "Proposed Method of Correction," the Plan Sponsor encloses 
the following documents with this submission: 

• VC fcc of $375 made payable to the U.S. Treasury 
• Copy of the first three pages of the most recently filed Form 5500 series return and the applicable Financial Information Sched

ule. (In the case of a terminated plan, the Form 5500 must be the one filed for the plan year prior to the plan year for which the 
Final Form 5500 return was filed) 

• Power of Attorney (Form 2848) or Tax Information Authorization (Form 8821), if applicable 

Enforcement Resolution: 

The Internal Revenue Service will not pursue the sanction of plan disqualification on account of the qualification failures 
described in this VCP submission. 

The Internal Revenue Service will treat the adoption of the amendments as making available the remedial amendment period, 
currently described in Rev. Proc. 2005-66. 

1000 

Approved: ____________ _ 

Joyce Kahn, Manager 
Employee Plans Voluntary Compliance 
Tax Exempt and Government Entities Division 
Internal Revenue Service 

Date: ______________ _ 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 42.-Low-lncome 
Housing Credit 

The adjusted applicable federal short-tenn. mid

term. and long-term rates are ,et forth for the month 

of June 2006. See Rev. RuL 2006-29. page 1031. 

Section 280G.-Golden 
Parachute Payments 

Federal short-term. mid-term. and long-term rates 

are set forth for the month of June 2006. See Rev. 

Rul. 2006-29. page 1031. 

Section 382.-Limitation 
on Net Operating Loss 
Carryforwards and Certain 
Built-In Losses Following 
Ownership Change 

The adjusted applicable federal long-term rate is 

set forth for the month of June 2006. See Rev. RuL 

2006-29. page 1031. 

Section 412.-Minimum 
Funding Standards 

The adjusted applicable federal short-term. mid

term. and long-term rates are set forth for the month 

of June 2006. See Rev. RuL 2006-29, page 1031. 

Section 467.-Certain 
Payments for the Use of 
Property or Services 

The adjusted applicahle federal short-term. mid

term. and long-term rates are set forth for the month 

of June 2006. See Rev. RuL 2006-29. page 1031. 

Section 468.-Special 
Rules for Mining and Solid 
Waste Reclamation and 
Closing Costs 

The adjusted applicable federal short-term. mid

term, and long-term rates are set forth for the month 

of June 2006. See Rev. RuL 2006-29. page 1031. 

Section 482.-Allocation 
of Income and Deductions 
Among Taxpayers 

Federal short-term. mid-term. ami long-term rates 

are set forth for the month of June 2006. See Rev. 

Rul. 2006-29. page 1031. 

Section 483.-lnterest on 
Certain Deferred Payments 

The adjusted applicable federal short-term, mid

term, and long -term rates arc set forth for the month 

of June 2006. See Rev. Rul. 2006-29. page 1031. 

Section 642.-Special 
Rules for Credits and 
Deductions 

Federal short-term. mid-term. and long-term rates 

are set forth for the month of June 2006. See Rev. 

Rul. 2006·29. page 1031. 

Section 807.-Rules for 
Certain Reserves 

The adjusted applicable fedcral short-term, mid

term. and long-term rates arc set forth for the month 

of June 2006. See Rev. RuL 2006-29. page 1031. 

Section 846.-Discounted 
Unpaid Losses Defined 

The adjusted applicahle federal sh0I1-term, mid

term. and long-term rates are set forth for the month 

of June 2006. See Rev. RuL 2006-29. page 1031. 

Section 861.-lncome 
From Sources Within the 
United States 

Temporury and proposed regulations provide guid

ance on apportioning interest expense of a noncon

trolled section 902 corporation and. for purposes of 

appoI1ioning the interest expense of a taxpayer. char

acterizing the stock of a noncontrolled section 902 

corporation. The regulatiuns also clarify the defini

tion of a 10 percent owned corporation. See TO. 

9260. page 1001. See REG-144784-02. page 1036. 

Section 902.-Deemed 
Paid Credit Where Domestic 
Corporation Owns 10 
Percent or More of 
Voting Stock of Foreign 
Corporation 

Temporary and proposeu regulations provide guid

ance on applying the look-through rules to dividends 

from noncon!rolled section 902 corporatiom. The 

regulations also provide guidance on dividends from 

a fourth-. fifth- or sixth-tier foreign corporation. and 

modify the definition of foreign income taxes. See 

TO. 9260. page IOlll. See REG· I 44n4-1l2. page 

1036. 

Section 904.-Limitation 
on Credit 

26 CFR 1. 904-2: Carrrhack alld ('(uTI'iIl'an(I/Ill/,,,d 

!(Jreig" t(Lt. 

T.D.9260 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Application of Separate 
Limitations to Dividends From 
Noncontrolled Section 902 
Corporations 

AGENCY: Intcrnal Rcvcnuc Scrvicc 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations regarding the ap
plication of separate foreign tax credit 
limitations to dividends received from 
noncontrolled section 902 corporations 
under section 904(d)(4). Section 403 of 
the American Jobs Creation Act of 2004, 
Public Law 108-357, 118 Stat. 1418 (Oc
tober 22, 2004) (AJCA), modified the 
treatment of such dividends effecti ve for 
taxable years beginning after December 
31, 2002. Section 403(1) of the Gulf Op
portunity Zone Act of 2005. Public Law 
109-135, 119 Stat. 2577 (December 22, 
2005) (GOZA). pcrmits taxpaycrs to clcct 
to defer the effective date of the AJC A 
amendments until taxable years beginning 
after December 31, 2004. The tempo
rary regulations provide guidance needed 
to comply with these changes and affect 
corporations claiming foreign tax credits. 
The text of these temporary regulations 
also serves as the text of the proposed 
regulations (REG-l 44784-(2) sct forth In 

the notice of proposed rulemaking on this 
subjcct published clscwhcrc in this issue 
of the Bulletin. 
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DATES: Ett£'ctil(, DIIIr: These regulations 
arc effectin~ April .25 . .200t'l. For dates of 
appllcahility. sec ~~ I.S61-9T(f)(4)(ivl. 
I.S61-I.2T(c)(4)(iii). 1.902-ITlgl. 
1.L)()4-.2T(h)( I) and (.2). 1.904--lT(C) 
(.2)(il. 1.L)04-5T(oll.2l. 1.904-7T(f)( 10). 
1.l)O-1.(fJ-l.2T(g)(5). and 1.9h4-IT(c}(2) 
and (c)(6). 

AflpliCilhility DOles: These regulations 
generally apply to dividends paid in tax
able years of noncontrolled section 90.2 
cnrporations beginning after December 31. 
200.2. 

FOR FURTHER INFORMATION 
COj\;TACT: Ginny Chung (202) 622-3850 
(not a toll-free call). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

These temporary regulations are being 
i"ued without prior notice and public pro
cedure pursuant to the Administrative Pro
cedure Act (5 U.s.C. 553). For this reason. 
the collections of information contained in 
these regulations have been reviewed and. 
pending receipt and evaluation of public 
comments. approved by t he Office of Man
agement and Budget under control num
ber 1545-2014. Responses to these collec
tions of information are required to obtain 
a tax benefit. 

An agency may not conduct or sponsor. 
and a person is not required to respond 
to. a collection of information unless the 
collection of information displays a valid 
OMB control number. 

For further information concerning 
the,e collections of information. and 
II' here to submit comments on the col
lections of information and the accuracy 
of thc cstl1Hated burden. and suggestions 
fllr re~ucing this burden. please refer to the 
preamble of the rrDss-referenclllg notice 
of pmpllsed rulcmaking published in this 
i~slle of the Bulletin. 

BOll'" or recoros relating to a collection 
llt lIlimmation must be retained as long 
as their C'ontents may become material in 
the dOlllini,tration of any internal revenue 
b\l. Generally. tax returns and tax return 
information arc confidential. as required 
hy 20 USc. 6\03. 
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Background 

This document contains amendments 
to the regulations under sections S61, 
902. 904. and 964 relating to the applica
tion of separate limitations to dividends 
from non controlled section 902 corpora
tions (10/50 corporations) under section 
904(d)(4). as amended by the AlCA and 
GOlA. Prior to the Taxpayer Relief Act of 
19l.l7. Public Law No. 105-34. III Stat. 
788. 971 (1997) (1997 Act). dividends 
from each 10/50 corporation were subject 
to a separate foreign tax credit limitation 
(a separate category for dividends from 
each 10/50 corporation). The 1997 Act 
modified these rules, effective for taxable 
years beginning after December :1 I, 2002. 
In lieu of the separate category treatment, 
the 1l.l97 Act provided that dividends paid 
by 10/50 corporations that are not passive 
foreign investment companies out of earn
ings and profits accumulated in taxable 
years beginning on or before December 
3 L 2002. (10/50 dividends out of pre-2003 
earnings) would be included in a single 
separate category (the single category for 
dividends from all 10/50 corporations), 
and dividends from 10/50 corporations out 
of earnings and profits accumulated in tax
able years beginning after December 31. 
2002. (10/50 dividends out of post-2002 
earnings) would be treated as income in 
a separate category based on the separate 
category of the underlying earnings and 
profits being distributed (look-through 
treatment). On December 23. 2002. the 
IRS and the Treasury Department issued 
Notice 2003-5, 2003-1 C.B. 294, which 
provided guidance addressing the applica
tion of section 904 to dividends paid by 
10/50 corporations under the 1997 Act. 

The AJCA modified the 10/50 dividend 
rules in the 1997 Act and provided that div
idends from 10/50 corporations would be 
eligible for lOOk-through treatment effec
tive for taxable years beginning after De
cember 31. 2002, without regard to when 
the distributed earnings were accumulated. 
Section 403(1) of the GOZA provided a 
rule allowing a taxpayer to elect. for tax
able years beginning after December 31, 
2002. and before January L 2005. not to 
apply the expanded look-through rules en
acted in the AJCA to 10/50 dividends out 
of pre-2003 earnings. Section 403(\) of 
the GOlA also provided. with respect to 
carrybacks and carryforwards under sec-

tion 904(c) of excess foreign taxes allo
cable to a dividend from a 10/50 corpora
tion. that a taxpayer that elects not to apply 
the expanded look-through rules enacted 
in the AlC A to taxable years beginning in 
2003 and 2004 must defer the application 
of the look-through rules for caITyO\'CrS of 
excess foreign taxes contained in section 
904( d)( 4)( C)(iv). 

The temporary regulations modify the 
section 902 and 904 regulations to renect 
the look-through treatment of dividends 
from 10/50 corporations and provide tran
sition rules for the treatment of overall for· 
eign losses and separate limitation losses 
under section 904(f) and the can'yover of 
excess foreign taxes under section 904(c). 
The temporary regulations also modify the 
grouping rules of §1.904-4(c) that apply 
for purposes of determining whether an 
item of income is considered high-taxed 
income, the rules under §1.861-9T gov
erning the apportionment of interest ex
pense of a 10/50 corporation. and the rules 
under §1.8t'l1-12T governing the charac
terization of stock of a 10/50 corporation 
for purposes of apportioning the share
holder's interest expense. 

In addition. the temporary regulations 
modify the regulations under section 964 
to add rules permitting majority domes
tic corporate shareholders of a 10/50 cor
poration to make tax accounting elections 
on behalf of the 10/50 corporation. The 
temporary regulations also expand the sec
tion 964 regulations to allow controlling 
United States shareholders and majority 
domestic corporate shareholders to adopt 
or change the taxable year of a controlled 
foreign corporation or 10/50 corporation 
(as the case may be) on behalf of the for
eign corporation. The temporary regula
tions also revise the regulations' proce
dural rules to permit statements evidenc
ing the shareholders' action to be filed with 
the shareholders' tax returns instead of 183 
days after the close of the foreign corpora
tion's taxable year. Finally, the temporary 
regulations modify the section 964 regula
tions to eliminate obsolete provisions and 
reorganize some of the rules contained in 
§ 1.964-IT(g). 

The IRS and the Treasury Department 
request comments on additional guidance 
that may be needed to implement section 
403 of the AJCA and section 403(1) of the 
GOlA. 



Explanation of Provisions 

I. Interest Expense Apportionment 

A. Interest expense ofa 10/50 corporatiol1 

For purposcs of apportioning interest 
expense of a 10/50 corporation in or
der to apply the dividend look-through 
rule, new §1.861~9T(f)(4) generally ap
plies the principles of §1.861~9T(f)(3) 

(apportionment of interest expense of a 
controlled foreign corporation). Under 
this rule, interest expense of a 10150 cor
poration may be apportioned using either 
the asset method or the modified gross 
income method. Section 1.861~9T(f)(4) 
also provides that the election to use the 
asset method or modified gross income 
method may be made by either the 10/50 
corporation itself or by the "majority 
domestic corporate shareholders" of the 
10150 corporation. The term majority 
domestic corporate shareholders means 
those domestic corporations that meet the 
ownership requirements of section 902(a) 
with respect to the 10/50 corporation (or 
to a first-tier foreign corporation that is a 
member of the same qualified group as the 
10/50 corporation) that, in the aggregate. 
own directly or indircctly more than 50 
percent of the combined voting power of 
all of the voting stock of the 10/50 corpo
ration that is owned directly or indirectly 
by all domestic corporations that meet the 
ownership requirements of section 902(a) 
with respect to the 10/50 corporation (or 
a relevant first-tier 10/50 corporation). 
Unlike a controlled foreign corporation 
(CFC), however, a 10/50 corporation will 
not be required to use the asset method 
even though the majority domestic cor
porate shareholders elect the fair market 
value method of apportionment. Compare 
§1.861-9T(t)(3)(i) and §1.861-8T(c)(2) 
(requiring CFC to use fair market value 
method if controlling United States share
holders as defined in § 1.861 ~9T(t)(3)(ii) 
elect fair market value method). The IRS 
and the Treasury Department believe that 
the conformity rule of § 1.861-8T(c)(2) 
should not apply to foreign corporations 
that are not controlled by domestic share
holders. Therefore, rcgardless of the 
methods used by the majority domestic 
corporate shareholders of a I 0/50 co~o:a
tion, the 10/50 corporation (or the maJonty. 
domestic corporate shareholders on behalf 

of the 10/50 corporation) may clcct to use 
any of the methods described in § 1.861-9T 
or § 1.861-9 (e.g., the modified gross 1l1-

come, tax book value, alternative tax book 
value, or fair market value method) to 
apportion the 10/50 corporation's interest 
expense. 

B. Characterization of stock of a 10/50 
corporation 

For purposes of apportioning interest 
expense to income of a taxpaycr in the 
various separate categories under section 
904(d), §1.861-12T(c)(4) currently treats 
stock of each 10/50 corporation owned 
by thc taxpayer as an assct giving rise to 
income in a separate category. The tem
porary regulations are amended to refle~t 
the repeal of separate categories for dIVI
dends from 10/50 corporations. Because 
di vidends from 10/50 corporations are 
eligible for look-through treatment in the 
same manner as dividends from CFCs, 
the IRS and the Treasury Department be
lieve that stock of a 10/50 corporation 
should be treated for interest expense ap
portionment purposes in the same manner 
as stock of a CFC, which is character
ized based on the income produced in 
the cunent year, or expected to be pro
duced in future years, by the assets of 
the CFC. See §1.861-12T(c)(3). Accord
ingly, §1.861-12T(c)(4) is amended to 
provide that stock in a 10/50 corpora
tion is characterized as an asset 111 the 
various separate categories on the ba
sis of either the asset method (described 
in §1.861-l2T(c)(3)(ii» or the. I11od.i
fied "TOSS income method (descnbed 111 

§1.86°1-12T(c)(3)(iii», depending on the 
method used by the 1 0/50 corporatIOn to 
apportion its interest expense. In .addition, 
the temporary regulations ehm1l1a.t.e the 
special rule in § 1.86l-12T(c)(4)(Il). for 
separate limitation losses, whIch proVIded 
that a taxpayer could elect to realloca~e 
interest expense that resulted in a loss 111 

a separate category for dividends from a 
10/50 corporation. This rule is no longer 
necessary due to the elimination of sepa
rate categories for dividends from 10/50 
corporations. 

C. Definition of "10 percent owned 
corporation" 

The current temporary regulations re
quire an affiliated group using the tax 

hook value method in apportioning its 
interest expense to adjust the basis of 
stol:k in any "' I 0 percent owned corpo
ration" that is held directly by members 
of the group to reflect the member's pro 
rata share of such corporation's earn
ings and profits (or deficit in earnings 
and profits). §1.861-12T(l:)(l), (c)(2). 
The adjustment must take into account 
such corporation's pro rata share of the 
earnings and profits (or deficit) of any 
lower-tier 10 percent owned corporation. 
§ 1.861-12T( c)(2)(iii). In general. a co:po,~ 
ration is a "10 percent owned corporatIOn 
if members of the affiliatcd group own 
directly or indirectly 10 percent or more 
of the voting power of the corporation. 
§ 1.861-12T(c)(2)(ii). As amended by this 
Treasury Decision, the basis adjustment 
rule of §1.861-12T(c)(2)(i) is revised to 
clarify that it applies to stock of a 10 per
cent owned corporation not only where 
stock in a 10 percent owned corporation 
is held directly by members of the affil
iated group, hut also where the stock is 
held indirectly through a partnership or 
other pass-through entity. Thus, the basis 
adjustment is required whenever the stock 
(rather than the interest in the pass-through 
entity) is the relevant asset for purposes of 
intercst expense apportionment. 

II. Deemed Paid Credit Under Section 902 

A. Extension of look-through rules and 
tier limitation 

The 1997 Act and AJCA amendments 
expanded the look-through treatment of 
dividends from 10/50 corporations. The 
temporary regulations amend § 1.902-1 (d) 
to reflect these changes. The temporary 
recrulations also retlect provisions of the 
19°97 Act amending section 902 to provide 
for the calculation of deemed-paid taxes 
with respect to distributions through up to 
six tiers of foreign corporations in a chain 
of corporations in a "qualified group" de
scribed in section 902(b )(2). Under sec
tion 902(b)(2), the term "qualified group" 
does not include any foreign corporation 
below the third tier in the chain unless such 
corporation is a controlled foreign corpo
ration of which the domestic corporation 
is a United States shareholder. For a mem
ber of the qualified group below the third 
tier, only foreign income taxes paid with 
respect to periods during which it was a 
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controlled foreign corpor:.ttion are eligible 
to be deemed paid. The temporary reg
ulations modify ~ 1.902-1 to renect these 
statutory amendments. effecti\'e for taxes 
paid by fllurth-. fifth-. and sixth-tier quali
fied group members with respect to taxable 
year~ beginning aftcr August 5. 1997. 

B. Amoullts illc/udcd ill jlO.li- ] 986 Fn'cigl1 

illco/l/c iu.\"('s 

Under ~ 1.902-I(a)(7l. foreign income 
taxes do not indude amounts not treated 
as a tax or certain taxes for which credit 
is disallowed under \'arious provisions of 
section 90 I. The temporary regulations 
update the definition of foreign income 
taxes in ~ 1.902-1 (a)(7) to excludc taxes 
for which a credit is dis:.tllowed under sec
tions 90 I (j) (relating to the disallowance 
of a credit for foreign taxes paid or accrued 
to certain countries). sections 901(k) and 
(l) (disallowing crcdit for certain withhold
ing taxcs paid with respect to dividends 
or other income if the recipient does not 
meet certain holding period requirements 
or is under an obligation to make related 
payments with respect to substantially 
similar or related property). or any similar 
provision, In addition. thc tcmporary reg
ulations modify § \.902-1 (a)(8) to reflect 
the amendment of section 902(c )(2)(B) 
in 1997. which clarified the definition of 
post-198h forcign income taxes by substi
tuting the phrase "attributable to" for the 
phrase "deemed paid with respect to." 

Section Ill:l( c)( 2) of the 1997 Act pro
vided that in the case of any chain of for
eign corporations described in clauses (i) 
and (ii) of section 902(b)(2)(R). no liqui
dation. reorganization. or similar transac
tion in a taxable year beginning after Au
gust::;. 1497. can have the effect of per
mitting taxes to be taken into account un
der section 902 which could not have been 
taken into account under section 902 but 
for the transaction, This rule was enacted 
a, part of the effective date or the 1997 
Act'" exten,ion of the deemed-paid credit 
rules from three to six tiers as discussed 
abmc. Accordingly. ~1.902-IT(c)(8) is 
aoekd to clari fy that foreign taxes paid or 
accrued by a qualified group member are 
not eligible to be deemed paid if they were 
paid or accrued in a taxable year beginning 
on or before August 5. 1997. if such mem
ber \\as a fourth-. fifth- or sixth-tier corpo
ration \\ith respect to the taxpayer on the 
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first day of its first taxable year beginning 
after August 5. 1997. 

III. CWTYOI'l'rs and Carn'hacks of'Excess 
Foreign T(/Xl's Under S(,ction 904( (') 

Section 904(d)(4)(C)(iv), as amended 
by the AlC A, provides that look-through 
treatment applies to the carryover of ex
cess foreign taxes from pre-20m taxable 
years to post-2002 taxable years to the 
extent that they are allocable to divi
dends from 10/50 corporations, Con
sistent with this statutory amendment. 
S \.904-2T(h)(\) provides that to the ex
tent that a taxpayer has paid. accrued. or 
deemed paid excess taxes in a separate 
category for dividends from a 10/50 cor
poration paid in a pre-20m taxable year 
and these excess taxes arc carried over 
to taxable years beginning on or after the 
first day of the 10/50 corporation's first 
post-2002 taxable year, the excess taxes 
are assigned to the appropriate separate 
category as if the associated dividends had 
been eligible for look-through treatment 
when paid, based on the reconstruction of 
the 10/50 corporation's pre-2003 earnings 
in accordance with §1.904-7T(f) (dis
cussed below in section Y.E., "Treatment 
of earnings and taxes accumulated during 
a non-look-through period"), In the case 
of excess taxes attributable to dividends 
from a 10/50 corporation with respect to 
which the taxpayer is no longer a qualify
ing shareholder as of the first day of its first 
post-2002 taxable year. § \.904-2T(h)(1) 
provides that the excess taxes are assigned 
pro rata to the separate categories to which 
the foreign corporation's pre-2003 earn
ings would have been assigned had they 
been distributed in the last year that the 
taxpayer was a qualifying shareholder. 

If the Commissioner determines that 
the look-through characterization of the 
excess taxes cannot be reasonably deter
mined under one of the methods described 
in § 1 ,904-7T(f)(4). the Commissioner will 
assign such taxes to the general limitation 
category. Section I. 904-2T(h)(1) also 
provides that any excess taxes carried over 
from pre-20m taxable years to post-2002 
taxable years that would otherwise be 
assigned to the passive category arc as
signed to the general limitation category, 
The IRS and the Treasury Department 
beJie\e that these rules are appropriate be
cause to the extent the pre-2003 dividend 

paid by the 10/50 corporation that gener
ated the excess credits \\lluld ha\'\:~ been 
treated as passive income. such income 
and associated taxes \\ ()uld haye been con
sidered high-taxed income umler section 
904(d){2)(A ){iii){II1) and generally would 
have been recharacterized as generallimi
tation income and taxes, 

Section L)O~(d)(4)(C)(i\'l. as amended 
hy the AJC A. authorizes the Secretary to 
issue regulations for allocating carrybacks 
of excess taxes allocable to a dividend 
paid by a 10/50 corporation in a post -2002 
taxable year to a pre-2003 taxable year 
for purposes of allocating such dividend 
among the separate categories in effect for 
the taxable year to which carried. The IRS 
and the Treasury Department determined 
that the regulations should not provide for 
the carryback of post-2002 excess taxes at
tributable to look-through dividends paid 
by a 10/50 corporation to a separate lim
itation category for dividends from each 
10/50 corporation in pre-2003 years, Such 
a rule would be administratively burden
some because it would require taxpayers 
to maintain multiple sets of section 904(c) 
accounts for separate categories for the 
2003 and 2004 taxable years and because it 
would necessitate complex stacking rules 
to determine the amount of excess taxes in 
a separate category that were attributahle 
to dividends paid by specific 10/50 cor
porations. Accordingly, § 1.904-2T(h)(2) 
provides that excess taxes that are alloca
ble to dividends from 10/50 corporations 
paid in post-2002 taxable years that are 
attributable to one or more separate cat
egories are carried back to prior taxable 
years in the same separate categories to 
which the dividends were assigned, 

IV High-taxed Income of a 10150 
Corporation 

]n general, income received or accrued 
by a United States person that would oth
erwise be passive income is treated as 
general limitation income if the income is 
determined to be high-taxed income within 
the meaning of section 904(d)(2)(F). In 
determining whether passive income is 
high-taxed income. the grouping rules of 
§ 1.904-4(c) apply separately to dividends 
and subpart F inclusions from each con
trolled foreign corporation, income of a 
qualified business unit (QBU), and income 
of a QB U of a controlled foreign corpora-



tion and any other look-through entity as 
defined in §1.904-5(i). §§1.904--4(c)(4) 
and (c)(5)(iv). The temporary regulations 
at §1.904--4T(c)(3) and (c)(4) provide 
that the grouping rules similarly apply 
separately to dividends from each 10/50 
corporation, which includes dividends that 
are treated as passive income either on a 
look-through basis or due to inadequate 
substantiation. The IRS and the Trea
sury Department believe that this rule is 
consistent with the intent of the existing 
separate grouping rules as well as legisla
tive intent that "the high-tax income rules 
apply appropriately to dividends treated 
as passive category income because of 
inadequate substantiation." H.R. Conf. 
Rep. No. 755, 108th Congo 2d Sess. 386 
n.222 (2004). Consistent with the changes 
to the look-through rules enacted in the 
AlCA, this rule is effective for dividends 
paid in post-2002 taxable years of 10/50 
corporations. 

V Look-through Rules as Applied to 10/50 
Corporations 

A. Treatment of dividends paid by a 10/50 
corporation in general 

Section 904(d)(4)(A), as amended by 
the AJCA, provides that look-through 
treatment applies to any dividend paid by 
a 10/50 corporation in a post-2002 taxable 
year, regardless of the year in which the 
earnings were accumulated. Accordingly, 
§ 1.904-5T(c)(4 )(iii) provides that any div
idends paid in a post-2002 taxable year to 
a domestic corporation by a 10/50 corpo
ration with respect to which the domestic 
corporation meets the stock ownership re
quirements of section 902(a) are treated as 
income in a separate category in propor
tion to the ratio of the portion of earnings 
and profits attributable to income in such 
category to the total amount of earnings 
and profits of the 10/50 corporation. In
terest, rents, and royalties paid by a 10/50 
corporation to a domestic corporation 
are not eligible for look-through treat
ment and are treated as passive income 
except as otherwise provided in section 
904(d)(2)(A) and the regulations thereun
der. Any dividend distribution by a 10/50 
corporation to a shareholder that is not a 
corporation meeting the stock ownership 
requirements of section 902(a) or (b) is 
also treated as passive income. Finally, 

as provided in section 904(d)(4)(C)(ii), 
§1.904-5T(c)(4)(iii) provides that a divi
dend from a 10/50 corporation is treated 
as passive income if the look-through 
characterization of the dividend is not 
substantiated to the satisfaction of the 
Commissioner. These rules are generally 
applicable to dividends paid by a 10/50 
corporation during its first post-2002 tax
able year and thereafter, without regard 
to whether the corresponding taxable year 
of the dividend recipient is a post-2002 
taxable year. 

B. Allocation and apportionment of 
expenses ofa 10/50 corporation 

In applying look-through to dividends 
from 10/50 corporations, expenses of the 
10/50 corporation (such as payments of 
interest, rents, and royalties) must be allo
cated and apportioned to the 10/50 corpo
ration's pools of post-1986 undistributed 
earnings. § 1.904-5T(c)(2)(iii) provides 
that expenses of a 10/50 corporation are 
allocated and apportioned to the income of 
the 10/50 corporation in the same manner 
as expenses of a CFC. See, e.g., section 
954(b)(5); §1.904-5(c)(2)(ii». 

The temporary regulations, however, 
do not extend the special allocation rule 
for related person interest expense under 
section 954(b )(5) and § 1.904-5(c )(2)(ii) 
(providing that interest paid by a CFC 
to a U.S. shareholder or any related 
look-through entity is first allocated to 
reduce foreign personal holding company 
income which is passive income) to inter
est paid by 10/50 corporations. The AJCA 
did not extend look-through treatment 
to interest paid by a 10/50 corporation 
to a domestic shareholder or to a related 
entity, and 10/50 corporations are not sub
ject to subpart F. Accordingly, interest 
paid by a 10/50 corporation to a domestic 
shareholder, CFC, or another 10/50 cor
poration is treated as passive income (or 
high withholding tax interest, financial 
services income, or high-taxed general 
limitation income, as appropriate) and is 
apportioned to reduce the payor's pools 
of post-1986 undistributed earnings under 
the rules applicable to unrelated person 
interest expense, even though the gener
ally applicable expense allocation rules 
of § 1.904-5 apply to detennine which 
earnings are reduced at the payor 10/50 
corporation level. 

C. Treatment of dividends paid hetween 
lower-tier look-through entities 

To ret1ect the extension of look-through 
treatment to di vidends paid by 10/50 cor
porations and the repeal of separate cat
egories for dividends from each 10/50 
corporation, the temporary regulations re
move the rules of § 1.904--4(g) and amend 
the relevant provisions of §§ 1.902-1 
and 1.904-5. In order for a dividend 
from a 10/50 corporation to qualify for 
look-through treatment, the shareholder 
must be a domestic corporation meet
ing the stock ownership requirements of 
section 902(a) with respect to the 10/50 
corporation. Sections 904(d)(2)(E) and 
904(d)(4). 

In determining whether dividends paid 
by lower-tier corporations are eligible 
for look-through treatment, the eligibility 
requirements for dividends from 10/50 
corporations and CFCs cannot be pre
cisely conformed, because a taxpayer's 
eligibility for look-through treatment of 
a dividend from a 10/50 corporation is 
based on whether the taxpayer meets the 
stock ownership requirements of section 
902, whereas a taxpayer's eligibility for 
look-through treatment of a dividend from 
a CFC is based on whether the taxpayer is 
a United States shareholder with respect 
to the CFC under section 95I(b). See 
sections 904(d)(2)(E)(i), 904(d)(3)(A), 
904(d)(3)(D), and 904(d)(4)(A). How
ever, the IRS and the Treasury Department 
believe that the eligibility requirements for 
look-through treatment of dividends from 
10/50 corporations and CFCs should be 
confonned to the greatest extent possible. 

Accordingly, § 1.902-1 T( d)( 1) provides 
that the amount of foreign taxes deemed 
paid is computed separately with respect 
to post-1986 undistributed earnings or pre-
1987 accumulated profits in each separate 
category out of which a look-through div
idend is paid in the following situations: 
(1) a dividend from a CFC to a domes
tic corporation meeting the stock owner
ship requirements of section 902(a) that 
is a United States shareholder (as defined 
in section 951(b) or section 953(c)) of the 
CFC; (2) a dividend from a 10/50 corpora
tion to a domestic corporation meeting the 
stock ownership requirements of section 
902(a); (3) a dividend received by an up
per-tier CFC from a lower-tier CFC where 
the CFCs are related look-through entities 
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under ~1.904-5(i)(3); and (4) a dindcnd 
from a CFC or 10/50 corporation to a for
eign corporation that is elIgible to com
pute an amount of foreign taxes deemed 
paid under section 902(b)( I ) (i, e .. both the 
payor and payee corporations are mem
bers of the same qualified group as de
fined in section 902(b)(2)). Similarly. the 
temporary regulations at ~ 1.904-5T(i)( 4) 
apply look-through treatment to any div
idend paid by a CFC or 1()/50 corpora
tion to another member of the same quali
fied group (as defined in section 902(b)(2)) 
that is eligible to compute an amount of 
foreign taxes deemed paid under section 
902(b)( I). and retain the current rule of 
~ I ,904-S(i)(3) to the extent that it applies 
look-through treatment to dividends be
tween CFCs that have a common 10 per
cent U,S, shareholder but do not meet the 
requirements of section 902(b). 

D. Application of ~ecti()11 904( g) to JOI50 
corporations 

Section 904(g) (redesignated under 
the AJCA as section 904(h) for taxable 
years beginning after 2006) provides that 
certain inclusions, including dividends 
and interest paid or accrued by a United 
States-owned foreign corporation to a 
United States shareholder or a related 
person and which would be treated as for
eign source income, are treated as U.S. 
source income. Section 904(g)(6) defines 
a United States-owned foreign corporation 
as any foreign corporation if United States 
persons (as defined in section 770 I (a)(30) 
hold SO percent or more of either the total 
combined voting power of all classes of 
voting stock or the total value of the stock. 
Section 1.904-5(m) provides rules con
cerning the resourcing of certain amounts 
received or accrued (or treated as received 
or accrued) by a United States shareholder 
from a CFC. The temporary regulations at 
~ I ,90-1--ST(Ill) clarify that the rules for re
sourcing interest and dividends also apply 
to a 10/50 corporation that meets the def
inition of a United States-owned foreign 
corporation. These temporary regulations 
apply to amounts paid by a 10/50 corpo
ration in taxable years of such corporation 
beginning after April 25. 2006. 
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E. Trl'almellt or l'(lmillgs and taxes 

IIccl/Illullifed during a 110ll-look-through 
period 

Section 1.904-7T(f)(2) provides that 
earnings accumulated and foreign income 
taxes paid after a 10/50 corporation had 
a domestic corporate shareholder that 
met the stock ownership requirements 
of section 902(a) but before any such 
shareholder was eligible for look-through 
treatment of dividends (non-look-through 
pool) that exist as of the end of the 10/50 
corporation's last pre-2003 taxable year 
are treated as if they were accumulated 
and paid during a period in which the 
distrihution would have been eligible for 
look-through treatment (look-through pe
riod). These earnings and taxes are treated 
as the opening balance of the post-1986 
undistributed earnings and taxes pools 
in the 10/50 corporation's other separate 
categories on the first day of the 10/50 
corporation's first post-2002 taxable year. 
Dividends that were paid in pre-2003 tax
able years out of earnings accumulated in 
a non-look-through pool are not eligible 
for look-through treatment. 

Section 1.904-7T(f)(4)(i) provides that 
in order to substantiate the look-through 
characterization of the earnings and 
taxes in the non-look-through pools, 
the taxpayer must reconstruct the 
non-look-through pools of earnings and 
taxes for each year in the non-look-through 
period. beginning with the first year in 
which earnings were accumulated in the 
non-look-through pool. Earnings and 
taxes are treated as if they were accumu
lated during a look-through period, taking 
into account earnings distributed and taxes 
deemed paid in the non-look-through 
period as if they were distributed and 
deemed paid pro rata from the amounts 
that were added to the non-look-through 
pools during the non-look-through pe
riod. As reconstructed, earnings and taxes 
in the non-look-through pools as of the 
last day of the 10/50 corporation's last 
pre-2003 taxable year are assigned to the 
look-through pools on the first day of the 
10/50 corporation's first post-2002 taxable 
year. 

The IRS and the Treasury Department 
recognize that shareholders may face 
difficulties in reconstructing historical ac
cumulated earnings and taxes accounts 
of a 10/50 corporation on a look-through 

basis, because noncontrolling sharehold
ers mav have difficultv ohtaining detailed 
record~ for prior peri~)ds from the 10/50 
corporation. Therefore, the IRS and the 
Treasury Department anticipate that a rea
sonable approximation of the amounts 
properly included in the look-through 
pools, based on available records ohtained 
through reasonable. good-faith efforts by 
the taxpayer. will adequately substantiate 
the reconstruction required by the statute. 

Alternatively, ~ 1.904-7TU)(4)(ii) pro
vides a safe harbor in reconstructing the 
non-look-through pools. Under the safe 
harbor, a taxpayer may allocate the earn
ings and taxes in the non-look-through 
pools ratably to the look-through pools on 
the first day of the 10/50 corporation's first 
post-2002 taxable year in the same per
centages as the taxpayer (or the qualified 
group member that owns the 10/50 cor
poration) properly characterizes the stock 
of the 10/50 corporation in the separate 
categories for purposes of apportioning 
the taxpayer's (or qualified group mem
ber' s) interest expense in its first taxable 
year ending after the first day of the 10/50 
corporation's first post-20m taxable year. 
Under §1.861-12T(c)(3) and (4), this char
acterization generally is based on how the 
assets or income of the 10/50 corporation 
are characterized in the separate categories 
for purposes of apportioning interest ex
pense of the 10/50 corporation in the 
10/50 corporation's first post-2002 tax
able year. However, § 1.904-7T(f)(4)(ii) 
provides that if a taxpayer elects to use 
the safe harbor rule with respect to a 
10/50 corporation that uses the modified 
gross income method to apportion inter
est expense for the 10/50 corporation's 
first post-2002 taxable year, earnings and 
taxes in the non-look-through pools are 
allocated to the look-through pools based 
on an average of the 10/50 corporation's 
modified gross income ratios for its tax
able years beginning in 2003 and 2004. 
The IRS and the Treasury Department 
believe that the two-year base period rule 
is necessary to avoid potential distortions 
associated with allocating earnings and 
taxes from the non-look-through pool to 
the look-through pools based on the 10/50 
corporation's modified gross income for 
just one taxable year. 

Section 904(d)(4)(C)(ii), as amended 
by the AJCA, provides that if the Secretary 
determines that look-through treatment of 



a dividend out of earnings formerly ac
cumulated in the non-look-through pool 
has not been adequately substantiated, 
the dividend is treated as passive income 
for purposes of section 904(d). Section 
1.904-7T(t)( 4 )(iii) provides that in the 
case where a taxpayer does not elect the 
safe harbor rule of § 1.904-7T(t)(4)(ii) 
and the Commissioner determines that the 
look-through characterization of earnings 
and taxes in the non-look-through pools 
cannot reasonably be determined based 
on the available information, the Com
missioner will assign the earnings and 
associated taxes to the passive category 
for purposes of section 904(d). 

As provided in §1.904-7T(t)(3), rules 
similar to § 1.904-7T(t)(2) will apply in as
signing to separate categories earnings and 
taxes of a CFC that were accumulated dur
ing a non-look-through period. As recon
structed, earnings and taxes in a CFC's 
non-look-through pools as of the last day 
of the CFC's last pre-2003 taxable year 
will be added to the opening balance of 
the CFC's look-through pools of earnings 
and taxes on the first day of the CFC's 
first post-2002 taxable year. The taxpayer 
must substantiate the look-through charac
terization of such earnings and taxes in ac
cordance with §1.904-7T(t)(4) by either 
reconstructing the non-look-through pools 
or electing the safe harbor. 

In addition, as provided III 

§ 1.904-7T(f)(6), the rules of 
§1.904-7T(f)(2) will apply to assign 
to separate categories pre-1987 accumu
lated profits and pre-1987 foreign income 
taxes of a foreign corporation that were 
accumulated during a non-look-through 
period and, prior to the AJCA amend
ments, would have been assigned to a 
separate category for dividends from a 
10/50 corporation. Accordingly, pre-1987 
accumulated profits and pre-1987 foreign 
income taxes accumulated during a 
non-look-through period will be treated 
as if they were accumulated during a 
look-through period. The taxpayer must 
substantiate the look-through charac
terization of such earnings and taxes 
in accordance with §1.904-7T(t)(4) by 
either reconstructing the annual layers of 
pre-1987 accumulated profits or electing 
the safe harbor. 

F Treatment ora deficit acculIIl/lated ill (/ 
non-look-through period 

Section 1.904-7T(f)(5) provides that 
if there is an accumulatcd deficit in the 
non-look-through pool as of the end of a 
10/50 corporation' s last pre-20(l3 taxable 
year, the deficit and associated taxes are 
treated in the same manner as earnings 
and taxes in a positive non-look-through 
pool, i.e., the deficit and taxes are treated 
as if they had been accumulated and paid 
during a look-through period. The earn
ings and deficits in earnings making up 
the accumulated deficit are assigned to the 
look-through pools based on where the 
10/50 corporation's income and expenses 
or losses would have been assigned had 
they been incurred during a look-through 
period, or, if the taxpayer elects the safe 
harbor, the deficit is allocated based on 
how the stock of the 10/50 corporation 
is properly characterized for interest ex
pense apportionment purposes. If the 
taxpayer does not elect the safe harbor 
and the Commissioner determines that 
the look-through characterization of the 
deficit in the non-look-through pool can
not be reasonably determined based on the 
available information, the Commissioner 
will assign the deficit and any associated 
taxes to the 10/50 corporation's passive 
category. 

The temporary regulations treat the 
deficit in the non-look-through pool as 
the opening balance of the post-1986 
undistributed earnings pools in the 10/50 
corporation's other separate categories on 
the first day of the 10/50 corporation's first 
post-2002 taxable year. If the 10/50 corpo
ration makes a distribution in a post-2002 
taxable year in which there is a deficit bal
ance in the aggregate of the look-through 
pools (as increased or reduced by earnings 
or a deficit in the non-look-through pool), 
the deficit balance is carried back, on a 
look-through basis, to reduce pre-1987 
accumulated profits on a last in-first out 
basis, and the deficit is removed from 
post-1986 undistributed earnings. See 
§ 1.902-2(a)( I). If the deficit reduces to 
zero all of the pre-1987 accumulated prof
its, no foreign taxes in any of the pre-1987 
annual layers are deemed paid with respect 
to the dividend. See § 1.902-1 (b)( 4 j. 

In the case of a CFC that was formerly 
a 10/50 corporation and has a deficit 
in the non-look-through pool that was 

accumulated while it was a 10/50 corpo
ration, any deficit that was not absorbed 
by earnings in the look-through pools 
and that remains at the end of the CFC's 
last pre-2003 taxable year is assigned to 
the look-through pools on the first day 
of the CFC's first post-2002 taxable year 
based on the reconstruction or safc harbor 
rules of § 1. 904-7T( t)( 4). Foreign income 
taxes associated with this deficit pool that 
were previously not creditable are also 
assigned to the look-through pools on the 
first day of the CFCs first post-2002 tax
able year based on the same method. To 
the extent that the portion of the deficit 
in the non-look-through pool that is as
signed to a separate category exceeds 
post-1986 undistributed earnings in that 
category as of the end of the CFC's last 
pre-2003 taxable year, the deficit will 
carry forward into the CFC's post -1986 
undistrihuted earnings pools for 2003. 
Under § 1.904-7T(f)(6), similar rules ap
ply to recharacterize a deficit in pre-1987 
accumulated profits and any associated 
pre-19R7 foreign income taxes that were 
accumulated during a non-look-through 
period. 

G. Pre-acquisition E&P of a 10150 
co/para/ion 

Section 904(d)(4)(C)(i)([I), as amended 
by the AJCA, provides that the Secretary 
may prescribe regulations regarding the 
treatment of distributions out of earnings 
and profits of a 10/50 corporation for peri
ods before the taxpayer's acquisition of the 
stock to which the distributions relate (pre
acquisition E&P). Such distributions may 
be out of post-1986 undistributed earnings 
accumulated by a 10/50 corporation be
fore the specific shareholder acquired its 
stock or out of pre-1987 accumulated prof
its accumulated before the 10/50 corpora
tion had any qualifying shareholder. Prior 
to the AJCA amendments, such distribu
tions, as well as distributions by a CFC 
out of earnings and profits for periods dur
ing which it was not a CFC, were sub
ject to a separate foreign tax credit limi
tation for dividends from a 10/50 corpo
ration. See section 904(d)(1 )(E), section 
904(d)(2)(Ej, and §1.904-4(g)(3). 

The temporary regulations do not limit 
look-through treatment for dividends out 
of earnings and profits accumulated in 
non-look-through periods during which 
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a 10/50 corporation or CFC had no 
qualifying shareholder. The IRS and 
the Treasury Department believe that 
look-through treatment of pre-acquisition 
earnings is the more appropriate policy 
result than pa~sive category treatment. if 
look-through characterization can be ad
eLJuately substantiated under the rules of 
~~ 1l)04-5T(c)(-l)(iii) and 1904-7T(f)(4). 
In addition. the temporary regulations 
do not limit look-through treatment for 
dividends out of pre-acquisition E&P ac
cumulated in periods during which the 
distributing corporation was a 10/50 cor
poration. because any such restriction 
would create administrative complexities 
associated with maintaining multiple sets 
of look-through pools starting on differ
ent dates for different U.S. shareholders. 
Accordingly. distributions of earnings 
and profits from 10/50 corporations and 
CFCs in post-20m taxable years are gen
erally eligiblc for look-through treatment, 
regardless of whether the distributing cor
poration was a look-through entity when 
the earnings were accumulated, and re
gardless of whcn the taxpayer acquired its 
stock. 

H. Post-/986 llndistrihuted earnings of 
a CFC attrihutable to dil'idellds from 
100ver-tier 10/50 cOlporations 

Where a CFC has a separate category 
for dividends from each 10/50 corpora
tion containing earnings attributable to 
pre-20m distributions from the lower-tier 
10/50 corporation, * 1.904-7T(f)(7) pro
vides that the CFC's look-through pools 
of earnings and taxes will be adjusted 
to account for accumulated earnings and 
taxes attributable to di vidends from the 
lower-tier 10/50 corporation as if the 
earnings and taxes were accumulated and 
deemed paid during a look-through pe
riod. Therefore, the earnings and taxes 
are recharacterized on the same basis 
used by the taxpayer to reconstruct the 
non-look-through pools of the lower-tier 
10/50 corporation under * 1.904-7T(f)( 4). 
Taxes in each separate category for di v
idends fmm a lower-tier 10/50 corpora
tion are assigned to the upper-tier CFC's 
ILlok-through pools based on where the 
,J'"ociated earning, distributed by the 
lower-tier foreign corporation (prior to 
being reduced bv. for example. expense 
apportionment or payment of foreign in-
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come taxes at the CFC level) would have 
been assigned had such earnings been 
eligible for look-through treatme~t when 
receivcd by the CFe. 

If a CFC has a deficit 111 a separate 
category for dividends from a lower-tier 
10/50 corporation (due to, for cxamplc, 
expense apportionment or the payment of 
foreign income taxes by the CFC with re
spect to the lower-tier 10/50 corporation), 
the deficit and any associated taxes are 
treated as if they had been accumulated 
and deemed paid during a look-through pe
riod. Accordingly, the deficit is assigned 
to the upper-tier CFC s look-through pools 
based on where the upper-tier CFC's in
come and expenses or losses would have 
been assigned had dividends from the 
lower-tier 10/50 corporation been eligible 
for look-through treatment in the year such 
dividends were paid or such expenses and 
losses were incurred by the CFe. 

Similar to §1.904-7T(f)(4)(ii) (which 
provides a safe harbor in reconstruct
ing the non-look-through pools to ac
count for undistributed earnings (or a 
deficit) and taxes in the non-look-through 
pool of a 10/50 corporation or CFC), 
§ 1.904-7T(f)(7)(iii) provides a safe har
bor in reconstructing the look-through 
pools at the CFC level to account for 
undistributed earnings (or a deficit) and 
taxes in a CFC-level separate category 
for dividends from a lower-tier 10/50 
corporation. The taxpayer may allocate 
the earnings (or deficit) and taxes to the 
look-through pools at the CFC level by 
applying the safe harbor at the level of 
the CFe. Thus, if the taxpayer elects the 
safe harbor, the earnings (or deficit) and 
taxes are allocated based on how the CFC 
would properly characterize the stock 
of the lower-tier 10/50 corporation for 
purposes of apportioning the CFC's in
terest expense, which in turn is based on 
the apportionment ratios properly used 
by the 10/50 corporation to apportion its 
interest expense in its first post-2002 tax
able year. In the case of a taxpayer that 
elects to use the safe harbor rule where the 
10/50 corporation uses the modified gross 
income method to apportion interest ex
pense for its first post-2002 taxable year, 
undistributed earnings (or a deficit) and 
taxes in a CFC-level separate category for 
dividends from a 10/50 corporation are 
allocated to the look-through pools based 
un the averaoe of the 10/50 corporation's e 

modified gross income ratios for its tax
able vears~beginning in 2003 and 2004. 

In- the cas~e of a CFC that has in its 

qualified group a chain of 10/50 corpora
tions. the safe harbor applies first to the 
stock of the third-tier 101::0 corporation 
and then to the stock of the second-tier 
10/50 corporation. In the case of a tax
payer that elects the safe harbor with re
spect to a lower-tier 10/50 corporation of 
which the taxpayer was no longer a quali
fying shareholder as of the end of the up
per-tier CFC's last pre-2003 taxable year 
(e.g., because the 10/50 corporation was 
no longer a member of the CFe s quali
fied group), the earnings (or deficit) and 
taxes in the separate category for dividends 
from the lower-tier 10/50 corporation are 
assigned to the CFC's look-through pools 
in the same percentages as the stock of the 
10/50 corporation would have been char
acterized had the look-through rules ap
plied in the last year the taxpayer was a 
qualifying shareholder of the 10/50 corpo
ration. 

If the taxpayer does not elect the safe 
harbor and the Commissioner determines 
that the look-through characterization of 
the undistributed earnings (or deficit) and 
taxes in a CFe's separate category for div
idends from a lower-tier 10/50 corporation 
cannot reasonably be determined based on 
the available information, the Commis
sioner will assign the earnings (or deficit) 
and taxes to the CFC's passive category. 

I. Treatment of distributions received by a 
10/50 corporation from a lower-tier 10150 
corporation when the corporations do not 
have the same taxable years 

Section 1.904-7T(f)(8) provides guid
ance concerning when a dividend paid 
by a lower-tier corporation to an up
per-tier corporation that is a member of 
the same qualified group is eligible for 
look-through treatment when the cor
porations' first post-2002 taxable years 
begin on different dates. In the case of a 
dividend paid during the upper-tier corpo
ration's post-2002 taxable year but during 
the lower-tier corporation's pre-2003 tax
able year. the dividend will be included in 
a separate category in the year received. 
However, any earnings of the upper-tier 
corporation attributahle to such dividends 
are treated, beginning on the first day of 
the upper-tier corporation's next taxable 



year, as if they were accumulated during a 
look-through period. Dividends paid dur
ing the upper-tier corporation's pre-2003 
taxable year but during the lower-tier 
corporation's post-2002 taxable year are 
eligible for look-through treatment in the 
year received. 

VI. Separate Limitation Losses and 
Overall Foreign Losses 

Because the 1997 Act and the AJCA 
eliminated separate categories for div
idends from 10/50 corporations for 
post-2002 taxable years, the temporary 
regulations provide transition rules for 
recapture in a post-2002 taxable year of 
(I) an overall foreign loss (OFL) or sep
arate limitation loss (SLL) in a separate 
category for dividends from each 10/50 
corporation that offset U.S. source income 
or income in othcr separate categories, 
respectively, in a pre-2003 taxable year; 
and (2) an SLL in another separate cate
gory (e.g., the general limitation or passive 
category) that offset income in a separate 
category for dividends from each 10/50 
corporation in a pre-2003 taxable year. 

A. Recapture of an OFL or SLL incurred 
in a separate category for dividends from 
a 10150 corporation 

Section 1.904(f)-12T(g)(l) provides 
that where a taxpayer had an OFL or SLL 
in a separate category for dividends from 
a 10/50 corporation (i.e., an OFL, or SLL, 
in the separate category that offset U.S. 
source income, or income in other separate 
categories, in a pre-2003 taxable year, or a 
later year in which the taxpayer received a 
dividend in the separate category, and the 
OFL or SLL would have been recaptured 
out of income in the separate category for 
dividends from that 10/50 corporation), 
the OFL or SLL account is recaptured out 
of income in the taxpayer's other sepa
rate categories in the same percentages 
as the income generated by the assets of 
the 10/50 corporation. Specifically, the 
loss account will be recaptured in sub
sequent taxable years out of income in 
the same separate categories in which the 
stock of the 10150 corporation is properly 
characterized for purposes of apportion
ing the taxpayer's interest expense in 
its first taxable year in which dividends 
from the 10/50 corporation are eligible 
for look-through treatment (i.e., its first 

taxable year ending after the first day of 
the 10/50 corporation's first post -2002 
taxable year). Any SLL account in a sep
arate category for dividends from a 10/50 
corporation with respect to another cate
gory that would be assigned to that other 
category under this rule will be elimi
nated, since "recapture" to and from the 
same category would be meaningless. See 
§1.904(f)-12T(g)(4) Example I. 

The IRS and the Treasury Department 
determined that it is appropriate to real
locate OFL and SLL accounts hased on 
how the taxpayer characterizes the stock 
of the 10/50 corporation for interest ex
pense apportionment purposes in its first 
taxable year ending after the first day of the 
10/50 corporation's first post-2002 taxable 
year. The IRS and the Treasury Depart
ment believe that recapturing losses from 
income earned in subsequent years is a for
ward-looking concept. Reallocating losses 
that were incurred in a separate category 
for dividends from each 10/50 corpora
tion to the appropriate separate category 
based on the interest expense apportion
ment ratio (as opposed to, for example, 
reallocating losses based on reconstructed 
non-look-through pools) is consistent with 
that concept. 

In the case of a taxpayer that has an OFL 
or SLL account in a separate category for 
dividends from a 10/50 corporation but 
no longer is a qualifying shareholder with 
respect to the foreign corporation, the 
IRS and the Treasury Department deter
mined that reallocating OFLs and SLLs 
incurred in separate categories for divi
dends from 10/50 corporations to the other 
separate categories may be inappropriate. 
In pre-2003 taxable years, recapture of 
the OFL or SLL would not have occurred 
because the taxpayer would not have re
ceived any additional dividends from the 
corporation that would be treated as in
come in the separate 10/50 loss category 
(unless the former shareholder reacquired 
a sufficient interest in the corporation to 
become a qualifying shareholder). Ac
cordingly, §1.904(f)-12T(g)(3) provides 
that where a taxpayer was not a qualify
ing shareholder with respect to a foreign 
corporation on December 20, 2002 (or 
was not a qualifying shareholder on the 
first day of the taxpayer's first post-2002 
taxable year, pursuant to a transaction that 
was the subject of a binding contract which 
was in effect on December 20, 2002), any 

OFL or SLL accounts in the ta.xpayer·s 
se[larate category for di vidends from that 
corporation will not he reallocated. See 
Notice 2003-5 (announcing regulations 
would provide that OFL and SLL accounts 
in a separate category for di vidcnds from 
each 10/50 corporation where the taxpayer 
was no longer a qualifying shareholder of 
as of December 20, 2002, will not be con
solidated into the OFL and SLL accounts 
of the single category for dividends from 
10/50 corporations). 

Section I.904(t)-12T(g)(3) also pro
vides that where an OFL or SLL account 
in a separate category for dividends from 
each 10/50 corporation is not reallocated 
because the taxpayer is no longer a qual
ifying shareholder of that foreign corpo
ration, the taxpayer may not carryover 
any excess foreign taxes in that separate 
category to another separate category on 
a look-through basis. However, the tem
porary regulations allow the taxpayer to 
elect to carryover all excess taxes in its 
separate categories for di vidends from 
10/50 corporations to the other separate 
categories, provided that the taxpayer also 
reallocates the OFL and SLL accounts 
of such separate categories for dividends 
from 10/50 corporations into the OFL and 
SLL accounts of the appropriate separate 
categories. 

B. Recapture (~f on SLL incurred ill other 
categories 

To the extent that an SLL in another 
separate category (e.g., the general limita
tion or passive category) offset income in a 
separate category for dividends from each 
10/50 corporation in a pre-20m taxahle 
year (or later year with or within which the 
10/50 corporation's last pre-2003 taxable 
year ends), income subsequently earned 
in the loss category will be recaptured as 
income in the same separate categories 
in which the taxpayer [lroperly charac
terizes the stock of the 10/50 corporation 
on a look-through basis for purposes of 
apportioning the taxpayer's interest ex
pense. See §§1.904(f)-12T(g)(2). Section 
I.904(f)-12T(g)( 4), Example 2, illustrates 
how the apportionment rule applies to 
SLLs in the general limitation and passive 
categories that previously offset income 
in a separate category for dividends from 
a 10/50 corporation, where the taxpayer 
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characterizes the stock of the 10/50 corpo
ration as a multiple category a~set. 

VII. Tax Eil!criol1.l. Adoptiolls of'Me!llOd of' 
Accountillg or Tuwhlc y'cw: alld Challges 
in I'vlcthod otAc['(Iullting or Taxable 
YeoI' Made Oil Bi!lw/fofa CFC or 10/50 
C orpoJ"(ltioll 

Section 1.96-l-IT(c)(21 and (3) add 
rules allowing the majority domestic cor
porate ,hareholclef'i of a 10/50 corporation 
to make an election, adopt a method of 
accounting or taxable year, or change a 
method of accounting or taxable year on 
behalf of the 10/50 corporation. Under 
~ 1.96-l-IT(c)(5), the term majority do
IIIl's!ic corporate sJwreholders is defined 
as those domestic corporations that meet 
the ownership requirements of section 
902(a) with respect to the 10/50 corpora
tion (or to a first -tier foreign corporation 
that is a member of the same qualified 
group as the 10/50 corporation 1, that. in 
the aggregate, own directly or indirectly 
more than 50 percent of the combined 
voting power of all the voting stock of the 
10/50 corporation that is owned directly 
or indirectly by all domestic corporations 
that meet the ownership requirements of 
section 902(a) with respect to the 10/50 
corporation (or a relevant first-tier foreign 
corporation ). 

Section 1.964-I(c)(3) of the current fi
nal regulations permits controlling United 
States shareholders of a CFC to make an 
election, or to adopt or change a method 
of accounting, on behalf of the CFC. Sub
ject to the rules of section 898, the tem
porary regulations at ~ 1.964-IT(c)(3) ex
tend this rule to permit controlling United 
States shareholders of a CFC to adopt or 
change the taxable year of a CFe. Finally, 
the temporary regulations revise the re
quirement that the controlling sharehold
ers file a written statement executed by 
each of the controlling shareholders with 
the IRS within 180 days of the close of 
the foreign corporation's taxable year for 
which the adoption or change in method of 
accounting i, to be effective. In lieu of the 
written statement. * 1.96-+-IT<c)(3)(il(B) 
requires that the jointly executed statement 
e\'iLiel1l'ing the control! ing shareholders' 
consent to the adoption or change be re
tained by one or more of the shareholders, 
and that each shareholder file a separate 
statement with its tax return for the taxable 
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year with or within which the foreign cor
poration's taxable year ends. This ~hange 
will facilitate e-filing by eliminating the 
signature requirement and will facilitate 
compliance by conforming the dates on 
which the election statement and the share
holder's tax return must be filed. 

VI//' Ei£'ctiol1to Deler flfectil'e Date f!I' 
10/50 Look-through Rules 

A. Tillie, fornI, illld 11101111£'1' of' elecTioll 

As discussed in the Background sec
tion of this document, section 403(1) of the 
GOZA provides a rule under which a tax
payer may elect not to apply the extended 
look-through rules enacted in the AJCA 
for taxable years of 10/50 corporations be
ginning after December 3 L 2002, and be
fore January 1,2005 (2003 and 2004 tax
able years). In order to make the election, 
a taxpayer must attach a statement notify
ing the IRS of such election to its next tax 
return for which the due date (with exten
sions) is more than 90 days after April 25, 
2006. The electing taxpayer's tax liabil
ity as shown on its original or amended tax 
returns for its affected taxable years gener
ally must be consistent with the guidance 
set forth in Notice 2003-5, 2003-1 e.B. 
294, and the rules of ~1.861-12T(c)(4) 
(characterizing the stock of a 10/50 corpo
ration as an asset in the various separate 
categories). The electing taxpayer must 
also make appropriate adjustments to elim
inate any double benefit arising from the 
election in years that are not open for as
sessment. ~ 1.904-7T(f)(9). 

B. Transition rules 

Taxpayers that elect to apply the pre
AJCA look-through rules for the 2003 and 
2004 taxable years must assign dividends 
paid by 10/50 corporations in their 2003 
and 2004 taxable years out of pre-2003 
earnings to a single separate category for 
dividends from all 10/50 corporations (see 
Notice 2003-5). The temporary regula
tions provide transition rules for applying 
the AJCA look-through rules in taxable 
years of 10/50 corporations beginning af
ter December 3 L 2004. 

Under ~ 1.904-7T(f)(9)(iii), pre-2003 
earnings (or a deficit) and taxes in the 
non-look-through pool that ex.isted as of 
the end of the foreign corporation's last 
pre-20OS taxable year are treated as if 

the\' \\ere acculllulatl?d and paid during a 
period in \\ hich :1 distribution from that 
corpmatioll would ha\'e bccn cl igihlc for 
look-through trcatlllent. Thcse earnings 
(orlicficits) and ta.\l?' arc addcd to the for
eign corporation's post-19X6 undistributed 
earnings and taxe, pooh in thc appropriatt: 
separate catl?gorics on the first day of the 
foreign corporation's first post-2()()4 tax
able year. In accordance with the princi
ples of ~ 1.90-l-7T( fH 4)' thc taxpayer must 
reconstruct the non-look-through pools or, 
if the taxpayer elects the safe harbor, allo
cate the earnings and taxes in the foreign 
corporation's non-look -through pools to 
the foreign corporation's look-throllgh 
pools on the first day of the foreign corpo
ration's first post-2004 taxable year. Un
der the safe harbor, this allocatIon is madc 
in the same percentages as the taxpayer 
properly characterized the stock of the for
eign corporation for purposes of interest 
expense apportionment in the taxpayer's 
first taxable year ending after the first day 
of the foreign corporation's first post-20m 
taxable year. If the taxpayer does not elect 
the safe harbor and the Commissioner 
determines that the look-through charac
terization of the earnings (or deficit) and 
taxes cannot reasonably be determined. 
the Commissioner will allocate the earn
ings (or deficit) and taxes to the passive 
category. 

To the extent that a taxpayer had ex
cess foreign taxes in the single category 
for di vidends from all 10/50 corporations 
(regardless of whether they were car
ried forward from separate categories for 
dividends from each 10/50 corporation 
in pre-2003 taxable years under Notice 
2003-5 or resulted from dividends paid 
in 2003 and 2004 taxable years), they 
will be carried forward tu the appropriate 
separate categories in the same manner 
as excess taxes in the separate categories 
for dividends from each 10/50 corporation 
are carried over in the case of a non-elect
ing taxpayer. Sec * I .904-2T(h)( I). The 
taxpayer must determine which 10/50 cor
poratiom paid the dividends to which the 
excess taxes are attributable and then as
sign the taxes to the appropriate separate 
categorie\ as if sllch dividends had been 
eligible for look-through treatment when 
paid. Accordingly, ~ 1.904-7T(f)(9)(iv) 
prOVIdes that excess taxe, in the single 
category for di vidends from 10/50 cor
porations are assigned to the appropriate 



separate categories by reconstructing the 
non-look-through pools or, if the taxpayer 
elects the safe harbor, by allocating the 
taxes in the same percentages as the tax
payer propcrly characterized the stock 
of the foreign corporation for purposes 
of apportioning the taxpayer's interest 
expense for its first taxable year with or 
within which the 10/50 corporation's first 
post-2002 taxable year began. This tran
sition rule applies only to excess taxes 
attributable to dividends out of pre-2003 
earnings, because only these taxes are in
cluded in the single category for dividends 
from all 10/50 corporations. 

To the extent that excess taxes carried 
forward to the single category for divi
dends from 10/50 corporations under the 
rules of Notice 2003-5 were absorbed by 
low-taxed dividends paid by 10/50 cor
porations in 2003 or 2004 taxable years 
out of pre-2003 earnings, or expired un
used, the amount of excess taxes carried 
forward to a separate category on a look
through basis will be smaller than the ag
gregate amount of excess taxes initially 
carried forward to the single category for 
dividends from 10/50 corporations. To 
simplify the process of determining which 
10/50 corporations paid the dividends to 
which the remaining excess taxes are at
tributable, *1.904-7T(f)(9)(iv) treats the 
remaining excess taxes as attributable pro 
rata to the dividends paid by all 10/50 cor
porations out of non-look-through pools 
in a particular taxable year that resulted 
in excess taxes that were eligible to be 
carried forward. Such excess taxes are 
then carried forward to the separate cate
gories based on how the non-look-through 
pools are recharacterized under the rules of 
§ 1.904-7T(f)( 4). 

Excess taxes that would otherwise be 
assigned to the passive category and ex
cess taxes with respect to which neither 
the IRS nor the taxpayer can substanti
ate look-through character are assigned to 
the general limitation category. This rule, 
previously discussed in section III above, 
applies regardless of whcthcr a taxpayer 
elects to apply the pre-AJCA look-through 
rules to dividends paid in taxable years of 
its 10/50 corporations beginning in 2003 
and 2004. 

To the extent that a taxpayer has excess 
foreign taxes attributable to a look-through 
dividend paid by a 10/50 corporation in 
post-2002 taxable years and such taxes are 

eligible for carryback, the taxes will he car
ried back within the same separate cate
gory and not to the separate categories or 
single category for dividends from 10/50 
corporations. See ~ 1.904-7T(t)(9)(v). 

For taxpayers that maintained OFL and 
SLL recapture accounts in the single cat
egory for dividends from all 10/50 corpo
rations (for example, as the result of con
solidating OFL and SLL accounts of sep
arate categories for dividends from each 
10/50 corporation into one set of OFL and 
SLL accounts of the single category for 
dividends from all 10/50 corporations un
der Notice 2003-5), the temporary regu
lations provide a transition rule for recap
ture in a post-2004 taxable year of an OFL 
and SLL in the single category for divi
dends from all 10/50 corporations. Section 
1.904-7T(f)(9)(vi) provides that the OFL 
and SLL accounts are assigned to the ap
propriate separate categories, on the first 
day of the taxpayer's first post-2004 tax
able year following the last taxable year in 
which it received a dividend in this cate
gory. The assignment is based on how the 
stock of each 10/50 corporation giving rise 
to the OFL or SLL is properly character
ized for purposes of apportioning thc tax
payer's interest expense for its first taxable 
year with or within which the 10/50 corpo
ration's first post-2002 taxable year began. 

For taxpayers that maintained an SLL 
recapture account in another separate cat
egory (e.g., the gencral or passive cate
gory) with respect to the single category 
for dividends from all 10/50 corporations, 
§ 1.904-7T(f)(9)(vii) provides that the SLL 
will be recaptured as income in the appro
priate separate categories in post-2004 tax
able years. Income is recaptured in the 
separate categories in the same percent
ages as the taxpayer properly characterized 
the stock ofthe 10/50 corporations with re
spect to which the loss account was estab
lished for purposes of apportioning the tax
payer's interest expense for its first taxable 
year with or within which the 10/50 corpo
ration's first post-2002 taxable year began. 

Where a CFC or 10/50 corporation had 
a single category for dividends from all 
10/50 corporations containing earnings 
attributable to dividends paid in 2003 or 
2004 taxable years of a lower-tier 10/50 
corporation, the undistributed earnings, 
previously-taxed earnings, and associ
ated taxes are treated in post-2004 taxable 
years in the same manner as pre-2003 

undistributed earnings and taxes in a sep
arate category for dividends from each 
10/50 corporation maintained at the CFC 
or 10/50 corporation level. Accordingly. 
*1.904-7T(f)(9J(viii) provides that the 
undistrihuted earnings and associated 
taxes in the single category for dividends 
from all 10/50 corporations are assigned to 
the appropriate separate categories based 
on the taxpayer's reconstruction of the 
non-look-through pools of the lower-tier 
foreign corporation, or. if the taxpayer 
elects the safe harbor. by allocating the 
earnings and taxes in the same percent
ages as the taxpayer properly characterized 
(or would have characterized) the stock 
of the lower-tier 10/50 corporation for 
purposes of apportioning the upper-tier 
corporation's interest expense for its first 
post-2002 taxable year. 

Where a CFC or 10/50 corporation had 
an aggregate deficit in the single category 
for dividends from all 10/50 corporations 
as of the end of the foreign corporation's 
2004 taxable year, the deficit and associ
ated taxes are treated in the same manner 
as a deficit in post-1986 undistributed 
earnings attributable to dividends from 
a lower-tier 10/50 corporation. Accord
ingly, § 1.904-7T(f)(9)(ix) provides that 
the deficit is assigned to the look-through 
pools based on where the upper-tier cor
poration's income and expenses or losses 
would have been assigned had they been 
incurred during a look-through period, or, 
if the taxpay~r elects the safe harbor, the 
deficit is allocated bascd on how the tax
payer properly characterized the stock of 
the lower-tier corporation for purposes of 
apportioning the upper-tier corporation's 
interest expense in its first taxable year 
with or within which the lower-tier corpo
ration's first post-2002 taxable year began. 
Where the taxpayer does not elect the safe 
harbor and the Commissioner determines 
that the look-through characterization of 
the deficit cannot rcasonably be deter
mined based on the available information, 
the Commissioner will assign the deficit 
and taxes to the upper-tier corporation's 
passive category. 

IX. Effective Date 

Section 403 of the AJCA provides that 
the amendments apply to taxable years 
beginning after December 31, 2002. The 
statutory language and legislative his-
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tory of the AJCA do not specifically state 
whether the effective date refers to the tax
able year of the foreign corporation or that 
of the U.S. ~hareholder. The temporary 
regulation;, clarify that the effective date 
of the amendments refers to the foreign 
corporatlOn' s taxable year. thereby elimi
nating the separate category for dividends 
from each 10/50 corporation as of the be
ginning of the foreign corporation's first 
post-20()2 taxable year. Thus. dividends 
paid by the foreign corporatIon on and af
ter that date (including dividends paid in a 
U.S. shareholder's pre-2003 taxable year) 
are eligible for look-through treatment. 
Basing the effective date on the foreign 
corporation's taxable year eli minates the 
need to create and maintain multiple sets 
of look-through pools of a single foreign 
corporation that begin on different dates 
for different shareholders. Accordingly. 
the temporary regulations are effective for 
dividends paid in taxable years of 10/50 
corporations beginning after December 
31. 2002. 

As discussed in the Background sec
tion of this document, section 403(1) of the 
GOZA provides a rule allowing taxpayers 
to elect not to apply the expanded look
through rules enacted in the AJCA to tax
able years beginning in 2003 and 2004 As 
discussed in section VIII above, the tem
porary regulations provide guidance on the 
time, form, and manner of the election as 
well as transition rules applicable to tax
payers that elect to apply thc prc-AJCA 
rules governing 10/50 dividends to 2003 
and 2004 taxable years. 

Spccial Analyses 

It has been determined that this Trea
;,lIry decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore. a regulatory as,essment 
is not required. It also has been deter
mined that section 553(b) of the Admin
i~trati \ e Prucedure AL·t (5 U.s.c. chapter 
S) docs not apply to these reguhllions. For 
the applicability of the Regulatory Flexi
bility Act (5 USc. chapter 6)' refer to Ihe 
Spccial Analyses section of the preamble 
of the cro,s-refcrenced notice of propo~ed 
rulcmaking published in thi;, issue of the 
Bullcllll. Pursuant to ,ccllon nOSi f) of 
the Internal Re\'enue Code. these tempo
rary regulation;, will he submitted to the 
Chief Counsel for Advocacy of the Small 
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Business Administration for comment on 
their impact on small businesses. 

Drafting Information 

The principal author of these regula
tion~ is Ginny Chung, Office of Associate 
Chief Counsel (International). However, 
other personnel from the IRS and the Trea
sury Department participated in their de
velopment. 

* * * * * 

Amendments to the Regulations 

Accordingly, 26 CFR parts 1 and 602 
are amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority for part 1 
continues to read in part: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.861 ~9T is amended as 

follows: 
I. Revise the last sentence of paragraph 

(D( 3)( ii). 
2. Redesignate paragraph (D(4) as 

paragraph (1)(5) and add a new paragraph 
(D(4 ). 

The revision and addition read as fol
lows: 

.~1.861~9T Allocation and apportionment 
of illterest expense (temporary). 

* * * * * 
(f) * * * 
(3) * * * 
(ii) * * * The election shall be 

made by filing a statement described 
in *1.964~IT(c)(3)(ii) at the time and 
in the manner described therein and 
providing a written notice described in 
* \.964-1 T( c)(3 )(iii), except that no such 
statement or notice is required to be filed 
or sent before July 24, 2006. 

* * * * * 
(4) NVI/CUll!rolled sectiun 902 corpora

tions - (i) In general. For purposes of 
computing earnings and profits of a non
controlled section 902 corporation (as de
fined in section 904(d)(2)(E) for federal 
tax purpo~es. the interest expense of a non
controlled section 902 corporation may be 
apportioned using either the asset method 

described in paragraph (g) of this section 
or the modified gross income method de
scribed in paragraph (j) of this section. A 
noncontrolled section 902 corporation that 
is not a controlkd foreign corporation may 
elect to use a different method of appor
tionment than that elected hy one or more 
of its shareholders. A noncontrolled sec
tion 902 corporation must use the same 
method of apportionment with respect to 
all its domestic corporate shareholders. 

(ii) Mallller of election. The election 
to use the asset method described in para
graph (g) of this section or the modified 
gross income method described in para
graph (j) of this section may be made 
either by the noncontrolled section 902 
corporation or by the majority domes
tic corporate shareholders (as defined in 
§ 1.964- I T(c)(5)(ii» on behalf of the non
controlled section 902 corporation. The 
election shall be made by filing a state
ment described in §1.964-lT(e)(3)(ii) 
at the time and in the manner described 
therein and providing a written notice 
described in SI.964-IT(c)(3)(iii), except 
that no such statement or notice is required 
to be filed or sent before July 24, 2006. 

(iii) Stock characterization. In gen
eral, the stock of a noncontrolled section 
902 corporation shall be characterized in 
the hands of any domestic corporation that 
meets the ownership requirements of sec
tion 902(a) with respect to the noncon
trolled section 902 corporation, or in the 
hands of any member of the same qualified 
group as defined in section 902(b)(2), us
ing the same method that the noncontrolled 
section 902 corporation uses to apportion 
its interest expense. Stock in a noncon
trolled section 902 corporation shall be 
characterized as a passive category asset in 
the hands of any such shareholder that fails 
to meet the substantiation requirements of 
S 1.904-5T(c)(4 )(iii), or in the hands of any 
shareholder that is not eligible to compute 
an amount of foreign taxes deemed paid 
with respect to a dividend from the non
controlled section 902 corporation for the 
taxable year. See SI.861-I2T(c)(4). 

(iv) EfJective date. This paragraph 
(D(4) applies for taxable years of share
holders ending after the first day of the 
first taxable year of the non controlled 
section 902 corporation beginning after 
December 3l, 2002. 

* * * * * 



Par. 3. Section 1.861-12T is amended 
as follows: 

I. Remove the language "directly by 
the taxpayer" from paragraph (c)(2)(i) in
troductory text and add the language "by 
the taxpayer either directly or, for tax
able years beginning after April 25. 2006. 
indirectly through a partnership or other 
pass-through entity" in its place. 

2. Revise paragraph (c)(4). 
The revision reads as follows: 

§1.861-12T Characterization rules and 
adjustment for certain assets (temporary 
regulations. ) 

* * * * * 
(c) * * * 
(4) Characterization of stock of flOfl

controlled section 902 corporations-(i) 
General rule. The principles of paragraph 
(c)(3) of this section shall apply to stock 
in a noncontrolled section 902 corporation 
(as defined in section 904(d)(2)(E». Ac
cordingly, stock in a noncontrolled sec
tion 902 corporation shall be character
ized as an asset in the various separate 
limitation categories on the basis of ei
ther the asset method described in (c)(3 )(ii) 
of this section or the modified gross in
come method described in (c)(3)(iii) of 
this section. Stock in a non controlled sec
tion 902 corporation the interest expense 
of which is apportioned on the basis of 
assets shall be characterized in the hands 
of its domestic shareholders (as defined 
in § 1.902-1 (a)( I » under the asset method 
described in paragraph (c)(3)(ii). Stock 
in a noncontrolled section 902 corpora
tion the interest expense of which is appor
tioned on the basis of gross income shall 
be characterized in the hands of its domes
tic shareholders under the gross income 
method described in paragraph (c)(3)(iii). 

(ii) Nonqualifying shareholders. Stock 
in a noncontrolled section 902 corporation 
shall be characterized as a passivc cate
gory asset in the hands of a shareholder 
that is not eligible to compute an amount of 
foreign taxes deemed paid with respect to 
a dividend from the noncontrolled section 
902 corporation for the taxable year, and in 
the hands of any shareholder with respect 
to whom look-through treatment is not 
substantiated. See §1.904-5T(c)(4)(iii). 

(iii) Effective date. This paragraph 
(c)( 4) applies for taxable years of share
holders ending after the first day of the 

first taxable year of the noncontrolled 
section 902 corporation beginning after 
December 31, 2002. 

* * * * * 
Par. 4. Section 1.902-0 is amended as 

follows: 
1. Revise the entry for §1.902-l(a)(4) 

and add entries for § § 1. 902-1( a)( 4 )(i) and 
(a)(4)(ii) . 

2. Revise the entry for § 1.902-1 (b). 
3. Revise the entry for §1.902-1(c)(8), 

and add entries for §§1.902-I(c)(8)(i) and 
(ii). 

4. Remove the entry for 
§1.902-1(e)(9). 

5. Revise the entry for § 1.902-I(d). 
6. Remove the entries for 

§ 1.902-1(d)(3), (d)(3)(i), and (d)(3)(ii). 
7. Revise the entries for § § 1. 902-2, 

1.902-2(a), and 1.902-2(b). 
The revisions and additions read as fol

lows: 

§1.902-0 Outline of regulations provisions 
for section 902. 

* * * * * 

§ 1.902-1 Credit for domestic corporate 
shareholder of a foreign corporation for 
foreign income taxes paid by the foreign 
corporation. 

(a) * * * 
(4) Third- or lower-tier corporation. 
(i) Third-tier corporation. 
(ii) Fourth-, fifth-, or sixth-tier corpora

tion. 

* * * * * 
(b) Computation of foreign income 

taxes deemed paid by a domestic share
holder, first-tier corporation, or lower-tier 
corporation. 

* * * * * 
(c) * * * 
(8) Effect of certain liquidations, reor

ganizations, or similar transactions on cer
tain foreign taxes paid or accrued in tax
able years beginning on or before August 
5, 1997. 

(i) General rule. 
(ii) Example. 
(d) Dividends from controlled foreign 

corporations and noncontrolled section 
902 corporations. 

* * * * * 

.~ J. 9U2-2 Treatlllt'l1t of deficits ill 
post-1986 undistributed eamings and 

pre-1987 accumulated profits of' ajirst
or lower-tier corporation j(JI- purposes 
of computing WI all/owl! o(jf'reiKn taxes 
deemed paid under ~1.902-1. 

(a) Carryback of deficits in post-1986 
undistributed earnings of a first- or Imver
tier corporation to pre-effective date tax
able years. 

* * * * * 
(b) Carryforward of deficit in pre-1987 

accumulated profits of a first- or lower
tier corporation to post-1986 undistributed 
earnings for purposes of section 902. 

* * * * * 
Par. 5. Section 1.902-1 is amended as 

follows: 
1. Revise paragraph (a)(4). 
2. Revise paragraph (a)(6). 
3. Revise paragraph (a)(7). 
4. Revise paragraph (a)(8)(i). 
5. In paragraph (a)(8)(iii), add the 

language "in a taxable year beginning 
on or before December 31, 2002" af
ter the language "(as defined in section 
904(d)(2)(E)(i»" and add the language 
"(26 CFR revised as of April I, 2006)" 
after the language "§ 1.904-4(g)(2)(iii)". 

6. Revise the heading of paragraph (b). 
7. Revise paragraph (c)(8). 
8. Remove paragraph (c)(9). 
9. Revise paragraphs (d)(l) and 

(d)(2)(i). 
10. Remove paragraph (d)(3). 
II. Revise paragraph (g). 
The revisions and additions read as fol

lows: 

§1.902-1 Credit for domestic corporate 
shareholder of a foreign corporation Jor 
foreign income taxes paid by the foreign 
corporation. 

(a) * * * 
(4) Third- or/ower-tiercorporatiol1. (i) 

In the case of dividends paid to a sec
ond-tier corporation by a foreign corpora
tion in a taxable year beginning after De
cember 31, 1986. a foreign corporation 
is a third-tier corporation if, at the time 
a second-tier corporation receives a div
idend from that foreign corporation, the 
second-tier corporation owns at least 10 
percent of the foreign corporation's vot
ing stock and the product of the following 
equals at least 5 percent-
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(A) The percentage of voting stock 
owned by the domestic shareholder in the 
first-tier corporation; multiplied by 

(B) The percentage of voting stock 
owned by the first-tier corporation III the 
second-tier corporation; multiplied by 

(e) The percentage of voting stock 
owned by the second-tier corporation in 
the third-tier corporation. 

* * * * * 
(ii) FOllrlli-, fitili-, or sixth-tier COIPOr£l

tioll. [Reservedl. For further guidance. see 
~ 1.902-1T(a)(4)(ii) 

(6) Upper- alld lower-liel' cmpol"II
liolls. [Reserved]. For further guidance. 
see ~1.902-IT(a)(6). 

(7) FrJrl'iRIl ill(,(}lIIe Ilixes. [Reserved]. 
For further guidance, see ~ 1.902-1 T(a)(7). 

on * * * (i) III general. [Reserved]. For 
further guidance. see § 1.902-IT(a)(8)(i). 

* * * * * 
(b) Computatio/1 or .fc)reign illcome 

ti/xes deemed paid by a domestic share
holder. first-tier corporation, or lower-lier 
corporation. 

* * * * * 
(c) * * * 
(8) Ellect of' certain liquidations, reor

gWli;:miolls, etc., Oil certaill foreign taxes 
paid or accrued in taxable years beginning 
on or before August 5, 1997. [Reserved I. 
For further guidance, see § 1.902-1 T(c)(H). 

(d) Dil'idends from !'Ontrolled .f(lreign 
corporations and IWllcontrol/ed seclioll 
902 cmpol'(ltions-( I) General rule. 
[Reserved]. For further guidance. see 
*1.902-IT(d)(I). 

(2) Look-throllgh-(i) Dil'idends. 
[Reservedl· For further guidance. see 
* 1.l)02-1T(d)(2)(i). 

(g) Etf£'ctil'e date. [Reserved.J For fur
ther guidance, see * 1.902-1 T(g). 

Par. 6. Section 1.902-1 T is added to 
read as follows: 

~ I. <)02-/ T CrediT .{tll· domestic COr!w/'(Jle 
s/llIrcholdcr or a ,!(m'ign corporation for 
lim'ign incolII£' taxes paid h\' the foreign 
corpo/'illio/l (tempomrY). 

(a)( I) through (a)(3) [Reserved]. for 
further guidance. ,ee *1.902-I(a)(l) 
through (a)(3). 

(a)(4)(i) [Reserved]. For further guid
ance. see * I.lj()2-I(aJ(-l)(i). 
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(ii) FOllrth- . .fItih-, or sixth-tier ('011)0-

mtion. In the case of dividends paid to a 
third-. fllurth-. or fifth-tier corporation by 
a foreign corporation in a taxable year be
ginning after August 5. 1997. the foreign 
corporation is a fOllrth-. fifth-. or sixth-tier 
corporation. re'pectively. if at the time the 
dividend is paid. the corporation receiv
ing the dividend owns at least 10 percent 
of the foreign corporation's voting stock. 
the chain of foreign corporations that in
cludes the foreign corporation is connected 
through stock ownership of at least 10 per
cent nf their voting stock. the domestic 
shareholder in the first-tier corporation in 
such chain indirectly owns at least 5 per
cent of the voting stock of the foreign cor
poration through such chain. such corpora
tion is a controlled foreign corporation (as 
defined in section 957) and the domestic 
shareholder is a United States shareholder 
(as defined in section 951 (b)) in the foreign 
corporation. Taxes paid by a fourth-. fifth-. 
or sixth-tier corporation shall be taken into 
account in determining post-1986 foreign 
income taxes only if such taxes are paid 
with respect to taxable years beginning af
ter August 5. 1997, in which the corpora
tion was a controlled foreign corporation. 

(a)(5) [Reserved]. For further guid
ance. see ~ 1.902-1 (a)(5). 

(6) Uppcr- and lowC/'-tier corporations. 
In the case of a sixth-tier corporation, the 
term upper-tier corporation means a first-. 
second-, third-. fourth-. or fifth-tier corpo
ration. In the case of a fifth-tier corpora
tion. the term upper-tier corporation means 
a first-. second-. third-. or fourth-tier cor
poration. In the case of a fourth-tier cor
poration, the term upper-tier corporation 
means a first-. second-, or third-tier cor
poration. In the case of a third-tier cor
poration. the term upper-tier corporation 
means a first- or second-tier corporation. 
In the case of a second-tier corporation. the 
term upper-tier corporation means a first
tier corporation. In the case of a first-tier 
corporation. the term lower-tier corpora
tion means a second-. third-. fourth-, fifth-, 
or sixth-tier corporation. In the case of 
a second-tier corporation. the term lower
tier corporation means a third-. fourth-. 
fifth-. or sixth-tier corporation. In the case 
of a third-tier corporation. the term lower
tier corporation means a fourth-, fifth-, or 
sixth-tier corporation In the case of a 
fourth-tier corporation, the term lower-tier 
corporation means a fifth- or sixth-tier cor-

poration. In the case of a fifth-tier corpora
tion. the term Imver-tier corporation means 
a sixth-tier corporation. 

(7) Foreign il/COIIIC tuxcs. The term 
Flreigl/ incollli' t(/.\'/'s means income. war 
profits. and excess profits taxes as defined 
in §1.902-I(a). and taxes included in the 
term income. war profits. and excess prof
its taxes by reason of section 903, that are 
imposed by a foreign country or a posses
sion of the Untied States. including any 
such taxes deemed paid by a foreign corpo
ration under this section. Foreign income, 
war profits. and excess profits taxes shall 
not include amounts excluded from the 
definition of those taxes pursuant to sec
tion 90 I and the regulations under that sec
tion. See sections 901(0 and (i) and para
graph (c)(5) of this section. Foreign in
come, war profits, and excess profits taxes 
also shall not include taxes for which a 
credit is disallowed under section 90 I and 
the regulations thereunder. See sections 
901(e). (h). (D, (k), and (I), and paragraphs 
(c)(4) and (c)(8) of this section. 

(8) Post-1986foreign income taxes-(i) 
In general. Except as provided in para
graphs (a)( 10) and (a)( 13) of this section, 
the term post-1986 foreign income taxes 
of a foreign corporation means the sum 
of the foreign income taxes paid, accrued, 
or deemed paid in the taxable year of the 
foreign corporation in which it distributes 
a dividend plus the foreign income taxes 
paid. accrued, or deemed paid in the for
eign corporation's prior taxable years be
ginning after December 31, 1986. to the 
extent the foreign taxes were not attribut
able to dividends distributed to, or earn
ings otherwise included (e.g., under sec
tion 304, 367(b), 551, 951(a), 1248, or 
1293) in the income of, a foreign or do
mestic shareholder in prior taxable years. 
Except as provided in paragraph (b)( 4) of 
this section, foreign taxes paid or deemed 
paid by the foreign corporation on or with 
respect to earnings that were distributed or 
otherwise removed from post-1986 undis
tributed earnings in prior post-1986 tax
able years shaH be removed from post-
1986 foreign income taxes regardless of 
whether the shareholder is eligible to com
pute an amount of foreign taxes deemed 
paid under section 902. and regardless of 
whether the shareholder in fact chose to 
credit foreign income taxes under section 
901 for the year of the distribution or in
clusion. Thus, if an amount is distributed 



or deemed distributed by a foreign cor
poration to a United States person that 
is not a domestic shareholder within the 
meaning of paragraph (a)( I) of this sec
tion (e.g., an individual or a corporation 
that owns less than 10% of the foreign 
corporation's voting stock), or to a for
eign person that does not meet the defi
nition of an upper-tier corporation under 
paragraph (a)(6) of this section, then al
though no foreign income taxcs shall be 
deemed paid under section 902, foreign in
come taxes attributable to the distribution 
or deemed distribution that would have 
been deemed paid had the shareholder met 
the ownership requirements of paragraphs 
(a)(1) through (4) of this section shall be 
removed from post -1986 foreign income 
taxes. Further, if a domestic shareholder 
chooses to deduct foreign taxes paid or ac
crued for the taxable year of the distribu
tion or inclusion, it shall nonetheless be 
deemed to have paid a proportionate share 
of the foreign corporation's post-1986 for
eign income taxes under section 902(a), 
and the foreign income taxes deemed paid 
must be removed from post-1986 foreign 
income taxes. In the case of a foreign cor
poration the foreign income taxes of which 
are determined based on an accounting pe
riod of less than one year, the term year 
means that accounting period. See sec
tions 441(b)(3) and 443. 

(a)(8)(ii) through (c)(7) [Reserved]. 
For guidance, see § 1.902-1(a)(8)(ii) 
through (c)(7). 

(8) Effect of certain liquidations, re
organizations, or similar transactions on 
certain foreign taxes paid or accrued in 
taxable years beginning on or before Au
gust 5, 1997-(i) General rule. Notwith
standing the effect of any liquidation, re
organization, or similar transaction, for
eign taxes paid or accrued by a member 
of a qualified group (as defined in sec
tion 902(b)(2» shall not be eligible to be 
deemed paid if they were paid or accrued 
in a taxable year beginning on or before 
August 5,1997, by a corporation that was a 
fourth-, fifth- or sixth-tier corporation with 

Foreign taxes deemed paid by 
domestic shareholder or upper-tier 

corporation with respect to a 
separate category 

respect to the taxpayer on the first day of 
the corporation's first taxable year begin
ning after August 5, 1997. 

(ii) Example. P, a domestic corporation, 
has owned 100 percent of the voting stock 
of foreign corporation S at all times since 
January I, ]987. Until June 30, 2002, S 
owned 100 percent of the voting stock of 
foreign corporation T, T owned ] 00 per
cent of the voting stock of foreign corpo
ration U, and U owned 100 percent of the 
voting stock of foreign corporation V. P, S, 
T, U, and Veach use the calendar year as 
their U.S. taxable year. Thus, beginning 
in 1998 V was a fourth-tier controlled for
eign corporation, and its foreign taxes paid 
or accrued in 1998 and later taxable years 
were eligible to be dcemed paid. On June 
30, 2002, T was liquidated, causing S to 
acquire 100 percent of the stock of U. As 
a result, V became a third-tier controlled 
foreign corporation. In 200}, V paid a div
idend to U. Under paragraph (c)(8) of this 
section, foreign taxes paid by V in tax
able years beginning before 1998 are not 
taken into account in computing the for
eign taxes deemed paid with respect to the 
dividend paid by V to U. 

(d) Dividends from controlled foreign 
corporations and non controlled section 
902 corporations-( I) General rule. If 
a dividend is described in paragraphs 
(d)(l) (A) through (D) of this section, 
the following rules apply. If a dividend 
is paid out of post-1986 undistributed 
earnings or pre-1987 accumulated prof
its of a foreign corporation attributable 
to more than one separate category, the 
amount of foreign income taxes deemed 
paid by the domestic shareholder or the 
upper-tier corporation under section 902 
and paragraph (b) of this section shall 
be computed separately with respect to 
the post -1986 undistributed earnings or 
pre-1987 accumulated profits in each sep
arate category out of which the dividend is 
paid. See §§1.904-5T(c)(4), J.904-5(i), 
and paragraph (d)(2) of this section. The 
separately computed deemed-paid taxes 
shall be added to other taxes paid by the 

Post-1986 foreign income taxes of 
first-tier or lower-tier corporation 
allocated and apportioned to the 

separate category under § 1.904-6 

x 

domestic shareholder or upper-tier cor
poration with respect to income in the 
appropriate separate category. The rules 
of this paragraph (d)( 1) apply to dividends 
received by-

(A) A domestic shareholder that is a 
United States shareholder (as defined in 
section 951(b) or section 953(c» from a 
first-tier corporation that is a controlled 
foreign corporation; 

(B) A domestic shareholder from a first
tier corporation that is a noncontrolled sec
tion 902 corporation; 

(C) An upper-tier controlled for
eign corporation from a lower-tier con
trolled foreign corporation if the corpo
rations are related look-through entities 
within the meaning of § 1.904-5(i) (see 
§ 1.904-5T(i)(3»; or 

(D) A foreign corporation that is eligi
ble to compute an amount of foreign taxes 
deemed paid under section 902(b)(I), 
from a controlled foreign corporation or 
a noncontrolled section 902 corporation 
(i.e., both the payor and payee corpora
tions are members of the same qualified 
group as defined in section 902(b )(2) (see 
§ 1.904-5T(i)(4». 

(2) Look-through-(i) Dividends. Any 
dividend distribution by a controlled for
eign corporation or noncontrolled section 
902 corporation to a domestic shareholder 
or a foreign corporation that is eligible 
to compute an amount of foreign taxes 
deemed paid under section 902(b)(]) shall 
be deemed paid pro rata out of each 
separate category of income. Any divi
dend distribution by a controlled foreign 
corporation to a controlled foreign corpo
ration that is a related look-through entity 
within the meaning of §1.904-5T(i)(3) 
shall also be deemed to be paid pro rata 
out of each separate category of income. 
See §§ 1.904-5T(c)(4), 1.904-5(i), and 
1.904-7. The portion of the foreign in
come taxes attributable to a particular 
separate category that shall be deemed 
paid by the domestic shareholder or up
per-tier corporation must be computed 
under the following formula: 

Divident amount attributable to 
the separate category 

Post-1986 undistributed earnings of 
first-tier or lower-tier corporation 

in the separate category 
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(e) through (f) [Reserved]. For further 
guidance. see § 1.902-1(e) through (f). 

(g) EtTecti\-e dates. This section and 
§ 1.902-1 apply to any distribution made 
in and after a foreign corporation' s first 
taxable year beginning on or after Jan
uary I. 1987. except that the provisions 
of paragraphs (a)(4)(ii). (a)(6). (a)(7). 
(a)(8)(i). and (c)(8) of this section apply 
to distributions made in taxable years 
of foreign corporations beginning after 
April 25. 2006. and. except as provided 
111 § 1.904-7T(f){9). the provisions of 
paragraph (d) of this section apply to 
distributions in taxable years of foreign 
corporations beginning after December 
31. 2002. 

Par. 7. Section 1.902-2 is amended as 
follows: 

I. Revise the section heading of 
§ 1.902-2 and the headings for paragraphs 
(a) and (b). 

2. In paragraph (a)( 1), remove two in
stances of the language "a first-. second
or third-tier corporation" and add the lan
guage "a first- or lower-tier corporation" in 
its place. 

3. In paragraph (b)( I). remove the lan
guage "a first-. second- or third-tier cor
poration" and add the language "a first- or 
lower-tier corporation" in its place. 

The revisions read as follows: 

~ 1. <)02-2 Treatment of deficits in 
post-1986 ul!distributed earnings and 
pre-1987 accumulated profits of a first
or lower-tier corporation for purposes 
of computing an amount of foreign taxes 
deemed paid under §1.902-1. 

(a) Carn-back of deficits ill post-l 986 
IIlIdistributed earnings ofafirst- or lmi"er
tier corporatioll to pre-effective date tax
able rears. 

* * * :+: * 
(b) Carn:/iJrward of deficit ill pre-1987 

(fCClIIlllt/ated profits of afirst- or lower-tier 
("(Jljln}"(ltinll /(I post-1986 undistributed 
'>lIl"11ll!gs/iJr purposes ofsectioll YU2. 

Par. 8. Section 1.904-0 is amended as 
follo\\'s: 

I. Add the entries for § 1.904-2( h). 
(hl( I). and (h)(2). 

2. Revise the entry for §1.904-4(c)(4). 
3. Remove the entry for § 1.904-

4(c)(.'i)(iv). and rede,ignate the entry for 
~ )l)()4---4( c I( 5 )( \) as ~ I. 904---4( c )(5)( iv). 
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4. Remove the entries for § 1.904-
4(g)( 1) through (g)(3). 

5. Redesignate the entries for § 1.904-
5(c)(2)(iii) and (iv) as §1.904-5(c)(2)(iv) 
and (v). respectively, and add the entry for 
§ 1.904-5(c)(2)(iii). 

6. Revise the entry for § 1. 904-
5(c)(4)(i), redesignate the entry for 
§ 1.904-5(c)(4)(iii) as §1.904-5(c)(4)(iv), 
and add the entry for §1.904-5(c)(4)(iii). 

7. Remove the entry for § 1.904-5(f)(2), 
and redesignate the entries for 
§1.904-5(f)(3) and (4) as § 1.904-5(f)(2) 
and (3), respectively. 

8. Revise the entry for § 1.904-5(i)(3), 
redesignate the entry for §1.904-5(i)(4) 
as § 1.904-5(i)(5), and add the entry for 
§ 1.904-5 (i)(4). 

9. Add the entries for §1.904-
5(m)(2)(i) and (ii). 

10. Add the entries for §1.904-5(0)(l) 
and (2). 

11. Revise the entry for § 1.904-6(a)(2). 
12. Add the entry for §1.904-7(f). 
13. Add the entry for §1.904(f)-12(g). 
The revisions and additions read as fol-

lows: 

§ 1.904-0 Outline of regulations provisions 
for section 904. 

* * * * * 

§1.904-2 Carryhack and carryover of 
unused foreign tax. 

* * * * * 
(h) Transition rules for carryovers and 

carrybacks ofpre-2003 and post-2002 un
used foreign tax paid or accrued with re
spect to dividends from noncontrolled sec
tion 902 corporations. 

( I) Carryover of unused foreign tax. 
(2) Carryback of unused foreign tax. 

* * * * * 

§ 1.904-4 Separate application of section 
904 with respect to certain categories of 
income. 

* * * * * 
(cl * * * 
(4) Dividends and inclusions from con

trolled foreign corporations. dividends 
from noncontrolled section 902 corpora
tions. and income of foreign QBUs. 

* * * * * 

§ I. 904-5 Look-throllgh rules as applied 
to controlled jin-eign cO/po/"iltions and 

other entilies. 

* * * * * 
(c) * * * 
(2) * * * 
(iii) Allocating and apportioning ex

penses of a noncontrolled section 902 
corporation. 

* * * * * 
(4) * * * 
(i) Look-through rule for controlled for

eign corporations. 

* * * 
(iii) Look-through rule for noncon

trolled section 902 corporations. 

* * * 
(i) * * * 
(3) Special rule for dividends between 

controlled foreign corporations. 
(4) Payor and recipient of dividend are 

members of the same qualified group. 

* * * 
(m) * * * 
(2) * * * 
(i) Interest payments from controlled 

foreign corporations. 
(ii) Interest payments from noncon

trolled section 902 corporations. 

* * * 
(0) * * * 
(i) Rules for controlled foreign corpora

tions and other look-through entities. 
(ii) Rules for noncontrolled section 902 

corporations. 

§ 1.904-6 Allocation and apportionment 
of taxes. 

(a) * * * 
(2) Reserved. 

* * * * * 

§1.904-7 Transition rules. 

* * * * * 
(f) Treatment of non-look-through 

pools of a noncontrolled section 902 cor
poration or a controlled foreign corpora
tion in post-2002 taxable years. 

* * * * * 

§1.904(f)-12 Transition rules. 

* * * * * 



(g) Recapture in years beginning after 
December 31, 2002, of separate limita
tion losses and overall foreign losses in
curred in years beginning before January 
I, 2003, with respect to the separate cat
egory for dividends from a noncontrolled 
section 902 corporation. 

* * * * * 
Par. 9. Section 1.904-2 is amended as 

follows: 
1. Revise paragraph (a). 
2. Add new paragraph (h). 
The revisions and addition reads as fol

lows: 

§1.904-2 Carryback and carryover of 
unused foreign tax. 

(a) Credit for foreign tax carryback or 
carryover. [Reserved]. For further guid
ance, see § 1.904-2T(a). 

* * * * * 
(h) Transition rules for carryovers and 

carrybacks of pre-2003 and post-2002 un
used foreign tax paid or accrued with re
spect to dividends from nOflcontrolled sec
tion 902 corporations. [Reserved]. For 
further guidance, see § 1.904-2T(h). 

* * * * * 
Par. 10. Section 1.904-2T is added to 

read as follows: 

§1.904-2T Carryback and can~over of 
unused foreign tax. 

(a) Credit for foreign tax carryback or 
carryover (temporary). A taxpayer who 
chooses to claim a credit under section 
90 I for a taxable year is allowed a credit 
under that section not only for taxes oth
erwise allowable as a credit but also for 
taxes deemed paid or accrued in that year 
as a result of a carryback or carryover 
of an unuscd foreign tax under section 
904(c). However, the taxes so deemed 
paid or accrued shall not be allowed as 
a deduction under section 164(a). Para
graphs (b) through (g) of § I. 904-2 and 
§1.904-3, providing rules for the compu
tation of carryovers and carrybacks, do not 
reflect a number of intervening statutory 
amendments, including the redesignation 
of section 904(d) as section 904(c) fortax
able years beginning after 1975, amend
ments to scctions 904( d) and (f) regard
ing the application of separate limitations 
in taxable years beginning aftcr 1986, the 

limitation of the carryback period to one 
year for unused foreign taxes arising in 
taxable years beginning after October 22, 
2004, and the extension of the carryover 
period to ten years for unused foreign taxes 
that may be carried to any taxable year 
ending after October 22, 2004. However. 
the principles of paragraphs (b) through 
(g) of § 1.904-2 and § 1.904-3 shall apply 
in determining carrybacks and carryovers 
of unused foreign taxes, modified so as 
to take into account the effect of statutory 
amendments. For transition rules relating 
to the carryover and carryback of unused 
foreign tax paid with respect to dividends 
from noncontrolled section 902 corpora
tions, see paragraph (h) of this section. For 
special rules rcgarding these computations 
in case of taxes paid, accrued, or deemed 
paid with respect to foreign oil and gas ex
traction income or foreign oil related in
come, see section 907(f) and the regula
tions under that section. 

(b) through (g) [Reserved]. For further 
guidance, see § 1.904-2(b) through (g). 

(h) Transition rules for carryvl'ers alld 
carrybacks ofpre-2003 and post-2002 un
used foreign tax paid or accrued with re
spect to dividends from noncontrolled sec
tion 902 corporations (temporary). 

(1) Carryover of unused for-
eign tax. Except as provided 
in §§ 1.904-7T(f)(9)(iv) and 
1.904(f)-12T(g)(3), the rules of this 
paragraph (h)( I) apply to reallocate to 
the taxpayer's other separate categories 
any unused foreign taxes (as defined in 
§1.904-2(b)(2» that were paid or accrued 
or deemcd paid under scction 902 with 
respect to a dividend from a noncontrolled 
section 902 corporation paid in a taxable 
year of the noncontrolled section 902 
corporation beginning before January 
1, 2003, which taxes were subject to a 
separate limitation for dividends from that 
noncontrolled section 902 corporation. To 
the extent any such unused foreign taxes 
are carried forward to a taxable year of 
a domestic shareholder heginning on or 
after the first day of the noncontrolled 
section 902 corporation's first taxable 
year beginning after December 31, 2002, 
such taxes shall be allocated among the 
taxpayer's separate categories in the same 
proportions as the related dividend would 
have been assigned had such dividend 
been eligible for look-through treatment 
whcn paid. Accordingly, the taxes shall 

be allocated in the same percentages 
as the reconstructed carnings in the 
noncontrolled section 902 corporation's 
non-look-through pool and prc-19R7 ac
cumulated profits that were accumulated 
in taxable years bcginning before January 
I, 2003, out of which the dividend was 
paid, in accordance with the rules of 
§ 1.904-7T(f), or, if the taxpayer elects 
the safe harbor of §1.904-7T(f)(4)(ii), 
in the same percentages as the taxpayer 
properly characterizes the stock of the 
noncontrolled section 902 corporation 
for purposes of apportioning its interest 
expense in its first taxable year cnding 
after the first day of the noncontrolled 
section 902 corporation's first taxable 
year beginning after December 31, 2002. 
See §1.904-7T(f)(2) and (f)(4). In the 
case of unused foreign taxes allocable to 
dividends from a noncontrolled section 
902 corporation with respect to which 
the taxpayer was no longer a domestic 
shareholder (as defined in §1.902-1(a» 
as of the first day of such taxable year, 
such taxes shall be allocated among the 
taxpayer's separate catcgories in the 
same percentages as the earnings in the 
noncontrolled section 902 corporation's 
non-look-through pool or pre-1987 accu
mulated profits would have been assigned 
had they been distributed in the last 
taxable year in which the taxpayer was a 
domestic shareholder in such corporation. 
The unused foreign taxes that are carried 
forward shall be treated as allocable to 
gcncral limitation income to the extent 
that such taxes would otherwise have 
been allocable to passive income, either 
on a look-through basis or as a result of 
inadequate substantiation under the mles 
of §1.904-7T(f)(4). 

(2) Carryback of unused foreign tax. 
The rules of this paragraph (h)(2) apply to 
any unused foreign taxes that were paid or 
accrued or deemed paid under section 902 
with respect to a dividend from a noncon
trolled section 902 corporation paid in a 
taxable year of a noncontrolled section 902 
corporation beginning after Dcccmber 31, 
2002, which dividends were eligible for 
look-through treatment. To the cxtent any 
such unused foreign taxes are carried back 
to a prior taxable year of a domestic share
holder, a credit for such taxes shall be al
lowed only to the extent of the excess limi
tation in the same separate category or cat
egories to which the related look-through 
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dividend was assigned and not in any sep
arate category for dividends from noncon
trolled section 902 corporations. 

Par. II. Section 1.904--4 is amended as 
follows: 

1. Revi~e paragraphs (c)(2)(i). (c)(\). 
(c)(4). and (c)(6)(iv)(B l. 

2. Remove paragraph (c)(5 )(iv)' and re
designate paragraph (c)( 5)( v) as paragraph 
(c)(5)(iv). 

3. In paragraph (e)(5)(iii). remove the 
language "and paragraph (9) of this sec
tion" and add the language "paid in taxable 
years beginning before January l. 20m" in 
its place. 

4. In paragraph (f). remove the lan
guage "received or accrued from a non
controlled section 902 corporation." and 
add the language "paid by a noncontrolled 
section 902 corporation in a taxable year 
beginning before January l. 20m" in its 
place. 

5. Revise the text of paragraph (g). 
The revisions and additions read as fol

lows: 

~ 1. 904-4 Separate application of section 
904 with respect to certain cateRories of 
//lcome. 

* * * * * 
(c) * * * (2) * * * 
(i) Ejjectil'e dates. [Reserved]. For fur

ther guidance. see § 1.904-4T(c)(2)(i). 

* * * 
(3) and (4) [Reserved]. For further 

guidance. see §1.904-4T(c)(3) and (4). 

* * * * * 
(c)(6) * * * (iv) * * * (A) * * * 
(B) E,ception. For a special rule ap

plicable to distributions prior to August 
6, 1997. to U.S. shareholders not enti
tled to look-through treatment. see 26 CFR 
1.904--4(c)(6)(iv)(B) (revised as of April 
1.20(6). 

* * * * * 
(g) NOllcolltmlled sectioll 902 corpora

tioll. See * 1.904-5 for the treatment of 
dividends paid by a noncontrolled section 
902 corporation in taxable years beginning 
after December 31. 2002. For rules appli
cabk to dividends paid by noncontrollcd 
sectinn 902 corporations in taxable years 
beginning before January I. 2003. see 26 
CFR 1904-4 (revised as of April I. 2006). 

* * * *- * 
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Par. l2. Section 1.904-4T is added to 
read as follows: 

~ 1. 904-4T Sepamte application (~fsection 
<)04 with respect to certain cateRories of" 
income (temporary). 

(a) through (b) [Reserved]. For further 
guidance. see * 1.904--4(a) through (b). 

(c)( I) [Reserved]. For further guid

ance. see * 1.904-4(c)(l l. 
(2) GroupillR of items of income ill or

der to determine whether passil'e ill rome 
is hiRh-taxed income-Ii) Effectil'e dates. 
For purposes of determining whether pas
sive income is high-taxed income, the 
grouping rules of paragraphs (c)(3) and 
(c)( 4) of this section apply to taxable years 
beginning after December 31. 2002. For 
corresponding rules applicable to taxable 
years beginning before January I, 2003. 
see 26 CFR §1.904--4(c)(2)(i) (revised as 
of Aprill. 2006). 

(c)(2)(ii) [Reserved]. For further guid
ance. see §1.904-4(e)(2)(ii). 

(3) Amounts received or accrued bv 
United States persons. Except as oth
erwise provided in § 1.904-4(c)(5). all 
passive income received by a United 
States person shalI be subject to the rules 
of this paragraph (c)(3). However. sub
part F inclusions that are passive income. 
dividends from a controlled foreign cor
poration or noneontrolled section 902 
corporation that are passive income. and 
income that is earned by a United States 
person through a foreign qualified busi
ness unit (foreign QBU) that is passive 
income shalI be subject to the rules of 
this paragraph only to the extent provided 
in paragraph (c)( 4) of this section. For 
purposes of this section, a foreign QBU 
is a QBU (as defined in section 9R9(a)), 
other than a controlled foreign corporation 
or noncontrolled section 902 corporation, 
that has its principal place of business out
side the United States. These rules shalI 
apply whether the income is received from 
a controlled foreign corporation of which 
the United States person is a United States 
shareholder. from a noncontrolled sec
tion 902 corporation of which the United 
States person is a domestic corporation 
meeting the stock ownership requirements 
of section 902(a). or from any other per
son. For purposes of detennining whether 
passive income is high-taxed income. the 
following rules apply: 

til All passive income received during 
the taxable year that is subject to a with
holding tax of fifteen percent or greater 
shall be treated as one item of income. 

(ii) All passive income received during 
the taxable year that is subject to a with
holding tax of less than fifteen percent (but 
greater than zero) shall be treated as one 
item of income. 

(iii) AlI passive income received during 
the taxable year that is suhject to no with
holding tax or other foreign tax shall be 
treated as one item of income. 

(iv) AlI passive income received dur
ing the taxable year that is subject to no 
withholding tax but is subject to a foreign 
tax other than a withholding tax shall be 
treated as one item of income. 

(4) Dividends and illciusiof1sji"Ol1l COII

trolled foreign corporations, dil'idellds 
from noncontrolled sectioll 902 corpo
rations, and income of foreign QBUs. 
Except as provided in paragraph (c)(5) of 
this section, all dividends and all amounts 
included in gross income of a United 
States shareholder under section 951 (a)(l) 
with respect to the foreign corporation 
that (after application of the look-through 
rules of section 904(d)(3) and § 1.904-5) 
are attributable to passive income re
ceived or accrued by a controlled foreign 
corporation, all dividends from a non
controlled section 902 corporation that 
are recei ved or accrued by a domestic 
corporate shareholder meeting the stock 
ownership requirements of section 902(a) 
that (after application of the look-through 
rules of section 904(d)(4) and §1.904-5) 
are treated as passive income, and all 
amounts of passive income received or 
accrued by a United States person through 
a foreign QBU shall be subject to the 
rules of this paragraph (c)(4). This para
graph (c)( 4) shall be applied separately 
to dividends and inclusions with respect 
to each controlled foreign corporation 
of which the taxpayer is a United States 
shareholder and to dividends with respect 
to each noncontrolled section 902 corpo
ration of which the taxpayer is a domestic 
corporate shareholder meeting the stock 
ownership requirements of section 902(a). 
This paragraph (c)(4) also shall be applied 
separately to income attributable to each 
QBU of a controlled foreign corporation, 
noncontrolled section 902 corporation, or 
any other look-through entity as defined in 
§ 1.904-5(i). except that if the entity sub-



ject to the look-through rules is a United 
States person, then this paragraph (c)( 4) 
shall be applied separately only to each 
foreign QBU of that United States person. 

(c)(4)(i) through (m) [Reserved]. For 
further guidance, see §1.904-4(c)(4)(i) 
through (m). 

Par. 13. Section 1.904-S is amended as 
follows: 

1. Revise paragraph (a)(1). 
2. Add paragraph (a)(4). 
3. Revise paragraph (b). 
4. Revise the heading of para-

graph (c )(2)(ii), redesignate paragraphs 
(c)(2)(iii) and (2)(iv) as paragraphs 
(c)(2)(iv) and (2)(v) and add a new para
graph (c )(2)(iii). 

S. Revise the heading of paragraph 
(c)(4)(i), redesignate paragraph (c)(4)(iii) 
as paragraph (c)(4){iv), and add a new 
paragraph (c)(4)(iii). 

6. Remove paragraph (f)(2). 
7. Redesignate paragraphs (f)(3) and 

(f)(4) as paragraphs (f)(2) and (f)(3), re
spectively. 

8. Revise paragraphs (i)(l) and (i)(3), 
redesignate paragraph (i)(4) as paragraph 
(i)(S), add a new paragraph (i)(4), and add 
two examples at the end of newly desig
nated paragraph (i)(S). 

9. Revise paragraph (m)(l), redes
ignate paragraph (m)(2) as paragraph 
(m)(2)(i) and add a heading for newly 
designated paragraph (m)(2)(i), add new 
paragraph (m)(2)(ii), and revise paragraph 
(m)( 4 lei). 

10. Revise paragraph (n). 
11. Revise the heading for paragraph 

(0), redesignate paragraph (0) as paragraph 
(0)(1), add a heading for newly redesig
nated paragraph (0)( I), and add new para
graph (0)(2). 

The revisions read as follows: 

§1.904-5 Look-through rules as applied 
to controlled foreign corporations and 
other entities. 

(a) and (a)(l) [Reserved]. For further 
guidance, see §1.904-ST(a) and (a)(1). 

* * * * * 
(4) [Reserved]. For further guidance, 

see §1.904-ST(a)(4). 
(b) [Reserved]. For further guidance, 

see §1.904-ST(b). 

(c) * * * 
(2) * * * 

(ii) Allocating and apportioning ex
penses of a controlledforeign corporatiol1 
including illterest paid to a related persol1. 

* * * 
(iii) [Reserved]. For further guidance, 

see § 1.904-ST(c)(2)(iii). 

* * * * * 
(4) * * * (i) Look-through rule for COIl

trolledforeifin corporations. * * * 

* * * * * 
(iii) [Reserved]. For further guidance, 

see §1.904-ST(c)(4)(iii). 

* * * * * 
(i) * * * 
(1) [Reserved]. For further guidance, 

see § 1.904-ST(i)(l). 

* * * * * 
(3) and (4) [Reserved J. For further 

guidance, sec §1.904-ST(i)(3) and (4). 

* * * * * 
(m) * * * 
(I) [Reserved]. For further guidance, 

see §1.904-ST(m)(1). 

(2) * * * 
(i) Interest payments from controlled 

foreign corporatiollS. * * * 
(ii) [Reserved]. For further guidance, 

see § 1.904-ST(m)(2)(ii). 

* * * * * 
(4) * * * 
(i) [Reserved]. For further guidance, 

sec § 1.904-ST(m)(4)(i). 

* * * * * 
(n) [Reserved]. For further guidance, 

see § 1.904-ST(n). 
(0) Effective dates. 
(I) Rules for controlled foreign corpo

rations and other look-through entities. 

* * * 
(2) [Reserved]. For further guidance, 

see § 1.904-ST(0)(2). 
Par. 14. Section 1.904-ST is added as 

follows: 

.91. 904-5T Look-through rules as applied 
to controlled foreign corporatiollS and 
other entities (temporary). 

(a) Definitiolls. For purposes of sec
tions 904(d)(3) and 904(d)(4) and the reg
ulations under section 904, the following 
definitions apply: 

(1) The term separate category means, 
as the context requires, any category of 

income described in section 904(d)( I )(A), 
(R), (e), (0). (F). (G), (H), or (I) and in 
~1.904-4(b), (d), (e), and (f), any cate
gory of income described in ~ 1.904-4(m). 
or any category of earnings and profits to 
which income described in such provisions 
is attributable. 

(2) and (3) [Reserved]. For further 
guidance, see ~1.904-5(a)(2) and (3) 

(4) The term nOl1contmlled section 902 
cmporation means any foreign corpora
tion with respect to which the taxpayer 
meets the stock ownership requirements 
of section 902(a), or, with respect to a 
lower-tier foreign corporation, the tax
payer meets the requirements of section 
902(b). Except as provided in section 902 
and the regulations under that section and 
paragraphs (i)(3) and (i)(4) of this section, 
a controlled foreign corporation shall not 
be treated as a noncontrolled section 902 
corporation with respect to any distribu
tions out of its earnings and profits for 
periods during which it was a controlled 
foreign corporation. In the case of a part
nership owning a foreign corporation, the 
determination of whether a taxpayer meets 
the ownership requirements of section 
902(a) or (b) will be made with respect 
to the taxpayer's indirect ownership. and 
not the partnership's direct ownership, 
in the foreign corporation. See section 
902(b)(7). 

(b) In general. Except as otherwise pro
vided in section 904( d)( 3) and (4) and this 
section, dividends, interest, rents, and roy
alties received or accrued by a taxpayer 
from a controlled foreign corporation 
in which the taxpayer is a United States 
shareholder shall be treated as general Iim
itation income. See §1.904-ST(c)(4)(iii) 
for the treatment of dividends received by 
a domestic corporation from a non con
trolled section 902 corporation in which 
the domestic corporation meets the stock 
ownership requirements of section 902(a). 

(c)(l) through (c)(2)(ii) [Reserved]. 
For further guidance. see § 1.904-S( c)( I ) 
through (c)(2)(ii). 

(iii) Allocating and apportioning ex
penses of a IlOllcolltrolled sectioll 902 
corporation. Expenses of a noncontrolled 
section 902 corporation shall be allocated 
and apportioned in the same manner as 
expenses of a controlled foreign corpo
ration under §1.904-5(c)(2)(ii), except 
that the related person interest rule of 
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~lt)()-+-5Ic)(2)(ii)(C) and (0) ~hall not 

apply, 
Ic)(2)(i\) through (c)(-+)(ii) [Re-

\ern:dj, Fur further guidance. see 
~1.l)()-+-5(c)(2)(1\) through (c)(-+)(iiL 

Ilill L()(}/.:.-lilmllgll rule .fIn' dil'iciellds 
lim/l 1I0llcolltroiled sectioll <)02 corpo/'([
lioill. Except as otherwise provided ill 
thi, ,ubparagraph (iii). any dividend that 
i, dlstributL'd by a nOnL'lllltrolled sedion 
l)()2 corporation and received or accrued 
by ,I domestIc corporation that meets the 
stocK ownership requirements of section 
l)()2Ia) shall be treated as income in a sep
aralc category in proportion to the ratio of 
the portion of earnings and profits attrib
utable to Income in such category to the 
total amount of earnings and profits of the 
noncontrolled section 902 corporation. A 
dividend distributed by a noncontrolled 
\ection l)02 corporation shall be treated 
as passive income if the look-through 
characterization of such dividend is not 
substantiated to the satisfaction of the 
Commissioner. or if such dividend is re
cein:d or accrued by a shareholder that is 
neither a domestic corporation meeting the 
stock ownership requirements of section 
l)02(a) nor a foreign corporation meeting 
the requirements of section 902(b), See 
~ Il)()-+-ST( 1)( -+) See § I.lJ04-7T for tran
sition rules concerning the treatment of 
undistributed earnings (or a deficit) of a 
noncontrolled sedion 902 corporation that 
were accumulated in taxable years hegin
ning before January L 2003. 

(c)(-+)(iv) through (h) [Reservedj. For 
further guidance. see ~ I.lJ04-S(c)(-+)(iv) 
through (h) 

(i) Appiiullioll of loo/.:.-through rules to 

re!uret! enriries-( I) /11 gel/eral. Except as 
provided in paragraphs (i)(2). (3). and (4) 
or this section. the principles of this section 
,hall apply to distributions and payments 
that arc subjed to the lOOK-through rules 
nr ,eL'li()Jl l)()-+( d)( 3) and this section from 
a controlled foreign corporation or other 
l'ntity othemlse entitled to look-through 
tle~ltllll:llt la "lOOK-through entity") under 
thi, ,ection to a related lOOK-through en
tity, .. \ nOl1controlled section l)()2 corpo
ratIon ,hall be considered a look-through 
entity only to the extent pl'l)\'ided ill para
gr~lph Ii I( -+1 of this section. Two look
through entities shall be considered to be 
reLltcd to each (lther if one owns. directly 
\\)- indirectly. ,tocK possessing more than 
:iii percl'lll (It the tntal \oting pnwer of all 
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classes of voting stock of the other en
tity or more than 50 percent of the total 
\alue of such entity. In addition, two look
through entitie.' are related if the same 
United States shareholders own. directly or 
indirectly. stock possessing more than SO 
percent of the total voting power of all vot
ing classes of stock (in the case of a corpo
ration) or more than 50 percent of the total 
value of each look-through entity. In the 
case of a corporation. value shall be deter
mined by taking into account all classes of 
stock, In the case of a partnership. value 
shall be determined under the rules in para
graph (h)(4) of this section. For purposes 
of this section. indirect ownership shall be 
determined under section 318 and the reg
ulations thereunder. 

(2) [Reserved], For further guidance. 
see § 1.904-S(i)(2). 

(3) Special rule for dil'idel1ds betH'ccn 
controlled foreign corporations. Solely 
for purposes of dividend payments be
tween controlled foreign corporations. 
two controlled foreign corporations shall 
be considered related look-through enti
ties if the same United States shareholder 
owns, dircctly or indirectly. at least 10 per
cent of the total voting power of all classes 
of stock of each foreign corporation. If 
two controlled foreign corporations arc 
not considered related look-through enti
ties for purposes of this section because 
a United States shareholder does not sat
isfy the ownership requirement set forth 
in this paragraph (i)(3), the dividend 
payment will be characterized under the 
look-through rules of section lJ04(d)(4) 
and this section if the requirements set 
forth in paragraph (i)(4) of this section are 
satisfied. 

(4) Payor and recipiellt of dil'idend are 
members o( some qualified group. Solely 
for purposes of dividend payments in tax
able years beginning after December 31, 
2002. between controlled foreign corpora
tions. non controlled section 902 corpora
tions. or a controlled foreign corporation 
and a noncontrolled section 902 corpora
tion. the payor and recipient corporations 
shall he considered related look-through 
entities if the corporations are members of 
the same qualified group as defined in sec
tion 902(b)(2) and the recipient corpora
tion is eligible to compute foreign taxes 
deemed paid with respect to the dividend 
under section 902(b)(I), 

(5) Ewmples. The following examples 
illustrate the provisions of this paragraph 

(i): 

Exalllpies / through 3 [Reservedj, For 
further guidance. sec * 1.904-50)(5) Ex
amples 1 through 3, 

Ell/I11I"('.J_ p. ,I U\lllll',tic (nrpm.llion, owns all 
of th~ ,oting ,tnd, of S, a clllltrniled for~ign corpora
tilln. S 0\\ n, 5 p~rc~nt of the voting qod ofr. a con· 
trolled for~,gn c\\'-poratinn, Thc remaining 95 percenl 
01- the ,tock of T is owned hy p, In 2006, T pays a 
$511 Ji, iJcnJ tn S and a $950 dividend to p, The div
idemlto S i, not ~Iigihk for look-through treatment 
under paragraph (i)(.f 101' this section. and S is not e1-

igihle to compute an amount of foreign taxes deemed 
paid with respect to the dividend from T. because S 
and T are not memhers of the same qualitled group 
(S o\Vn, less than 10 percent of the voting stock of 
T), See section 902(hl and ~ 1.902-I(a)(3). However, 
the dividend is eligible for look-through treatmenl Ul)' 

der paragraph (i)(3) of this section hecause P owns at 
least 10 percent of the voting power of all classes of 
stock of both Sand T. The dividend is subpart F in
come of S that is taxable to p, 

EXllmple 5, P. a domestic corporation. owns 50 
percent of the voting stock of S. a controlled foreign 
corporation, S owns 10 percent of the voting slock 
of T. a controlled foreign corporation_ The relll,lIn
ing 50 percent of the stock of S and the remaining 90 
percent of the stock of T are owned. respectively, by 
X and Y X and Yare each United States sharehold
ers of T but arc not related to P. S. or each other. In 
2006. T pays a $100 di vidend to S, The di vidend is not 
eligible for look-through treatment under paragraph 
(i 1(31 of this section because no United States share
holder owns at least 1 () percent of the voting power 
of all classe, of stock of both Sand T (P and X each 
own only 5 percent of T)_ However. the dividend is 
eligible for look-Ihrough treatment under paragraph 
(il(4) of this section, and S is eligible 10 compute an 
amount of foreign taxes deemed paid with respect 10 

the dividend from T. because Sand T are members 
of the same qualified group, See section 902(b) and 
§1.902-I(a)(3), The dividend is subpart r income of 
S that is taxable to P and X, 

(j) through (I) [Reserved]. For further 
guidance, see §1.904-5(j) through (1). 

(m) Applicatioll of section 904( g) - (1) 

III general. This paragraph (m) applies to 
certain amounts derived from controlled 
foreign corporations and noncontrolled 
section 902 corporations that are treated as 
United States-owned foreign corporations 
as defined in section 904(g)(6). For pur
poses of determining the portion of an in
terest payment that is allocable to income 
earned or accrued by a controlled for
eign corporation or noncontrolled section 
902 corporation from sources within the 
United States under section 904(g)(3), the 
rule, in paragraph (m)(2) of this section 
apply, For purposes of determining the 
portion of a di vidend (or amount treated as 
a dividend. including amounts described 



in section 951(a)(1)(8» paid or accrued 
by a controlled foreign corporation or non
controlled section 902 corporation that is 
treated as from sources within the United 
States under section 904(g)( 4), the rules 
in paragraph (m)(4) of this section apply. 
For purposes of determining the portion of 
an amount included in gross income under 
section 951 (a)(1 )(A) that is attributable 
to income of the controlled foreign cor
poration from sources within the United 
States under section 904(g)(2), the rules in 
paragraph (m)(5) of this section apply. In 
order to determine whether section 904(g) 
applies, section 904(g)(5) (exception if a 
United States-owned foreign corporation 
has a de minimis amount of United States 
source income) shall be applied to the 
total amount of earnings and profits of 
a controlled foreign corporation or non
controlled section 902 corporation for a 
taxable year without regard to the charac
terization of those earnings under section 
904(d). 

(2)(i) [Reserved]. For further guidance, 
see §1.904-5(m)(2)(i). 

(ii) Interest payments from noncon
trolled section 902 corporations. If inter
est is received or accrued by a shareholder 
from a noncontrolled section 902 corpora
tion (where the shareholder is a domestic 
corporation that meets the stock owner
ship requirements of section 902(a», the 
rules of subparagraph (m)(2)(i) apply in 
determining the portion of the interest 
payment that is from sources within the 
United States, except that the related party 
interest rules of subparagraph (c)(2)( ii)( C) 
shall not apply. 

(3) [Reserved]. For further guidance, 
see § 1.904-5(m)(3). 

(4) Treatment of dividend pay
ments-(i) Rule. Any dividend or dis
tribution treated as a dividend under this 
section (including an amount included in 
gross income under section 951(a)(1)(8» 
that is received or accrued by a United 
States shareholder from a controlled for
eign corporation, or any dividend that 
is received or accrued by a domestic 
corporate shareholder meeting the stock 
ownership requirements of section 902(a) 
from a noncontrolled section 902 corpo
ration, shall be treated as income in a 
separate category derived from sources 
within the United States in proportion 
to the ratio of the portion of the earn
ings and profits of the controlled foreign 

corporation or noncontrolled section 902 
corporation in the corresponding separate 
category from United States sources to 
the total amount of earnings and profits 
of the controlled foreign corporation or 
noncontrolled section 902 corporation in 
that separate category. 

(m)(4)(ii) through (7) [Reserved]. For 
further guidance, see § 1.904-5(m)( 4 )(ii) 
through (7). 

(n) Order of application of sections 
904(d) and (g). In order to apply the rules 
of this section, section 904(d)(1) shall 
first be applied to the controlled foreign 
corporation or noncontrolled section 902 
corporation to determine the amount of 
income and earnings and profits derived 
by the controlled foreign corporation or 
noncontrolled section 902 corporation 
in each separate category. The income 
and earnings and profits in each sepa
rate category that are from United States 
sources shall then be determined. Sec
tions 904(d)(3), 904(d)(4), and 904(g), 
and this section shall then be applied for 
purposes of characterizing and sourcing 
income received, accrued, or included by 
a United States shareholder in the con
trolled foreign corporation or a domestic 
corporate shareholder that meets the stock 
ownership requirements of section 902(a) 
with respect to a noncontrolled section 902 
corporation that is attributable or allocable 
to income or earnings and profits of the 
foreign corporation. 

(0)(1) [Reserved]. For further guid
ance, see § 1.904-5(0)(1). 

(2) Rules for noncontrolled section 
902 corporations. Except as provided in 
§1.904-7T(f)(9), section 904(d)(4) and 
this section apply to distributions from a 
noncontrolled section 902 corporation that 
are paid during the first taxable year of 
the noncontrolled section 902 corporation 
beginning after December 31, 2002, and 
thereafter, without regard to whether the 
corresponding taxable year of the recipient 
of the distribution begins after December 
31, 2002, except that the provisions of 
paragraphs (m)(1), (m)(2)(ii), (m)( 4 )(i), 
and (n) apply to distributions from a non
controlled section 902 corporation paid 
in taxable years of such corporation be
ginning after April 25, 2006. For corre
sponding rules applicable to taxable years 
beginning before January i, 2003, see 
26 CFR §l.904-5 (revised as of April 1, 
2006). 

Par. i5. Section 1.904-6 is amended as 
follows: 

l. Revise paragraph (a)(2). 
2. Revise paragraph (c) Example 6. 
3. Remove paragraph (c) Example 7. 
4. Redesignate paragraph (c) Example 

8 as paragraph (c) Example 7. 
The revisions read as follows: 

§1.904-6 Allocation and apportionment 
of taxes. 

(a) * * * 
(2) [Reserved]. 

* * * * * 
(c) Examples. * * * 
Example 6. P. a domestic corporation. owns all of 

the stock of S. a controlled foreign corporation that 
is incorporated in country X. In 2004. S has $100 of 
passive income. $200 of shipping income and $200 
of general limitation income. S also has $100 of re
lated person interest expense and S 100 of other ex
penses that under foreign law are directly allocable 
to the general limitation income of S. S has no other 
expenses. Country X imposes a tax of 25 percent on 
all of the net income of Sand S. therefore. pays $75 
in foreign tax. Under paragraph (aJ{ I )(ii) of this sec
tion. the passive income of S is first reduced by the 
amount of related person interest for purposes of de
termining the net amount for purposes of allocating 
the $75 of tax. Under paragraph (a)( I )(ii) of this sec
tion. the general limitation income of S is reduced by 
the $ 100 of other expenses. Therefore, $50 of the for
eign tax is allocated to the shipping income of S ($50 
= $75 x $200/$300), $25 is allocated to the general 
limitation income of S ($25 = $75 x $1001$300). and 
no taxes are allocated to S's passive income. 

* * * * * 
Par. 16. Section 1.904-7 is amended by 

adding paragraph (f) to read as follows: 

§1.904-7 Transition rules (temporary). 

* * * * * 
(f) [Reserved]. For further guidance, 

see § l.904-7T(f). 
Par. 17. Section 1.904-7T is added as 

follows: 

§1.904-7T Transition rules. 

(a) through (e) [Reserved]. For further 
guidance, see § l.904-7(a) through (e J. 

(f) Treatment of non-look-through pools 
of a noncontrolled section 902 corpora
tion or a controlled foreign corporation 
in post-2002 taxable years - (1) Def
inition of non-look-through pools. The 
term non-look-through pools means the 
pools of post-1986 undistributed earnings 
(as defined in * l.902-I(a)(9» that were 
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accumulated, and pllst-19g6 foreign in
come taxe\ (,p, defined in * 1.902-I(a)(g)) 
paid. accrued. or deemed paid, in and 
after the first taxable year in which the 
ioreign corporation had a domestic share
holder (a~ defined in ~1.901-I(a)(I)) but 
before any such shareholder was eligible 
for look-thruugh treatment with respect to 
lhidends from the foreign corporation. 

(1) Tr('atlllt'nt of IlOn-look-throligh 

!}(i()!s ot' ({ nOl1c(llItmllci/ scc/ioll YO] co}'

f/o/'{{tion. Any undistributed earnings 
in the non-look-through pool that were 
accumulated in taxable years beginning 
heton.: January I, 2003, by a noncon
trolled section 901 corporation as of the 
I ast day of the corporation's last taxable 
year beginning before January I, 20m. 
,hall be treated in taxable years beginning 
after December 31, 2002, as if they were 
accumulated during a period when a div
idend paid by the noncontrolled section 
901 corporation to a domestic shareholder 
would have been eligible for look-through 
treatment under section 904(d)(4) and 
* 1.90-+-5. Po\t-1986 foreign income 
taxes paid, accrued or deemed paid with 
respect to such earnings shall be treated 
as if they were paid, accrued or deemed 
paid during a period when the related 
earnings were eligible for look-through 
treatment. Any such earnings and taxes 
in the non-look-through pools shall con
stitute the opening balance of the non
controlled section 902 corporation's pools 
of post-19g6 undistributed earnings and 
post-1986 foreign income taxes on the 
first day of the foreign corporation's first 
taxable year beginning after December 
3 L 2002. in accordance with the rules of 
paragraph (f)(4) of this section, 

(3) Treatl/lent o{ lIoll-look-through 

pooll' IIr (/ ((Intmliedj()reign COlporcltion. 

A controlled foreIgn corporation may 
have non-look-through pools of post-1986 
llndi~tribllted earnings and post-1986 for
eign income taxes that were accumulated 
and paid in a taxable year beginning be
lore January I. 20m. in which it was a 
noncontrolled section 902 corporation. 
Any such undistributed earnings in the 
nOll-look-through pool as of the last day 
of the l'ontrollcd foreign corporation's 
la,t ta\abk year beginning before January 
I. 2()().\ ,hall be treated in taxable year~ 
beginlling on or after January I, 20m, as 
i I they \\ ere J(cumulated during a period 
\\ hen a dllidend paid by the controlled 
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foreign corporation out of such earnings, 
or an amount included in the gross in
come of a United States shareholder under 
section 951 that is attributable to such 
earnings, would have been eligible for 
look-through treatment. Any post-1986 
foreign income taxes paid, accrued, or 

deemed paid with respect to such earnings 
shall be treated in taxable years beginning 
on or after January L 2003, as if they were 
paid. accrued, or deemed paid during a 
period when a dividend or inclusion out 
of such earnings would have been eligi
ble for look-through treatment Any such 
undistributed earnings and taxes in the 
non-look-through pools shall be added to 
the pools of post-1986 undistributed earn
ings and post-1986 foreign income taxes 
of the controlled foreign corporation in the 
appropriate separate categories on the first 
day of the controlled foreign corporation's 
first taxable year beginning after Decem
ber 3 L 2002, in accordance with the rules 
of paragraph (f)(4) of this section. Similar 
rules shall apply to characterize any previ
ously-taxed earnings and profits described 
in section 959(c)(l)(A) that are attribut
able to earnings in the non-look-through 
pooL 

(4) Slibstantiation of look-through 
character of undistributed earnings and 
taxes in a nOIl-Iook-throllgh pool-(i) Re

collstruction of earnings and taxes pools, 
In order to substantiate the look-through 
characterization of undistributed earnings 
and taxes in a non-look-through pool under 
section 904(d)(4) and §1.904-5, the tax
payer shall make a reasonable, good-faith 
effort to reconstmct the non-look-through 
pools of post-1986 undistributed earnings 
and post -1986 foreign income taxes (and 
previously-taxed earnings and profits, if 
any) on a look-through basis for each year 
in the non-look-through period, begin
ning with the first taxable year in which 
post-1986 undistributed earnings were ac
cumulated in the non-look-through pool. 
Reconstruction shall be based on rea
sonably available books and records and 
other relevant information, and it must 
account for earnings distributed and taxes 
deemed paid in these years as if they 
were distributed and deemed paid pro 

rata from the amounts that were added 
to the non-look-through pools during the 
non-look-through period. 

(ii) Safe harbor method. A taxpayer 
may allocate the undistributed earnings 

and taxes in the non-look-through pools 
to the foreign corporation' s look-through 
pools of post-1986 undistributed earn
ings and post-1986 foreign income taxes 
in other separate categories on the first 
day of the foreign corporation's first 
taxable year beginning after December 
31, 2002. in the same percentages as 
the taxpayer properly characterizes the 
stock of the foreign corporation in the 
separate categories for purposes of ap
portioning the taxpayer's interest expense 
in its first taxable year ending after the 
first day of the foreign corporation' s first 
taxable year beginning after December 
31. 2002, under §1.861-12T(c)(3) or 
(e)(4), as the case may be. If the mod
ified gross income method described in 
§1.861-9T(j) is used to apportion inter
est expense of the foreign corporation 
in its first taxable year beginning after 
December 31, 2002, the taxpayer must 
allocate the undistributed earnings and 
taxes in the non-look-through pools to the 
foreign corporation's look-through pools 
of post-1986 undistributed earnings and 
post-1986 foreign income taxes based on 
an average of the foreign corporation's 
modified gross income ratios for the for
eign corporation's taxable years beginning 
in 2003 and 2004. A taxpayer may also 
use the safe harbor method described 
in this paragraph (f)(4)(ii) to allocate to 
separate categories any previously-taxed 
earnings and profits described in section 
959( c)(1 )(A) that are attributable to the 
non-look-through pool. 

(iii) Illadequate substantiation. If a 
taxpayer docs not elect the safe harbor 
method described in paragraph (f)(4)(ii) 
of this section and the Commissioner 
determines that the look-through char
acterization of earnings and taxes in the 
non-look-through pools cannot reason
ably be determined based on the available 
information, the Commissioner shall allo
cate the undistributed earnings and taxes 
in the non-look-through pools to the for
eign corporation's passive category. 

(iv) Examples. The following examples 
illustrate the application of this paragraph 
(f)(4): 

Example I. P, a domestic corporation, has owned 

50 percent of the voting stock of S, a foreign corpo

ration, at all time;, since January I. 1987, and S has 

been a noncontrollcd section 902 corporation with re

spect to P since that date. P and S each use the cal

endar year as their U.S. taxable year. 1987 was the 

first year in which post-1986 undistributed earnings 



were accumulated in the non-look-through pool of S. 
As of December 31,2002, Shad 200u of post-1986 
undistributed earnings and $100 of post-1986 for
eign income taxes in its non-look-through pools. P 
does not elect the safe harbor method under para
graph(f)(4)(ii) of this section to allocate the earnings 
and taxes in the non-look-through pools to S's other 
separate categories and does not attempt to substanti
ate the look-through characterization of S' s non-Iook
through pools. The Commissioner, however, reason
ably determines, based On information lIsed to char
acterize S's stock for purposes of apportioning P's in
terest expense in p's 2003 and 2004 taxable years, 
that 100u of the earnings and all $100 of the taxes 
in the non-look-through pools are properly assigneu 
on a look-through basis to the general limitation cat
egory, and 100u of earnings and no taxes are prop
erly assigned on a look-through basis to the passive 
category. Therefore, in accordance with the Commis
sioner's look-through characterization of the earnings 
and taxes in S's non-look-through pools, on January 
L 2003, S has 100u of post-1986 undistributed earn
ings and $100 of post-1986 foreign income taxes in 
the general limitation category and 100u of post-1986 
undistributed earnings and no post-1986 foreign in
come taxes in the passive category. 

Example 2. The facts are the same as in Exam
ple 1, except that the Commissioner cannot reason
ably determine, based on the available information, 
the proper look-through characterization of the 200u 
of undistributed earnings anu $100 of taxes in S's 
non-look-through pools. Accordingly, the Commis
sioner will assign such earnings and taxes to the pas
sive category, so that as of January I, 2003, S has 
200u of post-1986 undistributed earnings and $100 
of post-1986 foreign income taxes in the passive cat
egory. and the Commissioner will treat S as a passive 
category asset for purposes of apportioning p's inter
est expense. 

(5) Treatment of a deficit accumulated 
in a non-look-through pool. Any deficit 
in the non-look-through pool of a noncon
trolled section 902 corporation or a con
trolled foreign corporation as of the end 
of its last taxable year beginning before 
January 1, 2003, shall be treated in taxable 
years beginning after December 31, 2002, 
as if the deficit had been accumulated dur
ing a period in which a dividend paid by 
the foreign corporation would have been 
eligible for look-through treatment In the 
case of a noncontrolled section 902 corpo
ration, the deficit and taxes, if any, in the 
non-look-through pools shall constitute 
the opening balance of the look-through 
pools of post-1986 undistributed earnings 
and post-1986 foreign income taxes of the 
noncontrolled section 902 corporation in 
the appropriate separate categories on the 
first day of its first taxable year beginning 
after December 31, 2002. In the case of a 
controlled foreign corporation, the deficit 
and taxes, if any, in the non-look-through 
pools shall be added to the balance of the 

look-through pools of post-1986 undis
tributed earnings and post-1986 foreign 
income taxes of the controlled foreign 
corporation in the appropriate separate 
categories on the first day of its first tax
able year beginning after December 31, 
2002. The taxpayer must substantiate 
the look-through characterization of the 
deficit and taxes in accordance with the 
rules of paragraph (f)( 4) of this section, If 
a taxpayer does not elect the safe harbor 
described in paragraph (f)( 4)( ii) of this 
section and the Commissioner determines 
that the look-through characterization of 
the deficit and taxes cannot reasonably 
be determined based on the available 
information, the Commissioner shall al
locate the deficit and taxes, if any, in the 
non-look-through pools to the foreign 
corporation's passive category. If, as of 
the end of a taxable year beginning after 
December 31, 2002, in which it pays a 
dividend, the foreign corporation has zero 
or a deficit in post-1986 undistributed 
earnings (taking into account any earnings 
or a deficit accumulated in taxable years 
beginning before January 1, 2003), the 
deficit in post-1986 undistributed earnings 
shall be carried back to reduce pre-1987 
accumulated profits, if any, on a last-in 
first-out basis. See § 1.902-2(a)(1). If, as 
of the end of a taxable year beginning after 
December 31, 2002, in which the foreign 
corporation pays a dividend out of current 
earnings and profits, it has zero or a deficit 
in post-1986 undistributed earnings (tak
ing into account any earnings or a deficit 
accumulated in taxable years beginning 
before January 1, 2003), and the sum of 
current plus accumulated earnings and 
profits is zero or less than zero, no foreign 
taxes shall be deemed paid with respect to 
the dividend. See §1.902-1(b)(4), 

(6) Treatment of pre-1987 accumu
lated profits, Any pre-1987 accumulated 
profits (as defined in §1.902-1(a)(l0») of 
a controlled foreign corporation or non
controlled section 902 corporation shall 
be treated in taxable years beginning af
ter December 31, 2002, as if they were 
accumulated during a period in which a 
dividend paid by the foreign corporation 
would have been eligible for look-through 
treatment Any pre-1987 foreign income 
taxes (as defined in §1.902-1(a)(10)(iii» 
shall be treated as if they were paid, ac
crued or deemed paid during a year when a 
dividend out of the related pre-1987 accu-

mulated profits would have been eligible 
for look-through treatment The tax
payer must substantiate the look-through 
characterization of the pre-l Sl87 accu
mulated profits and pre-19g7 foreign 
income taxes in accordance with the rules 
of paragraph (f)(4) of this section, If a 
taxpayer does not elect the safe harbor 
described in paragraph (f)(4)(ii) of this 
section and the Commissioner determines 
that the look-through characterization 
of the pre-1987 accumulated profits and 
pre-1987 foreign income taxes cannot 
reasonably be determined based on the 
available information, the prc-1987 ac
cumulated profits and pre-1987 foreign 
income taxes shall be allocated to the for
eign corporation's passi ve category. 

(7) Treatment of post-JI)86 undis
tributed earnings or a deficit of a con
trolled foreign corporation attributable 
to dividends flVm a Iloncontrolled section 
902 corporation paid ill taxable years 
beginning before ianuarv 1, 2003-(i) 
Look-through treatment of post-1986 
undistributed earnings at controlled for
eign corporation level. Dividends paid 
by a noncontrolled section 902 corpora
tion to a controlled foreign corporation 
in post-1986 taxable years of the noncon
trolled section 902 corporation beginning 
before January 1,2003, were assigned to a 
separate category for dividends from that 
noncontrolled section 902 corporation. 
Beginning on the first day of the con
trolled foreign corporation's first taxable 
year beginning on or after the first day of 
the lower-tier corporation's first taxable 
year beginning after December 31, 2002, 
any post-1986 undistributed earnings, or 
previously-taxed earnings and profits de
scribed in section 959(c)( 1) or (2), of the 
controlled foreign corporation in such a 
separate category shall be treated as if 
they were accumulated during a period 
when a dividend paid by the noncontrolled 
section 902 corporation would have been 
eligible for look-through treatment. Any 
post-1986 foreign income taxes in such 
a separate category shall also be treated 
as if they were paid, accrued or deemed 
paid during a period when such a dividend 
would have been eligible for look-through 
treatment. Any such post-IY86 undis
tributed earnings and post-1986 foreign 
income taxes in a separate category for 
di vidends from a non controlled section 
902 corporation shall he added to the 
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opening balance of the controlled for
eign corporation' s look-through pools 
of post-I986 undistributed earnings and 
post-1986 foreign income taxes in the ap
propriate separate categories on the first 
day of the controlled foreign corpora
tion', first taxable year beginning on or 
after the first day of the lower-tier cor
poration's first taxable year beginning 
after December 31. 2002. The taxpayer 
must substantiate the look-through char
acterization of such earnings and taxes in 
accordance with the rules of paragraph 
(fl(7)(iii) of this section. 

(ii) Look-throllgh treatment or deficit ill 
jlost-J986 lllldistrilJllted earnillgs al con
rmlled.f!m'ign c()Jporatioll /erel. If a con
trolled foreign corporation has a deficit in 
a separate category for dividends from a 
lower-tier noncontrolled section 902 cor
poration that is a member of the controlled 
foreign corporation' s qualified group as 
defined in section 902(b )(2). such deficit 
shall be treated in taxable years of the up
per-tier corporation beginning on or after 
the first day of the lower-tier corporation's 
first taxable year beginning after Decem
ber 31. 2002. as if the deficit had been 
accumulated during a period in which a 
dividend from the lower-tier corporation 
would have been eligible for look-through 
treatment. Any post-1986 foreign income 
taxes in the separate category for dividends 
from the noncontrollcd section 902 cor
poration shall also be treated as if they 
were paid. accrued or deemed paid dur
ing a period when the dividends were el
igible for look-through treatment. The 
deficit and related post-1986 foreign in
come taxes. if any, shall be added to the 
opening balance of the controlled foreign 
corporation's look-through pools of post-
1986 undistributed earnings and post-1986 
foreign income taxes in the appropriate 
separate categories on the first day of the 
controlled foreign corporation's first tax
able year bcglllning on or after the fiN day 
of the lower-tier corporation' s first taxable 
year beginIllng after December 31, 2002. 
The taxpayer must substantiate the look
through characterization of the deficit and 
taxes in accordance with the rules of para
graph If)(7)(i!i) of this section. 

(iii) Suilst({lItiafioll required for look
Through TrcaTlIlel1l. The taxpayer must sub
,tantiatc the look-through characterization 
of post-1986 undistributed earnings. pre
\ !llu.\ly-taxeu earnings and profits. or a 
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~eficit in post-1986 undistributed earnings 
1I1 a separate category for dividends paid 
by a noncontrolled section 902 COrpora
tion in taxable years beginning before Jan
uary 1. 2003. by making a reasonable, 
good-faith effort to reconstruct the earn
ings (or deficit) and taxes in the sepa
rate category at the level of the controlled 
foreign corporation on a look-through ba
sis. in accordance with the principles of 
paragraph (f)(4)(i) of this section. Al
ternatively, the taxpayer may allocate the 
earnings (or deficit) and taxes to the con
trolled foreign corporation's look-through 
pools by electing to apply the safe har
bor described in paragraph (f)(4)(ii) at the 
level of the controlled foreign corpora
tion. If the taxpayer so elects, the earn
ings (or deficit) and taxes shall be allo
cated to the controlled foreign corpora
tion's look-through pools in the appropri
ate separate categories on the first day of 
the controlled foreign corporation's first 
taxable year beginning on or after the first 
day of the lower-tier corporation's first 
taxable year beginning after December 31, 
2002. The allocation shall be made in 
the same percentages as the controlled for
eign corporation would properly charac
terize the stock of the lower-tier noncon
trolled section 902 corporation in the sep
arate categories for purposes of apportion
ing the controlled foreign corporation's in
terest expense in its first taxable year end
ing after the first day of the noncontrolled 
section 902 corporation's first taxable year 
beginning after December 31,2002. Un
der §1.861-l2T(c)(3), the apportionment 
ratios properly used by the controlled for
eign corporation are in tum based on the 
apportionment ratios properly used by the 
noncontrolled section 902 corporation to 

apportion its interest expense in its first 
taxable year beginning after December 31. 
2002. In the case of a taxpayer that elects 
to use the safe harbor rule where the lower
tier noncontrolled section 902 corporation 
uses the modified gross income method 
described in § I .861-9T(j) to apportion in
terest expense for its first taxable year be
ginning after December 31, 2002, earn
ings (or a deficit) and taxes in the sepa
rate category for dividends from the non
controlled section 902 corporation shall be 
allocated to the look-through pools based 
on the average of the noncontrolled section 
902 corporation's modified gross income 
ratios for its taxable years beginning in 

2003 and 2004. In the case of a controlled 
foreign corporation that has in its qualified 
group a chain of lower-tier noncontrolled 
section 902 corporations. the safe harbor 
applies first to characterize the stock of the 
third-tier corporation and then to charac
terize the stock of the second-tier corpo
ration. Where a taxpayer elects the safe 
harbor with respect to a lower-tier non
controlled section 902 corporation with re
spect to which the taxpayer did not meet 
the requirements of section 902(a) as of 
the end of the upper-tier controlled foreign 
corporation's last taxable year beginning 
before January I, 2003, the earnings (or 
deficit) and taxes in the separate category 
for dividends from the lower-tier corpora
tion shall be allocated to the upper-tier cor
poration's look-through pools in the sep
arate categories in the same percentages 
as the stock of the lower-tier corporation 
would have been characterized for pur
poses of apportioning the upper-tier cor
poration's interest expense in the last year 
the taxpayer met the ownership require
ments of section 902(a) with respect to the 
lower-tier corporation if the look-through 
rules had applied in that year. If a tax
payer does not elect the safe harbor method 
described in this subparagraph (t)(7)(iii), 
and the Commissioner determines that the 
look-through characterization of the earn
ings (or deficit) and taxes cannot reason
ably be determined based on the available 
information, the Commissioner shall allo
cate the earnings (or deficit) and associated 
foreign income taxes to the controlled for
eign corporation's passive category. 

(8) Treatment of distributions received 
by an upper-tier corporation from a 
lower-tier noncontrolled section 902 cor
poration when the corporations do not 
have the same taxable years-(i) Rule. In 
the case of dividends paid by a lower-tier 
noncontrolled section 902 corporation to 
an upper-tier corporation where both are 
members of the same qualified group as 
defined in section 902(b)(2), the follow
ing rules apply. Dividends paid by the 
lower-tier corporation in taxable years 
beginning before January 1, 2003, are 
assigned to a separate category for divi
dends from that corporation, regardless of 
whether the corresponding taxable year of 
the recipient corporation began after De
cember 31, 2002. Post-1986 undistributed 
earnings. previously-taxed earnings and 
profits, and post-1986 foreign income 



taxes in such a separate category shall 
be treated, beginning on the first day of 
the upper-tier corporation's first taxable 
year beginning on or after thc first day 
of the lower-tier corporation's first tax
able year beginning after December 31, 
2002, as if they were accumulated dur
ing a period when a dividend paid by the 
lower-tier corporation would have been 
eligible for look-through treatment under 
section 904(d)(4) and §1.904-5. Divi
dends paid by a lower-tier corporation in 
taxable years beginning after December 
31, 2002, are eligible for look-through 
treatment when paid, without regard to 
whether the corresponding taxable year of 
the recipient upper-tier corporation began 
after December 31, 2002. 

(ii) Example. The following example 
illustrates the application of paragraph (f) 
of this section: 

Example. M, a domestic corporation. has directly 

owned 50 percent of the stock of X, and X has directly 

owned 50 percent of the stock of Y, at all times since 
X and Y were organized on January I, 1990. Accord· 

ingly, X and Yare non controlled section ')02 corpora
tions with respect to M, and X and Yare members of 
the same qualified group. M and Y use the calendar 

year as their U.S. taxable year, and X uses a taxable 

year beginning on July I. Under ~ 1.904-4(g) and 
paragraph (f)(lO) of this section. a dividend paid to M 

by X on January 15.2003 (during X's last pre-20m 
taxable year) is not eligible for look-through treat

ment in 2003. However. under ~ I.S61-12TI c)( 4). 'VI 
will characterize the stO<.;k of X on a look-through ba
sis for purposes of interest expense apportionment in 

its 2003 taxable year. Under § 1.904-4T(h)( II. any 

unused foreign taxes in M' s separate category for div

idends from X will be carried over to M's other sep
arate categories on a look-through basis for M's tax

able years beginning on and after January I, 2004. 

Under paragraph (0(2) of this section. any undis· 
tributed earnings and taxes in X's non-look-through 

pools will be allocated to X's other separate cate· 
gories on July L 2003. Under §\904-5(i)(4) and 

paragraphs (f)(8)(i) and (f)( 10) of this section, a div

idend paid to X by Y on January 15, 2003 (during 
Y's first post-2002 taxable year) is eligible for look

through treatment when paid. notwithstanding that it 

is received in a pre-2003 taxable year of X. 

(9) Election to apply pre-A1CA rules to 
2003 and 2004 taxable years-(i) Defini
tion. The term single category for divi
dends from all non controlled section 902 
corporations means the separate category 
described in section 904(d)(l)(E) as in ef
fect for taxable years beginning after De
cember 31, 2002, and prior to its repeal by 
the American Jobs Creation Act (AJCA), 
Public Law 108-357, 118 Stat. 1418 (Oc
tober 22,2004). 

(ii) Time, manner, and form of election. 
A taxpayer may elect not to apply the pro-

visions of section 403 of the AJCA and 
to apply the rules of this paragraph (f)(9) 
to taxable years of noncontrolled section 
902 corporations beginning after Decem
ber 31, 2002, and before January 1,2005, 
without regard to whether the correspond
ing taxable years of the taxpayer or any up
per-tier corporation begin before or after 
such dates. A taxpayer shall be eligible to 
make such an election provided that -

(A) The taxpayer's tax liability as 
shown on an original or amended tax re
turn for each of its affected taxable years 
is consistent with the rules of this para
graph (0(9), the guidance set forth in 
Notice 2003-5, 2003-1 C.B. 294 (see 
S601.601(d)(2) of this chapter), and the 
principles of §1.861-12T(c)(4) for each 
such year for which the statute of limi
tations does not preclude the filing of an 
amended return; 

(B) The taxpayer makes appropriate ad
justments to eliminate any double benefit 
arising from the application of this para
graph (f)(9) to years that are not open for 
assessment; and 

(C) The taxpayer attaches a statement 
to its next tax return for which the due date 
(with extensions) is more than 90 days af
ter April 25, 2006, indicating that the tax
payer elects not to apply the provisions of 
section 403 ofthe AJCA to taxable years of 
its noncontrolled section 902 corporations 
beginning in 2003 and 2004, and that the 
taxpayer has filed original returns or will 
file amended returns reflecting tax liabili
ties for each affected year that satisfy the 
requirements described in this paragraph 
(f)(9)(ii). 

(iii) Treatment ()f non-look-through 
pools in taxable years beginning af
ter December 31, 2004. Undistributed 
earnings (or a deficit) and taxes in the 
non-look-through pools of a controlled 
foreign corporation or a noncontrolled 
section 902 corporation as of the end of its 
last taxable year beginning before January 
I, 2005, shall be treated in taxable years 
beginning after December 31, 2004, as if 
they were accumulated and paid during a 
period in which a distribution out of earn
ings in the non-look-through pool would 
have been eligible for look-through treat
ment. Such earnings (or deficit) and taxes 
shall be added to the forcign corporation's 
pools of post-1986 undistributed earn
ings and post-1986 foreign income taxes 
in the appropriate separate categories on 

the first day of the foreign corporation's 
first taxable year beginning after Decem
ber 31, 2004. In accordance with the 
principles of paragraph (0(4) of this sec
tion, the taxpayer must reconstruct the 
non-look-through pools or, if the taxpayer 
elects the safe harbor, allocate the earnings 
and taxes in the non-look-through pools 
to the foreign corporation's look-through 
pools in the appropriate separate cat
egories on the first day of the foreign 
corporation's first taxable year begin
ning after December 31, 2004. Under the 
safe harbor, this allocation is made in the 
same percentages as the taxpayer prop
erly characterized the stock of the foreign 
corporation for purposes of apportion
ing the taxpayer's interest expense in the 
taxpayer's first taxable year ending after 
the first day of the foreign corporation's 
first taxable year beginning after Decem
ber 31,2002. See §1.861-12T(c)(3) and 
(4). If a taxpayer does not elect the safe 
harbor described in paragraph (0(4 )(ii) 
and the Commissioner determines that 
the look-through characterization of the 
earnings (or deficit) and taxes cannot 
reasonably be determined based on the 
available information, the earnings (or 
deficit) and taxes shall be allocated to the 
foreign corporation's passive category. 

(iv) Can':Vover of ullused foreign tax. 
To the extent that a taxpayer has unused 
foreign taxes in the single category for 
di vidends from all noncontrolled section 
902 corporations, such taxes shall be car
ried forward to the appropriate separate 
categories in the taxpayer's taxable years 
beginning on or after the first day of the 
relevant noncontrolled section 902 cor
poration's first taxable year beginning 
after December 31, 2004. Such unused 
taxes shall be carried forward in the same 
manner as S 1.904-2T(h)(l) provides that 
unused foreign taxes in the separate cat
egories for dividends from each noncon
trolled section 902 corporation are carried 
over to taxable years beginning on or after 
the first day of the noncontrolled section 
902 corporation's first taxable year begin
ning after December 31, 2002, in the case 
of a taxpayer that does not make the elec
tion under paragraph (0(9) of this section. 
The electing taxpayer shall determine 
which noncontrolled section <)02 corpo
rations paid the dividends to which the 
unused foreign taxes are attrihutable and 
assign the taxes to the appropriate separate 
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categories a~ if ~uch di\'idends had been 
eligible for look-through treatment when 
paid. Accordingly. the taxpayer must sub
,tantiate t he look -through characterization 
of the unused foreign taxes in accordance 
\\ ith paragraph (f)(..J.) of thi~ section by 
reconstructing the non-look-through pools 
or, i!' the taxpayer elects the safe harbor. 
hy allocatl!1g the unused foreign taxes 
to other separate categories in the same 
perl'entages as the taxpayer properly char
acteriled the stock of the noncontrolled 
section 9()2 corporation for purposes of 
appllrtioning the taxpayer's interest ex
pense for its first taxable year ending after 
the first day of the noncontrolled section 
LJ()2 corporation' s fiN taxable year be
ginning after December 31. 2002. The 
rule lbcribed in this paragraph (t)(9)(iv) 
shall apply only to unused foreign taxes 
attributahle to dividends out of earnings 
that were accumulated by noncontrolled 
section l)()2 corporations in taxable years 
of such corporations beginning before 
January I. 2003. because only unused 
foreign taxes attributable to distributions 
out of pre-20m earnings are included in 
the single category for dividends from 
all non controlled section 902 corpora
tions. To the extent that unuscd foreign 
taxes carried forward to the single cate
gory for dividends from all noncontrolled 
section 902 corporation~ under the rules 
of Notice 2003-5 (sce *601.601(d)(2) 
of this chapter) were either absorbed by 
low-taxed dividends paid by noncon
trolled section 902 corporations out of the 
non-look-through pool in taxable years 
of sLlch corporations beginning in 2003 
ur 200..J.. or expired unused. the amount 
of taxes carried forward to the separate 
categories on a look-through basis will 
be smaller than the aggregate amount of 
taxes initially caITied forward to the single 
category for dividends from all noncon
tmlled section 902 corporations. In this 
,'"'c. the unused foreign taxes arising in 
.:ach taxahle year shall be deemed attrib
utahle to each nunl'lll1lrolled section 902 
corporation in the same ratio as the div
idends i nelndel! in the separate category 
lilat \\ere p~lId by ... uch corporation in such 
~ear hears tn all ... uch dividends paid by 
;111 noncontmlk'd sectIOn 902 corporations 
In ,uch: e~lr Unused foreign taxes carried 
tOI'\l anI from the separate C<ltegories for 
dl\ idem!... fl'lllll each noncontrolled ~ection 

dividends from all noncontrol\ed section 
902 corporations will similarly be deemed 
to have been utilized on a pro rata basis, 
The remaining unused foreign taxes are 
then assigned to the appropriate separate 
categories under the rules of paragraph 
(f)H) of this scction. Unused foreign taxes 
shall be treated as allocable to general lim
itation income to the extent that such taxes 
would otherwise have been allocable to 
passive income (based on reconstructed 
pools or the safe harbor method), or to the 
extent that, under paragraph (f)(4)(iii) of 
this section, the Commissioner determines 
that the look-through characterization can
not reasonably he determined based on the 
available information. 

(v) Carryback of !lilt/sed foreign tax. 

To the extent that a taxpayer has unused 
foreign taxes attributable to a dividend 
paid by a noncontrolled scction 902 cor
poration that was eligible for look-through 
treatment under section 904(d)(4) and 
~ 1.904-5. any such unused foreign taxcs 
shall be carried hack to prior taxable years 
within the same separate category and 
not to the single category for dividends 
from all noncontrolled section 902 cor
porations or any scparate category for 
di vidends from a nonctonrolled section 
902 corporation. See Notice 2003-5 (see 
§601.601(d)(2) of this chapter) for rules 
relating to the carryback of unused foreign 
taxes in the single category for dividends 
from all lloncontrolled section l}02 corpo
rations. 

(vi) Recapture of 0\'1' rail foreign loss or 

separate limitation lo!}!} ill the single cate

fion' for dil'idends from all /Joncontrolled 

section 902 corporations. To the extent 
that a taxpayer has a balance in a separate 
limitation loss or overall foreign loss ac
count in the singlc category for dividends 
from all noncontrolled section 902 corpo
ration, under section 904(d)(l)(E) (prior 
to its repeal by thc AJCA), at the end of 
the taxpayer's last taxable year beginning 
before January 1. 2005 (or a later taxable 
year in which the taxpayer received a div
idcnd subject to the separate limitation for 
dividends from all noncontrolled section 
902 corporations). the amount of such bal
ancc shall be allocated on the first day 
of the taxpayer's next taxable year to the 
taxpayer's other separate categories. The 
amount of such balance that is attributable 
to each noncontrolled section 902 corpora-

L)()2 L'urpuratiun to the single category for tion shall be allocated in the same percent-

1026 2006-1 C.B. 

ages as the taxpayer properly characterized 
the stock of such corporation for purposes 
of apportioning the taxpayer's interest ex
pense for its first ta:xable year ending af
ter the first day of sllch corporation's first 
taxable year beginning after December 31, 
2002, under * l.go 1-12T(c)(3) or (c)H). as 

the case may be. To the extent that a tax
payer has a balance in a separate limita
tion loss account for the single category 
for dividends from all noncontrolled sec
tion 902 corporations with respect to an
other separate category, and the separate 
limitation loss account would otherwise be 
assigned to that other category under this 
paragraph (t)(9)(vi), such balance shall be 
eliminated. 

(vii) Recapture (~r separate limitation 

losses ill other separate categories. To the 
extent that a taxpayer has a balance in any 
separate limitation loss account in a sep
arate category with respect to the single 
category for dividends from all noncon
trolled section 902 corporations at the end 
of the taxpayer's last taxable year with or 

within which ends the last taxable year of 
the relevant noncontrolled section 902 cor
poration beginning before January 1,2005, 
such loss shall be recaptured in suhsequent 
taxable years as income in the appropri
ate separate category. The separate limi
tation loss account shall be deemed attrib
utable on a pro rata basis to those noncon
trolled section 902 corporations that paid 
dividends out of earnings accumulated in 
taxable years beginning before January I. 
2003, in the years in which the separate 
limitation loss in the other separate cate
gory arose. The ratable portions of the sep
arate limitation loss account shall be re
captured as income in the taxpayer's sep
arate categories in the same percentages 
as the taxpayer properly characterized the 
stock of the relevant noncontrolled sec
tion 902 corporation for purposes of ap
portioning the taxpayer's interest expense 
in its first taxable year ending after the 
first day of such corporation's first taxable 
year beginning after December 31, 2002, 
under * 1.86 I-I 2T(c)(3) or (c)(4), as the 
case may be. To the extent that a tax
payer has a balance in any separate lim
itation loss account in any separate cate
gory that would have been recaptured as 
income in that same category under this 
paragraph (f)(9 J(vii), such balance shall be 
eliminated. 



(viii) Treatment of undistributed earn
ings ill an upper-tier corporatioll-level sin
gle category for dividends from lower-tier 

/loncolltrolled sectioll 902 corporatiollS. 
Where a controlled foreign corporation 
or noncontrolled section 902 corporation 
has a single category for dividends from 
all noncontrolled section 902 corpora
tions containing earnings attributable to 
dividends paid by one or more lower-tier 
corporations, the following rules apply. 
The post-1986 undistributed earnings. 
previously-taxed earnings and profits de
scribed in section 959(c)(l) or (2). if any, 
and associated post -1986 forcign income 
taxes shall be allocated to the upper-tier 
corporation's other separate categories in 
the same manner as earnings and taxes in a 
separate category for dividends from each 
noncontrolled section 902 corporation 
maintained by the upper-tier corpora
tion are allocated under paragraph (f)(7) 
of this section. Accordingly, post-1986 
undistributed earnings, previously-taxed 
earnings and profits, if any. and post-1986 
foreign income taxes in the single category 
for dividends from all noncontrolled sec
tion 902 corporations shall be treated as if 
they were accumulated and paid, accrued 
or deemed paid during a period when a 
dividend paid by each lower-tier corpo
ration that paid di vidends included in the 
single category would have been eligible 
for look-through treatment. If the tax
payer elects the safe harbor rule described 
in paragraph (f)(7)(iii) of this section, 
the earnings and taxes shall be allocated 
based on the apportionment ratios prop
erly used by the lower-tier corporation to 
apportion its interest expense for its first 
taxable year beginning after December 31, 
2002. The taxpayer must substantiate the 
look-through characterization of the earn
ings and taxes in accordance with the rules 
of paragraph (f)(7)(iii) of this section. If 
the taxpayer does not elect the safe harbor 
and the Commissioner determines that 
the look-through characterization of the 
earnings cannot reasonably be determined 
based on the available information. the 
earnings and taxes shall be assigned to the 
upper-tier corporation's passi ve category. 

(ix) Treatment of a deficit in the single 
category for dividends from lower-tier 
Iloncontrolled section 902 corporations. 
Where a controlled foreign corporation 
or noncontrolled section 902 corporation 
had an aggregate deficit in the single cate-

gory for dividends from all non controlled 
section 902 corporations as of the end of 
the upper-tier corporation's last taxable 
year beginning before January 1. 2005. 
such deficit and the associated post-1986 
foreign income taxes, if any. shall be allo
cated to the upper-tier corporation's other 
separate categories in the same percent
ages in which the non-look-through pools 
of each lower-tier corporation to which the 
deficit is attributable were assigned to such 
corporation's other separate categories in 
its first taxable year beginning after De
cember 31, 2002. If the taxpayer elects 
the safe harbor rule described in paragraph 
(f)(7)(iii) of this section, the deficit and 
taxes shall be allocated based on how the 
taxpayer properly characterized the stock 
of the lower-tier noncontrolled section 
902 corporation for purposes of apportion
ing the upper-tier corporation's interest 
expense for the upper-tier corporation' s 
first taxable year ending after the first 
day of the lower-tier corporation's first 
taxable year beginning after December 
31, 2002. The taxpayer must substantiate 
the look-through characterization of the 
deficit and taxes in accordance with the 
rules of paragraph (f)(7)(iii) of this section. 
If the taxpayer does not elect the safe har
bor and the Commissioner determines that 
the look-through characterization of the 
deficit cannot reasonably be determined 
based on the available information, the 
deficit and taxes shall be assigned to the 
upper-tier corporation's passive category. 

(10) Effecti 1'(; dale. Except in the case 
of a taxpayer that makes the election un
der paragraph (f)(9) of this section, sec
tion 904(d)(4) and this paragraph (f) shall 
apply to dividends from a noncontrolled 
section 902 corporation that are paid dur
ing the first taxable year of the noncon
trolled section 902 corporation beginning 
after December 31, 2002, and thereafter. 
without regard to whether the correspond
ing taxable year of the recipient of the div
idend begins after December 31, 2002. In 
the case of a taxpayer that makes the elec
tion under paragraph (fJ(9) of this section, 
the provisions of section 403 of the AJCA, 
including section 904(d)(4), and this para
graph (f) shall apply to dividends from a 
noncontrolled section 902 corporation that 
are paid in taxable years of the noncon
trolled section 902 corporation beginning 
after December 31, 2004, without regard 
to whether the corresponding taxable year 

of the recipient of the dividend begin~ after 
December 31. 2004. 

Par. 18. Section l.Y04(t)-12 is 
amended by adding paragraph (g) to read 
as follows: 

.91. 904(j)-12 Trunsitionl'llies (telllf!orwy). 

* * * * * 
(g) Recapture in vears beginning after 

December 31, 2002, oj'separOle lillli{[{

tion losses alld o\'erall.trm:ign losses in
curred ill rears beginning bej'ore laill/a,.y 

I, 2003, with respect to the separate cut
egon' for dil'idends frolll (/ noncollfrolled 
sectioll 902 corporation. [Reserved]. For 
further guidance. see § 1.904(f)-12T(g). 

Par. 19. Section 1.904(f)-12T is added 
as follows: 

.91.904(f}-12T Transition rules. 

(a) through (f) [Reserved]. For further 
guidance, see §1.904(f)-12(a) through (f). 

(g) Recapture in vears beginning (!/~ 

ter December 31, 2002, of'separate lim
itation losses and ol'erall foreign losses 
incurred in years begillning bej'ore lUIl

uan' 1, 2003, with respect to the sepa
rale calegoryfor dil'idelldsfrom a 1101lCOIl

trolled section 902 cOlporatimJ~( 1) Re
capture of separate limitation loss or Ol'er
allforeign loss incurred in ({ separate c{/f
egan' for dil'idends frolll a nOlJcOIltrolled 
section 902 corporatioll. To the extent that 
a taxpayer has a balance in any separate 
limitation loss or overall foreign loss ac
count in a separate category for dividends 
from a noncontrolled section 902 corpora
tion under section 904(d)( 1 HE) (prior to its 
repeal by Public Law 108-357. 118 Stat. 
1418 (October 22. 2004)) at the end of the 
taxpayer's last taxable year beginning be
fore January 1,2003 (or a later taxable year 
in which the taxpayer received a dividend 
subject to a separate limitation for di vi
dends from that noncontrolled section 902 
corporation). the amount of such balance 
shall be allocated on the first day of the tax
payer's next taxable year to the taxpayer's 
other separate categories. The amount of 
such balance shall be allocated in the same 
percentages as the taxpayer properly char
acteriLed the stock of the noncontrolled 
section 902 corporation for purposes of ap
portioning the taxpayer's interest expense 
for its first taxable year ending after the 
first day of such corporation' s first taxable 
year beginning after Decemher 31. 2002. 
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under ~U\61-12T(c)(3) or (C)(-l). as the 
case may be. To the extent a taxpayer 
has a balance in any separate limitation 
lo~~ account in a separate category for di \'
idends from a noncllntrolled section 902 
corporation \\ith re'pect to another sepa
rate categmy. ,lIld the separate limitation 
I()~s would otherWIse be assigned to that 
other category under this paragraph (g:)( 1 ). 
,uch balance shall be eliminated. 

(2) Rem/Hurl' Ol\ejhll'lltl' lill1itutioll 

10.\.\ ill ullotilei' S('[llll'llte clltcgor\'. To 
the extent that a taxpayer has a balance 
Il1 any separate limitation l,)ss account 
in a separat~ category with respect to a 
separate category for dividends from a 
noncontrolled section 902 corporation 
under section 90-1-(d)( I HE) (prior to its 
repeal by Public Law 108-.157, 1 [8 Stat. 
l-l 18 (October 22. 2(04)) at the end of the 
taxpayer's la,t taxable year with or within 
which ends the last taxable year of the 
none on trolled section 902 corporation be
ginning before January [, 20m, such loss 
shall be recaptured in suhsequent taxahle 
years as income in the appropriate sep
arate categories. The separate limitation 
loss shall be recaptured as income in other 
separate categories in the same percent
ages as the taxpayer properly characterizes 
the stock of the noncontro[led section 902 
corporation for purposes of apportioning 
the taxpayer' s interest expense in its first 
taxable year ending after the first day of 
the foreign corporation's first taxable year 
beginning after December.1 [,2002, under 
~ 1.861-[2T(c)(.1) or (c)(4), as the case 
may be. To the extent a taxpayer has a ba[
ance in a separate limitation loss account 
in a separate category that would have 
been recaptured as income in that same 
category under this paragraph (g)(2). such 
balance shall be eliminated. 

(3) EX('('/JIl·ol1. Where a taxpayer for
merly met the stock ownership require
ments of section 902(al with respect to a 
foreign corporation, but did not lIleet the 
requirement-; of section 902( a) on Decem
her 20. 2()(}2 (or on the first day of the 
taxpayer', first taxable year beginning af
tL'r Decemkr .1/. 2002, in the case of a 
transaction that \\as the ,ubJect of a bind
in!,! contral't in effect on December 20, 
20()21. If the tcl\paycr ha, a balance in 
any ,eparalt: limitation loss Of overall for
eign loss acc,)unt for a separme category 
1',)1' diYiLit'nds from that foreign corpora
tielll under section L)()-1-(Li)( I I(E) (prior to 
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its repeal by Public Law 108-.157. 1[8 
Stat. 1-l[8 (October 22, 200-1-)) at the 
end of the taxpayer" s last taxable year be
ginning before January L 2003. then the 
amount of such balance shall not be sub
Ject to recapture under section 904(0 and 
this section. If a separate limitation loss or 
overall foreign loss account for such cate
gory is not subject to recapture under this 
paragraph (g )(3), the taxpayer cannot carry 
over any unus~d foreign taxes in such sep
arate category to any other limitation cate
gory. However, a taxpayer may elect to re
capture the balances of all separate limita
tion loss and overall foreign loss accounts 
for all separate categories for dividends 
from such formerly-owned noneontrolled 
section 902 corporations under the rules of 
paragraphs (g)(l) and (2) of this section. 
If a taxpayer so elects, it may carryover 
any unused foreign taxes in these separate 
categories to the appropriate separate cat
egories as provided in ~ [.904-2T(h). 

(4) EWlIlpfes. The following examples 
illustrate the application of this paragraph 
(g): 

EX(//17l'le I. X is a domestic corporation that 
meets the ownership requirements of sectIon 902(a) 

with respect to Y. a foreign corporation the stocK 
of whIch X OWIl\ 50 percent. Therefore. Y is a 

non controlled section 902 corporation with respect 

to X. Both X and Y use lhe calendar year as their 

taxable year. As of December 3 I. 2002, X had a 

$100 balance in it, separate limitation loss accollnt 
for the separate L'ategory for dividends from y, of 

which $60 offset g.eneral limllation income and $c.l0 

offset passive income. for purposes of apportioning 

X" inlerest expense for its 2003 taxable year, X 

properly characteriLed the stock of Y as a multiple 

category a"e[ (S(n general and 207< passive). Un

der paragraph Igh I) of this section. on January I. 
20m, $~O I $100 x SOil (0) of the $100 halance in 

the separate limitation loss account is assigned to the 

general limitation cJtegory. Of this $80 balJnce, $32 

($80 x c.l0I10()) i, with respect to the pJssive category. 
and Sc.l8 1~80 x 6()1I00) IS with respect to the general 

limitation categOl'Y and ther~fore is eliminated. The 

remain In? 520 balance CJ,lOO x 2011(0) of the $100 

balance is assigned to the passive category. Of this 
S20 balance. $12 ($20 x 6011(0) is with respect to the 
generalltmitation category, and $8 ($20 x c.lOIIOO) is 
\\ ith respect to the passive category and therefore is 
eliminatcd. 

E\(//,,!,I~:!. The LlCt, are the same as in EXilm!,le 

I. except that a' of December 31. 2002. X had a $30 
halance in Its ,eparate limitation loss account in the 
general limitation category. and a $20 balance in its 

separate limitation loss account in the passive catc
gelry, both of which offset income in the separate cat
egory for di\ idends from Y. Under paragraph (g)(2) 

cJt thiS section, the separate limitation loss accounts 
In the general limitatIon and passive categories with 

respect to the separate category for dividends from 
Y \\ ill be recaptured on and after January l. 2003. 

frnm Illl'tllllL' il1l.,l(hcr :-Il'paralc ('ah.~~l)ri~'s:. as follows. 
Of the S30 halanc'c'ln :\', s(p,llalc limitation lossa,

(~111nt lIlIh!,..' ~L'n('ul (Jtl'gnr~ \\ lIh r(':"ip~',-'( to th~ sepa

rat,' c:atc~e\l"\' f,\r eli\ I,lends frol\l Y. S6 (S.1() " ~()II(}()) 
i, wllh r~'sp~·,·( tel thl' p.l"i\,' c·,lIeg')!·}. and $24 t$.10 

\ wllom IS \\ ilh l"e'pcct tn the gencrallimilalion cat· 

L'~e)l'\ and Iherd"mc j, eliminated Of Ihe S20 hal

an,',' in X', ,epar~lIL' Ii rnitationl,,,s ~Kl'e1ll1lt in (he pas

~!\c catt:gnr) \\"lth rl~"pl'CI tll th(' ~cpi.\ral(: Gth:gory for 

dn idench from y, ~ It> 1:1;20 \ WIl()(}) will he recap

tured ellit (11' general IImitatinn inwme. and $-1 ($~() \ 

20/ I (0) w(1uld (1therwl'c be rcc:aptured out (11' passive 

income and therL'fore IS elimrnatcd. 

(5) Effectil'£' dare. This paragraph (g) 

shall apply for taxable years beginning af
ter December 3 [, 2002. 

Par. 20. Section 1.964- [ is amended as 
follows: 

1. In the first sentence of paragraph 
(a) introductory text. remove the language 
"For purposes of section 95 [ through 964" 
and add "For taxable years beginning after 
December .1 L 1986," in its place, and re
move the language ", except as provided in 
paragraph (D of this section,". 

2. Remove paragraphs (a)(4) and 
(a)(5), add the word "and" at the end of 
paragraph (a)(2), replace the semicolon 
with a period at the end of paragraph 
(a)(3), and remove the language "may 
be made by following the procedures de
scribed in paragraphs (a)( I) through (5)" 
in thc first sentence of the undesignated 
paragraph following paragraph (a)(3) and 
add the language "shall be made in the 
foreign corporation's functional currency 
(determined under section 985 and the 
regulations under that section) and may 
be made by following the procedures 
described in paragraphs (a)( [) through 
(a)(3)" in its place, 

3. Add a new sentence at the end of 
paragraph (a)( I). 

4. Add a new paragraph (c)(l)(v). 
5. Revise paragraphs (c)(2), (c)(3). 

(c)(4), (c)(5), and (c)(6). 
6. Remove paragraphs (d), (e), and (f). 
The revisions read as follows: 

.91.964-1 Determillatioll of the earnings 
and profits of {/ foreixn corporation. 

(a) * * * 
( I) * * * Fur rules for determining the 

earnings and profits (or deficit in earnings 
and profits) of a foreign corporation for 
taxable years beginning before January I, 
1987, for purposes of sections 951 through 
964, see 26 CFR 1.964-1 (a) (revised as of 
April 1,2006). 



* * * * * 
(c) * * * 
(1) * * * 
(v) [Reserved]. For further guidance. 

see § 1. 964-lT( c)(1 )( v). 
(c)(2) through (c)(6) [Reserved]. For 

further guidance. see § 1.964-lT(c )(2) 
through (c)(6). 

Par. 21. Section 1.964-lT is amended 
as follows: 

1. Revise the section heading. 
2. Add new paragraph (c)(1 lev). 
3. Add new paragraphs (c)(2) through 

(8). 
4. Add new paragraphs (d). (e). and (f). 
The revisions and additions read as fol

lows: 

§1.964-1T Determination of the earnings 
and profits of a foreign corporation 
(temporary ). 

(a) through (c)(l)(iv) [Reserved). For 
further guidance. see § 1. 964-1 (a) through 
(c)(l)(iv). 

(v) Taxable years. The period for com
putation of taxahle income and earnings 
and profits known as the taxable year shall 
reflect the provisions of section 441 and 
the regulations thereunder. 

(2) Adoption or change of method or 
tax:able year. For the first taxable year 
of a foreign corporation beginning after 
April 25, 2006, in which a foreign cor
poration is a controlled foreign corpora
tion (as defined in section 957 or 953) or 
a noncontrolled section 902 corporation 
(as defined in section 904(d)(2)(E)), any 
method of accounting or taxable year al
lowable under this section may be adopted, 
and any election allowable under this sec
tion may be made, by such foreign cor
poration or on its behalf notwithstanding 
that. in previous years. its hooks or finan
cial statements were prepared on a differ
ent basis. and notwithstanding that such 
election is required by the Code or regu
lations to be made in a prior taxable year. 
Any allowable methods adopted or elec
tions made shall be reflected in the com
putation of the foreign corporation' s earn
ings and profits for such taxable year, prior 
taxable years, and (unless thc Commis
sioner consents to a change) subsequent 
taxablc years. Howevcr, see section 898 
for the rules regarding the taxable year of 
a specified foreign corporation as dcfined 
in section 898(b). Any allowable method 

of accounting or election that relates to 
events that first arise in a subsequent tax
able year may be adopted or made by or 
on behalf of the foreign corporation for 
such year. See paragraph (a)(3) of this 
section for the manner in which a method 
of accounting or a taxable year may be 
adopted or changed on behalf of the for
eign corporation. See paragraph (c)( 4) 
and (g)(3) of this section for applicable 
rules if the amount of the foreign corpora
tion's earnings and profits became signifi
cant for United States tax purposes before 
a method of accounting or taxable year was 
adopted by the foreign corporation or on 
its behalf in accordance with the rules of 
paragraph (c)(3) of this section. See para
graphs (c)(6) and (g)(2) of this section for 
spccial rules postponing the time for tak
ing action by or on behalf of a foreign cor
poration until the amount of its earnings 
and profits becomes significant for U.S. 
tax purposes. 

(3) Action on behalf ofcOlporation-(i) 
Tn general. An election shall be deemed 
made, or an adoption or change in method 
of accounting or taxable year deemed ef
fectuated, on behalf of the foreign corpora
tion only if its controlling domestic share
holders (as defined in paragraph (c)(5) of 
this section)-

(A) Satisfy for such corporation any re
quirements imposed by the Internal Rev
enue Code or applicable regulations with 
respect to such election or such adoption 
or change in method or taxable year (in
cluding the provisions of sections 442 and 
446 and the regulations thereunder, as well 
as any operative provisions), such as the 
filing of forms, the execution of consents, 
securing the permission of the Commis
sioner, or maintaining books and records 
in a particular manner. For purposes of 
this paragraph (c)(3)(i)(A). the books of 
the foreign corporation shall be considered 
to be maintained in a particular manner if 
the controlling domestic shareholders or 
the foreign corporation regularly keep the 
records and accounts required by section 
964(c) and the regulations thereunder in 
that manner; 

(B) File the statement described in para
graph (c)(3)(ii) of this section, at the time 
and in the manner prescribed therein; and 

(C) Provide the written notice required 
by paragraph (c)(3)(iii) of this section at 
the time and in the manner prescribed 
therein. 

(ii) Statement required to be filed Il'itlr 
II fax refurn. The statement required by 
this paragraph (c)( 3)( ii) shall set forth 
the name, country of organization, and 
U.S. employer identification number (if 
applicable) of the foreign corporation. 
the name, address. stock interests. and 
U.S. employer identification number of 
each controlling domestic shareholder 
(or, if applicable, the shareholder's com
mon parent) approving the action. and the 
names, addresses, U.S. employer identi
fication numbers, and stock interests of 
all other domestic shareholders notificd 
of the action taken. Such statement shall 
describe the nature of the action taken on 
behalf of the foreign corporation and the 
taxable year for which made, and identify 
a designated shareholder who retains a 
jointly executed consent confirming that 
such action has been approved by all of 
the controlling domestic shareholders and 
containing the signature of a principal 
officer of each such shareholder (or its 
common parent). Each controlling do
mestic shareholder shall file the statemcnt 
with its own tax return (or information 
return, if applicable) for its taxable year 
with or within which ends the taxable year 
of the forcign corporation for which the 
election is made or for which the method 
of accounting or taxable year is adopted or 
changed. 

(iii) Notice. On or before the filing date 
described in paragraph (c)(3)(ii) of this 
section, the controlling domestic share
holders shall provide written notice of the 
election made or the adoption or change 
of method or taxable year effected to all 
other persons known by them to be do
mestic shareholders who own (within the 
meaning of section 958(a» stock of the 
foreign corporation. Such notice shall set 
forth the name. country of organization 
and U.S. employer identification number 
(if applicable) of the foreign corpora
tion, and the names, addresses, and stock 
interests of the controlling domestic share
holders. Such notice shall describe the 
nature of the action taken on behalf of the 
foreign corporation and the taxable year 
for which made, and identify a designated 
shareholder who retains a jointly executed 
consent confirming that such action has 
bcen approved by all of the controlling 
domestic shareholders and containing the 
signature of a principal officer of each 
such shareholder (or its comlllOIl parent I. 
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However. the failure of the controlling do
mestic sharcholders to provide such notice 
to a person requircd to be notified shall 
not invalidate the election made or the 
adoption or change of method or taxable 
year effected. 

(-I) Ett£'u of IIcr/on o/' il/actioll iJr 
controlling dOlllestic siwreilo/ders. Any 
action taken by the controlling domes
tic shareholders on behalf of the foreign 
corporation pursuant to paragraph (c)(3) 
of this section shall be retlected in the 
computation of the earnings and profits of 
such corporation under this section to the 
extent that it bears upon the tax liability 
of all domestic shareholders of the foreign 
corporation. See ~ 1.964-IT(g)(5). In the 
event that action by or on behalf of the for
cign corporation is not undertaken by the 
time specified in paragraph (c)(6) of this 
section and such failure is shown to the 
satisfaction of the Commissioner to be duc 
to reasonablc cause. such action may be 
undertaken during any period of at least 30 
days occurring after such showing is made 
which the Commissioner may specify as 
appropriate for this purpose. The princi
ples of ~ 1.964--1T(g)(3) and (g)(4) shall 
apply in determining the effect of a failurc 
of the controlling domcstic shareholders 
to take action on behalf of the foreign cor
poration pursuant to paragraph (c)(3) of 
this section. Accordingly. if thc earnings 
and profits of a noncontrolled section 902 
corporation became significant for United 
States income tax purposes in a taxable 
year beginning on or before April 25. 
2006. the corporation' s earnings and prof
its shall be computed as if no elections had 
been made and any pcrmissible account
ing methods not requiring an election and 
retlected in the books of account regularly 
maintained by thc foreign corporation for 
purposes of accounting to its shareholders 
had been adopted. Any change in account
II1g lllethod lllay he made hy or on behalf 
of the foreign corporation only with the 
COlllmissioner' s consent. 

(5) COllfrol/illg dOlllestic silareiwld
l'/'S-( i I COlltrol/cd jil/'eign corporations. 
For purposes of this paragraph. the con
trolling domestic shareholders of a con
trolled foreign corporation shall be its 
controlling United States shareholders. 
The controlling United States sharehold
ers of a controlled foreign corporation 
shall he those United States shareholders 
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(as defined in section 951(b) or 953(c) 
who, in the aggregate. own (within the 
meaning of section 958(a)) more than 50 
percent of the total combined voting power 
of all classes of the stock of such foreign 
corporation entitled to vote and who un
dertake to act on its behalf. In the event 
that the United States shareholders of the 
controlled foreign corporation do not, in 
the aggregate. own (within the meaning of 
section 958(a») more than 50 percent of the 
total combined voting power of all classes 
of the stock of such foreign corporation 
entitled to vote, the controlling United 
States shareholders of the controlled for
eign corporation shall be all those United 
States shareholders who own (within the 
meaning of section 958(a» stock of such 
corporation. 

(ii) Noncontrolled section 902 corpo
rations. For purposcs of this paragraph, 
the controlling domestic shareholders of 
a noncontrolled section 902 corporation 
that is not a controlled foreign corpora
tion shall bc its majority domestic corpo
rate shareholders. The majority domestic 
corporate shareholders of a noncontrolled 
section 902 corporation shall be those do
mestic corporations that meet the owner
ship requirements of section 902(a) with 
respect to the noncontrolled section 902 
corporation (or to a first-tier foreign corpo
ration that is a member of the same quali
fied group as defined in section 902(b )(2) 
as the noncontrolled section 902 corpora
tion) that. in the aggregate, own directly 
or indirectly more than 50 percent of the 
combined voting power of all of the vot
ing stock of the noncontrolled section 902 
corporation that is owned directly or in
directly by all domestic corporations that 
meet the ownership requiremcnts of sec
tion 902(a) with respect to the noncon
trolled section 902 corporation (or a rele
vant first-tier foreign corporation). 

(6) Action 110t required until signifi
callt. Notwithstanding any other provision 
of this paragraph, action by or on behalf of 
a foreign corporation (othcr than a foreign 
corporation subject to tax under section 
882) to make an election or to adopt a 
taxable year or method of accounting 
shall not be required until the due date 
(including extensions) of the return for a 
controlling domestic shareholder'S first 
taxable year with or within which ends 
the foreign corporation' s first taxable year 

in which the computation of its earnings 
and profits is significant for United States 
tax purposes with respect to its control
ling domestic shareholders (as defined in 
~ l.964-IT(c)(5». The filing of the in
formation return required by section 6038 
shall not itself constitute a significant 
event. For taxable years heginning on or 
after April 25. 2006. events that cause a 
foreign corporation's earnings and prof
its to have United States tax significance 
include, without limitation, 

(i) A distribution from the foreign cor
poration to its shareholders with respect to 

thcir stock; 
(ii) An amount is includible in gross 

income with respect to such corporation 
under section 951 (a); 

(iii) An amount is excluded from sub
part F income of the foreign corporation 
or another foreign corporation by reason of 
section 952(c); 

(iv) Any event making the foreign cor
poration subject to tax under section 882; 

(v) The use by the foreign corporation's 
controlling domestic shareholders of the 
tax book value (or alternative tax book 
value) method of allocating interest ex
pense under section 864( e)( 4); or 

(vi) A sale or exchange of the foreign 
corporation's stock of the controlling do
mestic shareholders that results in the 
recharacterization of gain under section 
1248. 

(c)(7) and (8) [Reserved]. For further 
guidance, see §1.964-I(c)(7) and (c)(8) 
and § l. 964-1 T(g)( 6). 

(d) through (f) [Reserved]. 

* * * * * 

PART 602-0MB CONTROL 
NUMBERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 22. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.s.c. 7805. 
Par. 23. In §602.101, paragraph (b) is 

amended by adding the following entries 
in numerical order to the table to read, in 
part, as follows: 

§602.lOJ OMB Control numbers 

* * * * * 



CFR part or section where 
identified and described 

* * * * * 
1.904-7T 
* * * * * 
1.964-1 T 
* * * * * 

Mark E. Matthews, 
Deputy Commissioner for 
Services and EI~forcement. 

Approved April 14, 2006. 

Eric Solomon, 
Acting Deputy Assistant 

Secretary of the Treasury. 

(Filed by the Office of the Federal Register on April 20. 2006. 
3:51 p.m .. and published in the ISsue at the Federal Register 
for April 25, 2006, 71 F.R. 24515) 

Section 964.-Miscella
neous Provisions 

Temporary and proposed regulations provide guid

an(e on tax elections and adoptions of or changes in a 

method of accounting or taxable year made on behalf 

of a controlled foreign corporation or noncontrolled 

section 902 corporation. See TO. 9260, page 1001. 

See REG-144784-02. page 1036. 

Section 1274.-Determi
nation of Issue Price in the 
Case of Certain Debt Instru
ments Issued for Property 
(Also Sections 42. 280G. 382. 412. 467. 468. 482. 
483, 642. 807, 846, 1288, 7520, 7872.) 

Federal rates; adjusted federal rates; 
adjusted federal long-term rate and the 
long-term exempt rate. For purposes of 
sections 382, 642, 1274. 1288. and other 
sections of the Code, tables set forth the 
rates for June 2006. 

Rev. Rul. 2006-29 

This revenue ruling provides van
ous prescribed rates for federal income 
tax purposes for June 2006 (the current 
month). Table 1 contains the short-term. 
mid-term, and long-term applicable fed
eral rates (AFR) for the current month 

Current OMB 
control No. 

1545-2104 

1545-2104 

for purposes of section 127 4( d) of the 
Internal Revenue Code. Table 2 contains 
the short-term, mid-term, and long-term 
adjusted applicable federal rates (adjusted 
AFR) for the current month for purposes 
of section 1288(b). Table 3 sets forth the 
adjusted federal long-term rate and the 
long-term tax-exempt rate described in 
section 382(f). Table 4 contains the ap
propriate percentages for determining the 
low-income housing credit described in 
section 42(b )(2) for buildings placed in 
service during the current month. Finally, 
Table 5 contains the federal rate for deter
mining the present value of an annuity, an 
interest for life or for a term of years, or 
a remainder or a reversionary interest for 
purposes of section 7520. 

REV. RUL. 2006-29 TABLE 1 

Applicable Federal Rates (AFR) for June 2006 

Period for Compounding 

Short-term 

AFR 
110% AFR 
120% AFR 
130% AFR 

Mid-term 

AFR 
110% AFR 
120% AFR 
130% AFR 
150% AFR 
175% AFR 

Long-term 

AFR 
110% AFR 
120% AFR 
130% AFR 

Annual 

4.99% 
5.49% 
6,01% 
6.51% 

5.06% 
5.58% 
6,09% 
6.61% 
7.64% 
8,94% 

5.32% 
5.86% 
6.40% 
6.95% 

Semiannual 

4.93% 
5.42% 
5,92% 
6.41 G/o 

5.00% 
5,50% 
6,00% 
6.50% 
7.50% 
8.75% 

5,25% 
5.78% 
6.30% 
6.83% 

Quarterlv Monthlv 

4.90% 4.88% 
5.38% 5.36% 
5.88% 5.859(-
6.36% 6.33% 

4.97% 4.957< 
5.460/c 5.44% 
5.96% 5.93% 
6.45% 6.41 Ck 
7.43% 7.39% 
8.6fi7r 8.5901-

5.227c 5.199(-
5.74% 5.71C;, 
6.25';(- 6.2Yk 
6.77% 6.7Y/( 
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Short-tellll adjusted 
AFR 

Mid-term adjusted AFR 

Long-tellll adjusted 
AFR 

Anlll/al 

3.61% 

3.82% 

4.45% 

REV RUL. 2006-29 TABLE 2 

Adjusted AFR for June 2006 

Period for Compoundillg 

Semiallllual 

3.58% 

3.78% 

4.40% 

REV RUL. 2006-29 TABLE 3 

Rates Under Section 382 for June 2006 

Adjusted federal long-term rate for the current month 

Quarter/v 

3.56o/c 

3.76% 

4.38% 

Monthly 

3.55% 

3.75% 

4.36% 

4.45% 

Long-tell1l tax-exempt rate for ownership changes during the current month (the highest of the adjusted 
federal long-term rates for the current month and the prior two months.) 4.45% 

REV RUL. 2006-29 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for June 2006 
Appropriate percentage for the 70% present value low-income housing credit 8.21% 

3.52% Appropriate percentage for the 30% present value low-income housing credit 

REV RUL. 2006-29 TABLE 5 

Rate Under Section 7520 for June 2006 

Applicable federal rate for detell1lining the present value of an annuity, an interest for life or a tell1l of years, 
or a remainder or reversionary interest 6.0% 

Section 1288.-Treatment 
of Original Issue Discount 
on Tax-Exempt Obligations 

The adjusted applicable federal short-term. mid

term. dnd long-term rates arc set forth for the month 

nf.June 2006. See Rev. Rul. 2006-29. page Iml. 
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Section 7520.-Valuation 
Tables 

The adjusted applicable federal short-tenn, mid

tenn. and long-term rates are set forth for the month 

of June 2006. See Rev. Rul. 2006-29. page 103!. 

Section 7872.-Treatment 
of Loans With Below-Market 
Interest Rates 

The adjusted applicable federal short-term. mid

tenn. and long-term rates are set forth for the month 

of June 2006. See Rev. Rul. 2006-29. page 1031. 



Part III. Administrative, Procedural, and Miscellaneous 
26 CFR 1.199-2: Wage limitatioll. 

Methods of Determining W-2 
Wages for Purposes of the 
§ 199(b)(l) Limitation on the 
§ 199 Deduction for Income 
Attributable to Domestic 
Production Activities 

Rev. Proc. 2006-22 

SECTION 1. PURPOSE 

This revenue procedure provides meth
ods for calculating W-2 wages for pur
poses of § 199(b)( I) of the Internal Rev
enue Code, which limits the amount of the 
§ 199 deduction for income attributable to 
domestic production activities to 50 per
cent of the W-2 wages of the taxpayer for 
the taxable year. 

Section 1.199-2( e)(3) of the Income 
Tax Regulations provides the Internal 
Revenue Service with authority to issue 
guidance providing the methods that may 
be used to calculate W -2 wages. Section 
1.199-2(e)(3) is only effective for taxable 
years beginning on or after June 1, 2006. 
However, pursuant to § 1.199-8(i)( 1), a 
taxpayer may apply § 1.199-2(e)(3) to 
a taxable year beginning before June 1, 
2006, provided that the taxpayer applies 
all the provisions of § § 1.199-1 through 
1.199-9 to the taxable year (or all the 
provisions of § § 1.199-1 through 1.199-8 
for a taxable year beginning after May 17, 
2006, the enactment date of the Tax In
crease Prevention and Reconciliation Act 
of 2005 (Public Law 109-222) (TIPRA), 
and before June I, 2006). This revenue 
procedure provides such guidance for 
taxpayers who choose to apply the final 
regulations to taxable years beginning 
before June 1, 2006, but only for taxable 
years beginning on or after January 1, 
2005, and on or before May 17, 2006. 

SECTION 2. BACKGROUND 

Section 199(a) provides a deduction for 
an amount equal to a percentage of the 
lesser of (A) the qualified production ac
tivities income of the taxpayer for the tax
able year, or (B) taxable income (deter

mined without regard to * 199) for the tax-

able year (or, in the case of an individual, 
adjusted gross income). 

Section 199( b)( I) provides that the 
amount of the deduction allowable under 
* 199(a) for any taxable year shall not 
exceed 50 percent of the W-2 ""ages of 
the taxpayer for the taxable year. 

Section 199(b )(2) provides that, for 
purposes of § 199, the term "W-2 wages" 
means, with respect to any person for any 
taxable year of such person, the sum of 
the amounts described in * 6051(a)(3) and 
(8) paid by such person with respect to 
employment of employees by such person 
during the calendar year ending during 
such taxable year. Such term shall not 
include any amount that is not properly 
included in a return filed with the So
cial Security Administration (SSA) on 
or before the 60th day after the due date 
(including extensions) for such return. 

This revenue procedure provides three 
methods for calculating W-2 wages for 
purposes of § 199(b)(I). These meth
ods are generally the same as were set 
forth in both § 1.199-2 of the proposed 
regulations that were published in the 
Federal Register on November 4, 2005 
(REG-I0S847-0S, 2005-47 I.R.B. 987 
[70 FR 67220]), and in section 4.02 of No
tice 2005-14, 2005-1 C.B. 498, 514. The 
first method (the unmodified Box method) 
allows for a simplified calculation while 
the second and third methods (the modi
fied Box 1 method and the tracking wages 
method) provide greater accuracy. 

Section 514( a) of TIPRA amended 
§ 199(b)(2) by excluding from the term 
W-2 wages any amount that is not prop
erly allocable to domestic production gross 
receipts for purposes of § lY9(c)(l). This 
amendment made by TIPRA is effective 
with respect to taxahle years beginning 
after the date of enactment, May 17, 2006. 
The IRS and Treasury Department plan 
on issuing regulations and a new revenue 
procedure reflecting the amendment made 
to * 199(b)(2) by TIPRA. It is expected 
that any new revenue procedure will con
tain methods for calculating W-2 wages 
similar to the three methods in this revenue 
procedure, but wi] I reflect the additional 
limitation on W-2 wages imposed by 
TIPRA. Because of the amendment by 
TIPRA, the guidance provided by this rev
enue procedure does not apply to taxable 

years beginning after the date of enact
ment of TIPRA. 

SECTION.:\. RULES OF APPLICATION 

.01 III geneml. Section 1.1 99-2(a)( I) 
of the regulations provides that. ex
cept as provided in § 1.199-2(a)(3) and 
§ 1.\ 99-2(b ). the Forms W -2. "H'tlge IIlId 

Tax Statelllellf." used in determining the 
amount of \V-2 wages are those issued 
for the calendar year ending during the 
taxpayer's taxable year for wages paid to 
employees (or former employees) of the 
taxpayer for employment by the taxpayer. 
For purposes of § 1.199-2, * 1.199-2(a)( I ) 
provides that employees of the taxpayer 
are limited to employees of the taxpayer 
as defined in § 3121(d)(I) and (2) (that 
is, officers of a corporate taxpayer and 
employees of the taxpayer under common 
law rules) . 

. 02 W({gcs p({id by clltit\' other 

than common I({IV employer. Section 
1.199-2(a)(2) of the regulations provides 
that, in determining W-2 wages. a tax
payer may take into account any wages 
paid by another entity and reported by the 
other entity on Forms W-2 with the other 
entity as the employer listed in Box c of 
the Forms W-2, provided that the wages 
were paid to employees of the taxpayer for 
employment by the taxpayer. If the tax
payer is treated as an employer described 
in § 3401(d)(1) because of control of the 
payment of wages (that is. the taxpayer 
is not the common law employer of the 
payee of the wages), the payment of wages 
may not be included in determining W-2 
wages of the taxpayer. If the taxpayer is 
paying wages as an agent of another entity 
to individuals who are not employees of 
the taxpayer, the wages may not be in
eluded in determining the W-2 wages of 
the taxpayer. 

.03 Requirement that wages must he re

ported on return filed with Social Secllrity 

Admillislratiol1. Section 1.199-2( a)(3) of 
the regulations provides that the term 
"W-2 wages" shall not include any 
amount that is not properly ir.cluded in 
a return filed with SSA on or before the 
60th day after the due date (including ex
tensions) for such return. For this purpose. 
if a Form W-2c (or corrected return) i . ., 
filed to correct a Form W -2 that wa, not 
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filed \\ith SSA on or before the 60th day 
after the due date (including extensions) 
of the r:orm W - 2 (or to correct a Form 
W-2c relating to a Form W-2 that had not 
heen filed with SSA on or hefore the 60th 
day after the due date (including exten
sion~,) of the Form W -21. then such Form 
W-2c (or CllITL'ch:d return) shall not he 
Clll1,iden:d to hcl\e heen filed with SSA 
on or hefore the 60th day after the due 
date (including extensions) for such Form 
W - 2c (or corrected return). regardless of 
\\hen such Form W-2c (or corrected rc
turn) is filed Sec ~ 1.199-2(a)(3) of the 
regulations for further guidance related to 
this rel\uirement. 

.O-l No lIpplicarioll ill determining 

,,)wllIer ({I//(}lInts £Irc 11'({gCS ,til/' cl7lp/oy

/IIeJlI I(IX pllrposes. The discussions of 
"wages" in this revenue procedure and 
in the regulations under * 199 are for 
purp()se~ of * 199 only and have no ap
plicatillll in determining whether amounts 
arc wages under * 3121( a) for purposes of 
the Federal Insurance Contributions Act, 
under ~ 3306(b) for purposes of the Fed
eral L: nemployment Tax Act. and under 
* 3'+01(a) for purposes of the Collec· 
tiun of Income Tax at Source on Wages 
(felkral income tax withholding), or any 
other wage-related determination. See 
* 1.199-2(a)( I) of the regulations. 

.05 Application Fir (/ IiIXPlI\,e/' lI'itll a 

short {(lXi/hie yellr. Subject to the other 
rules of application of the regulations and 
of this revenue procedure, the W-2 wages 
of the taxpaycr for a short taxable year 
,hall include those wages paid during the 
short taxable year to employees of the tax
payer as determined under the tracking 
wages method described in section 5.03 of 
thi~ revenue procedure. See section 6 of 

this revenue procedure. 
.06 i\c(/ui.l'ilioll 01' i1i.l'po.l'ilion ora trade 

or /JJlsillcSS (or II1UjOf f!orliol}). Section 
I. ILJ9-2( c) of the regulations provides that 
If a taxpayer (a successor) acquires a trade 
llr blhiness. the major portion of a trade or 
bu~illl'~~. or the maJor portion of a sepa
rate unit (If a trade or husiness from another 
ta \pa~ cr (a predcce,~orL then, for pur
PlhC\ (If computll1g the re,peetive * 199 
deduL'ti(ln of the ,UL'L'e~sor and of the pre
dL'L·e',llr. thc W-2 \\ages paid for that cal· 
endar year shall be allocated between the 
'UL'CL",llr and the predecessor based on 
\1 hL'lhcr tilc \\ age~ arc for employment by 
the SUL'l'CS>or or for employment by the 
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predecessor. Thus. in this situation. the 
W-2 wages are allocated based on whether 
the wages are for employment for a period 
during which the employee was employed 
by the predecessor or for employment for 

a period during which the employee was 
employed by the successor. regardless of 
which permissible method for Form W-2 
reporting is used. 

.07 NOli-duplication rille. Section 
1.199-2(d) of the regulations provides that 
amounts that are treated as W-2 wages for 
a taxable year under any method of cal
culating W -2 wages shall not be treated 
as W-2 wages for any other taxable year. 
Thus, for example, an amount of nonqual
ified deferred compensation that is treated 
as W-2 wages under the Unmodified Box 
Method described in section 5.01 of this 
revenue procedure shall not be treated 
as W -2 wages in any other taxable year. 
Section 1.199-2(d) of the regulations 
also provides that an amollnt shall not be 
treated as W-2 wages hy more than one 
taxpayer. 

.08 Trade or busilless requirement. Pur
suant to § 1.199-8(c)(l), the term W-2 
wages only includes those wages paid to 
employees of the taxpayer that are attribut
able to the actual conduct of a trade or busi
ness of the taxpayer. For examplc, remu
neration paid to an employee for domestic 
service performed in the private home of 
the taxpayer is not included in W-2 wages 
of the taxpayer. 

SECTION 4. DEFINITION OF W-2 
WAGES AND CORRELATION WITH 
BOXES ON FORM W-2 

.01 Definition of W-2 wages. Sec
tion 199(b)(2) and § 1.199-2(e) of the 
regulations provides that, for purposes 
of § 199(b)( I), the term "W-2 wages" 
means. with respect to any person for any 
taxable year of such person, the sum of 
the amounts described in § 6051(a)(3) 
and (8) paid by such person with respect 
to employment of employees by such 
per~on during the calendar year ending 
during such taxable year. Thus, the regu
lations provide that the term W-2 wages 
includes: (i) the total amount of wages as 
defined in § 3401(a): (ii) the total amount 
of elective deferrals (within the meaning 
of * 402(g)(3)): (iii) the compensation de
ferred under § 457: and (iv) for tax years 
beginning after December 31, 2005, the 

amount of designated Roth contributions 

(as defined in ~ '+02A 1. 
.02 Corre/atioll Ifir" FOrlll W-2. Un

der the 2005 and 2006 Forms W -2, the 
electi\e deferrals under § -102(g)(3) and 
the amounts deferred under § 457 directly 
correlate to coded items reported in Box 
12 on Form W-~. Box 12, Code D is 
for elective defcrrals to a § 40 I (k) cash 
or defcrred arrangement (plan): Box 12. 
Code E is for elective deferrals under a 
§ 403(b) salary reduction agreement: Box 
12. Code F is for elective deferrals un
der a § 408(k)(6) salary reduction Sim
plified Employee Pension (SEP): Box 12. 
Code G is for elective defen'als and em· 
player contributions (including nonelec
tive deferrals) to any governmental or non· 
governmental § 457(b) deferred compen
sation plan: and Box 12, Code S is for em
ployee salary reduction contributions un
der a § 408(p) SIMPLE (simple retirement 
account). Under the 2006 Form W-2. 
the amount of designated Roth contribu
tions (as defined in § 402A) directly cor
relates to Box 12, Code AA for desig
nated Roth contributions to a § 401(k) plan 
and Box 12, Code BB for designated Roth 
contributions under a § 403(b) salary reo 
duction agreement. However, designated 
Roth contributions are also reported in Box 
I, Wages, tips, other compensation, and 
Box 5, Medicare wages and tips, and are 
subject to income tax withholding. 

SECTION 5. METHODS FOR 
CALCULATING W-2 WAGES 

For any taxable year. a taxpayer gen
erally must calculate W-2 wages for pur· 
poses of § 199(b)( I) using one of the three 
methods described in section 5.01, 5.02, 
and 5.03 of this revenue procedure. These 
three methods are subject to the non-dupli
cation rule provided in § 1.199-2(d). For a 
taxpayer with a short taxable year, see Sec
tion 6 of this revenue procedure. In calcu
lating W-2 wages for a taxable year under 
the methods below, the taxpayer includes 
only Forms W-2 that are for the calendar 
year ending with or within the taxable year 
of the taxpayer and that meet the rules of 
application described in section 3 of this 
revenue procedure. 

.01 Unmodified box method. Under 
the unmodified box method. W-2 wages 
are calculated by taking, without modifi
cation, the lesser of-



(A) The total entries in Box I of all 
Forms W-2 filed with SSA by the taxpayer 

with respect to employees of the taxpayer 
for employment by the taxpayer; or 

(B) The total entries in Box 5 of all 
Forms W-2 filed with SSA by the taxpayer 
with respect to employees of the taxpayer 
for employment by the taxpayer. 

.el2 Modified Box 1 method. Under 

the Modified Box 1 method, the taxpaycr 
makes modifications to the total entries in 
Box 1 of Forms W-2 filed with respect to 
employees of the taxpayer. W-2 wages 
under this method are calculatcd as fol
lows-

(A) Total the amounts in Box 1 of all 
Forms W-2 filed with SSA by the taxpayer 
with respect to employees of the taxpayer 
for employment by the taxpayer; 

(B) Subtract from the total in paragraph 
.02(A) of this section amounts included in 
Box 1 of Forms W-2 that are not wages 
for Federal income tax withholding pur
poses and amounts included in Box I of 
Forms W -2 that are treated as wages for 
purposes of income tax withholding under 
§ 3402(0) (for example, supplemental un
employment compensation benefits); and 

(C) Add to the amount obtained after 
paragraph .02(B) of this section the total 
of the amounts that are reported in Box 12 
of Forms W-2 with respect to employees 
of the taxpayer for employment by the tax
payer and that are properly coded D, E, F, 
G, and S. 

.03 Tracking wages method. Under the 
tracking wages method, the taxpayer actu
ally tracks total wages subject to Federal 
income tax withholding and makes appro
priate modifications. W-2 wages under 
this method are calculated as follows-

(A) Total the amounts of wages subject 
to Federal income tax withholding that are 
paid to employees of the taxpayer for em
ployment by the taxpayer and that are re
ported on Forms W-2 filed with SSA by 
the taxpayer for the calendar year; 

(B) Subtract from the total in paragraph 
.03(A) of this section the supplemental un
employment compensation benefits (as de
fined in § 3402(0)(2)(A» that were in-

cluded in thc total in paragraph .03(Al of 
this section; and 

(Cl Add to the amount obtained after 

paragraph .03(B) of this section the total 
of the amounts that are reported in Box 12 

of Forms W-2 with respect to employees 
of the taxpayer for employment by the tax
payer and that are properly coded D, E, F, 
G, and S. 

SECTION 6. APPLICATION IN CASE 
OF SHORT TAXABLE YEAR 

.01 Special rule for taxpayers with a 
short taxable vear. Section 1.199-2(b) of 
the regulations provides that, in the case of 
a taxpayer with a short taxable year, sub
ject to the rules of § I. I 99-2(a). the W-2 
wages of the taxpayer for the short taxable 
year shall include only those wages paid 
during the short taxable year to employ
ees of the taxpayer, only those elective de

ferrals (within the meaning of * 402(g)(3» 
made during the short taxable year by em
ployees of the taxpayer, and only compen
sation actually deferred under § 457 during 
the short taxable year with respect to em
ployees of the taxpayer. 

.02 Method requiredfor a short taxable 
year alld modificatiolls required ill appli
catioll of method. The W -2 wages of a tax
payer with a short taxable year shall be de
termined under the tracking wages method 
described in section 5.03 of this revenue 
procedure. In applying the tracking wages 
method in the case of a short taxable year, 
the taxpayer must apply the method as fol
lows-

(Al For purposes of section 5.03(A), the 
total amount of wages subject to Federal 
income tax withholding and reported on 
Form W-2 must include only those wages 
subject to Federal income tax withholding 
that are actually paid to employees dur
ing the short taxable year and reported on 
Form W -2 for the calendar year ending 

with or within that short taxable year; 
(B) For purposes of section 5.03(B), 

only the supplemental unemployment 
compensation benefits paid during the 
short taxable year that were included in 
the total in section 5.03(A) as modified 

by section 6.02(A) are required to be de
ducted; and 

(Cl For purposes of section 5.03(C), 

only the portion of the total amounts rc
ported in Box 12, Codes D, E, F, G, and 
S on Forms W-2, that are actually deferred 
or contributed during the short taxable year 
are included in W-2 wages . 

SECTION 7. EFFECTIVE DATE 

A taxpayer must apply this revenue pro
cedure to a taxable year beginning on or 
before May 17, 2006, if the taxpayer ap
plies §§ 1.199-1 through 1.199-9 to the 

taxable year. For a taxpayer who chooses 
nottorelyon§§ 1.199-1 through 1.199-9 
and this revenue procedure for a taxable 
year beginning on or before May 17,2006, 

the guidance on W-2 wages under * 199 
that applies to such taxable year is con
tained in Notice 2005-14 or § 1.199-2 
of the proposed regulations. If Notice 
2005-14 and § 1.199-2 of the proposed 
regulations include different rules for the 
same particular issue, thcn a taxpayer may 
rely on either the rule set forth in Notice 
2005-14 or the rule set forth in ~ 1.199-2 
of the proposed regulations. However, if 

* 1.199-2 of the proposed regulations in
cludes a rule that was not included in No
tice 2005-14, then a taxpayer is not per
mitted to rely on the absence of a rule to 

apply a rule contrary to * 1.199-2 of the 
proposed regulations. For taxable years 
beginning after May 17,2006, and before 
June 1,2006, a taxpayer may not apply No
tice 2005-14, the proposed regulations, or 
any other guidance under § 199 in a man
ner inconsistent with amendments made to 
§ 199 by section 514 of TIPRA. 

SECTION 8. DRAFTING 
INFORMATION 

The principal author of this revenue 
procedure is A. G. Kelley of the Office of 
Associate Chief Counsel (Tax Exempt & 
Government Entities). For further infor
mation regarding this revenue procedure, 
contact Mr. Kelley at (202) 622-6040 (not 
a toll-free call). 
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Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking by 
Cross-Reference to 
Temporary Regulations 

Application of Separate 
Limitations to Dividends From 
Noncontrolled Section 902 
Corporations 

REG-144784-02 

AGENCY: Internal Revenue Service 
(IRS). Treasury. 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions. 

SUMMARY: In this issue of the Bulletin, 
the IRS is issuing temporary regulations 
(T.D. 9260) that provide guidance needed 
to comply with amendments enacted by 
the American Jobs Creation Act of 2004, 
Puhlic Law 108-357. 118 Stat. 1418 (Oc
tober 22,2004) (AJCA) and the Gulf Op
portunity Zone Act of 2005, Public Law 
109-135. 119 Stat. 2577 (December 22, 
2005) (GOZA), concerning the treatment 
of dividends from noncontrolled section 
902 wrporations. The AJCA modified the 
treatment under section 904(d)(4) of divi
dends from noncontrolled section 902 cor
porations eflective for taxable years be
ginning after December 3 L 2002. GOZA 
permits taxpayers to elect to defer the ef
fective date of the AJCA amendments un
til taxable years beginning after December 
31. 2()04. The temporary regulations af
fect domestic corporations that own stock 
in foreign corporations and that claim for
eign tax credits. The text of those tempo
rary regulations published in this i,'me of 
the Bulletin also senes as the text of these 
proposed regulation,. 

DATES: Written and electronic comments 
and reque,ts for a public hearing must be 
recei\Cd hy July 2 .. l, 2000. 

ADDRESSES: 
CC:PA:LPD:PR 

Send ,ubmissions to 
tREG-I 44784-02 l. 

Room 5203. Internal Rewnue Service. 
P.O. Box 7604. Ben Franklin Station. 
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Washington. DC 20044. Submissions may 
be hand-delivered between the hours of 
8 a.m. and 4 p.m. to CC:PA:LPD:PR 
(REG-1447R4-02). Courier's Desk. In
ternal Revenue Service. IIII Constitution 
Avcnue. NW. Washington, DC. or sent 
electronically via the IRS Internet site at 
1\'\\II'.irs.gol'iregs or via the Federal Rule
making Portal at 1I·1I'H'.regulmiolls.gOl' 

(IRS and REG-1447S4-02). 

FOR FURTHER INFORMATION 
CONTACT: Concerning submission 
of comments, Kelly Banks (202) 
622-7180; concerning the regulations, 
Ginny Y. Chung (202) 622-3850 (not 
toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collections of information con
tained in this notice of proposed rulemak
ing have been submitted to the Office of 
Management and Budget for review in 
accordance with the Paperwork Reduc
tion Act of 1995 (44 U.S.c. 3507(d»). 
Comments on the collections of infor
mation should be sent to the Office of 
Management and Budget, Attn: Desk 
Officer for the Department of the Trea
sury, Office of Information and Regula
tory Affairs, Washington. DC 20503, with 
copies to the Internal Revenue Service, 
Attn: IRS Reports Clearance Officer, 
SE:W:CAR:MP:T:T:SP, Washington, DC 
20224. Comments on the collections of 
information should be received by July 
24. 2006. Comments are specifically re
quested concerning: 

Whether the proposed collections of in
formation are necessary for the proper per
formance of the functions of the IRS, in
cluding whether the information will have 
practical utility; 

The accuracy of the estimated burdens 
assocIated with the proposed collections of 
information (see below); 

How the quality, utility, and clarity of 
the information to be collected may be en
hanced; 

How the burdens of complying with the 
proposed collections of information may 
be minimized. including through the appli
cation of automated collection techniques 

or other forms of information technology: 

and 
Estimates of capital or start-up costs 

and costs of operation. maintenance. and 
purchase of ser\'ices to provide informa
tion. 

The collections of information 
in these proposed regulations are in 
** 1.904-7(t)(9) and 1.964-1 (c)(3)(ii). 
This information is required to enable the 
IRS to verify that taxpayers that make 
certain elections (described in the Back
ground section of this document) applied 
the appropriate separate foreign tax credit 
limitation rules to dividends from non con
trolled section 902 corporations, and, in 
the case of shareholders making certain 
tax elections on behalf of a controlled 
foreign corporation or noncontrolled sec
tion 902 corporation, the shareholders 
complied with the applicable regulations 
concerning such elections. The collec
tions of information are mandatory. The 
respondents are domestic shareholders of 
noncontrolled section 902 corporations 
and controlled foreign corporations. 

Estimated total annual reporting bur
den: 25 hours. 

The estimated annual burden per re
spondent is a half hour. 

Estimated number of respondents: 50. 
The estimated annual frequency of re

sponses: on occasion. 
An agency may not conduct or sponsor, 

and a person is not rcquired to respond to, a 
collection of information unless it displays 
a valid control number assigned by the Of
fice of Management and Budget. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidential, as required 
by 26 USc. 6103. 

Background 

Temporary regulations in this issue 
of the Bulletin provide rules concerning 
the application of separate foreign tax 
credit limitations to dividends received 
from none on trolled section 902 corpora
tions (10/50 corporations) under section 
904(d)(4). Section 403 of the American 
Jobs Creation Act of 2004. Public Law 



108-357,118 Stat. 1418 (October 22, 
2004) (AJCA), modified the treatment 
of such dividends effective for taxable 
years beginning after December 31, 2002 
(post-2002 taxable years). Section 403(1) 
of the Gulf Opportunity Zone Act of 2005, 
Public Law 109-135, 119 Stat. 2577 (De
cember 22, 2005) (GOZA), permits tax
payers to elect to defer the effective date 
of the AJCA amendments until taxable 
years beginning after December 31, 2004 
(post-2004 taxable years). The temporary 
regulations provide guidance nceded to 
comply with these changes. The text of 
the temporary regulations also serves as 
the text of these proposed regulations. The 
preamble to the temporary regulations ex
plains the temporary regulations and these 
proposed regulations. 

The collections of information 
in these proposed regulations are in 
§§1.904-7(f)(9) and 1.964-1(c)(3). Sec
tion 1.904-7(f)(9)(ii) provides that a tax
payer electing to defer the effective date 
of the AJCA amendments until post-2004 
taxable years must attach a statement to 
its next tax return for which the due date 
(with extensions) is more than 90 days 
after April 20, 2006. This statement must 
indicate that the taxpayer elects not to 
apply the provisions of section 403 of the 
AJCA to taxable years of its noncontrolled 
section 902 corporations beginning in 
2003 and 2004 and that the taxpayer has 
filed original returns or will file amended 
returns reflecting tax liabilities for all af
fected years that satisfy the requirements 
described in §1.904-7(t)(9)(ii). 

Section 1.964-1 (c)(2) and (3) provides 
that the controlling United States share
holders of a controlled foreign corporation, 
and the majority domestic corporate share
holders of a noncontrolled section 902 cor
poration, may make an election, or adopt 
or change a method of accounting or tax
able year, on behalf of the foreign corpo
ration. Section 1.964-1(c)(3)(ii) requires 
that a jointly executed statement evidenc
ing the controlling shareholders' consent 
to the election, or change in method of ac
counting or taxable year of the foreign cor
poration, be retained by one or more of 
the shareholders, and that each controlling 
shareholder file a separate statement with 
its tax return for the taxable year with or 
within which the foreign corporation's tax
able year ends. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in Exec
utive Order 12866. Therefore, a regula
tory assessment is not required. It also has 
been determined that section 553(b) of the 
Administrative Procedure Act (5 U .S.c. 
chapter 5) does not apply to these reg
ulations, and because the regulations do 
not impose a collection of information on 
small entities, the Regulatory Flexibility 
Act (5 U.S.C. chapter 6), does not apply. 
Pursuant to section 7805(f) of the Intcrnal 
Revenue Code, these proposed regulations 
will be submitted to the Chief Counsel for 
Advocacy of the Small Business Admin
istration for comment on their impact on 
small businesses. 

Comments and Request for a Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
will be given to any written (a signed origi
nal and eight (8) copies) or electronic com
ments that are submitted timely to the IRS. 
The IRS and Treasury Department request 
comments on the clarity of the proposed 
regulations and how they can be made eas
ier to understand. All comments will be 
available for public inspection and copy
ing. A public hearing may be scheduled 
if requested in writing by a person who 
timely submits comments. If a public hear
ing is scheduled, notice of the date, time, 
and place for the hearing will be published 
in the Federal Register. 

Drafting Information 

The principal author of these regula
tions is Ginny Chung, Office of Associate 
Chief Counsel (International). However, 
other personnel from the IRS and the Trea
sury Department participated in their de
velopment. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is proposed 
to be amended as follows: 

PART 1 - INCOME TAXES 

Paragraph 1. The authority for part 
continues to read in part as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. In § U~6l-9. paragraph (f) is 

revised to read as follows: 

§J.86J-9 Allocation and apportionment 
of interest expense. 

* * * * * 
(f) [The text of proposed * 1.861-9(f) 

is the same as the text of *1.861-9T(f) 
published elsewhere in this issue of the 
Bulletin.] 

* * * * * 
Par. 3. In §1.861-12, paragraph (c) is 

revised to read as follows: 

§J.86J-12 Characterization rules and 
adjustments for certain assets. 

* * * * * 
(c) [The text of proposed §1.861-12(c) 

is the same as the text of §1.861-12T(c) 
published elsewhere in this issue of the 
Bulletin.] 

* * * * * 
Par. 4. In § 1. 902-1, paragraphs (a), (c), 

(d) and (g) are revised to read as follows: 

§1.902-1 Credit for domestic corporate 
shareholder ()f a foreign corporation for 
foreign income taxes paid bv the foreign 
corporation. 

[The text of the proposed amendments 
to § 1.902-1 (a), (c), (d), and (g) are the 
same as the text of § 1.902-IT(a), (c), (d). 
and (g) published elsewhere in this issue of 
the Bulletin. 

* * * * * 
Par. 5. In § 1.904-2, paragraph (a) is 

revised and paragraph (h) is added to read 
as follows: 

§ J. 904-2 Carryback alld carryover qf 
unused foreign tax. 

[The text of the proposed amendment 
to § 1.904-2(a) and thc text of proposed 
§1.904-2(h) are the same as the text of 
§ 1.904-2T(a) and (h) published elsewhere 
in this issue of the Bulletin.} 

Par. 6. In § 1.904-4, paragraph (e) is 
revised to read as follows: 
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§ J. 904-4 Separate application of section 
904 with respect to certaill cateRories of 
lIl('ome. 

* * * * * 
(c) [Thc text of the proposed amend

ments to §1.904--4(c) is the same a~ the 
text of * 1.904-4T( c) published elsewhere 
in this issue of the Bulletin.] 

Par. 7. In * 1.904-5. paragraphs (a). (b). 
(cl. (i). (m). (n). and (0) are revised to read 
as follows: 

§ 1.904-5 Look-through mles as applied 
to COIl/rolled .f(JreiRn COIpol"(ltiolls and 
other elltities. 

* * * * * 
[The text of the proposed amend

ments to S 1.904-5(a). (b). (c). (i). (m), 
(n). and (0) are the same as the text of 
§ 1.904-5T(a). (b), (c), (i). (m). (n), and 
(0) published elsewhere in this issue of the 
Bulletin.] 

Par. H. In §1.904-7. paragraph (f) is 
added as follows: 

§ 1. 904-7 Transition rules. 

* * * * * 
(f) [The text of proposed § 1. 904-7 (f) 

is the same as the text of § 1.904-7T(f) 
published elsewhere in this issue of the 
Bulletin.] 

Par. 9. In §1.904(f)-12, paragraph (g) 
is added as follows: 

.91.904(f)-12 Transition mles. 

* * * * * 
(g) [The text of proposed 

§1.904(f)-12(g) is the same as the 
text of ~ 1.904(f)-12T(g) published else
where in this issue of the Bulletin.] 

Par. 10. In §1.964-1. paragraph (c) is 
revised to read as follows: 

.91.964-1 Determination (!l the earnings 
and pnJjits (Jf a foreign corporation. 

* * * * * 
(c) [The text of proposed § 1.964-1 (c) 

is the same as the text of ~ 1. 964-1T( c) 
published elsewhere in this issue of the 
Bulletin.] 
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Deputy Commissioner for 
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Foundations Status of Certain 
Organizations 

Announcement 2006-36 

The following organizations have failed 
to establish or have been unable to main
tain their status as public charities or as op
erating foundations. Accordingly. grantors 
and contributors may not. after this date, 
rely on previous rulings or designations 
in the Cumulative List of Organizations 
(Publication 78), or on the presumption 
arising from the filing of notices under sec
tion 508(b) of the Code. This listing does 
not indicate that the organizations have lost 
their status as organizations described in 
section 50 I (c )(3), eligible to receive de
ductible contributions. 

Former Public Charities. The follow
ing organizations (which have been treated 
as organizations that are not private foun
dations described in section 509(a) of the 
Code) are now classified as private foun
dations: 

Abilities Staffing. Inc., Atlanta, GA 
Academy for Individual Excellence 

Scholarship Foundation, Inc., 
Louisville, KY 

Accord Institute, Memphis, TN 
Agape Resource, Secane, PA 
Ahead of the Game, Inc., New York, NY 
Antioch A M E Community Development 

Corporation. Inc., Stone Mountain, GA 
Arthur Smoke Stack Hardy Fire Museum. 

Inc., Baltimore. MD 
Brother's Keeper Economic Development 

Corporation, Missouri City, TX 
Buckhorn Association of Brooklyn, Inc., 

Brooklyn, NY 
Capital City Chamber of Commerce 

Foundation, Inc., Austin. TX 
Central Coast Cultural Group, Inc., 

Santa Maria, CA 
Central New York Cage Bird ClUb, 

Syracuse. NY 
Charles H. Owens. Sr. Memorial 

Scholarship Fund, Inc .. Columbia, MD 
Chickasha Community Foundation, Inc., 

Chickasha, OK 
CHI L D Initiative, Oak Lawn, IL 
Clayton Community Learning Center, 

Inc .. Dover. DE 

Coachella Institute for Vocational 
Independent Li\ing. Coachella. C A 

Communities Against Substance Abuse 
Foundation. El Cajon. C A 

Community & Business Resource 
Development Corp .. East Hazel. IL 

Congregation Ozer Dalim, Inc., 
Spring Valley. NY 

Costa Rica-Latin America School 
Supplies, Inc .. Palm Bay, FL 

Dayton Chamber Music Society, 
Dayton.OH 

East 23rd Street PAC Neighborhood 
Association, Kansas City, MO 

Faith Keepers. Inc., Chicago, IL 
Flavin Educational Foundation, 

Houston. TX 
Freightliner Toys for Tots, Gastonia, NC 
Friends of Napa Airport. Inc., Napa, CA 
Garnered Grain. Elk Ridge, UT 
Global Christian Ambassadors, Inc., 

Fremont, CA 
Global Med Alliance, Inc., 

Lincolnton. NC 
Good Neighbor Community Development 

Corporation, Brooklyn, NY 
Grasselli Community Development, Inc., 

Birmingham, AL 
Greater Acadiana Community 

Housing Development Organization, 
Lafayette, LA 

Growth International Development 
Corporation, Memphis, TN 

H & H Housing, Inc .. Los Angeles, CA 
Healing the Environment, Inc., 

Palm Springs, CA 
Health Care for All-California Education 

Fund, Inc., Berkeley, CA 
Heart of Gold Child Service Corporation, 

Phoenix, AZ 
House of Peter, Inc., Prescott, AZ 
Human Service Information Technology 

Applications, Arlington, TX 
Inland Valley Hockey Association, 

Riverside, CA 
It's Not Your Fault, Inc., Portland, OR 
Jastay Community Services. Inc., 

Bastrop. LA 
Jumpstart Pre-School. Los Angeles, CA 
Living Legacy Farm, Elk Ridge, UT 
Main Stay Community Network, 

Upper Darby, PA 
Maranatha Corporation, Bakersfield, CA 
Mariachi Nuestro Orgullo, Henderson, NY 
Marti Nelson Medical Foundation, 

Davis, CA 
Maui Center for Health Care Education, 

Kahului. HI 



Mauldin Scholarship Fund Account, 
N. Little Rock. AR 

Mayoral Fellows Foundation of 
San Diego, Del Mar, CA 

Mission of Love Care Home, Inc., 
Valdosta, GA 

Mt. Moriah Community Ministry, Inc., 
Blytheville, AR 

Namaste International, Allentown, PA 
National Bicycle Greenway, Palo Alto, CA 
New York Raptors Special Hockey Club, 

Inc., Larchmont. NY 
Olivias House of Love. Houston, TX 
One Class at a Time, Fremont, CA 
Open Hearth Foundation, Rockford, IL 
Organization for Africans With Diabetes, 

Inc., Bronx, NY 
Our Kids Can Too, Inc., 

West Palm Beach, FL 
Playground Foundation, Gardonsville, VA 
Project 2000 - Community Center, 

Moses Lake, WA 
PS & QS Character Education Through 

Social Graces, Inc., East Pointe, GA 
Psalms One Hundred and Fifty 

Instrumental Gospel Ensemble of, 
Stockton, CA 

Raj & Neelam Modi Charitable Trust, 
Inc., Albertson, NY 

Randy Caldwell Ministries, Inc., 
League City, TX 

Resurrection Ministries, Texarkana, TX 
Scottsdale Airpark Rotary Foundation, 

Scottsdale, AZ 
See Spot Fund, Inc., Garden Grove, CA 
Seniors Learning Together. Inc., 

Apple Valley, MN 
Serving Seniors, Inc., Dublin, OH 
Sisters Outreach Foundation, Gretna, LA 
Southwest Institute of Fitness and 

Training, Phoenix, AZ 
Spay Fund, Inc., Society Hill, SC 
Students Tutorial Enrichment Program, 

Inc., Bowie, MD 

Teen Education and Mentoring, 
Encinitas, CA 

United Hope Foundation, 
Los Angeles, CA 

Walk in Love Outreach, Inc .. Decatur. GA 
Western Brown Youth Football 

Association, Williamsburg, OH 
Western US Falun Dafa Association, 

San Jose, CA 

If an organization listed above submits 
information that WaJTants the renewal of 
its classification as a public charity or as 
a private operating foundation, the Inter
nal Revenue Service will issue a ruling or 
determination letter with the revised clas
sification as to foundation status. Grantors 
and contributors may thereafter rely upon 
such ruling or determination letter as pro
vided in section 1.509(a)-7 of the Income 
Tax Regulations. It is not the practice of 
the Service to announce such revised clas
sification of foundation status in the Inter
nal Revenue Bulletin. 

Deletions From Cumulative 
List of Organizations 
Contributions to Which 
are Deductible Under Section 
170 of the Code 

Announcement 2006-37 

The names of organizations that no 
longer qualify as organizations described 
in section 170(c)(2) of the Internal Rev
enue Code of 1986 are listed bclow. 

Generally, the Service will not disallow 
deductions for contributions made to a 
listed organization on or before the date 
of announcement in the Internal Revenue 
Bulletin that an organization no longer 

qualifies. However, the Service is not 
precluded from disallowing a deduction 
for any contributions made after an or
ganization ceases to qualify under section 
l70(c)(2) if the organization has not timely 
filed a suit for declaratory judgment under 
section 7428 and if the contributor (1) had 
knowledge of the revocation of the ruling 
or determination letter. (2) was aware that 
such revocation was imminent, or (3) was 
in part responsible for or was aware of the 
activities or omissions of the organization 
that brought about this revocation. 

If on the other hand a suit for declara
tory judgment has been timely filed, con
tributions from individuals and organiza
tions described in section 170(c)(2) that 
are otherwise allowable will continue to 
be deductible. Protection under section 
7428(c) would begin on June 5, 2006, and 
would end on the date the court first deter
mines that the organization is not described 
in section 170(c)(2) as more particularly 
set forth in section 7428(e)(l). For indi
vidual contributors, the maximum deduc
tion protected is $1,000, with a husband 
and wife treated as one contributor. This 
benefit is not extended to any individual, in 
whole or in part, for the acts or omissions 
of the organization that were the basis for 
revocation. 

Budget and Credit Counseling 
Servi<.:es, Inc. 
New York, NY 

Felton Dean Minority and Disadvantaged 
Youth Sports Foundation. Inc. 
Lawton, OK 

Guardian Angel Academy, Inc. 
Front Royal, VA 

Northwest Passage Foundation 
Salt Lake City, UT 

The Paul Revere Society 
Mill Valley, CA 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 21.-Expenses for 
Household and Dependent 
Care Services Necessary 
for Gainful Employment 

Ta,payers \\ ho pay for houschold and dependent 

care sen ices in order 1<' he cmplo) ed arc entttied tn 

,I unlit if tile) hale "qu~tllfying indi,iduah" (gen

erallv. children under 1:1 or disahled dependents 1. 

These proposed regubtions renumher. restructure. 

amI reI ise the CUtTent regulations to rellect statutory 

amendments and addn .. " significant issu" that have 

arisen recent I\'. Sec REG- I:N()5l)-()~. page 1115~. 

Section 199.-lncome 
Attributable to Domestic 
Production Activities 
~6 CFR I. J QY-3T DomeSlic productiO/l gross ,.e
ceipls (Iempomn·). 

T.D.9262 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Computer Software Under 
Section 199(c)(5)(B) 

AGENCY: Internal Revenue Service 
(IRS). Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations concerning the ap
plication of section 199 of the Internal 
Revenue Code. which provides a deduc
tion for incllme attributable to dome,tic 
production activities. to certain transac
tiom involving computer software. The 
regulations will affect taxpayers engaged 
in certain domestic production activities 
il1\ol\ing computer software. The text of 
tht:~e temporary regulations also serves 
as the text of the proposed regulations 
(REG-I II 57t1-(6) set forth in the notice 
of prnp(N:d rulcmakillg 011 this subject in 
thIS isslle (1\ the Bulletin. 

DATES: UII'dire D((le: These regulations 
are etlecri\ e June 1. 2006. 
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Applicabilin' Date: For date of applica
bility. see ~1.l99-8T(i)(4). 

FOR FURTHER INFORMATION 
CONTACT: Paul Handleman or 
Lauren Ross Taylor. (202) 622-3040 (not 
a toll-free number). 

SUPPLEMENTARY INFORMATION: 

Background 

This document amends 26 CFR part 1 
to provide rules relating to the deduction 
for income attributable to domestic pro
duction activities under section 199 of the 
Internal Revenue Code (Code). Section 
199 was added to the Code by section 102 
of the American Jobs Creation Act of 2004 
(Public Law 108-357, 118 Stat. 1418). 
and amended by section 403(a) of the Gulf 
Opportunity Zone Act of 2005 (Public 
Law 109-135, 119 Stat. 25) and section 
514 of the Tax Increase Prevention and 
Reconciliation Act of 2005 (Public Law 
109-222, 120 Stat. 345). On January 19, 
2005. the IRS and Treasury Department 
issued Notice 2005-14, 2005-1 C.B. 498. 
providing interim guidance on section 199. 
On November 4, 2005, the IRS and Trea
sury Department published in the Federal 
Register proposed regulations under sec
tion 199 (REG-l05847-05. 2005-47 
I.R.B. 987 [70 FR 67220]). On January 
II. 2006. the IRS and Treasury Depart
ment held a public hearing on the pro
posed regulations. Written and electronic 
comments responding to the proposed reg
ulations were received. Contemporaneous 
with the publication of these temporary 
regulations, final regulations have been 
publishcd under section 199. 

General O\'en'iew 

Section 199(a)( I) allows a deduction 
equal to 9 percent (3 percent in the case of 
taxable years beginning in 2005 or 2006, 
and 6 percent in the case of taxable years 
beginning in 2007, 2008. or 2009) of the 
lesser of (Al the qualified production ac
tivities income (QPAI) of the taxpayer for 
the taxable year. or (B) taxable income (de
termined without regard to section 199) for 

the taxable year (or. in rhe case of an indi
viduaL adjusted gross income lAG!)). 

Qualified Prodl(clion AClil'itics Income 

Section 199(c)( I) defines QPAI for any 
taxable year as an amount equal to the ex
cess (if any) of CA) the taxpayer's domes
tic production gross receipts (DPGR) for 
such taxable year. over (B) the sum of (i) 
the cost of goods sold (CGS) that are al
locable to such receipts; and (ii) other ex
penses, losses, or deductions (other than 
the deduction under section 199) that are 
properly allocable to such receipts. 

Section 199(c)(4)(A)(i) defines DPGR. 
in part, to mean the taxpayer's gross re
ceipts that are derived from any lease. 
rental, license, sale. exchange, or other 
disposition of qualifying production prop
erty (QPP) that was manufactured, pro
duced, grown, or extracted (MPGE) by 
the taxpayer in whole or in significant 
part within the United States. Section 
199(c)(5) defines QPP to mean: (A) tan
gible personal property; (B) any computer 
software; and (C) any property described 
in section l68(f)( 4) (certain sound record
ings). 

Compuler Software 

Section 4.04(7)(d) of Notice 2005-14 
provides that gross receipts derived from 
computer software do not include gross 
receipts derived from Internet access ser
vices. online services, customer support, 
telephone services, games played through 
a website, provider-controlled software 
online access services, and other services 
that do not constitute the lease, rental, li
cense, sale, exchange, or other disposition 
of computer software that was developed 
by the taxpayer. Consistent with No
tice 2005-14, the proposed regulations in 
§ 1.199-3(h)(6)(i) state that the provision 
of online computer software does not rise 
to the level of a lease, rental, license, sale, 
exchange. or other disposition as required 
under section 199, but is instead a service, 

Congressional Letter 

On July 21. 2005, the Chairman and 
Ranking Member of the Senate Finance 



Committee and the Chairman of the House 
Ways and Means Committee sent a letter 
to the Treasury Department suggesting that 
the Treasury Department consider further 
the treatment of online access to computer 
software and, in particular, whether such 
treatment should be similar to the treat
ment of computer software distributed by 
other means, such as by physical delivery 
or delivery via Internet download. The let
ter notes that gross receipts from the provi
sion of services are not treated as DPGR, 
regardless of the fact that computer soft
ware may be used to facilitate such service 
transactions. 

Summary of Comments 

Numerous commentators have sug
gested that the provision of computer 
software for online use should qualify 
under section 199. Some commentators 
proposed that gross receipts derived from 
providing online access to computer soft
ware should qualify under section 199 if 
the substance of the transaction that gives 
rise to the gross receipts is the distribution 
of the computer software's functionality to 
end users. These commentators suggested 
that factors to be considered in determin
ing the substance of the transaction should 
include: (I) whether an agreement ex
ists, regardless of its form, between the 
computer software producer and the cus
tomer that gives the customer permission 
to use the computer software; (2) whether 
the use of computer software is merely 
incidental to the provision of a separate 
service or transaction; (3) whether the end 
user has made a payment to the computer 
software producer directly for the right to 
access and use the computer software's 
functionality, as opposed to a payment for 
a separate service or good in which the 
use of the underlying computer software 
is only incidental to the separate service 
or transaction; (4) whether the computer 
software producer holds itself out to the 
public as being in the computer software 
business; (5) whether the computer soft
ware producer uses alternate channels for 
distributing its computer software product 
or functionality other than through online 
access; and (6) whether a competitive 
marketplace exists for the same or simi
lar computer software functionality that 
provides customers with alternative distri
bution choices in addition to online access. 

The commentators explained that this pro
posed list of factors is not exhaustive and 
there may be other relevant factors. The 
commcntators suggested that no single 
factor should control and that failure to 
satisfy one or more factors should not 
necessarily result in gross receipts derived 
from online access to computer software 
being non-DPGR. 

Other commentators suggested that a 
customer's usc of computer software is 
tantamount to a license of the computer 
software. In addition, several commen
tators asserted that the phrase "other dis
position" in section 199(c)(4)(A) is broad 
enough to include the provision of com
puter software for online use. 

Explanation of Provisions 

The temporary regulations do not adopt 
these comments. However, as a matter of 
administrative convenience, the temporary 
regulations provide two exceptions under 
which gross receipts derived by a taxpayer 
from providing computer software to cus
tomers for the customers' direct use while 
connected to the Internet will be treated 
as being derived from the lease, rental, li
cense, sale, exchange, or other disposition 
of such computer software. Such gross re
ceipts will be treated as DPGR if all the 
other requirements of section 199 are met 
(for example, the taxpayer MPGE com
puter software in whole or in significant 
part within the United States). 

The first exception applies to a taxpayer 
that derives gross receipts from provid
ing computer software to customers for the 
customers' direct use while connected to 

the Internet (online software) and also de
rives gross receipts from the lease, rental, 
license, sale, exchange, or other disposi
tiun to customers that are unrelated per
sons of computer software that has been 
provided to such customers affixed to a 
tangible medium or by allowing them to 
download the computer software from the 
Internet. The second exception applies if a 
taxpayer derives gross receipts from pro
viding online software and an unrelated 
person derives on a regular and ongoing 
basis in the unrelated person' s business 
gross receipts from the lease, rental, li
cense, sale. exchange, or other disposi
tion of substantially identical software to 
its customers affixed to a tangible medium 
or by allowing its customers to download 

the substantially identical computer soft
ware from the Internet. 

The temporary regulations define suh
~tantially identical software as computer 
software that. from a customer'.-; perspec
tive, has the same functional result as the 
online sothvare and has a significant over
lap of features or purpose with the online 
software. To avoid controversy between 
taxpayers and the IRS. the temporary reg
ulations provide a safe harbor under which 
all computer software games are deemed 
to be substantially identical software. 

If a taxpayer's provision of computer 
software for online use meets the require
ments set forth in the temporary regula
tions, then an allocation of gross receipts 
between DPGR and non-DPGR will he 
necessary if. as part of the same transac
tion, the taxpayer derives gross receipts 
other than from providing computer soft
ware to a customer for the customer's di
rect use while connected to the Internet. 
For example, if in connection with provid
ing computer software to a customer for 
the customer's direct use while connected 
to the Internet, a taxpayer also provides a 
service such as storing its customers' data 
or providing telephone support, then the 
taxpayer must allocate its gross receipts 
between DPGR and non-DPGR using any 
reasonable method. 

These rules are specifically limited to 
the deduction under section 199 and no 
inference can be drawn with respect to any 
other provision of the Code (such as the tax 
treatment of these transactions under those 
provisions regarding character, timing, or 
source). 

Effective Date 

Section 199 applies to taxahle years be
ginning after December 31, 2004. These 
temporary regulations are applicable for 
taxable years beginning on or after June 
1, 2006. A taxpayer may apply these tem
porary regulations to taxable years begin
ning after December 31, 2004, and before 
June I. 2006. The applicability of these 
temporary regulations expires on or be
fore May 22, 2009. Section 1.I99-8(i)( I) 
of the final regulations issued contempo
raneous with these temporary regulations 
provides that. in certain circumstances, a 
taxpayer may rely on the guidance in No
tice 2005-14, 2005-1 CB. 498, the pro
posed regulations under section 199 that 
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were published in the Federal Register 
on November -l, 2005 (70 FR 67220), or 
the final regulations, Regardless of which 
guidance a taxpayer applies, the taxpayer 
may apply these temporary regulations. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Order 
12866. Therefore, a regulatory assessment 
is not required. It also has been deter
mined that section 553(b) of the Admin
istrative Procedure Act (5 U.s.c. chapter 
5) does not apply to these regulations. For 
applicability of the Regulatory Flexibility 
Act (5 U.s.c. 60 I et seq.). refer to the 
cross-reference notice of proposed rule
making published elsewhere in this issue 
of the Bulletin. Pursuant to section 7805(f) 
of the Code, these temporary regulations 
will be submitted to the Chief Counsel for 
Advocacy of the Small Business Admin
istration for comment on their impact on 
small business. 

Drafting Information 

The principal authors of these reg
ulations are Paul Handleman and 
Lauren Ross Taylor, Office of the As
sociate Chief Counsel (Passthroughs and 
Special Industries), IRS. However, other 
personnel from the IRS and Treasury 
Department participated in their develop
ment. 

* * * * * 

Amendments to the Regulations 

Accordingly, 26 CFR part I is amended 
as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part 1 is amended by adding entries in nu
merical order to read, in part. as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.199-3T also issued under 26 

USc. 199(dL * * * 
Section 1.199-8T also issued under 26 

11.S.c. 199(d) * * * 
Par. 2. Section 1.199-3T is added to 

r<?ad as follows: 
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.~ 1.IYY-3T Domestic production gross 
receipts (tempo/wI'). 

(a) through (h) [Reserved]. For further 
guidance, see ~ 1.199-3(a) through (h). 

(i) Dail'ed .Iimll the leas£', 1'£'11/(11, li

cellSe, sale, exchallge, OJ' other disposirioll. 

(I) through (5) [Reserved]. For further 
guidance, see ~1.199-3(i)(I) through (5). 

(6) CompIlfer soffll'{lre-(i) [Re-
served]. For further guidance, see 
~ 1.199-3( i)( 6)( i). 

(ii) Gross receipts deri\'cd .Iim/l S('/'o. 

l'ices. Gross receipts (as defined in 
~1.199-3(c)) derived from customer and 
technical suppol1, telephone and other 
telecommunication services, online ser
vices (such as Internet access services, 
online banking services, providing access 
to online electronic books. newspapers. 
and journals), and other similar services do 
not constitute gross receipts derived from 
a lease, rental, license. sale. exchange, or 
other disposition of computer software (as 
defined in § l.l99-3U)(3 )), 

(iii) Exceptions. Notwithstanding para
graph (i)(6)(ii) of this section, if a taxpayer 
derives gross receipts from providing to 
cllstomers computer software MPGE in 
whole or in significant part by the taxpayer 
within the United States for the customers' 
direct use while connected to the Internet 
(online software). then such gross receipts 
will be treated as being derived from the 
lease. rental, license, sale. exchange. or 
other disposi lion of computer software 
only if-

(A) The taxpayer also derives. on a reg
ular and ongoing basis in the taxpayer's 
business, gross receipts from the lease, 
rental. license, sale, exchange. or other 
disposition to customers that arc unrelated 
persons (as defined in §1.l99-3(b)(l)) of 
computer software that-

(J) Has only minor or immaterial differ
ences from the online software; 

(2) Has been MPGE (as defined in 
§1.\99-3(e)) by the taxpayer (as defined 
in ~ 1.1 99-3(f)) in whole or in significant 
part (as defined in § 1.\99-3(g)) within the 
United States (as defined in § 1.199-3(h)); 
and 

(3) Has been provided to such cus
tomers either affixed to a tangible medium 
(for example, a disk or DVD) or by al
lowing them to download the computer 
software from the Internet: or 

(B) An unrelatl'd pl'rSLln dl'rin~s, on 
a re!lular and Llll!!l)in!! hasls in the lIn-... .... '- . 
related person's husi nl'SS, ~rnss receIpts 
from thl' il'asl', rl'ntal. lic<?nsl', sale, ex.
chan~e, or othl'l' disposition of substan
tiallv identical sLlft\\arl' (as described in 
paragraph {I l(6l(i\ )(A 1 of this section) (as 
compared to the tax. payer's online soft
ware) to its customers pursuant to an acti\'o. 
ity described in paragraph (i)(6)(iii)(A}(3) 
of this section. 

(iv) Definitions illld special /'lIIes-(A) 
SlIbstalltia"" identi('(/I .I'll/II t'a !'e. For pur
poses of paragraph (i)(6)(iii)(B) of this 
section, slIhstalltia"" identi('al SO/fI\'(/J'c is 
computer software that-

(1) From a customer's perspecti ve, has 
the same functional result as the online 
software describcd ill paragraph (i)(6)(iii) 
of this section; and 

(2) Has a significant overlap offeatures 
or purpose with the online software de
scribed in paragraph (i)(6)(iiil of this sec
tion. 

(B) Sqfc harbor .If)/' complllcl' so/i
ware games, For purposes of paragraph 
(i)(6)(iv)(A) of this section, all com
puter software games are deemed to be 
substantially identical software. For ex
ample, computer software sports games 
are deemed to be substantially identical to 
computer software card games. 

(C) Reglilar lIlId ongoing /Jasis. For 
purposes of paragraph (i)(6)(iii) of this 
section, in the case of a newly-formed 
trade or business or a taxpayer in its first 
taxable year. the taxpayer is considered 
to be engaged in an activity described in 
paragraph (i)(6)(iii) of this section on a 
regular and ongoing basis if the taxpayer 
reasonably expects that it will engage in 
the activity on a regular and ongoing basis. 

(0) Attribution. For purposes of para
graph (i)(6)(iii)(A) of this section-

(J) All members of an expanded affili
ated group (as defined in ~ 1. I 99-7(a)(1 )) 
are treated as a single taxpayer; and 

(2) In the case of an EAG partnership 
(as defined in ~ 1.199-9U)). the EAG part
nership and all members of the EAG to 
which the EAG partnership's partners be
long are treated as a single taxpayer. 

(E) Qualified computer software 
mainte/1a/1('c a/{reemelll.l. Section 
1.199-3(i)(4)(i)(B)(5) does not apply if 
the computer,oftware is online software 
under paragraph (iJ(6)( ii) of this section. 



(v) Examples. The following examples 
illustrate the application of this paragraph 
(i)(6): 

EXillllple I. L i, a bank and produces computer 

software within the United States that enables its cus

tomers to receive online banking scrvices for a fee. 
Under paragraph (i)(6)(ii) of this section, gross reo 

ceipts derived from online hanking services are attrib

utable to a service and do not constitute a lease, rental. 
license, sale. exchange, or other disposition of com

puter software. Therefore. L's gro" receipts derived 
from the online banking servIces are non·DPGR. 

Exalllple 2. M IS an Internet auction company that 

produces computer software within the United States 

that enables its customers to participate in Internet 

auctIons for a fee. Under paragraph (i)(6)(li) of this 

section, gross receipts derived from online services 

are attributable to a service and do not constitute a 

lease, rental. license. saie. exchange, or other dispo

sition of computer ,oftware. \1' s activities constitute 

the provi,ion of online services. Therefore. M' s gross 

receipts derived from the Internet auction services are 

non·DPGR. 
E.wm{Jle 3. N provides telephone ,ervices, voice· 

mail services. and e·mail services. N produces com

puter software within the United States that runs all 
of these services. Under paragraph (i)(6)(ii) of this 

section, gross receipts derived from telephone and re· 

lated telecommunication services are attributable to a 
service and do not constitute a lease, rental, license. 

sale, exchange, or other disposition of computer soft

ware. Therefore, N's gross receipts derived from the 

telephone and other telecommunication services are 
non·DPGR. 

Example 4. 0 produces tax preparation computer 
software within the United States. 0 derives. on a 
regular and ongoing hasis in its husiness. gross reo 

ceipts from both the ,ale tu custumers that are Ull· 

related persons of O's computer software that has 

been affixed to a compact di,c as well as from the 

sale to customers of O's computer software that cus

tomers have downloaded from the Internet. 0 also 
derives gross receipts from customers from provid
ing the computer software to its customers for the 

customers' direct use while connected to the Inter

net. Assume that the computer software sold on com· 
pact disc or by download has only minor or immate
rial differences from the computer software provided 

over the Internet, and 0 does not provide any services 

in connection with the computer ,oftware provided 
over the Internet. Under paragraph (i)(6)(iii)(A) of 

this section, O's gross receipts derived from provid· 

ing its computer software to customers over the Inter
net will be treated a, derived from the lease, rental, 

license, sale. exchange, or other disposition of com
puter software and are domestic production gross reo 

ceipts (DPGR) (as defined in § I .199-3) (assuming all 

the other requirement> of ~1.I99-J are met). 

Exwi/ple 5. The facts are the ,arne as in Ewm· 
pie 4, except that 0 does not sell the tax prepara· 

tion computer software to customers affixed to a com· 

pact disc or by download and 0'5 only method of 
providing the tax preparation computer software to 

customers is over the Internet. P, an unrelated per

son, derives, on a regular and ongoing basis in its 

bUSIness, gross receipts from thc sale to customers of 
p's substantially identical tax preparation computer 

software that has been affixed to a compact disc as 
well as from the sale to customer, of P's substan

tially identical tax preparation computer software that 

customers have downloaded from the Internet. Un

der paragraph (i)(6)(iiiJ(B) of this section, O's gross 

receipts derived from providing its tax preparation 

computer software to customers over the Internet will 
be treated as derived from the lease. rental, license, 

sale, exchange, or other dispo,ition of computer soft

ware and are DPGR (assuming all the other require
ments of § 1.199-3 are met). 

EWllipie 6. P produces payroll management com· 
puter software within the United States. For a fee. 

P provides the payroll management computer soft

ware to customers for the customers' direct use while 

connected to the Internet. This is p's sole method 
of providing its payroll management computer soft· 

ware to customers. In conjunction with the payroll 
management computer software, P provides storage 
of customers' data and telephone support. Q, an un

related person, derives, on a regular and ongoing ba
sis in its business, gross receipts from the sale to cus

tomers ofQ's substantially identical payroll manage

ment software that has been affixed to a compact disc 
as well as from the sale to customers of Q's substan· 
tially identical payroll management software that cus

tomers have downloaded from the Internet. L'nder 
paragraph (i)(6)(iii)(B) of this section, P's gross re
ceipts derived from providing its payroll management 
computer software to customers over the Internet will 

be treated as derived from the lease, rental. license, 

sale, exchange, or other disposition of computer soft
ware and are DPGR I assuming all the other require

ments of §1.199-3 are met). However, p's gross re

ceipts derived from the fees it recei\'es that are prop
erly allocable to the storage of customers' data and 

telephone support are non-DPGR. 

Par, 3. Section 1.199-ST is added to 
read as follows: 

§1.199-8T Other rules (temporary). 

(a) through (h) [Reserved]. For further 
guidance, see § 1.199-S(a) through (h). 

(i) Effective dates, (l) through (3) 
[Reserved]. For further guidance. see 
§ 1.1 99-S(i)(l ) through (3). 

(4) Computer software. Section 
1.199-3T(i)(6)(ii) through (v) are ap
plicable for taxable years beginning on or 
after June 1, 2006. A taxpayer may ap
ply these temporary regulations to taxable 
years beginning after December 31, 2004, 
and before June 1,2006. The applicability 
of §1.l99-3T(i)(6)(ii) through (v) expires 
on or before May 22, 2009. 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement, 

Approved May 2, 2006. 

Eric Solomon, 
Acting Deputy Assistant 

Secretary of the Treasury, 

iFiled by the Office uf the Federat Register on May 24, 2006. 
11:47 a.m" and puhlished in the issue of the Federal Register 
for June I. 2006, 71 F.R. 31074) 

Section 1502.-Regulations 

26 CFR 1.1502-33: Earnings and profits. 

26 CFR 1.1502-75: Filing of'col1solidated rerurns. 

26 CFR 1.1502-76: Taxable year of members of' 

group. 

Service eliminates impediments to e-filing con· 

solidated returns and reduces reporting requirements. 

Rev. Proc. 89-56, 1989-2 C.B. 643. Rev. Proc. 

90-39, 1990-2 C.B. 365, and Rev. Proc. 2002-32, 

2002-1 C.B. 959 are modified. See Rev. Proc. 2006-

21, page 1050. 

Section 1504.-Definitions 

26 CFR 1.1504-1: Definitions. 

Service eliminates impediments to e-filing con· 

solidated returns and reduces reporting requirements. 

Rev. Proc. 89-56, 1989-2 C.B. 643, Rev. Proc. 

90-39, 1990-2 C.B. 365, and Rev. Proc. 2002-32, 

2002-1 C.B. 959, are modified. See Rev. Proc. 

2006-21, page 1050. 

2006-1 C.B. 1043 



Part III. Administrative, Procedural, and Miscellaneous 
Qualified NMWHFIT Exception 
Extension 

Notice 2006-30 

PURPOSE 

This nlltlCl: II1fonm taxpayers that 
~ 1.671-S. which provides reporting 
rules for widely held fixed inwstment 
trusts (WHFITs). will be amended tn 
prO\'ide that the ,H'<lilahility of the Qual
itied NMWHFIT (non-mortgage widely 
held fixed investment trust) Exception in 
~ 1.671-S(cl(2)(iv)(E) is extended by 60 
day, from the date indicated in Notice 
2()06-29. 2006-12 I.R.B. 644. issued hy 
the IRS and the Treasury Department on 
February 23. 2006. 

BACKGROUND 

On January 24. 2006. the IRS and 
Treasury Department published final reg
ulations under ~ 1.671-5 (Reporting Re
quirements for Widely Held Fixed Invest
ment Trusts) in the Federal Register (T.D. 
9241. 2006-7 I.R.B. 427 [71 FR 4002 p. 
Following the publication of those final 
regulations. the IRS and Treasury De
partment received a number of comments 
regarding the applicability of those regula
tions to NMWHFITs. The commentators 
requested that the IRS and the Treasury 
Department issue additional guidance to 
clarify and simplify the application of the 
final regulations to NMWHFITs. Com
mentators also reque,ted that the availabil
ity of the qualified NMWHFIT exception 
in * 1.671-S(c)(2)(iv)(E) be extended 
while the additional guidance wa, being 
developed. The qualified NMWHFIT 
exception. if satisficd. excepts trustees 
and middlemen from specific reporting 
requirements in the final regulations rc
pardinp markd discount. bond premium. 
,ale, and di'po,itilllb. redemptions. and 
,ales of tn"t inten:,ts. In response. the 
IRS and Trea,ury Department i"ued No
tin: 2()()6-29 which. among other things. 
indicated that the IRS ami Trea,ury De
partment intended to amend ~ 1.671-5 
to L'Xtend the ,1\ aiLlhility of the qualified 
:\\IWHFlT CXl'l'ptlon tll NMWHFIT, ere
~Itcd nn Of after Febru<ln 23. 20()(l which 
\\;h thl' Lut-oft' date for qualifying for the 
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exception 111 the final regulations. Under 
:-.Jotice 2006-29. to satisfy the qualified 
NMWHFIT exception. a NMWHFIT's 
registration statement must become effec
ti\'t~ under the Securities Act of 1933. as 
amenueu (IS USC. 77a. el. seq.) (Secu
rities Act of I 1}33) and trust interests must 
be offered for sale to the public by June 
I. 2006 and the NMWHFIT must be fully 
funded by August I. 2006. 

60 DAY EXTENSION 

The IRS and the Treasury Department 
expect to issue additional guidance un
der ~ \.671-5 in the near future that will 
include minor modifications to the re
porting rules for sales and dispositions 
in § 1.671-5. Such guidance, however, 
will not be issued prior to June I, 2006. 
Accordingly. the IRS and the Treasury 
Department are extending the availabil
ity of the qualified NMWHFIT excep
tion beyond the date in Notice 2006-29. 
Specifically. taking into account the ex
tensions indicated in Notice 2006-21} and 
the extension indicated in this notice. 
S 1.671-5(c)(2)(iv)(E) will be amended 
to provide that the qualified NMWHFIT 
exception is satisfied if the calendar year 
for which the trustee is reporting be
gins before January 1.2011 and: (1) the 
NMWHFIT has a start-up date (as defined 
in § 1.67l-5(b)(l9)) before February 23. 
2006; (2) the registration statement of the 
NMWHFIT becomes effective under the 
Securities Act of 1933 and trust interests 
are offered for sale to the public before 
February 23. 2006; or (3) the registration 
statement of the NMWHFIT becomes ef
fective under the Securities Act of 1933 
and trust interests are offered for sale to the 
puhlic on or after February 23. 2006 and 
before July 31. 2006, and the NMWHFIT 
is fully funded before October 1,2006. 

EFFECTIVE DATE 

The effecti ve date for amended 
~ 1.671-5(c)(2)(iv)(E) will he the date 
of publication of those amendments in the 
Federal Register. Taxpayers. however. 
may apply those amendments as though 
they werc included in § 1.671-5 as pub
li,hed in the Federal Register on January 
24. 2006. 

DRAFfING INFORMATION 

The principal author of this notice is 
Faith P. Colson of the Office of Associate 
ChicfCounsei (Passthroughs & Special In
dustries). For f1ll1her information regard
ing this notice. contact Faith P. Colson at 
(202) 622-3060 (not a toll-free cal\). 

Announcement of Rules to be 
Included in Final Regulations 
Under Sections 897(d) and (e) 
of the Code 

Notice 2006-46 

PURPOSE 

This notice announces that the Internal 
Revenue Service (IRS) and the Treasury 
Department (Treasury) will issue final 
regulations under sections 897(d) and 
(e) of the Internal Revenue Code (Code) 
that set forth and, to the extent described 
in this notice, revise. the current rules 
under sections 1.897-5T and 1.897-6T 
of the temporary income tax regulations 
and Notice 89-85. 1989-2 C.B. 403. re
garding certain transactions involving the 
transfer of U.S. real property interests 
(USRPIs), as defined in section 897(c)(l) 
of the Code. When issued, the regulations 
will revise the rules of Notice 89-85 and 
Temp. Treas. Reg. § 1. 897-ST(c)(4) 
relating to inbound asset reorganizations 
described in section 368(a)(1 )(e), (D), or 
(F) to take into account statutory mergers 
and consolidations described in section 
368(a)(\ )(A). The final regulations will 
also revise the rules of Temp. Treas. 
Reg. § 1.897-6T(b)(I) to take into ac
count foreign-to-foreign statutory mergers 
and consolidations described in section 
368(a)(1 )(A) and to create two additional 
exceptions that provide a foreign cor
poration with nonrecognition treatment 
on its transfer of a USRPI in certain 
foreign-to- foreign asset reorganizations. 
Moreover, the final regulations will incor
porate a revised version of Temp. Treas. 
Reg. § 1.897-6T!b)( 1 )(iii). The final reg
ulations will eliminate all the conditions 
required for nonrecognition treatment in 
Temp. Treas. Reg. § 1. 897-6T(b)(2). 



Finally, the final regulations will modify 
the period that must be considered for 
imposing taxes and accrued interest on 
prior dispositions of the stock of foreign 
corporations under Temp. Treas. Reg. 
§ 1.897-5T(c)(2), (4), and Treas. Reg. 
§1.897-3(c)(5), (d). 

The portion of the final regulations that 
will address distributions, transfers, or ex
changes occurring in the context of a statu
tory merger or consolidation described in 
section 368(a)( 1 )(A) will generally apply 
to distributions, transfers, or exchanges oc
curring on or after January 23, 2006. Fi
nal regulations regarding the revisions to 
Temp. Treas. Reg. § 1.897-ST(c)(2), 
(4), Treas. Reg. § 1.897-3(c)(S), (d), and 
Temp. Treas. Reg. § 1.897-6T(b), ex
cept as such regulations are applicable to 
exchanges in section 368(a)(l )(A) reorga
nizations, will apply to distributions, trans
fers, or exchanges occurring on or after 
May 23, 2006. However, taxpayers may 
choose to apply these regulatory changes 
to all dispositions, transfers, or exchanges 
occurring before May 23, 2006, during any 
taxable year that is not closed by the period 
of limitations, provided they do so consis
tently with respect to all such dispositions, 
transfers, and exchanges. 

BACKGROUND 

Under section 897(a), the disposition of 
a USRPI by a nonresident alien individ
ual or a foreign corporation is taxable as 
effectively connected income under sec
tion 871 (b)( 1) or section 882(a)( 1), respec
tively, as if the taxpayer were engaged in a 
trade or business within the United States 
during the taxable year and the gain or loss 
were effectively connected with the trade 
or business. 

Section 897(c)(1) generally defines a 
USRPI to include any interest (other than 
an interest solely as a creditor) in any 
domestic corporation, unless the taxpayer 
establishes that such corporation was not 
a U.S. real propcrty holding corporation 
(USRPHC) at any time during the shorter 
of the period the taxpayer held such inter
est or the 5-year period ending on the date 
of the disposition of such interest. Under 
section 897(c)(2), a USRPHC is defined as 
any corporation if the fair market value of 
its USRPIs equals or exceeds 50-percent 
of the sum of the fair market value of (i) 
its USRPIs, (ii) its real property interests 

located outside of the United Slates, and 
(iii) any of its other assets used or held for 
use in a trade or business. 

Under section 897(d)( I), cxcept to the 
extent provided in regulations, gain is rec
ognized by a foreign corporation on the 
distribution (including a distribution in liq
uidation or redemption) of a USRPI in 
a transaction that otherwise qualifies for 
nonrecognition under the Code. Section 
897(d)(2) provides that gain is not recog
nized under section 897(d)( 1) if either: (i) 
at the timc of the receipt of the distributed 
property, the distributee would be subject 
to taxation on a subscqucnt disposition of 
the distributed property, and the basis of 
the distributed property in the hands of the 
distributee is not greater than the adjusted 
basis of such property before the distri
bution, increased by the amount of gain 
(if any) recognized by the distributing cor
poration; or (ii) nonrecognition treatment 
is provided for in regulations prescribed 
by the Secretary under section 897(e)(2). 
Temp. Treas. Reg. § 1.897-ST provides 
rules, exceptions, and limitations regard
ing section 897(d) distributions in the con
text of sections 332, 355, and 361. See 
Temp. Treas. Reg. § 1.897-ST(c)(2), (3), 

and (4). Notice 89-85 announced rules 
that would revise the application of certain 
of the exceptions set forth in the temporary 
regulations. As relevant to the changes 
announced in this notice, the provisions 
of those regulations and Notice 89-85 are 
discussed below. 

Subject to the rules of section 897(d) 
and any regulations issued under section 
897(e)(2), section 897(e)( 1) provides that 
any nonrecognition provision will apply 
only in the case of an exchange of a USRPI 
for an interest the sale of which would be 
taxable under Chapter 1 of the Code. Un
der section 897(e)(2), Treasury has author
ity to prescribe regulations providing the 
extent to which nonrecognition provisions 
shall apply to transfers of USRPIs. 

Pursuant to section 897(e)(2), Temp. 
Treas. Reg. § 1.897-6T(a)(l) states the 
general rule of section 897(e) and imposes 
certain requirements for nonrecognition. 
Among other things, that regulation pro
vides that except as otherwise provided 
in Temp. Treas. Reg. §§ 1.897-5T and 
-6T, any nonrecognition provision ap
plies to a transfer by a foreign person of 
a USRPI on which gain is realized only 
to the extent that the transferred USRPI 

is exchanged for a USRPI which, imme
diately following the exchange, would be 
subject to U.S. taxation upon its dispo
sition, and the transferor complies with 
the filing requiremcnts of Temp. Treas. 
Reg. § 1.897-ST(d)( I )(iii). Temp. Treas. 
Reg. § 1.897-6T(b) provides excep
tions to this rule for certain exchanges in 
forcign-to-foreign nonrecognition transac
tions. The exceptions described in Temp. 
Treas. Reg. § 1.897-6T(h) are discussed 
below in the context of the changes an
nounced hy this notice to such provisions. 

The IRS and Treasury issued final 
regulations on January 23. 2006, concern
ing statutory mergers and consolidations 
described in section 368(a)(1 HA). See 
TD. 9242, 2006-7 I.R.B. 422 (Fcbru
ary 13, 2006). Treasury Decision 9242 
providcs a revised definition of the term 
"statutory merger or consolidation" that 
permits transactions cffcctcd pursuant to 
the statutes of a foreign jurisdiction or of 
a Unitcd States possession to qualify as a 
statutory merger or consolidation. Further, 
that regulation generally applies to trans
actions occurring on or after January 23, 
2006. Prior to the issuance of TD. 9242, 
temporary regulations defined a statutory 
mergcr or consolidation as including only 
transactions effected pursuant to the laws 
of the United States or a State or the Dis
trict of Columbia. 

DISCUSSION 

The IRS and Treasury have deter
mined that the rules of Notice 89-85 and 
Temp. Treas. Reg. §§ 1.897-5T(c) and 
1.897 -6T(b) should be revised to retlect 
the recently issued regulations under sec
tion 368(a)( I leA). This action is necessary 
because Notice 89-85 and the temporary 
regulations did not contemplate statutory 
mergers or consolidations under foreign 
or possessions law as qualifying under 
section 368(a)( I )(Al. In addition, the IRS 
and Treasury believe that certain other 
changes to the scope of the rules under 
Treas. Reg. § 1.897-3 and Temp. Treas. 
Reg. §§ 1.897-5T and -6T arc appropri
ate. Accordingly, this notice announces 
that the IRS and Treasury will issue final 
regulations under sections 897(d). (e), and 
(i) that generally incorporate the rules of 
Treas. Reg. § 1.897-3 and Temp. Treas. 
Reg. §§ 1.897-5T and -6T and Notice 
89-85, except as described below. 
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I. RfI'ision to the rules or Temp. Freas. 
Reg. ~ UN 7-5 T( c)(';) rel({ting to inimulld 
asset reorgalli::.lltiolls 

Temp. Treas. Reg. ~ U197-ST(c)(4) 
applies the rules of section g97(dl to cer
tain distributions of stock of a USRPHC 
by a foreign corporation under section 
3hl(c). Under the temporary regulations, 
a foreign corporation that transfers prop
erty to a domestic corporation (that is a 
USRPHC immediately after the transfer) 
in an exchange under section 3h I (a) or (h) 
pursuant to a reorganization under section 
368(a)( I )(C), (0). or (F) must recognize 
gain under section 897(d)( I) and Temp. 
Treas. Reg. ~ 1.897-ST(c)(4)(i) when it 
distributes the stock of the USRPHC to its 
shareholders under section 361 (c). Temp. 
Treas. Reg. * I.g97-ST(c)(4)(ii) and (iii) 
provide an exception and a limitation to 
this gain recognition. 

In Notice 89-gS, the IRS and Trea
sury announced that the exception and the 
limitation set forth in Temp. Treas. Reg. 
* I.g97-ST(c)(4)(ii) and (iii) would be 
replaced by a new exception. The new 
exception announced in Notice 89-85 
provides that recognition of gain will 
not be required on the distribution un
der section 361(c)(l) of the stock of the 
USRPHC under Temp. Treas. Reg. 
§ 1.897-ST(c)(4)(i) if the foreign cor
poration pays an amount equal to any 
taxes that section 897 would have im
posed upon all persons who had disposed 
of interests in the transferor foreign cor
poration (or a corporation from which 
such assets were acquired in a transaction 
described in section 381) after June 18, 
1980, as if it were a domestic corporation 
on the date of each such disposition, and 
if the conditions of Temp. Treas. Reg. 
* 1.897-5T(c)(4)(ii)(A) and (C) (relating 
to the distributee being subject to tax on a 
subsequent disposition and certain filing 
requirements) are met. Other requirements 
relating to the time and manner of pay
ment of tax and interest are also set forth 
in the notice. The revisions announced in 
Notice 89-85 generally apply to all distri
butions of stock under Temp. Treas. Reg. 
* 1.897-5T(c)(4l occurring after July 31. 
1989. 

The IRS and Treasury have determined 
that when final regulations are issued, 
inhound statutory mergers and consoli
dations described in section 36~(a)( I )(Al 
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(including such reorganizations by reason 
of 368(a)(2)(0) Dr (El) will be subject to 
the same rules set forth in Temp. Treas. 
Reg. * 1.897-5T(c)(4) and Notice 89-85 
that apply to other inbound asset reorga
nizations. Further, as described in part 2, 
below, the period that a foreign corpora
tion must consider with respect to prior 
stock dispositions under Temp. Treas. 
Reg. * 1.897-5T(c)(4) will be revised. 

2. RI'l'isiolls to the Notice X9-95 
stock dispositioll look-back period 
applicable to Temp. !reas. Reg. 
~ 1.X97-5T( c)( 2)( ii) tiquidu/iolls, Tell/p. 
Treas. Reg. ~ 1. 897-5T( e)( 4) inbound 
asset reorganiz.ations, and section 897(i) 
electiolls. 

Section 1.897-5T(c)(2) of the tem
porary regulations applies the rules of 
section 897(d) to liquidating distributions 
of USRPIs by a foreign corporation to 
a domestic corporation pursuant to sec
tion 332(a). Under Temp. Treas. Reg. 
* 1.897-ST(c)(l), a foreign corporation 
that makes a liquidating distribution of 
a USRPI to a foreign or domestic share
holder must recognize gain on the dis
tribution under section 897(d), unless 
the distribution comes within an excep
tion descrihed in Temp. Treas. Reg. 
* 1.897-5T(c)(2), (3), or (4). Temp. 
Treas. Reg. * 1.897-5T(c)(2)(i) and (ii) 
provide exceptions to this recognition rule 
that are applicable to liquidating distribu
tions under section 332(a). 

In Notice 89-85, the IRS and Treasury 
announced that the exceptions set forth in 
Temp. Treas. Reg. § 1.897-5T(c)(2)(i) 
and (ii) would be replaced by a new ex
ception. The new exception announced in 
Notice 89-85 provides that recognition of 
gain shall not be required on the liquidat
ing di~tribution of a USRPI by a foreign 
corporation to a domestic corporation 
meeti ng the stock ownership require
ments of section 332(b) in a section 332(a) 
liquidation if the distributing foreign cor
poration pays the tax and interest on any 
prior di~position of its stock (or stock 
of a corporation from which such assets 
were acquired in a transaction described 
in section 381) after June IS, 1980, as if 
it were a domestic corporation on the date 
of such dispositions, and if the conditions 
of Temp. Treas. Reg. § I.S97-5T(c)(2)(i) 
are met (relating to the distributee being 

subject to tax on a suhsequent disposition 
and' certain basis carryover and filing re
quirements). The revisions announced in 
Notice 89-85 generally apply to all distri
butions of stock under Temp. Treas. Reg. 
* 1.897-5T(c)(2) occurring after July 31, 
19~9. Similarly, as described in part I of 
this notice, above, Notice 89-85 revised 
the look-back period applicable to inbound 
reorganizations under Temp. Treas. Reg. 
* 1.897-ST( c)( 4) to encompass certain 
dispositions of the stock of the foreign 
corporation that occur after June 18, 1980. 
The rules of Notice 89-85 also require the 
payment of interest, as determined under 
section 6621, that would have accrued had 
tax actually been due with respect to the 
prior stock dispositions. 

Further, section 897(i), which permits a 
foreign corporation to clect to be treated as 
a domestic corporation for purposes of sec
tion 897, requires as a condition to making 
the election that the electing foreign corpo
ration verify that no interest in the corpo
ration was disposed of during the shorter 
of: (I) the period from June 19, 1980 
through the date of the election, (2) the pe
riod from the date on which the corpora
tion first holds a USPRI through the date 
of the election, or (3) the five year period 
ending on the date of the election. See 
Treas. Reg. § 1.897-3(c)(5). If the foreign 
corporation cannot make such verification, 
then it must comply with the conditions of 
Treas. Reg. § 1.897-3(d) which, among 
other things, requires the payment of an 
amount equal to any taxes that section 897 
would have imposed on all persons who 
had disposed of interests in the corporation 
during such period. The payment must 
also include any interest, as determined un
der section 6621, that would have accrued 
had the tax actually been due with respect 
to the dispositions. These rules were mod
ified by Notice 89-85 to require the report
ing and payment of tax and accrued inter
est on all dispositions of stock occurring 
after June 18, 1980 that would have been 
subject to taxation under section 897(a). 

The IRS and Treasury have determined 
that when final regulations are issued, the 
look-back, tax, and interest payment pe
riods applicable under Notice 89-85 to 
Temp. Treas. Reg. § 1.897-5T(c)(2) liq
uidating distributions, Temp. Treas. Reg. 
S 1.897-5T(c)(4) inbound asset reorgani
zations, and section 897(i) elections will be 
modified as described below. 



Regarding distributions of USRPIs by a 
foreign corporation to a domestic corpora
tion in a section 332 liquidation, the final 
regulations will amend the rules of Temp. 
Treas. Reg. § 1.897-5T(c)(2)(ii) and No
tice 89-85 to provide that recognition of 
gain will not be required on the distribu
tion of any USRPI by the distributing for
eign corporation to the domestic corpora
tion if the distributing foreign corporation 
pays an amount equal to the tax and in
terest that would have been imposed upon 
all persons who disposed of an interest in 
the foreign corporation (or a corporation 
from which such assets were acquired in a 
transaction described in section 381) dur
ing the period beginning on the date that 
is 10 years prior to the date on which the 
domestic corporation or any related per
son (within the meaning of section 267(b» 
is in control (as determined under section 
304(c» of the liquidating foreign corpora
tion, and ending on the date of the liqui
dation, as if the foreign corporation were a 
domestic corporation on the date of each 
such disposition and if the conditions of 
Temp. Treas. Reg. § 1.897-5T(c)(2)(i) 
are met. 

Regarding inbound asset acqui-
sitions described in Temp. Treas. 
Reg. § 1.897-5T(c)(4) as modified by 
this notice, the final regulations will 
amend the rules of Temp. Treas. Reg. 
§ 1.897-5T(c)(4)(ii) and Notice 89-85 to 
provide that recognition of gain will not 
be required on the distribution of stock 
of a USRPHC if the foreign corporation 
pays an amount equal to any taxes and 
interest that would have been imposed 
upon all persons who disposed of an in
terest in the foreign corporation (or a 
corporation from which the assets were 
acquired in a transaction described in sec
tion 381) during the applicable period as 
if the foreign corporation were a domes
tic corporation on the date of each such 
disposition, and the conditions of Temp. 
Treas. § 1.897-5T(c)(4)(ii)(A) and (C) 

are met. The applicable period means the 
earliest of either: 

• The period beginning on the date that 
is 10 years prior to the date on which 
the acquiring domestic corporation or 
a related person (within the meaning 
of section 267(b» is in control (as de
termined under section 304( c)) of the 
foreign corporation and ending on the 

date of the reorganization. For pur
poses of the preceding sentence, the 
acquiring domestic corporation means 
the domestic corporation that is the 
transferee in the 361(a) exchange; or 

• The period beginning on the date that 
is 10 years prior to the date of the re
organization and ending on the date of 
the reorganization. 

Regarding the revisions to Treas. Reg. 
§1.897-3(c)(5), and (d) pertaining to a for
eign corporation's election under section 
897(i), the final regulations will provide 
that the applicable period will be the ear
liest of either: 

• The period beginning on the date that 
is 10 years prior to the date on which 
one or more domestic shareholders or 
related persons (within the meaning of 
section 267(b» are in control (as de
termined under section 304( c» of the 
foreign corporation and ending on the 
date of the election; or 

• The period beginning on the date that is 
1 0 years prior to the date of the section 
897(i) election and ending on the date 
of the election. 

3. Revisions to the rules of Temp. Treas. 
Reg. § 1.897-6T 

(a) Revision to the rules of Temp. Treas. 
Reg. § 1.897-6T(b)( I Xii) to take into ac
count statutory mergers and consolida
tions described in section 368( a)( 1 )(A) 

As noted above, Temp. Treas. Reg. 
S 1.897-6T(a)( I) generally provides that 
any nonrecognition provision shall ap
ply to a transfer by a foreign person of a 
USRPI only to the extent that the foreign 
person receives a USRPI in such ex
change. Pursuant to the regulatory author
ity under section 897(e)(2) of the Code, 
Temp. Treas. Reg. § 1.897-6T(b)(1) 
and (2) provide exceptions to the rule of 
Temp. Treas. Reg. § 1.897-6T(a)(1) 
for certain foreign-to-foreign reorganiza
tions and certain exchanges under section 
351 where a foreign person transfers a 
USRPI for stock in a foreign corpora
tion. These exceptions require that (1) 
the transferee's subsequent disposition of 
the transferred USRPI be subject to U.S. 
income taxation in accordance with Temp. 
Treas. Reg. § 1.897-5T(d)(1); (2) the 

filing requirements of Temp. Treas. Reg. 
§ 1.897-5T(d)(J)(iii) be satisfied; (3) one 
of the five conditions set forth in para
graph (b)(2) exists; and (4) the exchange 
takes one of the three forms of exchange 
described in paragraph (b)(1). 

Temp. Treas. Reg. § 1.897-6T(b) 
(I )(ii) describes one of the three permissi
ble forms of exchange referenced above. 
That paragraph describes an exchange by 
a foreign corporation pursuant to section 
361 (a) or (b) in a reorganization described 
in section 368(a)(1 )(C), where there is 
an exchange of the transferor corporation 
stock for the transferee corporation stock 
(or stock of the transferee corporation's 
parent in the case of a parenthetical C reor
ganization) under section 354(a), and the 
transferor corporation's shareholders own 
more than fifty percent of the voting stock 
of the transferee corporation (or stock of 
the transferee corporation's parent in the 
case of a parenthetical C reorganization) 
immediately after the reorganization. The 
fifty percent limitation restricts this excep
tion to reorganizations described in section 
368(a)( 1 )(C) that are restructurings where 
the transferor corporation shareholders 
control the transferee corporation after the 
transaction (e.g., internal restructurings). 

The IRS and Treasury have deter
mined that when final regulations are 
issued, foreign-to-foreign statutory merg
ers and consolidations described in section 
368(a)(1)(A) (including such reorganiza
tions by reason of section 368(a)(2)(D) 
or (E» will be subject to the same 
rules set forth in Temp. Treas. Reg. 
§ 1. 897-6T(b)(1 )(ii) that apply to for
eign-to-foreign reorganizations described 
in section 368(a)( 1 )(C) (including paren
thetical C reorganizations). The exception 
for statutory mergers and consolidations 
described in section 368(a)(1 )(A) will 
be limited to restructurings where the 
50 percent control requirement is satis
fied after the transaction. Further, the 
final regulations will provide that in de
termining whether the fifty percent re
quirement set forth in Temp. Treas. Reg. 
§ 1.897-6T(b)(l)(ii) is met where the 
transferee corporation owns more than 
fifty percent of the transferor corpora
tion before a reorganization under section 
368(a)(I )(A) or 368(a)(I )(C) (i.e., an 
upstream reorganization), the sharehold
ers of the transferee corporation before 
the reorganization (that continue to be 
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shareholders of the transferee corporation 
after the reorganization) will be treated as 
~harehDlders of the transferor corporation 
before the reorganization to the extent 
of their indirect interest in the stock of 
the transferor corporation (owned by the 
transferee corporation) before the reorga
nization, 

Accordingly. when issued. the final reg
ulations will provide that gain shall not 
be recognized where an exchange is made 
by a foreign corporation pursuant to sec
tion 30\(a) or (b) in a reorganization de
scribed in section 308(a)( I )(A) (including 
such reorganization hy reason of section 
30X(a)(2)(0) or (E)): there is an exchange 
of the transferor corporation stock for the 
transferee corporation stock (or the stock 
of the transferee corporation' s parent in the 
case of a reorganization by reason of sec
tion 368(a)(2)(D)) under section 354(a); 
immediately after the reorganization. the 
transferor corporation's shareholders own 
more than fifty percent of the voting stock 
of the transferee corporation (or the trans
feree corporation's parent in a reorganiza
tion by reason of section 368(a)(2)(0)), or 
in the case of a reorganization by reason of 
section 368(a)(2)(E). the shareholders of 
the corporation that controls the transferor 
corporation before the reorganization own 
more than fifty percent of the voting stock 
of that controlling corporation after the re
organization: and the other requirements 
of Temp, Treas, Reg, ~ 1.897-6T(h)( I) 
are satisfied, 

(b) AdditiOlllll exceptions to be added 

to the rules of" Temp, Treas, Reg. 
~' /,897-6T(b)( /) 

The IRS and Treasury have deter
mined that when final regulations are 
issued. the rules of Temp, Treas. Reg, 
~ 1.897-6T(b)( 1) will be expanded to in
clude two additional exceptions. Those 
exceptions will apply only in certain 
foreign-to-foreign statutory mergers 
and consolidations described in section 
368(a)( I HA) (including such reorganiza
tions by reason of section 368(a)(2)(0) 
or (El) and foreign-to-foreign reorgani
lations described in section 368(a)( I )(C) 

(including parenthetical C reorganiza
tions). Accordingly. the new exceptions 
to he incorporated in the final regula
tion, \\ill rnise the rules of Temp. Treas. 
Reg. ~ l.R97-oT(b)(i) to provide that 
,uch foreign-to-foreign reorganizations 
\\I11 he excepted from the general gain 
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recognition rule of Temp. Treas. Reg. 
§ 1.897-6T(a)( I) provided that the other 
requirements set forth in Temp. Treas. 
Reg. ~ 1.897-6T(b)(l) are met. The 
two additional exceptions apply where 
an exchange is made by a foreign corpo
ration pursuant to section 361(a) or (b) 
in a reorganization described in section 
368(a)( I )(A) (including a reorganization 
by reason of section 368(a)(2)(0) or (E)) 
or section 368(a)( I )(C) (including par
enthetical C reorganizations); there is an 
exchange of the transferor corporation 
stock for the transferee corporation stock 
(or the transferee corporation's parent in 
the case of a reorganization by reason of 
section 368(a)(2)(0) or a parenthetical C 
reorganization) under section 354(a); and 
either: 

• Stock in the transferor corporation 
(including a predecessor corporation 
in a transaction described in section 
381(a)) would not be a USRPI at any 
time within the five year period ending 
on the date of the reorganization if the 
transferor corporation were a domestic 
corporation; or 

• Regarding reorganizations under sec
tion 368(a)(l)(A) (other than by rea
son of section 368(a)(2)(0) or (E)) or 
section 368(a)(l)(C) (other than par
enthetical reorganizations described 
in that section): prior to the exchange 
the stock of the transferor corpora
tion and the stock of the transferee 
corporation, and after the exchange 
the stock of the transferee corpora
tion are regularly traded under Treas. 
Reg. § 1.897-1 (n) and Temp. Treas, 
Reg. ~ 1.897-9T(d)(l) and (2) on an 
established securities market under 
§ 1.897-1 (m), and in the case where 
the transferor corporation would have 
been a USRPHC at any time within 
the five year period ending on the 
date of the reorganization if the trans
feror corporation had been a domestic 
corporation, no foreign shareholder 
of the transferor corporation owned 
a more than five percent interest in 
the transferor corporation at such 
time under the rules of Treas. Reg. 
§ 1.897-I(c)(2)(iii) and Temp. Treas. 
Reg, § 1,897-9T. 

Regarding parenthetical C reorgani
zations and renrganitations under sec
tion 308(a)( I )(A) hy reason of section 
368(a)(2)(0): prior to the exchange the 
stock of the transferor corporation and 
the stock of the corporation in control 
of the transferee corporation, and after 
the exchange the stock of the corporation 
in control of the transferee corporation 
are regularly traded under Treas. Reg. 
~ 1.897-1 (n) and Temp. Treas. Reg. 
§ 1.897-9T(d)( I) and (2) on an established 
securities market under § 1.897-1 (m), and 
in the case where the transferor corpora
tion would have been a USRPHC at any 
time within the five year period ending 
on the date of the reorganization if the 
transferor corporation had been a domes
tic corporation, no foreign shareholder of 
the transferor corporation owned a more 
than five percent interest in the transferor 
corporation at such time under the rules 
of Treas. Reg. § 1.897-I(c)(2)(iii) and 
Temp. Treas. Reg. § 1.897-9T. 

Regarding reorganizations under sec
tion 368(a)( I )(A) by reason of section 
368(a)(2)(E): prior to the exchange the 
stock of the transferee corporation and 
the stock of the corporation in control 
of the transferor corporation, and after 
the exchange the stock of the corporation 
that controls the transferee corporation 
are regularly traded under Treas. Reg. 
§ 1.897-I(n) and Temp. Treas. Reg, 
§ 1.897-9T(d)( 1) and (2) on an established 
securities market under § 1.897-I(m), and 
in the case where the transferor corpora
tion or the corporation in control of the 
transferor corporation would have been 
a USRPHC at any time within the five 
year period ending on the date of the 
reorganization if either corporation had 
been a domestic corporation, no foreign 
shareholder of the corporation in control 
of transferor corporation owned a more 
than fi ve percent interest in the transferor 
corporation at such time under the rules 
of Treas, Reg. § 1.897-1(c)(2)(iii) and 
Temp. Treas. Reg. § 1.897-9T. 

(c) Rel'ision to the rules of Temp, Treas, 

Reg . . ~ 1. 897-6T(h)( / )(iii) relating to for

eign-to-foreign section 351 transactions 
and section 368( a)( 1)( B) reorgwlizaliol1s 

As discussed above, Temp. Treas. Reg. 
§ 1.897-6T(b)(1) contains exceptions to 
the general rule provided in Temp, Treas. 
Reg. § 1.897-61'(a)(l) if one of three 
forms of exchange occurs and certain other 



requirements are met. Specifically, Temp. 
Treas. Reg. § 1.897-6T(b)(I )(iii) pro
vides a foreign person with nonrecognition 
treatment if the foreign person exchanges 
stock in a USRPHC under section 351(a) 
or section 354(a) in a reorganization de
scribed in section 368(a)(I)(B), and, im
mediately after the exchange, all of the out
standing stock of the transferee corpora
tion (or the stock of the transferee corpo
ration's parent in the case of a parentheti
cal B reorganization) is owned in the same 
proportions by the same nonresident alien 
individuals and foreign corporations that 
immediately before the exchange owned 
the stock of the USRPHC However, if any 
of the stock in the foreign corporation re
cei ved by the indi vidual or corporate trans
feror in the exchange is disposed of within 
three years from the date of its receipt, 
then the transferor must recognize that por
tion of the realized gain with respect to the 
stock of the USRPHC for which the for
eign stock disposed of was received. 

The IRS and Treasury have determined 
that the final regulations will revise Temp. 
Treas. Reg. § 1.897-6T(b)(1 )(iii) in 
two respects. First, the exception will 
be revised so that "all of the stock of 
the transferce corporation" is removed 
and replaced with "substantially all of 
the outstanding stock of the transferee 
corporation" and the words "in the same 
proportions" will be removed. Second. 
the three year period will be revised to one 
year. 

(d) Removal of the conditions set forth 
in Temp. Treas. Reg . .§ 1.R97-6T(b)(2) 

As discussed above, to come within 
an exception to Temp. Treas. Reg. 
§ 1.897-6T(a)(l), not only must an ex
change be described in Temp. Treas. Reg. 
§ 1.897-6T(b)(l), but it must also sat
isfy one of the five conditions set forth 
in Temp. Treas. Rcg. § 1.897-6T(b)(2). 
The IRS and Treasury have determined 
that the conditions of Temp. Treas. Reg. 
§ 1.897-6T(b)(2) are no longer necessary. 
Accordingly, the final regulations will 
eliminate the conditions of Temp. Treas. 
Reg. § I. 897-6T(b )(2). 

COMMENTS 

Written comments on issues addressed 
in this notice may be submitted to the 
Office of Associate Chief Counsel Inter-

tice 2006-46), room 4567, CC:INTL:B04, 
Internal Revenue Service. IIII Consti
tution Avenue, NW, Washington, DC 
20224. Alternatively, taxpayers may 
submit comments electronically to No
tice. Cumments@m].irscounsel.treas.gov 
Comments will be available for public 
inspection and copying. 

EFFECTIVE DATE 

Final regulations to be issued incorpo
rating the guidance set forth in this notice 
regarding exchanges occurring in the con
text of a statutory merger or consolidation 
described in section 368(a)(l)(A) will 
generally apply to distributions, trans
fers, or exchanges occurring on or after 
January 23, 2006. Final regulations re
garding the revisions to Temp. Treas. 
Reg. §§ 1.897-5T(c)(2), (4), Treas. Reg. 
§1.897-3(c)(5), (d), and Temp. Treas. 
Reg. § I. 897-6T(b ), except as applica~ 
ble to section 368(a)(1)(A) transactions. 
will apply to distributions, transfers, or 
exchanges occurring on or after May 23, 
2006. However, taxpayers may choose 
to apply these regulatory changes to all 
dispositions, transfers, or exchanges oc~ 
cuning before May 23, 2006 during any 
taxable year that is not closed by the period 
of limitations, provided they do so con
sistently with respect to all dispositions, 
transfers, and exchanges. 

Prior to the issuance of the final rcg
ulations, taxpayers may rely on the guid
ance contained in this notice. Taxpayers 
applying this notice, however, must do so 
consistently with respect to all transactions 
within its scope. 

PAPERWORK REDUCTION ACT 

The collections of information con
tained in this notice have been reviewed 
and approved by the Office of Manage
ment and Budget in accordance with the 
Paperwork Reduction Act (44 U.S.c. 
§ 3507) under control number 1545-2017. 
An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMB control number. 

The rules of this notice will apply to 
a foreign corporation distributing stock 
of a USRPHC to its shareholders pur~ 

national, Attention: Margaret Hogan (No~ suant to an inbound asset reorganization 

or a foreign corporation transferring a 
USRPI to another foreign corporation 
pursuant to an asset reorganization and 
will require such foreign corporations to 
satisfy the filing requirements of Temp. 
Treas. Reg. § 1.897-5T(d)(\ )(iii). as 
modified by Notice 89-57, 1989-1 CB. 
698. The specific collections of infor~ 
mation are contained in Temp. Treas. 
Reg. §§ 1.897-5T(c)(4)(ii)(C) and 
1.897-6T(b)(I). These filing require~ 

ments notify the IRS of the transfer and 
enable it to verify that the transferor qual
ifies for nonrecognition and the transferee 
will be subject to U.S. tax on a subsequent 
disposition of the USRPI. Generally. they 
may be satisfied by: (I) filing the informa
tion statement required by Temp. Treas. 
Reg. ~ 1.897-5T(d)( I )(iii); (2) filing a 
notice of nonrecognition to the IRS in 
accordance with the provisions of Treas. 
Reg. § 1.1445-2(d)(2); or (3) filing a with
holding certificate in accordance with the 
requirements of Treas. Reg. § 1.1445-3. 
The collections of information are re~ 

quired in order to obtain the benefit of 
the nonrecognition provisions. The likely 
respondents are businesses. 

The estimated total annual report~ 

ing and/or recordkeeping burden is 500 
hours. The estimated annual burden hour 
per respondent and/or recordkeeper is I 
hour. The estimated number of respon~ 
dents and/or recordkeepers is 500. The 
estimated frequency of response is occa
siOlla\. 

Books or records relating to a collection 
of information must be retained as long as 
their statements may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax infor
mation are confidential, as required by 26 
U.s.C § 6103. 

EFFECT ON OTHER DOCUMENTS 

Notice 89-85, 1989-2 CB. 403 is am
plified. 

DRAFTING INFORMATION 

The principal author of this notice is 
Margaret A. Hogan of the Office of As
sociate Chief Counsel (International). For 
further information regarding this notice, 
contact Ms. Hogan at (202) 622-3860 (not 
a toll-free call). 

2006-1 C.B. 1049 



]6 CFR 6()J.]()1.· RIIJ/II~ IIlId dererll/illurion/etten. 

(A/lo i'urr I. ii.~ 1502. 15()-J: /.15()]--33. 1.15()2-75. 
1.1502-76.115()-J-1) 

Rev. Proc. 2006-21 

SECTION I. PURPOSE 

This revenue procedure modifies Re\,. 
Proe. 89-56, 1989-2 C.B. 643, Rev. Proc. 
90-39, 1990-2 C.B. 365, and Rev. Proc. 
2002-32, 2002-1 C. B. 959, to eliminate 
impediments to the electronic filing of 
Federal incomc tax returns (e-filing) and 
to reduce the reporting requirements in 
each of these revenue procedures. 

SECTION 2. BACKGROUND 

.01 Rev. Proc. 89-56, Rev. Proc. 
90-39, and Rev. Proc. 2002-32 each pro
vide a means for a consolidated group to 
obtain a specified consent or waiver from 
the Commissioner without requesting a 
private letter ruling. The revenue proce
dures each provide that, in order to obtain 
the subject consent or waiver, a statement 
containing specified information must be 
included on or with the group's return. 
The Internal Revenue Service has con
cluded that the amount of information 
required to be included in these statements 
is greater than is necessary to facilitate the 
administration of the tax law. Moreover, 
each of these statements presents an im
pediment to e-filing. 

. 02 Rev. Proc. 89-56 provides a means 
for a consolidated group to obtain the 
Commissioner's consent to file a consoli
dated Federal income tax return in which 
one or more members of the group use 
a 52-53 week tax year. Section 3.01 of 
the revenue procedure sets forth the in
formation and representations that must 
be provided in a statement included on or 
with the group's return in order to obtain 
the consent. Section 3.02 requires the 
statemcnt to bc signed under penalties of 
perjury by a duly authorized officer of the 
L'llIl1Il111n parent. 

.03 Rev. Proc. 90-39 provides a 
means for a consolidated group to obtain 
the Commissioner'., consent to elect or 
L'hange its method of allocatlllg the con
solidated Federal income tax liability to 
it-. members fur purpose, of determining 
the earnings and profits of each member. 
Section .1-.(1 I of the re\enue procedure sets 
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f0l1h the information and representations 
that must be prmided in a statement in
cluded on or with the group's return in 
order to ohtain the consent. Section 4JJ2 
requires the statement to be signed under 
penalties of perjury by a duly authorized 
officer of the common parent. 

.04 Rev. Proc 2002-32 provides a 
means for a consolidated group to obtain 
the Commissioner's waiver of the prohi
bition against including a previously dis
affiliated corporation in the group's return 
during the sixty-month period following 
the disaffiliation. See § 1504(a)(3)(AJ of 
the Internal Revenue Code. Paragraphs 
5.0 I through 5.14 of the revenue procedure 
set forth the information and representa
tions that must be provided in a statement 
included on or with the group's return in 
order to obtain the consent. In the unnum
bered paragraph following the heading, 
Section 5 requires the statement to be filed 
under penalties of perjury. 

SECTION 3. SCOPE 

This revenue procedure applies to any 
taxpayer that applies for a consent or 
waiver under the provisions of Rev. Proe. 
89-56, Rev. Proc. 90-39, or Rev. Proe. 
2002-32. 

SECTION 4. APPLICATION 

.0 I To remove e-filing impediments, 
this revenue procedure eliminates the sig
nature requirement of each of Rev. Proc . 
H9-56, Rev. Proe. 90-39, and Rev. Proc. 
2002-32. Thus, the following provisions 
of these revenue procedures are deleted: 
section 3.02 of Rev. Proe. 89-56, section 
4.02 of Rev. Proc. 90-39, and the clause, 
"filed under penalties of perjury," in the 
second sentence in the unnumbered para
graph following the heading of Section 5 
of Rev. Proc. 2002-32. 

.02 To reduce the reporting require
ments of Rev. Proc. 89-56, this revenue 
procedure permits a consolidated group to 
obtain consent under that revenue proce
dure by including the following statement 
on or with its return in lieu of the statement 
described in section 3.01 of Rev. Proc. 
8lJ-56: "THIS IS A REQUEST UNDER 
REV PROC. 89-56 TO USE A 52-53 
WEEK TAX YEAR. THE GROUP HAS 
COMPLIED, AND WILL CONTINUE 
TO COMPLY. WITH THE CONDITIONS 

SET FORTH IN SECTION 3.01 OF REV. 
PROC. 89-56." 

.03 To reduce the reporting require
ments of Re\,. Proc. 90-39, this revenue 
procedure permits a consolidated group to 
obtain consent under that revenue proce
dUfl~ by including the following statement 
on or with its return in lieu of the state
ment described in section 4.01 of Rev, 
Proc. 90-39: 'THIS IS A REQUEST 
UNDER REV PROC. 90-39 TO ELECT 
OR CHANGE THE METHOD OF AL· 
LOCATING CONSOLIDATED FED· 
ERAL INCOME TAX LIABILITY FOR 
PURPOSES OF DETERMINING MEM
BERS' EARNINGS AND PROFITS. 
THE GROUP HAS COMPLIED, AND 
WILL CONTINUE TO COMPLY, WITH 
THE CONDITIONS SET FORTH IN 
SECTION 4.01 OF REV PROC. 90-39." 

.04 To reduce the reporting require
ments of Rev, Proe. 2002-32, this 
revenue procedure permits a consoli· 
dated group to obtain a waiver under 
that revenue procedure by including the 
following statement on or with its reo 
turn in lieu of the statement described 
in section 5 of Rev. Proc. 2002-32: 
'THIS IS A REQUEST UNDER REV. 
PROC. 2002-32 FOR A WAIVER OF 
SECTION 1504(a)(3)(A) FOR [INSERT 
NAME AND EMPLOYER IDENTIFI
CATION NUMBER OF SUBSIDIARY]. 
THE GROUP HAS COMPLIED, AND 
WILL CONTINUE TO COMPLY, WITH 
THE CONDITIONS SET FORTH IN 
SECTIONS 5.01 THROUGH 5.14 OF 
REV PROC. 2002-32." 

.05 Although paragraphs 4.02, 4.03, 
and 4.04 of this revenue procedure reduce 
the amount of information that a taxpayer 
is required to include on or with its return, 
the taxpayer's reeordkeeping requirement 
remains unchanged. Taxpayers should 
maintain records to establish the infor
mation described in Rev. Proe. 89-56 
(Sec. 3.01), Rev. Proc. 90-39 (Sec. 4.01), 
and 2002-32 (Sees. 5.01 through 5.14) in 
order to substantiate their reporting posi
tions. See § 1.6001-1 (e) of the Procedure 
and Administration Regulations. 

SECTION 5. EFFECT ON OTHER 
REVENUE PROCEDURES 

Rev. Proc. 89-56, Rev. Proc. 90-39, 
and Rev. Proc 2002-32 are modified. The 
IRS and Treasury Department intend to 



modify Rev. Proc. 89-56 and Rev. Proc. 
90-39 to reflect revisions to §§ 1.1502-13 
and 1.1502-33 of the Income Tax Regula
tions. Until these revenue procedures are 
so modified, taxpayers should continue to 
apply the provisions of both revenue pro
cedures in a manner that reflects the ap
proach in the applicable regulations. 

SECTION 6. EFFECTIVE DATE 

This revenue procedure is effective on 
May 26, 2006. However, taxpayers may 
rely on this revenue procedure for prior 
taxable years. 

SECTION 7. PAPERWORK 
REDUCTION ACT 

The collections of information in this 
revenue procedure have been previously 
reviewed and approved by the Office of 
Management and Budget (OMB) in accor
dance with the Paperwork Reduction Act 
(44 U.S.c. 3507) under control number 
1545-1784. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMB control number. 

Books or records relating to a collection 
of information must be retained as long 

as their contents may be material in the 
administration of any internal revenue tax 
law. Generally tax returns and tax return 
information are confidentiaL as required 
by § 6103. 

SECTION 8. DRAfTING 
INFORMATION 

The principal author of this revenue 
procedure is Grid R. Glyer of the Office of 
Associate Chief Counsel (Corporate). For 
further information regarding this revenue 
procedure, contact Grid R. Glyer at (202) 
622-7<)30 (not a toll-free call). 
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Part IV. Items of General Interest 
Notice of Proposed 
Rulemaking 

Expenses for Household and 
Dependent Care Services 
Necessary for Gainful 
Employment 

REG-139059-02 

AG ENCY: Internal Revenue Service 
(I RS I. Tre;hury. 

ACTION: Notice of proposed rulemaking, 

SUMMARY: This doculllent contains 
pro[1o,ed regulation~ regarding the credit 
for expelhes for household and depen
dent care services necessary for gainful 
cmployment. The proposed regulations 
refkl·t statutory amendments under the 
Dcficit Rcduction Act of 1984. the Om
nihus Budget Reconciliation Act of 1987. 
the Family Support Act of 1988, the Small 
BUSiness Joh Protection Act of 1990. the 
Economic Growth and Tax Relief Recon
ciliation Act of 200 I. the Job Creation and 
Worker Assistance Act of 2002. and the 
Working Familics Tax Rclief Act of 2004, 
The proposed regulations affect taxpayers 
who claim the credit for household and 
dependent care services and dependent 
care prm iders, 

DATES: Written or electronic comments 
must he recei ved hy August 22. 2006, 

ADDRESSES: Send submissions to 
CC:PA:LPD:PR (REG-I 39059-02l. room 
52(H. Internal Revenue Service, POB 
7W4. Ben Franklin Station. Washing
t\))l, DC 20()44, Suhmissions may he 
h,lml-deli\ ered Monday through Friday 
hd\\een the hours of X a.m. and 4 p.Il~, 
tn: CC:PA:LPD:PR (REG-U9059-02l. 
Cnurler', Desk. Internal Revenue Service. 
1111 Cnnstiwtinn Avenue. NW, Wash
lIlgt(ln, DC. :'\lternatin.'ly. taxpayers may 
,uhmlt ekL'lronie eomnh.'nts directly to 
till' I RS internet site at 1\1\'\\', ir,\.gol'irl'gs 
Ilr \ I<l the Fedcral eRukmakill~ Por
t;Ii ;It IIII'\I./,Cglllillioi/\ t:(!\' (IRS and 
R 1--(;-\ Jl)tl'ilJ-()2I, 

H)R H'RTHER I~FORMATION 

<- '( )\T\CT Cnncerning the Pfl)-
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posed 
(202) 

regulations, 
622-4960: 

Sara Shepherd, 
concerning sub-

I:lissions of comments or a C request 
tor a public hearing. Richard Hurst. 
R ieila rd.A. Hit /'st@ i rseollllsci.freas,g01', 

or (202) 622-71S0 (not toll-free num
bers). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains proposed 
amendments to the Income Tax Reou-e 

lations, 26 CFR part I, relating to the 
credit for household and dependent care 
services necessary for gainful employment 
(the credit) under section 21 of the Internal 
Revenue Code (Code). 

The credit was originally enacted as 
section 44A. Final regulations under sec
tion 44A were published as **1.44A-I 
through 1.44A-4 on August 27, 1979 (sec
tiun 44A regulations). Section 44A was 
amended and renumbered section 21 by 
sections 423 and 47 L respectivelv, of the 
Deficit Reduction Act of 1984 (Public Law 
98-369, 98 Stat. 494), Section 21 was 
amended by section 10 101 of the Om
nibus Budget Reconciliation Act of 1987 
(public Law 100-203, 101 Stat. 1330). 
section 703 of the Family Support Act 
of 1988 (Public Law 100-485. 102 Stat. 
2343), section 1615 of the Small Business 
Job Protection Act of 1996 (Public Law 
104-188. 110 Stat. 1755), section 204 
of the Economic Growth and Tax Relief 
Reconciliation Act of 200 I (Public Law 
107-16, 115 Stat. 38). section 418 of the 
Job Creation and Worker Assistance Act of 
2002 (Public Law 107-147. 116 Stat. 21), 
and sections 203 and 207 of the Working 
Families Tax Relief Act of 2004 (Public 
Law 108-311. 118 Stat. 1166), as well as 
other legi~lation that enacted clerical and 
conforming changes, 

Section 21 allows a nonrefundable 
credit for a percentage of expen,es for 
household and dependent care services 
necessary for gainful employment. For 
taxable year~ heginning after December 
31. 2004. the credit is available to a tax
payer if there are one or more qualifying 
indiviLluals with respect to that taxpayer. 
For those years. a qll(llifYing indil'idll(l/ 
is defined in section 21 (b)(I) as the tax-

payer's dependent (as defined in section 
I :,2Ia)( I 1) "ho has not attained age 13, the 
taxpayer's depelllknt who is physically or 
mentally incapahle of sdf-care and who 
has the same principal place of abode as 
the taxpayer for more than one-half of 
the taxable year. or the taxpayer's SPOUS\? 

who is physically or mentally incapable of 
self-care and who has the same principal 
place of ahode as the taxpayer for mort 
than one-half of the taxable year. 

For taxable years beginning before Jan
uary I, 2005, the credit is available to tax
payers who maintained households that in
clude one or more qualifying individuals. 
For those years, a Cjllalif'\'ing ill diI'idlla/ 

is defined in section 2 I (b)( 1) as the tax
payer's dependent (as defined in section 
151(c) as then in effect) under age 13, the 
taxpayer's dependent who is physically or 
mentally incapable of self-care, or the tax
payer's spouse who is physically or men
tally incapable of self-care. 

Under section 2 I (a), the amount of the 
credit is equal to the applicable percent
age of employment-related expenses paid 
by the taxpayer during the taxable year. 
The applicable percentage ranges from 20 
percent to 35 percent depending on the 
taxpayer's adjusted gross income. Sec
tion 21(c) limits the amount of employ
ment-related expenses that may be taken 
into account in determining the credit in 
any taxable year to $2.400 if there is one 
qualifying individual and $4J100 if there 
are two or more qualifying individuals. 
These amounts are increased, respectively, 
to $3,000 and $6,000 in taxable years be
ginning after December 3 I, 2002, and be
fore January 1. 20 11. 

Section 2 I (d) further limits the amount 
of cmployment-related expenses that may 
be taken into account in determining the 
credit to the lesser of the earned income 
of the taxpayer or the taxpayer's spouse (if 
any), The earned income for each month 
in which a taxpayer's spouse is a full-time 
student or incapable of self-care is deemed 
to be $200 (for one qualifying individual) 
0: MOO (for two or Illore qualifying indi
VIduals), increased to $250 and $500 for 
taxable years beginning after December 
31. 2002. and before January I. 20 II. 

Section 21 (b)(2) defi~es employ
ment-related expenses as amounts paid 



for household services and expenses for 
the care of a qualifying individual that en
able the taxpayer to be gainfully employed 
for any period for which there are one or 
more qualifying individuals with respect 
to the taxpayer. 

Explanation of Provisions 

I. Overview 

The proposed regulations incorporate 
many of the rules in the section 44A reg
ulations, but are renumbered, restructured, 
and revised to improve clarity. The pro
posed regulations reflect statutory amend
ments enacted since publication of the sec
tion 44A regulations. Accordingly, the 
proposed regulations include a change in 
the definition of a qualifying individual, a 
reduction in the maximum age of a qual
ifying child from under IS to under 13, 
and an increase in the maximum amount 
of creditable expenses and the monthly 
amount of deemed earned income of a 
spouse who is a full-time student or inca
pable of self-care for taxable years begin
ning after December 31, 2002, and before 
January I, 20 II. The proposed regulations 
provide additional rules that address sig
nificant issues that have arisen administra
tively since publication of the section 44A 
regulations and expand the number of ex
amples. The substantive revisions, addi
tions, and significant clarifications to the 
section 44A regulations are described be
low. 

2. Taxable Year of Credit 

Section 21 refers interchangeably to 
expenses "paid" by the taxpayer and ex
penses "incurred" by the taxpayer. Section 
1.44A-I(a)(3) reconciles this usc of var
ious tax accounting terms by providing 
that, regardless of the taxpaycr' s method 
of accounting, the credit is allowable 
only for expenses both "paid" during the 
taxable year and "incurred" during the 
taxable year or an earlier taxable year. The 
proposed regulations restate this rule in 
plain language and provide that the credit 
is allowable only in the taxable year in 
which the services are provided or the 
taxable year in which the expenses are 
paid, whichever is later, regardless of the 
taxpayer's method of accounting. 

3. Special Rule for Children ofSeparmed 
or Divorced Parents 

Section 21(e)(S) provides that, in the 
case of a child of divorced or separated 
parents, only the custodial parent may 
claim the credit, regardless of whether 
the noncustodial parent may claim the 
dependency exemption under section 
IS2(e). The proposed regulations define 
custodial parent consistently with section 
IS2(e)(3)(A) as the parent with whom the 
child shares the same principal place of 
abode for the greater portion of the calen
dar year. 

4. Employment-Related Expenses 

Under section 21(b)(2)(A), expenses 
are cmployment-related only if (1) the 
expenses are primarily for household 
services or for the care of a qualifying 
individual, and (2) the taxpayer's purpose 
in obtaining the services is to enable the 
taxpayer to be gainfully employed. 

a. Nature of the services provided 

(I) Expenses for nursery school and 
kindergarten 

The section 44A regulations provide 
that expenses are primarily for the care of a 
qualifying individual if the primary nature 
of the services is to ensure the qualifying 
individual's well-being and protection. 
Amounts paid for food, lodging, cloth
ing, or education are not for the care of a 
qualifying individual. However, if these 
services are incidental to and inseparably a 
part of the care of a qualifying individual. 
the entire amount of the expense is deemed 
to be for care. Section 1.44A-I(c)(3)(i). 

Section 1.44A-I(c)(3)(i) provides 
an example that concludes that the full 
amount paid to a nursery school is for the 
care of a qualifying child even though the 
school furnishes lunch and educational 
services. Although intended to illustrate 
the incidental services rule, the example 
assumes that expenses for nursery school 
are for care. Section 1.44A-l(c)(3)(i) also 
provides that expenses for education in the 
first or higher grade are not for the care of 
a qualifying individual. The section 44A 
regulations do not address expenses for 
kindergarten. 

The proposed regulations provide the 
rule that the expenses of pre-school or sim-

ilar programs below the kindergarten level 
are for care and may be employment-re
lated expenses, if otherwise qualified. al
though education may be a significant part 
of these programs. The proposed regula
tions clarify the existing rule that expenses 
for programs at the level of kindergarten 
and above, however, are primarily for ed
ucation and, therefore, are not employ
ment-related expenses. 

(2) Specialty day camps 

Section 21 (b)(2)(A) provides that ex
penses for overnight camps are not em
ployment-related expenses. Expenses for 
day camps may be employment-related ex
penses, if otherwise qualified. The IRS 
has received many inquiries about whether 
the cost of a day camp that specializes in a 
particular activity, such as soccer or com
puters, may be an employment-related ex
pense. To provide certainty for taxpayers 
and enhance administrability, the proposed 
regulations provide that the full amount 
paid for a day camp or similar program 
may be for the care of a qualifying indi
vidual although the camp specializes in a 
particular acti vity. 

(3) Transportation expenses 

Section 1.44A-I(c)(3)(i) provides that 
expenses for transportation of a qualifying 
individual between the taxpayer's house
hold and a place outside the taxpayer's 
household where care is provided are not 
for care. The proposed regulations pro
vide that the cost of transportation (such as 
transportation to a day camp or to an after
school program not on school premises) 
furnished by a dependent care provider 
may he an employment-related expense if 
all other applicable requirements are satis
fied. 

(4) Other expenses for care 

Section 1.44A-I (c)(1 )(i) provides that 
employment taxes that a taxpayer pays 
are employment-related expenses if the 
related wages are employment-related 
expenses. Rev. Rul. 76-288, 1976-2 
C.B. 83. holds that additional costs for a 
care provider's room and board are em
ployment-related expenses. The proposed 
regulations incorporate these rules. Addi
tionally, the proposed regulations clarify 
that indirect expenses such as application 
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and agency fees may be employment-re
lated expenses if the taxpayer is required 
to pay the expenses to obtain the care. 

h. EX{Jcnses 10 ('Iluhlc rhe ru.ljwyer ro he 

~uin/itllr clI/ployed 

Under section 2Hb)(2)(A). an expense 
may be an emplnyment-related expense 
only if its purpose is to enable the tax
payer to he gainfully employed. Section 
1..+.+A-\(c)( I )(i) provides that an expense 
mmt be incurred while the taxpayer is 
ga1l1fully employed or is in active search 
of gainful employment. An expense is 
not employment-related. however. merely 
hecame the services are provided while 
the taxpayer is employed. Rather. the pur
pose of the expense must be to enable the 
taxpayer to be gainfully employed. 

Re\'. Rul. 76-278. 1976-2 C.R 84. 
holds that expenses for dependent care ser
\ices during a taxpayer's 6-month absence 
from work due to illness do not qualify 
as employment-related expenses although 
the taxpayer was gainfully employed dur
ing that period. The expenses were not for 
the purpose of enabling the taxpayer to be 
gainfully employed because the expenses 
did not contribute to the taxpayer's abil
ity to be gainfully employed during the ab
sence. 

Section 1.44A-l (c)( I )( ii) provides that 
a taxpayer must allocate on a daily basis 
expenses that relate to a period during 
only part of which thc taxpayer is gain
fully employed or in search of gainful 
employment. The proposed regulations 
clarify how this rule applies to tempo
rary absences from work and part-time 
employment. The proposed regulations 
provide that. in general. dependent care 
expenses for a period in which the tax
payer is absent from work (whether paid 
Llr unpaid) 'Ire not employment-related 
expenses. However. for administrative 
convenience. short, temporary absences 
from work, such as for minor illness or va
cation. are disregarded for taxpayers who 
Illllst pay for dependent care expenses on 
a weekly or longer basis. Whether an 
ah~ence is short and temporary depends 
on the facts and circumstances. The IRS 
and the Treasury Department request com
Illents on appropriate periods to constitute 
temporary absence safe harbors. 

The propm.ed regulatiom provide that. 
in general. taxpayers who work part-time 
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must allocate expenses between days 
worked and days not worked. However, 
taxpayers who work part-time but are re
quired to pay for dependent care expenses 
on a weekly or longer basis arc not re
quired to allocate expenses between days 
worked and days not worked. 

5. /jmitatiolls all Amollllt Creditable 

a. Application of dollar limitation to two 
or more qualifying indil'iduals 

Under section 21 (c). the amount of em
ployment-related expenses that a taxpayer 
may take into account in any taxable year 
is $2,400 for one qualifying individual and 
$4.800 for more than one qualifying in
dividual (increased to $3.000 and $6,000 
for taxable years beginning after Decem
ber 31,2002, and before January 1, 201l). 
The proposed regulations clarify that a tax
payer may apply the limitation for two 
or more qualifying individuals in unequal 
proportions. Thus, if in taxable year 2004 
a taxpayer pays $4,000 of employment-re
lated expenses for the care of one child and 
$2,000 for another child, the taxpayer may 
take into account the full $6,000. 

b. Earned income limitation 

Section 21(d) provides that the amount 
of employment-related expenses that may 
be taken into account during any taxable 
year cannot exceed the taxpayer's earned 
income or. if married, the earned income 
of the taxpayer's spouse (whichever is 
less). A spouse who is a full-time student 
or is incapable of self-care is deemed to 
have earned income for each month of 
not less than $200 if there is one qualify
ing indi vidual or $400 if there are two or 
more qualifying individuals with respect 
to the taxpayer for the taxahle year. These 
amounts are increased. respectively, to 
$250 and $500 for taxable years begin
ning after Deeemher 31, 2002, and before 
January [,2011. 

Section 1.44A-2(b )(2) provides a def
inition of earned income that is similar 
to the definition under section 32 (relat
ing to the earned income credit) and the 
regulations thereunder. Since this regu
lation was issued, the section 32 defini
tion has changed several times. For ease 
of administration. the proposed regulations 
simplify the definition of earned income 

by cross-referencing the definition under 

section 32. 
Section 1.44A-2(b)(3)(ii) defines a 

full-time sflIlienr as a student pursuing a 
full-time course of study. \vhich cannot be 
exclusively at night. The proposed regu
lations delete the night school restriction. 

6. CO.lf o(Maillfilining (/ Household 

For taxable years beginning before Jan
uary 1. 2005. section 21 (a)( I) provides that 
the credit is available to a taxpayer who 
maintains a household that includes one 
or more qualifying individuals. For those 
years, section 21 (e)(l) provides that a tax
payer is treated as maintaining a household 
for any period only if over half the cost 
of maintaining the household is furnished 
by the taxpayer or by the taxpayer and 
spouse (if any). Section 1.44A-l (d)(3) de
fines cost of maintaining a household sub
stantially identically to the definition in 
§1.2-2(d) (relating to the head of house
hold filing status). For simplicity, the pro
posed regulations cross-reference to the 
definition of cost of maintaining a house
hold in § 1.2-2(d) without regard to the last 
sentence of that paragraph. In lieu of that 
sentence, the proposed regulations provide 
that, for purposes of section 21, the cost 
of maintaining a household does not in
clude the value of services performed in 
the household by the taxpayer or a quali
fying individual, or expenses paid or reim
bursed by another person. 

7. Principal Place of Abode 

For taxable years beginning after De
cember 31, 2004, the principal place of 
abode test statutorily replaces the main
taining a household test. Under section 
21 (b)( 1), a qualifying indi vidual must have 
the same principal place of abode as the 
taxpayer for more than one-half of the tax
able year. For simplicity, the proposed 
regulations provide that principal place of 
abode has the same meaning as in section 
152 and the regulations thereunder. 

8. Definition of Marital Status 

Under section 21(e)(2), the credit is al
lowed to married taxpayers only if they 
file a joint return. Section 21(e)(3) pro
vides that taxpayers who are legally sep
arated under a decree of divorce or sep
arate maintenance are not married. The 



proposed regulations, in general, adopt the 
rules of section 7703 and the regulations 
thereunder to determine whether taxpay
ers are married for purposes of section 21. 
However, to maintain continued consis
tency with section 21(e)(3), the proposed 
regulations provide, in addition, that tax
paycrs who are legally separated under a 
decree of divorce or separate maintenance 
are not married. 

9. Payments to Related Individuals 

Section 21(e)(6) provides that pay
ments to a taxpayer's dependent or child 
under age 19 do not qualify for the credit. 
Payments to a relative may qualify for the 
credit if the relative is not a dependent. 
The proposed regulations clarify that pay
ments to either the taxpayer's spouse or to 
a parent of the taxpayer's child who is not 
the taxpayer's spouse do not qualify for 
the credit. This rule is consistent with the 
requirement that a married couple must 
file a joint return to qualify for the credit, 
and with the principle that the tax treat
ment of a payment with respect to a child 
may be affected by an individual's under
lying legal obligation to the child. See 
section 21(e)(2); compare section 677(b). 

10. Proposed Effective Date 

The regulations are proposed to apply 
to taxable years ending after the date the 
regulations are published as final regula
tions in the Federal Register. However, 
taxpayers may apply the proposed regula
tions in taxable years for which the period 
oflimitation on credit or refund under sec
tion 6511 has not expired as of May 24, 
2006. 

11. Effect on Other Documents 

When finalized, the regulations would 
obsolete Rev. Rul. 76-278, 1976-2 CB. 
84, and Rev. Rul. 76-288, 1976-2 CB. 
83. 

Special Analyses 

This notice of proposed rulemaking is 
not a significant regulatory action as de
fined in Executive Order 12866. There
fore, a regulatory assessment is not re
quired. Section 553(b) of the Adminis
trative Procedure Act (5 U.S.C chapter 5) 
does not apply to these regulations. Be
cause the regulations do not impose a col-

lection of information on small entities, the 
Regulatory Flexibility Act (5 U.s.c. chap
ter 6) does not apply. Pursuant to section 
7805(f) of the Code, this notice of pro
posed rulemaking will be submitted to thc 
Chief Counsel for Advocacy of the Small 
Business Administration for comment on 
its impact on small business. 

Comments and Requests for Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, considera
tion will be given to any written (a signed 
original and 8 copies) or clcctronic com
ments that are submitted timely to the IRS. 
The IRS and Trcasury Department request 
comments on the clarity of the proposed 
rules and how they can be made easier to 
understand. All comments will be avail
able for public inspection and copying. 
A public hearing will be scheduled if re
quested in writing by any person who 
timely submits written comments. If a 
public hearing is scheduled, notice of the 
date, time, and place for the public hearing 
will be published in the Federal Register. 

Drafting Information 

The principal author of these proposed 
regulations is Warren Joseph of the Office 
of Associate Chief Counsel (Income Tax 
and Accounting). However, other person
nel from the IRS and Treasury Department 
participated in their development. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR parts I and 602 
are proposed to be amended as follows: 

PART I - INCOME TAXES 

Paragraph I. The authority citation for 
part 1 continues to read, in part, as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.21-1 also issued under 26 

U.s.c. 21 (f). 
Section 1.21-2 also issued under 26 

U.S.c. 21(f). 
Section 1.21-3 also issued under 26 

U.S.c. 21(f). 
Section 1.21-4 also issued under 26 

U.S.c. 21(f) * * * 

§1.21-1 [Redesignated] 

Par. 2. Section 1.21-1 is redesignated 
§ 1.1 5-1. 

Par. 3. Sections 1.21-1. 1.21-2, 
1.21-3, and 1.21-4 are added to read 
as follows: 

§1.21-1 Expenses for household (/nd 
dependent care sen'ices necessary for 
gainful emploYlIlenr. 

(a) In general. (I) Section 21 allows 
a credit to a taxpayer against the tax im
posed by chapter 1 for employment-related 
expenses for household services and care 
(as defined in paragraph (d) of this section) 
of a qualifying individual (as defined in 
paragraph (b) of this section). The purpose 
of the expenses must be to enable the tax
payer to be gainfully employed (as defined 
in paragraph (c) of this section). For tax
able years beginning after December 31, 
2004, a qualifying individual must have 
the same principal place of abode (as de
fined in paragraph (g) of this section) as 
the taxpayer for more than one-half of the 
taxable year. For taxable years beginning 
before January I, 2005, the taxpayer must 
maintain a household (as defined in para
graph (h) of this section) that includes onc 
or more qualifying individuals. 

(2) The amount of the credit is cqual to 
the applicable percentage of the employ
ment-related cxpcnscs that may be taken 
into account by the taxpayer during the 
taxablc year (but subject to the limits pre
scribed in § 1.21-2). Applicable percent
age means 35 percent reduced by I per
centage point for each $2,000 (or fraction 
thereof) by which the taxpayer's adjusted 
gross income for the taxable year exceeds 
$15,000, but not less than 20 percent. for 
example, if a taxpayer's adjusted gross in
come is $31,850, the applicable perccntage 
is 26 percent. 

(3) Expenses may he taken into ac
count, regardless of the taxpayer's method 
of accounting, only in the taxable year the 
services are provided or the taxable year 
the expen~es are paid, whichever is later. 

(4) The requirements of section 21 and 
§§ 1.21-1 through 1.21-4 are applied at the 
time the services are provided, regardless 
of when the expenses are paid. 

(b) Qualifying individual-( I) III gen
eral. For taxable years beginning after De
cember 31. 2004, a qualifying indi vidual 
is-
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(i) The taxpayer's dependent (who is 
a qualifying child within the meaning of 
section 152) who has not attained age 13; 

(ii) The taxpayer's dependent whu is 
physically or mentally incapable of self
care and who has the same principal place 
of aboue as the taxpayer for more than one
half of the taxable year: or 

(Iii) The taxpayer's spouse who is phys
ically or mentally incapable of self-care 
and \\ ho has the same principal abode as 
the taxpayer for more than one-half of the 
taxable year. 

(2) Taxable years beginning before Jan
/lary I. 2005. For taxable years beginning 
before January I. :W05. a qualifying indi
vidual is-

(i) The taxpayer's depcndent for whom 
the taxpayer is entitled to a deduction for 
a personal exemption under section 151 (c) 
and who is under age 13: 

(ii) The taxpayer's depcndent who is 
physically or mentally incapable of self
care: or 

(iii) The taxpayer's spouse who is phys
ically or mentally incapable of sclf-care. 

0) Qualification O/l a dai(v basis. The 
status of an individual as a qualifying indi
vidual is determined on a daily basis. An 
individual is not a qualifying individual on 
the day the status terminates. 

(4) Physical or mental incapacity. An 
individual is physically or mentally inca
pable of self-care if. as a result of a physi
calor mental defect, the individual is inca
pable of caring for the indi vidual's hygiene 
or nutritional nceds. or rcquires full-time 
attention of another person for the individ
ual's own safety or the safety of others. 
Thc inability of an individual to engage in 
any substantial gainful activity or to per
form the normal household functions of a 
homemaker or care for minor children by 
reason of a physical or mental condition 
does not of itself establish that the individ
ual is physically or mentally incapable of 
self-care. 

(5) Special test fiJI' dil'Orced or sepa
f(lIcd parcl/ls-(i) Scopc. This paragraph 
(b)( 5) applies to a child (as defined in sec
tioll 152( f)( I ) for taxable years beginning 
aftcr December 31, 2004. and in section 
15 I (c )13) for taxable years beginning be
fore January I. 20(5) who-

I A) h under age 13 or is physically or 
mentally incapable of self-care; 

I B) Recei\es oycr one-half of his or her 
,upport uunng the calendar year from one 
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or both parents who are divorced or legally 
separated under a decree of divorce or sep
arate maintenance or who are separated 
under a written separation agreement; and 

(C) Is in the custody of one or both par
ents for more than one-half of the calendar 
year. 

(ii) Custodial parent allowed the credit. 

A child to whom this paragraph (b)(5) 
applies is the qualifying individual of only 
one parent in any taxable year and is the 
qualifying child of the custodial parent 
even if the noncustodial parent may claim 
the dependency exemption for that child 
for that taxable year. See section 152(e). 
The custodial parent is the parcnt with 
whom a child shared the same principal 
place of abode for the greater portion of the 
calendar year. See section 152(e)(3)(A). 

(c) Gainful employment-( 1) In gen

eral. Expenses are employmcnt-related 
cxpenses only if they are for the purpose of 
enabling the taxpayer to be gainfully em
ployed. The expenses must be for the care 
of a qualifying individual or household ser
vices provided during periods in which the 
taxpayer is gainfully employed or is in ac
ti ve search of gainful employment. Em
p�oyment may consist of service within or 
outside the taxpayer's home and includes 
self-employment. An expense is not em
ployment-related merely because it is paid 
or incurred while the taxpayer is gainfully 
employed. The purpose of the expense 
must be to enable the taxpayer to be gain
fully employed. Whether the purpose of 
an expense is to enable the taxpayer to be 
gainfully employed depends on the facts 
and circumstances of the particular case. 
Work as a volunteer or for a nominal con
sideration is not gainful employment. 

(2) Determination of period ofemploy

ment on a daily basis-(i) In general. Ex
penses paid for a period during only part of 
which the taxpayer is gainfully employed 
or in acti vc search of gainful employment 
must be allocated on a daily basis. 

(ii) Exceptioll for short temporary ab

sences. A taxpayer who is gainfully em
ployed and who pays for dependent care 
expenses on a weekly, monthly, or an
nual basis is not required to allocate ex
penses during short, temporary absences 
from work, such as for vacation or minor 
illness. Whether an absence is a short. tem
porary absence is determined based on all 
the facts and circumstances. 

(i ii) Part-tillle employmellf. A taxpayer 
who is employed part-time generally must 
allocate expenses for dependent care be
tween days worked and days not worked. 
However. if a taxpayer employed part time 
is required to pay for dependent care on a 
periodic basis (such as weekly or monthly) 
that includes both days worked and days 
not worked. the taxpayer is not required to 
allocate the expenses. A day on which the 
taxpayer works at least 1 hour is a day of 
work. 

(3) Examples. The provisions of this 
paragraph (c) are illustrated by the follow
ing examples: 

Example I. B. the custodial parent Llf two qualify. 
ing children, hires a housekeeper for a monthly salary 
to care for the children while B is gainfully employed. 
B becomes III and as a result is absent from work for 
4 months. B continues to pay the housekeeper to care 
for the children while B is absent from work. Dur
ing this 4-month period. B performs no employment 
services, but receives payments under her employer', 
wage continuation plan. Although B may be can, 
sidered to be gainfully employed during her absence 
from work. the absence is not a short, temporary ab
sence within the meaning of paragraph (c)(2)(ii) of 
this section. and her payments for household and de
pendent care services during the period of illness are 
not for the purpose of enabling her to be gainfully 
employed. B's expenses are not employmenl-relaled 
expenses. and she may not take the expenses into ac
count under section 21. 

Example 2. C works 5 days per week and his 
chi Id attends a dependent care center (that complies 
with all state and local requirements) to enable C to 
be gainfully employed. The dependent care center 
requires payment for periods of no less than 1 week. 
C takes 2 days off from work as vacation days. Under 
paragraph (c)(2)(ii) of this section, C is absent from 
work on a shan, temporary basis, and is not required 
to allocate expenses between days working and days 
not working. The entire fee for that week may be an 
employment-related expense under section 21. 

Etample 3. D works 3 days per week and her 
child attends a dependent care center (that complies 
with all state and local requirements) 10 enable her 
to be gainfully employed. The dependent care cen
ter allows payment for any 3 days per week for $150 
or 5 days per week for $250. D enrolls her child 
for 5 days per week. Under paragraph (c)(2)(iii) of 
this section, D must allocate her expenses for depen
dent care between days worked and days not worked. 
Three-fifths of the $250. or $150 per week, may be 
an employment-related expense under section 21. 

Fxwnple 4. The fach are the same as in Example 

3, except that the dependent care center does not offer 
a 3-day option. The entire $250 weekly fee may be 
an employment-related expense under section 21. 

(d) Care of qualifying individual and 
household services-( I) In general. To 
qualify for the dependent care credit, ex
penses must be for thc care of a qualifying 
individual. Expenses are for the care of a 
qualifying individual if the primary func-



tion is to assure the individual's well-being 
and protection. Not all expenses relating to 
a qualifying indi vidual are provided for the 
individual's care. Amounts paid for food, 
lodging, clothing, or education are not for 
the care of a qualifying individual. If. how
ever, the care is provided in such a man
ner that the expenses cover other goods or 
services that are incidental to and insepa
rably a part of the care. the full amount is 
for care. 

(2) Allocation of expenses. If an cx
pense is partly for household services or 
for the care of a qualifying individual and 
partly for other goods or services, a rea
sonable allocation must be made. Only so 
much of the expense that is allocable to 
the household services or care of a quali
fying individual is an employment-related 
expense. An allocation must be made if a 
housekeeper or other domestic employee 
performs household duties and cares for 
the qualifying children of the taxpayer and 
also performs other services for the tax
payer. No allocation is required, howcvcr. 
if the expense for the other purpose is min
imal or insignificant or if an expense is 
partly attributable to the care of a qualify
ing individual and partly to household ser
vices. 

(3) Household services. Expenses for 
household services may be employment
related expenses if the services are pro
vided in connection with the care of a qual
ifying individual. The household services 
must be the performance in and about the 
taxpayer's home of ordinary and usual ser
vices necessary to the maintenance of the 
household and attributable to the care of 
the qualifying individual. Services of a 
housekeeper are household services within 
the meaning of this paragraph (d)(3) if part 
of those services is provided to the quali
fying individual. Such services as are pro
vided by chauffeurs, bartenders, or garden
ers are not household services. 

(4) Manner of providing care. The 
manner of providing the care need not be 
the least expensive alternative available to 
the taxpayer. The cost of a paid caregiver 
may be an expense for the care of a quali
fying individual even if another caregiver 
is available at no cost. 

(5) School or similar program. Ex
penses for a child in nurscry school, prc
school, or similar programs for children 
below the level of kindcrgarten are for the 
Care of a qualifying individual and may be 

employment-related expenses. Expenses 
for a child in kindergarten or a higher grade 
are not for the care of a qualifying individ
ual. However, expcnscs for before- or af
ter-school care of a child in kindergarten 
or a higher grade may be for the care of a 
qualifying individual. 

(6) Overnight camps. Expenses for 
overnight camps are not employment-rc
lated expcnses. 

(7) Dav camps. The cost of a day camp 
or similar program may be for the care of a 
qualifying individual and an employment
related expense, without allocation under 
paragraph (d)(2) of this section. evcn if 
the day camp specializes in a particular 
activity. 

(8) Transportation. The cost of trans
portation by a depcndent care provider of 
a qualifying individual to or from a place 
wherc care of that qualifying individual is 
provided may be for the care of the qualify
ing individual. The cost of transportation 
not provided by a dependent care provider 
is not for the care of the qualifying individ
ual. 

(9) Employment taxes. Taxes under sec
tion 3111 (relating to the Federal Insur
ance Contributions Act) and 3301 (relat
ing to the Federal Unemployment Tax Act) 
and similar state payroll taxes are employ
ment-related expenses if paid in respect 
of wages that are employment-related ex
penses. 

(10) Room and board. The additional 
cost of providing room and board for a 
caregiver over usual household expendi
tures may be an employment-related ex
pense. 

(11) Indirect expenses. Expenses that 
relate to but are not directly for the care 
of a qualifying individual, such as applica
tion fees, agency fees, and deposits. may 
be for the care of a qualifying individual 
and may be employment-related expenses 
if the taxpayer is requircd to pay the ex
penses to obtain the related care. However, 
forfeited deposits and other payments are 
not for the care of a qualifying individual 
if care is not provided. 

(12) Examples. The provisions of this 
paragraph (d) are illustrated by the follow
ing examples: 

Example I. To be gainfully employed. E sends 

his 3-year old child to a pre-school. The pre-school 

provides lunch and snacks. Under paragraph (d)( I) 

of this section. E is not reqUired to allocate expenses 

between care and the lunch and snacks because the 

lunch and snacks are incidental to and inseparably 

a part of the care. Therefore. E may treat the full 

amount paid to the pre-.school as for the care of hiS 
child. 

ExwlI{)le 2. F. a member of the armed forces. is 

ordered to a combat 7one. To he able to comply with 

the orders. F places her IO-year old child in hoarding 

school. The school provides education. meals. and 

housing to F's child in addition to care. Under para

graph (d)(2) of this section. F must allocate the cost 

of the boarding school between expenses for care and 

expenses for education and other services not consti

tuting care. Only the part of the cost of the boarding 

school that is for the care of F's child is an employ

ment-related expense under section 21. 

E.wmp{t' 3. To be gainfully employed. G em

ploys a full-time housekeeper to care for G's two chil

dren. aged 9 and 13 years. The housekeeper regularly 

performs household services of cleaning and cooking 

and drives G to and from G' s place of employment. a 

trip of 15 minutes each way. Under paragraph (d)(3) 

of this section. the chaulleur services arc not house

hold services. G is not required to allocate a portion 

of the expense of the housekeeper to the chauffeur 

services. however, because the chauffeur services are 

minimal and insignificant. Further. no allocation un

der paragraph (d)(2) of this section is required to de

termine the portion of the expenses attributable to the 

care of the 13-yearold child (not a qualifying individ

ual) because the household expenses are in part attrih

utable to the care of the 9-year old child. Accordingly. 

the entire expense of employing the housekeeper is 

an employment-related expense. The amount that G 

may take into account as an employment-related ex

pense under section 21. however. is limited to the 

amount allowable for one qualifying individual. 

Example 4. To be gainfully employed. H sends 

her 9-year old child to a summer day camp that spe

cializes in computer instruction and activities. Under 

paragraph (d)(7) of this section. the full cost of the 

summer day camp may be for care although it spe

cializes in a particular activity. computers. 

E.\Umple 5. In 2004. J pays a fee to an agency to 

obtain the services of an au pair to care for 1's qualify

ing children to enable J to be gainfully employed. The 

au pair begins caring for J"s children in 2005. Under 

paragraph (d)( III of this section. the fee paid in 2004 

may be an employment-related expense. However. 

under paragraph (a)(3) of this section. J may not take 

the expense into account under section 21 until 2005. 

when the au pair first provides the care. 

Example 6. K places a deposit with a pre-school 

to reserve a place for her child. K sends the child 

to another pre-school and forfeits the deposit. Under 

paraglaph (d)( III of this section. the forfeited deposit 

is not an employment-related expense. 

(e) Services outside the taxpayer's 
houselzold-( I} III general. The credit is 
allowable for expenses for services per
formed outside the taxpayer's household 
only if the care is for one or more qualify
ing individuals who are described in this 
section at-

(i) Paragraph (b)(1 )(i) or (b )(2)( i): or 
(ii Paragraph (b)(2}(ii) or (b}(2)(iii) and 

regularly spend at least 8 hours each day in 
thc taxpayer's household. 
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(2) Dependfllt ('{Ire cemers-( i) In gen

em/, The credit is allowable for services 
provided by a dependent care center only 
if-

(A I The center complies with all ap
plicable laws and regulations. if any. of a 
\tate or local government. such as state or 
local licensing requirements and building 
and fire code regulations: and 

(B) The requirements provided in this 
paragraph (e) are met. 

(ii) Defillition, The term dependellt 

clIre ('cllter means any facility that pro
vides full-time or part-time care for more 
than six individuals (other than individu
als who reside at the facility) on a regular 
basis during the taxpayer' s taxable year. 
and receives a fee. payment, or grant for 
providing services for the individuals (re
ganlless of whether the facility is operated 
for profit). For purposes of the preceding 
sentence, a facility is presumed to provide 
full-time or part-time care for six or fewer 
individuals on a regular basis during the 
taxpayer's taxable year if the facility has 
six or fewer individuals (including the 
taxpayer's qualifying individual) enrolled 
for full-time or part-time care on the day 
the qualifying individual is enrolled in the 
facility (or on the first day of the taxable 
year the qualifying individual attends the 
facility if the qualifying individual was 
enrolled in the facility in the preceding 
taxable year) unless the Internal Revenue 
Service demonstrates that the fa(;ility pro
vides full-time or part-time care for more 
than six individuals on a regular basis dur
ing the taxpayer's taxable year. 

(f) Reimhllrsed expeJ1ses. Employment
rclated expenses for which the taxpayer 
is reimbursed (for example, under a de
pendent care assistance program) may not 
be taken into account for purposes of the 
credit. 

(g) Principal place oj' aiJode, For pur
poses of this section. the term principal 
p/a('(' o( aliode has the same meaning as in 
,eclion 152 and the regulations thereunder. 

(h I Maintfllallce oj a hOllsehold-( I) 
/11 general. For taxable years begin
ning before January L 2005. the credit is 
<[yai/able only to taxpaycrs who maintain 
1ll1lhcholds that include one or more qual
If~ ing indi\ idlla" A taxpayer maintains 
a household for the taxable year (or lesser 
period I only if the taxpayer (and spouse, 
if applicallk I occupies the hou"ehold and 
furl11she, l)\ cr one-half of the cost for the 
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taxable year (or lesser period) of maintain
ing the household, The household must 
be the principal place of abode (within the 
meaning of section 152 and the regula
tions thereunder) for the taxable year of 
the taxpayer and the qualifying individual 
or individuals described in paragraph (b) 
of this section. 

(2) Cost oj'lIIaintaillillg a household, (i) 

Except as provided in paragraph (h)(2)(ii) 
of this section, for purposes of this section, 
the term cost qj'maintaining a household 

has the same meaning as in § I ,2-2(d) with
out regard to the last sentence thereof. 

(ii) The cost of maintaining a household 
does not include the value of services per
formed in the household by the taxpayer 
or by a qualifying individual described in 
paragraph (b) of this section or any ex
pense paid or reimbursed by another per
son. 

(3) Month!. .... proration of anllual costs. 
In determining the cost of maintaining a 
household for a period of less than a tax
able year. the cost for the entire taxable 
year must be prorated on the basis of the 
number of calendar months within that pe
riod, A period of less than a calendar 
month is treated as a full calendar month. 

(4) Two or more families, If two or 
more families occupy living quarters in 
common, each of the families is treated 
as maintaining a separate household, A 
taxpayer is maintaining a household if the 
taxpayer provides more than one-half of 
the cost of maintaining the separate house
hold. For example, if two unrelated tax
payers with their respective children oc
cupy living quarters in common and each 
taxpayer pays more than one-half of the 
household costs for each respective fam
ily, each taxpayer is treated as maintaining 
a household. 

(i) Reserved, 
(j) Expenses qualifying as medical ex

penses-( I) In general. A taxpayer may 
not take an amount into account as both 
an employment -related expense under sec
tion 21 and an expense for medical care un
der section 213, 

(2) Examples, The provisions of this 
paragraph U> are illustrated by the follow
ing examples: 

Example I, Dun ng 2004. L has $6.500 of em
ployment-related expense, for the care of his child 
who is physically incapable of self-care, The ex
penses are for scnices perfonned in L's how,ehold 
that also qualify as expenses for medical care under 
section 2 t 3. Of the total expem,es. L may take into 

accoullt )3.()()() under section 21, L mJY deduct the 
balance of Ihe expenses. or ~J.5(X), as e'>penses for 
medic'alc'are under sCc'liOll 21.' 1\) the extent the ex· 
penses c'>eecd 7.5 perc'ent of L's adiusted gross in

cnme-
E.ll/HIl'll' 2, The facts are the same as in Emili· 

pit' I. howcver, L first takes into account the $6,500 
of exp,mt's under ,(clion 2 D, L deducts $500 as 
an ('xpe,,," for medical carl', \\ hich IS the amount 11) 
which the expenses exc,ed 7j perc'ent of his adjmlcd 
gross income. L may not take into accolln! the $6'(KK) 

batance as employment-related expenses under ser· 
tion 21 becau~e he ha~ taken the full amount of the 
expenses 11110 acrount in computing the amount de· 
ductible under section 213, 

(k) Substantiatioll, A taxpayercIaiming 
a credit for employment-related expenses 
must maintain adequate records or other 
sufficient evidence to substantiate the ex
penses in accordance with section 6001 
and the regulations thereunder, 

(I) EjJectil'e date. This section and 
§§1.21-2 through 1.21-4 apply to taxable 
years ending after the datc these regula
tions are published as final regulations in 
the Federal Register, However, taxpay
ers may apply this section and §§1.21-2 
through 1.21-4 in taxable years for which 
the period of limitation on credit or refund 
under section 6511 has not expired as of 
May 24, 2006. 

§1.2 I -2 Limitations on amount credilable. 

(a) Annual dollar limitation, (1) The 
amount of employment-related expenses 
that may be taken into account under 
§1.21-I(a) for any taxable year cannot 
exceed-

(i) $2,400 ($3,000 for taxable years be
ginning after December 31, 2002, and be
fore January I, 20 II) if there is one qual
ifying individual with respect to the tax
payer at any time during the taxable year; 
or 

(ii) $4,800 ($6,000 for taxable years be
ginning after December 31, 2002, and be
fore January I, 2011) if there are two or 
more qualifying individuals with respect to 
the taxpayer at any time during the taxable 
year. 

(2) The amount dctermined under para
graph (a)( I) of this section is reduced by 
the aggregate amount excludable from 
gross income under section 129 for the 
taxable year. 

(3) A taxpayer may take into account 
the total amount of employment-related 
expenses that do not exceed the annual dol
lar limitation although the amount of em
ployment-related expenses attributable to 



one qualifying individual exceeds 50 per
cent of the limitation. For example, a tax
payer with expenses in 2004 of $4,000 for 
one qualifying individual and $1,500 for a 
second qualifying indi vidual may take into 
account the full $5,500. 

(4) A taxpayer is not required to pro
rate the annual dollar limitation if a quali
fying individual ceases to qualify (for ex
ample, by turning age 13) during the tax
able year. However, the taxpayer may take 
into account only expenses that qualify un
der §1.21-I(a)(3) before the disqualifying 
event. 

(b) Earned income limitatiol1-(l) 111 
general. The amount of employment-re
lated expenses that may bc taken into ac
count under section 21 for any taxable year 
cannot exceed-

(i) For a taxpayer who is not married at 
the close of the taxable year, the taxpayer's 
earned income for the taxable year; or 

(ii) For a taxpayer who is married at 
the close of the taxable year, the lesser of 
the taxpayer's earned income or the earned 
income of the taxpayer's spouse for the 
taxable year. 

(2) Determination of spouse. For pur
poses of this paragraph (b), a taxpayer 
must take into account only the earned in
come of a spouse to whom the taxpayer 
is married at the close of the taxable year. 
The spouse' s earned income for the entire 
taxable year is taken into account, how
ever, even though the taxpayer and the 
spouse were married for only part of the 
taxable year. The taxpayer is not required 
to take into account the earned income of a 
spouse who died or was divorced or sepa
rated from the taxpayer during the taxable 
year. See §1.21-3(b) for rules providing 
that certain married taxpayers legally sep
arated or living apart are treated as not mar
ried. 

(3) Definitioll of earned income. For 
purposes of this section, the term earned 
income has the same meaning as in section 
32(c)(2) and the regulations thereunder. 

(4) Attribution of earned income to stu
dellt or incapacitated spouse. (i) For pur
poses of this section, a spouse is deemed, 
for each month during which the spouse 
is a full-time student or is a qualifying 
individual described in § 1.21-1 (b)(1 )(iii) 
or § l.21-1(b)(2)(iii), to be gainfully em
ployed and to have earned income of not 
less than-

(A) $200 (5250 for taxable years begin
ning after December 31, 2002. and before 
January L 2011) if there is one qualifying 
individual with respect to the taxpayer at 
any time during the taxable year: or 

(B) $400 ($500 for taxable years be
ginning after December 31, 2002. and be
fore January L 2011) if there are two or 
more qualifying individuals with respect to 
the taxpayer at any time during the taxable 
year. 

(ii) For purposes of this paragraph 
(b)( 4), a full-time student is an individual 
who is enrolled at and attends an educa
tional institution during each of 5 calendar 
months of the taxpayer's taxable year for 
the number of course hours considered to 
be a full-time course of study. The en
rollment for 5 calendar months need not 
be consecutive. See section 152(f)(2) (for 
taxable years beginning after December 
31,2004), or section 151 (c)( 4) (for taxable 
years heginning before January L 2005), 
and the regulations thereunder. 

(iii) Earned income may be attributed 
under this paragraph (b)(4), in the case of 
any hushand and wife. to only one spouse 
in any month. 

(c) Examples. The provisions of this 
section are illustrated by the following ex
amples: 

Ewmpll' I. In 2004. M. who is married. pays em· 
ployment-related expenses of $5.000 for the care of 
one qualifying individual. M's earned income for the 

taxable year is $40.000 and her husband's earned in· 

come is $2.000. M did not exclude any dependent 
care assistance under section 129. Under paragraph 

(b)(1) of this section. M may take 1I1to account un· 

der section 21 only the amount of employment-re· 

lated expenses that does not exceed the lesser of her 
earned income or the earned income of her husband, 

or $2,000. 
Example 2. The facts are the same as in Ewmpll' 

1 except that M's husband is a full-time student for 9 

months of the taxable year and has no earned income. 
Under paragraph (h)(4) of this section. M's husband 

is deemed to have earned income of $2,250. M may 
lake into account 52,250 of employment-related ex

penses under section 21. 
Example 3. For all of 2004. N is a full·time stu

dent and O. N's husband, is an individual who is In· 

capable of self-care (as defined in * 121-1 (b HI Hiii)). 
Nand 0 have no earned income and pay expenses 
of $5,000 for O's care. Under paragraph (b)(·+) of 
this section, either N or 0 may be deemed to have 

$3.000 of earned income. However, earned income 

may be attributed to only one spouse under paragraph 

(b)(4)(iii) of this section. Under the limitation in 
paragraph (b)( I )Ili) of this section, the lesser of N's 

or O's earned income is zero. Nand 0 may not take 

the expenses into account under section 21 

(d) Cross-reference. For an additional 
limitation on the credit under section 21. 
see section 26. 

*1.21-3 Special rules appli('(lh/e to 
married taxpayers. 

(a) Joint retllm requirelllent. No credit 
is allowed under section 21 for taxpayer~ 
who are married (within the mcaning of 
section 7703 and the regulations thereun
der) at the elosc of the taxable year unless 
the taxpayer and spouse file a joint return 
for the taxable year. See section 6013 and 
the regulations thereunder relating to joint 
returns of income tax by husband and wife. 

(b) Taxpavers treated us not /lUI/Tied. 
The requirements of paragraph (a) of this 
section do not apply to a taxpayer who is 
legally separated under a decree of divorce 
or separate maintenance or who is treated 
as not married under section 7703( b ) and 
the regulations thereunder (relating to cer
tain married taxpayers living apart). A tax
payer who is treated as not married un
der this paragraph (h) is not required to 
take into account the earned income of the 
taxpayer's spouse for purposes of apply
ing the earned income limitation on the 
amount of employment-related expenses 
under § 1.21-2(b). 

(c) Death (dmalTied taxpaver. If a mar
ried taxpayer dies during the taxable year 
and the survivor may make a joint return 
with respect to the deceased spouse under 
section 60 13(a)(3). the credit is allowed for 
the year only if a joint return is made. If. 
however, the surviving spouse remarries 
before the end of the taxable year in which 
the deceased spouse dies, a credit may be 
allowed on the decedent spouse' s separate 
return. 

.9/.21-4 Payments to certain refuted 

indiFiduals. 

(a) In general. A credit is not allowed 
under section 21 for any amount paid by 
the taxpayer to an individual-

(1) For whom a deduction under sec
tion 151 (c) (rclating to deductions for per
sonal exemptions for dependents) is allow
able eithcrto the taxpayer or the taxpayer's 
spouse for the taxable year: 

(2) Who is a chile! of the taxpayer 
(within the meaning of section 152(f)( I) 
for taxable years heginning after Decem
ber 31. 2004, and section 151 (c I( 3) for 
taxable years beginning before January I, 
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200S) and i~ under age 19 at the close of 
the taxable year: 

(3) Who is the spouse of the taxpayer at 
any time during thc taxable year: or 

(.f) Who is thc parent of the tax
payer's child who is a qualifying indi
\'idual described in ~ 1.21-1 \ b hI )( i) or 
~1.21-1(b)(2)(i). 

(b) PUymCIlTS ro l)lIrtllcrsilips or oTher 
emiTics. In general. paragraph (a) of this 
section does not apply to scn'ices per
formed by partnerships or other entities. 
If. howe\'er. the partnership or other en
tity is established or maintained primarily 
to a\oid the application of paragraph (a) 
of this section to permit the taxpayer to 
claim the credit. for purposes of section 
21. the payments of employment-related 
expenses are treated as made directly to 
each partner or owner in proportion to that 
partner's or owner's ownership interest. 
Whether a partnership or other entity is 
established or maintained to a\'oid the ap
plication of paragraph (a) of this section is 
determined based on the facts and circum
stances. including whether the partnership 

CFR part or section where 
identified and described 

* * * * * 
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or other entity is established for the pri
mary purpose of caring for the taxpayer's 
qualifying individual or providing house
hold sen'ices to the taxpayer. 

(cl Ex({mples. The provisions of this 
section are illustrated by the following ex
ample,: 

£.1(//1/1'1" I. P pay, 55.0()O 10 hcr mother for tht' 
(.lrt' of P', 5-)ear old child Juring 200-l. The eX
pen,,,, nthelwi,e qualif) a' emplll) ment-rdated t'X
penses. p's mother is not her del'endcnt. P may take 
into Jccount under section 21 the Jmounts paid to her 
mother for the care of P's child. 

Example 2. Q. who is di\orced and has custody 
of hIS 5-year old child. pays $6.000 during 200-l to 
R. \\ho i, hi, ex-wife and the child', mother. for the 
care of the child. The expenses otherwise qualif~ 
as employment-related expenses. Under paragraph 
\aH-l) of this section. Q may not take into account 
LlnJer section 21 Ihe amounts paId to R because R is 
the child' smother. 

[wlllplf! 3. The facts are the same as in Example 
:'. except that R is notlhe motherofQ', child. Qmay 
take into account under section 21 the amounts paid 
to R. 

§§JA4A-I through 1.44A-4 [Removed] 

ACTION: Notice of proposed rulemaking 
by cross-reference to temporary regula
tions and notice of public hearing. 

SUMMARY: In this issue of the Bulletin. 
the IRS is issuing temporary regulations 
(T.D. 9262) concerning the application 
of section 199 of the Internal Revenue 
Code. which provides a deduction for in
come attributable to domestic production 
activities. to certain transactions involv
ing computer software. The text of those 
regulations also serves as the text of these 
proposed regulations. This document also 
provides notice of a public hearing on 
these proposed regulations. 

DATES: Written or electronic comments 
must be recei\Cd by August 30. 2006. Out
lines of topics to be discussed at the public 
hearing scheduled for Tuesday. August 29. 
2006. ;llllst be recei\'ed by August 8. 2006. 

Par. -+. Sections 1..f.fA-1. I.-WA-2. 
1 . .f.fA-3. and 1..f.fA~ are removed. 

§1.2U-J [Removed) 

Par. .s. Section 1.21.f-l is remo\'Cd. 

§§1.214A-l through 1.214A-5 
[Removed] 

Par. 6. Sections 1.21-+A-1. l.214A-2. 
1.214A-3. 1.21.fA~. and 1.214A-5 are 
remo\·ed. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 7. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.s.c. 7805. 
Par. 8. In §602.IO I. paragraph (b) is 

revised to remove entries as follows: 

§ 602,101 OM B C ollfroll1/1mbers. 

* * * * * 
(b) " * * 

Current OMB 
control No. 

1545-0068 
I 54S-0074 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-111578-06l. room 
5203, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washing
ton, DC 20044. Submissions may be 
hand delivered Monday through Friday 
between the hours of 8 a.m. and 4 p.m. 
to: CC:PA:LPD:PR (REG-I I 1 578-06l. 
Courier's Desk, Internal Revenue Service. 
1111 Constitution Avenue, NW, Wash
ington, DC. or sent electronically, via 
the IRS Internet site at H'H'W. irs.gov!regs 

or via the Federal eRulemaking Por
tal at Inl'll'.regu/uliolls.gol' (IRS -
REG-IIIS7R-06J. The public hearing 
will be held in the IRS Auditorium, Inter
nal Revenue Building. 1111 Constitution 
Avenue. N\V. Washington. DC. 

FOR FL'RTHER INFORMATION 
CONTACT: Concerning the regulations. 
Paul Handleman or Lauren Ross Taylor. 



(202) 622-3040; concerning submission 
of comments, the hearing, and/or to be 
placed on the building access list to at
tend the hearing, Richard A. Hurst, (202) 
622-7180 (not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Background 

Temporary regulations in this issue of 
the Bulletin amend the Income Tax Regu
lations (26 CFR Part 1) relating to section 
199. The temporary regulations provide 
guidance under section 199 for taxpayers 
providing computer software to customers 
for the customers' direct use while con
nected to the Internet. The text of those 
regulations also serves as the text of these 
proposed regulations. The preamble to the 
temporary regulations explains the amend
ments. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in Exec
utive Ordcr 12866. Therefore, a regula
tory assessment is not required. It also has 
been determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) does not apply to these reg
ulations, and because the regulations do 
not impose a collection of information on 
small entities, the Regulatory Flexibility 
Act (5 U.S.c. chapter 6) does not apply. 
Pursuant to section 7805(f) of the Inter
nal Revenue Code, this notice of proposed 
rulemaking will be submitted to the Chief 
Counsel for Advocacy of the Small Busi
ness Administration for comment on their 
impact on small business. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
will be given to any written comments 
(a signed original and eight (8) copies) 
or electronic comments that are submit
ted timely to the IRS. Comments are re
quested on all aspects of the proposed reg
ulations. In addition, the IRS and Trea
sury Department specifically request com
ments on the clarity of the proposed rules 
and how they can be made easier to under
stand. All comments will be available for 
public inspection and copying. 

A public hearing has been scheduled 
for Tuesday. August 29, 2006, at 10 a.m. 
in the IRS Auditorium, Internal Revcnue 
Building, 1111 Constitution Avenue, NW, 
Washington, DC. Due to building sccurity 
procedures, visitors must enter at the Con
stitution Avenue entrance. In addition, all 
visitors must present photo identification 
to enter the building. Because of access 
restrictions, visitors will not be admitted 
beyond the immediate entrance area more 
than 30 minutes before the hearing starts. 
For information about having your name 
placed on the building access list to attend 
the hearing, see the "FOR FURTHER IN
FORMATION CONTACT' section of this 
preamble. 

The rules of 26 CFR 601.601 (a)(3) ap
ply to the hearing. 

Persons who wish to present oral com
ments at the hearing must submit elec
tronic or written comments and an out
line of the topics to be discussed and the 
time to be devoted to each topic (a signed 
original and eight (8) copies) by August 
8, 2006. A pcriod of 10 minutes will be 
allotted to each person for making com
ments. An agenda showing the scheduling 
of the speakers will be prepared after the 
deadline for receiving outlines has passed. 
Copies of the agenda will be available free 
of charge at the hearing. 

Drafting Information 

The principal authors of these reg
ulations are Paul Handleman and 
Lauren Ross Taylor, Office of Associate 
Chief Counsel (Passthroughs and Special 
Industries), IRS. However, other person
nel from the IRS and Treasury Department 
participated in their development. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part 1 continues to read, in part as follows: 

Authority: 26 U.s.c. 7805 * * * 
Section 1.199-3 also issued under 26 

U.S.c. 199(d). * * * 
Section 1.199-8 also issued under 26 

U.S.c. 199(d). * * * 

Par. 2. Section 1.199-:\ is amended to 
read as follows: 

.~1.199-3 Domestic productiol/ gross 
rn·eipts. 

[The text of the amendments to this pro
posed section is the same as the text of 
§ 1.199-3T published elsewhere in this is
sue of the Bulletin.] 

Par. 3. Section 1.199-8 is amended to 
read as follows: 

091.199-8 Other rules. 

[The text of the amendments to this pro
posed section is the same as the text of 
§ 1.199-8T published elsewhere in this is
sue of the Bulletin.] 

Mark E. Matthews. 
Deputy Commissioner for 
Services and En{orcemellf. 

(Filed by the Office of the Federal Regi,ter on May 24. 2006, 
II :47 a.m .. and pubhshed in the i"ue of the Federal Register 
for June 1,2006.71 F.R. 31128) 

2006 Prevailing State 
Assumed Interest Rates; 
Correction 

Announcement 2006-35 

This announcement corrects an error in 
Rev. Rul. 2006-25 published in 2006-20 
I.R.B. On page 883 of 2006-20 I.R.B., 
the numbers listed for Schedule A are in
correct. The numbers presently read 5.75 
for guarantee durations of 10 or fewer 
years, 5.25 for guarantee durations of 
more than 10 years but not more than 20 
years, and 5.00 for guarantee durations 
of more than 20 years. These numbers 
would be correct if the table referenced 
nonforfeiture interest rates but are not 
the valuation interest rates intended to be 
listed in Schedule A. The correct numbers 
for valuation interest rates are 4.50 for 
guarantee durations of 10 or fewer years. 
4.25 for guarantee durations of more than 
10 years but not more than 20 years. and 
4.00 for guarantee durations of more than 
20 years. No other information in the 
revenue ruling is changed. 

DRAFTING INFORMATION 

The principal author of this revenue rul
ing is Ann H. Logan of the Office of Asso-
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DATES: This correction is effective Jan
uary 23. 2006. 

graph (a) (I) and adding the following sen

tence in its place to read as follows: 

ciate Chief Counsel (Financial Institutions 

and Products) For further informatIon re

garding thi, announcement. contact her at 

(202) 622-3970 (not a toll-free call). FOR FURTHER INFORMATION § 1.367( b)--6 Effectil'e dates alld 

CONTACT: Christopher Trump (202) coordillatioll rilles. 
622-3860 (not a toll-free number). 

Revision of Income Tax 
Regulations Under Sections 
367, 884, and 60388 Dealing 
With Statutory Mergers or 
Consolidations Under Section 
368(a)(1)(A) Involving One or 
More Foreign Corporations, 
and Guidance Necessary To 
Facilitate Business Electronic 
Filing Under Section 6038B; 
Correction 

Announcement 2006-38 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correcting amendment. 

SUMMARY: This document contains a 
correction to final regulations (T.D. 9243, 
2006-8 I.R.B. 475), that was published 
in the Federal Register on Thursday, 
January 26, 2006 (71 FR 4276). This 

SUPPLEMENTARY INFORMATION: 

Background 

The final regulation (TD. 9243) that is 
the subject of this correction is under sec

tion 367 of the Internal Revenue Code. 

Need for Correction 

As published, TD. 9243 contains an er
ror that may prove to be misleading and is 
in need of clarification. 

* * * * * 

Correction of Publication 

Accordingly, 26 CFR Part 1 is cor
rected by making the following correcting 
amendments: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 continues to read in part as follows: 

Authority: 26 USC 7805 * * * 

final regulation amends the income tax §1.367(b)-6 [Corrected] 
regulations under various provisions of 
the Internal Revenue Code to account for Par. 2. Section 1.367(b)-6 is amended 
statutory mergers and consolidations. by removing the third sentence of para-
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(a) * * * 
(1) * * * Section l.367(b)-4(b)(l)(ii) 

applies to all triangular reorganizations 
and reorganizations described in section 
368(a)( 1 )(G) and (a)(2)(D) occurring on 

or after January 23. 2006. although tax
payers may apply § 1.367(b)-4(b)(I )(ii) 
to triangular B reorganizations occurring 
on or after February 23, 2000, that is not 
closed by the period of limitations if done 
consistently with respect to all such trian
gular B reorganizations. * * * 

* * * * * 
Guy R. Traynor. 

Chief, Publications and 
Regulations Branch. 

Legal ProcessinR Division. 
Associate Chief Coul/sel 

(Procedure and Administration). 

(Filed by the Office of the Federal Register on May 15. 2IX16. 
8:45 a.m .. and published in the issue of the Federal Register 
for May 16. 2006.71 F.R. 28266) 



Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 199.-lncome 
Attributable to Domestic 
Production Activities 
26 CFR 1.199-1. lllcome atTriiJlI/nhle 10 domestic 
pmduction activities. 

10.9263 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Income Attributable to 
Domestic Production Activities 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains fi
nal regulations concerning the deduction 
for income attributable to domestic pro
duction acti vities under section 199 of the 
Internal Revenue Code. Section 199 was 
enacted as part of the American Jobs Cre
ation Act of 2004 (Act). The regulations 
will affect taxpayers engaged in certain do
mestic production activities. 

DATES: Effective Date: These regulations 
are effecti ve June 1, 2006. 

Date of Applicability: For date of appli
cability, see §§1.l99-8(i) and 1.199-9(k). 

FOR FURTHER INFORMATION 
CONTACT: Concerning § § l.l99-1, 
1.199-3, l.l99-6, and 1.199-8, 
Paul Handleman or Lauren Ross 
Taylor. (202) 622-3040; concern
ing §1.199-2. Alfred Kelley, (202) 
622-6040; concernIng §1.199-4(c) 
and (d), Richard Chewning, (202) 
622-3850; concerning all other pro
visions of § 1.199-4, Jeffery Mitchell, 
(202) 622-4970; concerning § 1.199-7, 
Ken Cohen, (202) 622-7790; concern
ing § 1.199-9, Martin Schaffer, (202) 
622-3080 (not toll-free numbers). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of infonnation con
tained in these final regulations has been 
reviewed and approved by the Office 
of Management and Budget in accor
dance with the Paperwork Reductiun Act 
(44 U.S.c. 3507) under control number 
1545-1966. Responses to this collec
tion of information are mandatory so that 
patrons of agricultural and horticultural 
cooperati ves may claim the section 199 
deduction. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
control number assigned by the Office of 
Management and Budget. 

The estimated annual burden per re
spondent varies from 15 minutes to 10 
hours, depending on individual circum
stances, with an estimated average of 3 
hours. 

Comments concerning the accuracy 
of this burden estimate and sugges
tions for reducing this burden should 
be sent to the Internal Revenue Service, 
Attn: IRS Reports Clearance Officer, 
SE:W:CAR:MP:T:T:SP, Washington, DC 
20224, and to the Office of Manage
ment and Budget, Attn: Desk Officer for 
the Department of the Treasury, Office 
of Information and Regulatory Affairs, 
Washington, DC 20503. 

Books or records relating to this cul
lection of information must be retained as 
long as their contents may become mate
rial in the administration of any internal 
revenue law. Generally, tax returns and tax 
return information are confidential. as re
quired by 26 U.S.c. 6103. 

Background 

This document amends 26 CFR part 
to provide rules relating to the deduc

tion for income attributable to domestic 
production activities under section 199 
of the Internal Revenue Code (Code). 
Section 199 was added to the Code by 
section 102 of the American Jobs Creation 

Act of 2004 (Public Law 108-357. 118 
Stat. 1418) (Act), and amended by ~ection 
403(a) of the Gulf Opportunity Zone Act 
of 2005 (Public Law 109-135, 119 Stat. 
25) (GOlA) and section 514 of the Tax 
Increase Prevention and Reconciliation 
Act of 2005 (Public Law 109-222, 120 
Stat. 345) (TIPRA). On January 19,2005, 
the IRS and Treasury Department i~slled 
Notice 2005-14, 2005-1 C.B. 498, provid
ing interim guidance on section 199. On 
November 4, 2005, the IRS and Treasury 
Department published in the Federal Reg
ister proposed regulations under section 
199 (REG-105847-0S, 2005-47 I.R.B. 
987 [70 FR 67220]) (proposed regula
tions). On January II. 2006, the IRS and 
Treasury Department held a public hearing 
on the proposed regulations. Written and 
electronic comments responding to the 
proposed regulations were received. This 
preamble describes thc most significant 
comments received by the IRS and Trea
sury Department. Because of the large 
volume of comments received, however, 
the IRS and Treasury Department arc not 
able to address all of the comments in this 
preamble. After consideration of all of 
the comments, the proposed regulations 
are adopted as amended by this Trea
sury decision. Contemporaneous with 
the publication of these final regulations, 
temporary (T.D. 9262, 2006-24 I.R.B. 
1040) and proposed (REG-I I 1578-06, 
2006-24 I.R.B. 1060) regulations have 
been puhlished involving the treatment 
under section 199 of computer software 
provided to customers over the Internet. 

General Ol'erl'iew 

Section 199(a)( 1) allows a deduction 
equal to 9 percent (3 percent in the case of 
taxable years beginning in 2005 or 2006, 
and 6 percent in the case of taxable years 
beginning in 2007, 2008, or 20(9) of the 
lesser of (A) the qualified production ac
tivities income (OPAl) of the taxpayer for 
the taxable year. or (8) taxable income (de
termined without regard to section 199) for 
the taxable year (or. in the case of an inlli
vidual, adjusted gross income (AG!). 

Section 199( b)( I) limih the deduction 
for a taxable year to 50 percent of the W-2 
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wage, p:lid by the taxpayer during the cal
enuar year that end~ in such taxable year. 
For thi~ purpose. section 199(b)(2) defines 
the term w-.: \\"ages to mean. with respect 
to any person for any taxable year of such 
person. the sum of the amounts described 
in section 6051(a)(3) and (X) paid by such 
person with respect to employment of em
ployees by sllch person during the calen
dar year ending during such taxable year. 
The term W-2 wages does not include any 
amount that is not properly included in a 
return filed with the Social Security Ad
ministration on or before the 60th day after 
the due date (including extensions) for the 
return. Section 199(b)(3) provides that the 
Secretary shall prescribe rules for the ap
pi ication of section 199(b) in the case of an 
acquisition or disposition of a major por
tion of either a trade or business or a sep
arate unit of a trade or business during the 
taxable year. 

Section 514(a) of TIPRA amended sec
tion 199(b)(2) by excluding from the term 
W-2 )\'ages any amount that is not prop
erly allocable to domestic production gross 
receipts (DPGR) for purposes of section 
199(c)(l). The IRS and Treasury Depart
ment plan on issuing regulations on the 
amendments madc to section 199(b )(2) by 
section 514 of TIPRA. 

Qualified Productio/l Activities Income 

Section 199( c)( I) defines QPAI for any 
taxable year as an amount equal to the ex
L'ess (if any) of (A) the taxpayer's DPGR 
for such taxable year. over (8) the sum of 
(i) the cost of goods sold (CGS) that are al
locable to such receipts; and (ii) other ex
pcnscs, losses, or deductions (other than 
the deduction under section 199) that are 
properly allocable to such receipts. 

Section 199( c)(2) provides that the Sec
retary shall prescribe rules fOf the proper 
allocation of items described in section 
199(c)( I) for purposes of determining 
QPAI. Such rules shall provide for the 
proper allocation of items whether Of not 
,uch items are directly allocable to DPGR. 

Section 199(c )(.3) provides special fules 
fur determining costs in computing QPAI. 
l'nder these special rules. any item or 
,cnicc brought into the United States is 
treated as acquired hy purchase. and its 
ell,t is treated as not less than its value im
mediatel" after it enters the United States. 
A similar rule applies in determining the 
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adjusted basis of leased or rented prop
erty when the lease or rental gives rise to 
DPGR. If the property has been exported 
by the taxpayer for further manufacture, 
the increase in cost or adjusted basis 
must not exceed the difference bctween 
the value of the property when exported 
and its value when brought back into the 
United States after further manufacture. 

Section 199(c)(4)(A) defines DPGR to 
mean the taxpayer's gross receipts that are 
derived from: (i) any lease. rental, license. 
sale, exchange, or other disposition of 
(1) qualifying production propel1y (QPP) 
that was manufactured, produced. grown, 
or extracted (MPGE) by the taxpayer in 
whole or in significant part within the 
United States; (II) any qualified film pro
duced by the taxpayer; or (III) electricity, 
natural gas, or potable water (collectively, 
utilities) produced by the taxpayer in the 
United States; (ii) in the ease of a taxpayer 
engaged in the active conduct of a con
struction trade or business, construction 
of real property performed in the United 
States by the taxpayer in the ordinary 
course of such trade or business; or (iii) in 
the case of a taxpayer engaged in the active 
conduct of an engineering or architectural 
services trade or business, engineering 
or architectural services performed in the 
United States by the taxpayer in the ordi
nary course of such trade or business with 
respect to the construction of real property 
in the United States. 

Section 199( c)( 4 )(8) excepts from 
DPGR gross receipts of the taxpayer that 
are derived from: (i) the sale of food and 
beverages prepared by the taxpayer at a 
retail establishment; (ii) the transmission 
or distribution of utilities; or (iii) the lease, 
rentaL license, sale, exchange, or other 
disposition of land. 

Section 199(c )(4 )(C) provides that 
gross receipts derived from the manufac
ture or production of any property de
scribed in section 199(c)(4)(A)(i)(I) shall 
be treated as meeting the requirements of 
section 199(c)(4)(A)(i) if (i) such prop
erty is manufactured or produced by the 
taxpayer pursuant to a contract with the 
Federal Government, and (ii) the Federal 
Acquisition Regulation requires that title 
or risk of loss with respect to such property 
be transferred to the Federal Government 
before the manufacture or production of 
such property is complete. 

Section J99( el( 4)( D) pro\" ides that for 
purposes of section 199(c)H), if all of the 
interests in the capilal and profits of a part
nership are owned by members of a sin
gle expanded affiliated group (EAG) at all 
times during the taxable year of such part
nership. the partnership and all members 
of such group shall he treated as a single 
taxpayer during such period. 

Section 199( c )(5) dcfines QPP to mean: 
(A) tangible personal property; (B) any 
computer software; ami (C) any property 
described in section 168(f)( 4 ) (certain 
sound recordings). 

Section 199(c)(6) defines a qualified 
film to mean any property described in 
section 168(f)(3) if not less than 50 per
cent of the total compensation relating to 
production of the property is compensation 
for services performed in the United States 
by actors, production personnel, directors. 
and producers. The term does not include 
property with respect to which records 
are required to be maintained under 18 
U.S.c. 2257 (generally, films, videotapes, 
or other matter that depict actual sexually 
explicit conduct and are produced in whole 
or in part with materials that have been 
mailed or shipped in interstate or foreign 
commerce, or are shipped or transported 
or are intended for shipment or transporta
tion in interstate or foreign commerce). 

Section 199(c)(7) provides that DPGR 
does not include any gross receipts of the 
taxpayer derived from property leased, li
censed, or rented by the taxpayer for use 
by any related person. However, DPGR 
may include such property if the property 
is held for sublease, sublicense, or rent, or 
is subleased, sublicensed, or rented, by the 
related person to an unrelated person for 
the ultimate use of the unrelated person. 
See footnote 29 of H.R. Conf. Rep. No. 
755, 1081h Congo 2d Sess. 260 (2004) 
(Confcrence Report). A person is treated 
as related to another person ifboth persons 
are treated as a single employer under ei
ther section 52(a) or (b) (without regard to 
section 1563(b)), or section 414(m) or (0). 

Pass-thru Entities 

Section 199(d)( l)(A) provides that, in 
the case of a partncrship or S corpora
tion, (i) section 199 shall be applied at the 
partner or shareholder leveL (ii) each part
ner or shareholder shall take into account 
such person's allocable share of each item 



described in section 199(c)(l)(A) or (8) 

(determined without regard to whether the 
items described in section 199(c)( I )(A) 
exceed the items described in section 
199(c)(l)(B», and (iii) each partner or 
shareholder shall be treated for purposes 
of section 199(b) as having W-2 wages 
for the taxable year in an amount equal 
to the lesser of (1) such person's allocahle 
share of the W-2 wages of the partnership 
or S corporation for the taxable year (as 
determined under regulations prescribed 
by the Secretary), or (II) 2 times 9 percent 
(3 percent in the case of taxable years 
beginning in 2005 or 2006, and 6 percent 
in the case of taxablc ycars beginning in 
2007, 2008, or 2009) of so much of such 
person's QPAI as is attributable to itcms 
allocated under section 199(d)( I )(A)(ii) 
for the taxable year. 

Section 514(b) of TlPRA amended 
section 199(d)(l )(A)(iii) to provide in
stead that each partner or shareholder 
shall be treated for purposes of section 
199(b) as having W-2 wages for the 
taxable year equal to such person's al
locable share of the W-2 wages of the 
partnership or S corporation for the tax
able year (as determined under regulations 
prescribed by the Secretary). The IRS 
and Treasury Department plan on issuing 
regulations on the amendments made to 
section 199(d)(l)(A)(iii) by section 514 of 
TIPRA. 

Section 199(d)(l )(B) providcs that, in 
the case of a trust or estate, (i) the items 
referred to in section 199(d)(l )(A)(ii) (as 
determined therein) and the W-2 wages 
of the trust or estate for the taxahle year, 
shall be apportioned between the benefi
ciaries and the fiduciary (and among the 
beneficiaries) under regulations prescribed 
by the Secretary, and (ii) for purposes of 
section 199(d)(2), AGI of the trust or es
tate shall be determined as provided in sec
tion 67(e) with the adjustments described 
in such paragraph. 

Section I 99(d)(l )(e) provides that the 
Secretary may prescribe rules requiring 
or restricting the allocation of items and 
wages under section 199(d)(l) and may 
prescribc such reporting requirements as 
the Secretary determines appropriate. 

Individuals 

In the casc of an individuaL sec
tion 199(d)(2) provides that the deduc-

tion is equal to the applicable percent 
of the lesser of the taxpayer's (A) QPAI 
for the taxable year, or (8) AU I for the 
taxable year determined after applying 
sections R6, 135. 13 7, 219. 221. 222, and 
469, and without regard to section 199. 

Patrons of" Certain Coopcrutil·e.1 

Scction 199(d)(3 )(A) provides that any 
person who receives a qualified payment 
from a spccificd agricultural or horticul
tural cooperative shall be allowed for the 
taxable year in which such payment is re
ceived a deduction under section 199(a) 
equal to the p0l1ion of the deduction al
lowed under section 199(a) to such coop
erative which is (i) allowed with respect to 
the portion of the QPAI to which such pay
ment is attributable, and (ii) identified by 
such cooperative in a written notice mailed 
to such person during the payment period 
described in section 1382( d). 

Section 199(d)(3)(B) provides that the 
taxable income of a specified agricultural 
or horticultural cooperative shall not be re
duccd under section 1382 by reason of that 
portion of any qualified payment as does 
not exceed the deduction allowable under 
section 199(d)(3)(A) with respect to such 
payment. 

Section 199(d)(3)(C) provides that, for 
purposes of section 199. the taxable in
come of a specified agricultural or hor
ticultural cooperative shall he computed 
without regard to any deduction allowable 
under section 13R2(b) or (c) (relating to pa
tronage dividends, per-unit retain alloca
tions, and non patronage distributions). 

Section 199( d)(3 )(0) provides that. 
for purposes of section 199. a specified 
agricultural or horticultural cooperative 
described in section 199(d)(3)(F)(ii) shall 
be trcated as having MPGE in whole or 
in significant part any QPP marketed by 
thc organization that its patrons have so 

MPGE. 
Section 199(d)(3)(E) provides that. for 

purposes of section 199(d)(3), the term 
qualified paymcnt means, with respect 
to any person, any amount that (i) is de
scribed in section 13R5(a)(l) or (3). (ii) is 
received by such person from a specified 
agricultural or horticultural cooperative, 
and (iii) is attributable to QPAI with re
spect to which a deduction is allowed to 
such cooperative under section 199(a). 

Section 199Id)(3)(F) prO\ides that. for 
purposes of section 199( d )13 L the term 
specified (/griclIltllral or flO/ticlIltliral C()

operati\'e means an organization to which 
part I of subchapter T applies that is en
gaged (i) in the MPGE in whole or in sig
nificant part of any agricultural or horti
cultural product. or (ii) in the marketing of 
agricultural or horticultural products. 

Expanded Affiliated Groll!) 

Section 199(d)(4)(A) provides that all 
members of an EAG are treated as a single 
corporation for purposes of section 199. 
Section 199(d)(4)(8) provides that an 
EAG is an affiliated group as defined in 
section 1504(a). determined by substitut
ing '"more than 50 percent" for "at least 80 
percent" each place it appears and withllut 
regard to section 1504(b)(2) and (4). 

Section 199(d)(4)(C) provides that. ex
ccpt as providcd in regulations, thc sec
tion 199 deduction is allocated among the 
members of the EAG in proportion to each 
member's respective amount (if any) of 
QPAl. 

Trade or Busincss Reqllirelllcllf 

Section I 99(d)(5 ) provides that sec
tion 199 is applied by taking into account 
only items that are attributahle to the ac
tual conduct of a trade or business. 

Altematil'c MinilllulII Tax 

Section 199(d)(6) providcs that. for 
purposes of determining the alternative 
minimum taxable income under section 
55, (Aj QPAI shall be determined without 
regard to any adjustmcnts under sections 
56 through 59. and (B) in the case of a 
corporation. section 199( a)(!)( B) shall 
be applied by substituting "alternative 
minimum taxable income" for "taxable 
income." 

Unrclated Busincss Taxahle IIlCOllle 

Section 199( d)(7) provides that. for 
purposes of determining the tax imposed 
by section 511, section 199(a)( 1)( B) shall 
be applied by substituting "unrelated 
business taxable income" for "taxahle in
come." 
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Aut/wrin' TO Prescribe Regrdarilllls 

Section 199(d)(S) authorizes the Secre
tary to prescribe such regulations as are 
nece~~ary to carry out the purposes of sec
tion 11)9. including regulations that pre
\'(!nt more than one taxrayer from being al
lowed a deduction under section 199 with 
respect to any activity described in section 
IlJlJ( c)(.f)( A)( i). 

The effective date of section 199 in 
section 102(e) of the Act was amended 
hy section 403(a)( 19) of the GOZA. Sec
tion I 02( e)( I) of the Act provides that the 
amendments made by section 102 of the 
Act shall apply to taxable years begin
ning after December 31. 2004. Section 
I02(e)(2) of the Act provides that. in de
termining the deduction under section 199. 
items arising from a taxable year of a part
nership, S corporation. estate. or trust be
ginning before January I. 2005. shall not 
be taken into account for purposes of sec
tion 199(d)(l). Section 514(c) of TIPRA 
pro\'idcs that the amendments made by 
section 514 apply to taxable years begin
ning after May 17, 2006. the enactment 
date of TIPRA. 

Summary of Comments and 
Explanation of Provisions 

Taxable Illcome 

The section 199 deduction is not taken 
into account in computing any net operat
ing luss (NOL) or the amount of any NOL 
GlITyhack or carryover. Thus. except as 
otherwise provided in §1.199-7(c)(2) of 
the final regulations (concerning the por
tion of a scction 199 dcduction allocated 
to a member of an EAG). the section 199 
dedlH:tion cannot create, or increase, the 
amount of an NOL dcduction. 

For purposes of section 199(a)(1 )(B), 
taxable income is determined without re
gard to section (91) and without rcgard 
to any amount excluded from gross in
l'ome pun,uant to ~ection 114 of the Code 
or pursuant to section lOl(d) of the Act. 
Thu~. any extraten'itorial income exclu
,IOn or amount excluded from gross in
come pursuant to section 10 I (d) of the Act 
dlles not reduce taxable income for pur
po,c, of ,cclion 199( a)( I )( B). even thou ah 

c 
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such excluded amounts are taken into ac
count in determining QPAI. 

Wage Limitation 

The final regulations give the Secretary 
authority to provide for methods of cal
culating W-2 wages. Contemporaneous 
with the publication of these final reou
lations, Rev. Proc. 2006-22, 2006~23 
I.R.B. 1033. has been published and pro
vides for taxable years beginning on or be
fore May 17. 2006. the enactment date of 
TIPRA. the same three methods of calcu
lating W-2 wages as were contained in 
Notice 2005-14 and the proposed regula
tions. It is expected that any new revenue 
procedure applicable for taxable years be
ginning after May 17, 2006. will contain 
methods for calculating W-2 wages sim
ilar to the three methods in Rcv. Proc. 
2006-22. The methods are included in 
a revenue procedure rather than the final 
regulations so that if changes are made to 
Form W-2, "Wage and Tax Statement." a 
new revenue procedure can be issued re
flecting those changes more promptly than 
an amendment to the final regulations. 

Taxpayers have inquired whether remu
neration paid to employees for domestic 
services in a private home of the employer. 
which remuneration may be reported on 
Schedule H (Form 1040). "Household 
Emplovmellt Taxes." or, under certain 
conditions, on Form 941. "Employer's 
QUARTERLY Federal Tax Return." are in
cluded in W-2 wages. Such remuneration 
is generally excepted from wages for in
come tax withholding purposes by section 
3401(a)(3) of the Code. Section 199(b)(5) 
provides that section 199 shall be applied 
by only taking into account items that are 
attributable to the actual conduct of a trade 
or business. Payments to employees of a 
taxpayer for domestic services in a private 
home of the taxpayer are not attributable 
to the actual conduct of a trade or business 
of the taxpayer. Accordingly, such pay
ments are not included in W-2 wages for 
purposes of section 199(b )(2). 

The IRS and Treasury Department have 
also received numerous inquiries concern
ing whether amounts paid to workers who 
receive Forms W-2 from professional em
ployer organizations (PEOs), or employee 
leasing firms. may be included in the W-2 
wages of the clients of the PEOs or em
ployee leasing firms. In order for wages 

reported on a Form W-2 to be included 
in the determination of W-2 wages of a 
taxpayer. the Fonn W-2 must be for em
ployment by the taxpayer. Employees of 
the taxpayer are defined in ~ I. I 99-2(a)( I) 
of the final regulations as including only 
common law employees of the taxpayer 
and officers of a corporate taxpayer. Thus. 
the issue of whether the payments to the 
employees are included in W-2 wages de
pends on an application of the common 
law rules in determining whether the PEO. 
the employee leasing firm. or the client 
is the employer of the worker. As noted 
in § 1.199-2(a)(2) of the final regulations. 
taxpayers may take into account wages re
ported on Forms W -2 issued by oth~r par
ties provided that the wages reported on 
the Forms W-2 were paid to employees of 
the taxpayer for employment by the tax
payer. However. with respect to individu
als who taxpayers assert are their common 
law employees for purposes of section 199, 
taxpayers are reminded of their duty to file 
returns and apply the tax law on a consis
tent basis. 

Commentators also raised the issue of 
whether an individual filing as part of a 
joint return may include wages paid by his 
or her spouse to employees of his or her 
spouse in determining the amount of the 
indi vidual's W -2 wages for purposes of 
the section 199 deduction. The example 
given was an individual who had a trade 
or business reported on Schedule C (Fonn 
1040) with QPAI but no W-2 wages, and 
the individual's spouse had W-2 wages 
in a second trade or business reported on 
Schedule C (Form 1040) but no QPAI. 
Section 1.199-2(a)(4) of the final regu
lations provides that married individuals 
who file a joint return are treated as one 
taxpayer for purposes of determining W-2 
wages. Therefore, an individual filing as 
part of a joint return may take into ac
count wages paid to employees of his or 
her spouse in determining the amount of 
W-2 wages provided the wages are paid 
in a trade or business of the spouse and the 
other requirements of the final regulations 
are met. [n contrast, if the taxpayer and the 
taxpayer's spouse file separate returns. the 
~axpayer may not use the spouse's wages 
III determining the taxpayer's W-2 wages 
for purposes of the taxpayer's section 199 
deduction because they are not considered 
one taxpayer. 



Domestic Production Gross Receipts 

Commentators suggested that rules 
similar to the de minimis rules provided 
in §§1.l99-l(d)(2) (gross receipts alloca
tion), 1.199-3(h)(4) (embedded services), 
1.199-3(1)(1 )(ii) (construction services), 
and 1.199-3(m)( 4) (engineering or archi
tectural services) of the proposed regula
tions, under which taxpayers may treat de 
minimis amounts of non-DPGR as DPGR, 
should be available in the opposite situ
ation. Thus, for example, if a taxpayer's 
gross receipts that are allocable to DPGR 
are less than 5 percent of its overall gross 
receipts for the taxable year, the commen
tators suggested that the final regulations 
allow the taxpayer to treat those gross 
receipts as non-DPGR. The IRS and Trea
sury Department agree with this sugges
tion, and the final regulations provide such 
rules for the provisions discussed above 
as well as under §1.199-3(l)(4)(iv)(B) for 
utilities. 

Several comments were received re
garding the burden imposed by the re
quirement in the proposed regulations that 
QPAI be computed on an item-by-item 
basis (rather than on a division-by-di
vision, or product line-by-product line 
basis). Several commentators urged the 
IRS and Treasury Department to limit 
the item-by-item standard to the require
ments of § 1.199-3 in determining DPGR 
(that is, the lease, rental, license, sale, 
exchange, or other disposition require
ment, the in-whole-or-in-significant-part 
requirement, etc.). Specifically, the com
mentators argued that the itcm-by-item 
standard is inconsistent with the cost al
location methods provided in § 1.199-4. 
The IRS and Treasury Department agree 
with this comment. Therefore, the final 
regulations clarify that the item-by-item 
standard applies solely for purposes of 
the requirements of § 1.199-3 noted above 
in determining whether the gross receipts 
derived from an item are DPGR. The final 
regulations also provide that a taxpayer 
must determine, using any reasonable 
method that is satisfactory to the Secretary 
based on all of the facts and circumstances, 
whether gross receipts qualify as DPGR 
on an item-by-item basis. 

The proposed regulations provide that 
an item is defined as the property offered 
for lease, rental, license, sale, exchange or 
other disposition to customers that meets 

the requirements of section 199. The pro
posed regulations also provide several ex
amples to illustrate this rule. Some com
mentators observed that the examples in
volving a manufacturer of toy cars that 
sold the cars to toy stores appear to im
ply that, in the case of property offered 
for lease, rental, license, sale, exchange 
or other disposition by a wholesaler, the 
item is defined with reference to the prop
erty offered for sale to retail consumers by 
the wholesaler's customer. The rules for 
defining an item, and the related exam
ples, have been clarified in the final reg
ulations to provide that an item is defined 
with reference to the property offered by 
the taxpayer for lease, rental, license, sale, 
exchange or other disposition to the tax
payer's customers in the normal course of 
the taxpayer's business, whether the tax
payer is a wholesaler or a retailer. 

The proposed regulations provide that, 
if the property offered for lease, rental, 
license, sale, exchange or other disposi
tion by the taxpayer does not meet the re
quirements of section 199, then the tax
payer must treat as the item any portion 
of that property that does meet those re
quirements. In a case where two or more 
portions of the property meet the require
ments of section 199, commentators in
quired whether the two or more portions 
are properly treated as a single item or 
as two or more items. The final regu
lations generally are consistent with the 
rules of the proposed regulations, and pro
vide that if the gross receipts derived from 
the lease, rental, license, sale, exchange or 
other disposition of the property offered in 
the normal course of a taxpayer's business 
do not qualify as DPGR, then any com
ponent of such property is treated as the 
item, provided the gross receipts attribut
able to the component qualify as DPGR. 
Allowing more than one component to be 
treated as a single item would effectively 
permit taxpayers to define an item as any 
combination of components that, in the ag
gregate, meets the requirements of section 
199, a result that the IRS and Treasury De
partment believe could lead to significant 
distortions. Thus, the IRS and Treasury 
Department believe that treating two or 
more components of the property offered 
for lease, rental, license, sale, exchange or 
other disposition by the taxpayer as sepa
rate items is the appropriate result. The fi
nal regulations clarify that. if the property 

otfered for lease, rental. license, sale, ex
change or other disposition by the taxpayer 
does not meet the requirements of section 
199, then each component that meets the 
requirements of § 1.199-3 must be treated 
as a separate item and such component 
may not be combined with a component 
that does not meet the requirements to be 
treated as an item. The final regulations 
provide examples illustrating this rule. It 
follows that the de minimis rule for embed
ded services and nonqualifying property, 
as well as any other de minimis exception 
that is applied at the item level, must be ap
plied separately to each component of the 
property that is treated as a separate item. 

The proposed regulations provide that 
gross receipts derived from a lease, rental. 
license, sale, exchange or other dispo
sition of qualifying property constitute 
DPGR even if the taxpayer has already 
recognized gross receipts from a previous 
lease, rental, license, sale, exchange or 
other disposition of the property. The IRS 
and Treasury Department recognize that 
in some cases, such as where the original 
item (for example, steel) that was MPGE 
or produced by the taxpayer within the 
United States is disposed of by the tax
payer, and incorporated by another person 
into other property (for example, an au
tomobile) that is subsequently acquired 
by the taxpayer, it would be extremely 
difficult for the taxpayer to identify the 
item the gross receipts of which constitute 
DPGR upon lease, rental, license, sale, ex
change or other disposition of the acquired 
property. Therefore, the final regulations 
provide that if a taxpayer cannot reason
ably determine without undue burden and 
expense whether the acquired property 
contains any of the original qualifying 
property, or the amount, grade, or kind 
of the original qualifying property, that 
the taxpayer MPGE or produced within 
the United States, then the taxpayer is not 
required to determine whether any portion 
of the acquired property qualifies as an 
item. In such cases, the taxpayer may 
treat any gross receipts derived from the 
disposition of the acquired property that 
are attributable to the original qualifying 
property as non-DPGR. 

The proposed regulations provide that, 
for purposes of the requirement to allo
cate gross receipts between DPGR and 
non-DPGR, if a taxpayer can, without un
due burden or expense, specifically iden-
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tify where an item was manufactured. or if 
the taxpayer uses a specific identification 
method for other purposes. then the tax
payer muq use that specific identification 
method to determine DPGR. One com
ment,ltor observcd that Notice 2005-14 
applies a readily available rather than an 
undue burden or expense standard for this 
purpose. and questioned whether the pro
posed regulations were intended to impose 
a substantively different standard. The 
standard was changcd in the proposed reg
ulations in response to comments received 
on Notice 2005-14. The commentators 
were concerned that taxpayers would be 
required under Notice 2005-14 to use 
specific Identification to allocate gross 
receipts under section 199 if their infor
mation systems contained the information 
necessary to use specific identification, 
even if capturing such information would 
require costly system reconfigurations. 
The undue burden and expense standard. 
however. was not intended to expand the 
scope of the requirement to use specific 
identification to include taxpayers for 
whom the information necessary to use 
that method IS not readily available in 
their existing systems. Accordingly. the 
final regulations utilize both terms. 

Commentators were concerned that the 
disposition of qualifying property would 
not give rise to DPGR if provided as part 
of a service related contract. However, 
the proposed regulations in C;xample 4 in 
*1.199-3(d)(5) already address this issue 
by illustrating a qualifying disposition re
sulting in DPGR as part of a service re
lated contract. In that example, Y is hired 
to reconstruct and refurbish unrelated cus
tomers' tangible personal property. Y in
stalls the replacement parts (QPP) that Y 
MPGE within the United States. The ex
ample concludes that Y's gross receipts 
from the MPGE of the replacement parts 
are DPGR. The final regulations retain this 
t'xample and include other examples of 
sen'ice related contracts that also involve 
the disposition of qualifying property giv
ing rise to DPGR if all of the other section 
199 requirements are met. 

The proposed regulations provide that. 
If a taxpayer recognizes and reports on a 
Federal income tax return for a taxable 
year gross receipts that the taxpayer identi
fies as DPGR. then the taxpayer must treat 
the CGS related to such receipts as relat
ing to DPGR. e\en if they are incun'ed in 
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a subsequent taxable year. The final reg
ulations retain this rule in § 1.1 99-4(b )(2) 
One commentator questioned whether this 
rule applies to CGS incurred in a taxable 
year to which section 199 applies. if the 
gross receipts were recognized in a taxable 
year prior to the effective date of section 
199 but would have qualified as DPGR in 
that taxable year if section 199 had been in 
effect. The IRS and Treasury Department 
believe that all gross receipts and costs 
must be allocated between DPGR and non
DPGR on a year-by-year basis, and the fi
nal regulations provide that for taxpayers 
using the section 861 method or the simpli
fied deduction method, CGS that relates to 
gross receipts recognized in a taxable year 
prior to the effective date of section 199 
must be allocated to non-DPGR. 

For items that are disposed of under 
contracts that span two or more taxable 
years, the final regulations permit the use 
of historical data to allocate gross receipts 
between DPGR and non-DPGR. If a tax
payer makes allocations using historical 
data, and subsequently updates the data, 
then the taxpayer must use the more recent 
or updated data, starting in the taxable year 
in which the update is made. 

Two commentators suggested that the 
final regulations permit taxpayers to clas
sify multi-year contracts for purposes of 
section 199 with reference to their clas
sification under section 460. For exam
ple, if a contract is classified as a con
struction contract under section 460, the 
commentators suggested that the contract 
also be classified as a construction con
tract under section 199. The IRS and Trea
sury Department have determined, how
ever, that the statutory requirements un
der sections 199 and 460, and the regula
tions thereunder, are sufficiently different 
that it would not be appropriate for the fi
nal regulations to permit the classification 
of multi-year contracts under section 460 
to determine whether the requirements of 
section 199 are met with respect to that 
contract. Accordingly, the final regula
tions do not adopt this suggestion. 

By the Taxpayer 

One commentator suggested a simplify
ing convention to determine which party 
to a contract manufacturing arrangement 
has the benefits and burdens of ownership 
under Federal income tax principles. The 

commentator requested that the final reg
ulations permit unrelated parties to II con
tract manufacturing arrangement to desig
nate, through a written and signed agree
ment between the parties. which of them 
shall be treated for purposes of section 199 
as engaging in MPGE activities conducted 
pursuant to the arrangement. The final reg
ulations do not adopt the commentator's 
suggestion. The IRS and Treasury Depart
ment continue to believe that the benefits 
and burdens of ownership must be deter
mined based on all of the facts and circum
stances and a designation of benefits and 
burdens would not be appropriate. 

GovemmellT Contracts 

Section 403(a)(7) of the GOZA added 
new section 199(c)(4)(C), which contains 
a special rule for certain government con
tracts. The final regulations clarify that 
the special rule for government contracts 
also applies to gross receipts derived from 
certain subcontracts to manufacture or 
produce property for the Federal gov
ernment. See The Joint Committee on 
Taxation Staff, Technical Explallation of 
the Revenue Provisions oj H.R. 4440, The 
Gulf Opportunity Zone Act oj 2005, 109th 
Cong., 1st Sess. 77 (2005). 

In Whole or in Significant Part 

The proposed regulations, like Notice 
2005-14. provide generally that QPP is 
MPGE in whole or in significant part by 
the taxpayer within the United States only 
if the taxpayer's MPGE activity in the 
United States is substantial in nature. Al
though some language in the section 199 
substantial-in-nature requirement bears 
similarities to language in the definition 
of manufacture in § 1.954-3(a)( 4), the two 
standards are different both in purpose 
and in substance. Whether operations 
are substantial in nature is relevant un
der section 954 in determining whether 
manufacturing has occurred. By contrast, 
the substantial-in-nature requirement un
der section 199 is relevant in determin
ing whether the MPGE activity, already 
determined to have occurred under the 
requirement provided in § 1.199-3(d) of 
the proposed regulations (§ 1.199-3(e) of 
the final regulations), was performed in 
whole or in significant part by the taxpayer 
within the United States. Accordingly, as 
stated in the preamble to Notice 2005-14. 



case law and uther precedent under sec
tion 954 are not relevant for purposes of 
the substantial-in-nature requirement un
der section 199. Nor are they relevant 
for purposes of determining whether an 
activity is an MPOE activity under section 
199. Similarly, the regulations under sec
tion 199 are not relevant for purposes of 
section 954. 

Because the substantial-in-nature re
quirement is generally applied by taking 
into account all of the facts and circum
stances, both the proposed regulations 
and Notice 2005-14 provide a safe harbor 
under which the in-whole-or-in-signifi
cant-part requirement is satisfied if the 
taxpayer's conversion costs (that is, direct 
labor and related factory burden) are 20 
percent or more of the taxpayer's COS 
with respect to the property. Commenta
tors expressed confusion concerning the 
related factory burden component of this 
safe harbor, and suggested that overhead 
be substituted for related factory burden in 
the final regulations. Commentators fur
ther noted that not all transactions yielding 
DPOR under section 199 involve COS 
(for example, a lease, rental, or license 
of QPP). In response to these comments, 
the IRS and Treasury Department have 
changed the safe harbor in the final reg
ulations. The final regulations provide 
that the in-whole-or-in-significant-part 
requirement is satisfied if the taxpayer's 
direct labor and overhead to MPOE the 
QPP within the United States account for 
20 percent or more of the taxpayer's COS, 
or in a transaction without COS (for exam
ple, a lease, rental, or license) account for 
20 percent or more of the taxpayer's un
adjusted depreciable basis of the QPP. No 
inference is intended regarding any similar 
safe harbor under the Code, including the 
safe harbor in § 1.954-3(a)(4 )(iii). For tax
payers subject to section 263A, overhead 
is all costs required to be capitalized under 
section 263A except direct materials and 
direct labor. For taxpayers not subject to 
section 263A, overhead may be computed 
using any reasonable method that is satis
factory to the Secretary based on all of the 
facts and circumstances, but may not in
clude any cost, or amount of any cost, that 
would not be required to be capitalized 
under section 263A if the taxpayer were 
subject to section 263A. In no event are 
section 174 costs, and the cost of creating 
intangible assets, attributable to tangible 

personal property ever treated as direct 
labor and overhead, and taxpayers should 
exclude such costs from their COS or un
adjusted depreciable basis, as applicable. 

However, the final regulations also clar
ify that, in the case of computer software 
and sound recordings, research and exper
imental expenditures under section 174 re
lating to the computer software or sound 
recordings, the cost of creating intangi
ble assets for computer software or sound 
recordings, and (in the case of computer 
software) costs of developing the com
puter software that are described in Rev. 
Proc. 2000-50, 2000-2 C.B. 601 (soft
ware development costs), are included in 
both direct labor and overhead and COS or 
unadjusted depreciable basis for purposes 
of the safe harbor, even if the costs are 
incurred in a prior taxable year. In addi
tion, the final regulations also clarify that 
this is the case whether the computer soft
ware or sound recording is itself the item 
for purposes of section 199, or is affixed 
or added to tangible personal property and 
the taxpayer treats the combined property 
as computer software or a sound record
ing under the rules of § 1.199-3(i)(5)). In 
the case where the taxpayer produces com
puter software and manufactures part uf 
the tangible personal property to which the 
computer software is affixed, the taxpayer 
may combine the direct labor and overhead 
for the computer software and tangible per
sonal property produced or manufactured 
by the taxpayer in determining whether it 
meets the safe harbor. 

The final regulations provide that, in 
applying the safe harbor to an item for the 
taxable year, all computer software devel
opment costs, any cost of creating intangi
ble assets for computer software or sound 
recordings, and section 174 costs (for com
puter software or sound recordings), in
cluding those paid or incurred in a prior 
taxable year, must be allocated over the 
estimated number of units of the item of 
which the taxpayer expects to dispose. An 
example of this rule is provided in the final 
regulations. 

The proposed regulations provide that 
an EAO member must take into account all 
of the previous MPOE or production activ
ities of the other members of the EAO in 
determining whether its MPOE or produc
tion activities are substantial in nature. It 
has been suggested that this rule be modi
fied to allow the EAO member to take into 

account all MPOE or production activities 
of the other EAO members rather than just 
the previous MPOE or production activi
ties of the members. The final regulations 
do not adupt this suggestion because the 
IRS and Treasury Department believe that 
the EAO member must determine whether 
its MPOE or production acti vities meet the 
substantial-in-nature requirement at or be
fore the time EAO member disposes of the 
property. Similar rules apply for purposes 
of the safe harbor under § 1.199-3(g)(3 )(i). 

Section 3.04(5)(d) of Notice 2005-14 
generally provides that design and devel
opment activities must be disregarded in 
applying the general substantial-in-nature 
requirement and the safe harbor for tangi
ble personal property. The proposed reg
ulations clarify that research and exper
imental activities under section 174 and 
the creation of intangibles do not qual
ify as substantial in nature. A commen
tator questioned whether, with respect to 
tangible personal property, activities that 
constitute both an MPOE activity as well 
as a section 174 activity must nonethe
less be excluded from the determination of 
whether the taxpayer's MPOE of the QPP 
is substantial in nature because all section 
174 activities are disregarded in making 
such a determination. The IRS and Trea
sury Department continue to believe that, 
with the exception of computer software 
and sound recordings, it is not appropri
ate to include any section 174 activities in 
the determination of whether the MPOE 
of QPP is substantial in nature. However, 
the IRS and Treasury Department recog
nize that, although section 174 costs are 
not required to be capitalized under sec
tion 263A to the produced property, a tax
payer may capitalize such costs to the QPP 
under section 263A. Accordingly, the fi
nal regulations permit, as a matter of ad
ministrative convenience, a taxpayer to in
clude such costs as COS or unadjusted de
preciable basis for purposes of the 20 per
cent safe harbor. 

A commentator asked that the final reg
ulations clarify that gross receipts relating 
to computer software updates that are pro
vided as part of a computer software main
tenance contract qualify as DPOR if all of 
the requirements of section 199(c)(4) are 
met. The final regulations include an ex
ample demonstrating that gross receipts re
lating to computer software updates may 
qualify as DPOR even if the computer 
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software updates are provided pursuant to 
a computer software maintenance agree
ment. 

The preamble to the proposed regula
tions states that the creation and licens
ing of copyrighted business information 
reports do not constitute the MPGE of QPP 
because the database is not QPP. However, 
it has come to the attention of the IRS and 
Treasury Department that some business 
information reports published by the tax
payer may qualify as QPP, for example, 
business information reports published by 
the taxpayer in books that qualify as QPP. 
Therefore, no inference should be drawn 
from the preamble to the proposed regu
lations as to whether business infonnation 
reports qualify for the section 199 deduc
tion. 

The proposed regulations provide in 
§ I. I 99-3(f)(2) that QPP will be treated as 
MPGE in significant part by the taxpayer 
within the United States if the MPGE of 
the QPP by the taxpayer within the United 
States is substantial in nature taking into 
account all of the facts and circumstances, 
including the relative value added by, and 
relative cost of, the taxpayer's MPGE 
activity within the United States, the na
ture of the property, and the nature of the 
MPGE activity that the taxpayer performs 
within the United States. 

One commentator suggested that, if a 
taxpayer manufactures a key component of 
QPP and purchases the rest of the compo
nents, the fact that the taxpayer manufac
tured the key component should satisfy the 
substantial-in-nature requirement with re
spect to the QPP that incorporates the key 
component. For example, X manufactures 
computer chips within the United States. 
X installs the computer chips that it man
ufactures in computers that X purchases 
from unrelated persons and sells the fin
ished computers individually to customers. 
Although the computer chips are key com
ponents of the computers and the com
puters will not operate without them, the 
manufacture of the key components does 
not. by it,elf, satisfy the substantial-in-na
ture requirement with respect to the fin
Ished computers and the taxpayer's activi
ties with respect to the finished computers 
must meet either the substantial-in-nature 
requirement under § 1.199-3(g)(2) or the 
,afe harbor under § 1.199-3( g)( 3) of the fi
nal rcgulatlOns. The final regulations con
tain an example to illustrate this rule. 
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In Exalllple -+ in § 1.1 99-3(t)( 4) of 
the proposed regulations, X licenses a 
qualified film to Y for duplication of the 
film onto DVDs. Y purchases thc DVDs 
from an unrelated person. The exam
ple concludes that unless Y satisfies the 
safe harbor under § 1.199-3(f)(3) of the 
proposed regulations. V's income for du
plicating X's qualified film onto DVDs 
is non-DPGR because the duplication is 
not substantial in nature relative to the 
DVD with the film. One commentator 
disagreed with the conclusion in this ex
ample because duplicating a DVD may 
involve considerable activities. This ex
ample and other examples illustrating the 
substantial-in-nature requirement have 
been removed from the final regulations 
because the determination of what is sub
stantial in nature is determined based on 
all the facts and circumstances. No in
ference should be drawn as to whether an 
activity is, or is not, substantial in nature 
by the removal of any example. 

Derived From a Lease, Rental, License, 
Sale, Exchange, or Other Disposition 

Section 1.1 99-3(h)(l ) of the pro
posed regulations provides that applicable 
Federal income tax principles apply to 
detennine whether a transaction is, in 
substance, a lease, rental, license, sale, 
exchange, or other disposition of QPP, 
whether it is a service, or whether it is 
some combination thereof. In the pream
ble to the proposed regulations. the lRS 
and Treasury Department acknowledge 
that the short-term nature of a transaction 
does not, by itself, render the transaction 
a service for purposes of section 199 and 
that many transactions include both ser
vice and property rental elements. The 
preamble further states that not every 
transaction in which property is used in 
connection with providing a service to 
customers. however, constitutes a mixture 
of services and rental for which alloca
tion of gross receipts is appropriate and 
provides an example of a video arcade 
that features video game machines that the 
taxpayer MPGE. The machines remain in 
the taxpayer's possession during the cus
tomers' use. The example concludes that 
gross receipts deri ved from customers' use 
of the machines at the taxpayer's arcade 
are not derived from the lease, rental, li
cense, sale, exchange. or other disposition 

of th~ machines. Rath~r. the machin~s are 
used to provide a service and, thus. the 
gross receipts are non-DPGR. While the 
general rule stated in ~ 1.199-3(h)( I) of 
the propos~d regulations is retained in the 
final regulations LInder § I. I 99-(3)(I)( I). 
the preamble example is not included in 
the final regulations because the determi
nation of whether a transaction is a service 
or a rental is based upon all the facts 
and circumstances. No inference should 
be drawn as to whether the transaction 
constitutes a service or rental (or some 
combination thereot) by the removal of 
the example. 

Section 1.199-3(h)( I) of the proposed 
regulations provides that the value of prop
erty received by a taxpayer in a taxable 
exchange of QPP MPGE in whole or in 
significant part within the United States. 
a qualified film produced by the taxpayer, 
or utilities produced by the taxpayer in the 
United States, for an unrelated person's 
property is DPGR for the taxpayer. How
ever, unless the taxpayer meets all of the 
requirements under section 199 with re
spect to any further MPGE by the taxpayer 
of the QPP or any further production by 
the taxpayer of the film or utilities received 
in the taxable exchange, any gross receipts 
derived from the sale by the taxpayer of the 
property received in the taxable exchange 
are non-DPGR, because the taxpayer did 
not MPGE or produce such property, even 
if the property was QPP, a qualified film, 
or utilities in the hands of the other party 
to the transaction. 

A commentator requested that, with 
regard to certain taxable exchanges, the 
final regulations provide a safe harbor 
that would accommodate long-standing 
industry accounting practices for these ex
changes. The final regulations provide a 
safe harbor whereby the gross receipts de
ri ved by the taxpayer from the sale of eligi
ble property (as defined later) received in 
a taxable exchange, net of any adjustments 
between the parties involved in the taxable 
exchange to account for differences in the 
eligible property exchanged (for example, 
location differentials and product differ
entials), may be treated as the value of the 
eligible property received by the taxpayer 
in the taxable exchange. In addition, if the 
taxpayer engages in any further MPGE 
or production activity with respect to the 
eligible property received in the taxable 
exchange, then, unless the taxpayer meets 



the in-whole-or-in significant-part require
ment under § 1.199-3(g)( 1) with respect to 
the property sold, the taxpayer must also 
value the property sold without taking into 
account the gross receipts attributable to 
the further MPGE or production activity. 
The final regulations define eligible prop
erty as oil, natural gas, and petrochemicals, 
or products deri ved from oil, natural gas, 
petrochemicals, or any other property or 
product designated by publication in the 
Internal Revenue Bulletin. Under the safe 
harbor, the taxable exchange is deemed to 
occur on the date of the sale of the eligible 
property received in the exchange to the 
extent that the sale occurs no later than the 
last day of the month following the month 
in which the exchanged eligible property 
is received by the taxpayer. 

The proposed regulations provide that, 
in the case of gross receipts derived from 
a lease of QPP or a qualified film, the en
tire amount of the lease income, including 
any interest that is not separately stated, 
is considered deri ved from the lease of 
the QPP or qualified film. Commentators 
noted that many leases of personal prop
erty separately state a finance or interest 
component. The IRS and Treasury De
partment believe that Congress intended 
for all financing or interest components 
of a lease of qualifying property to be 
considered DPGR (assuming all the other 
requirements of section 199 are met). Ac
cordingly, the final regulations provide 
that all financing and interest components 
of a lease of qualifying property are con
sidered to be derived from the lease of 
such qualifying property. 

Section 1. 199-3(h)( 4) of the proposed 
regulations provides exceptions to the gen
eral rule that DPGR does not include gross 
receipts derived from services or nonqual
ifying property. The exceptions are for 
embedded qualified warranties, delivery, 
operating manuals, and installation. The 
final regulations retain these exceptions 
and provide a new exception for embed
ded computer software maintenance con
tracts. None of these exceptions, which al
low gross receipts attributable to such em
bedded services and nonqualifying prop
erty to be treated as DPGR, is available if, 
in the normal course of the taxpayer's trade 
or business, the price for the service or 
nonqualifying property is separately stated 
or is separately offered to the customer. 

One commentator asked for clarifica
tion concerning the meaning of the term 
normal course of a taxpayer's trade or 
business and when something would be 
considered to be separately stated or sepa
rately offered to a customer. The purpose 
of the exceptions is to reduce the bur
den on a taxpayer of having to allocate 
a portion of its gross receipts to these 
commonly occurring types of services 
and property if the taxpayer does not nor
mally price or offer such items separately. 
Whether a taxpayer separately offers or 
states the price for such an item in the 
normal course of its trade or business de
pends on the facts and circumstances. If, 
for example, a taxpayer separately states 
the price for installation for a few of its 
customers on a case by case basis, then the 
taxpayer may be considered to have not 
separately stated the price of installation in 
the normal course of its trade or business. 
The requirements have been changed in 
the final regulations to clarify that the 
normal-course-of-tradc-or-business re
quirement applies to both the separately 
stated price prong and the separately of
fered prong of the embedded services and 
nonqualifying property rules. 

Several comments were received con
cerning the rule in the proposed regula
tions under which gross receipts attribut
able to advertising in newspapers, maga
zines, telephone directories, or periodicals 
may qualify as DPGR to the extent that the 
gross receipts, if any, deri ved from the dis
position of those printed materials quali
fies as DPGR. The final regulations clar~ 
ify that this list is not limited to these four 
types of printed materials, and that the rule 
applies to other similar printed materials. 

Section 3 of Notice 2005-14 explains 
that the basis for the rule relating to adver
tising income is that such income is inex
tricably linked to the gross receipts (if any) 
derived from the disposition of the printed 
materials listed in the proposed regula
tions. After considering the comments re
cei ved, the IRS and Treasury Department 
believe that the same reasoning applies in 
the case of a qualified film (for example, 
a television program). Accordingly, the 
rule for advertising has been extended in 
the final regulations to apply to qualified 
films. The wording of the advcrtising rule 
has been changed to clarify that the amount 
of gross receipts attributable to the dispo
sition of the printed materials or qualified 

film does not limit the amount of gross re
ceipts attributable to the advertising that 
may be treated as DPGR under the rule. In 
addition, the final regulations clarify that 
there need be no gross receipts attributable 
to the disposition of the printed materials 
or qualified film for the gross receipts from 
the advertising to qualify as DPGR. 

One commentator requested that the 
final regulations recognize that gross re
ceipts derived from the sale of advertising 
slots in live or delayed television broad
casts (that are produced by the taxpayer 
and that otherwise meet the requirements 
for a qualified film) are DPGR. While 
live and delayed television programming 
may otherwise meet the requirements to 
be treated as a qualified film, in order for 
the gross receipts derived from advertis
ing slots to be DPGR, there must also be 
a qualifying disposition of the qualified 
film. The IRS and Treasury Department 
continue to believe that a live or delayed 
television broadcast of a qualified film is 
not a lease, rental, license, sale, exchange 
or other disposition of the qualified film. 
Commentators noted, however, that if the 
live or delayed television programming is 
licensed to an unrelated cable company, 
then the license of the programming is 
a qualifying disposition that gives rise 
to DPGR and if the rule for advertising 
were extended to qualified films, then the 
portion of the advertising receipts relating 
to the license of the qualified film would 
also be DPGR. The IRS and Treasury De
partment agree with these comments, and 
the final regulations provide examples to 
clarify these points. 

Qualifying Production Property 

Under § 1.199-3(i)(5)(i) of the pro
posed regulations, if a taxpayer MPGE 
computer software or sound recordings 
that is affixed or added to tangible per
sonal property by the taxpayer (for exam
ple, a computer diskette or an appliance), 
then the taxpayer may treat the tangible 
personal property as computer software 
or sound recordings, as applicable. A 
commentator questioned whether this rule 
should apply if, for example, a taxpayer 
hires an unrelated person to affix computer 
software or sound recordings produced by 
the taxpayer to a compact disc. In response 
to this comment, the final regulations have 
dropped the by-the-taxpayer requirement 
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in this context. A ~imilar ruk ha~ been 
provided for qual i fied Ii II11S, 

QlIlifi!ifd Filllls 

Section ~ I, 199-3(j)( I) of the proposed 
regulations prO\ides that. a qualified film 
means any motion picture him or video 
tape under section 168(f)(3l. or live or de
layed tebision programming. if not less 
than 50 percent of the total compensation 
paid to all actors. production personnel. 
directors, and producers relating to the 
production of the motion picture film, 
video tape, or televiSIOn programming 
IS compensation for services performed 
111 the United States by those individu
als. One commentator was concerned that 
the list of production personnel descnbed 
under ~ 1.199-3(j)( I) of the proposed 
regulations diminishes the general rule 
under ~ I. 199-3(j )(5) that compensation 
tor services includes all direct and indi
rect compensation costs required to be 
capitalized under section 263A for film 
producers under * 1.263A-I(e)(2) and (3) 

The~~mmentator also stated that it may 
be difficult to determine which persons are 
production personnel. The final reaula-

, b 

tlons under * I. I 99-3(k)( I) clarify that the 
list of production personnel is not exclu
sive, and that compensation for services 
mdudes all direct and indirect compensa
tion costs required to he capitalized under 
*l.263A-I(c)(2) and (3). 

formed, The final regulations prO\ ide an 
example of this calculation, 

Tangible Perso/lal Property (/11£1 Real 
Propcrty 

Commentators requested that the fi
nal regulations define tangible personal 
propert.y and real property for purposes 
(~f sectIon 199, The final regulations de
tine. tangible personal property as any 
tangIble properly other than land, real 
property described in the construction 
rules in § 1.199-3(m)( It computer soft
ware described in § LJ99-3U)(3), sound 
recordings described in § LJ99-3U)( 4), a 
qualified film described in § 1,199-3(k)( I), 
and utilities described in § 1.199-3(l). In 
response to commentators' suggestions. 
the final regulations further define tan
gible personal property as also includin o 

any gas (other than natural gas described 
1I1 ~ 1.199-3(1)(2», chemicals, and simi
lar property, for example, steam, oxygen, 
hydrogen, and nitrogen. 

The final regulations define the term 
real property to mean buildings (includ
ing items that are structural components 
of such buildings), inherently permanent 
structures (as defined in §1.263A-8(c)(3)) 
other than machinery (as defined in 
~ 1.263A-8(c)(4) (including items that 
are structural components of sllch inher
ently permanent structures), inherently 
permanent land improvements, oil and 
gas wells, and infrastructure (as defined 
in *1.I99-3(m)(4)), Property MPGE by 
a taxpayer that is not real property in the 
hands of such taxpayer, but that may be 
IIlcorporated into real property by another 
taxpayer. is not treated as real property 
by the producing taxpayer (for example, 
bncks. nails, paint, and windowpanes). 
Structural components of buildings and 
IIlherently permanent structures include 
property such as walls, partitions. doors, 
wiring. plumbing, central air conditionin o 

and heating systems. pipes and ducts, el~ 
evators and escalators, and other similar 
property, 1n addition. an entire utility plant 
IIlcluding both the shell and the interior 
will be treated as an inherently permanent 
-;(ructure, 

In response to questions received by 
the IRS and Treasury Department. th~ 
final regulations clarify that actors may 
lI1clude players, newscasters, or any other 
pen,ollS performing in a qualified film, 
The final regulations also clarify that 
the not-Iess-than-50-percent -of-the-to
tal-compensation requirement is deter
mined by reference to all compensation 
paid in the production of the film and is 
calculated using a fraction. The numer
ator of the fraction is the compensation 
paId by the taxpayer to act(m, production 
personnel. directors, and producer, for 
sern,'es rd,tting to the production of the 
111m (production services) performed in 
the United State,. and the denominator is 
the Slllll llf the total compensation paid bv 
the ta"-payer tn all such individuals reoard-
Ie" (lj' I h ,I e COllstructioll 0,( Real Propertl,' 

, , \\ lere t e prouuction services are 
perf\lrmcd and the total compensation paid 
oy others to all such indi\iduals regardless 
nf \I here the pruduction ,en Il'es :lre pe'r~ 
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One commentator recommended that 
DPGR derived from the construction of 
real property as well as DPGR from en-

gineering and architectural sen'iccs for a 
construction project Include \V-2 wages 
earned as an employee. At the time the 
t<npayer performs construction activities, 
or engllleering or architectural sCfviees. 
the taxpayer mll~t he engaged in a trade 
or business that i~ considered construc
tion, engineering or architectural services 
for purposes of the North American In
dustry Classification System (NAICS), 
W-2 wages earned hy an employee are 
not earned in connection with a trade or 
business that is considered construction, 
or engineering or architectural services, 
for purposes of the NAICS. Consequently, 
thiS recommendation has not been adopted 
III the final regulations. 

The proposed regulations include 
within the definition of constmction ser
vices activities relating to drilling an oil 
well and mining pursuant to which the tax
payer could deduct intangible drilling and 
development costs under section 263(c) 
and § 1.612-4. and development expendi
tures for a mine or natural deposit under 
section 616. The IRS and Treasury De
partment are aware that in many situations 
taxpayers provide these services with re
spect to property owned by another party, 
and therefore such taxpayers are ineligible 
to claim the deductions for such costs un
der the provisions described above. The 
language of the final regulations has been 
changed to clarify that taxpayers providing 
such services are engaging in constmction 
services that may qualify under section 
199. 

The preamble to the proposed reoula-, e 
tlons states that commentators requested 
that qualifying construction activities in
clude construction activities related to oil 
and gas wells, The preamble further states 
that the proposed regulations provide as a 
m~tter of administrative grace that quali
fymg construction activities include activ
ities relating to drilling an oil well. Simi
larly, under * 1.199-3(1)(2) of the proposed 
regulations, construction activities include 
activities relating to drilling an oil well. A 
commentator noted the inadvertent omis
sion of gas wells and the final regulations 
correct the omission. 

The proposed regulations provide that 
DPGR d' ' , oes not Illclude gross receipts at-
tnbutable to the sale or other disposition 
of land (mcluding zoning, planning, enti-
tlement costs and th ' . , . 0 er costs capitalized 
mto the land such as "radl'no , d d e '" an emo-



lition of structures under section 280B). 
Commentators contended that grading 
and demolition are construction-related 
activities, and that gross receipts attribut
able to these activities should qualify as 
DPGR. After considering the comments, 
the IRS and Treasury Department believe 
it is appropriate to apply to grading and 
demolition activities the same rule that the 
proposed regulations apply to other con
struction activities, such as landscaping 
and painting. Accordingly, services such 
as grading, demolition, clearing, excavat
ing, and any other activities that physically 
transform the land are activities constitut
ing construction only if these services are 
performed in connection with other activi
ties (whether or not by the same taxpayer) 
that constitute the erection or substantial 
renovation of real property. The IRS and 
Treasury Department continue to believe 
that gross receipts attributable to the sale 
or other disposition of land (including 
zoning, planning, and entitlement costs) 
are properly considered gross receipts at
tributable to the land, not to a qualifying 
construction activity, and, therefore, are 
non-DPGR. 

In response to a suggestion by a com
mentator, the final regulations provide that 
a taxpayer engaged in a construction ac
tivity must make a reasonable inquiry or a 
reasonable determination whether the ac
tivity relates to the erection or substantial 
renovation of real property in the United 
States. 

The proposed regulations contain an ex
ample of an electrical contractor who pur
chases wires, conduits, and other electrical 
materials that the contractor installs in con
struction projects in the United States and 
that are considered structural components. 
The example concludes that the gross re
ceipts that the contractor derives from in
stalling these materials are derived from 
construction, but that the gross receipts at
tributable to the purchased materials are 
not. Commentators objected to this result, 
contending that it places an unreasonable 
administrative burden on taxpayers per
forming construction activities. The final 
regulations, including the example, pro
vide that, in such circumstances, the tax
payer performing the construction services 
is not required to allocate gross receipts 
to the purchased materials and treat such 
gross receipts as non-DPGR, provided the 
materials and supplies are consumed in the 

construction project or become part of the 
constructed real property. 

Section 199( c)(4 )(A), as amended by 
the GOZA, requires that a taxpayer be 
engaged in the active conduct of a con
struction trade or business for the tax
payer's construction activity to qualify 
under section 199. The proposed regu
lations providc that a taxpayer may not 
treat as DPGR gross receipts derived from 
construction unless the taxpayer is en
gaged in a construction trade or business 
on a regular and ongoing basis. Com
mentators expressed concern that this 
requirement would preclude construction 
project-specific joint ventures or partner
ships, a common business structure in the 
construction industry, from qualifying un
der section 199. Typically, such entities 
are formed for the purpose of a specific 
construction project, and are terminated or 
dissolved when the project is completed. 
The final regulations continue to require 
that a taxpayer be engaged in a regular and 
ongoing construction trade or business, 
but provide a safe harbor rule under which 
entities formed specifically for purposes 
of a particular construction project may 
qualify. Under the safe harbor rule, if 
a taxpayer is engaged in a construction 
trade or business, then the taxpayer will be 
considered to be engaged in such trade or 
business on a regular and ongoing basis if 
the taxpayer derives gross receipts from an 
unrelated person by selling or exchanging 
the constructed real propelty within 60 
months of the date on which construction 
is complete. 

Commentators also expressed concern 
that taxpayers would not meet the require
ment of being engaged in a construction 
business on a regular and ongoing basis if 
the taxpayer is newly-formed or otherwise 
is in the first taxable year of a new con
struction trade or business. Although some 
taxpayers may meet the regular-and-on
going-business requirement under the safe 
harbor rule discussed previously, the final 
regulations provide that, in the case of a 
newly-formed trade or business or a tax
payer in its first taxable year, the taxpayer 
will satisfy the regular-and-ongoing-basis 
requirement if it reasonably expects to be 
engaged in a construction trade or business 
on a regular and ongoing basis. 

The IRS and Treasury Department 
received a comment requesting clar
ification of the land safe harbor of 

*1.l99-3(!)(S)(ii) of the propmed reg
ulations. Under the land safe harbor. the 
taxpayer is permitted to allocate gross 
receipts between real property other than 
land. and land. according to a formula. 
The taxpayer must reduce gross receipts 
by the costs of the land and any other costs 
capitalized to the land, plus a percentage 
of those costs, and costs related to DPGR 
must be reduced by the costs of the land 
and any other costs capitalized to the land. 
The percentage ranges from 5 to 15 per
cent. depending upon the length of time 
the taxpayer held the land. The commen
tator asked whether the holding period 
of a previous owner of the land would 
be attributed to the new o\vner, and what 
rules apply for purposes of computing the 
new owner's cost basis. Generally, if an 
existing provision of the Code or regula
tions would apply to require attribution of 
the holding period of a previous owner of 
property to a new owner, the same rules 
will apply in the case of a previous owner's 
holding period in land for purposes of the 
land safe harbor rule of section 199. For 
example, the holding pcriod of the previ
ous owner (P) would carryover to the new 
owner (N) under existing Federal income 
tax principles if P were a partner in part
nership N, and P contributed the land to N. 
The same result would apply if. instead, 
the land was distributed by partnership P 
to N. its partner. In the case of partnership 
or other pass-thru entity, the land safe har
bor is applied at the partnership or other 
pass-thru entity level and is not applied at 
the partner or owner level. 

With regard to the land safe harbor dis
cussed in the preceding paragraph, the pro
posed regulations state that the length of 
time a taxpayer is deemed to hold the land 
begins on the date the taxpayer acquires 
the land, including the date the taxpayer 
enters into the first option to acquire all or 
a portion of the land, and ends on the date 
the taxpayer sells each item of real prop
erty on the land. Commentators stated that 
development of the land generally does not 
begin until the land is acquired and any op
tion to acquire land is based on the land's 
fair market value. Because developers are 
paying fair market value, the commenta
tors suggested that the period for deter
mining the percentage should not include 
any option period. The IRS and Treasury 
Depaltment generally agree with the com
mentator's suggestion, and the final reg-
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ulations do not include the option period 
except where the option does not include 
provisions to adju~t the purchase price to 
approximate fair market value. 

Example I in * 1.199-3(m)(5)(iii) of the 
proposed regulations prO\ides that X. who 
is in a construction trade or business under 
NAICS Code 23 on a regular and ongoing 
basis. purchases a building and retams Y. 
a general contractor. to perform construc
tion services in connection with a substan
tial renovation of the building. The exam
ple concludes that X's gross receipts de
rived from the disposition of the building 
are non-DPGR. and that y's gross receipts 
from amounts paid to it by X are DPGR, 
In addition. the example illustrates that 
gross receipts of subcontractors hired by Y 
qualify as DPGR, Some commentators in
ferred from this example that the taxpayer 
must. at a minimum. be a legally desig
nated general contractor before its gross 
receipts may qualify as DPGR. The ex
ample was not intended to imply that a 
taxpayer must be a licensed general con
tractor. The final regulations clarify that 
activities constituting construction include 
activities typically performed by a gen
eral contractor. or that constitute general 
contractor-level work. such as activities 
relating to management and oversight of 
the construction process (for example, ap
provals. periodic inspection of the progress 
of the construction project. and required 
job modifications). The example has been 
modified in the final regulations to illus
trate that the person hired by the build
ing owner. although not a licensed gen
eral contractor. qualifies as engaging in 
construction activities hy virtue of provid
ing management and oversight of the con
struction process. 

Several commentators recommended 
that the final regulations provide that. for 
purposes of the de minimis exception of 
*1.I9<)-3(1)(5)(ii) (regarding construc
tion services). gross receipts attributable 
to land be disregarded for purposes of 
calculating the de minimis exception. In 
response to the comments. the final reg
ulations clarify that if a taxpayer applies 
the land safe harbor. then the gross re
ceipts excluded under the land safe harbor 
are excluded in determining total gross 
receipts under the de minimis exception. 
The final regulations also provide that. if 
a taxpayer does not apply the land safe 
harbor and uses any reasonahle method 
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(for example. an appraisal of the land) 
to allocate gross receipts attrihutable to 
the land to non-DPGR. then a taxpayer 
applies the de minimis exception by ex
cluding such gross receipts derived from 
the sale. exchange. or other disposition of 
the land from total gross receipts. 

A commentator requested that the defi
nition of construction activities not be lim
ited to direct activities and should include 
services incidental to the performance 
of such activities. As an administrative 
convenience. the final regulations provide 
that construction activities include certain 
administrative support services such as 
billing and secretarial services performed 
by the taxpayer. The final regulations 
provide a similar rule for engineering and 
architectural services. 

Engineering and Architectural Services 

A commentator suggested that the defi
nition of engineering and architectural ser
vices include services related to the inspec
tion or evaluation of real property after 
construction has been completed. The fi
nal regulations do not adopt this sugges
tion because engineering and architectural 
services relating to post-construction ac
tivities are not activities constituting con
struction. 

Allocation of Cost of Goods Sold and 
Dedllctiolls 

A commentator requested clarification 
as to whether a taxpayer's CGS allocable 
to DPGR is determined using the methods 
of accounting used to compute CGS for the 
taxpayer's books or financial statements or 
the methods of accounting used to com
pute CGS in determining Federal taxable 
income. Section 1.199-4(b) of the pro
posed regulations provides that CGS is de
termined under the methods of accounting 
that the taxpayer uses to compute Federal 
taxable income. Accordingly, this section 
has not been modified and the final regu
lations continue to provide that. in deter
mining CGS allocable to DPGR, CGS is 
determined using the methods of account
ing that the taxpayer uses to compute its 
Federal taxable income. 

Consistent with both the proposed reg
ulations and Notice 2005-14. the final reg
ulations continue to provide three methods 
for allocating and apportioning deductions 

(that i~, the section :-161 method. the simpli
fied deductIon method. and the small busi
ness simplified overall method) Howeyer. 
modifications have been made in the fi
nal regulation~ to the qualification require
Illents~ of the simplified deduction method. 

Under the simplified deduction method. 
a taxpayer's expenses. losses. or deduc
tions (deductions) (other than a net op
erating loss deduction) are apportioned 
between DPGR and nO!1-DPGR based 
on relative gross receipts. The proposed 
regulations permit a taxpayer to use the 
simplified deduction method if it has aver
age annual gross receipts of $25.000.000 
or less. or total assets at the end of the tax
able year of $10.000.000 or less. Several 
commentators requested that the aver
age annual gross receipts threshold for 
the simplified deduction method be ei
ther increased or removed. In response 
to these comments. the IRS and Treasury 
Depal1ment have modified the eligibility 
requirements for the simplified deduction 
method. Under the final regulations. a 
taxpayer may use the simplified deduc
tion method if it has average annual gross 
receipts of $100.000.000 or less. or total 
assets at the end of the taxable year of 
$10.000,000 or less. The IRS and Trea
sury Department continue to believe that 
for taxpayers above these thresholds the 
section 861 method is the appropriate 
method for allocating and apportioning 
deductions for purposes of determining 
QPAI. 

Under the land safe harbor provided 
in * 1.199-3(1)(5)(ii) of the proposed reg
ulations. a taxpayer may allocate gross 
receipts between the proceeds from the 
sale. exchange, or other disposition of 
real property constructed by the taxpayer 
and land by reducing its costs related to 
DPGR under § 1.1 <)<)-4 by the cost of land 
and other costs capitalized to the land 
(land costs) and reducing its DPGR by 
those land costs plus a percentage. Un
der the small business simplified overall 
method. a taxpayer's CGS and deductions 
are apportioned between DPGR and other 
receipts based on relative gross receipts. 
Commentators have questioned whether 
a taxpayer that uses the small business 
simplified overall method would have to 
reallocate land costs using the allocation 
formula provided by that method even 
though such costs have already been al
located in accordance with the land safe 



harbor. The final regulations clarify that 
a taxpayer that uses the land safe harbor 
to allocate gross receipts between real 
property constructed by the taxpayer and 
land does not take into account under the 
small business simplified overall method 
provided in * I. I 99--4(f) the costs that have 
already been taken into account for pur
poses of section 199 pursuant to the land 
safe harbor. 

Expanded Affiliated Groups 

The proposed regulations provide gen
erally that if a member of an EAG (the 
disposing member) derives gross receipts 
from the lease, rental, license. sale, ex
change, or other disposition of QPP, a 
qualified film, or utilities MPGE or pro
duced by another member or members of 
the same EAG, the disposing member is 
treated as conducting the activities con
ducted by each other member of the EAG 
with respect to the QPP, qualified film, or 
utilities in determining whether its gross 
receipts are DPGR. A question arose as to 
when the determination of whether corpo
rations are members of the same EAG for 
purposes of the attribution of activities is 
to be made. The final regulations clarify 
that attribution of acti vities between mem
bers of the same EAG is tested at the time 
that the disposing member disposes of the 
QPP, qualified film, or utilities. Examples 
are provided to illustrate this provision. 

Section 1.199-1 (d) of the proposed reg
ulations provides a de minimis rule that 
allows a taxpayer to treat all of its gross 
receipts as DPGR if less than 5 percent 
of the taxpayer's total gross receipts are 
non-DPGR. The proposed regulations pro
vide that the 5 percent threshold is deter
mined at the corporation level. rather than 
at the EAG or consolidated group level. 
Several commentators requested that the 
IRS and Treasury Department reconsider 
this position and apply the threshold at the 
EAG or consolidated group level. 

The de minimis rule is intended to elim
inate the burden to a taxpayer of allocat
ing gross receipts between DPGR and non
DPGR when less than 5 percent of its to
tal gross receipts are non-DPGR. Apply
ing this de minimis rule at the EAG level 
would create many burdensome issues for 
the EAG and its members, including addi
tional information reporting and circular
ity problems that could require members 

to compute QPAI twice and, thus, would 
not further the policy goals of providing 
de minimis rules to ease a taxpayer's ad
ministrative burdens. As a result, the IRS 
and Treasury Depmtment continue to be
lieve that, with respect to a corporation that 
is a member of an EAG but not a member 
of a consolidated group, the application of 
this threshold at the EAG member level is 
appropriate. 

However, with respect to a consolidated 
group. §1.l502-13(c)(l)(i) and (c)(4) re
quires that the separate entity attributes of 
a company's intercompany items or cor
responding items must be redetermined to 
the extent necessary to produce the effect 
as if the consolidated group members en
gaged in an intercompany transaction were 
divisions of a single corporation. If the de 
minimis rule were applied at the consoli
dated group member level, then a differ
ent result could apply to the consolidated 
group than would apply if the consolidated 
group members were divisions of a single 
corporation. Accordingly, with respect to 
a consolidated group, the final regulations 
provide that the de minimis rule is applied 
at the consolidated group level, rather than 
at the consolidated group member level. 

Similarly, with respect to a corporation 
that is a member of an EAG but not a mem
ber of a consolidated group, the new de 
minimis rule that allows a taxpayer to treat 
all of its gross receipts as non-DPGR if 
less than 5 percent of the taxpayer's to
tal gross receipts are DPGR is determined 
at the EAG member level, rather than at 
the EAG group level. However, with re
spect to a consolidated group, the final reg
ulations provide that this de minimis rule 
is applied at the consolidated group level, 
rather than at the consolidated group mem
her level. 

COllsolidated Groups 

A commentator was concerned that 
the license of an intangible asset between 
members of a consolidated group could 
reduce the section 199 deduction available 
to the members of a consolidated group, 
because the licensee member's royalty 
expense would reduce the group's QPAI, 
hut the licensor member's royalty in
come from the license would not increase 
the group's QPAI. The commentator re
quested that language be added to the 
final regulations to provide that the inter-

company transaction rules of S 1.1502-13 
shall be taken into account for purposes 
of determining the QPAI and DPGR of a 
consolidated group. 

As specifically noted in the preamble 
to the proposed regulations, the regula
tions under § 1.l502-13( c) already ensure 
that the section 199 deduction cannot be 
reduced on account of an intercompany 
transaction. As discussed above concern
ing the application of the de minimis rules 
that allow treatment of gross receipts as 
DPGR or non-DPGR, * 1.1502-13(c)(1 lei) 
and (c)(4) requires that the separate en
tity attributes of a company's intercom
pany items or corresponding items must 
be redetermined to the extent necessary to 
produce the effect as if the consolidated 
group members engaged in an intercom
pany transaction were divisions of a single 
corporation. There is nothing in the pro
posed regulations that would prevent this 
rule from applying. In fact, several ex
amples specifically illustrate the applica
tion of these rules. An additional exam
ple concerning the license of an intangible 
between members of a consolidated group 
has been added to the final regulations. 

Another commentator requested clarifi
cation of the application of § 1.199-7(b )(2) 
of the proposed regulations where the 
EAG is comprised of more than one con
solidated group. Section 1.199-7(b )(2) of 
the proposed regulations (§1.l99-7(b)(3) 
of the final regulations) provides that, 
in determining the taxable income of an 
EAG, if a member of an EAG has an 
NOL carryback or carryover to the taxable 
year, then the amount of the NOL used 
to offset taxable income cannot exceed 
the taxable income of that member. The 
final regulations continue to treat a con
solidated group as a single member of 
the EAG. Accordingly, if a consolidated 
group has a consolidated NOL (CNOL) 
carryback or carryover, the amount of 
the CNOL used to offset taxable income 
cannot exceed the consolidated group's 
taxable income, and may not be used to 
offset taxable income of other members of 
the EAG, whether separate corporations 
or consolidated groups. An example has 
been provided to illustrate this provision. 

Trade or Business Requirement 

Pursuant to section 199(d)(5), 
§§ 1.199-1 through 1.199-9 are applied 
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by taking into account only itcm~ that are 
attributable to the actual conduct of a trade 
or bu~ine~s. An indi\ldual engaged in 
the actual conduct of a trade Of busille~~ 
mu>c apply *~ 1.1l)l)-1 through 1.1l)l)-l) 
by taking into account in computing QPAI 
only items that an~ attributable to that 
trade or business (or trade, or businesses) 
and any items allocated from a pass-thru 
entity engaged in a trade or business. 
Compensation receiyed by an individual 
employee for sen' ices performed as an 
employee IS not considered gross receipts 
for purposes of computing QPAI under 

** I.I 99-1 through 1.199-9. Similarly, 
any costs or expenses paid or inculTed by 
an individual employee with respect to 
those services performed as an employee 
afe not considered CGS or deductions of 
that employee for purposes of computing 
QPAI under 9§1.I99-1 through 1.199-9. 
For purposes of the trade-or-business re
quirement a trust or estate is treated as an 
individual. 

Pass-tilm Elltities 

As noted above, section 514(b) of 
TIPRA amended section 199(d)( I )(A)(iii) 
with respect to a partner's or shareholder's 
share of W-2 wages from a partnership or 
S corporation for taxable years beginning 
after May 17, 2006, Section 1.199-9 of 
the final regulations contains guidance 
for pass-thru entities with taxable years 
beginning on or before May 17. 2006. A 
taxpayer must apply * 1.199-9 to a taxable 
year beginning on or before May 17,2006, 
if that taxpayer applies ** 1.199- I through 
1.199-8 to the taxable year. The portions 
of * 1.199-3 relating to qualifying in-kind 
partnerships and EAG partner~hips, and 
all of * 1.199-5 relating to pass-thru enti
ties, in the final regulations arc reserved 
for taxable years beginning after May 17, 
2006. The IRS and Treasury Department 
intend to issue regulations that take into 
account the amendments made to section 
199(d)( I )(A)(iii) for pass-thru entities. 

Section Il)l) applies at the owner level 
in a manner consistent with the economic 
arrangement of the owners of the pass- thru 
entity. LnJer the proposed regulations, 
each ownC[ CLllnputc", its section 199 de
duction by taking into account its distrihu
ti\ cur proportionate share of the pas~-thru 
entity', itcm~ (including items of income 
and gain, a, \\ell as items of loss and dc-
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duction not otherwise disallowed by the 
Code). CGS allocated to such items of in
come, and gross receipts included in such 
item~ of income. Generally, section 199 is 
appl ied at the shareholder. partner, or sim
ilar h~\"el. For a non-grantor trust or estate, 
this level may refer to one or more benefi
ciaries, the trust or estate. or both. 

Section 199(d)(I)(A)(iii). however, 
Iimih the amount of W-2 wages from a 
partnep;hlp or S corporation that may be 
used by each partner or shareholder to 
compute the partner's or shareholder's 
section 199 deduction. Pursuant to the 
authority granted in sectIon I 99(d)(1 )(C), 
the final regulations provide that this wage 
limitation will apply to non-grantor trusts 
and estates in the same way it applies to 
partnerships and S corporations. Thus, for 
all purposes of this wage limitation, refer
ences in the final regulations to pass-thru 
entities include not only partnerships and 
S corporations, but also all non-grantor 
trusts and estates. 

The final regulations clarify that the 
section 199 deduction has no effect on a 
shareholder's adjusted basis in the stock of 
an S corporation or a partner's adjusted ba
sis in an interest in a partnership because 
the section 199 deduction is not described 
in section 1367(a) or section 705(a). How
ever, the shareholder's or partner's propor
tionate or distributive share of the S cor
poration or partnership items that are in
cluded in computing the shareholder's or 
partner's section 199 deduction will affect 
the shareholder's or partner's adjusted ba
sis under the rules of section 1367(a) or 
section 705(a). 

The proposed regulations provide that 
deductions of a partnership that otherwise 
would be takcn into account in comput
ing the partner's section 199 deduction are 
taken into account only if and to the extent 
the partncr's distributive share of those de
ductions from all of the partnership's ae
tivitie, is not disallowed by section 465, 
469. or 704(d), or any other provision of 
the Code. If only a portion of the partner's 
distributive share of the losses or deduc
tion, is allowed for a taxable year, a pro
portionate share of those allowable losses 
or deductions that are allocated to the part
ner's share of the partnership's qualified 
production activities, determined in a man
ner consistent with sections 465, 469, and 
704(d). and any other applicable provision 
of the Code (disallowed lo,ses), is taken 

into account in computing the section 199 
deduction for that taxable year. To the ex
tent that any of the disallowed losses are 
allowed in a later taxable year, the partner 
takes into account a proportionate share of 
those losses in computing its QPAI for that 
later taxable year. 

In response to comments received, the 
IRS and Treasury Department intend to 
issue separate guidance by publication in 
the Internal Revenue Bulletin regarding 
the treatment of disallowed losses in de
termining a taxpayer's section 199 deduc
tion. As a matter of administrative conve
nience and to reduce complexity for tax
payers, the final regulations clarify that 
disallowed losses of the taxpayer that are 
disallowed for taxable years beginning on 
or before December 3 1,2004, are not taken 
into account in a later taxable year for pur
poses of computing the taxpayer's QPAI 
for that later taxable year regardless of 
whether the disallowed losses are allowed 
for other purposes. The final regulations 
provide that similar rules concerning dis
allowed losses apply to taxpayers that are 
not partners or S corporation shareholders, 
See §I.l99-8(h). 

Generally, in the case of a pass-thru 
entity, the calculations required to de
termine QPAI (that is, the allocation Of 

apportionment of gross receipts, CGS, Of 

deductions) are performed at the owner 
level. Notice 2005- I 4 and the proposed 
regulations provide thai a partnership or 
S corporation that is a qualifying small 
taxpayer may use the small business 
simplified overall method to apportion 
CGS and deductions between DPGR and 
nOll-DPGR. This rule is not included in the 
final regulations, except that § 1.199-9(k) 
permits a partnership or S corporation that 
is a qualifying small taxpayer to use the 
small business simplified overall method 
to apportion CGS and deductions between 
DPGR and non-DPGR at the entity level 
under § I . 199-4(f) of the proposed regula
tions. In addition, § l.! 99-9(b)(I )(ii) and 
(c)(l)(ii) of the final regulations provides 
that the Secretary may, by publication in 
the Internal Revenue Bulletin, permit a 
partnership or S corporation to calculate a 
partner's or shareholder's share of QPAI 
at the entity level. 

If a partnership or S corporation cal
culates a partner's or shareholder's share 
of QPAI at the entity level, the owner's 
share of QPAI and W -2 wages from the 



partnership or S corporation are combined 
with the owner's QPAI and W-2 wages 
from other sources. The final regulations 
also clarify that, if a pass-thru entity cal
culates QPAI at the entity level, then gen
erally the owner of the pass-thru entity is 
not permitted to use another cost alloca
tion method to reallocate the costs of the 
pass-thru entity regardless of the method 
used by the pass-thru entity's owner to 
allocate or apportion costs. A taxpayer 
that receives QPAI from a partnership or 
S corporation does not take into account 
any gross receipts, income, assets, deduc
tions, or other items of the partnership or 
S corporation when the taxpayer allocates 
and apportions deductions to determine the 
taxpayer's QPAI from other sources. 

Regarding the rule allowing partner
ships that extract, refine, or process oil 
or natural gas to attribute these activities 
to their partners, some commentators re
quested that the rule be expanded to other 
industries that operate in a substantially 
similar manner. The exception for the 
oil and gas industry was provided in the 
proposed regulations to prevent a clearly 
qualifying activity from being disquali
fied under section 199 because of several 
decades-long industry practices. Among 
the historical industry practices taken into 
account by the IRS and Treasury De
partment in establishing the oil and gas 
exception was the fact that for decades 
the oil and gas industry generally has 
operated in a business model in which a 
partnership produces qualifying property 
and distributes such property in-kind to its 
partners (generally engaged themselves in 
the production of oil and gas), generally 
the partnership does not derive any gross 
receipts from the produced property, the 
property is marketed and sold exclusively 
and separately by each partner as competi
tors, and generally there is no marketing 
or sale by the partnership of the produced 
property, and no joint marketing or sale of 
the distributed property by any of the part
ners. In addition, the partnership typically 
qualifies to elect out of subchapter K. 

In response to the requests that this attri
bution rule be expanded to industries that 
historically have operated in a manner sub
stantially similar to the oil and gas indus
try, the final regulations provide that, if a 
partnership that MPGE or produces prop
erty is a qualifying in-kind partnership (as 
defined later), then each partner may be 

treated as MPGE or producing the prop
erty MPGE or produced by the partnership 
that is distributed to that partner. If a part
ner of a qualifying in-kind partnership de
rives gross receipts from the lease, rental, 
license, sale, exchange, or other disposi
tion of the property that was MPGE or pro
duced by the qualifying in-kind partner
ship, then, provided such partner is a part
ner of the qualifying in-kind partnership at 
the time the partner disposes of the prop
erty, the partner is treated as conducting 
the MPGE or production activities previ
ously conducted by the qualifying in-kind 
partnership with respect to that property. 
For this purpose, a qualifying in-kind part
nership is defined in ~ 1.199-9(i)(2) of the 
final regulations to include only certain 
partnerships operating solely in a desig
nated industry: oil and gas, petrochemical, 
or electricity generation. Partnerships in 
other industries with substantially similar 
historical industry practices may be desig
nated by the IRS and Treasury Department 
as qualifying in-kind partnerships by pub
lication in the Internal Revenue Bulletin. 

The proposed regulations provide that, 
if an EAG partnership (as defined in 
§ 1.199-9(j)(2) of the final regulations) 
MPGE or produces property and dis
tributes, leases, rents, licenses, sells, ex
changes, or otherwise disposes of that 
property to a member of an EAG of which 
the partners of the EAG partnership are 
members, then the MPGE or production 
activity conducted by the EAG partnership 
will be treated as having been conducted 
by the disposing member of the EAG. 
Similarly, if one or more members of an 
EAG of which the partners of an EAG 
partnership are members MPGE or pro
duces property and contributes, leases, 
rents, licenses, sells, exchanges, or other
wise disposes of that property to the EAG 
partnership, then the MPGE or production 
activity conducted by the EAG member 
(or members) will be treated as having 
been conducted by the EAG partnership. 
A question arose as to when a corporation 
needs to be a member of an EAG of which 
the partners of the EAG partnership are 
members for attribution of MPGE or pro
duction activities to take place. Thc final 
regulations clarify that attribution of such 
activities between an EAG partnership and 
members ofthe EAG of which the partners 
of the EAG partnership are members is 
determined at the time that the EAG part-

nership disposes of the property I in the 
case of property MPGE or produced by an 
EAG member or members) or at the time 
that the member or members of the EAG of 
which the partners of the EAG partnership 
are members dispose of the property (in 
the casc of property MPGE or produced 
by the EAG partnership). Attribution is 
effective only for those taxable years that 
the disposing or producing member is a 
member of the EAG of which the partners 
of the EAG partnership are members for 
the entire taxable year of the EAG partner
ship. The final regulations also clarify that 
EAG partnerships, the partners of which 
are members of the same EAG, may at
tribute their production activities between 
themselves on a similar basis, provided 
that the producing EAG partnership and 
the disposing EAG partnership are owned 
by members of the same EAG for the 
entire taxable year of the respective EAG 
partnership that includes the date on which 
the disposing EAG partnership disposes 
of the property. 

Because the sale of an interest in a pass
thru entity does not reflect the realization 
of DPGR by that entity, DPGR generally 
does not include gain or loss recognized on 
the sale, exchange or other disposition of 
an interest in the entity. However, consis
tent with Notice 2005-14 and the proposed 
regulations, if section 751 (a) or (b) applies, 
then gain or loss attributable to partnership 
assets giving rise to ordinary income under 
section 751 (a) or (b), the sale, exchange, or 
other disposition of which would give rise 
to an item of DPGR, is taken into account 
in computing the partner's section 199 de
duction. 

One commentator stated that many 
commercial real estate developers dispose 
of commercial real property by selling in
terests in special purpose partnerships that 
hold commercial real property. Because a 
sale, exchange or other disposition of the 
commercial real property may result in 
section 1231 gain rather than ordinary in
come, the commentator suggested that the 
definition of inventory items be expanded 
for purposes of § 1.199-9( e) by treating 
section 751 (d) as not clJntaini ng the words 
"and other than property described in sec
tion 1231." As a result, a sale or exchange 
of an interest in a partnership that holds 
commercial real property would gener
ate DPGR if a sale or exchange of the 
commercial real property would gener-
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ate DPGR regardless of whether the sale 
or cxchange would result in ordinary in
come. The fiml regulations do not include 
the commentator's suggestion because 
the rule in ~ \.I 99-9( e) applies aggregate 
treatment to a sale or exchange of a part
nership interest only to the extent section 
751 specifically allows such treatment. 
Modifying the explicit terms of section 
751 (d) as suggested would be inconsistent 
with the purposes of section 751 and sec
tion 199. 

Statistical Salllplillg 

In the preamble to the proposed regu
lations, the IRS and Treasury Department 
invited taxpayers to submit comments on 
issues relating to section 199 including 
whether taxpayers can apply statistical 
sampling to section 199, what specific 
areas of section 199 statistical sampling 
could bc applied to, and whether appli
cation of statistical sampling should be 
limited to specific areas of section 199. 
Comments were received on statistical 
sampling and the IRS and Treasury De
partment are considering those comments 
and intend to issue subsequent guidance 
addressing thc application of statistical 
sampling for purposes of section 199. 

Electiolls ullder the Sectioll 861 
Regulatiolls 

The preamble to the proposed regula
tions states that. because the provisions 
of section 199 may cause taxpayers to 
reconsider previously made elections un
der *§1.861-8 through 1.861-17 and 
*§1.861-8T through 1.861-14T (the sec
tion 861 regulations), the IRS and Trea
sury Department intend to issue a revenue 
procedure granting taxpayers automatic 
consent to change certain of those elec
tions. In the proposed regulations, the 
IRS and Trcasury Dcpartmcnt rcqucstcd 
comments on which elections should be 
included in such a revenue procedure and 
the appropriate time period during which 
the automatic consent should apply. Sev
eral commentators urged promulgation 
of such a revenuc procedure, and several 
comments specifically requested that the 
re\'t~nue procedure provide taxpayers au
tomatic consent for more than one taxable 
year to change previously made elections. 

The IRS and Treasury Department in
tend to issue a revenue procedure that 
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provides taxpayers automatic consent to 
change certain elections relating to the 
appOI1iOtlIllent of interest expense and 
research and nperimental expenditures 
under the section 861 regulations. It is 
intended that the automatic consent af
forded under the revenue procedure will 
provide taxpayers the consent required by 
~~1.861-8T(c)(2) and 1.861-9(i)(2), with 
respect to the apportionment of interest 
expense, and by ~1.861-17(e), with re
spect to the apportionment of research and 
experimental expenditures, to change an 
election, effective Cor a taxpayer's first 
taxable year beginning after December 31, 
2004 (the taxpaycr's 2005 taxable year). 
In addition, it is intended that the revenue 
procedure will provide taxpayers the con
sent required by those regulations for a 
taxpayer's taxahle year immediately fol
lowing the taxpayer's 2005 taxable year, 
but, in such case, a taxpayer would not be 
provided automatic consent to change any 
election that first took effect with respect 
to the taxpayer's 2005 taxable year. 

Financial and Administrative Burden 

Several commentators objected to the 
complexity of the proposed regulations, 
and to the financial and administrative bur
den that the commentators believe the reg
ulations will impose on taxpayers (particu
larly on small businesses). The complexity 
and burden of the regulations are a func
tion of the statutory language and frame
work of section 199, which are complex 
and contain many requirements. For ex
ample, with the exception of a few specific 
services (namely, construction, architec
ture, and engineering) only gross receipts 
derived from certain dispositions of certain 
propeI1y qualify under the statute. In ad
dition, in the case of manufacturing activ
ities. the property mLlst he manufactured 
by the taxpayer in whole or in significant 
part within the United States. Also, un
der section 199. costs mLlst be allocated be
tween qualifying and nonqualifying gross 
receipts. All of these statutory require
ments (and others) potentially necessitate 
that taxpayers ohtain information, make 
determinations and computations, and re
tain records that might not otherwise be re
quired for husiness purposes. In the case of 
partnerships and S corporations, the statute 
requires that the deduction be computed 
at the owner levcl. necessitating the shar-

ino between entitv and owner of informa-c- • 
tion that might not be needed for purposes 
other than section 199. Both the proposed 
and the final regulations provide a number 
of safe harbors and de minimis rules that 
are intended to balance the need for com
pliance with these statutory requirements 
against the burden imposed on taxpayers. 

In the preamble to the proposed regu
lations, the IRS and Treasury Department 
certify that the collection of information 
required under the proposed regulations 
(relating to information to be provided by 
cooperatives to their patrons) will not have 
a significant economic impact on a sub
stantial number of small entities, and there
fore that a Regulatory Flexibility Analy
sis is not required by the Regulatory Flex
ibility Act (RFA). One commentator as
serted that the certification did not provide 
sufficient information for small entities to 
determine the impact the regulations will 
have on their businesscs. The commenta
tor also contended that the IRS and Trea
sury Department, in making the certifica
tion, failed to consider burdens imposed by 
the proposed rcgulations on othcr small en
tities, such as partnerships and S corpora
tions, that are required under the regula
tions to provide certain information to their 
owners. 

The IRS and Treasury Department be
lieve that the certification for the proposed 
regulations, as well as for these final reg
ulations, is appropriate and complies with 
the requirements of the RFA. With respect 
to cooperatives, the regulations provide 
cooperatives with specific rules about the 
information they must provide to patrons 
under section 199. The IRS and Trea
sury Department believe that cooperatives 
havc the necessary information to com
ply with this requirement. The IRS and 
Treasury Department continuc to believe 
that this requirement is the only collec
tion of information in the regulations that 
is within the seope of the RFA. Certain 
other recordkeeping and reporting require
ments of the regulations relating to infor
mation sharing between pass-thru entities 
(partnerships and S corporations) and their 
owners are subsumed within other existing 
income tax regulations that currently re
quire that such entities report to their own
ers all information that is necessary for the 
owners to determinc their tax liability. 



Effective Date 

Section 199 applies to taxable years 
beginning after December 31, 2004. Sec
tions 1.199-1 through 1.199-8 are appli
cable for taxable years beginning on or 
after June 1, 2006. For a taxable year 
beginning on or before May 17, 2006, 
the enactment date of TIPRA, a taxpayer 
may apply § § 1.199-1 through 1.199-9 
provided that the taxpayer applies all pro
visions in § § 1.199-1 through 1.199-9 to 
the taxable year. For a taxable year begin
ning after May 17, 2006, and before June 
I, 2006, a taxpayer may apply § § 1.199-1 
through 1.199-8 provided that the tax
payer applies all provisions in §§ 1.199-1 
through 1.199-8 to the taxable year. Sec
tion 1.199-9 may not be applied to a 
taxable year that begins after May 17, 
2006. 

For a taxpayer who chooses not to rely 
on these final regulations for a taxable 
year beginning before June 1, 2006, the 
guidance on section 199 that applies to 
such taxable year is contained in Notice 
2005-14, 2005-1 C.B. 498. In addition, 
a taxpayer also may rely on the provisions 
of REG-105847-05, 2005-47 I.R.B. 987 
(see §601.601(d)(2» for a taxable year 
beginning before June 1, 2006. If Notice 
2005-14 and REG-I05847-05 include 
different rules for the same particular is
sue, then a taxpayer may rcly on either the 
rule set forth in Notice 2005-14 or the rule 
set forth in REG-I05847-0S. However, 
if REG-IOS847-0S includes a rule that 
was not included in Notice 200S-14, then 
a taxpayer is not permitted to rely on the 
absence of a rule to apply a rule contrary 
to REG-IOS847-0S. For taxable years 
beginning after May 17, 2006, and before 
June 1, 2006, a taxpayer may not apply 
Notice 200S-14, REG-I0S847-0S, or any 
other guidance under section 199 in a man
ner inconsistent with amendments made to 
section 199 by section S14 of TIPRA. In 
determining the deduction under section 
199, items arising from a taxable year of a 
partnership, S corporation, estate, or trust 
beginning before January I, 200S, shall 
not be taken into account for purposes of 
section 199(d)(l). Members of an EAG 
that are not members of a consolidated 
group may each apply the effective date 
rules without regard to how other mem
bers of the EAG apply the effective date 
rules. 

EFFECT ON OTHER DOCUMENTS 

Notice 200S-14, 2005-1 C.B. 498, is 
obsolete for taxable years beginning on or 
after June 1, 2006. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in Executive Or
der 12866. Therefore, a regulatory assess
ment is not required. It is hereby certified 
that the collection of information in this 
regulation will not have a significant eco
nomic impact on a substantial number of 
small entities. This certification is based 
upon the fact that any burden on cooper
atives is minimal. Accordingly, a Regula
tory Flexibility Analysis under the Regula
tory Flexibility Act (S U.S.c. chapter 6) is 
not required. Pursuant to section 7805(f) 
of the Code, the notice of proposed rule
making was submitted to the Chief Coun
sel for Advocacy of the Small Business 
Administration for comment on its impact 
on small business. 

Drafting Information 

The principal authors of these reg
ulations are Paul Handleman and 
Lauren Ross Taylor, Office of the As
sociate Chief Counsel (Passthroughs and 
Special Industries), IRS. However, other 
personnel from the IRS and Treasury 
Department participated in their develop
ment. 

* * * * * 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR parts I and 602 
are amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part I is amended by adding entries to read, 
in part, as follows: 

Authority: 26 U.S.c. 780S * * * 
Section 1.199-1 also issued under 

26 U.S.c. 199(d). 
Section 1.199-2 also issued under 

26 U.S.c. 199(d). 
Section 1.199-3 also issued under 

26U.S.C.199(d). 

Section 1.199-4 also issued under 
26 U.S.c. 199(d). 

Section 1.199-S also issued under 
26 U.S.C. 199(d). 

Section 1.199-6 also issued under 
26 U.s.c. 199(d). 

Section 1.199-7 also issued under 
26 USc. 199(d). 

Section 1.199-8 also issued under 
26 U.s.c. 199(d). 

Section 1.199-9 also issued under 
26 U.S.c. 199(d). * * * 

Par. 2. Sections 1.199-0 through 
1.199-9 are added to read as follows: 

§ 1.199-0 Table of contents. 

This section lists the section headings 
that appear in § § 1.199-1 through 1.199-9. 

§1. J 99-1 Income attributable fo domestic 
production activities. 

(a) In general. 
(b) Taxable income and adjusted gross 

1I1come. 
( I) In general. 
(2) Examples. 
(c) Qualified production activities in-

come. 
(d) Allocation of gross receipts. 
(l) In general. 
(2) Reasonable method of allocation. 
(3) De minimis rules. 
(i) DPGR. 
(ii) Non-DPGR. 
(4) Example. 
(e) Certain multiple-year transactions. 
(l) Use of historical data. 
(2) Percentage of completion method. 
(3) Examples. 

§ J .199-2 Wage limitation. 

(a) Rules of application. 
(I) In general. 
(2) Wages paid by entity other than 

common law employer. 
(3) Requirement that wages must be re

ported on return filed with the Social Se
curity Administration. 

(i) In general. 
(ii) Corrected return filed to correct a 

return that was filed within 60 days of the 
due date. 

(iii) Corrected return filcd to correct a 
return that was filed later than 60 days after 
the due date. 

(4) Joint return. 
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(b) Application in the case of a taxpayer 

with a short taxable year. 

(c) Acquisition or disposition of a trade 

or business (or major portion). 

(d) Non-duplication rule. 

(e) Definition of W-2 wages. 

(I) In general. 

(2) Limitation on W-2 wages for tax~ 

able years beginning after May 17. 2006, 

the enactment date of the Tax Increase Pre~ 

vcntion and Reconciliation Act of 2005. 

I Reserved 1. 
(3) Methods for calculating W-2 

wages. 

~ 1.199-3 Domestic production gross 
receiprs. 

(a) In general. 

(h) Related persons. 
(I) In general. 
(2) Exceptions. 
(c) Definition of gross receipts. 

(d) Determining domestic production 

gross receipts. 
( I) In general. 
(2) Special rules. 

0) Exception. 
(4) Examples. 
(e) Definition of manufactured, pro~ 

duced, grown, or extracted. 
(I) In general. 
(2) Packaging, repackaging, labeling. 

or minor assembly. 
0) Installing. 
(4) Consistency with section 263A. 
(5) Examples. 

(f) Definition of by the taxpayer. 
(I) In general. 
(2) Special rule for certain government 

contracts. 

0) Subcontractor. 
(4) Examples. 
(g) Definition of in whole or in signifi~ 

cant part. 
( 1 ) In general. 

(2) Substantial in nature. 
(3) Safe harbor. 
(il In general. 

(Ii) Unadjusted depreciable basis. 
(iii) Computer software and sound 

recordings. 
(-+) Special rules. 

Ii) Contract with unrelated persons. 
(ii 1 Aggregation. 
(5) Examples. 

(h) Definition of United States. 
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(i) Derived from the lease, rental, li~ 

cense, sale, exchange, or other disposition. 
( I) In general. 

(i) Definition. 

(ii) Lease income. 

(iii) Income substitutes. 

(iv) Exchange of property. 

(A) Taxable exchanges. 

(8) Safe harbor. 

(C) Eligible property. 

(2) Examples. 

(3) Hedging transactions. 
(i) In general. 

(ii) Currency fluctuations. 

(iii) Effect of identification and non~ 

identification. 

(iv) Other rules. 

(4) Allocation of gross receipts. 
(i) Embedded services and non~quali~ 

fied property. 
(A) In general. 

(8) Exceptions. 
(ii) Non-DPGR. 
(iii) Examples. 

(5) Advertising income. 
(i) Tangible personal property. 
(ii) Qualified film. 
(iii) Examples. 

(6) Computer software. 
(i) In general. 
(ii) through (v) [Reserved]. 
(7) Qualifying in~kind partnership for 

taxable years beginning after May 17, 
2006, the enactment date of the Tax In~ 
crease Prevention and Reconciliation Act 
of 2005. [Reserved]. 

(8) Partnerships owned by members of 
a single expanded affiliated group for tax~ 
able years beginning after May 17,2006, 
the enactment date of the Tax Increase Pre~ 
vention and Reconciliation Act of 2005. 
[Reserved]. 

(9) Non~opcrating mineral interests. 
(j) Definition of qualifying production 

property. 
(I) In general. 
(2) Tangible personal property. 
(i) In genera1. 
(ii) Local law. 
(iii) Intangible property. 
(3) Computer software. 
(i) In genera1. 
(ii) Incidental and ancillary rights. 
(iii) Exceptions. 
(4) Sound recordings. 
(i) In general. 
(ii) Exception. 

(5) Tangible personal propel1y with 

computer software or sound recordings. 
(i) Computer software and sound 

recordings. 
(ii) Tangible personal property. 

(k) Definition of qualified film. 

(I) In genera1. 
(2) Tangible personal property with a 

film. 
(i) Film not produced by a taxpayer. 

(ii) Film produced by a taxpayer. 

(A) Qualified film. 
(8) Nonqualified film. 

m Derived from a qualified film. 
(i) In genera1. 

(ii) Exceptions. 

(4) Compensation for services. 

(5) Determination of 50 percent. 
(6) Exception. 

(7) Examples. 

(I) Electricity, natural gas, or potable 

water. 
(1) In genera1. 

(2) Natural gas. 
(3) Potable water. 
(4) Exceptions. 
(i) Electricity. 

(ii) Natural gas. 
(iii) Potable water. 
(iv) De minimis exception. 
(A) DPGR. 
(8) Non-DPGR. 
(5) Example. 
(m) Definition of construction per~ 

formed in the United States. 
(1) Construction of real property. 
(i) In genera1. 
(ii) Regular and ongoing basis. 
(A) In general. 
(8) New trade or business. 
(iii) De minimis exception. 
(A) DPGR. 
(8) Non~DPGR. 
(2) Activities constituting construction. 
(i) In general. 
(ii) Tangential services. 
(iii) Other construction activities. 
(iv) Administrative support services. 
(v) Exceptions. 
(3) Definition of real property. 
(4) Definition of infrastructure. 
(5) Definition of substantial renovation. 
(6) Derived from construction. 
(i) In general. 
(ii) Qualified construction warranty. 
(iii) Exceptions. 
(iv) Land safe harbor. 
(A) In general. 



(B) Determining gross receipts and 
costs. 

(v) Examples. 
(n) Definition of engineering and archi-

tectural services. 
(1) In general. 
(2) Engineering services. 
(3) Architectural services. 
(4) Administrative support services. 
(5) Exceptions. 
(6) De minimis exception for perfor-

mance of services in the United States. 
(i) DPGR. 
(ii) Non-DPGR. 
(7) Examplc. 
(0) Sales of certain food and beverages. 
(l) In general. 
(2) De minimis exception. 
(3) Examples. 
(p) Guaranteed payments. 

§I.I99-4 Costs allocable to domestic 
production gross receipts. 

(a) In general. 
(b) Cost of goods sold allocable to do-

mestic production gross receipts. 
(1) In general. 
(2) Allocating cost of goods sold. 
(i) In general. 
(ii) Gross receipts recognized in an ear

lier taxable year. 
(3) Special rules for imported itcms or 

services. 
(4) Rules for inventories valued at mar

ket or bona fide selling prices. 
(5) Rules applicable to inventories ac

counted for under the last-in, first-out 
(UFO) inventory method. 

(i) In general. 
(ii) LIFOIFIFO ratio method. 
(iii) Change in relative base-year cost 

method. 
(6) Taxpayers using the simplified 

production method or simplified resale 
method for additional section 263A costs. 

(7) Examples. 
(c) Other deductions properly allocable 

to domestic production gross receipts or 
gross income attributable to domestic pro
duction gross receipts. 

(I) In general. 
(2) Treatment of net operating losses. 
(3) W-2 wages. 
(d) Section 861 method. 
(1) In general. 
(2) Deductions for charitable contribu

tions. 

(3) Research and experimental expen
ditures. 

(4) Deductions allocatcd or apportioned 
to gross receipts treated as domestic pro
duction gross receipts. 

(5) Treatment of items from a pass-thru 
entity rcporting qualified production activ
ities income. 

(6) Examples. 
(e) Simplified deduction method. 
( I) In general. 
(2) Eligible taxpayer. 
(3) Total assets. 
(i) In general. 
(ii) Members of an expanded affiliated 

group. 
(4) Members of an expanded affiliated 

group. 
(i) In general. 
(ii) Exception. 
(iii) Examples. 
(f) Small business simplified overall 

method. 
(I) In general. 
(2) Qualifying small taxpayer. 
(3) Total costs for the current taxable 

year. 
(i) In general. 
(ii) Land safe harbor. 
(4) Members of an expanded affiliated 

group. 
(i) In general. 
(ii) Exception. 
(iii) Examples. 
(5) Trusts and estates. 
(g) Average annual gross receipts. 
(l) In general. 
(2) Members of an expanded affiliated 

group. 

§1.199-5 Application of section 199 
to pass-thru entities for taxable years 
beginning after May 17, 2006, the 
enactment date of the Tax Increase 
Prevention and Reconciliation Act of 
2005. [Reserved]. 

§1.199-6 Agricultural and horticultural 
cooperatives. 

(a) In general. 
(b) Cooperative denied section 1382 de

duction for portion of qualified payments. 
(c) Determining cooperati ve' s taxable 

income. 
(d) Special rule for marketing coopera

tives. 
(e) Qualified payment. 

(0 Specified agricultural or horticul
tural cooperative. 

(g) Written notice to patrons. 
(h) Additional rules relating to 

passthrough of section 199 deduction. 
(i) W-2 wages. 

(j) Recapture of section 199 deduction. 
(k) Section is exclusive. 
(I) No double counting. 
(m) Examples. 

§1.199-7 Expanded affiliated groups. 

(a) In general. 
(I) Definition of expanded affiliated 

group. 
(2) Identification of members of an ex

panded affiliated group. 
(i) In general. 
(ii) Becoming or ceasing to be a mem-

ber of an expanded affiliated group. 
(3) Attribution of activities. 
(i) In general. 
(ii) Special rule. 
(4) Examples. 
(5) Anti-avoidance rule. 
(b) Computation of expanded affiliated 

group's section 199 deduction. 
( I) In general. 
(2) Example. 
(3) Net operating loss carrybacks and 

carryovers. 
(c) Allocation of an expanded affili

ated group's section 199 deduction among 
members of the expanded affiliated group. 

( I) In general. 
(2) Use of section 199 deduction to cre

ate or increase a net operating loss. 
(d) Special rules for members of the 

same consolidated group. 
(1) Intercompany transactions. 
(2) Attribution of activities in the con

struction of real property and the perfor
mance of engineering and architectural 
services. 

(3) Application of the simplified deduc
tion method and the small business simpli
fied overall method. 

(4) Determining the section 199 deduc
tion. 

(i) Expanded affiliated group consists 
of consolidated group and non-consoli
dated group members. 

(ii) Expanded affiliated group consists 
only of members of a single consolidated 
group. 
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(5) Allocation of the section 199 de
duction of a consolidated group among its 
members. 

(e) Examples. 
(f) Allocation of income and loss by a 

corporation that is a member of the ex
panded affiliated group for only a portion 
of the year. 

(I) In general. 
(i) Pro mta allocation method. 
(ii) Section 199 closing of the hooks 

method. 
(iii) Making the section 199 closing of 

the books election. 
(2) Coordination with rules relat

ing to the allocation of income under 
§1.l502-76(b). 

(g) Total section 199 deduction for a 
corporation that is a member of an ex
panded affiliated group for some or all of 
its taxable year. 

( I ) Member of the same expanded affil
iated group for the entire taxable year. 

(2) Member of the expanded affiliated 
group for a portion of the taxable year. 

(3) Example. 
(h) Computation of section 199 deduc

tion for members of an expanded affiliated 
group with different taxable years. 

( I) In general. 
(2) Example. 

~/.199-8 Other rules. 

(a) In general. 
(b) Individuals. 
(c) Trade or business requirement. 
( I ) In general. 
(2) [ndividuals. 
(3) Trusts and estates. 
(d) Coordination with alternative mini-

mum tax. 
(e) Nonrecognition transactions. 
(I) In general. 
(i) Sections 351. 721, and 731. 
(ii) Exceptions. 
l.Al Section 708(b)( I )(B). 
(B 1 Tran:--fers hy reason of death. 
(2) Section Ill31 exchanges. 
(3) Section 381 transactions. 
(f) Taxpayers with a 52-53 week tax-

able year. 
(g) Section -1-8 \( a) adjustments. 
Ih) Disallowed losses or deductions. 
(i) Effective dates. 
I I) [n general. 
(2) Pass-thru entities. 
(3) Non-consolidated EAG members. 
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(4) Computer software provided to cus
tomers over the Internet. [Reserved]. 

.91. N9-1) Applica{ioll of sectioll 199 
to pass-tlll'lI entities fc)!' taxable years 
beRillninR 011 or beicne Mav 17, 2006, 
tile enactment lime o{ rile Tlu Increase 
Prcl'ention and Recol/ciliatioll Act of 

2005 

(a) I n general. 
(b) Partnerships. 
( I ) In general. 
(i) Determination at partner level. 
(ii) Determination at entity level. 
(2) Disallowed losses or deductions. 
(3) Partner's share ofW-2 wages. 
(4) Transition percentage rule for W-2 

wages. 
(5) Partnerships electing out of sub-

chapter K. 
(6) Examples. 
(c) S corporations. 
(I) In general. 
(i) Determination at shareholder level. 
(ii) Determination at entity level. 
(2) Disallowed losses or deductions. 
(3) Shareholder's share ofW-2 wages. 
(4) Transition percentage rule for W-2 

wages. 
(d) Grantor trusts. 
(e) Non-grantor trusts and estates. 
( I) Allocation of costs. 
(2) Allocation among trust or estate and 

bencficimies. 
(i) In general. 
(ii) Treatment of items from a trust or 

estate reporting qualified production activ
ities income. 

(3) Beneficiary's share ofW-2 wages. 
(4) Transition percentage rule for W-2 

wages. 
(5) Example. 
(f) Gain or loss from the disposition of 

an interest in a pass-thru entity. 
(g) Section 199( d)( I )(A)(iii) wage lim-

itation and tiered structures. 
(I) I n general. 
(2) Share of W-2 wages. 
(3) Example. 
(h) No attribution of qualified activities. 
(i) Qualifying in-kind partnership. 
( I) In general. 
(2) Definition of qualifying in-kind 

partnership. 
(3) Special rules for distributions. 
(4) Other rules. 
(5) Example. 

(j) Partnerships owned by members of 
a single expanded affiliated group. 

(I) In general. 
(2) Attribution of activities. 
(i) [n general. 
(ii) Attribution between EAG partner-

ships. 
(iii) Exception to attribution. 
(3) Special rules for distributions. 
(4) Other rules. 
(5) Examples. 
(k) Effective dates. 

§ I. 199-1 Income aTTriblitable tv domestic 
production aClil'ities. 

(a) /n general. A taxpayer may deduct 
an amount equal to 9 percent (3 percent 
in the case of taxable years beginning in 
2005 or 2006, and 6 percent in the case of 
taxable years beginning in 2007, 2008, or 
2()09) of the lesser of the taxpayer's qual
ified production activities income (QPAI) 
(as defined in paragraph (c) of this section) 
for the taxable year, or the taxpayer's tax
able income for the taxable year (or, in the 
case of an individual, adjusted gross in
come). The amount of the deduction al
lowable under this paragraph (a) for any 
taxable year cannot exceed 50 percent of 
the W-2 wages of the employer for the tax
able year (as determined under § 1.199-2). 
The provisions of this section apply solely 
for purposes of section 199 of the Internal 
Revenue Code. 

(h) Taxable income and adjusted gross 
income-( I) In general. For purposes of 
paragraph (a) of this section, the definition 
of taxable income under section 63 applies, 
except that taxable income is determined 
without regard to section 199 and with
out regard to any amount excluded from 
gross income pursuant to section 114 or 
pursuant to section WI(d) of the Ameri
(;an Jobs Creation Act of 2004, Public Law 
108-357, 1 I 8 Stat. 1418 (Act). [n the 
case of individuals, adjusted gross income 
for the taxable year is determined after ap
plying sections 86, 135, 137, 219, 221, 
222, and 469, and without regard to sec
tion 199 and without regard to any amount 
excluded from gross income pursuant to 
section 114 or pursuant to section Wl(d) 
of the Act. For purposes of determining 
the tax imposed by section 511, paragraph 
(a) of this section is applied using unre
lated business taxable income. Except as 
provided in §1.199-7(c)(2), the deduction 



under section 199 is not taken into account 
in computing any net operating loss or the 
amount of any net operating loss carryback 
or carryover. 

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

Ewmple I. X. a corporation that is not part of 

an expanded affiliated group (EAG) (as defined in 

§ 1.199-7). engages in production activities that gen

erate QPAI and taxable income (without taking into 

account the deduction under this section and an NOL 

deduction) of $600 in 20 I O. During 2010. X incurs 

W-2 wages as defined in S 1.199-2(e) of $300. X has 

an NOL carryoverto 20 I 0 of $500. X's deduction un
der this section for 2010 is $9 (.09 x (lesser of QPAI 

of $600 and taxable income of $1 00 ($600 taxable in

come - $500 NOL». Because the wage limitation is 

$150 (50% x $300). X's deduction is not limited. 
Example 2. (i) Fuels. X, a corporation that is not 

part of an EAG, engages in production activities that 

generate QPAI and taxable income (without taking 

into account the deduction under this section and an 

NOL deduction) of $1 00 in 2010. X has an NOL car

ryoverto 20IO of$500 that reduces its taxable incomc 

for 2010 to $0. X's deduction under this section for 

2010 is $0 (.09 x (lesser of QPAI of $100 and taxable 

income of $0»). 

(iiJ Carryover to 2011. X's taxable income for 

purposes of determining its :-IOL carryover to 2011 

is $100. Accordingly. X's NOL carryover to 2011 is 

$400 ($500 NOL carryover to 2010 - $100 NOL used 

in 2010). 

(C) Qualified production activities in
come. QPAI for any taxable year is an 
amount equal to the excess (if any) of the 
taxpayer's domestic production gross re
ceipts (DPGR) (as defined in §1.l99-3) 
over the sum of-

(1) The cost of goods sold (CGS) that is 
allocable to such receipts; and 

(2) Other expenses, losses, or deduc
tions (other than the deduction allowed un
der this section) that arc properly alloca
ble to such receipts. See §§ l.l99-3 and 
1.199--4. 

(d) Allocation of gross receipts-(l) In 
general. A taxpayer must determine the 
portion of its gross receipts for the tax
able year that is DPGR and the portion of 
its gross receipts that is non-DPGR. Ap
plicable Federal income tax principles ap
ply to determine whether a transaction is, 
in substance, a lease, rental. license, sale, 
exchange, or other disposition the gross 
receipts of which may constitute DPGR 
(assuming all the other requirements of 
§ 1.1 99-3 are met), whether it is a service 
the gross receipts of which may constitute 
non-DPGR, or some combination thereof. 
For example, if a taxpayer leases quali
fying production property (QPP) (as de-

fined in § l.l99-3(j)(1» and in connection 
with that lease, also provides services, the 
taxpayer must allocate its gross receipts 
from the transaction using any reasonable 
method that is satisfactory to the Secre
tary based on all of the facts and circum
stances and that accurately identifies the 
gross receipt~ that constitute DPGR and 
non-DPGR. 

(2) Reasonable method of allocation. 
Factors taken into consideration in deter
mining whether the taxpayer's method of 
allocating gross receipts between DPGR 
and non-DPGR is reasonable include 
whether the taxpayer uses the most accu
rate information available; the relationship 
between the gross receipts and the method 
used; the accuracy of the method chosen 
as compared with other possible methods; 
whether the method is used by the tax
payer for internal management or other 
business purposes; whether the method is 
used for other Federal or state income tax 
purposes; the time, burden, and cost of us
ing alternative methods; and whether the 
taxpayer applies the method consistently 
from year to year. Thus, if a taxpayer has 
the information readily available and can, 
without undue burden or expense, specif
ically identify whether the gross receipts 
derived from an item are DPGR, then the 
taxpayer must use that specific identifi
cation to determine DPGR. If a taxpayer 
docs not have information readily avail
able to specifically identify whether the 
gross receipts derived from an item arc 
DPGR or cannot, without undue burden 
or expense, specifically identify whether 
the gross receipts derived from an item are 
DPGR, then the taxpayer is not required 
to use a method that specifically identifies 
whether the gross receipts derived from an 
item are DPGR. 

(3) De minimis rules-(i) DPGR. All 
of a taxpayer's gross receipts may be 
treated as DPGR if less than 5 percent 
of the taxpayer's total gross receipts are 
non-DPGR (after application of the ex
ceptions provided in §1.l99-3(i)(4)(i)(B), 
(1)(4 )(iv )(A), (m)(l )(iii)(A), (n)(6 lei), and 
(0)(2) that may result in gross receipts 
being treated as DPGR). If the amount 
of the taxpayer's gross receipts that are 
non-DPGR equals or exceeds 5 percent of 
the taxpayer's total gross receipts, then, 
except as provided in paragraph (d)(3)(ii) 
of this section, the taxpayer is required 
to allocate all gross receipts between 

DPGR and non-DPGR in accordance with 
paragraph (d)( I) of this section. If a cor
poration is a member of an EAG. but is 
not a member of a consolidated group. 
then the determination of whether le~s 

than 5 percent of the taxpayer' s total gross 
receipts are non-DPGR is made at the 
corporation level. If a corporation is a 
member of a consolidated group, then (he 
determination of whether less than 5 per
cent of the taxpayer's total gross receipts 
are non-DPGR is made at the consolidated 
group level. In the case of an S corpora
tion, partnership, trust (to the extcnt not 
described in §l.l99-9(d» or estate, or 
other pass-thru entity. the determination of 
whether less than 5 percent of the pass-thru 
entity's total gross receipts arc non-DPGR 
is made at the pass-thru entity level. In 
the case of an owner of a pass-thru entity, 
the determination of whether less than 5 
percent of the owner's total gross receipts 
are non-DPGR is made at the owner level. 
taking into account all gross receipts of 
the O\vner from its other trade or business 
activities and the owncr's share of the 
gross receipts of the pass-thru entity. 

(ii) Non-DPGR. All of a taxpayer's 
gross receipts may be treated as 
non-DPGR if less than 5 percent of the 
taxpayer's total gross receipts are DPGR 
(after application of the exceptions pro
vided in §1.l99-3(i)(4)(ii), (l)(4)(iv)(B), 
(m)(l)(iii)(B), and (n)(6)(ii) that may 
result in gross receipts being treated as 
non-DPGR). If a corporation is a mem
bt!r of an EAG, but is not a mt!mber of a 
consolidated group, then the determina
tion of whether less than 5 percent of the 
taxpayer's total gross receipts are DPGR 
is made at the corporation level. If a cor
poration is a member of a consolidated 
group, then tht! determination of whether 
less than 5 percent of the taxpayer's total 
gross receipts are DPGR is made at the 
consolidated group level. In the case of 
an S corporation, partnership, trust (to the 
extent not described in § 1.199-9(d») or 
estate, or other pass-thru entity, the deter
mination of whether less than 5 percent 
of the pass-thru entity's total gro~s re
ceipts are DPGR is made at the pass-thru 
entity level. In the case of an owner of 
a pass-thru entity, the determination of 
whether less than 5 percent of the owner's 
total gross receipts are DPGR is made at 
the owner level, taking into account all 
gross receipts of the owner from its othcr 
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trade or business acti\'ities and the owner's 
share of the gross receipts of the pass-thru 
entity. 

(-+) EXlI/llp/c. The following example 
illu,trates the application of this para
graph ([.\): 

i:\dIll/J!{' X defl\ c\ it .... gn)\." rL'l'l'iph from Ihe

,ak ul g~hullne rcflllL'd b\ X" ithln the Llnited State, 

,lIld thL' '~Ik 01 refined )!~hlliine that X aL'qulred b\ 

1'1lIdl~I'" 1'1 Dill an llnrci,lted pn'lln, If at k~ht )"; Df 

X'" gn"" rl'l'cirl" ~lrl' dl'ri\'ed frum g~t",olinL' re-fined 

h\ X \\Ithln the linlted States (that qualify a, DPGR 

II allthe Dther requiremenh ul ~ 1.19lJ-,' arc Illetl ~md 

at least 5'; ul X', ~rn" rL'LTlph arc defiled fmlll the 

rl·"tlc uf the ~IL'L[Ulred ga'l)line (that do not qualify as 

DI'(;R I. then X dllCS n(lt qualIfy for the dc llIillillli I 

rule, Llndn paragraphs (dll,)(i) allll liil of this SCC

tlon, and X must allocate its gn"s receiph between 

thc gl'\l" receiph lkn\ed I' Will the sale of gasoline 

relined hv X "Ithlll the United States ~IIlU the gross 

rL'(elpts derived fmm the resale of the acquired gaso
lme. It k" than :'ie; Ill' X's gross f(xcipts arc derived 

frlllllthe reselle of the LI(lJuircd gasoline, then, X may 

l'lthn alillcate its gross n:ceipts bctween the gross re
(eipls deri\ cd frlllll the gasoline refined by X within 

thc llnited States and the gross rc(eipts derived from 

thL' resaie' Ill' the acqUired gasnline. or. pursuant to 

I'ara!!raph (d It" )11) of this section. X may treat all of 
lIs grnss receipts derived from the sale of the refined 
~,holine as DPGR. If X's gross receipts attributable 

III the gasoline refined by X with III the United States 
c,)nstltutL' Ie" than 'i'k of X's total gloss receipts, 
then. X Illa\ ellher allocate its gw" receipts between 
tlk' grll"\ rcct:ipt ... derived from the ga~lllint~ refined 

hy X within the United States and the gross receipts 
deri\'ed frolll the resale oj the acquired gasoline. or. 
pursuant to paragraph td!1 _,)( ii 101' this section. X may 

treat .III Lli its gw" receipts derived fmlll the sale of 
the refined gasoline as non-DPGR. 

(e) Certain IIll1l1ip/c-rear /ral/wc

liollS-( I) Use or historim! datil, If a 
taxpayer recognizes and reports gross re
l'eiph from advance payments or other 
,imiiar payments on a Federal income tax 
rcturn for a taxable year, then the tax
payer's use of historical data in making an 
alhll'ation of gross receipts from the trans
action between DPGR and non-DPGR 
may l'llllstitute a reasonable method. If a 
tax payer makes allocations using histor
ical data. and subseljuently updates the 
data, then the taxpayer must use the more 
reCCllt nr updated data. starting in the tax
ahle year in which the update is made. 

1:2) P('I'CCIII(/gc of' cOlllpletioll II1cthod, 

.\ taxpa:- er u,tng a percentage of comple
ti\ltl method under section -+60 must deter
Illine lhe ralio llf DPGR and non-DPGR 
u,ing a reas()tlable llldhod that is satis
la(t\1r:- to the SCl'rctary based on all of 
lhe faLls ~lI1d l'ircllmstalll'eS that accurately 
Identittes the gWS\ rcceiph that L'llllstitute 
J)PGR. Sec paragraph Id)(2) of this sec-
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tion for the factors taken into considera
tion in determining whether the taxpayer's 
method is reasonable, 

(3) E.wlIlples. The following examples 
illustrate the application of this paragraph 
(el: 

[\lIIIII'I,' I. On DeLTlllber 1. 2007. X. a cakn

lbr year accrual method taxpayer. sells for S I 00 a 

i.)ne-~ l~:.lr computer software I1wllltenancc ugrccment 
that provides for (i) l'Omputer soft\\ arc updatcs that X 

expccts to produce in the Ul1Iteu States, and (ii) cus

tomer support sen·ices. At the end of 2007. X uses a 

reasonahle method that is satisfactory to the Secretary 

hased on all of the facts and circumstances to allocate 

60Cir of the gross receipts 1$60) to the computer soft

ware updates and +In ($+0) to the customer support 

services. X treats the $60 as DPGR in 2007. At the 
expiration of the one-year agreement on November 

30, 200R. no computer software updates are provided 
hy X, Pursuant to paragraph (el( 1) o[this section, he

cause X used a reasonable method that is satisfactory 

to the Secretary based on all of the faet.s and circum

stances to identify gross receIpts as DPGR, X is not 

required to make any adjustments to its 2007 Federal 

income ta\ return (for example. by amended return) 
or in 200R for the $60 that was properly treated as 
DPGR in 2007, even though no computer software 

updates were provided under the contract. 

t\all1ple 2. X manufactures automobiles within 
the Untted States and sells 5-year extended warranties 

to customers. The sales price of the warranty is based 

on historical data that determines what repairs and 
services are performed on an automnbilc during the 

5-year period. X sells the 5-year warranty to Y for 
$1,000 in 2007. Under X's methnd of accounting. 

X recognizes warramy revenue when received, Us
ing historical data. X concludes that 60% of the gross 

receipts attributable to a 5-year warranty will be de
rived from the sale of parts (QPP) that X manufac
tures within the United States, and 40'7< will be de

ri ved from the sale of purchased parts X did not man
ufacture and non-qualifying services, X's method of 
allocating its gross receipts with respect to the 5-year 
warranty between DPGR and non-DPGR is a reason
ahle method that is satisfactory to the Secretary based 
on all of the facts and circumstances. Therefore. X 
properly treats $600 as DPGR in 2007 

Example 3. The facts are the same as in Example 

:> except that in 2009 X updates its historical data. 

The updated historical data show that 50% of the 
gro" receipts anrihutable to a 5-year warranty will 
he derived fmm the sale of parts IQPPI that X man

ufactures Within the United States and 50'k· will be 
derived from the sale of purchased parts X did not 
manufacture and non-qualifying services. In 2U09. X 
sells a )-year warranty for $l,O()() to Z. Under all of 
the facts and Circumstances, X's method of allocation 

is stili a re,lsonable method. Relying on its updated 
historical data. X properly treats $SOO as DPGR in 
2()()9. 

£1<11111'1" -I. The facts are the same as in EXIlIll-
1,/e:2 except that Y pays for the 5-year warranty over 
time tS2()() a year for 5 years), Under X's method 
of ac'counting, X recognizes each $2()0 payment as 
it is received" In 2()09~ X updates its historical data 

and the updated hlstoncal data show that SO'70 of the 
gru" receIpts attnbutable to a 5-year warranty will 
he derived from the sale of QPP that X manufac-

tures \\ ithln tlw L'lIIted States and )0', will he de

rived (rum the sak l1f purchased parts:\ did not man

ulaL'turL' and l)()lI-qllahf~ ing SL'I'\ i(L's. Under allllfthe 

f,Ic'!, ,Ind ClrCllm,I~lnL·'·S. \'s IlIl'tlllld of allocatioll is 

sttll a rL'.ls(lIIabk metlHlLi. \Vh,'1l Y ma~es its $200 

pLl\'Il\ent for 20()9. X. rch 11l~ on its updated histon

L'al lLIl.!. rr\lpcrl~ trcats $100 as DPGR in 20m. 

~ 1. j<)Y-2 IhlgC lilllitation. 

(a) Rilles ol applicatioll-( \) III gel/
(,/'{/I. The provisions of this section ap
ply solely for purposes of section 199 of 
the Internal Revenue Code. The amount of 
the deduction allowable under * 1.199-1 (a) 
(section 199 deduction) to a taxpayer for 
any taxable year shall not exceed 50 per
cent of the W-2 wages (as defined in para
graph (e) of this section) of the taxpayer. 
For this purpose, except as provided in 
paragraph (a)(3) of this section and para
graph (b) of this section, the Forms W-2, 
"Wage alld Tax Statement," used in deter
mining the amount ofW-2 wages are those 
issued for the calendar year ending dur
ing the taxpayer's taxable year for wages 
paid to employees (or former employees) 
of the taxpayer for employment by the tax
payer, For purposes of this section, em
ployees of the taxpayer are limited to em
ployees of the taxpayer as defined in sec
tion 3121 (d)(l) and (2) (that is, officers 
of a corporate taxpayer and employees of 
the taxpayer under the common law rules). 
See paragraph (a)(3) of this section for the 
requirement that W-2 wages must have 
been included in a return filed with the So
cial Security Administration (SSA) within 
60 days after the due date (including exten
sions) of the return. 

(2) Wages paid by entity other thall 

common law employer. In determining 
W-2 wages, a taxpayer may take into ac
count any wages paid by another entity and 
reported by the other entity on Forms W-2 
with the other entity as the employer listed 
in Box c of the Forms W-2, provided that 
the wagcs were paid to employees of the 
taxpayer for employment by the taxpayer. 
If the taxpayer is treated as an employer 
described in section 3401(d)(l) because 
of control of the payment of wages (that 
is, the taxpayer is not the common law 
employer of the payee of the wages), the 
payment of wages may not be included in 
determining W-2 wages of the taxpayer. 
If the taxpayer is paying wages as an agent 
of another entity to individuals who are 
not employees of the taxpayer, the wages 



may not be included in determining the 
W-2 wages of the taxpayer. 

(3) Requirement that wages must be 
reported on return .filed with the Social 
Security Administration-(i) In general. 
The term W-2 wages shall not include any 
amount that is not properly included in a 
return filed with SSA on or bcfore the 60th 
day after the due date (including exten
sions) for such return. Under §3 1.605 1-2 
of this chapter, each Form W-2 and the 
transmittal Form W-3, "Transmittal of 
Wage and Tax Statements," together con
stitute an information return to be filed 
with SSA. Similarly, each Form W-2c, 
"Corrected Wage and Tax Statement," 
and the transmittal Form W-3 or W-3c, 
'Transmittal of Corrected Wage and Tax 
Statements," together constitutc an infor
mation return to be filed with SSA. In 
determining whether any amount has been 
properly included in a return filed with 
SSA on or before the 60th day after the 
due date (including extensions) for such 
return, each Form W-2 together with its 
accompanying Form W-3 shall be con
sidered a separate information return and 
each Form W-2c together with its accom
panying Form W-3 or Form W-3c shall 
be considered a separate information re
turn. Section 31.6071(a)-1(a)(3) of this 
chapter provides that each information 
return in respect of wages as defined in the 
Federal Insurance Contributions Act or of 
income tax withheld from wages which 
is required to be made under §31.6051-2 
of this chapter shall be filed on or before 
the last day of February (March 31 if filed 
electronically) of the year following the 
calendar year for which it is made, except 
that if a tax return under §31.60 11 (a)-5(a) 
of this chapter is filed as a final return for 
a period ending prior to December 31, the 
information statement shall be filed on or 
before the last day of the second calendar 
month following the period for which the 
tax return is filed. Corrected Forms W-2 
are required to be filed with SSA on or 
before the last day of February (March 
31 if filed electronically) of the year fol
lowing the year in which the correction 
is made, except that if a tax return under 
§31.6011(a)-5(a) is filed as a final return 
for a period ending prior to December 31 
for the period in which the correction is 
made, the corrected Forms W-2 are re
quired to be filed by the last day of the 

second calendar month following the pe
riod for which the final return is filed. 

(ii) Corrected return .filed to correct a 
return that was filed within 60 days of the 
due date. If a corrected information re
turn (Return B) is filed with SSA on or 
before the 60th day after the due date (in
cluding extensions) of Return B to correct 
an information return (Return A) that was 
filed with SSA on or before the 60th day 
after the due date (including extensions) 
of the information return (Return A) and 
paragraph (a)(3 )(ii) of this section does not 
apply, then the wage information on Re
turn B must be included in determining 
W-2 wages. If a corrected information re
turn (Return D) is filed with SSA later than 
the 60th day after the due date (including 
extensions) of Return 0 to correct an in
formation return (Return C) that was filed 
with SSA on or before the 60th day after 
the due date (including extcnsions) of the 
information return (Return C), then if Re
turn 0 reports an increase (or increases) in 
wages included in determining W-2 wages 
from the wage amounts reported on Return 
C, then such increase (or increases) on Re
turn 0 shall be disregarded in determining 
W-2 wages (and only the wage amounts 
on Return C may be included in determin
ing W-2 wages). If Return 0 reports a de
crease (or decreases) in wages included in 
determining W-2 wages from the amounts 
reported on Return C, then, in determining 
W-2 wages, the wages reported on Return 
C must be reduced by the decrease (or de
creases) reflected on Return D. 

(iii) Corrected return filed to correct a 
return that wasfiled later than 60 days af
ter the due date. If an information return 
(Return F) is filed to correct an informa
tion return (Return E) that was not filed 
with SSA on or before the 60th day after 
the due date (including extensions) of Re
turn E, then Return F (and any subsequent 
information returns filed with respect to 
Return E) will not be considered filed on 
or before the 60th day after the due date 
(including extensions) of Return F (or the 
subsequent corrected information return). 
Thus, if a Form W-2c (or corrected Form 
W -2) is filed to correct a Form W -2 that 
was not filed with SSA on or before the 
60th day after the due date (including ex
tensions) of the information return includ
ing the Form W-2 (or to correct a Form 
W-2c relating to a information return in
cluding a Form W-2 that had not been filed 

with SSA on or before the 60th day af
ter the due date (including extensions) of 
the information return including the Form 
W-2), then the information return includ
ing this Form W-2c (or corrected Form 
W-2) shall not be considered to have been 
filed with SSA on or before the 60th day 
after the due date (including extensions) 
for this information return including the 
Form W-2c (or corrected Form W-2), re
gardless of when the information return in
cluding the Form W-2c (or corrected Form 
W-2) is filed. 

(4) Joint return. An individual and his 
or her spouse are considered one taxpayer 
for purposes of determining the amount of 
W-2 wages for a taxable year, provided 
that they file a joint return for the taxable 
year. Thus, an individual filing as part of 
a joint return may include the wages of 
employees of his or her spouse in deter
mining W-2 wages, provided the employ
ees are employed in a trade or business 
of the spouse and the other requirements 
of this section are met. However, a mar
ried taxpayer filing a separate return from 
his or her spouse for the taxable year may 
not include the wages of employees of the 
taxpayer's spouse in determining the tax
payer's W-2 wages for the taxable year. 

(b) Application in the case of a taxpayer 
with a short taxable year. In the case of 
a taxpayer with a short taxable year, sub
ject to the rules of paragraph (a) of this sec
tion, the W -2 wages of the taxpayer for the 
short taxable year shall include only those 
wages paid during the short taxable year 
to employees of the taxpayer, only those 
elective deferrals (within the meaning of 
section 402(g)(3») made during the short 
taxable year by employees of the taxpayer 
and only compensation actually deferred 
under section 457 during the short taxable 
year with respect to employees of the tax
payer. The Secretary shall have the au
thority to issue published guidance setting 
forth the method that is used to calculate 
W-2 wages in case of a taxpayer with a 
short taxable year. See paragraph (e )(3) of 
this section. 

(c) Acquisition or disposition of a trade 
or business (or major portion). If a tax
payer (a successor) acquires a trade or 
business. the major portion of a trade or 
business, or the major portion of a separate 
unit of a trade or business from another 
taxpayer (a predecessor), then. for pur
poses of computing the respective section 
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199 deduction of the succes,or and of the 
predecessor, the W-:. wages paid for that 
calendar year shall be allocated between 
the successor <lnd the predece",or based 
on whether the \\ ages are for employment 
by the wccessor or for employment hy the 
[lredecessor. Thus, 111 this situation, the 
W-2 vvages are allocated based on whether 
the wages are for employment for a period 
during which the employee was employed 
hy the predecessor or for employment for 
a period during which the employee was 
l'mployed by the successor. regardless of 
which permissible method for Form W-:. 
repm1ing is used, 

(d) NOI1-dllplicariol1 rule. Amounts that 
arc treated as W -:. wages for a taxable 
year under any method shall not be treated 
as W-2 wages of any other taxable year. 
Also, an amount shall not be treated as 
W-2 wages by more than one taxpayer. 

(c) Definitillll lit W-2 I\'uges-(l) III 
YClIl'ml. Under section 199(b)(2), the term 
W-2 II'URI'S means, with respect to any per
,on for any taxable year of snch person, 
the sum of the amounts described in sec
tion 6051(a)(3) and (8) paid by such per
son with respect to employment of em
ployees by such person during the calen
dar year ending during such taxable year. 
Thus, the term W -:. wages includes the 
total amount of wages as defined in sec
tion 340 I( a): the total amount of elec
tive deferrals (within the meaning of sec
tion 402(g)(3): the compensation deferred 
under ~ection 457; and for taxable years 
heginning after December 31, 2005, the 
amount of designated Roth contributions 
(as defineu in sel·tion 402A). 

(2) Lillliwfioll on W-2 wages./fn tax
uhlc yell,.,\ heginning after May 17, 2006, 

fhc CI/([CII/lellt dufe otllle Tar Increusl' Pre
\'I'nfion ilnd Reconciliation Act ot 20U5. 

I Reserved I. 
(31 Mel/wdljin Cillclliatillg W-2 Imges. 

Thc Secretary may provide by publication 
in the Internal Revenue Bulletin (see 
~h()16()I(d)(2)(ii)(lJ) of this chapter) for 
mcthou,; to be used in calculating W-2 
II agc\. 1I1cluding W -2 wages for short 
ta\ahle } ear\, For nample, see Rev 
Pille. 2()Oh-22, 2()Oh-23 I. R. B. 1(33) (see 
~6() I.fl() I (d)[2) of rhi., chapter). 
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~ 1.1 ()()-3 DOlllcstic proilucrioll gross 

receipTS. 

(a) III t!.eJIcml. The provisions of this 
section apply solely for purposes of sec
tion ILJ9 of the Internal Revenue Code 
(Code). Domestic production gross re
ceipts (DPGR) are the gross receipts (as 
defined in paragraph (c) of this section) of 
the taxpayer that are-

( 1) Derived from any lease, rental, li
cense, sale, exchange, or other disposition 
(as defined in paragraph (i) of this section) 
of-

(i) Qualifying production property 
(QPP) (as defined in paragraph (j)( I) of 
this section) that is manufactured, pro
duced, grown, or extracted (MPGE) (as 
defined in paragraph (e) of this section) 
by the taxpayer (as defined in paragraph 
(t) of this section) in whole or in signifi
cant part (as defined in paragraph (g) of 
this section) within the United States (as 
defined in paragraph (h) of this section); 

(ii) Any qualified film (as defined in 
paragraph (k) of this section) produced by 
the taxpayer; or 

(iii) Electricity, natural gas, or potable 
water (as defined in paragraph (I) of this 
section) (collectively, utilities) produced 
by the taxpayer in the United States; 

(2) Derived from, in the case of a tax
payer engaged in the active conduct of a 
construction trade or business, construc
tion of real property (as defined in para
graph (m) of this section) performed in the 
United States by the taxpayer in the ordi
nary course of such trade or business; or 

(3) Deflved from, in the case of a tax
payer engaged in the active conduct of an 
engineering or architectural services trade 
or busincss, engineering or architectural 
services (as defined in paragraph (n) of this 
section) performed in the United States 
by the taxpayer in the ordinary course of 
such trade or business with respect to the 
construction of real properly in the United 
States. 

(b) Related persons-(l) In general. 
DPGR does not include any gross receipts 
of the taxpayer derived from property 
leased, licensed, or rented by the taxpayer 
for use by any related person. A person 
is treated as related to another person if 
both persons are treated as a single em
ployer under either section 52(a) or (b) 
(withoLlt regard to section 1563(b»), or 
section 414(m) or (0). Any other person 

is an unrdated person for purposes of 
**1.199-1 through 1.199-9. 

(2) ExcePTio/ls. Notwithstanding para
graph (b)( 1) of this section, gross receipts 
derived from any QPP or qualified film 
leased or rented by the taxpayer to a re
lated person may yualify as DPGR if the 
QPP or qualified film is held for sublease 
or rent, or is subleased or rented, by the re
lated person to an unrelated person for the 
ultimate use of the unrelated person, Sim
ilarly, notwithstanding paragraph (b)(I) of 
this section, gross receipts derived from 
the license of QPP or a qualified film to 
a related person for reproduction and sale. 
exchange, lease, rental, or sublicense to an 
unrelated person for the ultimate use of the 
unrelated person may qualify as DPGR. 

(c) Definition of gross receipts, The 
term gross reCt'ipts means the taxpayer's 
receipts for the taxable year that are rec
ognized under the taxpayer's methods of 
accounting uscd for Federal income lax 
purposes for the taxable year. If the gross 
receipts are recognized in an intercom
pany transaction within the meaning of 
§ 1.1502-13, sec also § 1.1 99-7(d). Forthis 
purpose, gross receipts include total sales 
(net of returns and allowances) and all 
amounts received for services. In addition, 
gross receipts include any income from 
investments and from incidental or out
side sources. For example, gross receipts 
include interest (including original issue 
discount and tax-exempt interest within 
the meaning of section 103), dividends, 
rents, royalties, and annuities, regardless 
of whether the amounts are derived in the 
ordinary course of the taxpayer's trade of 
business. Gross receipts are not reduced 
by cost of goods sold (CGS) or by the 
cost of property sold if such property is 
described in section 1221(a)(1), (2), (3), 
(4), or (5). Gross receipts do not include 
the amounts received in repayment of a 
loan or similar instrument (for example, 
a repayment of the principal amount of a 
loan held by a commercial lender) and, 
except to the extent of gain recognized, 
do not include gross receipts derived from 
a non-recognition transaction, such as a 
section 1031 exchange. Finally, gross re
ceipts do not include amounts received by 
the taxpayer with respect to sales tax or 
other similar state and local taxes if, under 
the applicable state or local law, the tax 
is legally imposed on the purchaser of the 
good or service and the taxpayer merely 



collects and remits the tax to the taxing au
thority. If, in contrast, the tax is imposed 
on the taxpayer under the applicable law, 
then gross receipts include thc amounts 
received that are allocable to the payment 
of such tax. 

(d) Determining domestic production 
gross receipts-( 1) In general. For pur
poses of §§ 1.199-1 through 1.199-9, a 
taxpayer dctermines, using any reasonable 
method that is satisfactory to the Secretary 
based on all of the facts and circum
stances, whether gross receipts qualify as 
DPGR on an item-by-item basis (and not, 
for example, on a division-by-division, 
product line-by-product line, or transac
tion-by-transaction basis). 

(i) The term item means the property of
fered by the taxpayer in the normal course 
of the taxpayer's business for lease, rental, 
license, sale, cxchange, or other disposi
tion (for purposes of this paragraph (d), 
collectively referred to as disposition) to 
customers, if the gross receipts from the 
disposition of such property qualify as 
DPGR; or 

(ii) If paragraph (d)(l)(i) of this sec
tion does not apply to the property, then 
any component of the property described 
in paragraph (d)(l )(i) of this scction is 
treated as the item, provided that the gross 
receipts from the disposition of the prop
erty described in paragraph (d)(l lei) of 
this section that are attributable to such 
component qualify as DPGR. Each com
ponent that meets the requirements under 
this paragraph (d)( 1 )(ii) must be treated 
as a separate item and a component that 
meets the requirements under this para
graph (d) (I )(ii) may not be combined with 
a component that does not meet these re
quirements. 

(2) Special rules. The following spe
cial rules apply for purposes of paragraph 
(d)(l) of this section: 

(i) For purposes of paragraph (d)(l)(i) 
of this section, in no event may a single 
item consist of two or more properties un
less those properties are offered for dis
position, in the normal course of the tax
payer's business, as a single item (regard
less of how the properties are packaged). 

(ii) In the case of property customarily 
sold by weight or by volume, the item is 
determined using the custom of the indus
try (for example, barrels of oil). 

(iii) In the case of construction activi
ties and services or engineering and archi-

tectural services, a taxpayer may use any 
reasonable mcthod that is satisfactory to 
the Secretary based on all of the facts and 
circumstances to determine what construc
tion activities and services or engineering 
or architectural services constitute an item. 

(3) Exception. If a taxpaycr MPGE 
QPP within the United States or produces 
a qualified film or produces utilities in the 
United States that it disposes of, and the 
taxpayer leases, rents, licenses, purchases, 
or otherwise acquires property that con
tains or may contain the QPP, qualified 
film, or the utilities (or a portion thereof), 
and the taxpaycr cannot reasonably de
termine, without undue burden and ex
pense, whether the acquired property con
tains any of the original QPP, qualified 
film, or utilities MPGE or produced by the 
taxpayer. then the taxpayer is not rcquired 
to determine whether any portion of the 
acquired property qualifies as an item for 
purposes of paragraph (d)(l) of this sec
tion. Therefore, the gross receipts derived 
from the disposition of the acquired prop
erty may be treated as non-DPGR. Simi
larly, the preceding sentences shall apply if 
the taxpayer can reasonably determine that 
the acquired property contains QPP, a qual
ified film, or utilities (or a portion thercof) 
MPGE or produced by the taxpayer, but 
cannot reasonably determine. without un
due burden or expense, how much, or what 
type, grade. etc .. of the QPP, qualified film. 
or utilities MPGE or produced by the tax
payer thc acquired property contains. 

(4) Examples. The following examples 
illustrate the application of paragraph (d) 
of this section: 

Example 1. Q manufactures leather and rubber 

shoe sales in the United States. Q imports shoe up

pers. which are the parts of the shoe above the sale. 

Q manufactures shoes for sale by sewing or otherwise 

attaching the sales to the imported uppers Q offers 

the shoes for sale to customers in the normal course 

of Q' s business. If the gro" receipts derived from the 

sale of the shoes do not qualify as DPGR under this 

section. then under paragraph (dJ( I )(ii) of this sec

tion. Q must treat the sale as the item if the gross 

receipts derived from the sale of the sale qualify as 

DPGR under this section. 

Example 2. The facts arc the same as in Exam

ple J except that Q also buys some finished shoes 

from unrelated persons and resells them to retail shoe 

storcs. Q offers all shoes (manufactured and pur

chased) for sale to customers. in the normal course 

of Q' s business. in individual pairs. and requires no 

minimum quantity order. Q ships the shoes in boxes. 

each box containing as many as 50 pairs of shoes. A 

full. or partially full. box may contain some shoes that 

Q manufactured. and some that Q purchased. Under 

paragraph (d)(2)(i) of this section. Q cannot treat a 

box of 50 (or fewerl pairs of shoes as all item. be

cause Q offers the shoes for sale ill the Tlormal course 

of Q's business in individual pairs. 

EWlllple 3. R manufactures toy cars in the United 

States. R also purchases cars that were manufactured 

by unrelated persons. R offers the cars for sale to 

customers. in the normal course of R's business. in 

sets of three. and requm:s no minimum quantIty or

der. R sells the three-car sets to toy stores. A three-car 

set may con tam some cars manufactured by Rand 

some cars purchased by R. If the gross receipts de

rived from the sale of the three-car sets do not qualify 

as DPGR under this section. then. under paragraph 

(d)( I )(ii) of this section. R must treat a toy car ill the 

three-car set as the item. provided the gross receipts 

derived from the sale of the toy car qualify as DPGR 

under this section. 

Exwnplf' 4. The facts are the same as Frulllple 3 

except that R offers the toy cars for sale individually 

to customers in the normal course of R's business, 

rather than in sets of three. R's customers resell the 

individual toy cars at three for $111. frequently. this 

results in retail customers purchasing three individual 

cars in one transaction. In determining R's DPGR. 

under paragraph (d)(2)(i) of this section. each toy car 

is an item and R cannot treat three individual toy cars 

as one item. because the individual toy cars are not 

offered for sale in sets of three by R lT1 the normal 

course of R's business. 

Examplf' 5. The facts are the same as in Fxalllple 

3 except that R offers the toy cars for sale to customers 

in the normal course ofR's business both individually 

and in sets of three. The results are the same as Fx

ample 3 with respect to the three-car sets. The results 

arc the same as in Example 4 with respect to the indi

vidual toy cars that arc not included in the three-car 

sets and offered for sale individually. Thus. R has two 

items, an individual toy car and a set of three toy cars. 

Example 6. S produces television sets In the 

United States. S also produces the same model of 

Television seT outside the United States. In both 

cases, S packages the sets one to a box S sells the 

television sets to large reTail COnsumer electronics 

stores. S requires that its customers purchase a min

imum of 100 television sets per order. With respect 

to a particular order by a customer of 100 television 

sets. some were manufactured by S in the United 

States. and some were manufactured by S outside 

the United States. Under paragraph (d)(2)(i) of this 

section. a minimum order of 100 television sets is the 

item provided that the gross receipts derived from 

the sale of the 100 television sets quality as [)PGR. 

Example 7. T produces in bulk form in the 

United States the active ingredient for a pharmaceu

tical product. T sells the active ingredient in bulk 

form to FX. a foreign corporation. This sale qualifies 

as I)PGR assuming all the other requirements of this 

section are met. FX uses the acti ve ingredient to 

produce the finished dosage form llrUg. FX sells the 

drug in finished dosage to T. which sells the drug to 

customers. Assume that T knows how much of the 

active ingredient is in the finished dosage. Under 

paragraph (tI)( I )(ii) of this section, if T's gross re

ceipts derived from the sale of the finishcd dosage do 

not qualify as DPGR under this section. then T must 

treat the active ingredient component as the item 

because the gross receipts attributable to thc active 

ingredient qualify as DPGR under this section. The 

exceptIon In paragraph (d)l3) of this sectIon docs not 
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apply be,ause T ,an reasonably determine Without 

undue burden or expense that the tinhhed dosage 
contains the acti, e ingredient and the quanlity of the 

aetile ingrellient III the llnished dosage 

£',(//>I,"£, 8. U pmduces steel within the Ilnited 

States and sdls its qecito a lanety of customers. in

cludmg \'. an unrelated person. who uses the steel for 

the manutacture nf equipment. V also purchases steel 
tmm other steel pmducers. For Its steel operatinns. U 

purchasL's cljuiprncnt from \' that may contain "teel 
produced b) U U sells the eLjuipment after 5 years. 

If U cannnt reasonably determine without undue bur
den and npense \\ hether the equipment contains any 
steel pmducL'd by U. then. under paragraph (d)(3) of 

this sectlllll. 1I may Ireat the gross receipts deriled 
frllln selk nf the equipment as non-DPGR. 

flUnll,le Y. The facts arc the same as in Example 

" ncept that U ~nows that the equipment purchased 
hUlll V docs contain some amount of steel produced 
by U If II cannot reasonably determine without un
due hurlkn and expense how much steel produced 
hy U the equipment contains. then. under paragraph 
(d)U) of this section. U may treat the gross receipts 
demed from sale of the equipment as non-DPGR. 

Exwllplc IV. W manufactures sunroofs. stereos, 
and tires within the United States. W purchases auto
mohiles from unrelated persons and installs the man
ufactured components in the automobiles. W. in the 
normal course of W's bUSiness, sells the automohiles 
with the components to customers. If the gross re
ceipts denved from the sale of the automobiles with 
the components do not qualify as DPGR under this 
scction, then under paragraph (d)( 1 )(ii) of this sec
tion, W must treat each component (sunroofs. stereos. 
and tires) that it manufactures as a separate item if the 
gro", receipts derived from the sale of each compo
nent qualify as OPGR under this section. 

Emlllple II. X manufacturers leather soles 
within the United States. X purchases shoe uppers. 
metal eyelets, and laces. X manufactures shoes by 
sewing or otherwise attaching the sales to the uppers: 
attaching the metal eyelets to the shoes: and thread
ing the laces through the eyelets. X. in the normal 
course of X's business. sells the shoes to customers. 
If the gross receipts derived from the sale of the 
shoes do not qualify as DPGR under this section. 
then under paragraph (d)( I )(ii) of this scction. X 
lllust treat the sole as the item if the gross receipts 
derived from the "dc of the sole qualtfy as DPGR 
under this section. X may not treat the shoe upper. 
metal cyelel\ Dr laces as part of the Item becuuse 
under paragraph (dill Ilii) of this section the sole is 
the component that is treated as the item. 

EliIlIIl'le j 2. Y manufactures glass windshields 
fI,r automohiles within the United States. Y pur
chases automohiles trom unrelated persons and in
.stalls thL' 1\'lIlu.shleids in the automobiles. Y. in the 
ncmnal cnurse "f y's business, sells the automobIles 
II Ith thl' \\ indshiclds In customers. If the automobiles 
II Ith thc 1\ Indshiclds un not meet the requirements for 
heln~ dn i tcm, then. under paragraph (d)( Iii ii) Df this 
se((IIln. Y lllust treat eJch windshield that it manu
fa((ures 'IS an itelll if the ~ro" receipts derived from 
the ',Iic nf the \\ lIlushicid qualify as DPGR under this 
s(ell,1I1 Y lila) not tll'JI any nther portion ur the au
In1110hdl' ,I" part uf Ihe iteTll hecau\t' under paragraph 

llilltllill "~t thiS seL'tinn the Illndshield is the compo
nL~nl 
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(e) Defillitioll of 1Il1ll11~facTllred, pro
duced. grown, or extracted-( I) ill gen
eral. Except as provided in paragraphs 
(e)(2) and (3) of this section. the term 

MPGE includes manufacturing. produc
ing. growing. extracting. installing. de
veloping, improving. and creating QPP: 

making QPP out of scrap, salvage, or junk 
material as well as from new or raw mate
rial by processing. manipulating, refining, 
or changing the form of an article, or by 
combining or assembling two or more 

articles: cultivating soil, raising livestock. 
fishing, and mining minerals. The tenn 
MPGE also includes storage, handling, 
or other processing activities (other than 
transportation activities) within the United 
States related to the sale. exchange, or 
other disposition of agricultural products, 
provided the products are consumed in 
connection with or incorporated into the 
MPGE of QPP, whether or not by the tax
payer. Pursuant to paragraph (f)( 1) of this 
section, the taxpayer must have the bene
fits and burdens of ownership of the QPP 
under Federal income tax principles dur
ing the period the MPGE activity occurs 
in order for gross receipts derived from 
the MPGE of QPP to qualify as DPGR. 

(2) Packaging, repackaging, labeling, 
or minor assembly, If a taxpayer pack
ages, repackages, labels, or performs mi
nor assembly of QPP and the taxpayer en
gages in no other MPGE activity with re
spect to that QPP, the taxpayer's packag
ing, repackaging, labeling. or minor as
sembly does not qualify as MPGE with re
spect to that QPP. 

(3) illsTalling, If a taxpayer installs 
QPP and engages in no other MPGE ac
tivity with respect to the QPP, the tax
payer's installing activity does not qual
ify as an MPGE activity, Notwithstanding 
paragraph (i)(4)(i)(8)(4) of this section, if 
the taxpayer installs QPP MPGE by the 
taxpayer and, except as provided in para
graph (f)(2) of this section, the taxpayer 
has the benefits and burdens of ownership 
of the QPP under Federal income tax prin
ciples during the period the installing ac
tivity occurs, then the portion of the in
stalling activity that relates to the QPP is 
an MPGE activity. 

(4) Consistency with section 263A. A 
taxpayer that has MPGE QPP for the tax
ahle yeL1r should treat itself as a producer 
under section 263A with respect to the 
QPP unless the taxpayer is not subject to 

section 263A. A taxpayer that currently is 
not properly accounting for its production 
activities under section 263A, and wishes 
to change its method of accounting to 
comply with the producer requirements 
of section 263A, must follow the appli
cable administrative procedures issued 

under * 1.446-1 (e)(3)(ii) for obtaining 
the Commissioner's consent to a change 
in accounting method (for further guid
ance, for example. see Rev, Proc, 97-27, 
1997-1 C.B, 680, or Rev. Proc. 2002-9, 
2002-1 C.B, 327. whichever applies (see 
§601.601(d)(2) of this chapter)). 

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

Example J. A. B. and C are unrelated persons and 
are not cooperatives to which Part I of subchapler T 
of the Code applies. B grows agricultural products in 
the United States and sells them to A. who owns agri· 
cultural storage bins in the United States. A stores the 
agricultural products and has the benefits and burdens 
of ownership under federal income tax principles of 
the agricultural products while they are being stored, 
A sells the agricultural products to C. who processes 
them into refined agricultural products in the United 
States. The gross receipts from A's, B's. and C's ac
tivities are DPGR from the MPGE of QPP, 

Example 2. The facts are the same as in El· 

ample I except that B grows the agricultural prod
ucts outside the United States and C processes them 
into refined agricultural products outside the United 
States. Pursuant to paragraph (e)( 1) of this section. 
the gross receipts derived by A from its sale of the 
agricultural products to Care DPGR from the MPGE 
of QPP within the United States. B's and C's re· 
spective MPGE activities occur outside the United 
States and, therefore. their respective gross receipts 
are non-DPGR. 

Example 3. Y is hired to reconstruct and refur
bish unrelated customers' tangible personal property, 
As part of the reconstruction and refurbishment, Y 
installs purchased replacement parts that constitute 
QPP in the customers' property. y's installation 
Df purchased replacement parts does not qualify as 
MPGE pUl">uant to paragraph (e)(3) of this section 
hecause Y did not MPGE the replacement parts, 

Example 4. The facts are the same as in Example 

3 except that Y manufactures the replacement parts il 
uses for the recunstruction and refurbishment of cus
tomers' tangible personal property_ Y has the bene
fits and burdens of ownership under Federal income 
tax principles of the replacement parts during the re
construction and refurbishment activity and while in
stalling the parts. Y's gross receipts derived from 
the MPGE of the replacement pans and Y's gross re
ceipts derived from the installation of the replacement 
parts. which IS an MPGE activity pursuant to para
graph (e)(3) of this section, are OPGR (assuming all 
the other requirements of this section are met). 

Example 5. Z MPGE QPP within the United 
States. The following activities are performed by 
Z as part of the MPGE of the QPP while Z has the 
benefits and burdens of ownership under Federal 
income tax pnnciples: materials analysis and selec-



tion, subcontractor inspections and qualifications, 

testing of component parts, assisting customers in 

their review and approval of the QPP, routine produc

tion inspections. product documentation, diagnosis 

and correction of system failure. and packaging for 

shipment to customers. Because Z MPGE the QPP, 

these activities performed by Z are part of the MPGE 

of the QPP. 
Example 6. X purchases automobiles from 

unrelated persons and customizes them by adding 

ground effects, spoilers, custom wheels, specialized 

paint and decals, sunroofs, roof racks, and simIlar 

accessories. X does not manufacture any of the 

accessories. X's activity is minor assembly under 

paragraph (e)(2) of this section which is not an 

MPGE activity. 
Example 7. Y manufactures furniture in the 

United States that it sells to unrelated persons. Y 

also engraves customers' names on pens and pencils 

purchased from unrelated persons and sells the pens 

and pencils to such customers. A (though Y' s sales 

of furniture qualify as DPGR if all the other require

ments of this section are met. Y must determine 

whether its gross receipts derived from the sale of 

the pens and pencils qualify as DPGR. Y's status as 

a manufacturer of furniture in the United States does 

not carry over to its other activities. 

Example 8. X produces computer software within 

the United States. In 2007, X enters into an agree

ment with Y, an unrelated person, under which X will 

manage Y's networks using computer software that 

X produced. Pursuant to the terms of the agreement, 
X also provides to Y for y's use on y's own hard

ware computer software that X produced (additional 

computer software). Assume that, based on all of the 

facts and circumstances, the transaction between X 

and Y relating to the additional computer software is 

a lease or sale of the additional computer software. 

Y pays X monthly fees of $ JOO under the agreement 
during 2007, No separate charge for the additional 

computer software is stated in the agreement or in the 

monthly invoices that X provides to Y. The portion 

of X's gross receipts that is derived from the lease or 

sale of the additional computer software is DPGR (as

suming all the other requirements of this section arc 
met), 

(f) Definition of by the taxpayer-(l) 
In general. With the exception of the rules 
applicable to an expanded affiliated group 
(EAG) under §1.l99-7, qualifying in-kind 
partnerships under § 1.199-9(i). EAG part
nerships under § I, 199-9(j), and govern
ment contracts under paragraph (f)(2) of 
this section, only one taxpayer may claim 
the deduction under §1.l99-1(a) with 
respect to any qualifying activity under 
paragraphs (e)(l), (k)(l), and (l)(l) of this 
section performed in connection with the 
same QPP, or the production of a qualified 
film or utilities. If one taxpayer performs a 
qualifying activity under paragraph (e)(I), 
(k)(l), or (1)(1) of this section pursuant to 
a contract with another party, then only 
the taxpayer that has the benefits and bur
dens of ownership of the QPP, qualified 

film, or utilities under Federal income 
tax principles during the period in which 
the qualifying activity occurs is treated as 
engaging in the qualifying activity. 

(2) Special rule for certain government 
contracts. Gross receipts derived from the 
MPGE of QPP in whole or in significant 
part within the United States will be treated 
as gross receipts derived from the lease, 
rental, license. sale, exchange, or other dis
position of QPP MPGE by the taxpayer 
in whole or in significant part within the 
United States notwithstanding the require
ments of paragraph (f)( 1) of this section 
if-

(i) The QPP is MPGE by the taxpayer 
within the United States pursuant to a con
tract with the Federal government; and 

(ii) The Federal Acquisition Regulation 
(Title 48, Code of Federal Regulations) re
quires that title or risk of loss with respect 
to the QPP be transferred to the Federal 
government before the MPGE of the QPP 
is completed. 

(3) Subcontractor. If a taxpayer (sub
contractor) enters into a contract or agree
ment to MPGE QPP on behalf of a tax
payer to which paragraph (f)(2) of this sec
tion applies, and the QPP under the con
tract or agreement is subject to paragraph 
(f)(2)(ii) of this section, then, notwith
standing the requirements of paragraph 
(f)(l) of this section, the subcontractor's 
gross receipts derived from the MPGE of 
the QPP in whole or in significant part 
within the United States will be treated 
as gross receipts derived from the lease, 
rental. license, sale, exchange, or other 
disposition of QPP MPGE by the sub
contractor in whole or in significant part 
within the United States. 

(4) Examples. The following examples 
illustrate the application of this paragraph 
(f): 

EXllmple I. X designs machines that it uses in its 

trade or business. X contracts with Y. an unrelated 

person, for the manufacture of the machines. The 

contract between X and Y is a fixed-price contract. 

The contract specifies that the machines will be man

ufactured in the United States using X's design. X 

owns the intellectual property attributable to the de

sign and provides it to Y with a restriction that Y may 

only use it during the manufacturing process and has 

no right to exploit the intellectual property. The con

tract specifies that Y controls the details of the man

ufacturing process while the machines arc being pro

duced; Y bears the risk of loss or damage during man

ufacturing of the machines: and Y has the economic 

loss or gain upon the sale of the machines based on 

the difference between y', costs and the fixed price. 

Y has legal title during the manufacturing proces> and 

legal title to the machines is not tr<Jnsl"errcd to X until 

final manufacturing of the machines hih been COIll

pleted. Ba,ed on all of the facts and circumstances. 

pursuant to paragraph (1')( I ) of Ihis sl'ction Y has the 

benefits and hurdens of ownership of the machines 

under Federal income tax principles during the period 

the manufacturing occurs and, as a result. Y is treated 

as the manufacturer of the machines. 

EWlllple 2. X designs and engineers machines 
that it sells to customers. X contrach with y, an un

related person, for the manufacture of the machines. 

The contract between X and Y is a cost-reimhurs<Jble 

type contract. Assume that X has the benefits and 

burdens of ownership of the machines under Federal 

income tax principles during the period the manufac

turing occurs except that legal title to the mach Illes is 

not transferred to X until final manuf~cturing of the 

machines is cumpleted. Rased on all of the facts and 

circumstances. X is treated <JS the manufacturer of the 

machines under paragraph (f)( I) of Ihis section. 

EXIlillpie 3. X manufactures machines within the 

United States pursuant to a contract with the Federal 

government and the Federal Acquisition Regulation 

requires that the title or risk of loss with respect to the 

machines be transferred to the Federal government 
before X completes manufacture of the machines. X 

subcontracts with Y, an unrelated person, for the man

ufacture of components for the machines that Y man

ufactures within the United States. Assume that the 
machilles manufactured by X, and the components for 

the machines manufactured by Y. are QPP. Both the 

machines and components are suhjeet to the Federal 

Acquisition Regulation that requires title or mk of 

loss with respect to the machines and components be 
transferred to the Federal government before manu

facturing of the machines and components are com
plete. Under paragraph (0(2) ofthis section, the gross 

receipts derived by X from the manufacture within 

the United States of the machines forthe Federal gov

ernment are treated as having been derived from the 
lease, rental, license. sale, exchange, or other dispo

sition of the machines manufactured by X in whole 

or in significant part within the United States. Under 

paragraph (0(3) of this section. the gross receipts de

rived by Y from the manufacture within the United 

St<Jtes of the components for X are also tre<Jted as 

having been derived from the lease. rentaL license, 

sale, exchange, or other disposition of the compo

nents manufactured by Y in whole or in significant 

part within the United States. 

(g) Definition of ill whole or ill signif
icant part-( I) In general, QPP must be 
MPGE in whole or in significant part by 
the taxpayer and in whole or in significant 
part within the United States to qualify un
der section 199( c)( 4 )(A)(i)(\). If a taxpayer 
enters into a contract with an unrelated per
son for the unrelated person to MPGE QPP 
for the taxpayer and the taxpayer has the 
benefits and burdens of ownership of the 
QPP under applicable Federal income tax 
principles during the period the MPGE ac
tivity occurs. then, pursuant to paragraph 
(f)(\) of this section, the taxpayer is COll

sidered to MPGE the QPP under this sec
tiun. The unrelated person must peri'orm 
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the MPGE activity on behalf of the tax
payer in whole or in significant part within 
the United States in order for the taxpayer 
to ~ati~fy the requirements of thi~ para
graph (g)( I). 

(2) SII/JstaHtia/ ill I/(/llire. QPP will 
be treated as MPGE in significant part 
by the taxpayer within the United States 
for purpo,e~ uf paragraph (g)( I) of this 
section if the MPGE of the QPP by the 
taxpayer within the United States is sub
,tantial in nature taking into account all or 
the facts and circumstances, including the 
relative value added by. and relative cost 
of. the taxpayer's MPGE activity within 
the United States. the nature of the QPP. 
and the nature of the MPGE activity that 
the taxpayer performs within the United 
States. The MPGE of a key component of 
QPP does not. in itself. meet the substan
tial-in-nature requirement with respect to 
the OPP under this paragraph (g)(2). In 
the case of tangible personal property (as 
defined in paragraph U)(2) of this section), 
research and experimental activities under 
section 174 and the creation of intangi
ble assets are not taken into account in 
determining whether the MPGE of OPP 
is substantial in nature for any QPP other 
than computer software (as defined in 
paragraph (j)( 3) of this section) and sound 
recordings (as defined in paragraph (j)(4) 
of this section). Thus. for example, a tax
payer may take into account its design and 
development activities when determining 
whether its MPGE of computer wftware 
is substantial in nature. 

(3) 5((/£' Ill/rbor-(i) In gCllcral. A tax
payer will be treated as having MPGE QPP 
in whole or in significant part within the 
United States for purposes of paragraph 
(g)( I ) of this section if, in connection with 
the OPP. the direct labor and overhead of 
sllch taxpayer to MPGE the QPP within 
the United States account for 20 percent or 
more of the taxpayer's CGS of the OPP. 
or in a transaction without CGS (for ex
ample. a lease. rental. or license) account 
for ~O percent or more of the taxpayer's 
IIl1uciillS{cd deprcciable basis (as defined 
in paragraph (g)(3){ii) of this section) in 
the OPP. For taxpayers subject to section 
263A. o\erhead is all costs required to be 
L'apltalized under section 263A except di
reL'lmaterials and direct labor. For taxpay
er, nut subject to section 263A. overhead 
may be computed using any reasonable 
method that is satisfactory to the Secretary 
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based on all of the facts and circumstances, 
but may not include any cost. or amount of 
any cost. that would not be required to be 
capitalized under section 263A if the tax
payer were subject to section 263A. Re
search and experimental expenditures un
der section 174 and the costs of creating 
intangible assets arc not taken into account 
in determining direct labor or overhead for 
any tangible personal property. However. 
for a special rule regarding computer soft
ware and sound recordings, see paragraph 
(g)(3)(iii) of this section. In the case of 
tangible personal property (as defined in 
paragraph (j)(2) of this section), research 
and ex.perimental expenditures under sec
tion 174 and any othcr costs incurred in 
the creation of intangible assets may be 
excluded from CGS or unadjusted depre
ciable basis for purposes of determining 
whether the taxpaycr meets the safe harbor 
under this paragraph (g)(3). 

(ii) Unadjusted depreciable basis. The 
term unadjusted deprcciable basis means 
the basis of property for purposes of sec
tion 1011 without regard to any adjust
ments described in section 1016(a)(2) and 
(3), This basis does not reflect the reduc
tion in basis for-

(A) Any portion of the basis the tax
payer properly elects to treat as an expense 
under section 179 or l7l}C; or 

(S) Any adjustments to basis provided 
by other provisions of the Code and the 
regulations under the Code (for example, 
a reduction in basis by the amount of the 
disabled access credit pursuant to section 
44(d)(7». 

(iii) Computer software and sound 
recordings. In determining direct labor 
and overhead under paragraph (g)(3)(i) of 
this section, the costs of direct labor and 
overhead for developing computer soft
ware as described in Rev. Proc. 2000-50. 
2000-2 CB. 601 (see §601.60l(d)(2) of 
this chapter). research and experimental 
expenditures under section 174, and any 
other costs of creating intangible assets for 
computer software and sound recordings 
are treated as direct labor and overhead. 
These costs must be included in the tax
payer's CGS or unadjusted depreciable 
basis of computer software and sound 
recordings for purposes of determining 
whether the taxpayer meets the safe harbor 
undcr paragraph (g)(3 lei) of this section. If 
the taxpayer expects to lease, rent, license, 
sell. exchange, or otherwise dispose of 

computer software or sound recordings 
over more than one taxable year. the costs 
of developing: computer software as de
scribed in Rev. Proc. 2000--50, 2000-2 
C.S. 60 I. research and experimental ex
penditures under section 174, and any 
other costs of creating intangible assets 
for computer software and sound record
ings must be allocated over the estimated 
number of units that the taxpayer expects 
to lease, rent, license, sell, exchange, or 
otherwise dispose of. 

(4) Special rulcs-(i) COl/tract with (1// 

unrclated persoll. If a taxpayer enters into 
a contract with an unrelated person for the 
unrelated person to MPGE QPP within the 
United States for the taxpayer, and the tax
payer is considered to MPGE thc QPP pur
suant to paragraph (f)( I) of this section. 
then, for purposes of the substantial-in-na
ture requirement under paragraph (g)(2) 
of this section and the safe harbor un
der paragraph (g)(3)(i) of this section. the 
taxpayer's MPGE or production activities 
or direct labor and overhead shall include 
both the taxpayer's MPGE or production 
activities or direct labor and overhead to 
MPGE the QPP within the United States as 
well as the MPGE or production activities 
or direct labor and overhcad of the unre
lated person to MPGE the OPP within the 
United States under the contract. 

(ii) Aggregation. In determining 
whether the substantial-in-nature require
ment under paragraph (g)(2) of this section 
or the safe harbor under paragraph (g)(3)(i) 
of this section is met at the time the tax
payer disposes of an item of QPP-

(A) An EAG member must take into ac
count all of the previous MPGE or produc
tion activities or direct labor and overhead 
of the other members of the EAG; 

(S) An EAG partnership (as defined in 
§ 1.l99-l}(j)) must take into account all of 
the previous MPGE or production activ
ities or direct labor and overhead of all 
members of the EAG in which the partners 
of the EAG partnership are members (as 
well as the previous MPGE or production 
activities of any other EAG partnerships 
owned by members of the same EAG); 

(C) A member of an EAG in which 
the partners of an EAG partnership are 
members must take into account all of the 
previous MPGE or production activities 
or direct labor and overhead of the EAG 
partnership (as well as those of any other 
members of the EAG and any previous 



MPGE or production actlvlttes of any 
other EAG partnerships owned by mem
bers of the same EAG); and 

(D) A partner of a qualifying in-kind 
partnership (as defined in §1.l99-9(i)) 
must take into account all of the previous 
MPGE or production activities or direct la
bor and overhead of the qualifying in-kind 
partnership. 

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

Selling price: $2.500 

Cost of goods sold: 

Material - Acquired from Y: $1.475 

Direct labor and ovcrhead: $325 

Total cost of goods sold: $ 1.800 

Gross profit: $700 

Administrative and selling expenses: $300 

Taxable income: $400 

(ii) Anal.l'sis. Although X's direct labor and over

head are less than 20% of total CGS ($325/$1.800, 
or 18%) and X is not within the safe harbor under 
paragraph (g)(3)(i) of this section. the activities con

ducted by X in connection with the assembly of an 

automobile are substantial in nature under paragraph 

(g)(2) of this section taking into account the nature 

of X's activity and the relative value of X's activity. 

Therefore. X's automobiles will be treated as MPGE 

in significant pan by X within the United States for 

purposes of paragraph (g)( 1) of this section. 

Example 4. X imports into the United States 

QPP that is panially manufactured. Assume that X 

completes the manufacture of the QPP within the 

United States and X's completion of the manufac

turing of the QPP within the United States satisfies 
the in-whole-or-in-significant-part requirement un

der paragraph (g)( I) of this section. Therefore. X's 

gross receipts from the lease. rental, license, sale. 

exchange, or other disposition of the QPP qualify as 
DPGR if all other applicable requirements under this 

section are met. 

Example 5. X manufactures QPP in significant 

part within the United States and exports the QPP for 

further manufacture outside the United States. X re

tains title to the QPP while the QPP is being funher 

manufactured outside the United States. Assuming 

X meets all the requirements under this section for 

the QPP after the funher manufacturing. X's gross 

receipts derived from the lease. rental. license. sale. 

exchange. orother disposition of the QPP will be con

sidered DPGR, regardless of whether the QPP is im

poned back into the United States prior to the lease. 

rental. license. sale. exchange, or other dispOSition of 
the QPP. 

Example 6. X is a retailer within the United States 

that sells cigars and pipe tobacco that X purchases 

from an unrelated person. While being displayed and 

offered for sale by X. the cigars and pipe tobacco age 

on X's shelves in a room with controlled temperature 

and humidity. Although X's cigars and pipe tohacco 

may hecome more valuable as they age. the gross re

ceipts deri ved by X from the sale of the cigars and 

Example I. X purchases from Y. an unrelated per

son. unrefined oil extracted outside the United Stutes. 

X refines the oil in the United States. The refining of 

the oil by X is an MPGE activity that is substantial in 

nature. 

£xample 2. X purchases gemstones and precious 

metal frDm outside the United States and then uses 

these materials to produce jewelry within the United 

States by cLllting and polishing the gemstones. melt

ing and shaping the metal. and combining the finished 

materials. X's MPGE activities are substantial in na

ture under paragraph (g)(2) of this section. Therefore. 

X has MPGE the jewelry in significant part within the 

United States. 

pipe tobacco are non-DPGR because the aging of the 

cigars and pipe tobacco while being displayed and of

fered for sale by X does not qualify as an MPGE ac

tivity that is substantIal in nature. 
Example 7. X incurs $1.000,000 in computer 

software development costs in direct labor and over

head to develop computer software. X begins pro

ducing the computer software and expects to license 

one million copies of the computer software. In de

terrnining its direct labor and overhead fm the com
puter software under paragraph (g}(3)(i) of this sec

tion. X must allocate under paragraph (g)(3)(iii) of 

this section thc S 1.000.000 to the computer software 

X expects to produce. Thus, for each copy of the 

computer softwarc produced by X, $1 ($1.000,000 in 
computer software development costs/one million es

timated number of units to be licensed) in computer 

software development costs are treated as direct labor 

and overhead. 
Example 8. X creates computer software for mi

crowave ovens. X also manufactures the electric mo

IOrs used in the ovens. X purchases the other compo

nents of the microwave ovens from unrelated persons. 

X sells each microwave oven individually to cus

IOmers. Assume that X's assembly of the finished mi

crowave ovens is not minor assembly. To determine 

whether the manufacture of the microwave ovens sat

isfies the safe harbor under paragraph (g)(3 )(i) of this 

section. X's direct labor and overhead include X's 

direct labor and overhead for creating the computer 
software, manufacturing the electric motors. and as

sembling the finished microwave ovens that are of

fered for sale. 
Example 9. X designs shirts within the United 

States, but X cuts and sews the shirts outside of the 

United States. Because X's design activity is the cre

ation of an intangible, its design activity is not taken 

into account in determining whether the manufacture 

of the shirts is substantial in nature under paragraph 

(g)(2) of this section. and the costs X incurs in creat

ing the design of the shirts are not direct labor or over
head under paragraph (g)(.i)(i) of this section. There-

Example 3. (i) FaCfI". X operates an aUllllll11blle 

asscmbly plant in the United States. In connection 

with such activity. X purchases assembled engines. 

transmissions. and c'enain other component> fmlll 1'. 

an unrelated person. and X assembles all of the Cl1111-

ponent parh into an automobile. X also e"ndueh 

stamping. machining. and subassembly operations. 

and X uses tools. Jigs. welding equipment. and other 

machinery and equipment in the assembly of automo

biles. On a per-ulllt basis. X 's selling price and costs 

of such automobiles are as follows: 

fore. X has not MPGE the shirts in significant part 

within the United States. 

Example 10. X manufactures computer chips 
within the United States. X installs the computer 

chips that it manufactures in computers that X pur
chases from unrelated persons and sells the finished 

computers individually to customers. The computer 

chips are key components of the computers and 
the computers will not operate without them. The 

manufacture of the computer chips is not. in ihelf. 

substantial in nature with respect to the finished 

computers. Therefore. the taxpayer's MPGE ac
tivities must meet either the substantial-in-nature 

requirement under paragraph (g)(2) of this scction. 
or the safe harbor under paragraph (g 1(3) of this scc

tion. in order to qualify with respect to the finished 

computers. 

(h) Definition of United States. For 
purposes of this section, the term United 
States includes the 50 states, the District 
of Columbia. the territorial waters of the 
United States. and the seabed and subsoil 
of those submarine areas that are adjacent 
to the territorial waters of the United States 
and over which the United States has ex
clusive rights. in accordance with interna
tional law, with respect to the exploration 
and exploitation of natural resources. The 
term United States does not include pos
sessions and territories of the United States 
or the airspace or space over the United 
States and these areas. 

(i) Derived from the lease, re Ilfa I, li
cense, sale, exchmlKe, or other disposi
tioll-( I) III gelleral-(i) Definition. The 
term deril'edfrom the lease, rel/tol. license. 
sale, exchange, or other disposition is de
fined as. and limited to. the gross receipts 
directly derived from the lease. rental. li-
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cense, sale. e.xchange, or other disposItion 
of QPP, a qualified film, or uti lities, e\en if 
the taxpayer has already recognized gross 
receipts from a pre\iOllS lease, rental. li
cense, sale, exchange, or other disposition 
of the same QPP, qualified film, or utili
tic'>. Applicahle Federal incomt.' ta\ prin
ciples apply to determine whether a trans
action is, in substanct.'. a lease. rental. li
ct.'l1se. sale, exchange. or other dispositil)]1, 
whether it I, a st.'r\ice. or whether it is some 
comhinatlon thereof. 

(ii) Lcusi' incolllc. The financing and 
Interest components of a lease of QPP or a 
qualified film arc considered to he deriwd 
from the lease of such QPP or qualified 
fi 1m. However. any portion or the lease 
income lhal is attributable to services or 
non-qualified property as defined in para
graph (i)(.f) of this section is not derived 
from the lease of QPP or a qualified film. 

(iii) Inco}//e SlIh.lriTlltes. The proceeds 
from business intelTuption insurance, gov
ernmental subsidies. and governmental 
payments not to produce are treated as 
gross receipts derived from the lease, 
rental. license. sale. exchange. or other 
disposition to the extent that they are 
substitutes for gross receipts that would 
qualify as DPGR. 

(iv) Exc/ulIlgc 0/ property-(A) Tax
uhle exciwnges. Except as provided in 
paragraph (i)( 1 )( i v)( B) of this section, the 
value of property received by a taxpayer 
in a taxable exchange of QPP MPGE in 
whole or in significant part by the taxpayer 
within the United States, a qualified film 
produced hy the taxpayer, or utilities pro
duced hy the taxpayer within the United 
States is DPGR for the taxpayer (as,uming 
all the other requirements of this section 
arc met). However, unless the taxpayer 
JIleets all of the requirements under thIS 
section with respect to any further MPGE 
hy the taxpayer of the QPP or any further 
production hy the taxpayer of the film or 
utilities received in the taxable exchange, 
any gross receipts deri\ed from the sale 
hy the taxpayer of the prnpel1y received in 
the laxahk exchange arc nlln-DPGR, be
cause the ta\paver did not MPGE or pro
duce sud) property. e\en if the property 
\\ as QPP. a qualIfied film, or utilities in the 
hand, llf the other party to the transaction. 

(B I SuiI' Iwrh{)l For purposes of para
graph Ii\( I Hi\ HAl of this section, the 
gru" I"Cl'eipts deri\ed by the taxpayer 
fnll11 the,;Iie of cligibk property (as de-
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fined in paragraph (i)(I )(iv)(C) of thi, 
sect a)]) ) received in a taxable exchange. 
net of any adjustments between the p:lr
tie:-- invol\'ed in the taxable exchange to 
aCCllunt for differences in the eli';,ible 

~ 

property exchanged (for example, location 
differentials and product differentials 1. 
may be treated as the value of the elioible 

~ 

property received by the taxpayer in the 
taxable exchange. For purposes of the 
preceding sentence, the taxable exchange 
is deemed to occur on the date of the 
sale of the eligible property received in 
the taxable exchange by the taxpayer. to 

the extent the sale occurs no later than 
the last day of the month following the 
month in which the exchanged eligible 
property is received by the taxpayer. In 
addition, if the taxpayer engages in any 
further MPGE or production activity with 
respect to the eligible property received 
in the taxable exchange, then, unless the 
taxpayer meets the in-whole-or-in-signif
icant-part requirement under paragraph 
(g)( I) of this section with respect to the 
property sold, for purposes of this para
graph (i)( 1 )(iv)(B), the taxpayer must also 
value the property sold without taking into 
account the gross receipts attributable to 
the further MPGE or production activity. 

(e) Eligible property. For purposes of 
paragraph (i)(I)(iv)(B) of this section. eli
gible property is-

(1) OiL natural gas (as described in 
paragraph (1)(2) of this section), or petro
chemicals, or products derived from oiL 
natural gas, or petrochemicals: or 

(2) Any other property or product des
ignated by publication in the Internal Rev
enue Bulletin (see §601.60l(d)(2)(ii)(b) of 
this chapter). 

(2) Exumples. The following exam
ples illustrate the application of paragraph 
(i)( 1 ) of this section: 

Exalllple I. X MPGE <)PP in whole or in signif
icant part within the United States and uses the QPP 
in its nu,ine". Afler several years X ,ells the QPP 
Ih,11 it MPGE to Y. The gross receipts derived from 
Ihe \ilk uf the QPP III Yare DPGR (assuming ail the 
other requirements of [his s(clion are met). 

EI[II/II,le 7 X MPGE QPP within the United 
Slates and sells the QPP [0 Y. an unrelated person. Y 
leases the QPP for :1 years to Z. a taxpayer unrelated 
[ll hOlh X and Y. and shortly after Y enters into the 
le'lse \I ilh Z. X repurchases Ihe QPP from Y subject 
10 Ihe le'N~. At the end of the lease term. Z purchases 
Ihe QPP from X. X's proceeds derived from the sale 

Df the QPP to Y. from the lease to Z (including any 
tinancing and rnteresl components of the lease). and 
frc'lll the sale of the QPP to Z all qualify as DPGR 

(assull1in~ alllht' "Ihn reyulremt'nls c,t this sCl'tion 

arc mcll 
F.ld/II!'!e'> :\ ~IPGE <)pp \I ilhin Ihe Unilcd 

SI,lIe, and 't'lls tht' QPP Ie) Y. an unrelated person. 
fe)r S25.000. :\ I"inan,''', Y', purc·h.lsc of the QPP and 

rceeil es l[ll,t! P,l\ menh of 535.000. of which $10.000 

reLlies t" intere,1 and finarll',· charl,!cs. The 525.000 

quail tics a, DPliR. but the $IO.OO!) in intcrcsi and 

tllhlnc'c c:har~c, do nPI quatil\ ,IS OPGR hel';lll.sc' the 
S II\.(HHI LS rWllkri\ cd frolll Ihe f\lPGE otQPP I\ilhin 
Ihe L'llit",1 Stales. hul rather from X's kndinl,! aeli\" 

II! 
{.\lIIII/,II'.J. Cahle company X charges sub-

sen hers $1 S a mllnlh for its basic cable Idnr,ion. y. 
an unrelated person. pmuu,'cs a qualified tllm wllhin 
the meaning of paragraph (k)( I) of Ihi" scelion thai 
il licerhes to X for $.10 per subscriber per month. 
The gross reeerpl, denIed hy Yare deriled from the 
license of a qualified film produced by Y and arc 
DPGR (assuming all Ihe other requiremenl., of this 
section are metl. 

EX{llllple 5. X manufaclures ,'ar, within lite 
Uniled Stales. X a1>o manufaclUres replacemenl 
parts wilhm the United Stales. The replacement parts 
arc QPP under paragraph (j)( I) of Ihrs section. X 
offers extended warranlies 10 its customers. X sells 
a car to Y Y purcha~es an extended warranty and 
brings the car In X's service departmenl for mainle
nance. X repairs the car and replaces damaged paris 
with replacement parts that X manufactured wilhin 
the United States. The portion of X's gross receiplS 
derived from the sale of the extended warranty relal
ing to the manufactured parts are DPGR. 

(3) HedginK Iralisuctiulls-(i) In gen
eral. For purposes of this section, pro
vided that the risk being hedged relates 
to QPP described in section 122I(a)(I) 
or relates to property described in section 
1221(a)(8) consumed in an activity giv
ing rise to DPGR. and provided that the 
transaction is a hedging transaction within 
the meaning of section 1221(b)(2)(A) and 
§ 1.1221-2(b) and is properly identified as 
a hedging transaction in accordance with 
§ 1.1221-2(f), then-

(A) In the case of a hedge of pur
chases of property described in section 
1221(a)(1), gain or loss on the hedging 
transaction must be taken into account in 
determining eGs: 

(B) In the case of a hedge of sales of 
property described in section 1221(a)(I), 
gain or loss on the hedging transaction 
must be taken into account in determining 
DPGR: and 

(e) In the case of a hedge of pur
chases of property described in section 
122I(a)(8), gain or loss on the hedging 
transaction must be taken into account in 
determming DPGR. 

(ii) Currency fluctuations. For pur
poses of this section, in the case of a trans
action that manages the risk of currency 



fluctuations, the determination of whether 
the transaction is a hedging transaction 
within the meaning of § 1.1221-2(b) is 
made without regard to whether the trans
action is a section 988 transaction. See 
§ 1.1221-2(a)( 4). The preceding sentence 
applies only to the extent that § 1.988-5(b) 
does not apply. 

(iii) Effect of identification and non
identification. If a taxpayer does not make 
an identification that satisfies all of the re
quirements of §1.1221-2(f) but the tax
payer has no reasonable grounds for treat
ing the transaction as other than a hedging 
transaction, then a loss from the transac
tion is taken into account under this para
graph (i)(3). If the inadvertent identifica
tion rule of § 1.1221-2(g)(1 )(ii) or the in
advertent error rule of § 1.1221-2(g)(2)(ii) 
applies, then the taxpayer is treated as not 
having identified the transaction as a hedg
ing transaction or as having identified the 
transaction as a hedging transaction, as the 
case may be. If a taxpayer identifies a 
transaction as a hedging transaction in ac
cordance with §1.1221-2(f)(1), then-

(A) That identification is binding with 
respect to loss for purposes of this para
graph (i)(3), whether or not all of the 
requirements of §1.l221-2(f) are satis
fied and whether or not the transaction is 
in fact a hedging transaction within the 
meaning of section 1221 (b)(2)(A) and 
§1.l221-2(b), and 

(B) This paragraph (i)(3) does not ap
ply to require gain to be taken into ac
count in determining CGS or DPGR, if 
the transaction is not in fact a hedging 
transaction within the meaning of section 
l221(b)(2)(A) and §1.1221-2(b). 

(iv) Other rules. See §1.l221-2(e) for 
rules applicable to hedging by members 
of a consolidated group and § 1.446-4 for 
rules regarding the timing of income, de
ductions, gains, or losses with respect to 
hedging transactions. 

(4) Allocation of gross receipts-(i) 
Embedded senJices and non-qualified 
property-(A) Tn general. Except as oth
erwise provided in paragraph (i)( 4 )(i)(B), 
paragraph (m) (relating to construction), 
and paragraph (n) (relating to engineer
ing and architectural services) of this 
section, gross receipts derived from the 
performance of services do not qualify as 
DPGR. In the case of an embedded ser
vice, that is, a service the price of which, 
in the normal course of the taxpayer's 

business, is not separately stated from 
the amount charged for the lease, rental, 
license, sale, exchange, or other disposi
tion of QPP, a qualified film, or utilities, 
DPGR include only the gross receipts de
rived from the lease, rental, license, sale, 
exchange, or other disposition of QPP, a 
qualified film, or utilities (assuming all 
the other requirements of this section are 
met) and not any receipts attributable to 
the embedded service. In addition, DPGR 
does not include the gross receipts derived 
from the lease, rental, license, sale, ex
change, or other disposition of property 
that does not meet all of the requirements 
under this section (non-qualified prop
erty). The allocation of the gross receipts 
attributable to the embedded services or 
non-qualified property will be deemed 
to be reasonable if the allocation reflects 
the fair market value of the embedded 
services or non-qualified property. For 
example, gross receipts derived from the 
lease, rental, license, sale, exchange, or 
other disposition of a replacement part that 
is non-qualified property does not qualify 
as DPGR. In addition, see §1.l99-I(e) 
for other instances when an allocation of 
gross receipts attributable to embedded 
services or non-qualified property will be 
deemed reasonable. 

(B) Exceptions. There are six ex-
ceptions to the rules under paragraph 
(i)(4)(i)(A) of this section regarding em
bedded services and non-qualified prop
erty. A taxpayer may include in DPGR, if 
all the other requirements of this section 
are met with respect to the underlying 
item of QPP, qualified films, or utilities to 
which the embedded services or non-qual
ified property relate, thc gross receipts 
derived from-

(1) A qualified warranty, that is, a 
warranty (other than a computer software 
maintenance agreement described in para
graph 0)(4)(i)(B)(5) of this section) that 
is provided in connection with the lease, 
rental, license, sale, exchange, or other 
disposition of QPP, a qualified film, or 
utilities if, in the normal course of the 
taxpayer's business-

(i) The price for the warranty is not sep
arately stated from the amount charged for 
the lease, rental, license, sale, exchange, 
or other disposition of the QPP, qualified 
film, or utilities; and 

(ii) The warranty is neither separately 
offered by the taxpayer nor separately bar-

gained for with customers (that is, a cus
tomer cannot purchase the QPP, qualified 
film, or utilities without the warranty); 

(2) A qualified delivery. that is, a de
li very or distribution service that is pro
vided in connection with the lease, rental. 
license, sale, exchange, or other disposi
tion of QPP if, in the normal course of the 
taxpayer's business-

(i) The price for the delivery or distri
bution service is not separately statcd from 
the amount charged for the lease, rental, li
cense, sale, exchange, or other disposition 
of the QPP; and 

(ii) The delivcry or distribution service 
is neither separately offered by the tax
payer nor separately bargained for with 
customers (that is, a customer cannot pur
chase the QPP without the delivery or dis
tribution service); 

(3) A qualified operating manual, that 
is, a manual of instructions (including elec
tronic instructions) that is providcd in con
nection with the lease, rental, license, sale, 
exchange, or other disposition of QPP, a 
qualified film or utilities if, in the normal 
course of the taxpaycr's business-

(i) The price for the manual is not sep
arately stated from the amount charged for 
the lease, rental, license, sale, exchange, 
or other disposition of the QPP, qualified 
film, or utilities; 

(ii) The manual is neithcr separately of
fered by the taxpayer nor separately bar
gained for with customers (that is, a cus
tomer cannot purchase the QPP, qualified 
film, or utilities without the manual); and 

(iii) The manual is not provided in 
connection with a training course for cus
tomers; 

(4) A qualified installation, that is. an 
installation service (including minor as
sembly) for tangible personal property that 
is provided in connection with the lease, 
rental, license, sale, exchange, or other dis
position of the tangible personal property 
if, in the normal course of the taxpayer's 
business-

(i) The price for the installation service 
is not separately stated from the amount 
charged for the lease, rental, license, sale, 
exchange, or other disposition of the tan
gible personal property; and 

(ii) The installation is neither separately 
offered by the taxpayer nor separately bar
gained for with customers (that is. a cus
tomer cannot purchase the tangible per-
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,onal property without the installation ser
vice 1: 

(5) Services performed pursuant to a 
qualified computer software maintenance 
agreement. A quallfied computer ,nftware 
maintenance a::crcement is an agreement 
provided in connection with the lease. 
rental. license. sak. eXl·hange. or other 
disposition of the computer software that 
entitks the customer to recei ve future 
updates. cyclical releases. rewrites of the 
underlying software. or customer support 
services for the computer software if. in 
the normal course of the taxpayer's busi
ness-

(i) Tbe price for the agreement is not 
separately statcd from the amount charged 
for the lease. rental. license. sale. ex
change. or other disposition of the com
puter software: and 

(ii\ The agreement is neither separately 
offered by the taxpayer nor separately bar
gained for with customers (that is. a CllS

tomer cannot purchase the computer soft
ware without the agreement): and 

(6) A de minimis amount of gross re
ceipts from embedded services and non
qualified property for each item of QPP. 
quallfied films. or utilities. For purposes 
of the preceding sentence. a de minimis 

amount of gross receipts from embedded 
services and non-qualified property is less 
than 5 percent of the total gross receipts de
rived from the lease. rental. license, sale, 
exchange. or otber disposition of each item 
of QPP. qualified films. or utilities. In 
the case of gross receipts derived from the 
lease. rental. license. sale. exchange. or 
other disposition of QPP, a qualified film. 
or utilities that are received over a period 
of time (Cor example, a multi-year lease or 
inst,lilment sale \. this de minimis excep
tion is applied by taking into account the 
total gross receipts for the entire period de
rived (and to be derived) from the lease. 
rental. license. sale. exchange. or other 
disposition of the item of QPP. qualified 
films. or utilitIes. ror purposes of the pre
ceding sentence. if a taxpayer treats gross 
rcceipts as DPGR under this de mil/imis 

cxception. then the taxpayer must treat the 
gross rect:ipts recognized in each taxable 
year cLlnsistently as DPGR. The gross re
ceipts that tht: taxpayer trt:ah as DPGR un
der paragraphs (i 1(-1-)( i)( B 1(/). (2). (3). (4)' 
and (51 and (I \( -+)( i \.)( A) of this section are 
treated ,(:, DPGR for purposes of applying 
thIS de lIIilllJlli.1 exception. This de mil/imis 
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exception does not apply if the price of a 
service or non-qualified property is sepa
rately stated by the taxpayer. or if the ser
vice or non-qualified property is separately 
offered or separately bargained for with the 
customer (that is. the customer can pur
chase the QPP. qualified film. or utilities 
without the service or non-qualified prop
erty), 

(ii) NOII-DPGR. All of a taxpayer's 
gross receipts derived from the lease. 
rental. license. sale. exchange or other dis
position of an item ofQPP. qualified films. 
or utilities may be treated as non-DPGR 
if less than 5 percent of the taxpayer's 
total gross receipts derived from the lease. 
rental. license. sale, exchange or other 
disposition of that item are DPGR. In the 
case of gross receipts derived from the 
lease. rental. license. sale, exchange, or 
other disposition of QPP. a qualified film, 
and utilities that are received over a period 
of time (for example. a multi-year lease or 
installment sale). this paragraph (i)(4)(ii) 
is applied by taking into account the total 
gross receipts for the entire period derived 
(and to be derived) from the lease, rental, 
license. sale. exchange. or other disposi
tion of the item of QPP. qualified films, 
or utilities. For purposes of the preceding 
sentence. if a taxpayer treats gross receipts 
as non-DPGR under this de minimis ex
ception, then the taxpayer must treat the 
gross receipts recognized in each taxable 
year consistently as non-DPGR. 

(iii) Examples. The following examples 
illustrate the application of this paragraph 
(i)(4 ): 

Exalllple 1. X MPGE QPP within the United 
States. As part of the sale of the QPP to Z. X trains 
Ts employees on how to use and operate the QPP. No 
other services or property are provided to Z in con
nection Ivith the sale of the QPP to Z. In the normal 
course of X's business. the QPP and training services 
are separately stated in the sales contract. Because. 
in the normal course of the X's business. the training 
services are separately stated. the training services are 
not treated as embedded services under the de min

;m;\' exception in paragraph (i)(4)(i)(B)(6) of this sec
lion. 

E\lllllpl~ 2. The facts are the same as In Exam· 
1,If J except that. in the normal course of X's busi
ness. the training services are not separately stated in 
the sales contract and the customer cannot purchase 
the QPP without the training services, If the gross re
ceipts for the embedded training services are less than 
5';( of the gross receipts derived from the sale of X'S 
QPP to Z. after applying the exceptions under para
graphs (i)( -I Hill B)( I) through (5) of rhis section. then 
the gross receipts may be included in DPGR under 
the de m;/1;m;s exception in paragraph (i)(4)(i)(B)(6) 

of this section. 

E.W/IIl'le 3 X MPGE QPP within Ihe Uniled 
Slales. As part of the sal<' llf Ihe QPP to relailers. 
X ch.Jrges J ke fllr Jell' aing the QPP. In the nor· 
Illal course of X', bUSiness. the pnL'e of the QPP and 
the delivery fee Jre separatt'iy ,tatL'd III X's sales con
tracls. Because. 111 the nnrmal course nf X's busi· 
ness. the deli, cry fee IS separately stated. Ihe deliI'· 
ery fee does not qualIfy as DPGR under the qualified 
deli,ery exception III paragraph (i)(4)(i)(Bl(1) ofthi, 
section or the de miH;mi" cx<.'eption under paragraph 
(il(-I)(I)(Bl(6) oflhis sectinn. The re,ull wnulu he Ihe 
same eVL'n ifrhe retailer', l'Ustnnll~r' L'allllnt purchase 
the QPP without paying the delivery fee. 

Example -1. Ii) Fa(/s. X manufactures indu,· 
trial sewing machines withll1 the Ullltcu States that 
X nffers for sale individually to cuslomers. X en
ters into a single. lump-sum priced contral't with Y. 
an unrelated person. and the contract has the follow
ing terms: X will manufacture industrial sewing ma· 
chines within the United States for Y; X will deliver 
the industrial sewing machines to Y; X will provide a 
one-year warranty on the industrial sewing machines; 
X will provide operating manuals with the industrial 
sewing machines: X will provide 100 hours of train· 
ing and training manuals to Y' s employees 1m the use 
and maintenance of Ihe industrial sewing machines: 
X will provide purchased spare parts for the industrial 
sewing machines; and X will provide a 3-year service 
agreement for the industrial sewing machines. In the 
normal course of X's business. none of the services or 
property described above are separately slated. sepa· 
rately offered or separately bargained for. 

Iii) AlIlIlysis. The receiPb for the manufacture 
of the industrial sewing machines are DPGR under 
paragraphs (e)(1) and (g) of this section (assuming 
all the other requirements of this section are met). X 
may include in DPGR the gross receipts derived from 
delivering the industrial sewing machines. which is 
a qualified delivery under paragraph (i)(4)(i)(B)(2) 
of this section: the gross receipts derived from the 
one-year warranty. which is a qualified warranty 
under paragraph (i)(4)(i)(B)(!) of this section; and 
the gross receipts derived from the operating man
uals. which is a qualified operating manual under 
paragraph (i)(4)(i)(B)(3) of this section, If the gross 
receipts allocable to each industrial sewing machine 
for the embedded services consisting of the employee 
training and 3·year service agreement. and for the 
non-qualitied property consisting of the purchased 
spare parts and the employee training manuals. which 
are not qualitied operating manuals, are in tatalless 
than 5% of the gross receipts derived from the sale 
of each industrial sewing machine to Y (after apply· 
ing the exceptions under paragraphs (i)(4)(i)(B)(l) 
through (5) of this section). then those gross receipts 
may be included in DPGR under the de m;n;mLI' 
exception in paragraph (i)(4)(i)(B)(6) of this section. 
If. however. the gross receIpts allocable to each 
industrial sewing machine for the embedded services 
and non-qualified property consisting of employee 
training. the 3-year service agreement. purchased 
spare parts, and employee training manuals equal 
or exceed. in total. seA; of the gross receipts derived 
from the sale of each industrial sewing machine to 
Y (after applying the exceptions under paragraphs 
(i)(4)(i)(B)(1) through (5) of this section). then those 
gross receipts do not qualify as OPGR under the de 
mimmiI exception in paragraph 0)(4)(I)(B)(6) of this 



section (and X must allocate gross receipts between 
DPGR and non-DPGR under §l.l99-I(d)(I)). 

(5) Advertising income-(i) Tangible 
personal property. A taxpayer's gross 
receipts that are derived from the lease 
rental, license, sale, exchange, or othe; 
disposition of newspapers, magazines, 
telephone directories, periodicals, and 
other similar printed publications that are 
MPGE in whole or in significant part 
within the United States include advertis
ing income from advertisements placed in 
those media, but only if the gross receipts, 
if any, derived from the lease, rental, li
cense, sale, exchange, or other disposition 
of the newspapers, magazines. telephone 
directories, or periodicals are (or would 
be) DPGR. 

(ii) Qualified film. A taxpayer's gross 
receipts that are derived from the lease 
rental, license, sale, exchangc, or other dis~ 
position of a qualified film include adver
tising income and product-placcment in
come with respect to that qualified film, 
that is, compensation for placing or inte
grating advertising or a product into the 
qualified film, but only if the gross re
ceipts, if any, derived from the qualified 
film are (or would be) DPGR. 

(iii) Examples. The following examples 
illustrate the application of this paragraph 
(i)(5): 

Example 1. X MPGE. and sells. newspapers 
within the United States. X's gross receipts from 
the newspapers include gross receipts derived from 

the sale of newspapers to customers and payments 
from advertisers to publish display advertising or 
classified advertisements in X's newspapers. X's 

gross receipts described above are DPGR derived 
from the sale of X's newspapers. 

Example 2. The facts are the same as in Exam

ple 1 except that X disposes of the newspapers free 
of charge to customers. rather than selling them. X's 

gross receipts from the display advertising or classi

fied advertisements are DPGR. 
Example 3. X produces two live television pro

grams that are qualified films. X licenses the first 
television program to y's television station and X li
censes the second television program to Z's televi

sion station. Z broadcasts the second television pro
gram on its station. Both television programs con
tain product placements and advertising for which X 

received compensation. X and Yare unrelated per
sons. X and Z are non-consolidated members of an 
EAG. The gross receipts derived by X from licensing 
the first television program to Yare DPGR. As a re
sult. pursuant to paragraph (i)(S )(ii) of this section, all 

of X's product placement and advertising income for 
the first television program is treated as gross receipts 
that are derived from the license of the qualified film. 
The gross receipts derived hy X from licensing the 

second television program to Z are non-DPGR under 
paragraph (b)(l) of this section. Paragraph (b)(2) of 

this section does not apply becausc Z's broadcast of 
the second television program on Z's television sta

tion is not a lease. rental. license, sale. exchange. or 
other dLsposition of the second tclevision program. 

As a result. pursuant to paragraph (i)(5)( ii) of this sec
tion. none of X's product placement and advertising 

IOcome for the second television program is treated 
as gross receipts derived from the qualified film. 

Example 4. The facts are the same as 10 Exall/ple 

3 except that Z sublicenses to an unrelated person the 
television program instead of broadcasting the tele
VISion program on its station. The gross receipts de

nved by X from licensing the television program to Z 
are DPGR under paragraph (b)(2) of this section. As 
a result. pursuant to paragraph (i)(51(ii) of this sec
tion. X's product placement and advertising income 

for the television program licensed to Z is treated as 
gross receipts derived from the qualified film. In ad
dition. Z's receipts from the sublicense of the quali
fied film are DPGR under §1.199-7(a)(3)(i). 

Example 5. X produces television programs that 
are qualified films. X licenses the qualified films 
to Y. an unrelated person, and the license agreement 
provides that X will receive advertising time slots as 
part of its payments from Y under the license agree
ment. X' s gross receipts derived from the license of 

the qualified films to Y include Income attributable to 
the advertising time slots and are DPGR under para
graph (b)(2) of this section. 

(6) Computer software-(i) In general. 
DPGR include the gross receipts of the 
taxpayer that are derived from the lease 
rental, license, sale, exchange, or other dis~ 
position of computer software MPGE hy 
the taxpayer in whole or in significant part 
within the United States. Such gross re
ceipts qualify as DPGR even if the cus
tomer provides the computer software to 
its employees or others over the Internet. 

(ii) through (v). [Reserved]. For further 
guidance, see § 1.199-3T(i)(6)(ii) through 
(v). 

(7) Qualifving in-kind partnership for 
taxable years beginning afier May 17, 
2006, the enactment date of the T~x In
crease Prevention and Reconciliation Act 
of 2005. [Reserved]. 

(8) Partnerships owned by members of 
a single expanded affiliated group for tax
able years beginning after Mav 17, 2006, 
the enactment date of the Tax Increase Pre
vention and Reconciliation Act of 2005. 
[Reserved]. 

(9) Non-operating mineral inrerests. 
DPGR does not include gross receipts de
rived from non-operating mineral interests 
(for example, interests other than operat
ing mineral interests within the meanina e-

of §1.614-2(b». 
U) Definition of qualifying production 

property-II) In general. QPP means-

(i) Tangible personal property (a~ de
fined in paragraph (j)(2) of this section): 

(ii) Computer software (as defined in 
paragraph {j )( 3) of this section): and 

(iii) Sound recordings (as defined in 
paragraph {j)( 4) of this section). 

(2) Tangible persol/al property-til In 
general. The term tangibll' pl'l"So;wl prop
ertv is any tangible prOpet1y other than 
land, real property described in paragraph 
(m)( 3) of this section, and any property de
scribed in paragraph {j)(3). (j)(4), (k)( 1). 
or (I) of this section. For purposes of 
the preceding sentence, tangible personal 
property also includes any gas (other than 
natural gas described in paragraph (1)(2) 
of this section), chemicaL and similar 
property, for example, steam, oxygen, hy
drogen. and nitrogen. Property such as 
machinery, printing presses. transporta
tion and oUice equipment. refrigerators, 
grocery counters, testing equipment, dis
play racks and shelves. and neon and other 
signs that are contained in or attached to 
a building constitutes tangible personal 
property for purposes of this paragraph 
{j )(2)(i). Except as provided in paragraphs 
{j)(5)(ii) and (k)(2)(i) of this section, com
puter software, sound recordings. and 
qualified films are not treated as tangible 
personal property regardless of whether 
they are affixed to a tangible medium. 
However, thc tangible medium to which 
such property may be affixed (for exam
ple, a videocassette. a computer diskette. 
or other similar tangible item) is tangible 
personal property. 

(ii) Local law. In determining whether 
property is tangible personal property, 10-
cal law is not controlling. 

(iii) Intangible propert\'. The term t(lll
gible personal propertv does not include 
property in a form other than in a tan ai-e-

ble medium. For example, mass-produced 
hooks are tangihle personal property. but 
neither the rights to the underlying manu
script nor an online version of the book is 
tangible personal property. 

(3) Computer sojiwore-(i) In Keneral. 
The term computer soj"tware mcans any 
program or routine or any sequence of 
machine-readable code that is dcsigned 
to cause a computer to perform a de
sired function or set of functions. and the 
documentation required to describe and 
maintain that program or routine. Thll~. 

for example. an electronic book available 
online or for download is not computer 
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software. For purposes of this paragraph 
(j)(3). computer software also includes the 
machine-readable code for video games 
and similar programs, for equipment that 
is an integral part of other property, and 
for type\\ riters, calculators, adding and 
accounting machines, copiers, duplicating 
equipment. and similar equipment regard
less of whether the code is designed to op
erate on a computer (as defined in section 
168(i)(2)(S)) Computer programs of all 
dasses, for example, opcrating systems, 
executive systems, monitors, compilers 
and translators, assembly routines, and 
utility programs, as well as application 
programs, are induded. Except as pro
\ided in paragraph (j )(5) of this section, 
if the medium in which the software is 
contained, whether written, magnetic. or 
otherwise, is tangible. then such medium 
is considered tangible personal property 
for purposcs of this section. 

(ii) IllcidellTai and allcillary rights. 

Compuler software also includes any 
incidental and ancillary rights that are 
necessary to effect the acquisition of the 
title to, the ownership of. or the right to 
use the computer software, and that are 
used only in connection with that specific 
computer software. Such incidental and 
ancillary rights are not included in the 
definition of trademark or trade name un
der *1.l97-2(b)(l0)(i). For example, a 
trademark or trade name that is ancillary 
10 the ownership or usc of a specific com
puter software program in the taxpayer's 
trade or business and is not acquired for 
the purpose of marketing the computer 
software is included in the definition of 
computer software and is not included in 
the definition of trademark or trade name. 

(iii) Exceptions. Computer software 
does not include any data or information 
base unless the data or information base 
is in the publIc domain and is incidental 
to a computer program. For this purpose, 
a copyrighted or proprietary data or infor
mation base is treated as in the public do
main if its availability through the com
puter program does not contribute signif
iCJntly to the cost of the program. For ex
ampk, if a word-processing program in
cludes a dictionary feature thaI may be 
W,tu to spell-check a document or any 
portion thereof. then the entire program 
(including the dictionary feature) is com
puter snft\\are regardless of the form in 
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which the dictionary feature is maintained 
or stored. 

(4) SOl/lid recordings-til III general. 

The term sOllnd recordings means any 
works that result from the fixation of a 
series of musicaL spoken, or other sounds 
under section 168( 0(4). The definition of 
sound recordings is limited to the master 
copy of the recordings (or other copy from 
which the holder is licensed to make and 
produce copies), and, except as provided 
in paragraph (j)(5) of this section, if the 
medium (such as compact discs, tapes, 
or other phonorecordings) in which the 
sounds may be embodied is tangible, then 
the medium is considered tangible per
sonal property for purposes of paragraph 
(j)(2) of this section. 

(ii) Exception. The term sound record
ings does not include the creation of copy
righted material in a form other than a 
sound recording, such as lyrics or music 
composition. 

(5) Tangible personal propertv with 
computer software or sound record

ings-(i) Computer software alld sound 
recordings. If a taxpayer MPGE in whole 
or in significant part computer software 
or sound recordings within the United 
States that is affixed or added to tangible 
personal property (for example, a com
puter diskette, or an appliance), whether 
or not the taxpayer MPGE such tangible 
personal property in whole or in signifi
cant part within the United States, then for 
purposes of this section-

(A) The computer software and the tan
gible personal property may be treated by 
the taxpayer as computer software. If the 
taxpayer treats the computer software and 
the tangible personal property as computer 
software, activities the cost of which are 
described in Rev. Proc. 2000-50, 2000--2 
C.S. 601, activities giving rise to research 
and experimental expenditures under sec
tion 174, and the creation of intangible 
assets for computer software are consid
ered in determining whether the taxpayer's 
MPGE activity is substantial in nature un
der paragraph (g)(2) of this section. In de
termining direct labor and overhead under 
paragraph (g)(3)(i) of this section, the costs 
of direct labor and overhead for develop
ing the computer software as described in 
Rev. Proc, 2000-50,2000-2 C.S. 601, re
search and experimental expenditures un
der section 174, and any other costs of 
creating intangible assets for the computer 

software are treated as direct labor and 
owrhead. These costs must be included in 
the taxpayer's CGS of the computer soft
ware for purposc:s of determining whether 
the taxpayer meets the safe harbor under 
paragraph (g)(3)(i) of this sc:ction. How
ever, any costs under section 174, and the 
costs to create intangihle assets, attribut
able to the tangible personal property are 
not considered in determining whether the 
taxpayer's activity is substantial in nature 
under paragraph (g)(2) of this section and 
are not direct labor and overhead under 
paragraph (g)(3)(i) of this section: and 

(S) The sound recordings and the tan
gible personal property with the sound 
recordings may be treated by the taxpayer 
as sound recordings. If the taxpayer treats 
the sound recordings and the tangible 
personal property as sound recordings, 
activities giving rise to research and ex
perimental expenditures under section 174 
and the creation of intangible assets for 
sound recordings are considered in de
termining whether the taxpayer's MPGE 
acti vity is substantial in nature under para
graph (g)(2) of this section. In determining 
direct labor and overhead under paragraph 
(g)(3)(i) of this section, research and ex
perimental expenditures under section 174 
and any other costs of creating intangible 
assets for sound recordings are treated as 
direct labor and overhead. These costs 
must be included in the taxpayer's CGS 
of sound recordings for purposes of de
termining whether the taxpayer meets the 
safe harbor under paragraph (g)(3)(i) of 
this section. However, any costs under 
section 174, and the costs to create intan
gible assets, attributable to the tangible 
personal property are not considered in 
determining whether the taxpayer's activ
ity is substantial in nature under paragraph 
(g)(2) of this section and are not direct la
bor and overhead under paragraph (g)(3)(i) 
of this section. 

(ii) Tangible personal property. If a tax
payer MPGE tangible personal property 
(for example, a computer diskette or an 
appliance) in whole or in significant part 
within the United States but not the com
puter software or sound recordings that 
is affixed or added to such tangible per
sonal property, then for purposes of this 
section the tangible personal property with 
the computer software or sound recordings 
may be treated by the taxpayer as tangible 
personal property under paragraph (j)(2) 



of this section. Any costs under section 
174, and the costs to create intangible as
sets, attributable to the tangible personal 
property are not considered in determin
ing whether the taxpayer's activity is sub
stantial in nature under paragraph (g)(2) of 
this section and are not direct labor or over
head under paragraph (g)(3)(i) of this sec
tion. For purposes of paragraph (g)(3) of 
this section, the taxpayer's CGS (or unad
justed depreciable basis, if applicable) for 
each item of tangible personal property in
cludes the taxpayer's cost of leasing, rent
ing, licensing, buying, or otherwise acquir
ing the computer software or sound record
ings. 

(k) Definition of qualified film-(l) In 
general. The term qualified film means 
any motion picture film or video tape un
der section I 68(f)(3 ), or live or delayed 
television programming, if not less than 
50 percent of the total compensation paid 
to actors, production personnel, directors, 
and producers relating to the production 
of the motion picture film, video tape, or 
television programming is compensation 
paid by the taxpayer for services relating 
to the production of the film performed 
in the United States by those individuals. 
For purposes of this paragraph (k), ac
tors include players, newscasters, or any 
other persons performing in a qualified 
film. The term production personnel in
cludes, for example, writers, choreogra
phers and composers providing services 
during the production of a film, casting 
agents, camera operators, set designers. 
lighting technicians, make-up artists, and 
others whose activities are directly related 
to the production of the film. Except as 
provided in paragraph (k)(2) of this sec
tion, the definition of qualified film does 
not include tangible personal property em
bodying the qualified film, such as DVDs 
or videocassettes. 

(2) Tangible personal property with a 
film-(i) Film not produced by a taxpayer. 
If a taxpayer MPGE tangible personal 
property (for example, a DVD) in whole 
or in significant part in the United States 
and a film not produced by a taxpayer is 
affixed to the tangible personal property, 
then the taxpayer may treat the tangible 
personal property with the affixed film 
as tangible personal property, regardless 
of whether the film is a qualified film. 
The determination of whether the gross 
receipts of such a taxpayer derived from 

the lease, rental, license, sale, exchange. 
or other disposition of the tangible per
sonal property with the affixed film are 
DPGR is made under the rules of this sec
tion. For purposes of paragraph (g)(2) of 
this section, in determining whether the 
taxpayer's MPGE activity is substantial 
in nature, the taxpayer must consider the 
value of the licensed film. For purposes 
of paragraph (g)(3) of this section, the 
taxpayer's CGS (or unadjusted deprecia
ble basis, as applicable) for each item of 
tangible personal property includes the 
taxpayer's cost of leasing, renting, licens
ing, buying, or otherwise acquiring the 
film. 

(ii) Film produced by a taxpayer. If a 
taxpayer produces a film and the film is 
affixed to tangible personal property (for 
example, a DVD), then for purposes of this 
section-

(A) Qualified film. If the film is a 
qualified film, the taxpayer may treat the 
tangible personal property, whether or not 
the taxpayer MPGE such tangiblc personal 
property, to which the qualified film is af
fixed as part of the qualified film; and 

(B) Nonqualified .film. If the film is 
not a qualified film (nonqualified film), a 
taxpayer cannot treat the tangible personal 
property to which the nonqualified film is 
affixed as part of the nonqualified film. 

(3) Derived from a qualified film-(i) 
III general. DPGR include the gross re
ceipts of a taxpayer that are derived from 
any lease, rental, license, sale, exchange, 
or other disposition of any qualified film 
produced by such taxpayer. 

(ii) Exceptiolls. The showing of a qual
ified film (for example, in a movie theater 
or by broadcast on a television station) by a 
taxpayer is not a lease, rental, license, sale, 
exchange, or other disposition of the qual
ified film by such taxpayer. Ticket sales 
for viewing a qualified film do not con
stitute DPGR because the gross receipts 
are not deri ved from the lease, rental, li
cense, sale, exchange, or other disposi
tion of a qualified film. Because a tax
payer that merely writes a screenplay or 
other similar material is not considered to 
have produced a qualified film under para
graph (k)( I) of this section, the amounts 
that the taxpayer receives from the sale 
of the script or screenplay, even if the 
script is developed into a qualified film, are 
not gross receipts derived from a qualified 
film. In addition, revenue from the sale of 

film-themed merchandise is revenue from 
the sale of tangible personal property and 
not gross receipts derived from a qualified 
film. Gross receipts derived from a license 
of the right to use or exploit the film char
acters are not gross receipts derived from 
a qualified film. 

(4) Co/llpellS£llio/l for sel'l'ices. The 
term compensation.f(n· sen'ices means all 
payments for services performed by actors 
(as described in paragraph (k)( I) of this 
section), production personnel. directors, 
and producers, including participations 
and residuals. In the case of a taxpayer 
that uses the income forecast method of 
section l67(g) and capitalizes participa
tions and residuals into the adjusted basis 
of the qualified film, the taxpayer must 
usc the same estimate of participations 
and residuals for services performed by 
actors, production personnel, directors. 
and producers for purposes of this section. 
In the case of a taxpayer that excludes 
participations and residuals from the ad
justed basis of the qualified film under 
section l67(g)(7)(D)(i), the taxpayer must 
determine the compensation expected to 
be paid for services performed by ac
tors, production personnel. directors. and 
producers as participations and residu
als based on the total forecasted income 
used in determining income forecast de
precIatIon. Compensation for services 
includes all direct and indirect compensa
tion costs required to be capitalized under 
section 263A for film producers ultder 
§1.263A-l(e)(2) and (3). Compensation 
for services is not limited to W-2 wages 
and includes compensation paid to inde
pendent contractors. 

(5) Determination of 50 percent. 
The not-less-than-50-percent-of-the-to
tal-compensation requirement under para
graph (k)( l) of this section is determined 
by reference to all compensation paid in 
the production of the film and is calcu
lated using a fraction. The numerator of 
the fraction is the compensation paid by 
the taxpayer to actors, production person
nel, directors. and producers for services 
relating to the production of the film (pro
duction services) performed in the United 
States, and the denominator is the sum 
of the total compensation paid by the 
taxpayer to all such individuals regard
less of where the production services are 
performed and the total compensation 
paid by others to all such individuals re-
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gardless of where the pmductil)n sen'ices 
arc performed, A taxpayer may use any 
reasonable method that is sati ,Ja,'tmv to 
the Secretary based OIl all uf the facts 
and circuIm,l~\I1Ces. including all historic 
lll\orInatiun a\ailable, to determine the 
cOIll)xnsatitln for sen lces performed in 
the lInltn\ Sidtes by aetors (as described in 
paragraph I, k)( I) of this section). produc
tion rersonnel. directors. and producers, 
and the tntal clllllpensation raid to those 
I\1di \iduals for services relating to the pro
duction of the film. Among the factors 
to he considered in determining whether 
a taxpayer's method of allocating com
ren,ation is reasonable IS whether the 
taxpayer uses that method consistently 
from one taxable year to another, 

(0) E1cl'J)t/0J1. A qualificd ./11111 does 
not include- property wlth respect to which 
records are required to be maintained un
der I ~ U.s.c. 2257. Section 2257 uf Title 
I ~ requires maintenance of certain records 
with respect to any book, magazine, pe
riodical. film, videotape, or other matter 
that-

\ i) Contains one or more visual depic
tions made after Novcmber I, 1990. of ac
tual sexually explicit conduct: and 

(ii) Is produced in whole orin part with 
materials that have heen mailed or shipped 
ill IIlterstate or foreign commerce, or is 
shipped or transported or is intended for 
shipment or transportation in interstate or 
foreign commerce. 

(7) EWlIlple,l, The following examples 
illustrate the application of this paragraph 
(k): 

L\(I/II/'/" I. X rrmiLlce, a qualified film and du
pliL'Clle, Ihe film nnto rurcila,ed DVD" X ,ells the 
D\'[), \\ ith Ihe L[uClllfied lilm to cu,lomer" Under 
pClrClgr,lph IkI121(Ii)(l\) of thi, ,ection. X treals the 
J)\'[) \\ ith the qualified film a, a qualified film. Ac
(\)rdlngly. X'~ grn~\ n.~·L'Clrt.., deri\~d from the \ale of 

the qll.llified film 10 customer, arc DPGR (assuming 
,llllhL' llther rCljuirell1enh of th" ,ectlon arc met), C 

h'I/Ii/'/e c The fact, arc the 'ame a, In Ermlll'/l' 

/ L'\C'L'pt thlll the film i, a n'lnljuallfied frlm hecau'e 
the Irlill dOL" not '"li,1'\ the not-Ic,,-than· SO-per
L L'nt -lll -lhe-IL)tal-L'L)mpen,aIIOn reljuiremcnt under 
11-.11 II III th" ,eclilln and X manufaclurc, the DVD, 
II) thL' ['mted SI,i1l", Ltnder paragraph IU(2)(1I)(i3) 
lit till, ,cclion. X C,11111Ot Iiedl Ihe D\'D a, part of the 
IlllllqU;t!lt'il'd film. \', gn)",..., rCl'(irh (not includin2 

lhe' grn" rCL'clph ,Itlrihuuhk tll the nonljualitied 
ll1ml dl..'ri\l'd I'rnm thL' \:dc nt" [ilt," tallglhle !1t'I\nnal 

[,"'pcm ,Ir,' DP(;R 1,1"L1ming ,Ii I the other reljuire
I1l1.'n1-- PI' fhh 'l'Cf/(Hl afC ml'l). 

F\t/}llj Jit' 3. \ prnJuct:.:" ll\\.' rck\l,inn prugranh 
lllLl1 .ll~' qll~lllrjl'd (dill'-. \ ,ho\\, till.' rrogr~lJ1b on ih 

"" 111l'k\ hl\l11 'l;ltl(l!"l :\ .... L,11, aJ\('rti\m£ time ... Iob 

[\1 cllhl'rthL'h tl)f thL' ll'll'\hion program:. BeL'Ju'i-e 
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,holl In~ a qualifi~J film on a leicviston 'iallon i, not 
llica,e, rental. liL·cn,,'. ,ale. e\chang~, llI' oth~r dlSpo

,lIiell! pur,uant to paragraph (~H-')(!i) ell thi, sectleln. 
Ilk' ad\l'rli ... in~ inCllnlC X fCl'ci\cs fh1111 ad\L'rti ... cr;.. 

" not JL'ril ~d frLllI1 the Ica,c, renlal. IicClbC, ,ale. C\

(h,ln):c, or "Ihn cii'p,,,ition of Ihe ljualificd fillll' and 

" non-lJPGR, 
Elil/II/"" -I, The facl, ar~ the "\lll~ as In E.1l/1II1'1l' 

3 ~\ct'pt that X abo license, the ljualificJ tillm 10 y, 

an unrelateJ c,lhlc L'olllpany thai broacica,1s X' s ljual

iti,'d film" As part \)1' the liL'cnsc "greeml'nt. .x can 
sell adwrtlSing time slots, Because X' s gmss receipts 

from Yare dcmcd from the licensing of qualified 
films pur,uant to paragraph (hI(3)(i) of this section. 
X's gIn" receipts derived from licenslllg the quali
fied film arc DPGR, In addition, the gros, receipts 
Jcri\'l'd from the ad\'ertising income .x receives that 
i, rebled to the qualified films licensed to Y is DPGR 
pursuant to paragraph (i)(5)(ii) or Ihis section, Be

cause showing a qualified film on a television station 
i, not a lease, rental. license. sale, exchange. or other 
di,position pursuant to paragraph (k)(3 )(ii) of this 
section. the portion of the advertising income X de
rives from advertisers for the qualified tilms it broad
casts on Its o~n television station is nOI derived from 
the lease, rental. license, sale. exchange, or other dis
position of the gualified films and is non-DPGR, 

Example 5, X produces a qualified film and con
tracts with Y. an unrelated person. to duplicate the 
film onto DVDs, Y manufactures blank DVDs within 
the United States. duplicates X' s film onto the DVDs 
in the United States. and sells the DVDs with the 
qualified film to X who then sells them to customers, 
Y has all of the benefits and burdem of ov.nership un
der Federal income tax principles of the DVDs dur
Ing the MPGE and duplication process, Assume Y's 
activities relating to manufacture of the blank DVDs 
and duplicating the film onto the DVDs collectively 
satisfy the safe harbor under paragraph (g)(3) of this 
secti<lll, Y's gross receipts from manufacturing the 
DVDs and duplicating the film onto the DVDs are 
DPGR /assuming all the other requirements of this 
section are met) X' s gross receipts from the sale of 
the DVDs to customer, are DPGR (assuming all the 
other requirements of this section are met), 

E.III"',,/" 6 X creates a television program in 
the United States that includes scenes fmm films li
censed Oy X from unrelated persons Y and Z, A"ume 
that Y and Z produced the films licensed by X, The 
not -Icss- than-50-percent -of-the-total-compensation 
reljuircmcnt under paragraph (k)( I) of this section is 
determined by reference to all compensation paid in 
the production of the teleVision program. including 
the films Itcensed hy X from Y and Z. and is cal
culated using a fraction as described in paragraph 
(k)(SI of this section. The numerator of the fraction 
is the compensation paid by X to actors. production 
personnel. director,. and protlueers for production 
services pcrform~d in the United States. and the 
denominator is the sum of the total compensation 
paid by X to such individuals regardless of where 
the producticln services are performed and the total 
compensation paid hy Y and Z to actors, production 
personnel. directors, and producers relating to the 
production of the films licensed by X (regardless 
of where the serYlces are performed). However. for 
purposes of calculating the denominator. in deter
mining the total compensation paid by Y and Z. X 
need only include the total compensation paid by Y 

,mJ Z In aclnrs. pwductiol1 pers\)1lI1d, directors, and 

pmducer, I'lli' the prllduclinn of the scenes used hy X 

III creating it;.. tdt.:'\ i~ion prngram 

(I) Electric/tr, lIi/tural gas. or I)()table 
H'atl'l'-( I) III gCII('ra/. DPGR include 
gross receipts deri\'ed from any lease, 
rentaL license, sale. exchange, or other 
disposition of utilities produced by the 
taxpayer in the United States if all other 
requirements of this section are met. In the 
case of an integrated producer that both 
produces and delivers utilities. see para
graph (1)(4) of this section that describes 
certain gross receipts that do not qualify 
as DPGR, 

(2) Natural gas. The term lIatuml ga.I' 

includes only natural gas extracted from a 
natural deposit and does not include. for 
example, methane gas extracted from a 
landfill. In the case of natural gas, pro
duction activities include all activities 
involved in extracting natural gas from 
the ground and processing the gas into 
pipeline quality gas. 

(3) Po/able water. The term potable 
water means unbottled drinking water, In 
the case of potable water, production ac
tivities include the acquisition. collection, 
and storage of raw water (untreated water), 
transportation of raw water to a water treat
ment facility, and treatment of raw water 
at such a facility. Gross receipts attribut
able to any of these activities are included 
in DPGR if all other requirements of this 
section are met. 

(4) Exceptions-(iJ Electricity, Gross 
receipts attributable to the transmission of 
electricity from the generating facility to 
a point of local distribution and gross re
ceipts attributable to the distribution of 
electricity to customers are non-DPGR. 

Oi) Natural gas. Gross receipts attrib
utable to the transmission of pipeline qual
ity gas from a natural gas field (or, if treat
ment at a natural gas processing plant is 
necessary to produce pipeline quality gas, 
from a natural gas processing plant) to a 
local distribution company's citygate (or 
to another customer) are non-DPGR. Like
wise. gross receipts of a local gas distri
bution company attributable to distribution 
from the citygate to the local customers are 
non-DPGR. 

(iii) Potable waleI'. Gross receipts at
tributable to the storage of potable wa
ter after completion of treatment of the 
potable water, as well as gross receipts at-



tributable to the transmission and distribu
tion of potable water, are non-DPGR. 

(iv) De minimis exception-(A) DPGR. 
Notwithstanding paragraphs (1)(4 )(i), (ii), 
and (iii) of this section, if less than 5 per
cent of a taxpayer's gross receipts derived 
from a sale, exchange, or other disposi
tion of utilities are attributable to the trans
mission or distribution of the utilities and 
the storage of potable water after comple
tion of treatment of the potable water, then 
the gross receipts derived from the lease, 
rental, license, sale, exchange. or other dis
position of the utilities that are attributable 
to the transmission and distribution of the 
utilities and the storage of potable water af
ter completion of treatment of the potable 
water may be treated as being DPGR (as
suming all other requirements of this sec
tion are met). In the case of gross receipts 
derived from the lease, rental, license, sale, 
exchange, or other disposition of utilities 
that are received over a period of time (for 
example, a multi-year lease or installment 
sale), this de minimis exception is applied 
by taking into account the total gross re
ceipts for the entire period derived (and to 

be derived) from the lease, rental, license, 
sale, exchange, or other disposition of the 
utilities. For purposes of the preceding 
sentence, if a taxpayer treats gross receipts 
as DPGR under this de minimis exception, 
then the taxpayer must treat the gross re
ceipts recognized in each taxable year con
sistently as DPGR. 

(B) Non-DPGR. If less than 5 percent of 
a taxpayer's gross receipts derived from a 
sale, exchange, or other disposition of util
ities are DPGR, then the gross receipts de
rived from the sale, exchange, or other dis
position of the utilities may be treated as 
non-DPGR. In the case of gross receipts 
derived from the lease, rental, license, sale, 
exchange, or other disposition of utilities 
that are received over a period of time (for 
example, a multi-year lease or installment 
sale), this de minimis exception is applied 
by taking into account the total gross re
ceipts for the entire period derived (and 
to be derived) from the lease, rental, li
cense, sale, exchange, or other disposition 
of the utilities. For purposes of the preced
ing sentence, if a taxpayer treats gross re
ceipts as non-DPGR under this de minimis 
exception, then the taxpayer must treat the 
gross receipts recognized in each taxable 
year consistently as non-DPGR. 

(5) Example. The following example 
illustrates the application of this paragraph 
(I): 

Example. X owns a wind turbine in the Unitc:d 

States that generates electricity and Yawns a high 

voltage transmission line that passes near X's wind 

turbine and ends near the system of local distribu

tion lines of Z. X sells the electricity produced at 

the wind turbine to Z and contracts with Y to trans

mit the electricIty produced at the wind turbine to Z 

who sells the electricity to customers using Z's dls

tribLltion network. The gross receipts received by X 

from the sale of electricity produced at the wind tur

bine are DPGR. The gross receipt> of Y derived from 

transporting X' s electricity to Z are non-DPGR under 

paragraph (I)(4)(i)ofthis section. Likewise. the gross 

receipts of Z derived from distrihuting the electricity 

are non-DPGR under paragraph (i)(4)(i) of this sec

tion. If X made direct sales of electricity III cLlstomers 

in Z's service area and Z receives remuneration for 

the distribution of electricity. the gross receipts of Z 

are non-DPGR under paragraph (I)(4)(i) of this sec

tion. If X. Y. and Z are related persons (as defined in 

paragraph (b) of this section). then X. Y. and Z must 

allocate gross receipts among the production acti vi

ties (that are DPGR). and the transmission and distri

bution activities (that are non-DPGR). 

(m) Definition of construction per
formed ill the United States-( 1) COIl

struction of real property-(i) 111 general. 
The term construction means activities 
and services relating to the construction 
or erection of real property (as defined in 
paragraph (m)(3) of this section) in the 
United States by a taxpayer that, at the 
time the taxpayer constructs the real prop
erty, is engaged in a trade or business (but 
not necessarily its primary, or only, trade 
or business) that is considered construc
tion for purposes of the North American 
Industry Classification System (N AlCS) 
on a regular and ongoing basis. A trade 
or business that is considered construction 
under the NAICS means a construction 
activity under the two-digit NAICS code 
of 23 and any other construction activity 
in any other NAICS code provided the 
construction activity relates to the con
struction of real property such as NAICS 
code 213111 (drilling oil and gas wells) 
and 213112 (support activities for oil and 
gas operations). For purposes of this para
graph (m), the term construction project 
means the construction activities and ser
vices treated as the item under paragraph 
(d)(2)(iii) of this section. Tangible per
sonal property (for example, appliances, 
furniture, and fixtures) that is sold as part 
of a construction project is not considered 
real property for purposes of this para
graph (m)(l lei). In determining whether 
property is real property. the fact that 

property is real property under local law 
i~ not controlling. Conversely. property 
may be real property for purposes of this 
paragraph (m)( I Hi) even though under 10-
cal law the property is considered tangible 
personal property. 

(ii) Regular alld ongoing basis-CAl 
In general. For purposes of paragraph 
(111)(\ lei) of this section, a taxpayer en
gaged in a construction trade or business 
will be considered to be engaged in such 
trade or business on a regular and ongoing 
basis if the taxpayer derives gross receipts 
from an unrelated person by selling or 
exchanging the constructed real property 
described in paragraph (m)(3) of this sec
tion within 60 months of the date on which 
construction is complete (for example, on 
the date a certificate of occupancy is is
sued for the property). 

(B) New trade or business. In the case 
of a newly-formed trade or business or a 
taxpayer in its first taxable year, the tax
payer is considered to be engaged in a trade 
or business on a regular and ongoing basis 
if the taxpayer reasonably expects that it 
will engage in a trade or business on a reg
ular and ongoing basis. 

(iii) De minimis exception-(A) DPGR. 
For purposes of paragraph (m)( I )(i) of this 
section. if less than 5 percent of the total 
gross receipts derived hy a taxpayer from a 
construction project (as described in para
graph (m)( 1 )(i) of this section) are derived 
from activities other than the construction 
of real property in the United States (for 
example, from non-construction activities 
or the sale of tangible personal property or 
land), then the total gross receipts derived 
hy the taxpayer from the project may be 
treated as DPGR from construction. If a 
taxpayer applies the land safe harbor un
der paragraph (m)(6)(iv) of this section, 
for a construction project (as described in 
paragraph (m)( I lei) of this section). then 
the gross receipts excluded under the land 
safe harbor are excluded in determining 
total gross receipts under this paragraph 
(m)( I )(iii)(A). If a taxpayer does not apply 
the land safe harbor and uses any reason
able method (for example, an appraisal of 
the land) to allocate gross receipts attribut
able to the land to non-DPGR. then a tax
payer applies this paragraph (m)( I )(iii)(A) 
by excluding such gross receipts derived 
from the sale, exchange. or other disposi
tion of the land from total gross receipts. 
In the case of gross receipts derived from 
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construction that are received over a pe
riod of time (for example. an installment 
sale L thIs de minimis exception is applied 
oy taking into account the total gross re
ceipts for the entire period derIved (and to 
be deri\'(?d) from collStruction. For pur
poses of the preceding sentence. if a tax
payer treats gross receipts as DPGR un
der this de 111 illl III is exception. then the tax
payer must treat the gross receip" recog
nill:d in each taxable year consIstently as 
DPGR. 

lB) NOII-DPGR. For purposes of para
graph l rn)( I \( I) of this section. if less than 
:1 percent of the total gross receipts de
rived by a taxpayer from a construction 
project qualify as DPGR. then the total 
gross receipts derived by the taxpayer from 
the construction project may be treated as 
non-DPGR. In the case of gross receipts 
derived from construction that are received 
over a period of time (for example. an in
stallment sale). this de millimis exception 
is applied by taking into account the to
tal gross receipts for the entire period de
rived (and to be derived) from construc
tIOn. For purposes of the preceding sen
tence. jf a taxpayer treats gross receipts as 
non-DPGR under this de millimis excep
tion. then the taxpayer must treat the gross 
receipts recognized in each taxable year 
consistently as non-DPGR. 

(2) Actil'ities constituting COl1strllc
tiol1-(il 111 gelleml. Activities constitut
ing construction are activities performed 
in connection with a project to erect or sub
stantially renovate real property. including 
activities performed by a general contrac
tor or that constitute activities typically 
performed by a general contractor. for ex
ample. activities relating to management 
and oversight of the construction process 
such as approvals. periodic inspection of 
the progress of the construction project. 
and required job modifications. 

(ii) Tangentilll sen·ices. Activities con
stituting construction do not include tan
gential services such as hauling trash and 
debris. and delivering materials. even if the 
tangential senices are essential for con
,(ruction. However. jf the taxpayer per
forming construction also. in connection 
with the construction project. provides tan
gential sen'ices such as dclivering materi
als to the construction site and removing 
ib construction debris. then the gross re
ceipts deri\'ed from thc tangential services 
are DPGR. 
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(iii) Other cOlIstl"lluiOIl auil'ities. Im
provements to land that are not capitaliz
ahle to the land (for example. landscap
ing) and painting are activities constitut
ing construction only if these activities are 
performed in connection with other activi
ties (whether or not by the same taxpayer) 
that constitute the erection or substantial 
renovation of real property and provided 
the taxpayer meets the requirements under 
paragraph (m)( I) of this section. Services 
such as grading. demolition (including de
molition of structures under section 2808). 
clearing. excavating. and any other activi
ties that physically transform the land are 
activities constituting construction only if 
these services are performed in connection 
with other activities (whether or not by the 
same taxpayer) that constitute the erection 
or substantial renovation of real property 
and provided the taxpayer meets the re
quirements under paragraph (m)( 1) of this 
section. A taxpayer engaged in these ac
tivities must make a reasonable inquiry or 
a reasonable determination as to whether 
the activity relates to the erection or sub
stantial renovation of real property in the 
United States. Construction activities also 
include activities relating to drilling an oil 
or gas well and mining and include any 
activities the cost of which are intangihle 
drilling and development costs within the 
meaning of § I .612-4 or development ex
penditures for a mine or natural deposit un
der section 616. 

(iv) Admillistrative support services. If 
the taxpayer performing construction ac
tivities also provides. in connection with 
the construction project, administrative 
support services (for example. billing and 
secretarial services) incidental and nec
essary to such constmction project. then 
these administrative support services are 
considered construction activities. 

(v) Exceptions. The lease. licensc. or 
rental of equipment. for example. bulldoz
ers. generators. or computers. for use in 
the construction of real property is not a 
construction activity under this paragraph 
(m)(2). The term construction does not in
clude any activity that is within the defini
tion of engineering and architectural ser
rices under paragraph (n) of this section. 

(3) Definition of real property. The 
tern1 real property means buildings (in
cluding items that are structural com
ponents of such buildings), inherently 
permanent structures (as defined in 

§ 1.26lA-X(c)(3)) other than machinery 
(as defined in § I 263A-i\(c\(-m (includ
ing items that are structural components 
of such inherently permanent structures). 
inherently permanent land illlprowl11ents. 
oil and gas wells. and infrastructure (as de
fined in paragraph (mlHl of this section). 
For purposes of the preceding sentence. 
an entire utility plant including both the 
shell and the interior will be treated as an 
inherently permanent structure. Property 
produced by a taxpayer that is not real 
property in the hands of that taxpayer. but 
that may be incorporated into real property 
by another taxpayer. is not treated as real 
property by the producing taxpayer (for 
example. bricks. nails. paint. and window
panes). For purposes of this paragraph 
(m)(3). structural components of build
ings and inherently permanent structures 
include property such as walls. partitions. 
doors. wiring. plumbing. central air con
ditioning and heating systems. pipes and 
ducts. elevators and escalators. and other 
similar property. 

(4) DefinitiolJ ()f infrastructure. The 
term infrastructlire includes roads. power 
lines. water systems. railroad spurs. com
munications facilities. sewers. sidewalks. 
cable, and wiring. The term also includes 
inherently permanent oil and gas plat
forms. 

(5) Defillition of substantial renovation. 
The term substantial renovation means the 
rcnovation of a major component or sub
stantial structural part of real property that 
materially increases the value of the prop
erty. substantially prolongs the useful life 
of the property. or adapts the property to a 
new or different use. 

(6) Derived from cOllstructio/J-(i) 111 
general. Assuming all the requirements 
of this section are met. DPGR derived 
from the construction of real property 
performed in the United States includes 
the proceeds from the sale. exchange. or 
other disposition of real property con
structed by the taxpayer in the United 
States (whether or not the property is sold 
immediately after construction is com
pleted and whether or not the construction 
project is completed). DPGR derived 
from the construction of real property in
cludes compensation for the performance 
of construction serviccs by the taxpayer 
in the United States. DPGR derived from 
the construction of real property includes 
gross receipts derived from materials and 



supplies consumed in the construction 
project or that bccome part of the con
structed real property, assuming all the 
requirements of this section are met. 

(ii) Qualified construction warranty. 
DPGR derived from the construction of 
real property includes gross receipts from 
any qualified construction warranty, that 
is, a warranty that is provided in connec
tion with the constructed real property 
if, in the normal course of the taxpayer's 
business-

(A) The price for the construction war
ranty is not separately stated from the 
amount charged for the constructed real 
property; and 

(8) The construction warranty is nei
ther separately offered by the taxpayer nor 
separately bargained for with customers 
(that is, the customer cannot purchase the 
constructed real property without the con
struction warranty). 

(iii) Exceptions. DPGR derived from 
the construction of real property per
formed in the United States does not 
include gross receipts derived from the 
sale, exchange, or other disposition of 
real property acquired by the taxpayer 
even if the taxpayer originally constructed 
the property. In addition, DPGR derived 
from the construction of real property 
does not include gross receipts from the 
lease or rental of real property constructed 
by the taxpayer or, except as provided 
in paragraph (m)(2)(iii) of this section, 
gross receipts derived from the sale or 
other disposition of land (including zon
ing, planning, entitlement costs, and other 
costs capitalized to the land). 

(iv) Land safe harbor-CAl In general. 
For purposes of paragraph (m)(6)(i) of this 
section, a taxpayer may allocate gross re
ceipts between the gross receipts derived 
from the sale, exchange, or other disposi
tion of real property constructed by the tax
payer and the gross receipts derived from 
the sale, exchange, or other disposition of 
land by reducing its costs related to DPGR 
under § 1.199-4 by the costs of the land 
and any other costs capitalizcd to the land 
(collectively, land costs) (including zon
ing, planning, entitlement costs, and other 
costs capitalized to the land (except costs 
for activities listed in paragraph (m)(2)(iii) 
of this section) and land costs in any com
mon improvements as defined in section 
2.0[ of Rev. Proc. 92-29, [992-1 C.B. 
748, (see §601.601(d)(2) of this chapter» 

and by reducing its DPGR by those land 
costs plus a percentage. Generally, the per
centage is based on the number of months 
that elapse between the date the taxpayer 
acquires the land (not including any op
tions to acquire the land) and ends on the 
date the taxpayer sells each item of real 
property on the land. However, a taxpayer 
will be deemed, for purposes of this para
graph (m)(6)(iv)(A), to acquire the land on 
the date the taxpayer entered into an option 
agreement to acquire the land if the tax
payer acquired the land pursuant to such 
option agreement and the purchase price of 
the land under the option agreement does 
not approximate the fair market value of 
the land. In the case of a sale or dispo
sition of land between related persons (as 
defined in paragraph (b)( I) of this section) 
for less than fair market value, for pur
poses of determining the percentage, the 
purchaser or transferee of the land must 
include the months during which the land 
was held by the seller or transferor. The 
percentage is 5 percent for [and held not 
more than 60 months, 10 percent for land 
held more than 60 months but not more 
than 120 months, and 15 percent for land 
held more than 120 months but not more 
than 180 months. Land held by a taxpayer 
for more than 180 months is not eligible 
for the safe harbor under this paragraph 
(m)(6)(iv)(A). 

(8) Determining gross receipts and 
costs. In the case of a taxpayer that uses the 
small business simplified overall method 
of cost allocation under § 1.199-4(f), gross 
receipts derived from the sale, exchange, 
or other disposition of land, and costs at
tributable to the land, pursuant to the land 
safe harbor under paragraph (m)(6)(iv)(A) 
of this section, are not taken into account 
for purposes of computing QPAI under 
§§ 1.199-1 through 1.199-9 except that 
the gross receipts are taken into account 
for determining eligibility for that method 
of cost allocation. All other taxpayers 
must treat the gross receipts derived from 
the sale, exchange, or other disposition 
of land, pursuant to the land safe har
bor under paragraph (m)(6)(iv)(A) of this 
section, as non-DPGR. In the case of a 
pass-thru entity, if the pass-thru entity 
would be eligible to use the small busi
ness simplified overall method of cost 
allocation if the method were applied at 
the pass-thru entity level, then the gross 
receipts derived from the sale, exchange, 

or other disposition of land, and costs al
located to the land, pursuant to the land 
safe harbor under paragraph (m)(6)(iv)(A) 
of this section, are not taken into account 
by the pass-thru entity or its owner or 
owners for purposes of computing QPAI 
under §§1.199-1 through 1.199-9. For 
purposes of the preceding sentence, in 
determining whether the pass-thru entity 
would be eligible for the small business 
simplified overall method of cost alloca
tion, the gross receipts excluded pursuant 
to the land safe harbor under paragraph 
(m)(6)(iv)(A) of this section are taken 
into account for determining eligibility for 
that method of cost allocation. All other 
pass-thru entities (including all trusts and 
estates described in § 1.1 99-9(e» must 
treat the gross receipts attributable to the 
sale, exchange, or other disposition of 
land, pursuant to the land safe harbor 
under paragraph (m)(6)(iv)(A) of this sec
tion, as non-DPGR. 

(v) txamples. The following examples 
illustrate the application of this paragraph 
(m)(6): 

Example f. A. who is in the trade or husiness 

of construction under NAICS code 23 on a regular 
and ongoing basis. purchases a building in the United 

States and retains B. an unrelated person, to oversee 

a substantial renovation of the building (within the 
meaning of paragraph (mJ(5) of this section). Al

though not licensed as a general contractor. B per
forms general contractor level work and activities re
lating to management and oversight of the construc

tion process such as approvals. periodic inspection of 
the progress of the construction project, and required 

job modificatiom. B retains C (a general contractor) 
to oversee day-to-day operations and hire subcontrac

tors. C hires D (a subcontractor) to install a new elec

trical system in the building as part of that substan

tial renovation. The amounts that B receives from A 
for construction services, the amounts that C receives 

from B for construction services. and the amounts 

that D recei ves from C for construction services qual
ify as DPGR under paragraph (m)(6)(1) 01 this section 

provided B, C. and D meet all of the requirements of 
paragraph (mJ( I) of this section. The gross receipts 

that A receives from the subsequent sale of the buIld

ing do not qualify as DPGR because A did not engage 
in any activity constituting construction under para

graph (m)(2) of this section even though A is in the 
trade or husiness of construction. The results would 

be the same if A. B. C. and [) were members of the 

same EAG under *1.l99-7(a). However. if A. B. C. 
and D were memhers of the same consolidated group. 

see ~ 1.199-7(d)i2) 
Example 2. X is engaged as an electrical con

tractor under NAICS code 238210 on a regular and 

ongoing basis. X purchases the wires. conduits. and 

other electrical materials that it installs in construc

tion projects in the Umted States. In a particular con

struction project. all of the wires. conduits. and other 

electrical materials installed by X for tlK operation 
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of that builuing are COlhlucreu structured components 
of the hullding. X's gro" receipts dt.'ri\t~d fmll1 In
stalling Ihat pmpert) drt.' deril ed IWIl1 the L'onstrUL'
lion of Ical propCrl, under paragraph (mill \ of th" 
'ection. In aduition. pU"u;lnt to r,lragraph (Ill )\(> \( i \ 
of this section. X's grlhs receiph lkri\ed Croll! the 
purchased materials yualtf\ as DPGR hecame the 
wires. conduits. and othaekctncal matenals are con
sumed dUllng the construction of the huilding or be
come structurall'IHllpnncnh of (he bulldlllg. 

£\"wlI{'le 3. X i~ engJgt:d in a {[;.Hj(, or hu"ine~~ on 

a regular anJ ongoing hasis that is c'onsidercd con
,truction undcr the Illo-dlgil N,\ICS code of 23. X 
huys Unill1prol<~d land in thc Unikd States. X gets the 
land II)(lCU for rc.,identiClI housing Ihrough an entitle
ment process. X grade' the land and sells the land to 
home huilders who construct house, on the land. The 
gro,s receipts that X deriws from the sale of the land 
that arc attnhutable to the grading qualify as DPGR 
under paragraphs Im)(2)(lil) and (6}(i) of Ihis section 
because those sen Ices arc undertaken in connection 
with a construction projed in the United States. X' s 
gro" receipts dcri\'ed from the land including cap
italiled costs of entitlements (including zoning) do 
not qualify as DPGR under paragraph (1ll)(6)(i) of 
thIS section hecause the gro" receipts are not denved 
from the constructIOn of real property. 

£\(/lIlpit'.f. The facts are the same as in EnOl/pie 

3 C\cept that X constructs roads, sewers. and side
walks. and installs power and water lines on the land. 
X conwys the roads. sewers. sidewalks, and power 
and water lines to the local government and utilities. 
The gross receipts that X derives from the sale of 
lots that are attnhutable to grading. and the construc
tion of the roads. sewers. sidewalks, and power and 
water hnes (that qualify as infrastructure under para
graph (m)(4) of this section) are DPGR. X', gross 
receipts derived from the land including capitalized 
ClIsts of entitlements (including zoning) do not qual
ify a, DPGR under paragraph Im)(6)(i) of this sec
tion hecause the gross receipts are not derived from 
the construction of real property. 

EXlllllple 5. (i) Fae/s. X. who is engaged in the 
trade or husiness of construction under NAICS code 
~3 on a regular and ongoing haslS. constructs housing 
that is real property under paragraph 1111)(3) of this 
section. On June I, 2007. X pays $50.000.000 and 
acyuircs l.OOO acres of land that X will develop as a 
new housing development. In November 2007, after 
Ihe e\penditure of $IO.()OO.OOO for enhtlement costs, 
X receives permits to begin constructIOn. After thi, 
npenditure. X's land costs total $60,()()O,()OO. The 
dnell1pmenl consists of 1.000 house., to be built on 
half-acre Ints lJ\er 5 years. On January 31. 2012, the 
tlrst hnllse is ,old for $'()O.OOO. Construction costs 
for each house are $170.000. CLllllillon improve
l11ent, consisting of streets. sidewalks. ,ewer lines. 
playgrounds. duhhouse,. t<'nnis cnuns. and swim
I11lng pIll)l, that X is contractually ohligated or re
LjlHred hy law to provide enst $55.000 per lot. The 
Cll1111ll0n Il11pro\ements of $55.(\00 per lot indude 
$30.000 In land co,(, underlying the comlllon im
pnnenwnts 

till LIII/llute /1<1 rl", 1'. Pursuant to the land safe 
harbN under paragraph Im1l6l(iv) of this section. X 
L'ak-lIl,lIe, the basi, for each house sold as $195.000 
\ tlltal COSh of S255.0()(1 ($17l\.l\00 In construction 
(l"h plu, S55.000 in (l"llmOn improvements (111-

cluding 531).()()() in land co,ts) I'll" $.'ll.OO() 111 land 
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costs for the lot 1. which are reduc'ed by land costs 
IlfS60.()()()). X calrulates the DPGR for each house 
,"ld by taking Ihe gros> receipts of $300.000 and 
redul'lng that amount hy land costs of $60,000 plus 
a per(entagL' of $6(1,1)00. As X acquired the land 
110 June I. 2007, for each house sold on the land 
between January.' I. 2012. and June I. 2012. the 
percentage reduction for X is sr,} because X has held 
the land for not more than 60 months from the date 
nf acqui,ition Thus, X's DPGR for each house is 
$2:17.()()() 1$3()O.OOO - $60.()OO - nOOO) \\1th costs 
Cor each house of $195.000 ($255.000 - $60.00()). 
For each house sold on the land between June 2. 
2012 and June I. 2017. the percentage reduction 
for X is 10'7< because X has held lhe land for more 
than 60 nlllnths hut not more than 120 months from 
the date of acquisition. Thus, of the $300.000 of 
gross receipts. X's DPGR for each house is $234,000 
($3()O.OOO - $6().000 - $6.0(0) with costs for each 
house of $195.000 ($255.0()O - $60.(00). 

Example 6. The facls are the same as in Example 

5 except that on December 31. 2007. after X received 
the permits to begin construction, X sold lhe entitled 
land to Y. an unrelated corporation, for $75,000,000. 
Y is engaged in a trade or business on a regular 
and ongoing basis that is considered construction 
under NAICS code 23. Y subsequently incurred 
the construction costs and the costs of lhe common 
improvements, and Y sold the houses. Because X 
did not perform any construction activities. none of 
X's $75.000,000 in gross receipts derived from Yare 
DPGR and none of X's costs are allocable to DPGR. 
Pursuant to the land safe harbor under paragraph 
(m)16)(iv) of this section. Y calculates the basis for 
each house sold as $195.000 (total costs of $270,000 
($170.000 in construction costs plus $62.500 in 
common improvements (including $37.500 in land 
costs) plus $37.500 in land costs for the lot). which 
are reduced hy land costs of $75,0(0). Y calculates 
the DPGR for each house sold by taking the gross re
ceipts of $300.000 and reducing that amount by land 
costs of $75.000 plus a percentage of $75,000. As 
Y acquired the land on December 31, 2007, for the 
house, sold on the land between January 31, 2012, 
and December 31, 2012. the percentage reduction for 
Y is 5SIc because Y held the land for not morc than 
60 months from the date of acquisition. Thus, of the 
$300,000 of gross receipts. the DPGR for each house 
is $221.250 ($300.000 - $75.000 - $3.750) with costs 
for each house of $195,000. For rhe houses sold on 
the land between January I. 2013. and December 31, 
~O 17. the percenlage reduction for Y is 10')( because 
Y held the land for more than 60 months but not more 
than 120 months from the date of acquisition. Thus, 
of the S300,000 of gross receipts, the DPGR for each 
house is $217.500 ($300,000 - $75.000 - $7.5(0) 
with costs for each house of $195,000. The results 
would be the same if X and Y were members of the 
same EAG. provided X and Y were not members of 
the ,ame consolidated group. 

EX/ilI/pie 7. The facts are the same as in Exam

ple 6 except that Y " a member of the same consol
idated group as X. Pursuant to ~I.IS02-13(c)(I)(ii\. 

Y's holding period in the land includes the period of 
time X held the land. In order (0 produce the same 
effect as if X and Y were divisions of a single corpo
ration Isee ~ 1.1502-13(c)( I )(i)). for each house sold 
between January 31. 2012. and June I, 2012. Y's 
[)PGR are redetermined to be $237.000. the same as 

X's [)PGR tor hnuses sold ""tween January 31. ~()l~, 
and June I. 2012. III [ltUIII'''' 5. )"s costs for each 
house do 1")\ h,l\ L' \l) he rClktermineel hecause )''s 
L'n,ls elfe 51l)5.000. the ,allle as the cnsts would be it 
X and' \lerL' eli, isiolls of ,I Single' L·orpor;ttlon. For 
cal'll hou,e snld rctwccil JUIlC ~. 2012. and Junl" l, 

2017. 'I" s DP{;R arc rt'detL'rmincd to be $234,000. 
the same as X', DPGR for each house sold hetween 
June ~. 2012. alld June I. ~OI7, in Example 5. )"s 
nlsts for e;leh 1ll1USC dll not ha\ e tl) h ... redetermtned 
because Y's costs Me $195.000, the sallle as thc costs 
would he if X and Y were di\ isions of a single cor· 

poration. 
[.\WIII'''' 8. X. who is engaged in the trade or 

business of construction under NAICS code 23 on a 
regular and ongoing basis. purchases land for devel· 
opment and huilds an office building on the land. )' 
enters into a contract with X to purchase the oftice 
huilding. As part of the contract. X is reqUired to fur
nish the office space with desks. chairs. and lamps 
Upon completion of the sale of the building. X uses 
the land safe harbor under paragraph (m)(6)(iv) of 
thiS section to account for the land. After applica· 
tion of the land safe harbor. X uses the de millimis 
exception under paragraph (111)( I )(iii)(A) of this sec, 
tion in determining whether the gross receipts derived 
from the sale of the desks. chairs, and lamps qualify 
as DPGR. If the gross receipts derived from the sale 
of the desks. chairs. and lamps are less than 5% of 
the total gross receipts derived by X from the sale of 
the furnished office building (excluding any gross re
ceipts taken into account under the land safe harbor 
pursuant to paragraph (m)(6)(iv){B) of this section). 
then all of the gross receipts derived from the sale of 
the furnished office huilding. after rhe reduction un
der the land safe harbor, may he treated as DPGR. 

(n) Definition of engineering and archi
tectural services-(l) In general. DPGR 
include gross receipts derived from en
gineering or architectural services per
formed in the United States for a con
struction project described in paragraph 
(m)( I )(i) of this section, At the time 
the taxpayer performs the engineering 
or architectural services, the taxpayer 
must be engaged in a trade or business 
(but not necessarily its primary, or only, 
trade or husiness) that is considered engi
neering or architectural services for pur
poses of the NAICS, for example NAICS 
codes 541330 (engineering services) or 
541310 (architectural services), on a reg
ular and ongoing basis. In the case of a 
newly-formed trade or business or a tax
payer in its first taxable year, a taxpayer 
is considered to be engaged in a trade or 
business on a regular and ongoing basis 
if the taxpayer reasonably expects that it 
will engage in a trade or business on a 
regular and ongoing basis. DPGR include 
gross receipts derived from engineering 
or architectural services, including fea
sibility studies for a construction project 



in the United States, even if the planned 
construction project is not undertaken or 
is not completed. 

(2) Engineering services. Engineering 
services in connection with any con
struction project include any professional 
services requiring engineering educa
tion, training, and experience and the 
application of special knowledge of the 
mathematical, physical, or cngineering 
sciences to those professional services 
such as consultation, investigation, eval
uation, planning, design, or responsible 
supervision of construction (for the pur
pose of assuring compliance with plans, 
specifications, and design) or erection, in 
connection with any construction project. 

(3) Architectural services. Architec
tural services in connection with any 
construction project include the offering 
or furnishing of any professional serviccs 
such as consultation, planning, aesthetic 
and structural design, drawings and spec
ifications, or responsible supervision of 
construction (for the purpose of assuring 
compliance with plans, specifications, and 
design) or erection, in connection with any 
construction project. 

(4) Administrative support services. 
If the taxpayer performing engineering 
or architectural services also provides ad
ministrative support services (for example, 
billing and secretarial services) inciden
tal and necessary to such engineering or 
architectural services, then these admin
istrative support services are considered 
engineering or architectural services. 

(5) Exceptions. Engineering or archi
tectural services do not include post-con
struction services such as annual audits 
and inspections. 

(6) De minimis exception for peifor
mance of services in the United States-(i) 
DPGR. If less than 5 percent of the to
tal gross receipts derived by a taxpayer 
from engineering or architectural services 
performed in the United States for a con
struction project (described in paragraph 
(m)(l)(i) of this section) are derived from 
services not relating to a construction 
project (for example, the services are per
formed outside the United States or in 
connection with property other than real 
property), then the total gross receipts de
rived by the taxpayer may be treated as 
DPGR from engineering or architectural 
services performed in the United States 
for the construction project. In the case 

of gross receipts derived from engineering 
or architectural services that are received 
over a period of time (for example, an in
stallment sale), this de minimis exceplion 
is applied by taking into account the total 
gross reccipts for the entire period derived 
(and to be derived) from engineering or 
architectural services. For purposes of the 
preceding sentencc, if a taxpayer treab 
gross receipts as DPGR under this de min
imis exception, then the taxpayer must 
treat the gross receipts recognized in each 
taxable ycar consistently as OPGR. 

(ii) Non-DPGR. If less than 5 percent 
of the total gross receipts derived by a 
taxpayer from engineering or architectural 
services performed in the United States for 
a construction project qualify as DPGR, 
thcn the total gross receipts deri ved by the 
taxpayer from engineering or architectural 
services performed in the United States for 
the construction project may be treated as 
non-DPGR. In the case of gross receipts 
derived from engineering or architectural 
services that are received over a period 
of time (for example, an installment sale). 
this de minimis exception is applied by tak
ing into account the total gross rcceipts 
for the entire period derived (and to be 
derived) from engineering or architectural 
services. For purposes of the preceding 
sentence, if a taxpayer trcats gross receipts 
as non-DPGR under this de minimis ex
ception, then the taxpayer must treat the 
gross receipts recognized in each taxable 
year consistently as non-DPGR. 

(7) Example. The following example 
illustrates thc application of this paragraph 
(n): 

Exampl<,. X is engaged In the trade or business 

of providing engineering services under NAICS code 

54 I 330 on a regular and ongoing basis. Y buys unim· 

proved land. Y hires X to pro\'ide engineering ser

vices for roads. ,ewers. sidewalks. and power and wa

ter lines that lJualify as infrastructure under paragraph 

(m)(4) of this section awl thai will be constructed on 

Y's land. X's gross receipts from engineering ser

vices for the infrastructure are DPGR. X's gruss re

ceipts from engineering services relating to lanel (ex

cept as provided in paragraph (m)(2)(iii) of this sec

tion) do not qualify as DPGR under paragraph (n)( I) 

of this section because the gross receipts are not de· 

rived from engineering services for a construction 

project described in paragraph (m)( I )(i) of this sec· 

tion. 

(0) Sales of certain food and bet'er
ages-( 1) In general. DPGR does not in
clude gross receipts of the taxpayer that 
are derivcd from the sale of food or bev
erages prepared by the taxpayer at a re-

tail establishment. A retail establishment 
is defined as tangible propcrty (hoth real 
and personal) owned, leased, occupied, or 
otherwise used by the taxpayer in its trade 
or husiness of selling food or beverages to 
the public at which retail sales are made. 
In addition, a facility that prepares food 
and beverages for take out service or deliv
ery is a retail establishment (for examplc, 
a caterer). If it taxpayer's facility is a retail 
establishment, then, for purposes of this 
section, the taxpayer may allocate its gross 
receipts between the gross receipts derived 
from the retail sale of the food and bever
ages prepared and sold at the retail estah
Iishment (that are non-DPGR) and gross 
receipts derived from the wholesale sale of 
the food and beverages prepared and sold 
at the retail establishmcnt (that arc DPGR 
assuming all the other requirements of sec
tion 199 are met). Wholesale sales are de
fined as food and beverages held for resale 
by the purchaser. The exception for sales 
of certain food and beverages also applies 
to food and beveragcs for non-human con
sumption. A retail establishment does not 
include the bonded premises of a distilled 
spirits plant or wine cellar, or the premises 
of a brewery (other than a tavern on the 
brewery premises). See Chapter 51 of Ti
tle 26 of the United States Code and the 
implementing regulations thereunder. 

(2) De minimis exception. A taxpayer 
may treat a facility at which food or bev
erages are prepared as not being a retail 
establishment if less than 5 percent of the 
gross receipts deri ved from the sale of food 
or beverages at that facility during the tax
able year are attributable to retail sales. 

(3) Examples. The following examples 
illustrate the application of this paragraph 
(0): 

Example I. X buys coffee beans and roasts those 
beans at a facility in the United States, the only activ

ity uf which i.s the roasting and packaging of coffee 

beam. X sells the ruasted coffee beans through a va

riety of unrelated third·party vendors and also sells 
roasted coffee beans at X's retail establishments. At 

X's retail establishments. X prepares brewed coffee 

and other foods. To the extent that the gross receipts 

of X's retail establishments are derived from the sale 

of coffee beans roasted at the facility. the receipts are 

DPGR (assuming all the other requirements of this 

section are met). To the extent the gross receipts of 

X's retail establishments are derived from the retail 

sale of brewed coffee or food prepared at the retail es· 

tablishments. the receipts are non-DPGR. However. 

pursuant to ~1.199-I(d)(I)(ii). X must allocate part 

of the receipts from the retail sale of the brewed cof· 

fee as DPGR to the extent of the value of the coffee 
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hean, that were roa,ted elt the facillt) and that Ilere 
ll,ed to brell cufke. 

[\£I!I1!'!" 2. Y "perate, a honded Iliner) II ithin 
the United State,. Botlie' l,f II Inc produccd hy Y al 
the honded winn) arc ",Id to con,umer, at the ta.,
paid rrerni,e,. Pur,uanl to paragraph lol( 1) of thl' 
,eCII(HI. the bunileLi premi,e, i, not L'()nsldcrcd a re
tail e,tablishment and i, treated as separale and arm 
from the ta'pald prenll,e,. which is con,idcrcd a re
lail c.,tahlhhmcnl for purp'hes of para;:raph lol( 11 of 

this ,ection. Accordingly. the II ine produced by Y in 
the honded premi,e, and sold by Y frnm the tax paid 
premise, i, not con,idered to have been produced at 
a rel:!ll e,tahli,hment. and the gro" receipt, deriled 
from the ,ales of the wine are DPGR (assuming all 
the other rcqlllfcmcnh of thi, section are met). 

(p) GlIaranteed pa\'/I1ellfs. DPGR 
does not include guaranteed payments 
under section 707 (c). Thus. partners. 
including partncrs in partnerships de
scribed in ~ 1.199-9(i) and 0). may not 
treat guaranteed payments as DPGR. See 
*1.l99-9(b)(6) EWlIlple 5. 

~ 1. J 99--4 Costs allocable to domestic 
production E;ross receipts. 

(a) In xeneral. The provisions of this 
scction apply solely for purposes of sec
tion 199 of the Internal Revenue Code 
(Code). To determine its qualified produc
tion activitics income (QPAI) (as defined 
in §\.I99-I(c» for a taxable year. a tax
payer must subtr(lct from its domestic 
production gross receipts (DPGR) (as de
fined in § \.I 99-3(a)) the cost of goods 
sold (CGS) allocable to DPGR and other 
expenses. losses. or deductions (dcduc
tions). other than thc deduction allowed 
under section 199. that are properly allo
cable 10 such receipts. Paragraph (b) of 
this section provides rulcs for determining 
CGS allocable to DPGR. Paragraph (c) of 
this section provides rules for determining 
the deductions that arc properly allocable 
to DPGR. Paragraph (d) of this section 
provide, that a taxpayer generally must 
detcrmine deductions allocable to DPGR 
or to gross income attributable to DPGR 
using *~ 1.861-8 through 1.861-17 and 
~* 1.801-8T through 1.8ol-14T (the sec
tion 861 regulations l. subject to the rules 
in paragraph (d) of this section (the section 
861 method). Paragraph (el of this sec
tion prOlides that cel1ain taxpayers may 
apportion deductions to DPGR using the 
,implified deduction method. Paragraph 
(fl of thi, ,el·tion pro\'ides a small business 
,illlplified ll\crallmelhod that a qualifying 
.,mall r,l\payer may use to apportion CGS 
and deductions to DPGR. 
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(b) Cost o/goods .mld allocable to do
//lestic production gross receipls-( I) III 

general. When determining its QPAI. a 
taxpayer must subtract from DPGR the 
CGS allocable to DPGR. A taxpayer de
tcrmines its CGS allocable to DPGR in 
accordance with this paragraph (b) or. if 
applicable, paragraph (f) of this section. 
In the case of a sale. exchange. or other 
disposition of inventory. CGS is equal 
to beginning inventory plus purchases 
and production costs incurred during the 
taxable year and included in inventory 
costs, less ending inventory. CGS is de
termined under thc methods of accounting 
that the taxpayer uses to compute taxable 
income. See sections 263A, 47\. and 
472. If section 263A requires a taxpayer 
to include additional section 263A costs 
(as defined in §1.263A-l(d)(3» in inven
tory. additional section 263A costs must 
be included in determining CGS. CGS 
allocable to DPGR also includes inventory 
valuation adjustments such as writedowns 
under the lower of cost or market method. 
In the case of a sale, exchange. or other 
disposition (including, for example, theft, 
casualty, or abandonment) of non-inven
tory propel1y, CGS for purposes of this 
section includes the adjusted basis of the 
property. CGS allocable to DPGR for a 
taxable year may include the inventory 
cost and adjusted basis of qualifying pro
duction property (QPP) (as defined in 
§1.l99-3U)(1». a qualified film (as de
fined in § 1.l99-3(k)(l », or electricity, 
natural gas. and potable water (as defined 
in §1.199-3(l» (collectively. utilities) that 
will generate (or have generated) DPGR 
notwithstanding that the gross receipts at
tributable to the sale, lease, rental, license. 
exchange, or other disposition of the QPP, 
qualified film. or utilities will be, or have 
been. inc luded in the computation of gross 
income for a different taxable year. For ex
ample. advance payments that are DPGR 
may be included in gross incomc under 
~1.4S1-S(b)(l)(i) in a different taxable 
year than the related CGS allocable to 
that DPGR. If gross receipts are treated 
as DPGR pursuant to §1.l99-1(d)(3)(i) 
or § 1.199-3(i)(4)(i)(B)(6), (l)(4)(iv)(A). 
(m)(l )(iii)(A). (n)(6)(il. or (0)(2). then 
CGS must be allocated to such DPGR. 
Similarly. if gross receipts are treated as 
non-DPGR pursuant to §1.l99-l(d)(3)(ii) 
or § I. 199-3(i)(4)(ii), (l)(4)(iv)(B), 
(m)( I )(iii)(B), or (n)(6)(ii), then CGS 

must be allocated to such non-DPGR. See 
~1.199-3(ml(6)(i\') for rules relating to 
treatment of certain costs in the case of 
a taxpayer that uses the land safe harbor 
under that paragraph. 

(2) Allocating cosT otgoods sold-til III 
general. A taxpayer must use a reasonable 
method that is satisfactory to the Secretary 
based on all of the facts and circumstances 
to allocate CGS between DPGR and nOI1-
DPGR. Whether an allocation method is 
reasonable is based on all of the facts and 
circumstances including whether the tax
payer uses the most accurate information 
available; the relationship between CGS 
and the method used; the accuracy of the 
method chosen as compared with other 
possible methods; whether the method is 
used by the taxpayer for internal manage
ment or other business purposes; whether 
the method is used for other Federal or 
state income tax purposes; the availability 
of costing information; the time, burden. 
and cost of using alternative methods; and 
whether the taxpayer applies the method 
consistently from year to year. Depend
ing on the facts and circumstances, reason
able methods may include methods based 
on gross receipts, number of units sold, 
number of units produced, or total produc
tion costs. Ordinarily, if a taxpayer uses a 
method to allocate gross receipts between 
DPGR and non-DPGR, then the use of a 
different method to allocate CGS that is 
not demonstrably more accurate than the 
method used to allocate gross receipts will 
not be considered reasonable. However, if 
a taxpayer has information readily avail
able to specifically identify CGS allocable 
to DPGR and can specifically identify that 
amount without undue burden or expense, 
CGS allocable to DPGR is that amount ir
respective of whether the taxpayer uses an
other allocation method to allocate gross 
receipts between DPGR and non-DPGR. 
A taxpayer that does not have information 
readily available to specifically identify 
CGS allocable to DPGR and that cannot, 
without undue burdcn or expense, specif
ically identify that amount is not required 
to use a method that specifically identifies 
CGS allocable to DPGR. 

(ii) Gross receipts recognized in an ear
lier taxable year. If a taxpayer (other than 
a taxpayer that uses the small business sim
plified overall method of paragraph (f) of 
this section) recognizes and reports gross 
receipts on a Federal income tax return for 



a taxable year, and incurs CGS related to 
such gross receipts in a subsequent taxable 
year, then regardless of whether the gross 
receipts ultimately qualify as DPGR, the 
taxpayer must allocate the CGS to-

(A) DPGR if the taxpayer identified the 
related gross receipts as DPGR in the prior 
taxable year; or 

(B) Non-DPGR if the taxpayer iden
tified the related gross receipts as non
DPGR in the prior taxable year or if the 
taxpayer recognized under the taxpayer's 
methods of accounting those gross receipts 
in a taxable year to which section 199 does 
not apply. 

(3) Special rules for imported items 
or services. The cost of any item or ser
vice brought into the United States (as 
defined in §1.l99-3(h)) without an arm's 
length transfer price may not be treated 
as less than its value immediately after 
it entered the United States for purposes 
of determining the CGS to be used in the 
computation of QPAI. Similarly, the ad
justed basis of leased or rented property 
that gives rise to DPGR that has been 
brought into the United States (as defined 
in §1.l99-3(h)) without an arm's length 
transfer price may not be treated as less 
than its value immediately after it entered 
the United States. When an item or ser
vice is imported into the United States 
that had been exported by the taxpayer for 
further manufacture, the increase in cost 
may not exceed the difference between the 
value of the property when exported and 
the value of the property when imported 
back into the United States after further 
manufacture. For this purpose, the value 
of property is its customs value as defi ned 
in section 1059A(b)(l). 

(4) Rulesfor inventories valued at mar
ket or bona fide selling prices. If part 
of CGS is attributable to inventory valu
ation adjustments, then CGS allocable to 
DPGR includes inventory adjustments to 
QPP that is MPGE in whole or in sig
nificant part within the United States, a 
qualified film produced by the taxpayer, 
or utilities produced by the taxpayer in the 
United States. Accordingly, taxpayers that 
value inventory under § 1.471--4 (invento
ries at cost or market, whichever is lower) 
or §1.471-2(c) (subnormal goods at bona 
fide selling prices) must allocate a proper 
share of such adjustments (for example, 
writedowns) to DPGR based on a reason
able method that is satisfactory to the Sec-

relary based on all of the facts and cir
cumstances. Factors taken into account 
in determining whether the method is rea
sonable include whether the taxpayer uses 
the most accurate information available: 
the relationship between the adjustment 
and the allocation base chosen; the accu
racy of the method chosen as compared 
with other possible methods; whether the 
method is used by the taxpayer for in
ternal management or other business pur
poses; whether the method is used for other 
Federal or state income tax purposes; the 
time, burden, and cost of using alterna
tive methods; and whether the taxpayer ap
plies the method consistently from year to 
year. If a taxpayer has information read
ily available to specifically identify the 
proper amount of inventory valuation ad
justments allocable to DPGR, then the tax
payer must allocate that amount to DPGR. 
A taxpayer that does not have information 
readily available to specifically identify 
the proper amount of inventory valuation 
adjustments allocable to DPGR and that 
cannot, without undue burden or expense, 
specifically identify the proper amount of 
inventory valuation adjustments allocable 
to DPGR, is not required to use a method 
that specifically identifies inventory valu
ations adjustments to DPGR. 

(5) Rules applicable to ill1'cl1fories ac
counted for under the last-ill, first-ollt 
(LIFO) inl'entory lIlethod-(i) III gen
eral. This paragraph applies to inventories 
accounted for using the specific goods 
last-in, first-out (LIFO) method or the 
dollar-value LIFO method. Whenever a 
specific goods grouping or a dollar-value 
pool contains QPP, qualified films, or 
utilities that produces DPGR and goods 
that do not, the taxpayer must allocate 
CGS attributable to that grouping or pool 
between DPGR and non-DPGR using a 
reasonable method that is satisfactory to 
the Secretary based on all of the facts 
and circumstances. Whether a method 
of allocating CGS between DPGR and 
non-DPGR is reasonable must be deter
mined in accordance with paragraph (b)(2) 
of this section. In addition, this paragraph 
(b )(5) provides methods that a taxpayer 
may use to allocate CGS for inventories 
accounted for using the LIFO method. 
If a taxpayer uses the LIFO/FIFO ratio 
method provided in paragraph (b)(5)(ii) 
of this section or the change in relative 
base-year cost method provided in para-

graph (bl())(iii) of this section, then the 
taxpayer must use that method for all in
ventory accounted for under the LIFO 
method. 

(ii) LIFO/FIFO mtio lIlethod. i\ tax
payer using the specific goods LIFO 
method or the dollar-value LIFO method 
may use the LIFO/FIFO ratio method. 
The LIFO/FIFO ratio lllethod is applied 
with respect to all LIFO inventory of a 
taxpayer on a grouping-by-grouping or 
pool-by-pool basis. Under the LIFO/FIFO 
ratio method, a taxpayer computes the 
CGS of a grouping or pool allocable to 

DPGR by mUltiplying the CGS of QPP, 
qualified films, or utilities in the grouping 
or pool that produced DPCiR computed 
using the first-in, first-out (FIFO) method 
by the LIFO/FIFO ratio of the grouping or 
pool. The LIFO/FIFO ratio of a grouping 
or pool is equal to the total CGS of the 
grouping or pool computed using the LIFO 
method over the total CGS of the grouping 
or pool computed using the FIFO method. 

(iii) Change ill rel([til'(, h(ls('-."e(lr cost 

method. A taxpayer lIsing the dollar-value 
LIFO method lllay LIse the change in rela
tive base-year cost method. The change in 
relative base-year cost method is applied 
with respect to all LIFO inventory of a tax
payer on a pool-by-pool basis. The change 
in relative base-year cost method deter
mines the CGS allocahle to J)PGR by in
creasing or decreasing the total production 
costs (section 471 costs and additional sec
tion 263A costs) of QPP, a qualified film, 
or utilities that generate DPCiR by a por
tion of any increment or liquidation of the 
dollar-value pool. The portion Df all incre
ment or liquidation allocable to DPGR is 
determined by multiplying the LIFO value 
of the increment or liquidation (expressed 
as a positive number) hy the ratio of the 
change in total base-year cost (ex pressed 
as a positive numher) of the QPP, qualified 
film, or utilities that will generate DPGR 
in ending inventory to the change in to
tal base-year cost (expressed as a positive 
number) of all goods in the ending inven
tory. The portion of an increment or liq
uidation allocable to DPGR may be zero 
but cannot exceed the amount of the incre
ment or liquidation. Thus, a ratio in excess 
of 1.0 must be treated as 1.0. 

(6) Taxpayers lIsing the simplified 
production lI1f'thod or simplifif'd rf'sale 

method for additional section 26311 costs. 
A taxpayer that uses the simplified produc-
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tion method or simplified resale method 
to allocate additional section 263A costs, 
as defined in ~ 1.263A-I(d)(3), to end
ing inventory must follow [he rules in 
paragraph (b H 2) of this section to deter
mine the amount of additional section 
263A costs allocable to DPGR. Alloca
ble additional section 263A costs include 
additional section 263A costs included in 
beginning inventory as well as additional 
section 263A costs incurred during the 
taxable year. Ordinarily, if a taxpayer uses 
the simplified production method or the 
simplified resale method, the additional 
section 263A costs should be allocated in 
the same proportion as section 471 costs 
are allocated. 

(7) Examples. The following examples 
illustrate the application of this paragraph 
(b) and assume [hat the taxpayer does not 
use the small business simplified overall 
method provided in paragraph (f) of this 
section: 

Exalllp/e 1, Adlllllce "urment.I·. T. a calendar year 
taxpayer. is a manufacturer of furniture in the United 

Item 

A 

B 

Total 

Unit 

2.000 

1,250 

(ii) Y uses a standard co,1 method to allocate all 
direct and indirect costs (section 471 and additional 
section 263A costs) to the unih of item A and ilem 
B that it produces. During 2007. Y incurs $52.500 of 
section 471 costs and additional section 263A costs 

States, Under ils mel hod of accounting. T includ~s 
advanc~ payments ~md other gross receipts deriled 
from the "ale of furnilure in gross income when the 
paymenls are r~l'ei I~d, In Decemher 2007. T receiws 
an adl ance paymenl of 55.000 from X wilh reSpel'l 
10 an order nf furnllur~ I\) h~ manufactured for a to· 
lal price of $20.()()O, In 200R, T produces and sl'lb 
the furnIture 10 X, In 200R. T incurs $14,000 of sec
tion 471 and additional section 263A costs to produce 
Ihe furniture ordered by X. T receiles the remalllll1g 
$15.0()0 of the (lmtracl price from X in 2008. As
suming Ihat in 2007. Tcan reasonably delermine that 
all the requirement, of ~~1 1'1'1-1 and 1.199-3 will 
he mel wIth respect 10 the furniture. the advance pay
ment qualifies as DPGR in 2007. Assuming further 
that all the requiremenls of ~~1.l99-1 and 1.199-3 
are met with respect to the furmture in 2008. the re
maining $15.000 of the contract price must be in
cluded in incllme and DPGR when received by T 
in 2008. T must include the $14.000 it incurred to 
produce the furniture in CGS and CGS alillcable to 

DPGR in 2008. See §1.199-4(b)(2)(ii) for rules re
garding gross receipts and costs recognized in differ
ent taxable years. 

Example 2. Use 'i sTwldard COST metizod, X. a 
calendar year taxpayer. manufactures item A in a fac
tory located in the Cnited States and item B in a fac
tory located in Country Y. Item A is produced by X 
within the C nited States and the sale of A generates 

Unit cost 

$5.00 
4.00 

to produce 10,000 units of lIem A and $11:1.000 of 
section 471 costs and additional section 26JA costs 
to produce 20.000 units of item B. 

(iii) The closing inventory of the pool at Decem
ber 31.2007. contains :l.OOO units of item A and 2,5()0 

DPGR \ usc' the FIFO inl enl,)ry 11lethlld tll ;\C.:llUnt 

for its il1lenlllr~ .Illd det,'rm]]leS thc C'ost of item A 
usm" a standard e,h[ methnd, :\t the beginning of 
Ib 2~(17Ia\'lbk ~ car. \', inl en[,)r\ (\'nlains 2.000 

units nf 11,'m A al a siandard C(1St "r 5" pn Ul1l!. X 
did nnl il1l,..'ur ,1g.11lrii..'anl i.'osl \"~lri:t!ll'c~ in pre' iOlls 

t,,,able H"US. Durmg Ihe 20(J7 t'l\ahil' year. X pro
duces S,OtlO uni" ,'f item.-\. at a standard cost of $6 
per Ulllt \ dclerlllines that Ililh regard to its pro

ducllon olul'lll A il ha' incurred a significanl cosl 
variance. When \ reallocates the Ctl,t laliance wlhe 
units of item A that il ha, produced. the production 
Cll,1 of Itelll A is $7 per unit. X sells 7.000 unils of 
item A during the taxahle year. X can identify from 
its hooks and ft"Ulrds that CGS relaled to Ihe sales of 
item A during the [axable year arc $45.()OO ((:.000 \ 
$5) + (S.OOO \ $7)), Accordingly. X has CGS alloca
ble [0 DPGR of $4S,OOO. 

Exalllple 3. Challge ill ,.claTil'" 1)(1'<1'-."<'01' CIJ.I"( 

meThod. (i) Y e lee: !>. heginning v.ilh Ihe calendar 
year 2007. to compute ils inventories uSing the dol
lar-value. LIFO method under section 472. Y e,stab
lishes a pool for items A and B. Y produces ilem A 
within the United States and the sale, of llem A gen
erate DPGR. Y does not produce ilem R within Ihe 
United States and the sale of item B does not gener
ate DPGR. The composition of the inventory for the 
pool at the base date, January 1. 2007. is as follows: 

Total cost 

$10.000 
5,000 

$15.000 

units of item B, The closing inventory of the pool 
at Deeemher .'It. 2007. shown at ha\e-year and cur· 
rent-year cost is as follows: 

Base-year Current -year 
Item QuantilY cost 

A 3.000 $5.00 
B 2.500 4.00 

Tola\:; 

ti\') The ha,e-yeal Ulst of the closing LIFO in
\ entory at Decemher 31. 2007, amounts to S25.000. 
and exceeds the $15.000 base-year co,1 of the open
ing lIl\entory I'm the taxable year hy $10.000 (the 
innement ,Iated ell hasc-}car coSli. The increment 
valued at current-year cosl is computed by multiply· 
ing Ihe increment qated at base-year cost by the ratio 

Current-> e.lr pmduction cost, rebted to DPGR 

Les~: 

TOl31 

1106 

Increment ,tated at currenl-yeJr cost 
Ratlll 

Total 

2006-1 C.B. 

Amount cost 

$15.000 $5.25 
10,000 5.70 

$25.000 

of the current-year cost of Ihe pool to lotal base-year 
cost of the pool (that is. $30.0001$25.000, or 120'7c). 
The increment stated at current-year cost is $12.000 
($10.000 x 120S'c). 

(\) The change in rebtive base-year COS! of item 
A is $S.OOO ($]S.OOO - $lO.OOOl. The change in rel
ative base-year cost (the increment stated at base-

Amount 

$15.750 

14.250 

S30.000 

year cost) of the total inventory i.s $10,000 ($25.000 
. $IS.000). The ratio of the change in base-year cost 
of Item A to the change in base-year cost of the total 
inventory is 50'?, ($5.000/SI0.OOO), 

(vi) CGS allocahle to DPGR IS $46,SOO. com
puted as tollows: 

$52.500 

$12.000 
50<;( 

( 6.0(0) 

$46.500 



Example 4. Chllnfie in reiatil'c base-year cost 

method. (i) The facts are the same as in Example 3 
except that, during the calendar year 2008, Y expe
riences an inventory decrement. During 2008, Y in

curs $66,000 of section 471 costs and additional sec-

tion 263A costs to produce 12,000 units of item A and 

$ISO,OOO of section 471 costs and additional section 

263A costs to produce 25,000 units of item B. 
(ii) The closing inventory ofthc pool at December 

31, 2008, contains 2,000 units of item A and 2.500 

units of item B. The closing inventory of the pool at 
Decemher 31, 2008, shown at base-year and current

year cust is as follows: 

Base-year Current-year 

Item Quantity cost 

A 2,000 $5,00 

B 2,500 4,00 

Totals 

(iii) The base-year cost of the closing LIFO inven

tory at December 31, 2008, amounts to $20,000, and 
is less than the $25,000 base-year cost of the opening 

January I, 2008, base cost 

December 31, 2008, increment 

Total 

(iv) The change in relative base-year cost of item 

A is $S,OOO ($15,000 - $10.0(0), The change in rel

ative base-year cost of the total inventory is $5,000 

Current-year production costs related to [)PGR 

Plus: LIFO value of decrement 

Ratio 

Tutal 

Total 

Example 5, LIFO/FIFO ratio melh(Jd, (i) The 

facts are the same as in Example 3 except that Y uses 
the L1FOIFIFO ratio method to determine its CGS 
allocable to DPGR. 

(ii) y', CGS related to item A on a FIFO basis is 
$46,750 «2,000 units at $5) + (7,000 units at $5,25)). 

(iii) Y's total CGS computed on a LIFO basis is 
$154,SOO (beginning inventory of $15,000 plus total 

production costs of $166,SOO less ending Inventory of 
$27,0(0). 

(iv) Y's total CGS computed on a FIFO basis is 

$151,500 (beginning inventory of $15,000 plus total 

production costs of $166,500 less ending inventory of 
$30,000), 

(v) The ratio of Y's CGS computed using the 

LIFO method to it:, CGS cumputed lIsing the FIFO 
method is 102% ($154,500/$15I,500). Y's CGS re

lated to DPGR computed using the LIFO/FIFO ratio 
method is $47,685 ($46,750 x 102%). 

Example 6. LIFO/FIFO ratio method. (i) The 

facts are the same as in Example 4 except that Y uses 
the L1FOIFIFO ratio method to compute CGS alloca
ble to DPGR, 

(ii) Y's CGS related to item A on a FIFO basis 
is $70,7S0 «3,000 units at $5.25) + (10,000 units at 
$5,50)). 

(iii) y's total CGS computed on a LIFO basis is 

$222,000 (beginning inventory of $27,000 plus total 

Amount cost 

$10,000 $5.50 
10,000 6.00 

$20,000 

inventory for that taxable year by $5,000 (the decre

ment stated at base-year cost). This liquidation is 

reflected by reducing the most recent layer of incre-

Base cost Index 

$15,000 1.00 

5,000 1.20 

($25,000 - $20,(00). The ratio of the change in base

year cost of item A to the change in base-year cost of 
the total inventory is 100% ($5,000/$5,000). 

Amount 

$11,000 

IS,OOD 

$26,000 

ment. The LIFO value of the inventory at December 
31. 200S is: 

LIFO value 

$15,000 

6,000 

$21,000 

(v) CGS allocable to DPGR is $72,000, computed 

as follows: 

$66,000 

$6,000 

100% 

6,000 

$72,000 

production costs of $216,000 less ending inventory of 
$21,(00) 

(iv) y's total CGS computed on a FIFO basis is 

$220,000 (beginning inventury of $30,000 plus total 

production costs of $216,000 less ending inventory of 

$26,0(0). 
(v) The ratio of y's CGS computed using the 

LIFO method to its CGS computed using the FIFO 

method is lOl rio ($222,000/$220,000). y's CGS re
lated to DPGR computed using the LIFO/FIFO ratio 
methud is $71.457 ($70,750 x 101 %), 

(C) Other deductions properly alloca
ble to domestic production flJoSS receipts 
or gross income attributable to domestic 
production gross receipts-( I) In general. 
In determining its QPAI, a taxpayer must 
subtract from its DPGR, in addition to its 
CGS allocable to DPGR, the deductions 
that are properly allocable to DPGR, A tax
payer generally must allocate and appor
tion these deductions using the rules of the 
section 861 method, In lieu of the sec
tion 861 method, certain taxpayers may ap
portion these deductions using the simpli
fied deduction method provided in para
graph (e) of this section, Paragraph (f) of 

this section provides a small business sim
plified overall method that may be used 
by a qualifying small taxpayer, as defined 
in that paragraph, A taxpayer using the 
simplified deduction method or the small 
business simplified overall method must 
use that method for all deductions, A tax
payer eligible to use the small business 
simplified overall method may choose at 
any time for any taxable year to use the 
small business simplified overall method, 
the simplified deduction method, or the 
section 861 method for a taxable year. A 
taxpayer eligible to use the simplified de
duction method may choose at any time for 
any taxable year to usc the simplified de
duction method or the section 861 method 
for a taxable year. 

(2) Treatment ornet operating losses, A 
deduction under section 172 for a net op
erating loss is not allocated or apportioned 
to DPGR or gross income attributable to 
DPGR, 
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(3) W-2 Hagel. Although only W-~ 
wage~ as described in ~ 1.199-2 are taken 
into account in computing the \v-2 wage 
limitation, all \\age, paid (or incurred in 
the case of ,\11 accrual method taxpayer I 
in a taxpayer's trade or business during 
the taxable year are t,IKen into aL'Count in 
computing QPAI fOl that taxable yL'ar. 

(Ll) Sectioll 86/ I/lI'tiwil-( I) 111 gel/

eml. Under the section 861 method, a 
taxpayer must allocate and apportion its 
deductions using the allocation and appor
tionment rules provided under the section 
861 regulations under whieh section 199 
IS treated as an operative section de
scribed in ~ 1.861-8(t} Accordingly, the 
taxpayer applies the rules of the section 
861 regulatiollS to allocate and appor
taJl1 deductions (including, if applicable, 
its distributive share of deductions from 
pass-thru entities) to gross income attrib
utable to DPGR. Gross receipts that are 
allocable to land under the safe harbor pro
vided in * 1.199-3(m)(6 )(iv) are treated as 
non-DPGR. See *1.199-3(m)i6)(iv)(B). 
If the taxpayer applies the allocation and 
apportionment rules of the section 86 I 
regulations for section 199 and another 
operative section, then the taxpayer must 
use the same method of allocation and 
the same principles of apportionment for 
purposes of all operative section, (subject 
to the rules provided in paragraphs (c)i2) 
and (d)(2) and (3) of this section). See 
* 1.861-8(f)(2)(i). 

(2) Dedllctiol1sfiJl' churi/a/J!e cO/ltri/J/l
tions. Deductions for charitable contribu
tions (as allowed under section 170 and 
section 873(bl(2) or 882(c)( I )(B)) must be 

ratably apportioned between gross income 
attributable to DPGR and gross income at
trihutable to non-DPGR based on the rela
tive amounts of gross income. 

(3) Rescoreh ond experilllental expendi
flIres. Research and experimental expendi
tures must be allocated and apportioned in 
accordance with * 1.861-17 without taking 
into account the exclusive apportionment 
rule of * 1.861-17(b). 

(4) Deductiolls allocated or ap
portiolled to gross receipts treated 
(/.1 dOlllestic prodllction gross re
ceipts. If gross receipts are treated as 
DPGR pursuant to §LJ99-I(d)(3)(i) or 
* LJ 99-3(i)( 4 )(i)(B)( 6), (\)( 4 )(iv)(A), 
(m)(1 )(iii)(A), (n)(6)(i), or (0)(2), then 
deductions must be allocated or appor
tioned to the gross income attributable to 
such DPGR. Similarly, if gross receipts 
are treated as nOl1-DPGR pursuant to 
§l.llJ9-I(d)(3)(ii) or §LJ99-3(i)(4)(ii), 
(I)(4)(iv)(B), (m)(1 )(iii)(B), or (n)(6)(ii), 
then deductions must be allocated or ap
portioned to the gross income attributable 
to such 110n-DPGR. 

(5) TreatmellT of items from a pass-thru 
entin' reporTing qualified productioll 
({cti!'ities incollle. If. pursuant to 
* 1.199-9(e )(2) or to the authority granted 
in ~1.I99-9(b)(I)(ii) or (c)(l)(ii), a tax
payer must combine QPAI and W-2 wages 
from a partnership, S corporation, trust (to 
the extent not described in ~ 1.199-9(d)) or 
estate with the taxpayer's total QPAI and 
W-2 wages from other sources, then for 
purposes of apportioning the taxpayer's 
interest expense under this paragraph 
§1.199-4(d), the taxpayer's interest in 

DP(jR I ,til 1'[<1111 saks (II prouucts within SIC AAA) . 

i\(ln-DP(jR lall from sales of proUUl'!s withm SIC BBB,. 

CliS ,dl(lldhk to DPGR 

C(jS all(ll'ahlc to !l(\!l-J)PGR 

Section 162 sl"llllli! exp~nses 

SCl"lion 17-1 R&E-SIC AAA 

Scction 17-1 R&E-SIC BBB 

l!llere,t npense (nol incluu~u In ClIS). 

Charitable contrihutlllllS. 

1111 .\., (lV\/' X all(lcalc', and apportions its de

dlh.:tlllih h. grn:-. .... JI1L'dllh,: attnhulahk to DPGR un

del thl" "'l"IHlIl Shl Illeth(ld "f thiS paragraph luI. In 
thl'-. l',l'l'. till' ">I'L,tinn 162 ... cliing C\pt:ThC:-. arc u('fl

!ll\L'I~ rt'lah . .'d tn .111 nt \.' '> .!.!Hh'-, !Ill'dllle BlhCJ on 

tlw 1.11,:h ~\Ild l'lIUlllh(<tlll'l' .... ot Illh "lk'\,:ItIC ea ..... \? ap-

1108 2006-1 C.B. 

pOrlionment of tho,e expen,e, between DPGR and 
non-DPGR on the basi, of X's gross receipt, is appro
priate. For purpmes of apportioning R&E. X elects 
to use the ,ales method a, descri bed in ~ 1861-17( c I. 
X elech to appOrlion interest expense under the tax 
h()ok \ alue method of * 1.861-'iT(gJ. X ha, $2.400 of 

such partnership (and, where relevant 
in apportioning the taxpayer's interest 
expense, the partnership'S assets). the tax
payer's shares in such S corporation, or 
the taxpayer's interest in such trust shall 
be disregarded. 

(6) ElIIlI1pfes. The following examples 
illustrate thc operation of the section 861 
method. Assume in the following exam
ples that all corporations are calendar year 
taxpayers, that all taxpayers have suffi
cient W-2 wages as defined in § I, 199-2(e) 
so that the section 199 deduction is not 
limited under section I 99(b)( I), and that, 
with respect to the allocation and appor
tionment of interest expense. § 1.861- lOT 
does not apply. 

Example I. Sectioll 8611111,tilod alld I/O EAG. (il 
Facls. X, a United States corporation that is not a 
member of an expanded affiliated group (EAG) (as 
defined in § 1.199-7), engages in activities that gener
ate both DPGR and non-DPGR. All of X"S production 
activities that generate DPGR are within Standard 
Industrial Classification (SIC) Industry Group AAA 
(SIC AAAJ. All of X's production activities that gen· 
erate non-DPGR are within SIC Industry Group BBB 

(SIC BBB) X is able to specifically identify CGS al
locable to DPGR and to non-DPGR. X incurs $900 
of research and experimentation expenses (R&E) that 
are deductible under section 174. $300 of which are 
performed with respect to SIC AAA and $600 of 
which are performed With respect to SIC BBB. None 
of the R&E is legally mandated R&E as described in 
~1861-17(a)(4) and none of the R&E is included in 
CGS. X incurs section 162 selling expenses that are 
not includible in CGS and are definitely related to all 
of X's gross incollle. For 2010, the adjusted basis of 
X's assets is $5.000, $4,000 of which generates gross 
income attributable to J)PGR and $1.000 of which 
generates gross income attributable to non-DPGR. 
For 2010. X's taxable income is $1,380 based on the 
following: Federal income tax items: 

nooo 
$3,000 

($600) 
($I.800) 

($840) 

($300) 
($600) 

($300) 

($180) 

$ugO 

gross income attributable to DPGR (DPGR of $3,000 
- CGS of $600 allocated based on X's books and 
recoru,). X', QPAI for 20lO i, $U20, as shown be
low: 



DPGR (all from sales of products within SIC AAA) .. 

CGS allocable to DPGR ................ . 

Section 162 selling expenses 

($840 x ($3,000 [)PGR!$6,OO() total gross receipts» 
Interest expense (not included in CGS) 

($300 x ($4,000 (X's DPGR assets)! 

$5,000 (X's total assets») ..... . 

Charitable contributions (not included in CGS) 

($180 x ($2.400 gross income attributable to DPGRI 

$3,600 total gross income)) .. 

Section 174 R&E-SIC AAA .... . 

X'S QPAI ................... . 

(iii) Section 199 deductioll determination. X's 
tentative deduction under §1.l99-I(a) is $119 (.09 
x (lesser of QPAI of $1,320 and taxable income of 
SI.380». Because the facts of this example assume 
that X's W-2 wages as defined in § 1.199-2(e) are 
sufficient to avoid a limitation on the section 199 de
duction, X's section 199 deduction for 2010 is $119. 

Example 2. Sectiun 861 method and EAG. (i) 

Facts. The facts are the same as in Example 1 ex
cept that X owns stock in y, a United States corpora
tion, equal to 75% of the total voting power of stock 
of Y and 80% of the total value of stock of Y. X 

and Yare not members of an afli liated group as de
fined in section 1504(a). Accordingly, the rules of 
§1.861-14T do not apply to X's and y's selling ex
penses, R&E, and charitable contributions. X and Y 
are, however, members of an affiliated group for pur
poses of allocating and apportioning interest expense 
(see §1.861-IIT(d)(6» and are also members of an 
EAG. For 2010, the adjusted basIs of y's assets is 
$45,000, $21,000 of which generates gross income 
attributable to DPGR and $24.000 of which generates 
gross income attributable to non-DPGR. All of y's 
activities that generate DPGR are within SIC Indus-

DPGR (all from sales of products within SIC AAA) .... 

Non-DPGR (all from sales of products within SIC BBB). 

CGS allocated to DPGR ..... 

CGS allocated to non-DPGR .. 

Section 162 selling expenses .. 

Section 174 R&E-SIC AAA .. . 

Section 174 R&E-SIC BBB ... . 

Interest expense (not included in CGS and not subject to 

§1861-IOT). . ............ . 

Charitable contributions ..... . 

Y's taxable income ......... . 

(ii) QPAI. (A) X's QPAI. Determination of X'S 
QPAI is the same as in Example 1 except that interest 

is apportioned to gross income attnbutable to DPGR 
based on the combined adjusted bases ofX's and y's 

DPGR (all from sales of products within SIC AAA) 

CGS allocated to DPGR 

Section 162 selling expenses 

($840 x ($3,000 DPGRI$6,OOO total gross receipts» 

Interest expense (not included in CGS and not subject to 

§ 1.861-1 OT) ($300 x ($25,000 (tax hook val ue of X' s 

and y's DPGR assets)!$50.000 (tax book value 

of X's and y's total assets»)) ................ . 

Charitable contributions (not included in CGS) 

($180 x ($2,400 gross income attributable to DPGRI 

$3,600 total gross income» .. 

Section 174 R&E-SIC AAA 

X'S QPAI .......... . 

(B) Y's QPAI. Y makes the same elections under 
the section 861 method as does X. Y has $1,800 of 

gross income attributable to DPGR (DPGR of $3.000 
- CGS of $1.200 allocated based on Y's gross re-

$3,000 

($6()O) 

($42() 

($24()) 

($120) 

($300) 

$1.32() 

try Group AAA (SIC AAA). All of y's activities that 
generate non-DPGR are within SIC Industry Group 
BBB (SIC BBB). None of X', and Y's sales are to 
each other. Y is not able to specifically identify CGS 
allocable to DPGR and non-DPGR. In this case. be
cause CGS is definitely related under the facts and 
circumstances to all of Y's gro" receipts, apportion
ment of CGS between DPGR and non-DPGR based 
on gross receipts is appropriate. For 2010. Y's tax
able income is $1.910 based on the following Federal 
income tax items: 

$3,()()() 

$3,000 

(SI.200) 

(Sl.200) 

($840) 

($100) 

($200) 

($500) 

($50) 

$1.910 

assets. See §1.861-IIT(c). Accordingly, X'S QPAI 
for 2010 is $1,410. as shown below: 

$3.000 

($600) 

($420) 

($150) 

($120) 

($300) 

$1.410 

ceipts). Y's QPAI for 2010 is $1.005. as shown be
low: 
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DPGR I ali from sales of pn)dueh \I ithin SIC AA,\) 

CGS allocated to DPGR 

Section 162 selling c'[lenscs 

($);-10 \ ($3.001l DPGRJ~6.il()O total gro" rCCCiph)) . 

Interest cxpcnse Inot IncludeulO CGS and not SUl>jCl·t to 

;:I.Xhl-IiITI IS50() \ I 'ii2'i. ()()() Ita.\ l>(J(J~ ,alul' of .'Cs 

and Y's [)PGR assc(sIJ$5il.()()() Itax l>ook \alue of X's 

:1Ilt! 'l"s t()t:d ""Cis III 

Chantahlc contnhutillns I.flot included ,n CGS) 

($51l:\ I$I.X()() gmss incoille attril>utal>1c to DPGRI 

$3.600 total gro" income) 1 . 

Swilln 17-1 R&E-SIC AAA . 

Y's QPAI . 

(iii 1 Sn/IO/i IYY deduc/iol/ de/enl/il/a/IOII. The 

section 199 deduction of the X and Y EAG is de

termined hy aggregating the separately determined 

QPAI. taxal>le income. and W-2 wages nf X and Y 

Sec ~1l99-7(l>l. Accordingly. the X and Y EAG's 

tentati ,e section 199 deduction is $217 (.09 x (lesser 

of coml>ined taxal>1c IIlcomes of X and Y of $3.290 

IX's taxal>1e income of $1.3KO plus Y's taxable in

come or $1.910) and combined QPAI of $2.415 (X's 

QPAI of $1.410 plus Y's QPAI of $1.0(5)) Becausc 

the facts of this example a"ume that the W-2 wages 

of X and Yare sufficient to avoid a limitation on the 

section 199 deduction. X and Y EAG's section 199 

deduction for 20 lOis $217. The $217 is allocated to 

X and Y in proportion to theIr QPA I. See § 1.199-7( c I. 

(e) Simplified dedllction method-( I) 

In gelleral. An eligible taxpayer may use 
the simplified deduction method to ap
portion deductions between DPGR and 
non-DPGR. The simplified deduction 
method does not apply to CGS. Under the 
simplified deduction method, a taxpayer's 
deductions (except the net operating loss 
deduction as provided in paragraph (c)(2) 
of this section) are ratably apportioned 
bdween DPGR and non-DPGR based 
on relative gross receipts. Accordingly. 
the amount of deductions for the cur
rent taxable year apportioned to DPGR 
is equal to the same proportion of the 
total deductions for the current taxable 
year that the amount of DPGR bears to 
total gross receipts. Gross receipts that are 
allocable to land under the safe harbor pro
vided in §L199-3(m)(6)(iv) are treated as 
non-DPGR. See §L199-3(m)(6)(iv)(BI. 
Whether a trust (to the extent not de
scribed in ~ 1.199-9(d)) ll[ an estate may 
usc thc simplificd dcduction mcthod is 
determined at the trust or estate level. If 
a trust or estate qualifies to w,e the sim
plificd deduction method. the simplified 
deduction method must be applied at the 
trust or estate level. taking into account 
the trust's or estate's DPGR. non-DPGR. 
and other items from all sources. includ-
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Il1g its distributive or allocable share of 
those items of any lower-tier entity, prior 
to any charitable or distribution deduction. 
Whether the owner of a pass-thru entity 
may use the simplified deduction method 
is detennined at the level of the entity's 
owner. If the owner of a pass-thru entity 
qualifies and uses the simplified deduc
tion method, then the simplified deduction 
method is applied at the level of the owner 
of the pass-thru entity taking into account 
the owner's DPGR, non-DPGR, and other 
items from all sources including its dis
tributive or allocable share of those items 
of the pass-thru entity. 

(2) Eligible taxpayer. For purposes of 
this paragraph (e). an eligible taxpayer is

(i) A taxpayer that has average annual 
gross receipts (as defined in paragraph (g) 
of this section) of $100,000,000 or less; or 

(ii) A taxpayer that has total assets (as 
defined in paragraph (e)(3) of this section) 
of $10,000,000 or less. 

(3) Total assets-(i) 111 general. For 
purposes of the simplified deduction 
method. total assets means the total as
sets the taxpayer has at the end of the 
taxable year. In the case of a C corpo
ration, the corporation's total assets at 
the end of the taxable year is the amount 
required to be reported on Schedule L of 
Form 1120, "United States COIporatioll 
Income Tax Refilm," in accordance with 
the Form \120 instructions. 

(ii) Members of (//1 expanded affiliated 
group. To compute the total assets of an 
EAG. the total assets at the end of the 
taxable year of each corporation that is a 
member of the EAG at the end of the tax
able year that ends with or within the tax
able year of the computing member (as 
described in §1.l99-7(h)) are aggregated. 
For purposes of this paragraph, a consol-

$.~.O()O 

(S 1.20m 

(S-I20) 

($2501 

($25) 

($100) 

$1.005 

idated group is treated as one member of 
the EAG. 

(4) Members of an expanded a.ffiliated 

group-(i) III general. Whether the mem
bers of an EAG may use the simplified 
deduction method is detennined by refer
ence to all the members of the EAG. If the 
average annual gross receipts of the EAG 
are less than or equal to $100,000,000 or 
the total assets of the EAG are less than 
or equal to $10,000,000, then each mem
ber of the EAG may individually deter
mine whether to use the simplified deduc
tion method, regardless of the cost alloca
tion method used by the other members. 

(ii) Exception. Notwithstanding para
graph (e)(4)(i) of this section, all members 
of the same consolidated group must use 
the same cost allocation method. 

(iii) Examples. The following examples 
illustrate the application of paragraph (e) 

of this section: 
Example 1. Corporations X. Y. and Z are the 

only three members of an EAG. Neither X. Y. nor Z 

is a member of a consolidated group. X. Y. and Z 

have average annual gross receipts of $20.000.000. 

$70.000.000. and $5.000.000. respectively. X. Y. 

and Z each have total assets at the end of the taxable 

vear of $5.000.000. Because the average annual 

~ross receipts of the EAG are less than or equal to 

$100,000.000, each of X. Y. and Z may use either 

the simplified deduction method or the section 861 

method. 

Example 2 The facts are the same as in Example 
1 except that X and Yare members of the same con

solidated group. X, Y, and Z may use either the sim

plified deduction method or the section 861 method. 

However. X and Y must use the same cost allocation 
method. 

Example 3. The facts are the same as in Example 
I except that Z's average annual gross receipts are 

$15,000.000. Because the average annual gross re

ceipts of the EAG are greater than $100.000.000 and 

the total assets of the EAG at the end of the taxable 

year are greater than $10.000.000. X. Y. and Z must 

cach use the section 861 method. 

(f) Small busilless simplified overall 
method-( 1) In general. A qualifying 



small taxpayer may use the small business 
simplified overall method to apportion 
CGS and deductions between DPGR and 
non-DPGR. Under the small business 
simplified overall method, a taxpayer's 
total costs for the current taxable year 
(as defined in paragraph (1)(3) of this 
section) are apportioned between DPGR 
and non-DPGR based on relative gross 
receipts. Accordingly, the amount of 
total costs for the current taxable year 
apportioned to DPGR is equal to the 
same proportion of total costs for the 
current taxable year that the amount of 
DPGR bears to total gross receipts. To
tal gross receipts for this purpose do 
not include gross receipts that are allo
cated to land under the land safe harbor 
provided in §1.l99-3(m)(6)(iv). See 
§ 1.199-3(m)(6 )(iv)(B). 

(2) Qualifying small taxpayer. Except 
as provided in paragraph (1)(5), for pur
poses of this paragraph (1), a qualifying 
small taxpayer is-

(i) A taxpayer that has average annual 
gross receipts (as defined in paragraph (g) 
of this section) of $5,000,000 or less; 

(ii) A taxpayer that is engaged in the 
trade or business of farming that is not re
quired to use the accrual method of ac
counting under section 447; or 

(iii) A taxpayer that is eligible to use 
the cash method as provided in Rev. Proc. 
2002-28, 2002-1 C.B. 815 (that is, cer
tain taxpayers with average annual gross 
receipts of $10,000,000 or less that are 
not prohibited from using the cash method 
under section 448, including partnerships, 
S corporations, C corporations, or individ
uals). See §601.601(d)(2) of this chapter. 

(3) Total costs for the current taxable 
year-Oj In general. For purposes of the 
small business simplified overall method, 
total costs for the current taxable year 
means the total CGS and deductions (ex
cluding the net operating loss deduction 
as provided in paragraph (c)(2) of this 
section) for the current taxable year. Total 
costs for the current taxable year are de
termined under the methods of accounting 
that the taxpayer uses to compute taxable 
mcome. 

(ii) Land safe harbor. A taxpayer 
that uses the land safe harbor provided in 
§ l.l99-3(m)(6)(iv) must reduce total costs 
for the current taxable year by the costs of 
land and any other costs capitalized to the 
land (except costs for activities listed in 

§1.199-3(m)(2)(iii» prior to applying the 
small business simplified overall method. 
See §1.l99-3(m)(6)(ivJ(B). For example, 
if a taxpayer has $1,000 of total costs 
for the current taxable year and $600 of 
such costs is attributable to land under 
the land safe harbor, then only $400 of 
such costs is apportioned between DPGR 
and non-DPGR under the small business 
simplified overall method. 

(4) Members of an expanded affiliated 
group-(i) In general. Whether the mem
bers of an EAG may use the small business 
simplified overall method is determined by 
reference to all the members of the EAG. 
If the average annual gross receipts of the 
EAG are less than or equal to $5,000,000, 
the EAG (viewed as a single corporation) 
is engaged in the trade or business of farm
ing that is not required to use the accrual 
method of accounting under section 447, 
or the EAG (viewed as a single corpora
tion) is eligible to use the cash method as 
provided in Rev. Proc. 2002-28, then 
each member of the EAG may individually 
determine whether to use the small busi
ness simplified overall method, regardless 
of the cost allocation method used by the 
other members. 

(ii) Exception. Notwithstanding para
graph (1)(4 )(i) of this section, all members 
of the same consolidated group must use 
the same cost allocation method. 

(iii) Examples. The following examples 
illustrate the application of paragraph (1) of 
this section: 

Example 1. Corporations L, M. and N are the only 

three members of an EAG. Neither L. M. nor N is a 
member of a consolidated group. L. M. and N have 
average annual gross receipts for the current taxable 
year of $1,000,000. $1.500.000. and $2.000.000. re
spectively. Because the average annual gross receipts 

of the EAG are less than or equal to $5.000,000. each 
of L, M. and 1'1 may use the small business simplified 
overall method, the simplified deduction method, or 

the section 861 method. 
Example 2. The facts are the same as in Exam

ple 1 except that M and'" are members of the same 
consolidated group. L. M. and N may use the small 
business simplified overall method, the simplified de
duction method, or the section 861 method. However. 
M and N must use the same cost allocation method. 

Example 3. The facts are the same as in Example 
1 except that N has average annual gross receipts of 
$4,000,000. Unless the EAG, viewed as a single cor

poration. is engaged in the trade or business of farm

ing that is not required to use the accrual method of 
accounting under section 447. or the EAG. viewed as 
a single corporation. is eligible to use the cash method 
as provided in Rev. Proc. 2002-28, because the aver

age annual gross receipts of the EAG are greater than 

$5.000.000. L. M_ and N are all ineligible to use the 

small business simplified overallmerhod. 

(5) Trusts alld estates. Trusts and es
tates under §1.199-9(e) may not use the 
small business simplified overall method. 

(g) Average allnual Rro.~s receipts-( 1) 

In general. For purposes of the simplified 
deduction method and the small busi
ness simplified overall method. average 
annual gross receipts means the average 
annual gross receipts of the taxpayer (in
cluding gross receipts attributable to the 
sale, exchange, or other disposition of 
land under the land safe harbor provided 
in §1.l99-3(m)(6)(iv) for the 3 taxable 
years (or, if fewer, the taxable years dur
ing which the taxpayer was in existence) 
preceding the current taxable year, even if 
one or more of such taxable years began 
before the effective date of section 199. In 
the case of any taxable year of less than 12 
months (a short taxable year), the gross re
ceipts shall be annualized by multiplying 
the gross receipts for the short period by 
12 and dividing the result by the number 
of months in the short period. 

(2) Members uf an expanded affiliated 
group. To compute the average annual 
gross receipts of an EAG, the gross re
ceipts, for the entire taxable year, of each 
corporation that is a member of the EAG 
at the end of its taxable year that ends with 
or within the taxable year of the comput
ing member are aggregated. For purposes 
of this paragraph, a consolidated group is 
treated as one member of the EAG. 

§ 1.199-5 Application of section 199 
tu pass-thru entities for taxable years 
beginning after May 17, 2006, the 
enactment date of the Tax Increase 
Prevention and Reconciliation Act of 
2005. [Reserved]. 

09/.199-6 Agricultural and horticultural 
cooperatives. 

(a) In general. A patron who receives 
a qualified payment (as defined in para
graph (e) of this section) from a speci
fied agricultural or horticultural coopera
ti ve (cooperati ve) (as defi ned in paragraph 
(1) of this section) is allowed a deduc
tion under § 1.199-1 (a) (section 199 de
duction) for the taxable year the quali
fied payment is received for the portion 
of the cooperative's section 199 deduction 
passed through to the patron and identi
fied by the cooperative in a written no-
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tice mailed to the person during the pay
ment period described in section 138~(d). 
The provisions of this section apply solely 
for purposes of section 199 of the Internal 
Revenue Code (Code). 

(b) Coopemtin' delliI'd sectioll 1382 
dnll/(fioll j()J' portioll (If qualified pay

ments. A cooperative must reduce its sec
tion 138~ deduction by an amount equal 
to the portion of any qualified payment 
that is attributable to the cooperative's 
sectiun 199 deduction passed through to 
the patron. 

(c) Detel7l1il1illg c()operatil'e's taxable 
iI/come. For purposes of determining its 
sectioIl 199 deduction, the cooperative's 
taxable income is computed without taking 
into account any deduction allowable un
der section 138~(b) or (c) (relating to pa
tronage dividends. per-unit retain alloca
tions, and Ilonpatronage distributions). 

(d) Special rule for marketing coopera
tin's. In the case of a cooperative engaged 
in the marketing of agricultural and/or 
horticultural products described in para
graph (f) of this section, the cooperative is 
treated as having manufactured, produced, 
grown, or extracted (MPGE) (as defined 
in ~ 1.199-3(e)) in whole or in significant 
part (as defined in ~ l.199-3(g» within the 
United States (as defined in § 1.1 99-3(h)) 
any agricultural or horticultural products 
marketed by the cooperative that its pa
trons have MPGE. 

(e) Qualified payment. The term quali
fied payment means any amount of a pa
tronage dividend or per-unit retain allo
cation, as described in section 13R5(a)( I) 
or (3) received by a patron from a co
operative, that is attributable to the por
tion of the cooperative's qualified produc
tion activities income (QPAI) (as defined 
in ~1.199-I(c), for which the coopera
ti\'e is allowed a section 199 deduction. 
For this purpose, patronage dividends and 
per-unit retain allocations include any ad
vances on patronage and per-unit retains 
paid in money during the taxable year. 

(fl Specified agricultural or hVrficul
II/rlll cooperalil'e. A specified ogriCllllllral 

or /lOnicullllml cooperatil'e means a coop
erative to which Part I of subchapter T of 
the Code applies and the cooperative has 
MPGE In whol.; or significant part within 
the United State, any agricultural or hor
ticultural product or has marketed agri
cultural or horticultural products. For this 
purpo,e. agricultural or horticultural prod-
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ucts also include fertilizer. diesel fuel. and 
other supplies used in agricultural or hor
ticultural production. 

(g) Written notice to patrons. In order 
for a patron to qualify for the section 199 
deduction, paragraph (a) of this section re
quires that the cooperative identify in a 
written notice the patron' s portion of the 
section 199 deduction that is attributable 
to the portion of the cooperative's QPAI 
for which the cooperative is allowed a sec
tion 199 deduction. This written notice 
must be mailed by the cooperative to its 
patrons no later than the 15th day of the 
ninth month following the close of the tax
able year. The cooperative may use the 
same written notice, if any, that it uses to 
notify patrons of their respective alloca
tions of patronage dividends, or may use a 
separate timely written notice(s) to comply 
with this section. The cooperative must 
report the amount of the patron's section 
199 deduction on Form I099-PATR, 'Tax
able Distributions Received From Cooper
atives," issued to the patron. 

(h) Additional rules relating to 
passthmugh of section 199 deduction. 
The cooperative may, at its discretion, 
pass through all, some, or none of the 
section 199 deduction to its patrons. How
ever, the cooperative may not apply sec
tion 199(d)(3) and this section to any 
portion of the section 199 deduction that 
is not passed through to its patrons. A 
cooperative member of a federated coop
erative may pass through the section 199 
deduction it receives from the federated 
cooperative to its member patrons. Pa
trons may claim the section 199 deduction 
for the taxable year in which they receive 
the written notice from the cooperative 
informing them of the section 199 amount 
without regard to the taxable income limi
tation undcr §1.199-I(a) and (b). 

(0 W-2 wages. The W-2 wage limita
tion described in ~ 1.199-2 shall be applied 
at the cooperative level whether or not the 
cooperative chooses to pass through some 
or all of the section 199 deduction. Any 
section 199 deduction that has been passed 
through by a cooperative to its patrons is 
not subject to the W-2 wage limitation a 
second time at the patron level. 

U) Recapture of section 199 deduction. 
If the amount of the section 199 deduction 
that was passed through to patrons exceeds 
the amount allowable as a section 199 de
duction as detemlined on audit or reported 

on an amended return. then recapture of the 
excess will occur at the cooperati\'e level 
in the taxable year the cooperative took the 
excess section 1l)L) deduction amount into 

account. 
(k) Sectioll is nellisil'£'. This section 

is the exclusive method for cooperatives 
and their patrons to compute the amount of 
the section 199 deduction. Thus. a patron 
may not deduct any amount with respect 
to a patronage dividend or a per-unit retain 
allocation unless the requirements of this 
section are satisfied. 

(I) No double countillg. To the extent a 
cooperative passes through the section 199 
deduction to a patron, a qualified payment 
received by the patron of the cooperative 
is not taken in account for purposes of sec
tion 199. 

(m) Examples. The following examples 
illustrate the application of this section: 

Exalllple 1. (il Cooperative X market, corn 

grown by its members within the United States for 

sale to retail grocers. For its calendar year ended De· 

cember 31,2007, Cooperative X has gross receipts of 

51.500,000. all deri ved from the sale of com grown 

by its members WIthin the United States. Cooper. 

ative X pays 5370.000 for its members' corn and 

its W-2 wages (as defined in ~ 1. 1 99-2(e)) for 2007 

total SI30.000. Cooperative X has no other costs. 

Patron A is a member of Cooperative X. Patron A is 

a cash basis tax.payer and files Federal income tax 

returns on a calendar year basis. All com grown by 
Patron A in 2007 is sold through Cooperative X and 

Patron A is eligible to share in patronage dividends 

paid by Cooperative X for that year. 

(ii) Cooperative X is a cooperative described in 

paragraph (f) of thIS section. Accordingly, this sec· 

tion applies to Cooperative X and its patrons and all 

of Cooperative X's gross receipts from the sale of its 

patrons' com quahfy as domestic production gross 

receipts (as defined § I I 99-3(a)). Cooperative X's 

QPAI is $1.000.000. Cooperative X's section 199de

duction for its taxable year 2007 is 560.000 (,06 x 

$1.000,000). Because this amount is less than SO')!, 
of Cooperative X's W-2 wages, Ihe enlire amount IS 

allowed as a section 199 deduction subject to the IUleS 

of section 199(d)(3) and this section. 

Example 2. (i) The facts are the same as in Ex· 

ample 1 except that Cooperative X decides to pass 

its entire section 199 deduction through to its mem

bers. Cooperati\·e X declares a patronage dividend 

for ib 2007 taxable year of $1.000.000, which it pays 

on March 15.2008. Pursuant to paragraph (g) of this 

section. Cooperative X notifies members in written 

nolices that accompany the patronage dividend noti· 

ficalion that it is allncaling to them the section 199 de· 

duction it is entitled In claim in the taxable year 2007 

On March 1 S. 2008. Patron A recei ves a $10.000 pa· 

tronage dividend that is a qualified payment under 

paragraph (e) of thi' ,eetion from Cooperative X. In 

the nmiee that accompanie, the patronage dividend. 

Patmn A is de,ignated a $600 section 199 deduction. 

Under paragraph la) of thi' ,cetion. Palron A must 

claim a S600 ,eetion 199 deduction for Ihe taxable 



year ending December 31, 2008, without regard to 

the taxable income limitation under ~ 1.199-1 (a) and 

(b). Cooperative X must report the amount of Patron 

A's section 199deduction on Form I099·PATR, "Tax

able Distributions Recei\'cd From C(}(}pemti\'es," is

sued to Patron A for the calendar year 2008. 

(ii) Under paragraph (b) of this section. Cooper

ative X is required to reduce its patronage dividend 

deduction of $1,000.000 by the ~6U,000 section 199 

deduction passed through to members (whether or not 

Cooperative X pays patronage on book or Federal in

come tax net earnings). As a consequence, Cooper
ative X is entitled to a patronage dividend deduction 

for the taxahle year ending December 31, 2007. in 
the amount or $940.0()0 ($1.000.000 - $60,(00) and 
to a section 199 deduction in [he amount of $60,000 
($1.000,000 x .06). Its taxable income for 2007 is $0. 

Example 3. (i) The facts are the same as in Ex

ample 1 except that Cooperative X paid out $500,000 

to its patrons as advances nn expected patronage net 

earnings. In 2007, Cooperative X pays its patrons a 
$500,000 ($1.00(),()00 - $500.000 already paid) pa

tronage dividend in cash or a combination of cash and 

qualified written notices of allocation. Cnder para
graph (b) of this section and section 1382, Cooper

ative X is allowed a patronage dividend deduction 

of $440,000 ($500,000 - $60,000 section 199 deduc

tion), whether patronage net earnings are distributed 
on book or Federal income tax net earnings. 

(ii) The patrons will have received a gro" amount 
of $1,000,000 in qualified payments under paragraph 

(e) of this section from Cooperative X ($500,000 paid 
during the taxable year as advances and the additional 
$50(),()OO paid as patronage dividends). If Coopera· 

tive X passe, through its entire section 199 deduction 
to its members hy providing the notice required by 
paragraph (g) of this section, then the patrons will be 

allowed a $60,000 section 199 deduction, resulting 
in a net $940,000 taxable distribution from Coopera
tive X. Pursuant to paragraph (1) of this section. the 

$1.000,000 received by the patrons from Cooperative 
X is not taken into account for purposes of sectioll 199 
in the hands of the patrons. 

§I.I99-7 Expanded affiliated groups. 

(a) In general. The provisions of this 
section apply solely for purposes of sec
tion 199 of the Internal Revenue Code 
(Code). AIl members of an expanded affil
iated group (EAG) are treated as a single 
corporation for purposes of section 199. 
Notwithstanding the preceding sentence, 
except as otherwise provided in thc Code 
and regulations (see, for example, sections 
I 99(c)(7) and 267, § 1.199-3(b), paragraph 
(a)(3) of this section, and the consolidated 
return regulations), each member of an 
EAG is a separate taxpayer that computes 
its own taxable income or loss, qualified 
production activities income (QPAI) (as 
defined in §1.l99-I(c»), and W-2 wages 
(as defined in §1.199-2(e». If members 
of an EAG are also members of a consoli-

dated group, see paragraph (d) of this sec
tion. 

(l) Definition oj" expanded affiliated 
group. An EAG is an affiliated group as 
defined in section 1504(a), determined by 
substituting more thall 50 percent for at 
least 80 percent each place it appears and 
wi thout regard to section 1504(b )(2) and 
(4), 

(2) Identificatiun of members uj" an ex
panded affiliated group-(i) In general. A 
corporation must detennine if it is a mem
ber of an EAG on a daily basis. 

(ii) Becoming or ceasing to be a mem
ber of an expanded affiliated group. If 
a corporation becomes or ceases to be a 
member of an EAG, the corporation is 
treated as becoming or ceasing to be a 
member of the EAG at the end of the day 
on which its status as a member changes. 

(3) Attribution uf activities-(i) III 
general. If a member of an EAG (the 
disposing member) derives gross receipts 
(as defined in ~ 1.199-3( c» from the lease, 
rental, license, sale, exchange, or other 
disposition (as defined in § 1.199-3(i» of 
qualifying production property (QPP) (as 
defined in § 1.1 99-3(j» that was manu
factured, produced, grown or extracted 
(MPGE) (as defined in §1.199-3(e», in 
whole or in significant part (as defined 
in § 1.1 99-3(g» in the United States (as 
defined in § I. 199-3(h», a qualified film 
(as defined in §1.I99-3(k»), or electricity, 
natural gas, or potable water (as defined 
in § 1.199-3(1» (coIlectively, utilities) that 
was produced in the United States, such 
property was MPGE or produced by an
other corporation (or corporations), and 
the disposing member is a memher of the 
same EAG as the other corporation (or 
corporations) at the time that the disposing 
member disposes of the QPP, qualified 
film, or utilities, then the disposing mem
ber is treated as conducting the previous 
activities conducted by such other corpo
ration (or corporations) with respect to the 
QPP, qualified film, or utilities in deter
mining whether its gross receipts are do
mestic production gross receipts (DPGR) 
(as defined in §1.I99-3(a». With respect 
to a lease, rental, or license, the disposing 
member is treated as having disposed of 
the QPP, qualified film, or utilities on the 
date or dates on which it takes into account 
the gross receipts derived from the lease, 
rental, or license under its methods of ac
counting. With respect to a sa\c, exchange, 

or other disposition, the disposing member 
is treated as having disposed of the QPP, 
qualified film, or utilities on the date on 
which it ceases to own the QPP, qualified 
film, or utilities for Federal income tax 
purposes, even if no gain or loss is taktn 
into account. 

(ii) Special rule, Attribution of ac
ti vities does not apply for purposes of 
the construction of real property under 
§ 1.199-3(m) or the performance of engi
neering and architectural services under 
§ 1.199-3(n). A member of an EAG must 
engage in a construction activity under 
§ 1.199-3(m)(2), provide engineering ser
vices under § 1.199-3(n)(2), or provide ar
chitectural services under ~ 1.1 99-3(n)(3) 
in order for the mtmber's gross receipts to 

be derived from construction, engineering, 
or architectural services. 

(4) Examples. The following exam
ples illustrate the application of paragraph 
(a)(3) of this section. Assume that all tax
payers are calendar year taxpayers. The 
examples are as foIlows: 

Example 1. Corporations M and N are mefllbers 
of the ,ame EAG. M is cngaged solely in the trade 
or business of manufacturing furniture in the United 

States that it sells to unrelated persons. N is cngaged 

solely in the trade or bmlness of engraving compa
nies' names on pens and pencils purchased from un

related persons and then selling the pens and pencils 

to such companies. For purposes of this example, as

sume that if N was nor a member of an EAG, its ac
tivities would not qualify as MPGE. Accordingly, al

though M's sales of the furniture qualify as DPGR 

(assuming all the other requirements of * I. 199-3 are 
met), N's sales of the engraved pens and pencils do 

not qualify as DPGR because neither N nor another 
member of the EAG MPGE the pens and pencils. 

Example 2. For [he entire 2007 year. Corpora

tions A and B are members of the same EAG. A is 
engaged solely in the trade or busmes, of MPGE ma

chinery in the United States. A and B each own 45% 
of partnership C and unrelated persons own the re

maining 10,/(,. C is engaged solely in the trade or 
busine" of MPGE the same type of machinery in the 
United States as A. In 2007. B purchases and then re

sells the machinery MPGE in 2007 by A and C B also 

resells machinery it purchases from unrelated per

sons. If only B's activities were considered, B would 

not qualify for the deduction under * 1.199-1 (al hec
tion 1l)9 deduction). However. because at the time 

B disposes of the machinery B is a member of the 

EAG that includes A. B is treated as conducting As 
previous MPGE activities in determining whether B' s 

gross receipts from the sale of the machinery MPGE 
by A are DPGR. C is Ilot a member of the EAG and 

thus C, MPGE activities are not attributed to B in 

determining whether B·.s gross receipts from the sale 

of the machinery MPGE by Care DPGR. Accord

ingly. B·s grms receipts attributable to its sale of the 

machinery it purchases from A arc DPGR (""uming 
all the other requirements of ~1.1l)Y-3 are met). B', 
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gro" receiph attnbulabk to Ih 'ale of the machil1-
ery it purcha,e, from r ~ll1d fmlll the unrelated per

'on, are non-DPGR because no member "r thc EAG 
MPGE the machinery and becau,e C doe, l1(\t qll,tllI) 
a, an EAG partner,hip. 

E.WII/I'/~ 3. The Idch ~Irc thc 'JIllC a, 111 fllll/II'!" 

2 except lhal rather than rc'elling the machinery. B 
renh the machll1lT\ to unrelat,·J [1,'[\(111\ and B ta~c, 

the gro" rcceiph attnhutah1e to the rl'lltal "f the ma
chincry lilt,) ,Iccount ullJer ih methulb of accoul1tlllg 
111 ~1l07. ~()()X. and 200LJ. In additIon. a, of the do,,' 
of hu,ille" on December .j I. ~OOX. A and B eea" to 
he memher, of the ,ame EAG. With re'rect to the ma
chinery acqUired frl)m C and the unrelated per")I". 
B', gro.'.' recelph attrihutable to the rental of the ma
chinel), In 2007. 20()K. ~lIld 200<) arc nl)Il-DPGR be
cause n() mcmber of the EAG MPGE the machinery 
and because C doe, Ilot qualify a, an EAG partner
,hip. With respect to mal'hlllery acquired from A. 
B', gro" receipt, in 2007 and 200R attributable to 
the rental of the mal'hinery are DPGR becau\c at the 
time B takes into account the gnh' receipts derived 
fflllll the rental of the machinery under its methods (\1' 
aCl'llllnting. R is a member of the same EAG as A and 
B i, trealed a, conducting A', previou, MPGE actl\'

iti". However. with re'pect to the rental receipts in 
~()OLl. becau,e A and B arc not member, of the same 
b\G in 200Ll. S's rental receipts are non-DPGR. 

£.\(/I11I'/C 4. For the entire 2007 year. Corpora
tion P own, over SOCk of the ,tock of Corporation 
S. In 2007, P MPGE OPP in the United States and 
transfers the OPP to S. On Fehruary 28. 2008. P di,
poses of stock of S. reducing P's owner,hip of S be
low 50'); and P and S cease to be members of the ,ame 
EAG. On June 30. 2008. S selb the QPP to an unre
lated person. Unless P', tran,fer of the QPP to S took 
place in a transaction to which section 381(a) applies 
(see ~I ILlLl-8(e)(3)). because S is not a member of 
the 'ame EAG as P Dn June 30. 2008. S is not trealed 
as conducting the activities conducted by P in deter
mining if S', receipts are DPGR. notwith,tanding that 
P and S were members of the ,arne EAG when P 
MPGE the QPP and when P tran,ferred the QPP to 
S 

EltJmp/c 5. For the enllre 2007 year. Corpora
lions X and Y arc unrelated corporat!Ons. In 2007. X 
MPGE QPP in the United State' and sell, the QPP to 
Y. On August 31. ~OOk. X acquires over 50'7r ()f the 
,rod of Y. thu, making X and Y memkr, of the same 
EAG. On Novcmh~r .10. 2001l. Y ,dis the QPP to an 
unrelated person. Becau,e X and Yare members of 
the same EAG on November 30. 2008. Y is treated as 
"onducting the acti,itic, conducted by X in 2007 in 
determIning if Y', receipt, are DPGR. nOlwithstand
Ing that X and Y were not memhers of the same EAG 
II hen X MPGE the orp nor when X .sold the QPP to 
y 

(5) Allt;-u\'()idullce rule. If a transaction 
hetween members of an EAG is engaged 
in or structured with a principal purpose 
of yualifying for. or increasing the amount 
of. the section 199 deduction of the EAG 
or the portion of the section 199 deduction 
allocated to one or more members of the 
EAG. adjustments must be made to elim
inate the eflect of the transaction on the 
computation of the section 199 deduction. 
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(b) Computatioll of cxpw/(Ied affiliated 
gmllp's s('['tioll IY9 dedIlUioll-( I) III 
gelleml. The section 199 deduction for an 
EAG IS determined by the EAG by aggre
gating each member's taxable income or 
loss, QPAL and W-2 wages, if any. For 
purposes of this determination. a mem
ber's QPAI may be positive or negative. 
A member' s taxable income or loss and 
QPAI shall be determined by reference to 
the member's methods of accounting. 

(2) EX(lmple. The following example 
illustrates the application of paragraph 
(b)( I ) of this section: 

EWlllp/f. Corporation, X. Y. and Z. calendar 
year taxpayers. are the only member, of an EAG 
and are not member, of a consolidated group. X 
ha, taxable income of S50.000. QPAI of $15.0()O. 
and W-2 wages of $1.000. Y has taxable income 
of ($20.000). OPAl of ($1.000). and W-2 wages of 
$750. Z has $0 taxable income and $0 QPAL but has 
W-2 wages of $2.0()O. In determining the EAG's 
,ection I Ll9 deduction. the EAG aggregates each 
member', taxable income or lo,s. QPAI. and W-2 
wages. Accordingly. the EAG has taxable income 
of S30.000 ($50.000 + ($20.000) + $01. QPAI of 
$14.000 ($15.000 + ($1.000) + $0). and W-2 wages 
of $3JSO ($1.000 + $750 + $2,()OO), 

(3) Net operating loss carrvbacks and 
carryovers. In detennining the taxable in
come of an EAG. if a member of an EAG 
has a net operating loss (NOL) carryback 
or carryover to the taxable year, then the 
amount of the NOL used to offset taxable 
income cannot exceed the taxable income 
of that member. 

(c) Allucation oj' all expanded af
filiated group's sectioll 199 deductioll 
amollg members of the expanded affiliated 
group-Oj III genera/. An EAG's section 
199 deduction as determined in paragraph 
(b)( I) of this section is allocated among 
the members of the EAG in proportion 
to each member's QPAI. regardless of 
whether the EAG member has taxable in
come or loss or W-2 wages for the taxahle 
year. For this purpose. if a member has 
negative QPAI, the QPAI of the membe::r 
shall be treated as zero_ 

(2) Use olsection 199 deductioll to cre
ate or increase a net operating loss. Not
withstanding § 1.199-1 (b), if a member of 
an EAG has some or all of the EAG's 
section 199 deduction allocated to it un
der paragraph (c)( 1) of this section and the 
amount allocated exceeds the member's 
taxahle income (determined prior to allo
cation of the section 199 deduction), the 
section 199 deduction will create an NOL 
for the member. Similarly, if a member of 

an EAG. prior to the allocation of some or 
all of the EAG's section 199 deduction to 
the member, has an NOL for the taxable 
year. the portion of tht' EAG' S st'ction 199 
deduCiion allocalt'd to the member will in
crease the member's NOL 

(d) Speci(/l rules fin' lIIemlms of'tll(' 
sallie c(insolie/ated grollfl-( I) Interco/ll
pany transactiol1s. In the case of an in
tercompany transaction between consoli
dated group members Sand B (as the terms 
intercompany transaction, S, and B are de
fined in ~1.l502-13(b)(1)). S takes the 
intercompany transaction into account in 
computing the section 199 deduction at the 
samc time and in the same proportion as S 
takes into account the income, gain. deduc
tion, or loss from the intercompany trans
action under § 1.1502-13, 

(2) Attribution of actiFities ill the COil

struction of real propertv and the perj(}r
malice of engineerillg and architectural 
services_ Notwithstanding paragraph 
(a)(3)(ii) of this section, a disposing mem
ber (as described in paragraph (a)(3 )(i) 
of this section) is treated as conducting 
the previous activities conducted by each 
other member of its consolidated group 
with respect to the construction of real 
property under § \.l99-3(m) and the per
formance of engineering and architectural 
services under § 1.199-3(n), but only with 
respe::ct to activities perfonned during the 
period of consolidation, 

(3) Application of the simplified de
duction method and the small busilless 
simplified overall method. For purposes of 
applying the simplified deduction method 
under § Ll99-4( e) and the small busi
ness simplified overall method under 
§ I. 1 99-4(f). a consolidated group deter
mines its QPAI using its members' DPGR, 
non-DPGR, cost of goods sold (eGS), and 
all other deductions, expenses, or losses 
(deductions), detennined after application 
of §1.I502-13_ 

(4) Detennining the section 199 deduc
tion~(i) Expanded affiliated group con
sists of consolidated group and non-con
solidated group members. In determining 
the section 199 deduction, if an EAG 
includes corporations that are members 
of the same consolidated group and cor
porations that are not members of the 
same consolidated group, the consoli
dated taxable income or loss, QPAI, and 
W-2 wages, if any. of the consolidated 
group (and not the separate taxable in-



come or loss, QPAI, and W-2 wages of 
the members of the consolidated group), 
are aggregated with the taxable income or 
loss, QPAI, and W-2 wages, if any, of the 
non-consolidated group members. For ex
ample, if A, B, C, SI, and S2 are members 
of the same EAG, and A, S I, and S2 are 
members of the same consolidated group 
(the A consolidated group), then the A 
consolidated group is treated as one mem
ber of the EAG. Accordingly, the EAG is 
considered to have three members, the A 
consolidated group, B, and C. The consol
idated taxable income or loss, QPAI, and 
W-2 wages, if any, of the A consolidated 
group are aggregated with the taxable in
come or loss, QPAI, and W-2 wages, if 
any, of Band C in determining the EAG's 
section 199 deduction. 

(ii) Expanded affiliated group consists 
only of members of a single consolidated 
group. If all the members of an EAG are 
members of the same consolidated group, 
the consolidated group's section 199 de
duction is determined using the consoli
dated group's consolidated taxable income 
or loss, QPAI, and W-2 wages, rather than 
the separate taxable income or loss, QPAI. 
and W-2 wages of its members. 

(5) Allocation of the section 199 de
duction of a consolidated group among its 
members. The section 199 deduction of a 
consolidated group (or the section 199 de
duction allocated to a consolidated group 
that is a member of an EAG) is allocated 
to the members of the consolidated group 
in proportion to each consolidated group 
member's QPAI, regardless of whether the 
consolidated group member has separate 
taxable income or loss or W-2 wages for 
the taxable year. In allocating the sec
tion 199 deduction of a consolidated group 
among its members, any redetermination 
of a corporation's receipts, CGS, or other 
deductions from an intercompany trans
action under §1.l502-13(c)(l)(i) or (c)(4) 
for purposes of section 199 is not taken 
into account. Also, for purposes of this al
location, if a consolidated group member 
has negative QPAI, the QPAI of the mem
ber shall be treated as zero. 

(e) Examples. The following examples 
illustrate the application of paragraphs (a) 
through (d) of this section: 

F:xample I. Corporations X and Yare members 

of the same EAO but are not members of a comoli

dated group. All the activities described ill this ex

ample take place during the same taxable year. X 

and Y each use the section 861 method described in 

§ I. I 99-4(d ) for allocating and apportioning their de

ductions. X incurs S5.000 in costs in manufacturing 

a machine, all of which are capitalized. X is entitled 

to a $1,000 depreciation deduction for the machine in 

the currcnt taxable year. X rents the machine to Y fur 

$1.500. Y uses the machine in manufacturing QPP 

within the United States. Y incurs $1,400 of COS in 

manufacturing the QPP. Y sells the QPP to unrelated 
persons for $7 ,SOO. Pursuant tu scction 199( c)(7) and 

* l.1l)'1-3(b), X' s rental income is non-DPOR (and lis 
related costs are not attributable to OPOR). Accord

ingly, Y has $4,600 of QPAI (Y's $7.500 DPOR rc

ceived from unrelated persons - Y 's $1,400 COS allo

cable to such receipts - Y' s $I,SOO of rental expense). 

X has $0 of QPAL and the EAO has $4.600 of QPAI. 

Example 2. The facts are the same as in Exampll' 

1 except that X and Yare members of the same con

solidated group. Pursuant to section 1'I'I(c)l7) and 

* l.199-3(b). X's rental income ordinarily would not 

be DPGR (and its related costs would not be allocable 
to DPGRl. However. hecause X and Yare members 

of the same consolidated group. ~ 1.1502-13(c)( I )(i) 

provides that the separate entity attributes of X's 

intercompany items or Y's corresponding items. 

or both, may be redetermined in order to produce 

the same effect as if X and Y were divisions of a 

singlc corporation. If X and Y were divisions of 
a single corporation, X and Y would havc QPAI 

of $5.100 ($7,500 DPOR receIved from unrelated 

persons - $1,400 COS allocable to such receipts 

- $1,000 depreciation deduction). To obtain this 

same result for the consolidated group, X's rental 
income is redetermined as DPOR. which results 

in the consolidated group having $9.000 of OPOR 
(the sum of y's OPOR of $7.500 + X's DPOR uf 

$1.5(0) and $3,900 of costs allucable to DPGR 

(the sum of Y's $1.400 COS + y's $I.S00 rental 

expense + X's $1.000 depreciation expense). Fur 

purposes of determining how much of the consoli

dated group's section 199 deduction is allocated to 
X and Y, pursuant to paragraph (d)(S) of this section, 

the redetermination of X's rental lllcome as OPOR 

under S 1.I502-13(c)( I)(i) is not taken into account 

(X's costs are considered to be allocable to DPGR 

because they arc allocable to the consolidated group 

deriving DPOR). Accordingly. for this purpose. X 
is deemed to have (S1.000) of QPAI (X's $0 OPGR 

- X's $ 1.000 depreciatiun deductiun). Because X 

is deemed to have negative QPAI. also pursuant to 

paragraph (d)(5) of this section. X's QPAI is treated 

as Lero. Y has S4.600 of QPAI (Y's $7.500 DPOR 
- y's $1.400 CGS allocable to such receipts - y's 

$I,SOU of rental expense). Accordingly, X is allo

cated $O/( $0 + $4,6(0) of the consolidated group's 

section 199 deduction and Y is allocated $4.600/($0 

+ $4,6(0) of thc consolidated group's sectIOn lY9 

deduction. 
Example 3. Corporations P and S are members 

of the same EAG but are not members of a consoli

dated group. P and S each use the section 861 method 

for allocating and apportioning their deductions and 

are both calendar year taxpayers. In 2007. P incurs 

$1.000 in research and development expenses in cre

ating an intangible asset and deducts these expenses 

in 2007. P anticipates that it will license the intan

gible asset to S On January I. 200S. P licenses the 

intangible asset to S for $2.500. S uses the intangible 

asset in manufacturing QPP within the United States. 

S incurs $2.00() of additional Cosh in manufacturing 

the QPP. On December 31. 200g. S sells the QPP In 

unrelated persons for $1 0.000. Because on Deceml1er 

31. 2007. P anticipates that it will license the intan

gihle a"et to S. a related person. and aLso l1ecau,e 

the intangihle a"et is not QPP. p's license receipts 

fmlll S will be non-OPGR. Accordingly. P's research 

and developrnent expenses 111 20(J7 are not attril1ut

able to DPOR. In 200R. S has $'i.5IJO of QPAI IS', 

$10.000 DPOR received fnlm unrelated persnns - S's 

$2.000 additional costs in manufacturing the QPP -

S' s $2.500 of Itcense expense I. P has $() of QPAI. and 

the EAG has $5.500 of QPAI. 

Exalllple 4. (i) Delermillllli(}11 or CiJl1.w/idaled 

RTOlIjJ '.\' QI~4l. The facts arc thc same as in E\ilmpl~ 

3 except that P and S are members of the same con

solidated group. Pursuant to section I '1'1(c)(7) and 

~l.l'l9-3(b). and al,o because the intangible a"ct i, 

not QPP. P's license IIlcome ordmanly would not he 

DPOR (and its related costs would not be allocable 

to DPOR). However. because P and S are member, 

of the same consolidated group. * 1.1502- U(C)( I )( i) 
provides that the separate entity attributes of P' s inter

company items or S' s correspunding items. or hoth. 

may be redetermined in order to produce the same ef

fect as if P and S were divisions of a single curpora

tion. If P and S were divisions of a single wrporation. 

in 2007 the single corporation would have $1.000 of 

cxpenses allocable to the anticipated DPOR from the 
sale of the QPP to unrelated pcrsons. rcsulting in a 

negative QPAI (from this individual iteml oj $1.000. 

In 200X, the smgle corporation would have QPAI of 
$8,000 ($ IO.O()O DPOR received from unrelated per

sons - $2.000 additional costs in manufacturing the 

QPP). To obtain this same result for the consolidated 
group. P-s license income from S is redetermined as 
DPGR. P's research and development expenses ;m~ 

allocable to DPOR. ThIS results in the consulidated 

group having negative QPAI in 2(J07 (from the re

search and development expense) of $1.000. In 2008. 
the consolidated group has $12.500 of DPGR (the 
sum ofS's DPOR of$IO.OOO + p's DPOR of$2.5(0) 

and $4.500 of costs allocable to OPliR (the sum of 

S's $2,()()0 additional costs + S's S2.'iO() license ex

pense). resulting in $X,()OO of QPAI in 200~. 
(ii) Allocalio/l oj'deducliol1. Since the consoli

dated group has no QPAI in 2007. there is no section 
1l)9 deduction to be allocated hetween P and S in 

2007. In 2008. the consolidated group has 't8,OOD 

of QPAI and. assuming that the group has positive 
taxable income and W-2 wages. the consolidated 

group \\;ill have a section 19'1 deduction. For pur

poses of determining how much of the consolidated 

group's section 199 deduction is allocated to P and 
S. pursuant to paragraph (d)(5) of this section. the re

determinatIon uf p's ltcense income as DPGR under 

*1.l502-13(c)( I )(1) IS not taken into account. Ac

cordingly. for purposes of allocating the consolidated 

group's section 199 deduction between P and S. P is 

deemed to have $0 OPGR and $0 QPAI in 200S. S 
has $5.500 of QPAI (S's $10,000 DPOR - S's 52.()OO 

in additional costs allocable to such receipts - S's 

$2.500 of license expense). Accmdingly. P is allo

cated $0/($0 + $S.5(0) of the consolidated group's 

sectiun 199 deduction in 2()08 and S is allLlcated 

$5.S00l($O + $S.SOO) of the consolidated group's 

section 199 deduction. 

Example 5. (I) FUe/I'. Corporallons A aTid B 

are the only two lllellll1ers of an EAG but arc not 
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memoers "I a cclnslliIualeu grllup. ~ ,Inu Beach lik 

Fcuerallncome LI\ rdurns on a calenuar lear OJSIS. 

The al cragc annual gro" recclpts 01 Ihe EAll are kss 

Ihdn llI' c(jual III S IOO.O(JO.(JOO dnJ ,~ anJ B cach use 

Ihe slmplit'ieu UeUIll'lion melhod unucr ~!.Il)l)-+Icl. 

In 211117. A \IPGF I,'lel i"ons II ilhin Ihe Uniteu 

Slalcs. :\ has -:, IO.lIlHI.(HH) 01' DPC,R Irom sab of 

leln Islons lu unrciatClI I'cr"lns anu ~c.OlHU)(X) of 

IlPCiR 11',)l1l s.lit'S of Ielni."ons ttl B. In acllhtitln. 

.\ ha" grn .... , rl~cl'irh frnlll l'Ornplltt'r l.-'~)[hllltlllg. \cr

I ll'oS II Ith unr,'taleu per'l)lh 01' ).'.OOO.lIl1l1. A has 

('CiS 01 ~6.1HHU)()(). A " ahk Itl determine t'rom II> 

ho()~s ,lllti rc,'ord, that j,·+'5()(),OOO of its ellS are 

,llInhulahk ttl tell' I "inlls sulu tn unrclateu per",,]s 

anu '" !.:iOO.OIIO are altrihulahk tn teiel'isinns snld to 
B 1 se,' ::: 1.1')ll-+( h 11211. A has other ueductions of 

q.()()(I.OOU. A h~" nll other items of income, galtl, 

ur dedul'lillns. In 20()7, B sdls the telcI'isions it pur

,hascd lrom A 10 unrclatcd persons tor H, \()O,OOO. 

B ailo pays SIOO,OOO for admilmtratil'e services 
pL'l'flll'l1lcd In 21Hl7. B ha, no othel Item, of income, 

gam. or J~dul'ti()ns. 

Ilil IJP·\!. IA) .'\'.1 QP41 In order to determine 
Xs QPAI. A suhlracl> Its j,6,O()(),OO() CGS from Its 

~ 12.01l1l.1HIO DPllR. Under the simplified deduction 

Illelhud, A then apportions I" rcmall1lng $-l,O()().OOO 

clf ucJucllnns 10 DpGR in proportion to the ratio 

uf its DPe,R to total gross receipts. Thus, of A's 
'iI'+.IH){).{){){) of dcduel ions. $l200.000 IS apporlioned 
t() \)PGR (:5.+,111)0.111111 x ~ 12.{)OO.OOO/$15.000.()()()I. 
A"cordingly, As QPAI is S2,g(){),O()O ($12.0()O,OOO 
DPGR - :j,6,[)[)[),O()() CGS - $.1,2()O,OOO deductions 

apportioned to It;, lJPGR I. 

IB I H's QPtlI. Althllugh 13 did not MPGE the 

teielISlons It sold, pursuant to paragraph la)(3) of 

th" section, B " treateJ as conducting A's MPGE ot 
the tcicl'lsions in determining whether 13', gross re
,eipts arc DPGR. Thus, B has $4,100.000 of DPGR. 
III OIUCI to uetermine B\ QPAI. B subtracts its 
j,2.{){){).O{){) (,GS frnm Ils $-l.IOO.Ollll DPGR. UnJe! 

Ihe 'Implified ueductilHl method. 13 then apportions 
its remaining SIIIII,O()O of deductions to DPGR in 
proportion to the ratio of its DPGR to total gross 

re,·cipts. Thus, because B has no other gross receipts, 
all of B', ~ IO(),()()O of deductions IS apportIoned 
to [)P(,R 1$lllO,()O() x 1>4,100,0001$'+, \OO,()()()I 

Accordlll)!ly. B', QPAI " ~2,()()(),O()() ($-l,III1),1I1I1I 

!)PGR - 'f,2,OOO.OO() (,GS - $100,000 deductions 
apportlcln"J 10 it;, DPGR I. 

f.)(I1I1/,lc 6. I i I Facls. The facts arc the ,amc 
,IS III f.'wlII/,Ic 5 except that A and 13 arc memhcr, 

(lithe same consolld,lIed group, 13 does not sell the 
telel isions pUJ'ch'ISed liom A until 200H, and B', 

"11I1i.1I1111 paid 1'01 "dmlllistralil'C 'erl'ices arc p~lid 

III 20{)S lor sCI'I ICCs pcrftli'mcd in 2{)()X. In addilliln. 
111 21111S. A has \,.111111.111111 in gnlss receipts from 

lIlIlIjlllll'r L'lm"Ulling .... l')"\·ICC:-. with unrelated pcr"nn\ 

;end \ 1.111111.111111 in related dcduL'lions 

1111 CO/}I('!ld",,,,I groll/'·.1 lO(}7 QP:II. The eon

",lld"leti group's \)PGR and total "ross receipts 
In 2111)7 "r,' 1,1(1.1111(1.111111 anti $U.()()().()(HI. respec

Illch. h,','all'c. pursuant III para~raph Idlll 101' thIS 
'l'clll'll and ~I l'ille 1.\ Ihe sale 01 the Icle\isions 
tJ'lllll -\ tll B I' nlll la,en Inlo aCCclllnl in 21107. In 
l1f<..k'r 111 dL'tcrmilh.' till' l'olhnl,datl'd gn'up':-, QPAI. 

[ill' CC'lhlllld,lll'd ~1(ltiP sllhlracts lis ".-l.'iIlO,OO() 
C(;S Irlllll thL' Il'il.'\ i"ipn" ... old tu unrc-llltcd [1C-f\Un\ 

I"llll It- '.111.UIIII.tlllli IW(iR. L'nuer the simplilinl 
dl'dul.:twll Illl . .'tlwd, till' (\lll"oliJ.ltt.'d group dppor-
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tions its remaining S.+,()()(),OOO of Jeduetions to 

DPGR In proportion to thc ratio of its DPGR III 

total gro" receipts. Thm. ~B,076.9~J ($'+.O()O.OOO \ 

S 1O.0[)1l.[)[)0/S 1'.OOO.OIH)1 is allocatl'd tll DPGR. Ac

cordingly, the Ctlllstliidatcd group', QPAI for ~007 is 

S:'-+23,lI77 ($lll,()(lO,O()() DPGR - $-l.50(),OOO ('(IS· 

"'3.070,l)~3 deuuctlons apportioned to liS ])PC~RI. 

I [III AI/ocar;oll olt oll.wlld"led g/'()lIfi '.\' 20(}7 .\('t . 

1;011 /1.)'1 dnllld;oll 10 ;r\ /l1l'11I!>",.S. Becau" B', only 

actl\ ity uuring ~()07 IS the purchase of tekvision, 

from A, B has no DPGR llr deductions anJ thus, no 

QPAI. in 20()7. Accordingly, the entire section 1l)9 

deuuction in 2007 tor the l'llmoliJateu group Will he 

allocated to A. 

III') CO/l.\Olidar,," ?/'()III'" 20(}8 QPAI. Pursuant to 
paragraph (dl( I) of thi, ,ection and § !.15m-l3(el. 

A's sale of televisions tll B in ~007 i, taken into 

account in 200R when B sel" the teleVIsions to unre

lated persons. However, because A anJ B are mem

bers of a consolidated group, ~I.I50>13(cl( I IIi) 

proviue, that the separate entity attributes of As 

intercompany items or B's corresponding items, or 

both. may be redetennincd in llrder to produce the 

same effect as if A and B were c1il'i,ioIlS of a single 

corporation Accordingly. A's $2.0()O,OOO of gross 

receipts are redetermined to be non-DPGR and as not 

hcing gross receipts for purposes of allocating costs 

between DPGR and non-DPGR, and B's $2,000,000 

CGS are redetermined to be not allocable to DPGR. 

Notwithstanding that A's receipts are redetermincd 
to be ntlll-DPGR and as not being gross receipts 

for purpose, of allocating costs between DPGR 

and non-DPGR, A's CGS are slill considered to he 

allocable to DPGR because they are allocable to 

the consolidated group deriving DPGR. Accord

ingly, the consolidated group's DPGR in 2008 is 

$4,100,()O() from B' s sales of televi"ons, and its 
total receipts arc $7,100,O()() ($4,100,000 DPGR 

plus $3,000,000 non-DPGR from A's computer 

consulting services). To determine the consolidated 

glUup's QPAI. the consolidated group subtract;, A's 

$1.5()O,OOO CGS from the televisions sold to B from 
Its $4,IO(),OOO DPGR. Under the simplifieJ deduc

tion methoJ, the con,olidated group apportions its 

remaining $1,I110,OOO of Jeductiol1\ ($1.001l,OOO 
from A and $1lI0,OOO from B) to DPGR in propor

tion to the consolidated group's ratio of its DPGR to 

total gross receipts. Thus, $635.211 ($1.1 00,000 x 
$'+, 100,OOO/S7, 100.0001 is allocated to lJPGR. Ae

''tlfJingly, thc consoliuated group's QPAI for 200S 
is $1.%-l,789 ($4,100,000 DPGR - $1.500,000 (,llS 
- $635,211 ueJuctions apportioned to its DPGR), 
the ,,,me QPAI that woulu r"ult if A and B were 
uivi\i()n~ of (l single corporation. 

IV.I Al/r)(1I1io" o(I'IJIi.l'r!liilaleil Km",,'s 2008 sec
lioll 191.) ded"Clioll to its /Ilonlwrl. (AI A'.I QPAI. 
For purposes of allocatlllg the consolidateJ group's 
section IllY deduction tll It, member,. pursuant to 

paragraph I dliSI of this sectIon, the redeterminaltoll 
of A's $2,1I00,OO() in receipts is disregarded. Accord
ingly, for thIS purpo,e, A', DPGR are $2.0()0.0()() 

(receipts from the sale of televi,ions to 13 taken into 
aceounl in 200S1 anu its total receipts are $5,000,000 
I $2.00().()OO DPGR + $3.()OO,OOO non-DPGR from 

it;, computer consulting :-ervicesl. In determining A's 
QPAI. A subtract;, its $ I 'sOO,OOO CGS from the (ele

I ision, sold to B from its $2.000.000 DPGR. under 
the simplified dedurtion method. A apportions its 
rcmallllllg ~ 1.000.000 of deductions in proportion 

ttl the ratlO of Its DPGR to total receipts. Thus. 
S'+[)Il,()()O 1$ Ull)n,OOO \ S2,()OO,OOOl$5.00().O()O) is 

allocall'd Itl DP(iR Thu" As l.,lP.-\1 is ::; \()O,OOO 
152,000.0011 DI'C,R . S\.5110,OO(i ('(is $'+OO,O(X) 

dc:liucti()[h allclL'at,'" to its DPe,R I. 
I H I W, IJf'l/ H's DPClR ,md its ttlial gross 

receipts are ,'"ch $'+,100,000. Flu purposes tlf 

,"locating Ih,' "onsoliuateu ~It'up·.s sectitln 19') dc

ductJ(lIl It I its mCIllhc'rs, plII'suant ttl paragraph (dl(5) 

ofth" .sCc'tloll,lile l'L'lktL'I'lllln,lIitln ofB's $2,OOO,O(X) 

CGS as not alltlcahlc to DPGR is disregarded. In 

determining Ws QPAI. B subtracts its $2.000,000 

(,llS trom the leievisi"ns purchased from A from 

its $-l,IOO,OOO LJPGR. Under thc simplified deduc

tion method, B apportions its remailllng $100,000 

ueuuctions in proportion to the ratio of its DPGR 
ttl total receipts. Thus, all $100,000 ($IOO,O()O 

x $4,IOO.()()O/$4,100.l)()O) i, allocated to DPGR 

Thu,. B's QPAI is $2.000,000 ($4,100,000 DPGR

$2,()()O,O()O CGS - $100,000 deductions allocated 10 

its DPGR). 

(C) AI/ocalion to A and 8. Pursuant to para· 

graph (d)(5) of this section, Ihe consolidated 

group's section 199 deduction for 200R is allo
cated $ 100,000/($1 00,000 + $2,000,000) to A and 

$2,OOO,O()O/($ 100,000 + $2.000.0001 to B. 

Exampl" 7. Corporations Sand B are members of 

the same consolidated group that files its Federal in

come tax returns on a calendar year basi.s. In 2007, S 

manufactures office furniture for B to use in B's cor
porate headquarters and S sclls thc office furl1lture to 

B. Sand B have no other activities in the taxable year. 
If Sand B were not members of a consolidated group, 

S's gross receipts frolH the sale of the office furniture 

to B would be DPGR (a"lItning all the other require
ments of ~ 1.199-3 are met) and S' s CGS or other de
ductions, expenses, or losses from the sale to B would 
be allocable to S's DPGR. However, because Sand 

B are members of a consolidated group, the separate 

entity attributes of S's intercompany items or B's cor

responding items, or both, may be redetennined un
der § 1.1502-I3(c)(\ Hi) or (c)(4) in order to produce 

the same effect as if Sand B were divisions of a sin
gle corporation. If Sand B were divisions of a single 

corporation. there would be no DPGR with respect to 
the office furniture hecause there would be no lease, 
rental. license. sale, exchange, or other disposition of 

the furniture by the single corporation (and no CGS or 

other deductions allocable to DPGR). Thus, in order 
to produce the same effect as if Sand B were di visions 
ot a Single corporation, S's gross receipts are relieter

mined as non-DPGR. Accordingly, the consolidated 
group has no DPGR (and no CGS or other deductions 
"II Dca led or apportioned to DPGR) and receives no 
,ection I ()l) deduction in 2007. 

E.\alllple 8. (I) Facls. A and B are members of the 
same ron,oliJatcd group that files its Federal income 
lax returns on a calendar year hasis. On January I. 
2007. A Y1PGE QPP which is IO-year recovery prop
CI1y for $1 O() and depreciates it under the straIght-line 

mcthou. On January I. 2009, A sells the property to 
B for :t>13() L;nder section 168(i)(7), B is treated as 

A for purposes of section 168 to the extent B's $130 
basis docs not exceed A's adjusted basis at the time of 
the sale. 8's additional basis is treated as new to-year 

recovery property for which B elects the straighl-Iine 
method of recovery. (To 'implify the example, the 
half-year convention is di.,regarJed.1 



(ii) Depreciation; intercompallv !?ain. A claims 

$\0 of depreciation for each taxable year 2007 and 
2008 and hGS Gn $80 bG,i, at the time uf the sale to 
B. Thus, A has a $50 intercompany gain from its sale 

to B. For each taxable year 2009 through 2016. B has 
$\0 of depreciation with respect to $80 of its basis 

(the portion of its $130 bGsis not exceeding A's ad
justed basis) and $5 of depreciation with respect to 
the $5() of its additionGI basis that exceeds A's ad

justed basis. For each taxable year 2017 and 2018, B 
has $S of depreciation with respect to the $SO of its 
additional basis that exceeds A's adjusted basis. 

(ili) Timilll? As SSO gain is taken into account 
to reflect the difference for each consolidated return 

year between B' s depreciation taken into account 
with respect to the property and the depreciation that 
would have been taken into account if A and B were 

divisions of a single corporation. For each taxable 
year 2009 through 2016, B takes into account $15 
of depreciation rather than the $10 of depreciation 

that would have been taken into account if A and 
B were divisions of a single curporation. For each 

taxahle year 2017 and 2018, B takes into account 

$5 of depreciation rather than the $0 of depreciation 
that would have been taken into account if A and 
B were divisions of a single corporation (the OPP 
would have been fully depreciated after the 2016 
taxable year if A and B were divisions of a single 
corporation). Thus, A takes $5 of gain into account 

tn each of the 2009 through 2018 taxable years ( 10% 
of its $50 gain). Pursuant to * 1.199-7(d)(1), A takes 
its sale to B into account in computing the section 
199 deduction at the same time and in the same 
proportion as A takes into account the income, gain, 
deduction, or loss from the intercompany transaction 
under § 1.1502-13. Thus, in each taxable year 2009 
through 2018, A takes into account $13 of gross 
receipts (10% of its $130 gross receipts) from the 

sale to B. The group's income in each taxable year 
2009 through 2016 is a $10 loss ($5 gain - $15 de
preciation), the same net amount it would have heen 
if A and B were divisions uf a single corporation. 
The group's income in each taxable year 2017 and 

2018 is $0 ($5 gain - $5 depreciation), the same net 
amount it would have been if A and B were divisions 
of a single corporation. 

(iv) Allribulcs. [f A and B were not members 
of a consolidated group, A s gross receipts on the 

sale of the OPP to B would be DPGR (assuming all 
the other requirements of § 1.199-3 arc met). How
ever, because A and B are members of a consolidated 
group, the separate entity attributes of A' s DPGR may 
be redetermined under §1.l502-13(c)(l)(i) or (c)(4) 

in order to produce the same effect as if A and B 
were divisions of a single corporation. If A and B 
were divisions of a single corporation, there would 

be no DPGR with respect to the OPP because there 
would be nu lease, rental, license, sale, exchange, or 
other disposition of the OPP by the single corporation 
(and nu CGS or other deductions allocable to DPGR). 
Thus, in order to produce the same effect as if A and 

B were divisions of a single corporation, A's $13 uf 
gross receipts taken into account in each year is re
determined as non-DPGR. Accordingly, the consoli

dated group has no DPGR (and no CGS or other de
ductions allocable or apportioned to DPGR) and re

ceives no section 199 deduction. 
Example 9. Corporations X, Y, and Z are mem

bers of the same EAG but arc not members of a con-

solidated group. X, y, and Z each files Federal In· 

come tax returns on a calendar year basis. A,sume 
that the EAG has W-2 wages in excess of the sec
tion 199(h) wage limitation. Prior to 2007, X had 

no taxable income or loss. [n 2007, X has $0 of 
taxable income and $2,000 of OPA[, Y has $4,000 

of taxahle income and $3,000 of OPAl, and Z has 
$4.000 of taxable incume and $5,000 of OPAl. Ac

cordingly, the EAG has laxable income of $8,000, 
the sum of X', taxable income of $0, y's taxable in

come of $4,000, and Z's taxable income of $4,000. 
The EAG has OPAl of $10,000, the sum ofX's OPAl 
of $2,000. Y's OPAl of $3,000, and Z's OPAl of 
$5,000. Because X's, Y's, and Z's taxable years all 

began in 2007, the transi tion percentage under sec
tion 199(a)(2) is 6%. Thus, the EAG's sectiun 199 

deduction for 2007 is $480 (6% of the lesser of the 
EAG's taxable income of $8,000 or the EAG's OPAl 
of $10,(00). Pursuant to paragraph (c)( I) of this sec

tion, the $480 sectlOn 199 deduction is allocated to X, 
Y, and Z in proportion to their respective amounts of 
OPAl, that is $96 to X ($480 x $2.000/$10.0(0), $144 
to Y ($480 x $3,000/$10,0(0), and $240 to Z ($480 
x $5.000/$10,(00). Although X's taxable income for 
2007 determined prior to allocation of a portion of the 
EAG's section 199 deduction to it was $0, pursuant to 
paragraph (c)(2) of this section X will have an NOL 
for 2007 equal to $96. Because X's NOL for 2007 

cannot be carried back to a previous taxable year, X's 
NOL carryover to 2008 will be $96. 

Example 10. (i) Facts. Corporatiun P owns all 
of the stock of Corporations Sand T, and p, S, and 
T file a consolidated Federal income tax return on a 
calendar year basis. [n 2007, P MPGE OPP in the 
United States at a cost of $1,000. On November 30, 
2007, P sells the OPP to S for $2,500. On February 
28, 2008, P disposes of 60% of the stock of S. On 
June 30, 2008, S sells the OPP to an unrelated person 
for $3,000. 

(ii) Analysis. Because P and S are members 
of a consolidated group in 2007, pursuant to 
§1.l99-7(d)(l) and §1.1502-13, neither p's $1,500 
of gain on the sale of QPP tu S nur p's $2,500 gross 
receipts from the sale are taken into account in 2007. 

Under § 1.1502-13(d), P takes the intercompany 
transaction into account immediately before S be
comes a non-member of the consolidated group. In 
order to produce the same effect as if P and S were 
divisions of a single corporation, p's gross receipts 

from the sale of the OPP to S are redetermined under 
§l.lS02-13(c)(I)(i) as non-DPGR. Further, because 
P and S are not members of the same EAG when S 

sells the OPP to the unrelated person, and because 
p's transfer of the OPP to S did not take place in a 
transaction to which section 381(a) applies, S is not 

treated as conducting the activities conducted by P in 
determining if S's receipts are DPGR, notwithstand
ing that P and S were members of the same EAG 

when P MPGE the OPP and when P sold the OPP to 
S. Accordingly, neither the P consolidated group nor 
S will have DPGR with respect to the OPP. 

Example 1 I. Corporation X is the common parent 
uf a consolidated group, consisting of X and Y. which 
has filed a consolidated Federal income tax retulll for 

many years. Corporation P i, the common parent of 
a consolidated group, consisting of P and S, which 

has filed a consolidated Federal income tax return for 
many years. The X and P consolidated groups each 

file their consolidated federal income tax returns on 

a calendar year basis. X. Y. P and S are memher, 

of the same EAG in 200il. In 2007, the X consoli

dated group incurred a consolidated net operating 1m, 
(CNOl) of $25,000. none of which was carried bac~ 

and used to offset laxable income nf prior taxahle 
years. Neither P nor S (nor the r consolidated group) 

has ever incurred an NOL. In 2008, the X consoli

dated group has (prior to the deduction under sectalll 
172) taxable income of $8,000 and the P consolidated 
group has taxable income of $20,000. The X consol
idated group uses $8,000 of its CNOL from 2007 tn 
offset the X consolidated group's taxable income in 
2008. None of the X consolidated group's remaining 

CNOL may be used to offset taxable income of the 
P consolidated group under paragraph (b)(3) of this 
section. Accordingly. for purposes of determining the 
EAG's section 199 deduction, the EAG has taxable 
income of $20,000 (the X consolidated group's tax
able income (after the deduction under section 172) 
of $0 plus the P consolidated group's taxable income 
of $20,(00) 

(t) Allocation of income and loss by a 
corporation that is a member of the ex
panded affiliated group for olliv a portion 
of the year-( I) In general. A corporation 
that becomes or ceases to be a member of 
an EAG during its taxable year must allo
cate its taxable income or loss, QPAI, and 
W-2 wages between the portion of the tax
able year that it is a member of the EAG 
and the portion of the taxable year that it is 
not a member of the EAG. In general, this 
allocation of items is made by usi ng the pro 
rata allocation method described in para
graph (t)(l )(i) of this section. However, 
a corporation may elect to use the section 
199 closing of the books method described 
in paragraph (t)(l )(ii) of this section. Nei
ther the pro rata allocation method nor the 
section 199 closing of the books method is 
a method of accounting. 

(i) Pro rata allocation method. Under 
the pro rata allocation method, an equal 
portion of a corporation's taxable income 
or loss, QPAI, and W-2 wages for the tax
able year is assigned to each day of the cor
poration's taxable year. Those items as
signed to those days that the corporation 
was a member of the EAG are then aggre
gated. 

(ii) Section 199 closing of the books 
method. Under the section 199 closing 
of the books method, a corporation's tax
able income or loss, QPAI, and W-2 wages 
for the period during which the corpora
tion was a member of an EAG are com
puted by treating the corporation's taxable 
year as two separate taxable years, the first 
of which ends at the close of the day on 
which the corporation's status as a mem
ber of the EAG changes and the second of 
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which begin\ at the beginning of the day 
alter the corporation' s statm as a member 

of the EAG changes. 
(iii) Makillg the sectioll 19') closillg (II' 

the !)(Joks eleelioll. A corporation makes 
the section 19L) closing of the hooks elec
tion by making the following statement: 
"The section ILJLJ elosing of the book., 
election is hereby made with respect to 
I in\ert name of corporation and it, em
ployer identification number] with respect 
to the following periods [insert dates of 
the two periods between which items are 
allocated pursuant to the closing of the 
books method]." The statement must be 
filed with the corporation's timely filed 
(including extemions) Federal income tax 
return for the taxable year that includes 
the periods that are subject to the election. 
Once made. a section 199 closing of the 
books election is irrevocahle. 

(2) Coordillillioll with rules relat
illg to the al!ocillioll o( illcome lIlIder 
.F 1502-76(iJ). If ~ l.lS02-76(b) (relating 
to items included in a consolidated return) 
applies to a corporation that is a member 
of an EAG. then any allocation of items 
required under this paragraph (f) is made 
only after the allocation of the corpora
tion's items pursuant to § l.lS02-76(b). 

(gl Towl sectioll 199 deductioll for a 
corporalioll that is {I l11emher 0/ (Ill ex
panded affiliated grollp fiJI' some or all oj' 

its {({:({[hl£' ,w'(/r-( I) Memher or the slime 
1'-\f!illlded offi!ioted group F)J' the entire 
{((xahle rcaI'. If a corporation is a mem
her of the same EAG for its entire taxable 
year. the corporation's section 199 deduc
tion for the taxable year is the amount of 
the section 199 deduction allocated to the 
corporation by the EAG under paragraph 
Icl( I) of this section. 

(2) Melllber of'the expilnded affiliated 
gmU1J .lin- II portioll of'the tu.whle yew·. If 
a corporation is a member of an EAG only 
for a portion of its taxable year and is either 
nUl a memher or any EAG or is a member 
of another EAG. or both. for another por
tion of the taxahle year. the corporation's 
,ection 199 deduction for the taxable year 
is the slim of its section 199 deductions for 
each portion of the taxahle year. 

()) Erillllpil'. The following example 
iI hi ,tratc.'> thc app lication of paragraphs (f) 
and (g) of this section: 

{"""11'/"· Cnrp,'ratinl1' X and Y. cakmLlr year 
':(I[I'",,[ti"I1" arc memher, "t the ,a me EAG fllf the 
elll"c :'11117 la,,[hlc >c,[r CnrpllrJtion Z. aho a cal-
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~ndar y~ar corporatil)J1. is a member of the EAG of 
\\ hi.:h X and Yare members for the first half of 2007 
~lIld 110t a member of any EAr, for the second half of 
2()()7. During the 20m taxable year. Z does not loin 
[11 the filing or a consolidated return. Z makes a ~Cl'
lion 199 closing of the books election. As a resuit. 
Z h .. s $XO of taxable income and $100 of QPAI that 
is alloc~lted to the fir,t half of 2007 and a $150 tax
able loss and ($200) of QPAI that is allocated to the 
second half of 2007. Taking II1to account Z's taxahle 
income. QPAI. and W-2 wages allocated to the first 
half of 2007 pursuant to the section 1'1'1 closing of 
the books election. the EAG has positive taxable in
come ami QPAI for 2007 Jnd W-l wages ill excess of 
the sectioll 1'I9(b) wage limitation. Because the EAG 
has both pnsitive taxable income and QPAI and suf
fic[ent W-2 wages. and because Z has positive QPAI 
fllr the first half of 2007. a portion of the EAG's sec
t[OIl 19'1 deduction is allocated to Z. Because Z has 
negati ve QPAI for the second half of 2007. Z is al
Illwed no section 1'19 deduction for the second half of 
20()7, Thus. despite the fact that Z has a $70 taxable 
IllSS and ($100) of QPAI for the entire 2007 taxable 
year, Z is entitled to a section 199 deduction for 2007 
equal to the section 199 deduction allocated to Z as a 
member of the EAG. 

(h) Computation of section 199 deduc
tioll for members of all expanded affiliated 
group with different taxable years-(I) In 
gelleral. If members of an EAG have dif
ferent taxable years, in determining the 
section 199 deduction of a member (the 
computing member), the computing mem
ber is required to take into account the tax
able income or loss, determined without 
regard to the section 199 deduction, QPAI, 
and W -2 wages of each other group mem
ber that are both-

(i) Attributable to the period that each 
other member of the EAG and the comput
ing member are members of the EAG; and 

(ii) Taken into account in a taxable year 
that begins after the effective date of sec
tion 199 and such taxable year ends with 
or within the taxable year of the computing 
member with respect to which the section 
ILJY deduction is computed. 

(2) Example. The following example 
illustrates the application of this paragraph 
(h): 

frolll/,le. (i) Corporatiolls X. Y. and Z are mem
hers of the 'ame EAG. Neither X. Y. nor Z is a mem
her of a consolidated group. X and Yare calendar 
year taxpayers and Z is a June 30 fiscal year taxpayer. 
Z came into existence on July I. 2007. Each corpo
ration has taxable income that exceeds its QPAI and 
has sufficient W -2 wages to avoid the limitation UIl

der section 1'I'I(b). For the taxable year ending De
cember 31. 2007. X'S QPAI is S8.000 and Y's QPAI 
is ($6.000 I, For its taxable year ending June 30. 2008. 
Z's QPAI is $2.000. 

(ii) In computing X's and Y's respective sec
tion 1l)9 deductions for their taxable years ending 
December 31. 2007. X's and Y's taxable income. 

QPAI. and W-~ wages from their respective taxable 
years ending December J I. 2tl07. ;Jn~ aggregated. 
The EAG', QPAI for this purpose is $2.000 (X's 
QPAI of $~.()()() + Y's QPAI uf ($6.000)). Because 
the taxable year, of the computing members. X and 
y. began in 2007. thl' transition percentage under 
section 19'1(a)(2) is 6<:(. Accordingly. the EAG's 
section Il)l) deduction is $120 ($2.0()() x .(6). The 
$120 deduction is allocated to each of X and Y in 
proportion to their respective QPAI as a percentage 
of the QPAt of each member of the EAG that was 
taken into account in computing the EAG's section 
199 deductIOn. Pursuant to paragraph (cl( I) of 
this section. in allocating the section 199 deduction 
hetween X and Y. because Y's QPAI is negative. y's 
QPAI is treated as being $0. Accordingly. X's section 
199 deduction for its taxable year ending December 
31. 20(l7. is $120 ($120 x $8.000/(S8,OOO + $0). 
Y's section 1l)9 deduction for its taxable year ending 
December 31, 2007. is $0 1$120 x $0/( $8.000 + $0)). 

(iii) In computing Z's section 199 deduction for 
i" taxable year ending June 30. Z008. X's and Y's 
items from their respective taxable years ending De
cember 31. 2007, are taken into account. Therefore, 
X's and y', taxable income or loss. determined with
out regard to the section 199 deduction. QPAI. and 
W-2 wages from their taxable years ending Decem· 
ber 31. 2007. are aggregated with Z' s taxable in
come or loss. QPAI. and W-2 wages from its tax
able year ending June 30. 2008. The EAG', QPAI is 
$4.000 (X's QPAI of $8.000 + Y', QPAI of ($6.000) 
+ Z'S QPAI of S2.0(0). Because the taxable year of 
the computing member. Z. began in 2007. the transi· 
tion percentage under section 199(a)(2) is 6%, Ac
cordingly. the EAG' s section 199 deduction is $240 
($4,000 x .(6). A portion of the $240 deduction is 
allocated to Z in proportion to its QPAI as a percent
age of the QPAI of each member of the EAG that was 
taken into account in computing the EAG's section 
199 deduction. Pursuant to paragraph (c)(I) of this 
section. in allocating a portion of the $240 deduc
tion to Z. hecause y's QPAI is negative. y's QPAI 
is treated as being $0. Z's section 199 deduction for 
its taxable year ending June 30, 2008. is $48 ($240 x 
$2,000/($8.000 + $0 + $2,(00»). 

§1.199~8 Other rules. 

(a) In general. The provisions of this 
section apply solely for purposes of sec
tion lYY of the Internal Revenue Code 
(Code). When calculating the deduction 
under §1.l99-1(a) (section 199 deduc
tion). taxpayers are required to make 
numerous allocations under § § 1.199-1 
through 1.199-9. In making these alloca
tions, taxpayers may usc any reasonable 
method that is satisfactory to the Secretary 
based on all of the facts and circumstances, 
unless the regulations under §§ 1.199-1 
through 1.199-9 specify a method, A 
change in a taxpayer's method of allocat
ing or apportioning gross receipts, cost of 
goods sold (CGS), expenses, losses. or de
ductions (deductions) does not constitute a 



change in method of accounting to which 
the provisions of sections 446 and 481 and 
the regulations thereunder apply. 

(b) Individuals. ]n the case of an in
dividual, the section 199 deduction is 
equal to the applicable percentage of the 
lesser of the taxpayer's qualified produc
tion activities income (QPAI) (as defined 
in § \.199-1 (c)) for the taxable year, or 
adjusted gross income (AGI) for the tax
able year determined after applying sec
tions86, 135, 137,219,221,222,and469, 
and without regard to section 199. 

(c) Trade or business requirement-( 1) 

In general. Sections 1.199-1 through 
1.199-9 are applied by taking into account 
only items that are attributable to the ac
tual conduct of a trade or business. 

(2) individuals. An individual engaged 
in the actual conduct of a trade or business 
must apply §§ 1.199-1 through 1.199-9 
by taking into account in computing QPA] 
only items that are attributable to that 
trade or business (or trades or businesses) 
and any items allocated from a pass-thru 
entity engaged in a trade or business. 
Compensation received by an individual 
employee for services performed as an 
employee is not considered gross receipts 
for purposes of computing QPAI under 
§§1.l99-1 through 1.199-9. Similarly, 
any costs or expenses paid or incurred by 
an individual employee with respect to 
those services performed as an employee 
are not considered CGS or deductions of 
that employee for purposes of computing 
QPAI under §§ 1.199-1 through 1.199-9. 

(3) Trusts and estates. For purposes of 
this paragraph (c), a trust or estate is treated 
as an individual. 

(d) Coordination with alternative min
imum tax. For purposes of determin
ing alternative minimum taxable income 
(AMTI) under section 55, a taxpayer that 
is not a corporation must deduct an amount 
equal to 9 percent (3 percent in the case of 
taxable years beginning in 2005 or 2006, 
and 6 percent in the case of taxable years 
beginning in 2007, 2008, or 2009) of the 
lesser of the taxpayer's QPA] for the tax
able year, or the taxpayer's taxable income 
for the taxable year, determined without 
regard to the section 199 deduction (or in 
the case of an individual, AGI). For pur
poses of determining AMTI in the case of 
a corporation (including a corporation sub
ject to tax under section 511 (a»), a taxpayer 
must deduct an amount equal to 9 percent 

(3 percent in the case of taxable years 
beginning in 2005 or 2006, and 6 percent 
in the case of taxable years beginning in 
2007, 2008, or 2009) of the lesser of the 
taxpayer's QPA] for the taxable year. or 
the taxpayer's AMTI for the taxable year, 
determined without regard to the section 
199 deduction. For purposes of comput
ing AMTI. QPAI is determined without 
regard to any adjustments under sections 
56 through 59. ]n the case of an individ
ual or a non-grantor trust or estate, AG] 
and taxable income are also determined 
without regard to any adjustmcnts undcr 
scctions 56 through 59. The amount of the 
deduction allowable under this paragraph 
(d) for any taxable year cannot exceed 50 
percent of the W-2 wages of the employer 
for the taxable year (as determined under 
§ 1.199-2). The section 199 deduction is 
not taken into account in determining the 
amount of the alternative tax net operating 
loss deduction (ATNOL) allowed under 
section 56( a)( 4). For example, assume that 
for the calendar year 2007, a corporation 
has both AMTI (before the NOL deduction 
and before the section 199 deduction) and 
QPAI of $1,000,000. and has an ATNOL 
carryover to 2007 of $5,000,000. Assume 
that thc taxpayer has W-2 wages in ex
cess of the section 199(b) wage limitation. 
Under section 56(d). the ATNOL deduc
tion for 2007 is $900,000 (90 percent of 
$1,000,000), reducing AMTI to $100,000. 
The taxpayer must then further reduce 
the AMTI by the section 199 deduction 
of $6,000 (six percent of the lesser of 
$1,000,000 or $lOO.OOO) to $94,000. The 
ATNOL carryover to 2008 is $4,100,000. 

(e) Nonrecognition transactiolls-( I) 

in general-(i) Sections 35i, 721, and 
731. Except as provided for an EAG 
partnership (as defined in * 1.199-9(j») 
and an expanded affiliated group (EAG) 
(as defined in §1.l99-7). if property is 
transferred by the taxpayer to an entity 
in a transaction to which section 351 or 
721 applies, then whether the gross re
ceipts derived by the cntity are domestic 
production gross receipts (DPGR) (as de
fined in §1.199-3) shall be determined 
based solely on the activities performed 
by the entity without regard to the ac
tivities performed by the taxpayer prior 
to the contribution of the property to the 
entity. Except as provided for a quali
fying in-kind partnership (as defined in 
§1.l99-9(i) and an EAG partnership, if 

property is transferred by a partnership to 
a partner in a transaction to which section 
731 applies. then whether gross receipts 
derived by the partner are DPGR shall be 
determined based on the activities per
formed by the partner without regard to 
the activities performed by the partnership 
before the distn bution of the property to 
the partner. 

(ii) Exceptions-( A) Sectio/1 70R( b) 
( 1)( B}. If property is deemed to be con
tributed by a partnership (transferor part
nership) to another partnership (transferee 
partnership) as a result of a termina
tion under section 708( b)( 1)( 8). then the 
transferee partnership shall be treated as 
performing those activities performed by 
the transferor pm1nership with respect to 
the transferred property of the transferor 
pal1nership. 

(B) Transfers by reason of death. If 
property is transferred upon or by reason 
of the death of an individual (decedent), 
then the decedent's successor(s) in interest 
shall be treated as having performed those 
activities performed by or deemed to have 
been performed (pursuant to ~ 1.199-9( i)) 
by the decedent with respect to the trans
ferred property. For this purpose, a transfer 
shall include without limitation the passing 
of the property by bequest, contractual pro
vision, beneficiary designation. or opera
tion of law, and successor in interest shall 
include without limitation the decedent's 
heirs or legatces, the decedent's estate or 
trust, or the beneficiary or beneficiaries of 
the decedent's estate or trust. 

(2) Section 1031 exchanges. If a tax
payer exchanges property for replacement 
property in a transaction to which section 
1031 applies, then whether the gross re
ceipts deri ved from the lease, rental. li
cense, sale. exchange, or other disposi
tion of the replacement property are DPGR 
shall be determined based solcly on the ac
tivities performed by the taxpayer with re
spect to the replacement property. 

(3) Section 381 transaCliol1s. If a 
corporation (the acquiring corporation) 
acquires the assets of another corporation 
(the target corporation) in a transaction 
to which section 381 (a) applies, then the 
acquiring corporation shall be treated as 
performing those activities of the target 
corporation with respect to the acquired 
assets of the target corporation. Therefore. 
to the extent that the acquired assets of 
the target corporation would have given 
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rise to DPGR if leased, rented, licensed, 
sold, exchanged, or otherwise disposed 
of by the target corporation, such assets 
will give rise to DPGR if leased, rented, 
licensed, sold, exchanged, or otherwise 
disposed of by the acquiring corporation 
(assuming all the other requirements of 
~ 1.199-3 are met). 

(fI Tr.LXpavers with (/ 52-53 week tax

able Yl'ar. For purposes of applying 
~ 1.441-2(c)(l) in the case of a taxpayer 
using a 52-53 week taxable year, any ref
erence in section 199(a)(2) (the phase-in 
rule \. ~~ 1.199-1 through 1.199-9 to a 
taxable year beginning after a particular 
calendar year means a taxable year be
ginning after December 31 st of that year. 
Similarly, any reference to a taxable year 
beginning in a particular calendar year 
means a taxable year beginning after De
cember 31 st of the preceding calendar 
year. For example, a 52-53 week taxable 
year that begins on December 26, 2006, is 
deemed to begin on January 1, 2007, and 
the transition percentage for that taxable 
year is 6 percent. 

(g) Sectioll 481 (a) adjustments. For 
purposes of determining QPAI, a section 
481(a) adjustment, whether positive or 
negative. taken into account by a taxpayer 
during the taxable year that is solely at
tributable to either the taxpayer's gross 
receipts, CGS, or deductions must be al
located or apportioned between DPGR 
and non-DPGR using the methods used by 
a taxpayer to allocate or apportion gross 
receipts, CGS, and deductions between 
DPGR and non-DPGR for the current tax
ab Ie year. See § § 1.199-1 and 1.199--4 
for rules related to the allocation and ap
portionment of gross receipts, CGS, and 
deductions, respectively. For example, 
if a taxpayer changes its method of ac
counting for inventories from thc last-in, 
first-out (LIFO) method to the first-in, 
first-out (FIFO) method and the taxpayer 
uses the small business simplified over
all method to apportion CGS between 
DPGR and non-DPGR, the taxpayer is 
required to apportion the reSUlting section 
481 (a) adjustment. whether positive or 
negative, between DPGR and non-DPGR 
ming the small business simplified overall 
method. If a section 481(a) adjustment is 
not solely attributable to either gross re
ceipts, CGS. or deductions (for example, 
the taxpayer changes its overall method 
of accounting from an accrual method to 
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the cash method) and the section 481(a) 
adjustment cannot be specifically identi
fied with either gross receipts, CGS, or 
deductions, then the section 481 (a) ad
justment, whether positive or negative, 
must be attributed to, or among, gross 
receipts, CGS. or deductions using any 
reasonable method that is satisfactory to 
the Secretary based on all of the facts and 
circumstances, and then allocated or ap
portioned between DPGR and non-DPGR 
using the same methods the taxpayer uses 
to allocate or apportion gross receipts, 
CGS, or deductions between DPGR and 
non-DPGR for the taxable year or taxable 
years that the section 481(a) adjustment 
is taken into account. Factors taken into 
consideration in detennining whether the 
method is reasonable include whether the 
taxpayer uses the most accurate informa
tion available; the relationship between 
the section 481 (a) adjustment and the ap
portionment base chosen; the accuracy of 
the method chosen as compared with other 
possible methods; and the time, burden, 
and cost of using alternative methods. 
If a section 481 (a) adjustment is spread 
over more than one taxable year, then a 
taxpayer must attribute the section 481 (a) 
adjustment among gross receipts, CGS, 
or deductions, as applicable, in the same 
amount for each taxable year within the 
spread period. For example, if a taxpayer, 
using a reasonable method that is satisfac
tory to the Secretary based on all of the 
facts and circumstances, detennines that a 
section 481 (a) adjustment that is required 
to be spread over four taxable years should 
be attributed half to gross receipts and half 
to deductions, then the taxpayer must at
tribute the section 481 (a) adjustment half 
to gross receipts and half to deductions 
in each of the four taxable years of the 
spread period. Further, if such taxpayer 
uses the simplified deduction method to 
apportion deductions between DPGR and 
non-DPGR in the first taxable year of the 
spread period, then the taxpayer must use 
the simplified deduction method to ap
portion half the section 481(a) adjustment 
for that taxable year between DPGR and 
non-DPGR for that taxable year. Simi
larly, if in the second taxable year of the 
spread period the taxpayer uses the section 
861 method to apportion and allocate costs 
between DPGR and non-DPGR, then the 
taxpayer must use the section 861 method 
to allocate and apportion half the section 

481(a) adjustment for that taxable year 
between DPGR and non-DPGR for that 
taxable year. 

(h) Disalloll'ed losses or deduc

tiolls. Except as provided by publica
tion in the Internal Revenue Bulletin (see 
§601.601(d)(2)(ii)(b) of this chapter), 
losses or deductions of a taxpayer that 
otherwise would be taken into account 
in computing the taxpayer's section 199 
deduction are taken into account only if 
and to the extent the deductions are not 
disallowed by section 465 or 469, or any 
other provision of the Code. If only a por
tion of the taxpayer's share of the losses or 
deductions is allowed for a taxable year, 
the proportionate share of those allowable 
losses or deductions that are allocated to 
the taxpayer's qualified production activ
ities, dctennined in a manner consistent 
with sections 465 and 469, and any other 
applicable provision of the Code, is taken 
into account in computing QPAI for pur
poses of the section 199 deduction for that 
taxable year. To the extent that any of 
the disallowed losses or deductions are al
lowed in a later taxable year, the taxpayer 
takes into account a proportionate share 
of those losses or deductions in comput
ing its QPAI for that later taxable year. 
Losses or deductions of the taxpayer that 
are disallowed for taxable years beginning 
on or before December 31, 2004, are not 
taken into account in a later taxable year 
for purposes of computing the taxpayer's 
QPAI and the wage limitation of sec
tion 199(d)(l)(A)(iii) under §1.l99-9 for 
that taxable year, regardless of whether the 
losses or deductions are allowed for other 
purposes, For taxpayers that are partners 
in partnerships, see § 1.1 99-9(b)(2). For 
taxpayers that are shareholders in S corpo
rations, see §U99-9(c)(2). 

(i) Effective dates-() In general. Sec
tion 199 applies to taxable years begin
ning after December 31, 2004. Sections 
1.199-1 through 1.199-8 are applicable 
for taxable years beginning on or after 
June 1, 2006. For a taxable year be
ginning on or before May 17, 2006, the 
enactment date of the Tax Increase Pre
vention and Reconciliation Act of 2005 
(Public Law 109-222, 120 Stat. 345), a 
taxpayer may apply §§ 1.199-1 through 
1.199-9 provided that the taxpayer ap
plies all provisions in §§ I.I 99-1 through 
1.199-9 to the taxable year. For a taxable 
year beginning after May 17, 2006, and 



before June I, 2006, a taxpayer may ap
ply §§1.l99-1 through 1.199-R provided 
that the taxpayer applies all provisions 
in § § 1.199-1 through 1.199-8 to the tax
able year. For a taxpayer who chooses 
not to rely on these final regulations for 
a taxable year beginning before June 1, 
2006, the guidance under section 199 that 
applies to such taxable year is contained 
in Notice 200S-14, 200S-1 C.B. 498 (see 
§601.601(d)(2) of this chapter). In ad
dition, a taxpayer also may rely on the 
provisions of REG-lOS847-0S, 200S-47 
I.R.B. 987 (see §601.601(d)(2) of this 
chapter), for a taxable year beginning 
before June I, 2006. If Notice 200S-14 
and REG-lOSR47-0S include different 
rules for the same particular issue, then a 
taxpayer may rely on either the rule set 
forth in Notice 200S-14 or the rule set 
forth in REG-I0S847-0S. However, if 
REG-lOS847-0S includes a rule that was 
not included in Notice 200S-14, then a 
taxpayer is not permitted to rely on the 
absence of a rule in Notice 200S-14 to 
apply a rule contrary to REG-IOS847-0S. 
For taxable years beginning after May 
17, 2006, and before June 1, 2006, a tax
payer may not apply Notice 200S-14, 
REG-lOS847-0S, or any other guidance 
under section 199 in a manner inconsistent 
with amendments made to section 199 by 
section S14 of the Tax Increase Prevention 
and Reconciliation Act of 200S. 

(2) Pass-thru entities. In determining 
the deduction under section 199, items 
arising from a taxable year of a part
nership, S corporation, estate, or trust 
beginning before January 1, 200S, shall 
not be taken into account for purposes of 
section 199( d)( 1 ). 

(3) Non-consolidated EAG members. A 
member of an EAG that is not a member 
of a consolidated group may apply para
graph (i)(l) of this section without regard 
to how other members of the EAG apply 
paragraph (i)( I) of this section. 

(4) Computer software provided to cus
tomers over the Internet. [Reserved]. For 
further guidance, see § 1.199-8T(i)( 4). 

§I.I99-9 Application of section 199 
to pass-thru entities for taxable years 
beginning on or before May J 7, 2006, 
the enactment date of the Tax Increase 

Prevention and Reconciliation Act of 
2005. 

(a) In general. The provisions of this 
section apply solely for purposes of section 
199 of the Internal Revenue Code (Code). 

(b) Partnerships-OJ In general-(i) 
Determination at partller level. The de
duction with respect to the qualified pro
duction activities of the partnership allow
able under § 1.199-1 (a) (section 199 de
duction) is determined at the partner level. 
As a result, each partner must compute its 
deduction separately. The section 199 de
duction has no effeet on the adjusted ba
sis of the partner's interest in the part
nership. Except as provided by publi
cation pursuant to paragraph (b)(I )(ii) of 
this section, for purposes of this section. 
each partner is allocated, in accordance 
with sections 702 and 704, its share of 
partnership items (including items of in
come, gain, loss, and deduction), cost of 
goods sold (CGS) allocated to such items 
of income, and gross receipts that are in
cluded in such items of income, even if the 
partner's share of CGS and other deduc
tions and losses exceeds domestic produc
tion gross receipts (DPGR) (as defined in 
§ 1.199-3(a» and regardless of the amount 
of the partner's share of W-2 wages (as 
defined in § 1.199-2(e» of the partnership 
for the taxable year. A partnership may 
specially allocate items of income, gain, 
loss, or deduction to its partners, subject 
to the rules of section 704(b) and the sup
porting regulations. Guaranteed payments 
under section 707(c) are not considered al
locations of partnership income for pur
poses of this section. Guaranteed pay
ments under section 707(c) are deductions 
by the partnership that must be taken into 
account under the rules of § 1.199-4. See 
§ 1. 199-3(p) and paragraph (b)(6) Example 
5 of this section. Except as provided in 
paragraph (b)(I)(ii) of this section, to de
termine its section 199 deduction for the 
taxable year, a partner aggregates its dis
tributive share of such items, to the extent 
they are not otherwise disallowed by the 
Code, with those items it incurs outside the 
partnership (whether directly or indirectly) 
for purposes of allocating and apportion
ing deductions to DPGR and computing 
its qualified production activities income 
(QPAI) (as defined in §1.199-I(c)). 

(ii) Determination at entit-,' le\'el. 
The Secretary may, by publication 

111 the Internal Revenue Bulletin (see 
§601.601{d)(2)(ii)(b) of this chapter). per
mit a partnership to calculate a partner's 
share of QPAI at the entity level. instead 
of allocating, in accordance with sections 
702 and 704, the partner's share of part
nership items (including items of income. 
gain, loss, and deduction). If a partnership 
does calculate QPAI at the entity level-

(A) The partner is allocated its share 
of QPAI and W-2 wages (as defined in 
§ 1.199-2(e», which (subject to the lim
itations of paragraph (b )(2) of this sec
tion and section 199(d)(l)(A)(iii), respec
tively) are combined with the partner's 
QPAI and W-2 wages from other sources; 

(B) For purposes of computing QPAI 
under §§ 1.199-1 through 1.199-9, a part
ner does not take into account the items 
from such a partnership (for example, a 
partner does not take into account items 
from such a partnership in determining 
whether a threshold or de minimis rule ap
plies or when the partner allocates and ap
portions deductions in calculating its QPAI 
from other sources); 

(C) A partner generally does not recom
pute its share ofQPAI from the partnership 
using another method; however, the part
ner might have to adjust its share of QPAI 
from the partnership to take into account 
certain disallowed losses or deductions, or 
the allowance of suspended losses or de
ductions: and 

(D) A partner's distributive share of 
QPAI from a partnership may be less than 
zero. 

(2) Disallowed losses or deduc
tions. Except as provided by publica
tion in the Internal Revenue Bulletin (sec 
§601.601(d)(2)(ii)(b) of this chapter), 
losses or deductions of a partnership that 
otherwise would be taken into account in 
computing the partner's section 199 de
duction for a taxable year are taken into 
account in that year only if and to the 
extent the partner's distributive share of 
those losses or deductions from all of the 
partnership's activities is not disallowed 
by section 46S. 469, or 704{d), or any 
other provision of the Code. If only a 
portion of the partner's distributive share 
of the losses or deductions is allowed for 
a taxable year, a proportionate share of 
those allowable losses or deductions that 
are allocated to the partner~hip'~ quali
fied production activities, determined in 
a manner consistent with sections 465, 
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469, and 704(d), and any other applicable 

provision of the Code, is taken into ac

count in computing QPAI and the wage 
limitation of section 199(d)(l )(A)(iii) for 

that taxable year. To the exlent that any 
of the disallowed losses or deductions are 

allowed in a later taxable year. the partner 
takes into account a proportionate share 

of those losses or deductions in comput
ing its QPAI for that later taxable year. 
Losses or deductions of the partnership 
that are disallowed for taxable years be
ginning on or before December 31. 2004, 

are not taken into account in a later tax
able year for purposes of computing the 
partner's QPAI or lhe wage limitation of 
section 199(d)(l )(A)(iii) for that taxable 

year, regardless of whether the losses or 
deductions are allowed for other purposes, 

(3) Partner's share of W-2 wages. 
Under section 199(d)(1 )(A)(iii), a part
ner 's share of W-2 wages of a partnership 
for purposes of determining the part
ner's section 199(b) wage limitation is 
lhe lesser of the partner's allocable share 
of those wages (without regard to sec
tion 199(d)( 1 )(A)(iii»), or 2 times 3 per
cent of the QPAI computed by taking into 
account only the items of the partnership 
allocated to the partner for the taxable year 
of the partnership. Except as provided by 
publication in the Internal Revenue Bul
letin (see §601.601(d)(2)(ii)(b) of this 
chapter), this QPAI calculation is per
formed by the partner using the same cost 
allocation method that the partner uses 
in calculating the partner's section 199 
deduction. The partnership must allocate 
W-2 wages (prior to the application of 
the wage limitation) among the partners 

DPliR ... 

Non-DPGR .. 

CGS (includes $200 of W-2 wages) . 

in the same manner as wage expense. The 
partner must add the partner's share of 

the W-2 wages from the partnership, as 
limited by section 199(d)( I )(A)(iii), to the 

partner's W -2 wages from other sources, 
if any. If QPAl. computed by taking into 
account only the items of the partnership 

allocated to the partner for the taxable 
year (as required by the wage limitation 
of section 199(d)( I )(A)(iii) is not greater 

than zero, then the partner may not take 
into account any W-2 wages of the part
nership in applying the wage limitation 
of § 1.199-2 (but the partner will, never
theless, aggregate its distributive share of 
partnership items including wage expense 
with those items not from the partnership 
in computing its QPAI when determining 
its section 199 deduction). See § 1.199-2 
for the computation of W-2 wages, and 
paragraph (g) of this section for rules 
regarding pass-thru entities in a tiered 
structure. 

(4) Transition percentage rule for W-2 
wages. With regard to partnerships, for 
purposes of section 199( d)(l )(A)(iii)(IJ) 
the transition percentages determined un
der section 199(a)(2) shall be determined 
by reference to the partnership's taxable 
year. Thus, if a partner uses a calendar 
year taxable year, and owns an interest 
in a partnership that has a taxable year 
ending on April 30, the partner's section 
199(d)(l )(A)(iii) wage limitation for the 
partnership's taxable year beginning on 
May I, 2006, would be calculated using 3 
percent, even though the partner includes 
the partner's distributive share of partner
ship items from that taxable year on the 
partner's 2007 Federal income tax return. 

Section 162 selling expenses (includes $3()O of W-2 wages) .. 

Interest expense (not included in CGS) ................. . 

(5) Partllerships electillg mit (~f sub
chapter K. For purposes of §§ 1.199-1 
through 1.199-9, the rules of paragraph 

(b) of this section shall apply to all partner
ships, including those partnerships elect

ing under section 761 (a) to be excluded, 
in whole or in part. from the application of 
subchapter K of chapter I of the Code. 

(6) Examples. The following examples 
illustrate the application of this paragraph 
(b). Assume that each partner has suf

ficient adjusted gross income or taxable 
income so that the section 199 deduction 
is not limited under section 199(a)( I )(B); 
that the partnership and each of its partners 
(whether individual or corporate) are cal
endar year taxpayers; and that the amount 
of the partnership's W-2 wages equals 
wage expense for each taxable year. The 
examples are as follows: 

Example I. Section 861 method wirl! illTere.\·t ex· 
pense. (i) Partnership Fedeml income un items. X 
and y, unrelated United States corporations, are each 
50')} partners in PRS, a partnership that engages in 
production activities that generate both DPGR and 
non-DPGR. X and Y share all items of income. gain, 
loss. deduction. and credit 50% each. Both X and Y 
are engaged in a trade or business. PRS is not able 
to specifically identify CGS allocable to DPGR and 
non-DPGR.ln this case. because CGS is definitely reo 
lated under the facts and circumstances to all ofPRS\ 
gross income, apportionment of CGS between DPGR 
and non-DPGR based on gross receipts is appropriate. 
For 2006. the adjusted basis of PRS's business as· 
sets is $5,000, $4,000 of which generate gross income 
attributahle to DPGR and $ LOOO of which generate 
gross income attributahle to non-DPGR. For 2006, 
PRS has the following Federal income tax items: 

$3.000 

$3.000 

$3.240 

SI.200 

$300 

(il) :II/(I('al'o// of' PRS's 'rem.\· ot '//(,01111', gaill. the following distributive share of PRS's items of in- come, gain, loss, deduction or credit, as determined 
10\\. ""<i//('r'oll. or ('J'l'd'r. X and Y each receive under the principles of §1.704-I(b)(\)(vii): 

1122 

Gnhs inl'llme attributable to DPGR 

1$1.500 (DPGR) - $810 (allocable CGS, 

includes $50 of W-2 wages)) . 
Grlhs income attributable to non-DPGR 

{$1.500 (nLln-DPGR) - $810 (allocable CGS. 

includes S51l of W-2 wages)) '" ............. . 

Section 162 selling expenses !includes $150 of W-2 wages). 
Interest expense (not lncluded In CliS). 
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$690 

$690 

$600 

$150 



(iii) Determination of QPAI. (A) X's QPAI. Be

cause the section 199 deduction is determined at the 

partner level. X determines its QPAI by aggregating, 
to the extent necessary, its distributive share of PRS's 

Federal income tax items with all other such items 

from all other, non-PRS-related activities. For 2006, 
X does not have any other such items. For 2006, the 

adjusted basis of X's non-PRS assets, all of which 

are investment assets, is $10,000. X's only gross re
ceipts for 2006 are those attributable to the allucation 

of gross income from PRS. X allucates and apportions 

its deductible items to gross income attrihutable to 
DPGR under the section 861 method on 1.199-4(d) 

In this case, the section 162 selling expenses (includ

ing W -2 wages) are definitely related to all of PRS', 

gross receipts. Based on the facts and circumstances 

DPGR ............................................ . 

CGS allocable to DPGR (includes $50 of W-2 wages) ..... 

Section 162 selling expenses (includes $75 of W-2 wages) 

($600 x $1,500/S3_000) _ .... _ . . . . . . ........ . 

Interest expense (not included in CGS) 

($150 x $2,000 (X's share of PRS's DPGR assets)! 

$12,500 (X's non-PRS assets ($10,000) and X's share 

of PRS assets ($2.500))) ......... . 

X's QPAl .......................................... . 

(B) Y's QPAI. (I) For 2006, in addition to the ac

tivities uf PRS, Y engages in production activities 

that generate both DPGR and non-DPGR. Y is able 

to specifically identify CGS allocable to DPGR and 

Gross income attributable to DPGR 

to non-DPGR. For 2006, the adjusted basis of Y's 

non-PRS assets attributable to its production actiVI

ties that generate DPGR is $8.000 and to other pro

duction activities that generate non-DPGR is $2.000. 

($L500 (DPGR) - $900 (allocable CGS. 

includes $70 of W-2 wages» .................. . 

Gross income attributable to non-DPGR 

($3,000 (other gross receipts) - $1.620 

(allocable CGS. includes $15{) ofW-2 wages» . 

Section 162 selling expenses (includes $30 of W-2 wages) 

Interest expense (nol included in CGS). 

(2) Y determines its QPAI in the same general 

manner as X. However, because Y has other trade 
or business activities outside of PRS, Y must aggre

gate its distributive share of PRS's Federal income 
tax items with its own such items. Y allocates and 

apportions its deductible items to gross income at
trihutable to DPGR under the section 861 method of 
§ 1.199-4( d) In this case, Y's distri buti ve share of 

PRS's section 162 selling expenses (including W-2 
wages), as well as those selling expenses from y's 
non-PRS activities, are definitely related to all of its 

gross income. Based on the facts and circumstances 
of this specific case, apportionment of those expenses 
between DPGR and non-DPGR on the basis of y's 

gross receipts is appropriate. Y elects to apportion 
its distributive share of interest expense under the tax 

DPGR ($1.500 from PRS and $1.500 from 

non-PRS activities) .. . .. 

CGS allocable to DPGR ($810 from PRS and $900 from 

non-PRS activities) (includes $120 of W··2 wages) ... 

Section 162 selling expenses (includes $180 of W-2 wages) 

($1.140 ($600 frum PRS and $540 from non-PRS 

activities) x ($1.500 PRS DPGR + $1,500 non-PRS 

DPGR)/($3,000 PRS total gross receipts + S4,500 

non-PRS total gross receipts» ............ . 

Interest expense (not included in CGS) 

(S240 ($150 from PRS and $90 from non-PRS 

activities) x $10,000 (Y's non-PRS DPGR assets 

($8,000) and y's share of PRS DPGR assets 

($2,000»/$12,500 (Y' s non-PRS assets ($10.000) and 

y's share of PRS assets ($2,500»)) .. . 

Y's QPAI .................................... . 

(iv) PRS W-2 wagl's a/loClited 10 X and Y UIl

der section 199(d)( J )(A)(iii). Solely for purposes of 

calculating the PRS W-2 wages that are allocated to 

them under section 199(d)( 1 )(Al( iii) for purposes of 
the wage limitation of section 199(b), X and Y must 

separately determine QPAI taking into account only 

of this specific case, apportionment of those expenses 
between DPGR and non-DPGR on the basis 01 PRS', 

gross receipts is appropriate. X elects to apportion 

its distributive share of interest expense under the tax 

book value method of ~l.R6J-<}T(g). X', QPAJ lor 

2006 is $366. as shown below: 

$1.50{) 

(SSIO) 

($3()0) 

($24) 

$366 

Y has no other assets. Y has the following Federal 
income tax items relating to its non-PRS activities: 

$600 

$URO 

$540 

$90 

book value method of §1.861-9T(g). Y has $1.290 
of gross income attnbutable to DPGR ($3,000 DPGR 
($1,500 from PRS and $1.500 from non-PRS activi
ties) - $1.710 CGS ($810 from PRS and $<}()O from 
non-PRS activities)}. Y's QPAI for 2006 is $642, as 

shown below: 

$3.000 

($1.7 10) 

($456) 

($192) 

$642 

the items of PRS allocated to them. X and Y mu't usc 
the same methods of allocation and apportionment 

that they use to determine theIr QPAI in paragraph, 
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Illi)IAI Jnd IB) of this E\"III['/e 1. re'pectlll''' Ac
curdingl y. X Olllli Y IllU,t JppurtllJIl deduClible seL'lion 

Ih2 seiling expenses lhal include \\"-2 \I age e\pelhL' 

on the hJ", of gross recl'lph. and mu,l appllrtion in-

llPCiR 

('CiS allelc"lhle tel DP(jR 

tcrest npelbe .IL·cllrdlng tll thl' la, hOLl\.. 'Jlue ml'thlld 
(\1 ~ 1~61-l)Tlg) 

I A I QPAI"f :-- and Y. ,,'lel' fnr Ihls purp'''L', i, 
determined hy JlIllL'allll~ and apportillning each part

ner's ,hare of PRS "pelb<" tll each partner's ,hOlre 

SeLlaHl 162 'c\ling ('\lk:n~L" (inciutilng \\'-2 \\<.Iglo,.) 

IShOO \ IS I jOIllS.'.OllO)) 

Intne\! C\pl'n,e I not inL"ludnl III CGS) 

I ~ l:ill \ 52,lIO() I partner', ,hOlre ,l\ adJI"ted has" 01 

PRS's DPGR assels)/S2.'iOO Ipartner's ,hare Ill' 

adJu",'d ha,,, "f total PRS a"eh)) . 

QPAI. 

I B 1 )C, and Y's shares Ilf PRS' s W -2 wages de
tcrtlllned under scclion Il)<)(d III )(A Ii iii I fllr purposes 
III thc \lage IIIllJlatlon 01 section I <)<)(bl are $10. the 
lesser of $2'iO (partner's allocahle ,hare of PRS\ 
W-2 wagcs ($1011 induded In total CGS, and $150 
included ,n ,elling expenses) and ~lfJ 12 \ ($270 \ 
.0.')). 

I I) Seeri,," 144 detiueri,," dererlninarioll. I A) X's 
tentatile section 199 deduction is $11 (.03 x $366 
Ilhal is. C,.lPAI Jetcrmllled at partner le\elll subject to 
Ihe \Iagc itlllitation of $K (50'lc x $161. Accordingly, 
X" section 199 deduction tor 200fJ is SK. 

I B) Y's IcntJtivc section I L)<) deduction is $1') (.03 

\ $fJ.+2(that is. QPAI determined at the partner level) 

from PRS and $250 from non-PRS acti\illes)) Ac
cordingly, Y's section 199 deduction for 2006 is 5 I 9. 

Elilml'Ie 2. Secrioll 861 method \\'it" R&E n
I'<'nse. (i) Partnership itelJJs of Income, Raill, loss, 
deductioll or eredir. X and y, unrelated United States 
corporations each of which is engaged in a trade 
or bu,ines,. are partners in PRS. a partnership that 
engages in production activities that generate hoth 
DPGR and non-DPGR. Neither X nor Y is a member 
of an affiliated group. X and Y share all items of in
come, gain, loss. deduction, and credit 5Wk each. All 
of PRS's domestic production activities that generate 
DPGR arc within Standard Industrial Classification 
(SIC) Industry Group AAA (SIC AAA). All of PRS's 

subled to the wage limitation I)f $Ll3 ISWIr x ($16 production activities that generate non-DPGR are 
within SIC Industry Group BBB (SIC BBB) PRS 

DPGR (all from sales of products wilhin SIC AAA) 

Non-DPGR (all from sales 01 products within SIC BBB). 

CGS (includes $200 of W-2 wages) . 

Section IfJ~ selling expenses (,ncludes S 100 of W-1 wages). 

Section 17.+ R&E-SIC AAA 

Section 17.+ R&E-SIC RRR. 

(ii 1 AI/owrioll or f'RS's itell" or incolllc. gaill, 

iO.II. dedllclioll. I!/ (Iedil. X and Y eJch rccciI'C 

Gross income altrihutable to DPGR 

the following distributive share of PRS's items of tn-

($15()() (IWGR) - S60() (CGS. includes 

$SO of W-2 wagcsil 
Gross Income alll'ihulahle tll n()n-DPGR 

(} \.5IH) (other gross receipts) - $60() (CGS. 

includes S50 of W -2 wagcs) I 

Scclilln 162 sl'iling "'penses (incluues $SO of W-2 wagesl 
Sectllm 17-1 R&E-SIC AAA 

Sectllm 17-1 R&E-SIC BBR. 

Ilill [)(r..,."I"lalion .'1 (}F·\{. 1,-\1.\".1 IJFII. Be
\,:,IU"l' thl' .... I..:o .. :11111l jl)l) dl'Judit)11 \\ uL'tcrmint:'J at the 

I',lrtnc'r Ind. X dClel'llllne, ils C,.lP.-\1 hI aggregat
In~.II) [hl' L'\lL'nlIlL'L'(,\"',lr~. It>- di .... tnhuti\(' "hare .... 01 

I'KS, ['edc'r,il IIlc'UIllC lax 11L'1ll' \\)th all "thcr such 
11l'l11 .... Irlllll ~lil lither. lldll·PRS-rt.'Lltc-d .. lctl\Jtie:-., For 

~(l(lh .. \ dl)l''- [hit 11,\\\'" ,ln~ dlher ,uch 1~1\ ltC-ill'-.. X'~ 

,'ntv ~r,'" rec'clpls 1<11' 20()h ar~ Ih,'s~ attrlhutahle ILl 

thl..' ~11l{lL,ltl{ln pt ~nh" lnLI..)Il1t' from PRS. A ..... sl:J.ted. 

,ill ,,1 PRS', dnmestll' PWduc'lIl1n actl \Itles that gen-
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crall' DPGR arc \\ ithin SIC AAA. X allocates and 
~Ipp(lrtions ils deJucllhle ilems III gf()SS income at
trihutahk III DPGR ll"Lin the section 861 method of 
~l.ll)l)-+ldl In this case. the seclion IfJ2 selling ex
pense, I including W-2 \\ages) are definitely related 
to all of PRS\ gross income. Based on the facts and 
circumstances of this specifiC case. apportionment of 
those expenses between DPGR and non-DPGR on 
the basis of PRS's gross receipts IS appropriate. For 
purposes of apportioning R&E. X elects to use the 

,'f PRS gre'" InCllme nf $o<)() allributable to DPGR 
(S!.:iO(l DPGR - SSIO eGS, appnrtioned based on 

gro" receipt, 1 Thus. Qr.-\I elf X and Y solely for 
this purr,"e i, S270 .• 1, shim n bduw: 

$ljOO 

($~\O) 

($I~()) 

$~70 

is nflt able to specifically identify CGS allocable tll 
DPGR and lO non-DPGR and, therefore. apportions 
CGS to DPGR ano non-DPGR based on its grll>S 
receipts. PRS incurs $<)()O of research and experi
mentatIOn expenses (R&EI that are deductihle under 
sectIon 17'+, $300 of which are performed with re
spect to SIC AAA and $600 of which are performed 
with respect to SIC BBB. :--.Jone of the R&E is legally 
mandated R&E as described in ~1.861-17(a)(4) and 
none is induded in CGS. PRS incurs section 16~ 

selling expen,es (that include W-2 wage expense) 
that are not includible in CGS and are definitely 
related to all of PRS's gross income. For 2006. PRS 
has the following Federal income tax items: 

$3.000 

$3.000 

$2,400 

$840 

$300 

$fJOO 

come, gain, loss_ deduction. or credit, as determined 
under the princi pies of ~ 1.70'+-1 (b)( 1)( vi i): 

$900 

$900 

$420 

$ISO 

5300 

sales method as described in * 1.861-17(c). Because 
X has no direct sales of products, and because all 
of PRS's SIC AAA sales attributable to X's share 
of PRS's gross income generate DPGR. all of X's 
share of PRS', section 174 R&E attributable to SIC 
AAA is taken IIlto account for purposes of determin
ing X'S QPAI. Thus. X', total QPAI for 2006 is $540, 
as show n below: 



DPGR (all from sales of products within SIC AAA) .... . 

CGS (includes $50 of W-2 wages) . . ........... . 

Section 162 selling expenses (including W-2 wages) 

($420 x ($1.500 DPGRI$3,OOO total gross receipts» 

Section 174 R&E-SIC AAA ... 

X'S QPAI .......... . 

(B) Y's QPAI. (1) For 2006, in addition to the ac

tivities of PRS, Y engages in domestic production 

activities that generate both DPGR and non-DPGR. 

With respect to those non-PRS activities, Y is not able 

to specifically identify CGS allocable to DPGR and 

to non-DPGR. In this case, because CGS is definitely 

related under the facts and circumstances to all of y's 

non-PRS gross receipts, apportionment of CGS be

tween DPGR and non-DPGR based on y's non-PRS 

DPGR (from sales of products within SIC AAA) .... . 

DPGR (from sales of products within SIC BBB) .... . 

Non-DPGR (from sales of products within SIC BBB) 

CGS (allocated to DPGR within SIC AAA) 

(includes $56 ofW-2 wages) ........ . 

CGS (allocated to DPGR within SIC BBB) 

(includes $56 of W-2 wages) ........ . 

CGS (allocated to non-DPGR within SIC BBB) 

(includes $113 ofW-2 wages) .............................. . 

Section 162 selling expenses (includes $30 of W-2 wages) ........... . 

Section 174 R&E-SIC AAA . . . . ........ . 

Section 174 R&E-SIC BBB ....... . 

(2) Because Y has DPGR as a result of activi

ties outside PRS, Y must aggregate its distributive 

share of PRS's Federal income tax items with such 
items from all its other, non-PRS-related activities. 

Y allocates and apportions its deductible items to 

gross income attributable to DPGR under the section 
861 method of § 1.199-4(d). In this case, the section 

162 selling expenses (including W-2 wages) are 

definitely related to all of Y' s gross income. Based 
on the facts and circumstances of the specific case, 

apportionment of stich expenses between DPGR 

and non-DPGR on the basis of y's grm,s receipts 

is appropriate. for purposes of apportioning R&E, 
Y elects to use the sales method as described in 

§\.861-17(c). 
(3) With respect to sales that generate DPGR, Y 

has gross income of $2,400 ($4,500 DPGR ($1,500 

from PRS and $3,000 from non-PRS activities) -

$2, I 00 CGS ($600 from sales of products by PRS 
and $1,500 from non-PRS activities)). Because all 

DPGR ($4,500 DPGR ($1,500 from PRS and $3,000 

from non-PRS activities») .............. . 

CGS ($600 from sales of products by PRS and $1.500 

from non-PRS activities) .................... . 

Section 162 selling expenses (including W-2 wages) 

($420 from PRS + $540 from non-PRS activities) x 

($4,500 DPGR/$9,000 total gross receipts). 

Section 174 R&E-SIC AAA ($150 from PRS and $300 

from non-PRS activities) ................ . 

Section 174 R&E-SIC BBB ($300 from PRS + $450 

from non-PRS activities) x ($1.500 DPGRI$6,000 

total gross receipts allocated to SIC BBB ($ 1.500 

from PRS and $4,500 from non-PRS activities» . 

y's QPAI .............. . 

(iv) PRS W-2 wages alloUl/ed 10 X GIld Y ullder 

sec/ion 199(d)( 1 )(A)(iii). Solely for purposes of cal

culating the PRS W-2 wages that are allocated to X 
and Y under section 199(d)( 1)( A }(iii) for purposes of 

the wage limitation of section 199(b), X and Y must 

separately determine QPAI taking into account only 

the items of PRS allocated to them. X and Y must 

use the same methods of allocation and apportion

ment that they use to dctermine their QPAI in para

graphs (iii)(A) and (B) of this Example 2, respec-

tively. Accordingly, X and Y must apportion sec

tion 162 selling expenses that include W-2 wage ex

pense on the basis of gross receipts, and apportion 

section 174 R&E expense under the sales method as 

described in §1.861-17(c). 
(A) QPAI of X and Y. solely fur this purpose, i, 

determined by allocating and apportionIng each palt

ner's share of PRS expenses to each partner's share 

of PRS gross income of $900 attributable to DPGR 

($1..500 DPGR - $600CGS, allocated based on PRS's 

$1,500 

($600) 

($210) 

($150) 

$S .. W 

gross receipts is appropriate. For 2006, Y has the fol

lowing non-PRS Federal Income tax items: 

$1.500 

$I,SOO 

$3.000 

$750 

$750 

$1,500 

$540 

$300 

$450 

of the sales in SIC AAA generate DPGR, all of y's 

share of PRS's section 174 R&E attributable to SIC 

AAA and the section 174 R&E attrihutahle tn SIC 

AAA that Y incurs in its non-PRS activities are taken 
into account for purposes of determining y's QPAI. 

Because only a portion of the sales within SIC BBB 
generate DPGR, only a portion of the section 174 

R&E attributable to SIC BBB is taken into account 
in determining y's QPAI. Thus, y's QPAI for 20()6 

is $1,282, as shown below: 

$4,500 

($2,100) 

($480) 

($450) 

($188) 

$1.282 

gross receipts). Because all of PRS's SIC AAA sales 
generate DPGR, all of X's and y's shares of PRS's 

section 174 R&E attributable to SIC AAA is taken 

into account for purposes of determining X's and y's 

QPAI. None of PRS's section 174 R&E attributable 

to SIC BBB is taken into accollnt hecause PRS has 

no DPGR within SIC BBB. Thus. X and Y each has 

QPAI. solely for this purpose. of $S40. as shown be
low: 
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DPGR lalll'rom "lie, l,tpre,Jucb IlIthln SIC AAA) 

CGS I includes S~lIl'f \\'-2 II ai!es 1 ' 

SI,.'c{HHl Ih2 .... clltng I..'\pcn".:" (I11l'iuLiing \\'-2 \\a~(',,) 

I",DI \ Sl.)llIlhJ.lllllll 

Sec·tlon 17-1 R,\:(C,SIC .-\.-\A 

VI'A!. 

IHI X\ ,Illd )"s shares of PRS's \\'-2 \I age, de

lenni ned under SCCill 'n 1991 J III )( A 11 Iii) lor jlllqll"cs 

uf thl' \\cISi.' lilllitali~)n Pi" \l'((iull IlJl)~b) arc ~_i~. lhl' 

Ie"er 01 SL'iI) Ip,lrlner', allocahle ,hare l,f PRS's 

\\' - 2 \I ,Ige' (S I (II) Inc luded In CGS. and S~O InduJed 

III 'eliing npenses)) and $,'2 12 \ IS:;.)() \ ,OJ)\. 

I II .),·,III1/J Ivy "",II/( 11011 ",'/crl/l/II£I/I/I/J, IA) X\ 
1,'111;1111 L' 'L'L'IHlIl 199 decluL'linn is 51 () 1.113 \ S:i.)O 

IVPAI LktermlnL'd al partner Ielel)) sublL'Li tl1 Ihe 

\\,Ig,' Ilmll;lllon e,1 SI6 150 r ; \ 5,'21 AL·cordingly. 

X's ,eLi Ion IlJlJ LklluL'tlon I'm ::'OOh is 51h, 

I B 1\", tentatil e section 199 dL'duL'llon IS $"X (.(Ll 

\ S 1.2S2 I VPAI dclLrmll1ed al partner leI d) ,uhJeet 
tplhc \I age Irmitation of 51').t l'i()'( \ S2S7 I $32 from 

PRS + 52:;'i from non-PRS ,IL'til Ilie,)). Accordingly, 
)"s sc'clilln I'll) deduclion t'll 2111)0 is :j,3K 

bllllll,I,' 3, I'''r//J('/'\·ltil' 'I';IIt sl'l'l'illl "llol'£lIiolls. 

I, i I III gella,,1 X and Yare unrelaled corporate part

nc'r, in PRS and each I, eng;lgeJ 111 a trade or busi

nl'". PRS i, a partnershIp that engage, in a domestic 

production ac,til ity ami other actil'itie" In general. 

X and Y ,h,lI'<: all partnership Ilems of income. gain. 
In", deducllon, and credit cqually, ncept that RW!c 
of Ihc II agc npcn,c of PRS and 20Cir of PRS's other 
e\penses arc spccially allocaled to X (suhstantial eco

nomic died under section 70.tIQ) is presumed), In 

Ihe 2000 taxahle year. PRS's ()nly \\'age expen,e is 

$2.(l()O for marketing. which is not included in CGS. 

PRS h;h "X,OOO of gro" receipts (56.000 of which 
I' DPGRl. $4,000 of (,GS (~.1.51111 of which is al

lo,'able to DPGRI. and $J.O()() of deductions (com

pl'ised of ::'2.0(l() nf wages for marketing and $I.()()() 

of other expense,\. X qualifie, for and u,c, the ,im

plified deductillil lllclhllJ under * I, I L)9--4(c). Y does 
nol ,\1"1111', III use' Ihat method and, Iherefore, IllU,t 
u,e tlw ,,'cti(ln X() I methnd under * I I l)L)--+(dl. In the 

201l61axabk year. X ha, gl'llss recclpl, attrihutahle 10 

nlln-p:lrtner,hq) Irade or husiness acul'ilies ()f $1.01111 

and II ages of S201l, None of X', non-PRS gro" re
ceipts i, DPGR. 

(Ii) ,'\///!( ((1/(nI ({l1d 111'1)01"/10/1111('111 (~f C(},\{,\, L'n

der Ihc p,lrtner,h'l) agreemc'nl, X', distrihutlle share 

('t the Ilellh oj PkS Is $ 1.2511 of gro" income 

altnhulahle 10 DPGR 1~,'.l)()O DPUR $1.751l al

locahk CC;S I. )7:;0 (If gro" Income :lItnhutable 
III lloll-IWGk I') I.OOIl nOIl-DPUk S25() alloea
hk ('(,S\. alld SI.X()II of dedlll·tion, (eompri,ed ()f 
X', 'pcc,," allllcalion, of S I.hOO of \1 agl' e\pen,e 
1\2.01111 \ ~II' r ) for 111,lrkcling and S20() llf other 

nl'l'I"'" I~LIH)O \ 211', II. lIndcr the ,implilied 
lkdu,'llelll ml'lhod. X al'poillollS S I ,2()O llf othel 
dcducllll'" III DP(,R \S2.IIIJi) ISI.XIIII flOl11 Ihc pail-
11L'1,11Ip .1Ild\::'Il() fmm non-p.lriller,hlp aClilitie,) \ 
''''.1 Ii Ii I DP(; Ri\:iJIIII) loul grllss rL·c·ciptsll. AlTord
IllgII, \ 's QP,\I Is \:iO 1",.11(11) DPGR - S U'ill CGS 
- \1.2{Hl l)j dcduL'[lllll"'l. Hp\\C\t..'L in J~(t..'rmining 

lil,' ,,'CII,1I1 I L1<)ld II I Ii-'llillil lIagc lill1llJlllHL QPAI 
I' 1..'(1!llj'Llk'd I.Ikln~ Il1h) al'\.:nunt nnl~ rh(' itt..'m~ of 

PRS .lilek·.II,'d le1 X fe1r Ih" 1.l\.lhk )car of PRS 
TIll". X .Ippelril"n, "I ,,;~\l "I' dcduction, to DPGR 
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(S I.S()() x (S3.000 DPGRJ$.t.ooo total gross r~eeipts 

frulI1 PRS)). Accordingly. X'S QPAI for purposes 
of Ihe seclion I 9L)(d)( I )(A l(iii) wage limitation is 

SO ($3,000 DPGR - $ 1.750 CGS - $ U50 of deduc

tions). X's share of PRS's W-2 wages is $0. the 

lesser Df SI.600 (X's SOC" allocahle share of $2.0()() 

of II age expeme for marketing) and $0 (2 x ($0 QPAI 

.\ .(U)). X's tentative deduction is $2 ($50 QPAI x 

.()3 L suhject to the ,ection 199(11)( I ) wage limitation 

of$IOO(5Wk x $200 ($0 ofPRS-reiated W-2 wages 
+ $200 of non-PRS W-2 wage,)). Accordingly. X's 

section 199 deduction for the 2006 taxable year is $2, 

Example -1. Parlnersh/p II'/Iil 110 W-2 ,,·ages. (i) 

Facls. A. an individual. and B, an individual. are 

partllers 111 PRS. PRS is a partnership that engages 

in manufacturing activities that generate both DPGR 

and non-DPGR, A and B share all items of income. 

gain. loss. deduction, and credit equally. In the 2006 

taxable year, PRS has total gross receipts of $2.000 
(~I.OOO of which is DPGR), CGS of $,)00 and deduc

tions of $800. PRS has no W-2 wages. A and Beach 

use the small business simplified overall method un

dcr * 1.199--41 n. A has trade or business actIvities 
outside of PRS. With respect to those activities, A 

has total gross receipts of $ 1.000 ($500 of which is 

DPGRI. CGS of $.:1.00 (including $50 of W-2 wages) 
and deductions uf $200 for the 2006 taxable year. B 

has no trade or business activities outside of PRS and 

pays $0 of W-2 wage, directly for Ihe ~006 taxable 

year. A's distributive share of the items of the part

nership is $500 DPGR. $500 non-DPGR, $200 CGS. 
and $.)()() of deductions. 

(ii)SeClion19'i(d)(1}(A)(lii) Hagel/III/Ilirion. A's 

CGS and deductions apportioned to DPGR from PRS 

equal $)O() (I $200 CGS + $.tOO of other deductions) 

.\ (5500 DPGR/$ I ,000 total gross receipts )). Accord
ingly, for puqmses of Ihe wage limitation of section 
1L)L)(dl( II(A)(iii), A's QPAI is $200 ($500 DPGR -

$300 CGS and olher deductions) A', share of part

nc\'\hip W-2 wages after application of the section 
1l)l)(dH II(A)( Iii) limitation is $0. the lesser of $0 (A', 
511'; allocable ,hare of PRS', $0 of W-2 wages) or 
S 12(2 x ($20il QPAI x (3)). B's share ofPRS's W-2 

\\,:.lge~ Jl"o IS $0. 

(IIi) S<'('//lil/ 199 dcdl/CI/on COlI/pl/fIllion. A's to

tal CGS and deductions apportioned to DPGR equal 
ShOO 1(5200 PRS CUS + S')()() outside trade or busl

ne" CGS + $.t1l0 PRS deductions + $200 outside 
Ir,lde or husine" deductions) x ($I.()OO lotal DPGR 
IS:;O() ffllm PRS + $500 from outsIde trade or busi
ne" )/$2,()()O total gflhS recei pts I $1.000 from PRS + 

S 1.1I0() frnm outside trade or business)). Accordingly, 
A's QPAI is $,)00 ($1.000 DPGR - $600 CGS and de
duclions) As tentati\e deduction is $12 ($.:1.00 QPAI 
,ILl I. subject to the section I 99(b)( I) wage limita

tion of 525 (SOCk x $50 tUlal W -2 wages). A's section 
lylJ deducllon for the 2006 taxahle year is $12, B's 
lotal section 199 deduction for the 2006 taxable year 

" SO because B has no W-2 wages for the 2006 tax
.i1:lie year. 

SI.5(X) 

( $60()) 

($2 Ill) 

1$151)) 

$5.t0 

FWII/I'I<,5. CWIr<IIIII','d 1'11.1'11/,'111. (i) fi/cIs. Thl' 

facts arc thc same as E,I'lIIIlI,11' .J e\l'cpt that in 200(r 

PRS also makes a guaranteed payment of $200 to A 

for services, and PRS pays $200 of W-2 wages to 
PRS employees, which IS includcd II illrin the $.)(~) 

of CGS. See seclion 707(c). This guaranteed pay

ment IS taxable to A as ordinary income and is prop
erly deducted by PRS under section I h2. PUf>Uanl 

to O. 199-3(1'1. A may not Ireat an, part of thiS pa)

ment as DPGR. Accordingly. PRS has tolal gross re
ceipts of $2,0()() ($ U)OO of which is DPGR), CGS 
of $.tO() (including $20() of W-2 wages) and deduc

tions of $1.000 (including the $200 guaranteed pay
ment) for the 2006 taxable year. A's distributil'e ,hare 

of the items of the partnership is $500 DPGR. $50tl 

non-DPGR. $200 CGS. and $500 of deductIons. 

(ii) Seclion J99(d)( 1 NA)(I/i) wage limillllion. As 

CGS and deductions apportioned to DPGR from 
PRS equal $350 (($200 CGS + $500 of other deduc

tions) x ($500 DPGRJ$1.000 total gross receipls)). 

Accordingly, for purposes of the wage limitation of 

section 199(d)(I)(A)(iii), A's QPAI is $150 ($500 

DPGR - 5350 CGS and other deductions) A's share 
of partnership W -2 wages after application of Ihe 

section I 99(d)( I)(A)(iii) limitation is $9. the lesser 
of $100 (A's 50% allocable share of PRS's $200 of 
W-2 wages) or $9 (2 x ($150 QPAI x .(3)). B's share 

of PRS's W-'2 wages after application of seclion 

199(d)(I)(A)(iii) also i, $9. 

(iii) A's secrivlI 199 deductiol/ COIII/JilllIriol/. As 
total CGS and deductions apportioned to DPGR equal 

$591 «$200 PRS CGS + $.tOO outside trade or busi

ness CGS + $500 PRS deductions + $200 outside 

trade or business deductions) x ($1.000 total DPOR 
($500 from PRS + $500 from outside trade or busi
ness)/$2,200 total gross receipts ($1,000 from PRS 
+ $200 guaranteed payment + $ I ,000 from outside 

trade or business)). Accordingly. As QPAI is $409 
($1.000 DPGR - $59 I CGS and other deductions). 
As tentative deduction is $12 ($409 QPAI x .(3). sub
ject to the section I 99(b)( I} wage limitation of $30 
(50% x $59 1$9 PRS W-2 wages + $50 W-2 wages 
from A's trade or busine" activities outside of PRS)I. 
A', section 199 deduction for the 2006 taxable year 

is $12. 
(iv) S's seCTion 199 delillctilJ!l (()mpuw/ioll. B's 

QPAI is $150 ($500 DPGR - $350 CGS and other de
ductions). B's lentative deduction is $5 ($150 QPAI 
x .03 I, subject to the section 199(b)(I) wage limita

tion of $5 (50't x $9). Assuming that B engages in 
no other activities generating DPGR. B's section 199 
deduction for the 2006 taxable year is $5. 

(c) 5 corporations-( I) In gen
eral-(i) Determination at shareholder 
level, The section 199 deduction with 
respect to the qualified production activ
ities of an S corporation is determined at 
the shareholder level. As a result. each 
shareholder must compute its deduction 



separately. The section 199 deduction will 

have no effect on the basis of a share
holder's stock in an S corporation. Ex

cept as provided by publication pursuant 
to paragraph (c)( I )(ii) of this section, 

for purposes of this section, each share
holder is allocated, in accordance with 
section 1366, its pro rata share of S corpo
ration items (including items of income, 
gain, loss, and deduction), CGS allocated 
to such items of income, and gross re
ceipts included in such items of income, 
even if thc shareholder's share of CGS 
and other deductions and losses exceeds 
DPGR, and regardless of the amount of 
the shareholder's share of the W-2 wages 
of the S corporation for the taxable year. 
Except as provided by publication under 
paragraph (c)( I )(ii) of this section, to de

termine its section 199 deduction for the 
taxable year, the shareholder aggregates 

its pro rata share of such items, to the ex
tent they are not otherwise disallowed by 
the Code, with those items it incurs out
side the S corporation (whether directly 
or indirectly) for purposes of allocating 
and apportioning deductions to DPGR and 
computing its QPAI. 

(ii) Determination at entity level. 
The Secretary may, by publication 
in the Internal Revenue Bulletin (see 
§601.601(d)(2)(ii)(b) of this chapter), per

mit an S corporation to calculate a share
holder's share of QPAI at the entity level, 

instead of allocating, in accordance with 
section 1366, the shareholder's pro raW 

share of S corporation items (including 
items of income, gain, loss, and deduc
tion). If an S corporation does calculate 
QPAI at the entity level-

(A) Each shareholder is allocated its 
share of QPAI and W -2 wages, which 

(subject to the limitations under para
graph (c )(2) of this section and section 
199(d)(l)(A)(iii). respectively) are com
bined with the shareholder's QPAI and 
W-2 wages from other sources; 

(B) For purposes of computing QPAI 
under §§ 1.199-1 through 1.199-9, a share

holder does not take into account the items 
from such an S corporation (for example, 
a shareholder does not take into account 
items from such an S corporation in deter
mining whether a threshold or de minimis 
rule applies or when the shareholder allo
cates and apportions deductions in calcu
lating its QPAI from other sources); 

(C) A shareholder generally does not 
recompute its share of QPAI from the 

S corporation using another method: how
ever, the shareholder might have to adjust 
its share of QPAI from the S corporation 
to take into account certain disallowed 
losses or deductions, or the allowance of 
suspended losses or deductions: and 

(0) A shareholder's share ofQPAI from 
an S corporation may be less than zero. 

(2) Disallowed losses or deduc

tions. Except as provided by publica
tion in the Internal Revenue Bulletin (see 
~60 1.60 1 (d)(2)(ii)(b) of this chapter), 
losses or deductions of the S corpora
tion that otherwise would be taken into 
account in computing the shareholder's 
section 199 deduction for a taxable year 
are taken into account in that year only if 
and to the extent the shareholder's pro rata 

share of the losses or deductions from all 
of the S corporation's activities is not dis
allowed by section 465, 469, or 1366(d), 
or any other provision of the Code. If 
only a portion of the shareholder's share 
of the losses or deductions is allowed for 
a taxable year, a proportionate share of 
those allowable losses or deductions that 
are allocated to the S corporation's quali
fied production activities, determined in a 
manner consistent with sections 465, 469, 
and 1366(d), and any other applicable pro
vision of the Code, is taken into account 
in computing the QPAI and the wage lim
itation of section 199(d)( 1)( A)(iii) for that 
taxable year. To the extent that any of 
the disallowed losses or deductions are 
allowed in a later taxable year, the share
holder takes into account a proportionate 
share of those losses or deductions in com
puting its QPAI for that later taxable year. 
Losses or deductions of the S corporation 

that are disallowed for taxable years be
ginning on or before December 31, 2004, 
are not taken into account in a later taxable 
year for purposes of computing the share
holder's QPAI or the wage limitation of 
section 199( d)( 1 )(A)(iii) for that taxable 
year, regardless of whether the losses or 
deductions are allowed for other purposes. 

(3) Shareholder's share of W-2 wages. 
Under section 199(d)(1 )(A)(iii), an 

S corporation shareholder's share of 
the W-2 wages of the S corporation 
for purposes of determining the share
holder's section 199(b) limitation is the 

lesser of the shareholder's allocable share 

tion 19Y(d)( I )(A)(iii). or 2 time, 3 per

cent of the QPAI computed by taking into 
account only the item, of the S corporation 
allocated to the shareholder for the taxable 
year of the S corporation. Except a, pro
vided by publication in the Internal Re\'
enue Bulletin (see *601.601(d)(2)(iilliJ) of 
this chapter), this QPAI calculation is per
formed by the shareholder u,ing the same 
cost allocation method that the shareholder 
uses in calculating the shareholder's sec
tion 1 YY deduction. The S corporation 
must allocate W-2 wages (prior to the 
application of the wage limitation) among 
the shareholders in the same manner as 
wage ex pense. The shareholder must add 
the shareholder's share of W -2 wages 
from the S corporation, as limited by sec
tion 199(d)( 1 )(A)(iii), to the shareholder's 
W-2 wages from other sources, if any. If 
QPAI, computed by taking into account 
only the items of the S corporation allo
cated to the shareholder for the taxable 
year (as required by the wage limitation 
of section 199(d)( 1 )(A)(iii», is not greater 
than zero, then the shareholder may not 
take into account any W-2 wages of the 
S corporation in applying the wage lim
itation of * 1.199-2 (but the shareholder 
will. nevertheless, aggregate its distribu
tive share of S corporation items including 
wage expense with those items not from 
the S corporation in computing its QPAI 
when determining its section 19Y deduc
tion). See * 1.199-2 for the computation 
of W-2 wages. and paragraph (g) of this 
section for rules regarding pass-thru enti
ties in a tiered structure. 

(4) Transition percentage ruleff)/' W-2 
wages. With regard to S corporations. for 
purposes of section 199(d)(l )(A)(iii){II) 
the transition percentages determined un
der section 199(a)(2) shall be determined 
by reference to the S corporation' ~ taxable 
year. Thus, if an S corporation share
holder uses a calendar year taxable year. 
and owns stock in an S corporation that 
has a taxable year ending on April 30, 
the shareholder's section 199(d)( I )(A)(iii) 
wage limitation for the S corporation's 
taxable year beginning on May I, 2006. 
would be calculated using 3 percent, e\en 
though the shareholder includes the share
holder's pro /'(/f(J share of S corporation 

items from that taxable year on the share
holder's 2007 Federal income tax return. 

(e!) Gmllfo/' trusts. To the extent that 

of those wages (without regard to sec- the grantor or another person is treated as 
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owning all or part (the owned portion) of a 
trust under ,ecrion, 671 through 671), such 
person (owner) computes its OPAl with re
spect to the owned portion of the trust as 
if that OPAl had been generated by acti\i
ties performed directly by the owner. Sim
ilarly. for purposes of the section 191)(b) 
wage limitation, the owner of the trust 
takes into account the owner's share of the 
W-2 wages of the trust that are attribut
able to the owned portion of the trust. The 
section 11)1)(d)(I)(A )(iii) wage limitation 
is not applicable to the owned portion of 
the trust. The provisions of paragraph (e) 
of this section do not apply to the owned 
portion of a trust. 

(e) NOIl-gralltor trusts lIlld estates-( I) 

Allocatioll ot costs. The trust or estate 
calculates each beneficiary's share (as 
well as the trust's or estate's own share, 
if any) of OPAl and W-2 wages from the 
trust or estate at the trust or estate level. 
The beneficiary of a trust or estate is not 
permitted to use another cost allocation 
method to recompute its share of OPAl 
from the trust or estate or to reallocate 
the costs of the trust or estate. Except as 
provided in paragraph (d) of this section, 
the QPAI of a trust or estate must he com
puted by allocating expenses described 
in section 199(d)(5) in one of two ways, 
depending on the classification of those 
expenses under § 1.652(b )-3. Specifically, 
directly attributable expenses within the 
meaning of ~ 1.652(b )-3 are allocated pur
suant to § 1.6S2(b)-3, and expenses not 
directly attributable within the meaning of 
~ 1.652(b )-3 (other expenses) are allocated 
under the simplified deduction method of 
~ 1.199-4( e) (un less the trust or estate does 
not qualify to use the simplified deduc
tion method. in which case it must use 
the section 861 method of ~1.l99-4(d) 
with respect to such other expenses). For 
this purpose, depletion and depreciation 
deductions described in section 642(e) and 
amortization deductions described in sec
tion 642(0 are treated as other expenses 
descnhed in section 199(d)(5). Also for 
this purpose. the trust's or estate's share of 
lHher expenses from a lower-tier pass-thru 
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entity is not directly attributable to any 
class of income (whether or not those 
other expenses are directly attributable to 
the aggregate pass-thru gross income as a 
class for purposes other than section 199). 
A trust or estate may not use the small 
business simplified overall method for 
computing its OPAl. Scc ~ 1.199-4(f)(5). 

(2) Allocatioll among trust or estate and 
beneficiaries-til In general. The QPAI 
of a trust or estate (which will be less 
than zero if the CGS and deductions allo
cated and apportioned to OPGR exceed the 
trust's or estate's OPGR) and W-2 wages 
of the trust or estate are allocated to each 
beneficiary and to the trust or estate based 
on the relative proportion of the trust's or 
estate's distributable net income (ONI), as 
defined by section 643(a), for the taxable 
year that is distributed or required to be 
distributed to the beneficiary or is retained 
by the trust or estate. To the extent that 
the trust or estate has no ONI for the tax
able year, any OPAl and W-2 wages are 
allocated entirely to the trust or estate. A 
trust or estate is allowed the section 199 
deduction in computing its taxable income 
to the extent that OPAl and W-2 wages 
arc allocated to the trust or estate. A ben
eficiary of a trust or estate is allowed the 
section 199 deduction in computing its tax
able income based on its share of QPAI and 
W-2 wages from the trust or estate, which 
(subject to the wage limitation as described 
in paragraph (e)(3) of this section) are ag
gregated with the beneficiary's QPAI and 
W-2 wages from other sources. 

(ii) Treatment of items from a trust or 
estate reporting qualified production ac
til'ities income. When, pursuant to this 
paragraph (e), a taxpayer must combine 
QPAI and W-2 wages from a trust or es
tate with the taxpayer's total QPAI and 
W-2 wages from other sources, the tax
paycr, when applying §§ 1.199-1 through 
1.199-9 to determine the taxpayer's to
tal OPAl and W-2 wages from such other 
sources, does not takc into account the 
items from such trust or estate. Thus, for 
example, a beneficiary of an estate that re
ceives QPAI from the estate does not take 

into accollnt the beneficiary' s distributive 
share of thc estate's gross receipts. gross 
income, or dedul'tions whcn the beneti
ciary determines whether a threshold or tit' 
minimis rule applies or when the bendi
ciary allocates and apportions deductions 
in calculating its OPAl from other sources. 

(3) Beneficiary's share of" W-2 \rages. 
The trust or estate must compute each 
beneficiary'S share of W-2 wages from 
the trust or estate in accordance with sec
tion 199(d)( I HA)(iii), as if the beneficiary 
were a partner in a partnership. The ap
plication of section 199(d)( I )(A)(iii) to 
each trust and estate therefore means that 
if OPAL computed by taking into account 
only the items of the trust or estate allo
cated to the beneficiary for the taxable 
year, is not greater than zero, then the 
beneficiary may not take into account any 
W-2 wages of the trust or estate in ap
plying the wage limitation of * 1.199-2 
(but the beneficiary will, nevertheless, 
aggregate its QPAI from the trust or estate 
with its OPAl from other sources when 
determining the beneficiary's section 199 
deduction). See paragraph (g) of this 
section for rules applicable to pass-thru 
entities in a tiered structure. 

(4) Transitioll percentage rule .fill" 
W-2 wages. With regard to trusts 
and estates, for purposes of section 
199(d)(1 )(A)(iii)(II), the transition per
centages determined under section 
199(a)(2) shall be determined by refer
ence to the taxable year of the trust or 
estate. 

(5) Example. The following example 
illustrates the application of this para
graph (e) and paragraph (g) of this section. 
Assume that the partnership, trust, and 
trust beneficiary all are calendar year tax
payers. 

Example. (i) Comp/ltatioll ol DNllIlld inclusioll 
alld dedllctioll amo/lnts. (A) Tr/lst's dil/riiJwil'f 

share of [,lIrtnership items. Trust. a complex trmt. 
is a partner in PRS. a partnership that engages in 
activities that generate DPGR and non-DPGR. In 
2006. PRS dIstributes $10.000 cash to Trust. Trust's 
distributIve share of PRS items, which are properly 
included in Trust's DN!. is as follows: 



Gross income attributable to DPGR 

($15,000 DPGR - $5,000 CGS 

(including W-2 wages of $1,0(0)) 

Gross income attrihutable to non-DPGR 

($5,000 other gross receipts - SO CGS) .. 

Selling expenses (includes W-2 wages of $2,0(0) . 

Other expenses (includes W-2 wages of $1,0(0) 

(B) Tn/sf's direct actil'ilies. In addition to its cash 

distribution in 2006 from PRS, Trust also directly has 

Dividends. 

Tax-exempt interest ...... . 

the following items which are properly included in 
Trust's DNI: 

Rents from cDlnmercial real property operated by Trust 

as a busi ness .. 

Real estate taxes .......... . 

Trustee commissions ...... . 

State income and personal property taxes 

W -2 wages for rental business 

Other business expenses 

(e) AllocwiOIl oj ded/lctiollS under .91.6521")-3. 
(/) Directly attributable expellses. In computing 

Trust's ONI for the taxable year. the distributive 

share of expenses of PRS are directly attributable 

under * 1.652(b)-3(a) to the distributive share of 

income of PRS. Accordingly, the $5.000 of CGS, 
$3,000 of selling expenses, and $2,000 of other ex

penses are subtracted from the gross receipts from 

PRS ($20,000), resulting in net income from PRS of 

$10,000. With respect to the Trust's direct expenses, 

$1,000 of the trustee commissions, the $1,000 of real 

estate taxes, and the 52.000 of W-2 wages are di

rectly attributable under § 1.652(b )-3(a) to the rental 

income. 
(2) NOll-directly attributable expe/lses. Cnder 

§1.652(b)-3(b), the trustee must allocate a portion 

of the sum of the halance of the trmtee commissions 

(S2.000), state income and personal property taxes 

(S5,000). and the other business expenses ($1,000) to 

the $10,000 of tax-exempt interest. The portion to be 

attributed to tax-exempt interest is $2,222 ($8,000 x 

($10,000 tax-exempt interestl$36,000 gross receipts 

net of direct expenses»), resulting in $7,778 ($\0,000 

- S2,222) of net tax-exempt interest. Pursuant to 

its authority recognized under * 1.652(b)-3{b), the 

trustee allocates the entire <lmount of the remaining 

$5.778 of trustee commissions, st<lte income and 

personal property taxes, and other bus mess expenses 

to the $6,000 of net rental income, resulting in $222 

($6,000 - $5,778) of net rental income. 

(D) Amounts included ill taxable income. For 

2006, Trust has ONI of $28,000 (net dividend in

come of $10,000 + net PRS income of $10,000 + net 

rental income of $222 + net tax-exempt income of 

$7.778). Pursuant to Trust's governing instrument, 

Trustee distributes 50%. or $14.000. of that ONI to 

B, an individual who is a discretionary beneficiary of 

Trust. Assume that there are no separate shares under 

Trust, and no distributions are made to any other hen

eficiary that year. Consequently, with respect to the 

$14,000 distribution B receivcs from Trust, B prop

erly includes in B's gross income $5,000 of income 

from PRS, S III of rents, and $5.000 of dividends. 

and properly excludes from B' s gross income $3,889 

of tax-exempt interest. Trust includes $20,222 in its 

adjusted total income and deducts $10.111 under sec

tion 661 (a) in computing its taxable income 

(Ii) Section 199 "niue/ion. (A) Simplified de

ductioll /IIet/lOd. f'or purposes of computing the 

scction 199 deduction for the taxilble year, assume 

Trust qualifies for the simplified deduction method 

under ~1.199-4(e). The determination of Trust's 

QPAI under the simplified deduction method rc
quires multiple steps to allocate costs. First, the 

Trust's expenses directly attnbutable to OPGR un

der § 1.652(b)-3(a) are subtracted from the Trust's 

DPGR In this step, the directly attributable $5,000 

of CGS and selling expenses of $3,()00 are subtracted 

from the $15.000 of DPGR from PRS. Next. Trust 

must identify its other lrade or business expenses 

directly related to non-f)POR trade or husiness in

come. In this example. the portion of the trll;!ee 
commissions not directly attributable to the rental 

operation ($2,000)' as well as the portion of the 

state income and personal property taxes not directly 

attributable to either the PRS interests or the rental 

operation, are not trade or business expenses and, 

thus, arc ignored in computmg QPAI. The portion 

of the state income and personal property taxes 

that is treated as other trade or business expenses 

is $3,000 ($5,000 x $30,000 total trade or business 

gross receipts/$50,OOO total gross receipts). Trust 

then allocates its other trade or business expenses on 

the basis of its total gross receipts from the conduct 

of a trade or busineS' ($20,000 from PRS + $10.000 

rental income). Trust then combines its non-di

rectly attributable (other) business expenses ($2,000 

from PRS + $4,000 ($I.()OO of other expenses + 
$3,000 of income and property taxes) from its own 

activities) and then apportions this total between 
f)PGR and other receipts on the basis ofTrust's total 

trade or business gross receipts ($6,000 x $15.000 

f)PGR/$30,000 tot~1 trade or husiness gross receipts 

= $3.000). Tim" for purposes of computing Trust's 

and B's section 199 deduction, Trust's QPAI is 

$4,000 ($7,000 - $3.000). Because the distribution 

of Trust's ONI to B equals one-half of Trust's ON!, 

$J(l,()OO 

$5,000 

S3,1)()() 

$2.()OO 

$llJ.i)()() 

$10,000 

$I(),OOO 

SI,O()O 

S3,OOO 

SS,OIJO 

$2,l)()() 

$I,O()() 

Trust and B each has QPAI from PRS for purposes 
of the section 199 deduction of $2,()00. 

(BI Section 1YYrd)( /)(A)(i/i) wage Iilllltation. 

The wage limitation under section 194(d)( 1 )(A)(lii) 

IlHlst be applied both at the Trust level and at R's 

level. After applying this limitation to the Trust's 

share of PRS's W-'2 wages. Trust is allocated $330 

of W-'2 wages from PRS (the lesser of Trust's 
allocable share of PRS's W-2 wages ($4,000) 
or '2 x 3'7, of Trust's QPAI from PRS IS5,5(0)). 

Trust's QPAI from PRS for purposes 01' the section 

199(d)(I)(AHiiil limitation is determined hy taking 

into account only the items of PRS allocated to Trust 

($15,000 DPGR - ($5.000 of COS + $3.000 selling 
expenses + S 1.500 of other expenses)). For this 

purpose. the S1.50() of other expenses is determined 

hy multiplying S2,()00 of other expenses from PRS 

by $15.000 of DPGR from PRS. divided by $20.000 

of total gross receipts from PRS. Trust adds this $330 
of W-2 wages to Trust' sown $2.000 of W-'2 wages 

(thus. $2,330). Because thc $14.000 Trust distribu

tion to B equals one-half of Trust's D:'<L Trust and 

B each has W-2 wages of $ 1,165. Alter applying 

the section 199(d)(I)(A)liiil wage limitation to B's 

share of the W-2 wages allocated from Trw,!, B has 

W-2 wages of $120 from Trust (lesser of $1,165 

(allocable share of W-2 wages) or '2 x .03 x $2,000 
(B's share of Trust's QPAII). B has W-2 wages of 

$100 from non-Trust activities for a tOlal of '£220 of 

W-2 wage~. 
(e) Snrioll 199 dedlfctioll ",mpurl/tion. (I) B'I' 

COlllputation. B is eligtble to use the small business 

simplified overall method. Assume that B has suf

ficient adjusted gross income so thal the section 199 
deduction is not limited under section 19~(a)( I ){B\. 

B has $1.000 of QPAI from non-Trust activities that 

is added to the $2,000 QPAI from Trust for a total of 

$3,000 of QPAI. B's tentative deduction ;, $<)0 (.03 x 

$3,(00), but it is limited under section I 'J'J(b) to $11 () 

(50')( x $220 W-2 wage,). Accordingly, B's section 

199 deduction for 2006 is $90. 
(.:') Tmst's COll/putation. Trust ha\ sufficient ad

Justed gross mcome so lhat the section 194 deduction 

is not limited under 'cction 19l)lalil )(HI. Trll'!' , tCI1-
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tiltile dcduelion I, SbU (.(1-' \ ')~.l)l)l) QPAII. hut it I, 

limited umkr 'cetlon I"Nlhl tll ')S~-' ISO', \ SI.I(\) 
W-~ \\a~e'l. -\cnmitngil. Tnht', 'eCllllIl 1l)L) lle-
ductilln ILlf 2()(1(\ i, ShO 

(f) Guill (}r i(}.ls fiwlI the di.l/w.liti(}1I (If 
1111 illtern! III (/ pus.l-thru elllil\'. DPGR 
l!enerallv docs not include gain or loss rec
;)gnifed'on the sale. eXl·hange. or other dis

position of an interest in a pass-thru entity. 
Hll\\cn:r. with respect to a partnership. if 
section 7) l(a) nr (0) applies. then gain or 
loss attrihutahle to assets of the partnership 
gi\ing rise to ordinary income under sec
tion 7) l(a) or (hi. the sale. exchange. or 
other disposition of which \\l)uld give rise 
to DPGR. is taken into account in com
puting the partner's section 199 deduc
tion. Accnrdingly. to the extent that cash 
or property received by a partner in a sale 
nr cxchange for all or part of its partner
ship interest is attributable to unrealized 
receivahles or inventory items within the 
mcaning of section 751(c) or (d). respec
ti IT Iy. and the sale or cxchangc of the unre
alize'd receivable or in ventory items would 
l!ile risc to DPGR if sold. exchanged. or 
;)therwise disposed of by the partncrship. 
the cash or property received by the part
ner is taken into account hy the partner 
in dctermining its DPGR for the taxable 
year. Likcwisc. to the extent that a dis
trihution of property to a partner is treated 
under section 751 (b) as a sale or exchange 
of property bctwcen the partnership and 
thc distributee partner. and any property 
deemed sold or exchanged would give rise 
to DPGR if sold. exchanged. or otherwise 
disposed of hy thc partnership. the deemed 
sale or exchange of the property must be 
takcn into account in determining the part
ncrslllp'S and distributee partner's DPGR 
to thc extent not taken into account under 
the qualifying in-kind partnership rules. 
Sec ~1.751-l(b) and paragraph (i) of this 
section. 

(g\ Scc/ioll /9t;rd)( 1 )(A)(iii) Huge lilll-
1/(/1;0/1 (/Ild I;ered srmctllrcs-( 1 ) 1/1 gCII-

1'wl. If a pass-thru entity owns an interest. 
dircctlv or indirectl\'. in one or more pass
thru el~titles. then ;he wage limitation of 
sel·tinn 199(d)( 1 )( A )(iii) must be applied 
;It cal'h tier (that is. separately for each 
l'ntit~ l. For purposes of this wage limi
tation. refercnl'es to pass-thru entities in
clude, partnership" S corporations. trusts 
I tll the eXlCnt not described in paragraph 
I d I nf thiS section I and estates. Thus. at 
c'ach tier. Ihe ()I\ner of a pass-thru en-
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tity (Of the entity on hehalf of the owner) 
calculates the amounts described in sec
tions IlJlJ(dli 1 )(A)(iii)(I) (owner's alloca
ble share) and I 99(d)(l )(A)(iii )(1\) (twice 
the applicahle percentage of the owner's 
QPAI from that entity) separately with re
nard to its interest in that pass-thru entity. 
t' (2) Shore of' W-2 1Wges, For purposes 
of section 199(d)( I)(A )(iii) and section 
199(h). the W-2 wages of the owner of 
an interest in a pass-thru entity (upper-tier 
entity) that owns an interest in one or 
more pass-thm entities (lower-tier enti
ties) are equal to the sum of the owner's 
allocable share of W-2 wages of the up
per-tier entity. as limited in accordance 
with section 199(d)( I )(A)(iii). and the 
owner's own W-2 wages. The upper-tier 
entity's W-2 wages are equal to the sum 
of the upper-tier entity's allocable share 
of W-2 wages of the next lower-tier en
tity. as limited in accordance with section 
199(d)(1 )(A)(iii), and the upper-tier en
titY's own W-2 wages. The W-2 wages of 
ea~h lower-tier entity in a tiered structure. 
in turn. is computed as described in the 
preceding sentence. Except as provided 
by publication in the Internal Revenue 
Bulletin (see §601.60l(d)(2)(ii)(h) of this 
chapter)-

(i) An upper-tier entity may compute its 
share of QPAI attributable to items from 
a lower-tier entity solely for purposes of 
section 199(d)( 1 )(A)(iii)(II) by applying 
either the section 861 method described 
in ~ 1.199-4(d) or the simplificd deduc
tion method described in § 1. 1 99-4( e). pro
vided the upper tier entity would otherwise 
qualify to use such method. 

(ii) Alternatively. the upper-tier entity 
(other than a trust or estate described in 
paragraph (e) of this section) may com
pute its share of QPAI attributable to items 
from a lower-tier entity solely for pur
poses of section 199(d)( I )(A)(iii)(II) by 
applying the small business simplified 
overall method described in § 1.199-4( fl. 
re!!ardless of whether such upper-tier en
tit~ would otherwise qualify to use the 
s~all business simplified oyerall method. 

(3) Example. The following example 
illustrates the application of this para
graph (g). Assume that each partnership 
and each partner (whether or not an mdl
vidual) is a calendar year taxpayer. 

EllllJljllf. Ii) In 2006. A. an individual. owns a 
-'We interest in a partnershIp. UTP. I"hleh ITI tum 
own, ;, 50'} intere,t in another partnership. LTP. 

All partnership ilellh ar~ allocaled in proportion to 
Ihese own<:rshlp pacenu)!es. LTP has S9()() DPGR. 
S·t-iO CGS I \I hldl InL'iude.' W -2 II a)!cs of SI()o). and 
SSO l'lhn d~ducIlOI1'. Before la,illg illln aec'ount its 
share of itl'lm from LTP. LIT!' has S500 DPGR. $500 
CCiS (whic'h illc'lulb \\'-2 Ilag.:, of$:'()()). and $500 
other deductions. l ITP chol)ses to compute its share 
of QPAI aurihutable to items fwm LTP for purposes 
of section 199(d i( I )(A)( lii)( II) hy applying the small 

bmine" simplitied ("wall method descnbed in 
* I 199-+(0. Fnr purpo,,, of th.: wage limitation of 
section 199td)( I)(A )(iii I, UTP', distrihutive share of 
LTP's QPAI is S20() I$-ISO DPGR - $2S0 (,GS and 
olher deductions). 

(ill UTP's share of LTP's W-2 w;lges for pur
poses of the section 199(d)(I)(A)(iii) limilation is 
$12. the lesser of $SO (UTP's 50')', alloeahk' share 
Df LTP', $\00 of W-2 wages) or $12 (2 x ($2(~1 
QPAI x (3» After taking into account ih shar~ of 
items from LTP. UTP has $L)50 DPGR. $725 CGS. 
and $525 other deduclions. A is clrgibl~ for and 
uses the simplified deduction method descrihed in 
* 1.19L)-4(e). For purpo,es of the wage limitation of 
section 199(d)(I)(A I(iii 1. A's distrihutive share of 
VTP's QPAI is ($151) ($-175 DPGR - $363 CGS· 
$263 other deductions). A's wage Irmitation under 
section 19L)(d)(I)I.A)(iii) with respecl to A's interest 
in UTP is $0. the lesser of $106 (A's 50% allocable 
share of UTP' s $212 of W -2 wages 1 or $0 (hecause 
A's share of UTP', QPAI ($151). is less than zero). 

(h) No attribution of qualified actil'

ities. Exccpt as provided in paragraph 
(i) of this section regarding qualifying 
in-kind partnerships and paragraph Ul 
of this section regarding EAG partner
ships, an owner of a pass-thru entity is 
not treated as conducting the qualified 
production activities of the pass-thru en
tity. and vice Yersa. For example, if a 
partnership MPGE QPP within the United 
States. or produces a qualified film or 
produces utilities in the United States, and 
distributes or leases. rents, licenses, sells, 
exchanges. or otherwise disposes of such 
property to a partner who then, without 
performing its own qualifying MPGE or 
other production. leases, rents, licenses, 
sells, exchanges, or otherwise disposes 
of such property. then the partner's gross 
receipts from this latter lease, rental. li
cense. sale. exchange, or other disposition 
are treated as non-DPGR. In addition, if 
a partner MPGE QPP within the United 
States, or produces a qualified film or 
produces utilities in the United States, and 
contributes or leases, rents. licenses, sells. 
exchanges, or otherwise disposcs of such 
property to a partnership which then, with
out performing its own qualifying MPGE 
or other production. leases, rents. licenses. 
sells. exchanges, or otherwise disposes of 
such property, then the partnership's gross 



receipts from this latter disposition are 
treated as non-DPGR. 

(i) Qualifying in-kind partnership-( I) 

In general. If a partnership is a qualifying 
in-kind partnership described in paragraph 
(i)(2) of this section, then each partner is 
treated as MPGE or producing the prop
erty MPGE or produced by the partnership 
that is distributed to that partner. If a part
ner of a qualifying in-kind partnership de
rives gross receipts from the lease, rental, 
license, sale, exchange, or other disposi
tion of the property that was MPGE or pro
duced by the qualifying in-kind partner
ship, then, provided such partner is a part
ner of the qualifying in-kind partnership at 
the time the partner disposes of the prop
erty, the partner is treated as conducting 
the MPGE or production activities previ
ously conducted by the qualifying in-kind 
partnership with respect to that property. 
With respect to a lease, rental, or license, 
the partner is treated as having disposed of 
the property on the date or dates on which 
it takes into account its gross receipts de
rived from the lease, rental, or license un
der its methods of accounting. With re
spect to a sale, exchange, or other dispo
sition, the partner is treated as having dis
JXlsed of the property on the date on which 
it ceases to own the property for Federal in
come tax purposes, even if no gain or loss 
is taken into account. 

(2) Definition of qualifying in-kind 
partnership. For purposes of this para
graph (i), a qualifying in-kind partnership 
is a partnership engaged solely in-

(i) The extraction, refining, or process
ing of oil, natural gas (as described in 
§1.l99-3(l)(2)), petrochemicals, or prod
ucts derived from oil, natural gas, or petro
chemicals in whole or in significant part 
within the United States; 

(ii) The production or generation of 
electricity in the United States; or 

(iii) An activity or industry desig
nated by the Secretary by publication 
in the Internal Revenue Bulletin (see 
§601.601(d)(2)(ii)(b) of this chapter). 

(3) Special rules for distributions. If a 
qualifying in-kind partnership distributes 
property to a partner, then, solely for pur
poses of section 199(d)(l )(A)(iii)(II), the 
partnership is treated as having gross re
ceipts in the taxable year of the distribu
tion equal to the fair market value of the 
distributed property at the time of distribu
tion to the partner and the deemed gross 

receipts are allocated to that partner, pro
vided that the partner deri ves gross re
ceipts from the distributed property (and 
takes into account such receipts under its 
method of accounting) during the taxable 
year of the partner with or within which 
the partnership's taxable year (in which 
the distribution occurs) ends. For rules 
for taking costs into account (such as costs 
included in the adjusted basis of the dis
tributed property), see § 1.199-4. 

(4) Other rules. Except as provided 
in this paragraph (i), a qualifying in-kind 
partnership is treated the same as other 
partnerships for purposes of section 199. 
Accordingly, a qualifying in-kind partner
ship is subject to the rules of this section 
regarding the application of section 199 
to pass-thru entities, including application 
of the section 199(d)(l )(A)(iii) wage lim
itation under paragraph (b )(3) of this sec
tion. In determining whether a qualifying 
in-kind partnership or its partners MPGE 
QPP in whole or in significant part within 
the United States, see § 1.l1)1)-3(g)(2) and 
(3 ). 

(5) Example. The following example 
illustrates the application of this paragraph 
(i). Assume that PRS and X are calendar 
year taxpayers. 

Example. X. Y and Z are partners in PRS. a qual
ifying in-kind partnership described in paragraph 
(i)(2) of this section. X. Y. and Z are corporations. In 
2006. PRS distributes oil to X that PRS denved from 

its oil extraction. PRS incurred $600 ofCGS. includ
ing $500 ofW-2 wages (as defined in §1.l99-2(e)), 

extracting the oil distributed to X. and X's adjusted 
basis in the distributed oil is $600. The fair market 
value of the oil at the time of the distribution to X 
is $1,000. X incurs $200 of CGS. includIng $100 
of W-2 wages. In refining the oil within the United 
States. In 2006, X. while it is a partner in PRS. sells 
the oil to a customer for $ 1,500, taking the gross re
ceipts into account under its method of accounting in 
the same taxable year Under paragraph (i)( 1) of this 

section, X is treated as having extracted the uil. The 
extraction and refinIng uf the oil qualify as an MPGE 
activity under § 1.199-3(e)(l). Therefure. X' s $1.500 

uf gross receipts qualify as DPGR. X subtracts from 
the $1.500 of DPGR the $600 of CGS incurred 
by PRS and the $200 of refining costs incurred by 
X. Thus. X'S QPAI is $700 for 2006. In addition. 

PRS is treated as having $1.000 of DPGR solely for 
purposes of applying the wage limitation in sectIon 

199(d)( 1 )(A)(iii) based on the applicable percentage 
of QPAI. Accordingly. X's share of PRS's W-:. 
wages determined under section 199(d)( 1)( A)(iii) is 
$24, the lesser of $500 (X's allocable share of PRS's 

W-2 wages included in CGS) and $24 (2 x ($400 
($1.000 deemed DPGR less $600 of CGS) x .03)). 

X adds the S24 of PRS W-2 wages to its SIOO of 
W-2 wages incurred in refining the oil for purposes 

of section 199(b). 

(j) Parlilerships Oll'lled bv members of 
(/ single expanded affiliated grotlp-( 1) 111 
general. For purposes of this section, if all 
of the interests in the capital and profits of 
a partnership are owned by members of a 
single EAG at all times during the taxable 
year of the partnership (EAG partnership), 
then the EAG partnership and all members 
of that EAG are treated as a single taxpayer 
for purposes of section 199( c)( 4) during 
that taxable year. 

(2) Attribution ofactil'ities-(i) III gen
eral. If a member of an EAG (dispos
ing member) derives gross receipts from 
the lease, rental, license, sale, exchange, 
or other disposition of property that was 
MPGE or produced by an EAG pal1ner
ship, all the partners of which are mem
bers of the same EAG to which the dis
posing member belongs at the time that 
the disposing member disposes of such 
property, then the disposing member is 
treated as conducting the MPGE or pro
duction activities previously conducted by 
the EAG partnership with respect to that 
property. The previous sentence applies 
only for those taxable years in which the 
disposing member is a member of the EAG 
of which all the partners of the EAG part
nership are members for the entire taxable 
year of the EAG partnership. With re
spect to a lease, rental, or license, the dis
posing member is treated as having dis
posed of the property on the date or dates 
on which it takes into account its gross re
ceipts from the lease, rental, or license un
der its methods of accounting. With re
spect to a sale, exchange, or other dis
position. the disposing member is treated 
as having disposed of the property on the 
date on which it ceases to own the prop
erty for Federal income tax purposes, even 
if no gain or loss is taken into account. 
Likewise, if an EAG partnership derives 
gross receipts from the lease, rentaL li
cense, sale, exchange, or other disposition 
of property that was MPGE or produced by 
a member (or members) of the same EAG 
(the producing member) to which all the 
partners of the EAG partnership belong at 
the time that the EAG partnership disposes 
of such property, then the EAG partner
ship is treated as conducting the MPGE or 
production activities previously conducted 
by the producing member with respect to 
that property. The previous sentence ap
plies only for those taxable years in which 
the producing member is a member of the 
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EAG of which all the partners of the EAG 
partnership are members for the entire tax
able yearofthe EAG partnership. With re
spect to a lease. rental. or license. the EAG 
partnership is treated as having disposed of 
the property on the date or dates on which 
it takes into account its gross receipts de
rived from the lease. rental. or license un
der ih methods of accounting. With re
spect to a sale. exchange. or other dispo
sition. the EAG partnership is treated as 
having disposed of the property on the date 
on which it cease, to own the property for 
Federal income tax purposes. even if no 
gain or loss is taken into account. See para
graph (j)(5) EWlIlplc 3 of this section. 

(ii) Attriblltion hCt\l'cen EAG partner
ships. If an EAG partnership (disposing 
partnership) derives gross receipts from 
the lease, rentaL license. sale. exchange. 
or other disposition of property that was 
MPGE or produced by another EAG part
nership (producing partnership). then the 
disposing partnership is treated as con
ducting the MPGE or production activities 
previously conducted by the producing 
partnership with respect to that property. 
provided that the producing partnership 
and the disposing partnership are owned 
by members of the same EAG for the 
entire taxable year of the respective part
nership in which the disposing partnership 
disposes of such property. With respect 
to a lease. rental. or license. the disposing 
partnership is treated as having disposed of 
the property on the date or dates on which 
it takes into account its gross receipts 
from the lease. rental. or license under its 
methods of accounting. With respect to a 
sale. exchange. or other disposition. the 
disposing partnership is treated as having 
disposed of the property on the date on 
which it ceases to own the property for 
Fedaal income tax purposes. even if no 
gain or loss is taken into account. 

(iii) Eru'ptiolls to attributioll. Attri
bution of activities does not apply for 
purposes of the construction of real prop
erty under *I.I99-3(m)(l) and the per
formance of engineering and architectural 
services under * 1.199-3(n)(2) and (3 L 
respectively. 

(3) Special rilles for distributiolls. If an 
EAG partnership distributes property to a 
partner, then. solely for purposes of sec
tion 199(d)(Il(AHiii)(l!). the EAG part
ner,hip is treated as ha\'ing gross receipt, 
111 the taxable year of the distribution equal 

1132 2006-1 C.B. 

to the fair market value of the property 
at the time of distribution to the partner 
and the deemed gross receipts are allo
cated to that partner. pro\'ided that the part
ner deri\'es gross receipts from the dis
tributed property (and takes such receipts 
into account under its methods of account
ing) during the taxable year of the part
ner with or within which the partnership's 
taxable year (in which the distribution oc
curs) ends. For rules for taking costs into 
account (such as costs included in the ad
justed hasis of the distributed property). 
see ~ 1199-4. 

(4) Other rules. Except as provided in 
this paragraph (j). an EAG partnership is 
treated the same as other partnerships for 
purposes of section 199. Accordingly, an 
EAG partnership is subject to the rules of 
this section regarding the application of 
section 199 to pass-thru entities. including 
application of the section 199(d)( I )(A)(iii) 
wage limitation under paragraph (b )(3) of 
this section. In determining whether a 
member of an EAG or an EAG partner
ship MPGE QPP in whole or in significant 
part within the United States or produced a 
qualified film or produced utilities within 
the United States. see § 1.199-3(g)(2) and 
(3) and Example 5 of paragraph Ul(5) of 
this section. 

(5) Examples. The following examples 
illustrate the rules of this paragraph (j). 
Assume that PRS. X. Y. and Z all are cal
endar year taxpayers. 

Example 1. Contribution. X and Yare the only 
partners in PRS. a partnership. for PRS's entire 2006 
taxable year. X and Yare both members of a single 
EAG for the entire 2006 year. In 2006. X MPGE QPP 
within the United States and contributes the property 
10 PRS. In 2006. PRS sells the QPP for $1.000 Un
der this paragraph 0). PRS is treated as having MPGE 
the QPP within the United States. and PRS's $1.000 
gro" receipts constitutc DPGR. PRS. X. and Y must 
apply the l1J\es of this section regarding the appilca
linn of section 199 to pass-thru entities with respect 
to Ihe activity of PRS. including application of thc 
seclion IlJ9(d)( 1)( A,!(iii) wage limitation under para
graph Ib)(3) of this sec lion. 

Exalllple 2. Sale. X. Y. and 7 are the only mem
bers of a single EAG for Ihe emire 2006 year. X and 
Y each own SOCk of the capital and profils interests 
JTl PRS. a partnership_ for PRS's entire 2006 taxable 
year. In :::006. PRS MPGE QPP within the United 
States and then sells the property to X for $6.000. its 
fair market value at the time of the sale. PRS's gross 
receipts of $6.0()() qualify a, DPGR. In 2006. X sells 
the QPP to customers for $10.000, incurring selling 
expenses of S~.OOO Under thiS paragraph (j). X is 
treated as having MPGE the QPP withm the United 
States. and X's 510.000 of gross receipts qualify as 
DPGR. PRS. X and Y must apply the rules of this 

,('clinn rcNrdin~ the applieatlnn 01 se,·til'11 I'N to 

l',,"-thru :111iti,'" \\ ilh r'·'I1L·,·t to the ,I,·tl\ity "I' PRS. 
IncludIng aPI'Ii"at\(>I1 "I' the ,,','lll>l1 199(dl( I l(Al(iii) 

\\,Ig,' hmit,lIin11 under l'"r"gr,lph IhJ(J) "I' this sec
tio11. The rl'.,ult- "puld be Ihe '''Ille if PRS ,pld th~ 

propeIlI t,,! rath,'r thelll tl' :'<. 
1:',(/11/1,1,. 3. 1.<'1I1/'. \. Y. "nd I arc the nnly Illelll

hers llf a single EA(i for the cntire 20(); year. X and 

Y eadl 0\\ n soc" of the capilal and profits interests 
in PRS. " partnership. I'll! PRS\ cntire 200; t,i\aolt' 
year. In 20()). PRS MPGE QPP within the liniled 
States and thcn sclls Ihe I'l'llpcrty to :'< for SO,lXl(l. 
it, fair market \alue at the time "r the sall'. PRS's 
gross receipts of $0.000 qualify ii' DPGR. In 2tX)5. 
X renl, the QPP it acquircd frum I'RS tn ,·u,t,\!1lCr.s 
unrelated to X. X takes the gross rcc'cipts JllrihutJhk 

to the rental of the QPP into "cmullt und,'r its meth
ods ofacCLlunting in 2005 and 2006. On July I. 2000. 
X ceases to he a mcmher of the same EAG to which 
Y. the other partner in PRS. hc\ongs. For ~()O;. X is 
treated as having MPGE the QPP in Ihe United Statcs. 
and its gross receipts derived frnm the rental of the 
QPP qualify as DPGR. For 2006. h(lI\t:ler. necall,e 
X and Y. partners in PRS. arc no longer memhers of 
the same EAG for the entire year. the gross rental re
ceipts X takes into account in 2006 do not qllalify as 
DPGR. 

Example ... Di.,rrilmti(!/l. X and Y arc the only 
partners in PRS. a partnership. for PRS's entire 2006 
taxable year. X and Yare hoth Illemhers of a sin
gle EAG for the entire 2006 year. In 2006. PRS 
MPGE QPP within the United States. incurring $600 
of CGS, including S500 of W -2 wages las detined 
in ~ 1.199 2(e)). and then distributes the QPP to X. 

X's adjusted hasis III the QPP is $fl()O. At Ihe time 
of the distrihution. the fair market value of the QPP 
is $1.000. X incurs $200 of directly allocahle cosls. 
including $\00 of W-2 wages. to further MPUE the 
QPP within the United States. In 2006. X sells the 
QPP for $1.S00 to an unrelated customcr and takes 
the gross receipts into account under its method of 
accounting in the same taxable year Under para
graph Ij)( I) of this section. X is trealed as having 
MPGE the QPP within the L'nited States. and X's 
$1.500 of gross receipts qualify as DPGR. In addition. 
PRS is treated as having DPGR of $1.000 solely for 
purposes of applying the wage limitation in section 
199(d)( I )(A)(iii) based on the applicable percentage 

ufQPAI. 
E.wlIlple 5. Multiple .w/e.\'. Ii) filets. X and Yare 

the only partners in PRS. a partnership. for PRS's en· 
lire 2006 ta)(able year. X and Yare both non-consol
idated members of a single CAG for the entire 2006 
year. PRS produces in bulk form in the United States 
the active ingredient for a pharmaceutical product. 
Assume that PRS's own MPGE activity with respect 
to the active ingredient is not suhstantial rn nature. 
taking into account all of Ihe facts and circumstances. 
and PRS's dIrect labor and overhead to MPGE the ac
tive ingredient within the United States are $15 and 
account for ISS'< of PRS's $100 CGS of the active 
ingredient. [n 2006. PRS sells the active ingredient 
in bulk form to X. X uses the active ingredient 10 

produce the frnished dosage fonn drug. Assume thai 
X's own MPGE activity with respect to the drug is 
not substantial in nature. takmg into account all uf 
the facts and circumstances. and X's direct labor and 
overhead to MPGE the drug within the United States 
arc $12 and account for lOS'< of X" $120 CGS of the 



drug. In 2006. X sells the drug in finished dosage 

to Y and Y sells the drug to customers. Assume that 

Y's own MPGE activity with respect to the drug is 

not substantial in nature. taking into account all of 

the facts and circumstances. and Y incurs $2 of direct 

labor and overhead and Y's CGS in selling the drug 

to customers is $ 130. 

(ii) Analysis. PRS's gross receipts from the sale 

of the active ingredient to X are non-DPGR because 

PRS's MPGE activity is not substantial in nature and 

PRS does not satisfy the safe harbor described in 
§1.l99-3(g)(3) because PRS' s direct labor and over
head account for less than 20% of PRS's CGS of the 

active ingredient. X' s gross receipts from the sale 

of the drug to Yare DPGR because X is consid
ered to have MPGE the drug in significant part in the 

United States pursuant to the safe harbor described in 
§ 1.l99-3(g)(3) because the $27 ($ I 5 + $12) of direct 

labor and overhead incurred by PRS and X equals or 

exceeds 20% of X' s total CGS ($120) of the drug at 
the time X disposes of the drug to Y. Similarly, Y's 

gross receipts from the sale of the drug to customers 
are DPGR because Y is considered to have MPGE 
the drug in signifIcant part in the United States pur
suant to the safe harbor described in § J.I99-3(g)(3) 

because the $29 ($15 + $12 + $2) of direct labor and 

overhead incurred by PRS, X. and Y equals or ex

ceeds 20% of Y's total CGS ($130) of the drug at the 
time Y disposes of the drug to Y's customers. 

(k) Effective dates. Section 199 applies 
to taxable years beginning after December 
31, 2004. In determining the deduction 
under section 199, items arising from a tax
able year of a partnership. S corporation, 
estate, or trust beginning before January 1, 
2005, shall not be taken into account 
for purposes of section 199(d)(l). Section 

CFR part or section where 
identified and described 

* * * * * 
1.199-6 

* * * * * 

Mark E. Matthews, 
Deputy Commissioner for 
Services and Enforcement. 

Approved May 2, 2006. 

Eric Solomon, 
Acting Deputy Assistant Secretary 

of the Treasury. 

(Filed by the Office of Ihe Feueral Register on May 24. 2006. 
11:47 a.ill .. and publIshed in the i"ue of the Federal Register 
forJune 1,2006.71 F.R. 31267) 

1.199-9 does not apply to taxable years be
ginning after May 17,2006, the enactment 
date of the Tax Increase Prevention and 
Reconciliation Act of 2005 (Public Law 
109-222.120 Stat. 345). For taxable years 
beginning on or before May 17, 2006, a 
taxpayer must apply § 1.199-9 if the tax
payer applies §§ 1.199-1 through 1.199-8 
to that taxable year. Notwithstanding the 
preceding sentence, a partnership or S cor
poration that is a qualifying small taxpayer 
under §1.l99-4(f) of REG-I05847-05, 
2005-47 I.R.B. 987 (see §601.601(d)(2) 
of this chapter) may use the small business 
simplified overall method to apportion 
CGS and deductions between DPGR 
and non-DPGR at the entity level under 
§ 1.199-4(f) of REG-l 05847 -05 for tax
able years beginning on or before May 17, 
2006. If a taxpayer chooses not to rely on 
§§1.l99-1 through 1.199-9 (as provided 
in §1.l99-8(i» for a taxable year begin
ning before June I, 2006, the guidance 
under section 199 that applies to taxable 
years beginning before June 1, 2006, is 
contained in Notice 2005-14, 2005-1 C.B. 
498 (see §601.601(d)(2) of this chapter). 
In addition, a taxpayer also may rely on the 
provisions of REG-l 05847-05 for taxable 
years beginning before June 1, 2006. If 
Notice 2005-14 and REG-105847-05 in
clude different rules for the same particular 

Section 851.-0efinition of 
Regulated Investment 
Company 
26 CFR 1.851-2: Limitations. 
(Also Sections 7704,7805; 301.7805-1.) 

Regulated investment company 
(RIC). This ruling modifies Rev. RuL 
2006-1 to extend until September 30, 
2006, the transition period provided by 
that ruling. and clarifies that Rev. RuL 
2006-1 was not intended to preclude a 
conclusion that income from certain in
struments (such as structured notes) that 
create a commodity exposure for the 
holder is qualifying income under section 

issue. then a taxpayer may rely on either 
the rule set forth in Notice 2005-14 or the 
rule set forth in REG-105847-05. How
ever, if REG-105S47-05 includes a rule 
that was not included in Notice 2005-14. 
then a taxpayer is not permitted to rely on 
the absence of a rule in Notice 2005-14 to 
apply a rule contrary to REG-I 05847-05. 
For taxable years beginning after May 
17,2006, and before June 1,2006. a tax
payer may not apply Notice 2005-14, 
REG-105R47-05, or any other guidance 
under section 199 in a manner inconsistent 
with amendments made to section 199 by 
section 514 of the Tax Increase Prevention 
and Reconciliation Act of 2005. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 3. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 
Par. 4. In §602.101, paragraph (b) is 

amended by adding an entry to the table in 
numerical order to read, in part, as follows: 

§602.101 OMR Control numbers. 

* * * * * 
(b) * * * 

Current OMB 
control No, 

1545-1966 

851(b)(2) of the Code. Rev. Rul. 2006-1 
modified and clarified. 

Rev. Rul. 2006-31 

Rev. RuL 2006-1. 2006-2 I.R.B. 261. 
discusses derivative contracts with respect 
to a commodity index ("Derivatives") that 
a regulated investment company (R) enters 
into under Master Agreements with vari
ous counterparties. Under the Derivatives. 
R will pay an amount equal to the 3-month 
U.S. Treasury bill rate plus a spread and 
will receive (or pay) an amount based on 
the total return gain (or loss) on a com
modity index. The payment obligation on 
each Derivative is settled monthly by the 
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receipt (in the event of a gain) or pay
ment (in the event of a loss) of cash, in 
the net amount under the contract. and 
each monthly measuring period constitutes 
a separate derivative contract under the 
Ma~ter Agreements. 

Rev. Rul. 2006-1 holds that a deriva
tive contract with respect to a commod
ity index is not a security for purposes of 
section 851(b)(2) of the Intemal Revenue 
Code and that. under the facts stated in 
the ruling, R's income from the contract is 
not qualifying income for purposes of sec
tion 85I(b)(2), because the income from 
the contract is not derived with respect to 
R's business of investing in stocks, secu
rities, or currencies. Rev. Rul. 2006-1 
further provides that under the authority of 
section 7805(b)(8), the holding of the rev
enue ruling will not be applied adversely 
with respect to amounts of income that a 
taxpayer recognizes on or before June 30, 
2006. 

It has come to the attention of the Ser
vice that some taxpayers are questioning 
whether the holding of the revenue rul
ing applies to investments by regulated in
vestment companies (RICs) in all deriva
tive contracts with respect to a commod
ity index, including for example structured 
notes, rather than just to the Derivatives 
described in the revenue ruling. 

The ruling was not intended to preclude 
a conclusion that the income from cer
tain instruments (such as certain structured 
notes) that create a commodity exposure 
for the holder is qualifying income under 
section 851 (b )(2). Accordingly, to clar
ify the holding of Rev. Rul. 2006-1. the 
HOLDING section is revised to read: 

A Derivativc is not a security for pur
poses of section 851(b)(2). Under the 
facts above. R's income from a Deriva
tive is not qualifying income for pur
poses of section 851 (b )(2), because the 
income from the contract is not derived 
with respcct to R's business of invest
ing in stocks, securities, or currencies. 

In addition, some taxpayers havc ques
tioned whether the prospective application 
of the ruling is limited to the Derivatives 
described in the revenue ruling or includes 
all deri "ative contracts with respect to a 
commodity index or an individual com
modity, including. for example. commod
ity futures contracts. The Senice has also 
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been informed that. due to temporary de
mand/supply imbalances. some RICs that 
had previously invested in derivative con
tracts similar to the Derivatives described 
in Rev. Rul. 2006-1 are having difficulty 
in acquiring alternative commodity-linked 
investments that result in qualifying in
come for purposes of section 851 (b )(2). 

The prospective application of the rul
ing was intended to apply to all derivative 
contracts with respect to a commodity 
index or an individual commodity. Ac
cordingly, to alleviate temporary sup
ply/demand pressure and to clarify the 
scope of the PROSPECTIVE APPLICA
TION section of Rev. Rul. 2006-1, that 
section is revised to read: 

Under the authority of section 
7805(b)(8), the holding of this revenue 
ruling will not be applied adversely 
with respect to amounts of income 
that a taxpayer recognizes on or before 
September 30, 2006, from a Deriva
tive. Neither will the Service apply the 
principles set forth in this revenue rul
ing adversely with respect to amounts 
of income recognized on or before 
September 30, 2006, by a taxpayer 
from a derivative contract (including 
an option, futures or forward contract) 
on a commodity index or an individual 
commodity. 

EFFECT ON OTHER DOCUMENTS 

Rev. Rul. 2006-1 is modified and clar
ified. 

DRAFfING INFORMATION 

The principal author of this revenue 
ruling is Dale S. Collinson of the Office 
of the Associate Chief Counsel (Finan
cial Institutions & Products). For further 
information regarding this revenue rul
ing. contact him at (202) 622-3900 or 
Susan Thompson Baker at (202) 622-3930 
(not toll-free calls). 

Section 6621.-Determina
tion of Rate of Interest 
26 CFR 301.6621-1: Interest rate. 

Interest rates; underpayments and 
overpayments. The rate of interest de
termined under section 6621 of the Code 

for the calendar quarter beginning July I, 
2006, will be 8 percent for overpayments 
(7 percent in the case of a corporation), 8 
percent for underpayments. and 10 percent 
for large corporate underpayments. The 
rate of interest paid on the portion of a 
corporate overpayment exceeding $10,000 
will be 5 . .5 percent. 

Rev. Rul. 2006-30 

Section 6621 of the Internal Revenue 
Code establishes the rates for interest 
on tax overpayments and tax underpay
ments. Under section 6621(a)(I), the 
overpayment rate is the sum of the federal 
short-term rate plus 3 percentage points (2 
percentage points in the case of a corpo
ration), except the rate for the portion of 
a corporate overpayment of tax exceeding 
$10,000 for a taxable period is the sum of 
the federal short-term rate plus 0.5 of a 
percentage point for interest computations 
made after December 31, 1994. Under 
section 6621 (a)(2), the underpayment rate 
is the sum of the federal short-term rate 
plus 3 percentage points, 

Section 6621 (c) provides that for pur
poses of interest payable under section 
6601 on any large corporate underpay
ment, the underpayment rate under section 
6621(a)(2) is determined by substituting 
"5 percentage points" for "3 percentage 
points." See section 6621 (c) and section 
301.6621-3 of the Regulations on Proce
dure and Administration for the definition 
of a large corporate underpayment and 
for the rules for determining the appli
cable date. Section 6621(c) and section 
301.6621-3 are generally effective for 
periods after December 31, 1990. 

Section 6621 (b)(1) provides that the 
Secretary will determine the federal 
short-term rate for the first month in each 
calendar quarter. 

Section 6621 (b)(2)(A) provides that the 
federal short-term rate determined under 
section 662l(b)(1) for any month applies 
during the first calendar quarter beginning 
after such month. 

Section 6621 (b)(3) provides that the 
federal short-term rate for any month is 
the federal short-term rate determined 
during such month by the Secretary in 
accordance with § 1274(d), rounded to the 
nearest full percent (or, if a multiple of 1/2 

of 1 percent. the rate is increased to the 
next highest full percent). 



Notice 88-59. 1988-1 C.B. 546. an
nounced that. in determining the quarterly 
interest rates to be used for overpayments 
and underpayments of tax under section 
6621. the Internal Revenue Service will 
use the federal short-term rate based on 
daily compounding because that rate is 
most consistent with section 6621 which. 
pursuant to section 6622. is subject to daily 
compounding. 

Rounded to the nearest full percent. the 
federal short-term rate based on daily com
pounding determined during the month of 
April 2006 is 5 percent. Accordingly. an 
overpayment rate of 8 percent (7 percent 
in the case of a corporation) and an under-

payment rate of 8 percent are established 
for the calendar quarter beginning July 1. 
2006. The overpayment rate for the por
tion of a corporate overpayment exceeding 
$10.000 for the calendar quarter begin ning 
July 1, 2006, is 5.5 percent. The under
payment rate for large corporate underpay
ments for the calendar quarter beginning 
July 1. 2006. is 10 percent. These rates ap
ply to amounts bearing interest during that 
calendar quarter. 

Interest factors for daily compound in
terest for annual rates of 5.5 percent, 7 per
cent, 8 percent, and I ° percent are pub
lished in Tables 16,19,21. and 25 of Rev. 

TABLE OF INTEREST RATES 

Proc. 95-17,1995-1 C.B. 556, 570. 573, 
575, and 579. 

Annual interest rates to be compounded 
daily pursuant to sectiun 6622 that apply 
for prior periods are set forth in the tahles 
accompanying this revenue ruling. 

DRAFTING INFORMATION 

The principal author of this rcvenue rul
ing is Crystal Foster of the Office of Asso
ciate Chief Counsel {Procedure & Admin
istration). For further information regard
ing this revenue ruling, contact Ms. Foster 
at (202) 622-7198 (not a toll-free call). 

PERIODS BEFORE JUL. 1, 1975 - PERIODS ENDING DEC. 31. 1986 

OVERPAYMENTS AND UNDERPAYMENTS 

PERIOD 

Before Jul. I, 1975 
Jul. 1, 1975-Jan. 31,1976 
Feb. I, 1976-Jan. 31. 1978 
Feb. I, 1978-Jan. 31,1980 
Feb. I, I 980-Jan. 31. 1982 
Feb. 1, 1982-Dec. 31,1982 
Jan. 1, 1983-Jun. 30, 1983 
Jul. 1, 1983-Dec. 31, 1983 
Jan. 1, 1984-Jun. 30,1984 
Jul. 1, 1984-Dec. 31,1984 
Jan. I, 1985-Jun. 30, 1985 
Jul. 1, 1985-Dec. 31, 1985 
Jan. 1, 1986-Jun. 30, 1986 
Jul. 1, I 986-Dec. 31, 1986 

Jan. 1, I 987-Mar. 31,1987 
Apr. 1, 1987-Jun. 30, 1987 
Jul. I, 1987-Sep. 30, 1987 
Oct. 1, 1987-Dec. 31. 1987 
Jan. 1, 1988-Mar. 31,1988 
Apr. 1, 1988-Jun. 30, 1988 
Jul. 1. 1988-Sep. 30. 1988 
Oct. 1, 1988-Dec. 31, 1988 
Jan. 1, 1989-Mar. 31,1989 
Apr. 1, 1989-Jun. 30, 1989 
Jul. 1, 1989-Sep. 30, 1989 
Oct. 1, 1989-Dec. 31,1989 

RATE 

f,cJ 
90C 
7flc 
6S1c 

12flc 
20flc 
160C 
110C 
1 I f1c 
11 f1c 
13 '7c 
II£X 
100', 
90'c 

TABLE OF INTEREST RATES 

FROM JAN.!' 1987 - DEC. 31, 1998 

OVERPAYMENTS 

1995-1 C.B. 
RATE TABLE PG 

8% 21 575 
81Jc 21 575 
81Jc 21 575 
97c 23 577 

IOCIc 73 627 
9£X 71 625 
9flc 71 625 

10flc 73 627 
10lJc 25 579 
I I 'Ie 27 581 
II£X 27 581 
1000c 25 579 

In 1995-1 c.B. 
DAILY RATE TABLE 

Table 2, pg. 557 
Table 4, pg. 559 
Table 3, pg. 558 
Table 2, pg. 557 
Table 5, pg. 560 
Table 6, pg. 560 

Table 37, pg. 591 
Table 27, pg. 581 
Table 75, pg. 621) 
Table 75, pg. 629 
Table 31, pg. 585 
Table 27, pg. 581 
Table 25, pg. 579 
Table 23, pg. 577 

UNDERPAYMENTS 

1995-1 C.B. 
RATE TABLE PG 

9o/r 23 577 
9o/r 23 577 
9% 23 577 

107c 25 579 
11 clc 75 629 
IOflc 73 627 
107c 73 627 
I I '7c 75 629 
11 '7c 27 581 
127c 29 583 
12o/r 29 583 
117c 27 581 
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Jan. L 1990-Mar. 3 L 1990 
Apr. L 1990-Jun. 30, 1990 
Jui I. 1990-Sep. 30. 1990 
Oct. 1. 1990-Dec. 31. 1990 
Jan. I. 1991-Mar. 31. 1991 
Apr. I. 1991-Jun. 30,1991 
Jul. I. 1991-Sep. 30,1991 
Oct. I. 1991-Dec. 31. 1991 
Jan. I. 1992-Mar. 31, 1992 
Apr. I. 1992-Jun. 30, 1992 
Jui 1. 1992-Sep. 30, 1992 
Oct. I. 19l}2-Dcc. 31. 1992 
Jan. 1. 1993-Mar. 31. 1993 
Apr. I. 1993-Jun. 30, 1993 
Jul. I, 1993-Sep. 30. 1993 
Oct. 1. 1993-Dec. 31. 1993 
Jan. I. 1994-Mar. 31. 1994 
Apr. I, 1 994-Jun. 30, 1994 
Jui 1. 1 994-Sep. 30, 1994 
Oct. 1. 1994-Dec. 31, 1994 
Jan. 1. 1995-Mar. 31,1995 
Apr. 1. 1995-Jun. 30, 1995 
Jul. 1. 1995-Sep. 30, 1995 
Oct. 1. 1995-Dec. 31, 1995 
Jan. 1. 1996-Mar. 31,1996 
Apr. 1. 1996-Jun. 30. 1996 
Jul. 1. 1996-Sep. 30, 1996 
Oct. l, I 996-Dec. 3 L 1996 
Jan. I, 1997-Mar. 31, 1997 
Apr. I, 1997-Jun. 30, 1997 
.luI. L I 997-Sep. 30, 1997 
Oct. I, 1997-Dec. 31, 1997 
Jun. I, 1998-Mar. 31, 1998 
Apr. I. 1998-Jun. 30, 1998 
Jul. 1. 1998-Sep. 30, 1998 
Oct. I. 1998-Dec. 31. 1998 

Jail. I. 1999-Mar. 31. 1999 
Apr. I. I 999-Jull. 30, 1999 
Jul. I. 1999-Sep. 30. 1999 
Oct. 1. 1999-Dec. 3 1. 1999 
Jan. I. 20()0-Mar. 31. 2000 
Apr. 1. 20()()-Jun. 30. 2000 
Jul 1. 20(lO-Sep 30. 2000 
Oct. I. 2()()()-Dec. 31. 2000 
Jan. I. 20(ll-Mar. 31. 2001 
Apr. 1. 2001-Jull. 30.2001 
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TABLE OF INTEREST RATES 

FROM JAN. L 1987 - DEC 31. 199H - Continued 

OVERPAYMENTS UNDERPAYMENTS 

1995-1 CB. 
RATE TABLE PG RATE 

10"10 25 579 II S;~ 
lO9'e 25 579 II ric 
IO~ 25 579 119'e 
109'e 25 579 11% 
10% 25 579 11% 
9% 23 577 1001c 
9% 23 577 10% 
9% 23 577 10% 
8% 69 623 9% 
7% 67 621 8% 
7% 67 621 8% 
6% 65 619 7% 
6% 17 571 7% 
6% 17 571 7% 
6% 17 571 7% 
6% 17 571 7% 
6% 17 571 7% 
6% 17 571 7% 
7% 19 573 8% 
8% 21 575 9% 
8% 21 575 9% 
9% 23 577 10% 
8% 21 575 9% 
8% 21 575 9% 
8% 69 623 9% 
7% 67 621 8% 
8% 69 623 9% 
8% 69 623 9% 
80/c 21 575 9% 
8% 21 575 9% 
8% 21 575 9% 
8% 21 575 9% 
8% 21 575 9% 
7% 19 573 8% 
7% 19 573 8% 
7% 19 573 8% 

TABLE OF INTEREST RATES 

FROM JANUARY 1. 1999 - PRESENT 

NONCORPORATE OVERPAYMENTS AND UNDERPAYMENTS 

1995-1 C.B. 
RATE TABLE 

7% 19 
8% 21 
8% 21 
8% 21 
80/c 69 
9% 71 
9% 71 
9r;'c 71 
9% 23 
8% 21 

1995-1 CB. 
TABLE PG 

27 581 
27 581 
27 581 
27 581 
27 581 
25 579 
25 579 
25 579 
71 625 
69 623 
69 623 
67 621 
19 573 
19 573 
19 573 
19 573 
19 573 
19 573 
21 575 
23 577 
23 577 
25 579 
23 577 
23 577 
71 625 
69 623 
71 625 
71 625 
23 577 
23 577 
23 577 
23 577 
23 577 
21 575 
21 575 
21 575 

PG 

573 
575 
575 
575 
623 
625 
625 
625 
577 
575 



Jul. 1, 2001-Sep. 30, 2001 
Oct. 1, 200 I-Dec. 31,2001 
Jan. 1,2002-Mar. 31,2002 
Apr. 1,2002-Jun. 30,2002 
Jul. 1,2002-Sep. 30,2002 
Oct. 1,2002-Dec. 31, 2002 
Jan. 1, 20m-Mar. 31, 2003 
Apr. I,2003-Jun. 30,2003 
Jul. I,2003-Sep. 30,2003 
Oct. 1, 20m-Dec. 31,2003 
Jan. 1, 2004-Mar. 31, 2004 
Apr. 1, 2004-Jun. 30, 2004 
Jul. 1,2004-Sep. 30,2004 
Oct. 1,2004-Dec. 31,2004 
Jan. I, 2005-Mar. 31, 2005 
Apr. 1,2005-Jun. 30,2005 
Jul. 1, 2005-Sep. 30, 2005 
Oct. 1,2005-Dec. 31,2005 
Jan. 1, 2006-Mar. 31, 2006 
Apr. 1,2006-Jun. 30,2006 
Jul. 1, 2006-Sep. 30, 2006 

Jan. 1, 1999-Mar. 31,1999 
Apr. 1. 1999-Jun. 30, 1999 
Jul. 1, 1999-Sep. 30, 1999 
Oct. I, 1999-Dec. 31, 1999 
Jan. 1,2000-Mar. 31,2000 
Apr. 1,2000-Jun. 30,2000 
Jul. 1, 2000-Sep. 30, 2000 
Oct. 1,2000-Dec. 31,2000 
Jan. 1, 2001-Mar. 31,2001 
Apr. 1, 2001-Jun. 30, 2001 
Jul. I,2001-Sep. 30,2001 
Oct. 1, 200l-Dec. 31, 2001 
Jan. 1, 2002-Mar. 31, 2002 
Apr.!, 2002-Jun. 30,2002 
Jul. I, 2002-Sep. 30, 2002 
Oct. 1,2002-Dec. 31,2002 
Jan. I,2003-Mar. 31,2003 
Apr. 1,2003-Jun. 30,2003 
Jul. 1, 2003-Sep. 30, 2003 
Oct. I,2003-Dec. 31,2003 
Jan. I,2004-Mar. 31,2004 
Apr. 1,2004-Jun. 30,2004 
Jul. 1, 2004-Sep. 30, 2004 

TABLE OF INTEREST RATES 

FROM JANUARY 1, 1999 - PRESENT - Continued 

NONCORPORATE OVERPAYMENTS AND UNDERPAYMENTS 

\995-1 C.B. 
RATE TABLE 

7% 19 
7% 19 
6% 17 
6% 17 
6% 17 
6% 17 
5% 15 
5% 15 
5% 15 
4% 13 
4% 61 
5% 63 
4% 61 
5% 63 
5% 15 
6% 17 
6% 17 
7% 19 
7% 19 
7% 19 
8% 21 

TABLE OF INTEREST RATES 

FROM JANUARY 1, 1999 - PRESENT 

CORPORATE OVERPAYMENTS AND UNDERPAYMENTS 

PG 

573 
573 
571 
571 
571 
571 
569 
569 
569 
567 
615 
617 
615 
617 
569 
571 
571 
573 
573 
573 
575 

OVERPAYMENTS UNDERPAYMENTS 

1995-1 C.B. 1995-1 C.B. 
RATE TABLE PG RATE TABLE PG 

6% 17 571 7% 19 573 
7% 19 573 8% 21 575 
7% 19 573 8% 21 575 
7% 19 573 8% 21 575 
7% 67 621 8% 69 623 
8% 69 623 9% 71 625 
8% 69 623 9% 71 625 
8% 69 623 9% 71 625 
8% 21 575 9% 23 577 
7% 19 573 8% 21 575 
6% 17 571 7% 19 573 
6% 17 571 7% 19 573 
5% 15 569 6% 17 571 
5% 15 569 6% 17 571 
5% 15 569 6% 17 571 
5% 15 569 6% 17 571 
4% 13 567 5% 15 569 
4% 13 567 5% 15 569 
4% 13 567 5% 15 569 
3% 11 565 4% 13 567 
3% 59 613 4% 61 615 
4% 61 615 5% 63 617 
3% 59 613 4% 61 615 
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Oct. L 2004-Dec. 3 L 2004 
Jan. 1. 2005-Mar. 31. 2005 
Apr. I. 20OS-Jun. 30. 2005 
Jul. 1. 2005-Sep. 30. 2005 
Oct. 1. l005-Dec. 31. 2005 
Jan. L 2006-Mar. 31. 2006 
Apr. I. 2006-Jun. 30. 2006 
Jul. L 2006-Sep. 30. 2006 

Jan. 1, 1991-Mar. 31, 1991 
Apr. 1. 1991-Jun. 30, 1991 
Jul. L 1991-Sep. 30,1991 
Oct. L 1991-Dec. 31, 1991 
Jan. 1, 1992-Mar. 31.1992 
Apr. L 1992-Jun. 30, 1992 
Jul. I. 1992-Scp. 30,1992 
Oct. I. 1992-Dec. 31,1992 
Jan. 1, 1993-Mar. 31, 1993 
Apr. I, 1993-Jun. 30, 1993 
Jul. 1, 1993-Sep. 30, 1993 
Oct. L 1993-Dec. 31,1993 
Jan. I, 1994-Mar. 31,1994 
Apr. I, 1994-Jun. 30, 1994 
Jul. 1, 1994-Sep. 30,1994 
Oct. I, I 994-Dec. 3 L 1994 
Jan. 1, 1995-Mar. 31,1995 
Apr. L 1995-Jun. 30, 1995 
Jul. L 1995-Sep. 30. 1995 
Oct. 1, 1995-Dec. 31,1995 
J an. I, 1996-Mar. 3 L 1996 
Apr. I, 1996-Jun. 30, 1996 
Jul. 1. 1996-Sep. 30. 1996 
Oct. 1, I 996-Dec. 31,1996 
Jan. I, 1997-Mar. 31,1997 
Apr. L 1997-Jun. 30. 1997 
Jul. L 1997-Sep. 30, 1997 
Oct. 1. 1997-Dec. 31, 1997 
Jan. 1. 1998-Mar. 31. 1998 
Apr. L 1998-Jun. 30, 1998 
Jul. L 1998-Sep. 30, 1998 
Oct. L 1998-Dec. 3 L 1998 
Jan. L 1999-Mar. 31, 1999 
Apr. L 1999-Jun. 30,1999 
Jul. L 1999-Sep. 30.1999 
Oct. 1. 1999-Dec. 31, 1999 
Jan. 1. 2000-Mar. 31, 2000 
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TABLE OF INTEREST RATES 

FROM JANUARY 1. 1999 - PRESENT - Continued 

CORPORATE OVERPAYMENTS AND UNDERPAYMENTS 

OVERPAYMENTS 

1995-1 C.B. 
RATE TABLE PG 

4% 61 615 
4% 13 567 
5% 15 569 
5% 15 569 
6% 17 571 
6% 17 571 
6% 17 571 
7% 19 573 

TABLE OF INTEREST RATES FOR 
LARGE CORPORATE UNDERPAYMENTS 

FROM JANUARY 1. 1991 - PRESENT 

UNDERPAYMENTS 

1995-1 C.B. 

RATE TABLE PG 

Y7c 63 617 
57r 15 569 
6Slr 17 571 
6Slr 17 571 
7% 19 573 
7% 19 573 
7% 19 573 
8% 21 575 

1995-1 C.B. 
RATE TABLE PG 

13% 31 585 
12% 29 583 
12% 29 583 
12% 29 583 
11% 75 629 
10% 73 627 
10% 73 627 
9% 71 625 
9o/r 23 577 
9Slr 23 577 
9% 23 577 
9% 23 577 
9% 23 577 
9% 23 577 

10% 25 579 
11 % 27 581 
11 % 27 581 
12 % 29 583 
11 % 27 581 
11% 27 581 
11 % 75 629 
10% 73 627 
11% 75 629 
11 % 75 629 
11 % 27 581 
11% 27 581 
11% 27 581 
11% 27 581 
11% 27 581 
10% 25 579 
10% 25 579 
10% 25 579 
9% 23 577 

10% 25 579 
10% 25 579 
10% 25 579 
10% 73 627 



TABLE OF INTEREST RATES FOR 
LARGE CORPORATE UNDERPAYMENTS 

FROM JANUARY 1, 1991 - PRESENT - Continued 

1995-1 C.B. 
RATE TABLE PG 

Apr. I, 2000-Jun. 30, 2000 11 % 75 629 
Jul. 1,2000-Sep. 30,2000 11% 75 629 
Oct. 1,2000-Dec. 31,2000 11% 75 629 
Jan. l, 20Ot-Mar. 31,2001 II % 27 581 
Apr. I. 2001-Jun. 30,20Ot 10% 25 579 
luI. l, 2001-Sep. 30,2001 9% 23 577 
Oct. 1,20Ot-Dec. 31,2001 9% 23 577 
Jan. 1,2002-Mar. 31,2002 8% 21 575 
Apr. 1, 2002-Jun. 30, 2002 8% 21 575 
Jul. 1, 2002-Sep. 30, 2002 8% 21 575 
Oct. I, 2002-Dec. 30, 2002 8% 21 575 
Jan. 1, 2003-Mar. 31, 2003 7% 19 573 
Apr. 1,2003-Jun. 30, 2003 7% 19 573 
luI. 1,2003-Sep. 30,2003 7% 19 573 
Oct. 1,2003-Dec. 31,2003 6% 17 571 
Jan. 1, 2004--Mar. 31,2004 6% 65 619 
Apr. I, 2004-Jun. 30,2004 7% 67 621 
luI. 1, 2004-Sep. 30, 2004 6% 65 619 
Oct. I,2004--Dec. 31,2004 7% 67 621 
Jan. I,2005-Mar. 31,2005 7% 19 573 
Apr. I, 2005-Jun. 30, 2005 8% 21 575 
luI. 1, 2005-Sep. 30, 2005 8% 21 575 
Oct. l, 2005-Dec. 31, 2005 9% 23 577 
Jan. I, 2006-Mar. 31, 2006 9% 23 577 
Apr. 1,2006-Jun. 30,2006 9% 23 577 
Jui. 1,2006-Sep. 30, 2006 10% 25 579 

TABLE OF INTEREST RATES FOR CORPORATE 
OVERPAYMENTS EXCEEDING $10,000 

FROM JANUARY I, 1995 - PRESENT 

1995-1 C.B. 
RATE TABLE PG 

Jan. I, I 995-Mar. 31,1995 6.5% Itl 572 
Apr. I, 1995-Jun. 30,1995 7.5% 20 574 
Jui. 1, I 995-Sep. 30, 1995 6.5% 18 572 
Oct. 1, 1995-Dec. 31, 1995 6.5% 18 572 
Jan. I, 1996-Mar. 31, 1996 6.5% 66 620 
Apr. I, 1996-Jun. 30,1996 5.5% 64 618 
Jul. I, 1996-Sep. 30,1996 6.5% 66 620 
Oct. I, 1 996-Dec. 31, 1996 6.5% 66 620 
Jan. I, 1 997-Mar. 31,1997 6.5% 18 572 
Apr. I, 1997-Jun. 30,1997 6.5% 18 572 
Jul. I, 1997-Sep. 30, 1997 6.5% 18 572 
Oct. I, I 997-Dec. 31,1997 6.5% 18 572 
Jan. I, 1998-Mar. 31,1998 6.5% 18 572 
Apr. I, 1998-Jun. 30, 1998 5.5% 16 570 
luI. I, 1 998-Sep. 30, 1998 5.5% 16 570 
Oct. 1, 1998-Dec. 31,1998 5.5% 16 570 
Jan. I, I999-Mar. 31,1999 4.5% 14 568 
Apr. l, 1 999-lun. 30, 1999 5.5% 16 570 
Jul. I, 1 999-Sep. 30, 1999 5.5% 16 570 
Oct. 1, 1 999-Dec. 31,1999 5.5% 16 570 
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Jan. I. 2000-Mar. J I. 2000 
Apr. I. 2000-Jun. 30. 2000 
Jul I. 2000-Sep 30. 2000 
Oct. I. 2000-Dec. 31. 2000 
Jan. I. 2001-Mar. 31. 2001 
Apr. I. 2()()J-Jun. 30,2001 
Jul. I. 2001-Sep. 30. 2001 
Oct. I. 2001 -Dec. 31, 200 I 
Jan. I. 2002-Mar. 31,2002 
Apr. 1. 2IlO2-Jun. 30, 2002 
Jul. 1. 2002-Sep. 30, 2002 
Oct. I. 2002-Dec. 31. 2002 
Jan. I. 20m-Mar. 3 L 2003 
Apr. 1, 20m-Jun. 30, 2003 
Jul I. 20m-Sep. 30, 2003 
Oct. I. 20m-Dec. 31, 2003 
Jan. I. 2004-Mar. 31. 2004 
Apr. I, 2004-Jun. 30. 2004 
Jul. I. 2004-Sep. 30, 2004 
Oct. l. 2004-Dec. 31, 2004 
Jan. 1,2005-Mar. 31,2005 
Apr. I, 20OS-Jun. 30,2005 
Jul. 1, 2005-Sep. 30, 2005 
Oct. 1,20OS-Dec. 31,2005 
Jan. I, 2006-Mar. 31, 2006 
Apr. 1, 2006-Jun. 30, 2006 
Jul I, 2006-Sep. 30, 2006 
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TABLE OF INTEREST RATES FOR CORPORATE 
OVERPAYMENTS EXCEEDING $10,000 

FROM JANUARY I. 1995 - PRESENT - Continued 

RATE 

5.5% 
6.5% 
6.5% 
6.5% 
6.5% 
5.5% 
4.5% 
4.5% 
3.5% 
3.5% 
3.5% 
3.5% 
2.5% 
2.5% 
2.5% 
1.5% 
1.5% 
2.5% 
1.5% 
2.5% 
2.5% 
3.5% 
3.5% 
4.5% 
4.5% 
4.5% 
5.5% 

1995-1 C.B. 
TABLE 

64 
66 
66 
66 
18 
16 
14 
14 
12 
12 
12 
12 
10 
10 
10 
8 

56 
58 
56 
58 
10 
12 
12 
14 
14 
14 
16 

PG 

618 
620 
620 
620 
572 
570 
568 
568 
566 
566 
566 
566 
564 
564 
564 
562 
610 
612 
610 
612 
564 
566 
566 
568 
568 
568 
570 



Part III. Administrative, Procedural, and Miscellaneous 
Communications Excise Tax; 
Toll Telephone Service 

Notice 2006-50 

SECTION 1. PURPOSE 

(a) In general. As further described in 
this notice, the Internal Revenue Service 
wiIl follow the holdings of Am. Bankers 
Ins. Group v. United States, 408 F.3d 
1328 (II th Cir. 2005) (ABIG); OjficeMax, 
Inc. v. United States, 428 F.3d 583 (6th 
Cir. 2005); Nat'l R.R. Passenger Corp. 
v. United States, 431 F.3d 374 (D.C. Cir. 
2005) (Amtrak); Fortis v. United States, 
2006 U.S. App. LEXIS 10749 (2d CiT. 
Apr. 27,2006); and Reese Bros. v. United 
States, 2006 U.S. App. LEXIS 11468 (3d 
Cir. May 9, 2006). These cases hold that a 
telephonic communication for which there 
is a toll charge that varies with elapsed 
transmission time and not distance (time
only service) is not taxable toll telephone 
service as defined in § 4252(b)( I) of the In
ternal Revenue Code. As a result, amounts 
paid for time-only service are not subject 
to the tax imposed by § 4251. Accordingly, 
the government will no longer litigate this 
issue and Notice 2005-79, 2005--46 I.R.B. 
952, which states otherwise, is revoked. 

(b) Credits and refunds. Taxpayers may 
be entitled to request credit or refund of 

the excise taxes paid for the services cov
ered by this notice. This notice provides 
guidance regarding these requests. In ad
dition, the Commissioner will authorize 

the scheduling of an overassessment un
der § 6407 to keep the period of limitations 
open for these requests. This overassess
ment will apply to all taxpayers and to all 
taxes paid for the services covered by this 
notice beginning with the tax paid on ser
vices that were billed to customers after 
February 28, 2003. 

SECTION 2. BACKGROUND 

(a) In general-(l) Tax imposed. Sec
tion 4251(a)(l) imposes a tax on amounts 
paid for communications services. 

(2) Payment of tux. Section 4251(a)(2) 
provides that the tax imposed shall be 
paid by the person paying for the service 
(taxpayer). Section 4251 (b )(2) provides 
that the applicable percentage is 3 percent 

of amounts paid for communications ser
vices. 

(3) Collection of tax. Section 4291 pro
vides that the tax is collected by the person 
receiving the payment (collector). In most 
cases, the collector, which is also respon
sible for paying over the tax to the govern

ment, is the telecommunications company 
that provides the communications services 
to the taxpayer. 

(b) Definitions-( 1) Communications 
senJices. Section 4251 (b)(1) provides 
that the term communications services 
means (A) local telephone service; (B) toll 

telephone service; and (C) teletypewriter 
exchange service. This notice does not 
address teletypewriter exchange service. 

(2) Local telephone service. Section 
4252(a) provides that local telephone ser
vice means (1) the access to a local tele
phone system, and the privilege of tele
phonic quality communication with sub
stantially all persons having telephone or 
radio telephone stations constituting a part 
of such local telephone system; and (2) 
any facility or service provided in connec
tion with such a service. Local telephone 
service does not include any service that 
is a toll telephone service as defined in 
§ 4252(b) or a private communications ser
vice as defined in § 4252(d). This notice 
does not address private communications 
service. 

(3) Toll telephone sen'ice-(i) Time and 
distance. Section 4252(b)(1 ) provides that 
toll telephone service includes a telephonic 
quality communication for which there is 
a toll charge that varies in amount with 
the distance and elapsed transmission time 
of each individual communication and for 
which the charge is paid within the United 

States. 
(ii) Periodic charge for u ~pecified 

area. Section 4252(b)(2) provides that 
toll telephone service also includes a ser
vice which entitles the subscriber, upon 
payment of a periodic charge (determined 
as a flat amount or upon the basis of total 
elapsed transmission time), to the privilege 
of an unlimited number of telephonic com
munications to or from all or a substantial 
portion of the persons having telephone 
or radio telephone stations in a specified 
area which is outside the local telephone 

system area in which the station provided 
with this service is located. 

(C) Rei'. Rul. 79-4{)4. Rev. Rul. 
79--404, 1979-2 C.B. 382, concludes that 
a long distance telephone call for which 
the charge varies with elapsed transmis
sion time but not with distance is loll tele
phone service described in § 4252(b)( I). 

(d) Notice of proposed rulr:makillg. 
In a notice of proposed rulemaking 
(REG-I 4 1097-02, 2003-1 C.B. 807 [68 

FR 15690]; April 1, 2003), the Service 
proposed an amendment to the Facilities 
and Services Excise Taxes Regulations 
to provide that toll telephone service de
scribed in section 4252(b)(1) may include 
a communication service for which the 
charge does not vary with the distance of 
each individual communication. 

(e) Recent litigation. ABIG, OjficeMax, 
Amtrak, and Rase Bros. hold time-only 
service is not toll telephone service as 
defined in § 4252(b)(I). Further, ABIG, 
OjficeMax, and Reese Bros. hold that the 
communications service provided was not 
a service described in § 4252(b)(2) be
cause the end result was not a "periodic 
charge" based on total elapsed time but 
rather a monthly bill based on a summation 
of toll charges for individual communica
tions. (In Amtrak, toll telephone service 
described in § 4252(b)(2) would have been 
exempt from tax under the common carrier 
exception in § 4253(f).) ABIG, OjficeMax, 
Amlmk, and Reese Bros. also hold that the 
communications services provided were 
not local service, notwithstanding the ac
cess the services provided to the local 
telephone system. (Fortis affirms, in a per 
curiam opinion, a district court decision 
reaching the same results.) 

(f) Notice 2005-79. Notice 2005-79, 
2005--46 I.R.B. 952, states that the Service 
will continue to assess and collect the tax 
imposed by § 4251 on all taxable commu
nications services, including those similar 
to the services in ABIG. 

SECTION 3. TERMS DEFINED 

The following terms are defined solely 
for purposes of this notice: 

(a) Bundled service. Bundled service 

is local and long distance service pro
vided under a plan that does not separately 

state the charge for the local telephone 

2006-1 C.B. 1141 



servIce. Bumlkd ~ervice includes. for 

example, Voice over Internet Protocol ser

vice, prepaid telephone cards. and plans 

that provide both local and long distance 

service for either a tlat monthly fcc or a 

charge that varies with the elapsed trans

mission time for which the service is used. 

Telecommunications companies provide 

bundled service for both landline and 
wireless (cellular) service. 

(b) Loca/-oll/v ser!'i('£'. Local-only ser

vice is local telephone service. as defined 

in * 4252(a). provided under a plan that 
does not include long distance telephone 

service or that separately states the charge 

for local service on its bill to customers. 

The term also includes services and facil
ities provided in connection with service 

described in the preceding sentence even 

though these services and facilities may 
also be used with long distance service. 

See, for example, Rev. Rul. 72-537. 
1972-2 C .B. 574 (telephone amplifier); 
Rev. Rul. 73-171, 1973-1 C.B. 445 (au

tomatic call distributing equipment); and 
Rev. Rul. 73-269, 1973-1 C.B. 444 (spe
cial telephone). 

(c) Long distance service. Long dis
tance service is telephonic quality com
munication with persons whose telephones 
are outside the local telephone system of 
the caller. 

(d) Nontaxable service. Nontaxable 
service means bundled service and long 
distance service. 

SECTION 4. EFFECT OF ABIG, 
OFFICEMAX, AMTRAK, FORTIS, AND 
REESE BROS. 

(a) Tax treatment of COllllIIUllicatiollS 
service after ABIG, OfficeMax, Amtrak, 
Fortis, alld Reese BIDS. The Service will 
follow ABIG, OfjiceMax. Amtrak, Fortis, 
and Reese Bros. Accordingly, taxpayers 
are no longer required to pay tax under 

* 4251 for nontaxable service. In addition. 
collectors or taxpayers may request a re
fund of tax paid under * 4251 on nontax
ahle service that was billed to the taxpayers 
during the period after Fehruary 28, 2003. 
and hefore Augusl I. 20()6 (the rele\'ant pe
riodl. 

(h) 71./\ 01/ local-ol/ly sen'icc. Collec
tors should continue to collect and pay 
over the ~ -l251 tax on amounts paid for 
local-only service. As noted in section 
)(0) of this notice, local-only service in-
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cludes amounts paid for facilities or ser

\'ices prO\ided in connection with local 

telephone sen·ice. Thus, for example. tax 

will continue to be imposed on amounts 

paid by a taxpayer for renting an ampli
fier phone provided in connection with lo

cal telephone service that is subject to tax. 

(c) Efji'ct /II/ mllectors. Collectors are 

directed to cease collecting and paying 

over tax under * 4251 on nontaxable ser
vice that is billed after July 31, 2006, and 

are not required to report to the IRS any 

refusal by their customers to pay any tax 

on nontaxable service that is billed after 

May 25, 2006. Collectors should not pay 

over to the IRS any tax on nontaxable 
service that is billed after July 31. 2006. 

The form will require collectors to cer

tify that for the third quarter of 2006 the 
§ 4251 tax reported on the Form 720 does 
not include any tax on nontaxable service 

that was billed after July 31, 2006. Con

sequently, the IRS will deny all taxpayer 
requests for refund of tax on nontaxable 
service that was billed after July 31,2006. 

All such requests should be directed to 
the collector. In addition. collectors may 
repay to taxpayers the tax on nontaxable 
service that was billed before August I, 
2006. but are not required to repay such 
tax. Collectors may also request a refund 
or make an adjustment to their separate 
accounts, as appropriate, subject to the 
provisions of § 6415 and section 5(d)(4) 
of this notice. Collectors must continue to 
collect and pay over tax under § 4251 on 
amounts paid for local only service. 

SECTION 5. REQUESTS FOR CREDIT 
OR REFUND 

(a) III /{elleral-( 1) Request must follow 
tlzi,l' lIotice. The Commissioner agrees to 
credit or refund the amounts paid for non
taxable service if the taxpayer requests the 
credit or refund in the manner prescribed 
in this notice. 

(2) Form of request. Taxpayers may re
quest a credit or refund of tax on nontax
able service that was billed after February 
28,2003, and before August I. 2006, only 
on their 2006 Federal income tax returns. 
For this purpose, the 2006 income tax re
turn is the income tax return for calendar 
year 2006 or for the first taxable year in
c! uding December 31, 2006. Forms 1040 
(series), 1041. 1065. 1120 (series). and 
99()-T will include a line for requesting the 

overpayment amount. Persons that are not 

otherwise required to file a kderal income 

tax return must ne\'ertheless file a return 

to obtain the credit or refund. Ex.cept as 

provided in section )(d)(4) of this notice. 

a request for this credit or refund on any 

other form (sllch as a Form 720, 843. or 

8849) will not be processed by the Service. 

Taxpayers will be permitted to request the 

safe harbor amount under paragraph (c) of 

this section only if they have paid all taxes 

billed by their service provider after Febru

ary 28. 2003. and before August I, 2006. 
(3) Guidance 011 tlleforlll. The instruc

tions to the respective federal income tax 
return forms will provide additional guid

ance. The forms and instructions will re
quire taxpayers to certify that (I) the tax

payer has not received from the collector a 
credit or refund of the tax paid on nontax

able service billed during the relevant pe
riod and (2) the taxpayer will not ask the 

collector for a credit or refund of that tax 
and has withdrawn any such request that 

was previously submitted. The instruc
tions will also require that taxpayers, ex
cept for those individuals using the safe 
harbor amount, retain records that substan
tiate the request. These records should in
elude bills from the collector that show the 
amount of tax charged for nontaxable ser
vice for each month during the relevant pe
riod and receipts, canceled checks, or other 
evidence that the amount requested was 
actually paid. 

(b) Period of request. The Commis
sioner will authorize the scheduling of an 
overassessment under § 6407 to preserve 
the period of limitations during which tax
payers may request refunds of the tax on 
nontaxable service that was billed to CllS
tomers after February 28, 2003. and before 
August I. 2006. Therefore, requests may 
be made for credits or refunds of tax paid 
for nontaxable service billed after Febru
ary 28, 2003. and before August 1,2006. 

(c) Amount of the request-(l) Re
quests bv individual taxpayers-(i) Safe 
harbor amount. Individual taxpayers may 
request a safe harbor amount. No docu
mentation will be required to be submitted 
or kept to support the safe harbor request. 
However, taxpayers will be permitted to 
request the safe harbor amount only if 
they have paid all taxes billed by their 
service provider after February 28, 2003, 
and before August I, 2006; have not re
ceived a credit or refund of these taxes 



from the service provider, and either have 
not requested such a credit or refund from 
the service provider or have withdrawn 
any such request. The amount of this safe 
harbor is still under consideration and will 
be announced in later guidance. 

(ii) Actual amount. Taxpayers that do 
not request the safe harbor amount may 
request a credit or refund of the actual 
amount of tax they paid. 

(d) How to file-(l) Requests by in
dividual taxpayers. Individual taxpayers 
may request a credit or refund of federal 
excise taxes paid on nontaxable service 
only on their 2006 Form 1040, 1040A, 
or 1040-EZ, U.S. Individual Income Tax 
Return. Individuals who are not otherwise 
required to file a federal income tax return 
must nevertheless file Form 1040EZ-T 
to request the credit or refund. Individual 
taxpayers, including Schedule C filers, 
may request either the safe harbor amount 
or the actual amount of tax paid for non
taxable service. 

(2) Requests by taxpayers other than in
dividual taxpayers. Taxpayers other than 
individual taxpayers (entities) may request 
only the actual amount of tax paid on non
taxable service billed during the relevant 
period. No safe harbor amount is allowed 
for entities. 

(3) Requests by entities-(i) In general. 
Entities may request a credit or refund of 
federal excise taxes paid on nontaxable 
service only on their 2006 income tax re
turns. Any part of the credit or refund at
tributable to tax payments that were de
ducted as an ordinary and necessary busi
ness expense (including in the determina
tion of unrelated business taxable income) 
must be included in income for the tax
able year in which the refund is received 
or accrued to the extent that the tax pay
ments reduced the amount of federal in
come tax (or unrelated business income 
tax) imposed. 

(ii) Partnerships. A partnership, as de
fined in § nOI(a)(2), may request a credit 
or refund of federal excise taxes paid on 
nontaxable service only on its 2006 Form 
1065, US. Return of Partnership Income. 
Any amount of thc credit or refund in
cluded in partnership income and any in
terest on the credit or refund must be re
ported on the partners hi p' s return for the 
taxable year in which received or accrued 
and must be allocated to its partners on the 
Schedule K-I, Partner's Share of Income, 

Deductions, Credits, etr., for that taxable 
year. 

(iii) S Corporations. An S Corpora
tion, as defined in § 1361, may request 
a credit or refund of federal excise taxes 
paid on nontaxable service only on its 2006 
Form l120S, US. Income Tax Return for 
an S Corporation. Any amount of the 
credit or refund included in S Corpora
tion income and any interest on the credit 
or refund must be reported on the S Cor
poration's return for the taxable year in 
which received or accrued and must be al
located to its shareholders on the Sched
ule K-I, Shareholder's Share of Income, 
Deductions, Credits, etc., for that taxable 
year. 

(iv) Estates and trusts. An estate or 
a trust, as defined in § 301.770 1-4(a) of 
the Procedure and Administration Regula
tions, may request a credit or refund of fed
eral excise taxes paid on nontaxable ser
vice only on its 2006 Form 1041, Us. In
come Tax Return for Estates and Trusts. 
Any amount of the credit or refund in
cluded in the estate's or trust's income and 
any interest on the credit or refund must 
be reported on the estate's or trust's Form 
1041, US. Income Tax Return for Estates 
and Trusts, for the taxable year in which 
received or accrued. However, for a trust 
that is treated as owned by the grantor or 
other person under subpart E (§ 671 and 
following), part I, subchapter J, chapter 
I of the Internal Revenue Code (grantor 
trust), the owner of the trust may request 
a credit or refund of federal excise taxes 
treated as paid by the owner for nontaxable 
service only on its applicable 2006 federal 
tax return. 

(v) Tax exempt organizations. An or
ganization that is described in § 50 l(a) 
may request a credit or refund of federal 
excise taxes paid on nontaxable service 
only on its 2006 Form 990-T, Exempt Or
ganization Business Income Tax Return. 
Tax exempt organizations that are not oth
erwise required to file a federal income 
tax return must nevertheless file Form 
990-T to request the credit or refund. Any 
amount of the credit or refund included 
in the organization's unrelated business 
taxable income must be reported on the 
organization's Form 990-T, Exempt Or
ganization Business Income Tax Return, 
for the taxable year in which received or 
accrued. An organization that is subject to 
tax on its interest income must also report 

any interest on the credit or refund on its 
Form 990-T, Exempt OI:'<,Wli:atioll Busi
ness Income Tax Return, for the taxable 
year in which received or accrued. 

(vi) Corporations. A corporation, as 
defined in § 7701(a)(3), that is not de
scribed in section 5(d)(3)(iii) of this notice 
may request a credit or refund of federal 
excise taxes paid on nontaxable service 
only on its 2006 Form 1120 (series) in
come tax return (generally, Form 1120, 
Us. Corporation Income Tax Retul1d. 
Any amount of the credit or refund in
cluded in the corporation's income and 
any interest on the credit or refund must 
be reported on the corporation's income 
tax return for the taxable year in which 
received or accrued. Corporations that 
are not otherwise required to file a federal 
income tax return must nevertheless file 
Form 1120 (series) to request the credit or 
refund. 

(vii) Other nonfiling entities. Entities 
that are not otherwise required to file a 
federal income tax return must file Form 
990-T to request the credit or refund. 

(4) Requests and adjustments bv col
lectors-(i) Section 6415 conditions to al
lowance. The conditions to allowance de
scribed in § 6415 apply to all requests and 
adjustments by collectors, as defined by 
section 2(a)(3) of this notice. Thus, a re
quest by a collector is allowed only if the 
person that paid over the tax establishes 
that it has repaid the amount of the tax to 
the person from whom the tax was col
lected, or obtains the written consent of 
such person to the allowance of the credit 
or refund. 

(ii) Requestsfor regular method collec
tors-CAl In general. A person that col
lected the tax imposed by § 4251 on non
taxable service and paid it over to the gov
ernment based on amounts actually col
lected under § 40.6302(c)-l(a)(2)(i) of the 
Excise Tax Procedural Regulations (regu
lar method collectors) may request a credit 
or refund. 

(B) Form of the request. Regular 
method collectors may use Form nox, 
Amended Quarterlv Federal Excise Tax 
Return, line I, IRS No. 22, for credit or 

refund of amounts collected and repaid to 

taxpayers. 
(iii) Account adjustments for alter

native method collectors. A person that 
collected the tax imposed by § 4251 on 
nontaxable service and paid it over to the 
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government based on amounts considered 
as collected under § 40.6302(c )-1 (a)(2)( ii) 
(alternative method collectors) may adjust 
the separate account for the amount of an 
overpayment. The required adjustment 
to the separate account is described in 
* 40.6302(c)-3(b)(2)(ii)(C). The adjust
ment is re!lected on Form 720, Schedule 
A, line 2, but may not reduce tax liability 
on Form 720 below zero. 

(e) /III('I"eSI Oil liIe credit or refimd in
cluded in income. If a taxpayer requests a 
credit or refund of the actual amount of tax 
paid, interest on the credit or refund of the 
tax paid for nontaxable service must be in
cluded as income on the taxpayer's income 
tax return for the taxable year in which the 
interest is received or accrued. Thus, indi
viduals are generally required to report the 
interest on their 2007 income tax returns. 

(0 ESlimated lax effects. Although the 
credit or refund allowed to a taxpayer un
der this notice will be requested on the tax
payer's income tax return, it is not a credit 
against tax for purposes of §§ 6654 and 
6655. Accordingly, the taxpayer may not 
take the credit or refund into account in de
termining the amount of the required in
stallments of estimated tax for 2006. In 
determining the amount of the required in
stallments of estimated tax for 2007, the in
come attributable to the credit or refund is 
taken into account on the date the income 
is paid or credited in the case of a cash 
method taxpayer and on the date the return 
making the request is filed in the case of an 
accrual method taxpayer. 

(g) Requesls that do llotfol/OIt' the pro
l'isiOIlS of this notiC£'. Requests that do 
not folluw the provisions of this notice 
(whether filed before or after its publiea
tion)-

(1) Will not be processed to the extent 
they relate to the tax paid on nontaxable 
service that was billed after February 28, 
2003; and 

(2) Will be processed normally to the 
extent they relate to the tax paid on nontax
able service that was billed before March 
1,2003. 

SECTION 6. EFFECT ON OTHER 
IJOCUMENTS 

Notice 2005-79. 2005--46 I.R.B. 952, 
is revoked. Rev. Rul. 79--404, 1':179-2 
C.S. 382, will be revoked in a later revenue 
ruling. 
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SECTION 7. DRAFTING 
INFORMATION 

The principal author of this notice is 
Taylor Cortright of the Office of the As
sociate Chief Counsel (Passthroughs and 
Special Industries). For further informa
tion regarding this notice, contact (202) 
622-3130 (not a toll-free call). 

Renewable Electricity 
Production Credit and 
Refined Coal Production 
Credit, Publication of Inflation 
Adjustment Factor and 
Reference Prices for Calendar 
Year 2006 

Notice 2006-51 

This notice publishes the inflation ad
justment factor and reference prices for 
calendar year 2006 for the renewable elec
tricity production credit and the refined 
coal production credit under § 45 of the 
Internal Revenue Code. The 2006 infla
tion adjustment factor and reference prices 
are used in determining the availability of 
the credits. The 2006 inflation adjustment 
factor and reference prices apply to calen
dar year 2006 sales of kilowatt-hours of 
electricity produced in the United States or 
a possession thereoffrom qualified energy 
resources and to calendar year 2006 sales 
of refined coal produced in the United 
States or a possession thereof. 

BACKGROUND 

Section 45(a) provides that the renew
able electricity production credit for any 
tax year is an amount equal to the prod
uct of 1.5 cents multiplied by the kilowatt 
hours of specified electricity produced by 
the taxpayer and sold to an unrelated per
son during the tax year. This electricity 
must be produced from qualified energy 
resources and at a qualified facility during 
the IO-year period beginning on the date 
the facility was originally placed in ser
vIce. 

Section 45(b)(I) provides that the 
amount of the credit determined under 
§ 45(a) is reduced by an amount which 
bears the same ratio to the amount of the 
credit as (A) the amount by which the 

reference pnce for the calendar year in 
which the sale occurs exceeds 8 cents, 
bears to (B) J cents. Under ~ 45(b)(2), 
the 1.5 cent amount in ~ 45(a). the 8 cent 
amount in ~ 45(b)( I). the $4.375 amount in 
* 45(e)(S)(Al. and in * 45(e)(X)(B)(i) the 
reference price of fud used as feedstock 
(within the mcaning of * 45(c)(7)(A» in 
2002 are each adjusted by multiplying the 
amount by the intlation adjustment factor 
for the calendar year in which the sail.' 
occurs. If any amount as increased under 
the preceding sentence is not a multiple 
of 0.1 cent, the amount is rounded to the 
nearest multiple of 0.1 cent. 

Section 45(c)( I) defines qualified 
energy resources as wind, closed-loop 
biomass, open-loop biomass, geother
mal energy, solar energy, small irrigation 
power, municipal solid waste, and quali
fied hydropower production. 

Section 45(d)(l) defines a qualified fa
cility using wind to produce electricity as 
any facility owned by the taxpayer that is 
originally placed in service after Decem
ber 31, 1993, and before January I, 2008. 
See § 45(e)(7) for rules relating to the in
applicability of the credit to electricity sold 
to utilities under certain contracts. 

Section 45(d)(2)(A) defines a qualified 
facility using c1osed-loup biomass to pro
duce electricity as any facility (i) owned 
by the taxpayer that is originally placed in 
service after December 31, 1992, and be
fore January I, 2008, or (ii) owned by the 
taxpayer which before] anuary I, 2008, is 
originally placed in service and modified 
to use closed-loop biomass to co-fire with 
coal, with other biomass, or with both, 
but only if the modification is approved 
under the Biomass Power for Rural De
velopment Programs or is part of a pilot 
project of the Commodity Credit Corpora
tion as described in 65 Fed. Reg. 63052. 
Section 45(d)(2)(B) provides that in the 
case of a qualified facility described in 
§ 45(d)(2)(A)(ii), (i) the 10-year period re
ferred to in § 45(a) is treated as begin
ning no earlier than the date of enactment 
of § 45(d)(2)(S)(i); (ii) the amount of the 
credit determined under § 45(a) with re
spect to the facility is an amount equal 
to the amount determined without regard 
to § 45( d)(2)(B )(ii) multiplied by the ratio 
of the thermal content of the closed-loop 
biomass used in the facility to the thermal 
content of all fuels used in the facility; and 
(iii) if the owner of the facility is not the 



producer of the electricity, the person eli
gible for the credit allowable under § 45(a) 
is the lessee or the operator of the facility. 

Section 45(d)(3)(A) defines a qualified 
facility using open-loop biomass to pro
duce electricity as any facility owned by 
the taxpayer which (i) in the case of a facil
ity using agricultural livestock waste nutri
ents, (I) is originally placed in service after 
the date of enactment of § 45( d)(3 )(A)(i)(I) 
and before January 1, 200S, and (II) the 
nameplate capacity rating of which is not 
less than 150 kilowatts; and (ii) in the case 
of any other facility, is originally placed in 
service before January I. 2008. In the case 
of any facility described in § 45(d)(3)(A), 
if the owner of the facility is not the pro
ducer of the electricity, § 45( d)(3 )(B) pro
vides that the person eligible for the credit 
allowable under § 45(a) is the lessee or the 
operator of the facility. 

Section 45(d)( 4) defines a qualified fa
cility using geothermal or solar energy to 

produce electricity as any facility owned 
by the taxpayer which is originally placed 
in service after the date of enactment of 
§ 45(d)(4) and before January 1, 200S (Jan
uary 1, 2006, in the case of a facility us
ing solar energy). A qualified facility us
ing geothermal or solar energy docs not in
clude any property described in § 4S(a)(3) 
the basis of which is taken into account by 
the taxpayer for purposes of determining 
the energy credit under § 4S. 

Section 45(d)(5) defines a qualified 
facility using small irrigation power to 
produce electricity as any facility owned 
by the taxpayer which is originally placed 
in service after the date of enactment of 
§ 45(d)(5) and before January 1, 200S. 

Section 45(d)(6) defines a qualified fa
cility using gas deri ved from the biodegra
dation of municipal solid waste to produce 
electricity as any facility owned by the tax
payer which is originally placed in service 
after the date of enactment of § 45(d)(6) 
and before January I, 2008. 

Section 45(d)(7) defines a qualified fa
cility that burns municipal solid waste to 
produce electricity as any facility owned 
by the taxpayer which is originally placed 
in service after the date of enactment of 
§ 4S(d)(7) and before January 1, 2008. A 
qualified facility burning municipal solid 
waste includes a new unit placed in service 
in connection with a facility placed in ser
vice on or before the date of enactment of 
§ 45( d)(7), but only to the extent of the in-

creased amount of electricity produced at 
the facility hy reason of such new unit. 

Section 45(d)(S) provides in the case 
of a facility that produces refined coal, 
the term "refined coal production facility" 
means a facility which is placed in service 
after the date of enactment of § 45(d)(8) 
and before January 1,2009. 

Section 45( d)(9) defines a qualified 
facility producing qualified hydroelec
tric production described in § 45(c)(S) as 
(A) any facility producing incremental 
hydropower production, but only to the 
extent of its incremental hydropower pro
duction attributable to efficiency improve
ments or additions to capacity described 
in § 45(c)(8)(B) placed in service after the 
date of enactment of § 45(d)(9) and before 
January 1, 200S, and (B) any other facility 
placed in service after the date of enact
ment of § 45( d)(9) and before January 1, 
20m~. Section 45(d)(9)(C) provides that in 
the case of a qualified facility described in 
§ 45(d)(9)(A), the lO-year period referred 
to in § 45( a) is treated as beginning on 
the date the efficiency improvements or 
additions to capacity are placed in service. 

Section 45(e)(S)(A) provides that the 
refined coal production credit is an amount 
equal to $4.375 per ton of qualified re
fined coal (i) produced by the taxpayer 
at a refined coal production facility dur
ing the 10-year period beginning on the 
date the facility was originally placed in 
service, and (ii) sold by the taxpayer (I) 

to an unrelated person and (II) during the 
lO-year period and the tax year. Section 
4S( e)( 8 )(B) provides that the amount of 
credit determined under § 45(e)(8)(A) is 
reduced by an amount which bears the 
same ratio to the amount of the increase 
as (i) the amount by which the reference 
price of fuel used as feedstock (within the 
meaning of § 45(c)(7)(A» for the calendar 
year in which the sale occurs exceeds an 
amount equal to 1.7 multiplied by the ref
erence price for such fuel in 2002, bears to 
(ii) $8.75. 

Section 45(e)(2)(A) requires the Secre
tary to determine and publish in the Fed
eral Registcr each calendar year the infla
tion adjustment factor and the reference 
prices for the calendar year. Thc inflation 
adjustment factor and the reference prices 
for the 2006 calendar year were published 
in the Federal Register on March 31,2006 
(71 Fed. Reg. 16420). and corrected on 
May 9, 2006 (71 Fed. Reg. 27038). 

Section 45(e)(2)(B) defines the infla
tion adjustment factor for a calendar year 
as the fraction the numerator of which is 
the GOP implicit price deflator for the pre
ceding calendar year and the denominator 
of which is the GOP implicit price defla
tor for the calendar year 1992. The term 
"GOP implicit price deflator" means the 
most recent revision of the implicit price 
deflator for the gross domestic product as 
computed and published by the Depart
ment of Commerce before March 15 of the 
calendar year. 

Section 45(e)(2)(C) provides that the 
refercnce price is the Secretary's determi
nation of the annual average contract price 
per kilowatt hour of electricity generated 
from the same qualified energy resource 
and sold in the previous year in the United 
States. Only contracts entered into af
ter December 3 L 19S9, are taken into ac
count. 

Under § 45(c)(8)(C), the determination 
of the reference price for fuel used as feed
stock within the meaning of § 4S(c)(7)(A) 

is made according to rules similar to the 
rules under § 4S(e)(2)(C). 

INFLATION ADJUSTMENT FACTOR 
AND REFERENCE PRICES 

The inflation adjustment factor for 
calendar year 2006 is 1.29S1. The ref
erence price for calendar year 2006 for 
facilities producing electricity from wind 
based upon information provided by the 
Department of Energy is 2.89 cents per 
kilowatt hour. The reference priccs for 
fuel used as feedstock within the mean
ing of § 45(c)(7)(A), relating to refined 
coal production (based upon information 
provided by the Department of Energy) 
are $31.90 per ton for calendar year 2002 
and $42.7S per ton for calendar ycar 
2006. The reference prices for facilities 
producing electricity from closed-loop 
biomass. open-loop bioma~s, geother
mal energy, solar energy, small irrigation 
power, municipal solid waste, and quali
fied hydropower production have not been 
determined for calendar year 2006. The 
IRS is exploring methods of determining 
those reference prices for calendar year 
2007. 

PHASE-OUT CALCULATION 

Because the 2006 reference price for 
electricity produced from wind doe~ not 
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exceed 8 cents multiplied by the intla
tion adjustment factor. the phaseout of 
the credit provided in ~ 45(b)(I) does 
not apply to such electricity sold during 
calendar year 2006. Because the 2006 ref
erence price of fuel llsed as feedstock for 
refined coal does not exceed the $31.90 
reference price of such fuel in 2002 mul
tiplied by the intlation adjustment factor 
and 1.7. the phaseout of credit provided 
in ~ 45(e)(8)(B) does not apply to re
fined coal sold during calendar year 2006. 
Further. for electricity produced from 
closed-loop biomass. open-loop biomass. 
geothermal energy. solar energy. small 
irrigation power. municipal solid waste. 
and qualified hydropower production, the 
phaseout of credit provided in ~ 45(b)( I ) 
does not apply to such electricity sold dur
ing calendar year 2006. 

CREDIT AMOUNT BY QUALIFIED 
ENERGY RESOURCE AND FACILITY 
AND REFINED COAL 

As required by § 45(b)(2), the 1.5 cent 
amount in § 45(a)( I), the R cent amount 
in § 45(b)(\). and the $4.375 amount in 
§ 45(e)(8)(A) are each adjusted by mul
tiplying such amount by the inflation 
adjustment factor for the calendar year 
in which the sale occurs. If any amount 
as increased under the preceding sen
tence is not a multiple of 0.1 cent. such 
amount is rounded to the nearest multi
ple of 0.1 cent. In the case of electricity 
produced in open-loop biomass facilities. 
small irrigation power facilities. landfill 
gas facilities, trash combustion facili
ties. and qualified hydropower faci lities. 
* 45(b)(4)(A) requires the amount in ef
fect under § 45(a)( I) (before rounding 
to the nearest 0.1 cent) to be reduced by 

For Plan Years 
Beginning in: 

Month Year 

June 2006 

Drafting Information 

The principal authors of this notice are 
Paul Stern and Tony Montanaro of the Em
pillyee Plans. Tax Exempt and Govern
ment Entitie, Di\i,ion. For further infor-
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one-half. Under the calculation required 
by ~ 45(b)(2). the credit for renewable 
electricity production for calendar year 
2006 under * 45(a) is 1.9 cents per kilo
watt hour on the sale of electricity pro
duced from the qualified energy resources 
of wind. closed-loop biomass. geothermal 
energy. and solar energy. and 1.0 cent per 
kilowatt hour on the sale of electricity 
produced in open-loop biomass facilities. 
small irrigation power facilities, landfill 
gas facilities. trash combustion facilities. 
and qualified hydropower facilities. Under 
the calculation required by § 45(b )(2), the 
credit for refined coal production for cal
endar year 2006 under section 45(e)(8)(A) 
is $5.679 per ton on the sale of qualified 
refined coal. 

DRAFTING AND CONTACT 
INFORMATION 

The principal author of this notice is 
David A. Selig of the Office of Associate 
Chief Counsel (Passthroughs and Special 
Industries). For further information re
garding this notice. contact Mr. Selig at 
(202) 622-3040 (not a toll-free call). 

Weighted Average Interest 
Rate Update 

Notice 2006-55 

Sections 412(b)(5)(B) and 412(1)(7) 
(e)(i) of the Internal Revenue Code gen
erally provide that the interest rates used 
to calculate current liability for purposes 
of determining the full funding limitation 
under * 412(c)(7) and the required con
tribution under § 412(1) must be within 
a permissible range around the weighted 

30-Year 

average of the rates of interest on 30-year 
Treasury securities during the four-year 
period ending on the last day before the 
beginning of the plan year. 

Notice 88-73. 1988-2 C.B. 383. pro
vides guidelines for determining the 
weighted average interest rate and the 
resulting permissible range of interest 
rates used to calculate cunent liability for 
the purpose of the fu 11 funding limitation 
of § 412(c)(7) of the Code. 

Section 417(e)(3)(A)(ii)(Il) defines 
the applicable interest rate, which must 
be used for purposes of determining the 
minimum present value of a participant's 
benefit under § 417(e)(l) and (2), as the 
annual rate of interest on 30-year Treasury 
securities for the month before the date 
of distribution or such other time as the 
Secretary may by regulations prescribe. 
Section lAI7(e)-I(d)(3) of the Income 
Tax Regulations provides that the applica
ble interest rate for a month is the annual 
interest rate on 30-year Treasury securi
ties as specified by the Commissioner for 
that month in revenue rulings, notices or 
other guidance published in the Internal 
Revenue Bulletin. 

The rate of interest on 30-year Treasury 
securities for May 2006 is 5.20 percent. 
The Service has determined this rate as the 
monthly average of the daily determina
tion of yield on the 30-year Treasury bond 
maturing in February 2036. 

The following 30-year Treasury rates 
were determined for the plan years begin
ning in the month shown below. 

Treasury 90% to 105% 90% to 110% 
Weighted Permissible Permissible 
Average Range Range 

4.82 4.34 to 5.06 4.34 to 5.31 

mati on regarding this notice, please con
tact the Employee Plans' taxpayer assis
tance telephone service at 877-829-5500 
(a toll-free number), between the hours of 
8:30 a.m. and 4:30 p.m. Eastern time, 
Monday through Friday. Mr. Stem may be 

reached at 202-283-9703. Mr. Montanaro 
may be reached at 202-283-9714. The 
telephone numbers in the preceding sen
tences are not toll-free. 



26 CFR 601.105: Examination of returns alld claims 
for refund, credit, or abatement; detenniflatiofl of 
correct tax liabilill'. 
(Also: Part I, .Ii 911, /.Y/J~/.) 

Rev. Proc. 2006-28 

SECTION 1. PURPOSE 

.01 This revenue procedure provides 
information to any individual who failed 
to meet the eligibility requirements of 
§ 911(d)(I) of the Internal Revenue Code 
because adverse conditions in a foreign 
country precluded the individual from 
meeting those requirements for taxable 
year 2005. 

,02 This revenue procedure lists the 
country, for which the eligibility require
ments of § 911(d)(l) are waived for taxable 
year 2005. 

SECTION 2. BACKGROUND 

,01 Section 911(a) of the Code allows 
a "qualified individual," as defined in 

Country 

Haiti 

,os Accordingly, for purposes of § 911 
of the Code, an individual who left Haiti 
on or after May 26, 2005, shall be treated 
as a qualified individual with respect to the 
period during which that individual was 
present in, or was a bona fide resident of, 
Haiti, ifthe individual establishes a reason
able expectation of meeting the require
ments of § 911(d) but for those conditions. 

. 06 To qualify for relief under 
§ 91l(d)(4) of the Code, an individual 
must have established residency, or have 
been physically present, in the foreign 
country on or prior to the date that the 
Secretary of thc Treasury determines that 
individuals were required to leave the for
eign country. Individuals who establish 

§ 911(d)(l), to exclude foreign earned 
income and housing cost amounts from 
gross income. Section 911(c)(3) of the 
Code allows a qualified individual to 
deduct housing cost amounts from gross 
income. 

.02 Section 911 (d)(l) of the Code de
fines the term "qualified individual" as an 
individual whose tax home is in a forcign 
country and who is (A) a citizen of the 
United States and establishes to the satis
faction of the Secretary of the Treasury that 
the individual has been a bonafide resident 
of a foreign country or countries for an un
interrupted period that includes an entire 
taxable year, or (B) a citizen or resident of 
the United States who, during any period 
of 12 consecutive months, is present in a 
foreign country or countries during at least 
330 full days. 

.03 Section 911 (d)( 4) of the Code pro
vides an exception to the eligibility re
quirements of § 911(d)(\). An individ
ual will be treated as a qualified individ
ual with respect to a period in which the 
individual was a bona fide resident of, or 

residency, or are first physically present, in 
the foreign country after the date that the 
Secretary prescribes shall not be treated 
as qualified individuals under § 911(d)(4) 
of the Code. Therefore, individuals who 
are first physically prescnt or establish 
residency in Haiti after May 26, 2005, are 
not eligible to qualify for the cxccption 
provided in § 911(d)(4) of the Code for 
taxable year 2005 . 

SECTION 3. INQUIRIES 

A taxpayer who needs assistance on 
how to claim this exclusion, or on how to 
file an amended return, should contact a lo
cal IRS Office or, for a taxpayer residing 

was present in, a foreign country, if the in
dividual left the country during a period 
for which the Secretary of the Treasury. af
ter con~ultation with the Secretary of State, 
determines that individuals were required 
to leave because of war, civil unrest, or 
similar adverse conditions that precluded 
the normal conduct of business. An in
dividual must establish that but for those 
conditions the individual could reasonably 
have been expected to meet the eligibility 
requirements. 

.04 For 2005, the Secretary of the Trea
sury, in consultation with the Secretary 
of State, has determined that war, civil 
unrest, or similar adverse conditions prc
c1uded the normal conduct of business in 
the following country beginning on the 
specified date: 

Date of Departure 
011 or after 

May 26, 2005 

or traveling outside the United States, the 
nearest overseas IRS office. 

SECTION 4. DRAFTING 
INFORMATION 

The principal author of this revenue 
procedure is Kate Y. Hwa of the Office of 
Associate Chief Counsel (International) 
For further information regarding this rev
enue procedure, contact Kate Y. Hwa at 
(202) 622-3840 (not a toll-free call). 
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Part I. Rulings and Decisions Under the Internal Revenue Code 
of 1986 
Section 279.-lnterest on 
Indebtedness Incurred by 
Corporation to Acquire 
Stock or Assets of Another 
Corporation 

Temp"rars and pr"!,lhed regulations sim!,lify, 

cLlli!'}_ ()r L'lillllllall' ta\payl'f rl'porting hurdcn .... 

The\ also eliminate regulatory Impediments tll the 

eketronll' filing "I' certain statements that taxpay

l'i's arc requiled t() include on or with their Federal 

Inc"me tax returns. See TD.926-l. page 1150. 

Section 302.-Distributions 
in Redemption of Stock 

Temp"r"r, and prop"sed regulations simplify. 

dan 1\. nr e 111111 natl' ta \ paver repOfting hurdens. 

Thev al'l' elll11inate regulatnry impedimcnh to the 

del·tr"nlc filing of ccrtain statements that taxpayers 

"re required to lI1c1ude on or with their Federal in

come t~1\ returns. See TD. LJ26-l, page 1150. See 

RH'-I\-l\17-0'i. page IIX-l. 

Section 331.-Gain or 
Loss to Shareholders in 
Corporate Liquidations 

Tcmpnrar) and !,roposed regulations Simplify, 

clarify. llr eliminate taxpayer reporting hurdens. 

They als" eilininate regulatory impediments to the 

electronic filing of certain >Iatements that taxpayers 

arc Icquireu to incluue on \11' with their Federal in

come tax returns. Sec 'LD. 026-l, page 1150. Sec 

RECj-I.\-l.\ 17-0'i. page II H-l. 

Section 332.-Complete 
Liquidations of Subsidiaries 

Tem!,nrar! and pro!'oseu regulations simplify. 

l'iarif), m eliminate taxpayer repnl1ing huruens. 

The) Oils" dinllnate regulatory impediments to the 

L'll'L'trunic filing {If (l'rtain ~tatel1lenh [hal taxpayers 

arl' rl'qulred to include llil or With thl'lr Felieral in

,"nk' t.1S returns. Sec TD. 026-l, page 1150. Sec 

R H ;-1.1-+317 -(IS. p.lge II X-l. 

Section 338.-Certain 
Stock Purchases Treated 
as Asset Acquisitions 

h'1l11'\\1~lr: ,lilt! prnpn'l'd fl'gulalillll' ... impllfy. 

<--"l.ml:_ III l'!lllllnatL' Ll\r.l:~'r f('pnrtlng hllrJen~. 

ThL'\ ,ll'll l'11l111nak rl'~ld~lt()r: IIllPl"JlIllcllh In the 
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elcctrollic filing of certain statemcnts that ta\pJyers 

'IIC rClJuircd {(l incluue Oil or "ith their Feueral in

come tax returns. See TD. 92h-l, page 1150. Sec 

REG-D-lJI7-0), page 118-l. 

Section 351.-Transfer 
to Corporation Controlled 
by Transferor 

Temporary and proposed regulutillns simplify. 

clarify. or eliminate taxpayer reporting hurdens 

They also eliminate regulatory impediments to the 

electronic filing of certain statements that taxpayers 

eire requtred to include on or with their federal in

L'ome tax returns. See TO. 926-l. page 1150. See 

REG-13-l317 -OS, page 118-l. 

Section 355.-Distribution 
of Stock and Securities of 
a Controlled Corporation 

Temporary and proposed regulations simplify, 

clarify. or eliminate taxpayer reporting hurdens. 

They also eliminate regulatory impediments to the 

electronic filing of certain statements that taxpayers 

~lle required to include on m with their Federal in

come tax returns. See TO. 926-l. page 1150. Sec 

REG-13+317-05. page 118+. 

Section 368.-Definitions 
Relating to Corporate 
Reorganizations 

Temporary anu proposed regulations simplify. 

clarify. or eliminate taxpayer reporting burdens. 

They also eliminate regulatory impediments to the 

electronic fIling of certain statements that taxpayers 

are required to include on or with their Federal in

come tax returns. See TD. 9264, page 1150. See 

REG-13-l317-05, page Illl+. 

Section 381.-Carryovers 
in Certain Corporate 
Acquisitions 

Temporary and pro!'llseu regulations simplify. 

l·larify. or eliminate taxpayer reporting burdens. 

The) alsn eliminate regulatory impediments to the 

ekctroniC' tiling of certain statements that taxpayers 

are reqUired to include on or with their Federal in

l'nllle tax returns. Sec TD. 026-\. page 1150. See 

REG-J\-l\17-0'j.pat!c IIX-l. 

Section 382.-Limitation 
on Net Operating Loss 
Carryforwards and Certain 
Built-in Losses Following 
Ownership Change 

Temporary and proposed regulations 'implil\ 

clarify, or eliminate taxpayer repmtlllg hurdens 

They also elIminate regulatory impediment, to the 

electronic filing of certain ,tatements that taxpayer, 

are required tn include Oil or with their Federal in

come tax returns. Sec TO. 9204, page 1150. Sec 

REG-I3-l317-05, page I IX ... 

Section 472.-Last-in, 
First-out Inventories 
26 CFR 1,472-/. ulS/-ili. Firs/-ilil/ i",·ell/orie.l. 

LIFO; price indexes; department 
stores. The April 2006 Bureau of Labor 
Statistics price indexes are accepted for 
use by department stores employing the 
retail inventory and last-in, first-out in
ventory methods for valuing inventories 
for tax years ended on, or with reference 
to, April 30, 2006. 

Rev. Rul. 2006-33 

The following Department Store In
ventory Price Indexes for April 2006 were 
issued by the Bureau of Labor Statistics. 
The indexes are accepted by the Inter
nal Revenue Service, under § 1.472-1(kl 
of the Income Tax Regulations and Rev, 
Proc, 86-46, 1986-2 C.B. 739, for ap
propriate application to inventories of 
department stores employing the retail 
inventory and last-in, first-out inventory 
methods for tax years ended on, or with 
reference to, April 30, 2006. 

The Department Store Inventory Price 
Indexes are prepared on a national basis 
and include (a) 23 major groups of depart
ments, (b) three special combinations of 
the major groups - soft goods, durable 
goods, and miscellaneous goods, and (c) a 
store total, which covers all departments, 
including ,orne not listed separately, ex
cept for the following: candy, food, liquor, 
tobacco. and contract departments. 



BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

I. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 
LO. 
11. 
12. 
13. 
14. 
15. 
16. 
17. 
18. 
19. 
20. 
21. 
22. 
23. 

Groups 

Piece Goods ............................................ . 
Domestics and Draperies ................................. . 
Women's and Children's Shoes ........................... . 
Men's Shoes ........................................... " 
Infants' Wear ........................................... . 
Women's Underwear. .................................... . 
Women's Hosiery ....................................... . 
Women's and Girls' Accessories .......................... . 
Women's Outerwear and Girls' Wear ...................... . 
Men's Clothing ......................................... . 
Men's Furnishings ....................................... . 
Boys' Clothing and Furnishings ........................... . 
Jewelry ................................................. . 
Notions ................................................ . 
Toilet Articles and Drugs ................................. . 
Furniture and Bedding ................................... . 
Floor Coverings ......................................... . 
Housewares ............................................. . 
Major Appliances ........................................ . 
Radio and Television ..................................... . 
Recreation and Education2 

................................ . 

Home Improvements2 .................................... . 
Automotive Accessories2 

................................. . 

Groups 1-15: Soft Goods ...................................... . 
Groups 16-20: Durable Goods .................................. . 
Groups 21-23: Misc. Goods2 ................................... . 

Store Total3 ............................................. . 

Apr 2005 

469.8 
539.1 
679.7 
876.6 
582.7 
545.2 
342.9 
599.6 
376.2 
565.6 
586.6 
440.4 
R79.9 
779.0 
994.4 
604.2 
601.0 
714.1 
202.8 

39.5 
78.3 

136.4 
114.4 

572.4 
380.8 
93.0 

503.5 

Percent Change 
from Apr 2005 

Apr 2006 to Apr 2006' 

466.8 -0.6 
494.2 -8.3 
718.7 5.7 
881.7 0.6 
570.7 -2.1 
562.2 3.1 
354.8 3.5 
578.2 -3.6 
372.6 -1.0 
548.8 -3.0 
582.1 -O.R 
414.3 -5.9 
866.7 -1.5 
788.2 1.2 

1003.5 0.9 
607.8 0.6 
615.0 2.3 
695.9 -2.5 
204.4 0.8 

36.9 -6.6 
76.9 -1.8 

140.0 2.6 
118.8 3.8 

567.3 -0.9 
374.8 -1.6 
93.4 0.4 

499.1 -0.9 

'Absence of a minus sign before the percentage change in this column signifies a price increase. 

2Indexes on a January 1986 = 100 base. 

3The store total index covers all departments, including some not listed separately, except for the following: candy, food, liquor, 
tobacco, and contract departments. 

DRAFTING INFORMATION 

The principal author of this revenue 
ruling is Michael Burkom of the Office 
of Associate Chief Counsel (Income Tax 
and Accounting). For further informa
tion regarding this revenue ruling, contact 
Mr. Burkom at (202) 622-7924 (not a 
taU-free call). 

Section IOSI.-Nonrecog
nition of Gain or Loss 
on Exchanges or Distri
butions in Obedience to 
Orders of S.E.C. 

Temporary and proposed regulations simplify. 

clarify, or eliminate taxpayer reporting burdens. 

They also eliminate regulatory impediments to the 

electronic filing of certain statements that taxpayers 

are required to include on or with their Federal in

come tax returns. See T.D. 9264, page 1150. See 

REG-134317-0S. page 1184. 

Section 1221.-Capital 
Asset Defined 

Temporary and proposed regulations simplify. 

clarify, or eliminate taxpayer reporting burdens. 

They also eliminate regulatory impediments to the 

electronic filing of certain statements that taxpayers 

are required to include on or with their Federal in

come tax returns. See T.D. 9264. page 1150. See 

REG-134317-05. page 1184. 
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Section 1502.-Regulations 
JfJ erR I 15(C-13: JIII('/"((!/IIj'<lII\ f}W/I<I, liOI/.I. 

T.D.9264 

DEPARTMENT OF 
THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Guidance Necessary to 
Facilitate Business Electronic 
Filing and Burden Reduction 

AGENCY: Internal Revenue Service 
(IRS l, Treasury 

ACTION: Final and temporary regula
tions. 

SUMMARY: These regulations affect tax
payers that file Federal income tax returns. 
They simplify, clarify, or eliminate report
ing hurdens and also eliminate regulatory 
impediments to the electronic filing of cer
tain statements that taxpayers are required 
to include on or with their Federal income 
tax returns. The text of the temporary reg
ulations also serves as the text of the pro
posed regulations (REG-134317-05) set 
forth in the notice of proposed rulemaking 
on this subject in this issue of the Bulletin. 

DATES: Etjectil'e DlIfe: These regulations 
arc effective on May 3{), 2006. 

Aplliic(/hilitr Dme: For dates of appli
L'ability, see **1.302-2T(d), 1.302-4T(h), 
1.331-IT(t} 1.332-6T(e), 1.338-IOT(cl. 
U51-3T(f), 1.355-5T(e), 1.368-3T(e), 
UlIllb)-!T(e), 1.382-H(j)(4), 1.382-
1!T(b), 1.1081-IIT(t} 1.1221-2T(j), 
1.1502-13T(m). 1.1502-3ITfj), 1.1502-
."2TIj), I.IS02-33T(kj, 1.1502-35T(k), 
1. I S()2-76T(d), 1.1502-95T(gl. 1.1563-
!T(e). 1.1563-3T(e) and 1.6012-2T(kl. 
The applicability of these regulations will 
expire on May 26, 2009. 

FOR FURTHER INFORMATIO:--l 
CONTACT: Grid Glyer. (202) 622-7930 
Inot a toll-free Ilumher\. 

Sl'PPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

TI1L'\c lL'lllpurary rcgulation,> are being 
i"lIcd \\ itlwlIt prior notice and public pro-
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cedure pursuant to the Administrative Pro
cedure Act (5 U.s.c. 553). For this reason, 
the collection of information contained in 
these regulations has been reviewed and. 
pending receipt and evaluation of public 
comments, approved by the Office of Man
agement and Budget under control number 
1545-2019. Responses to this collection 
of information are mandatory. 

An agency may not conduct or sponsor. 
and a person is not required to respond 
to, a collection of information unless the 
collection of information displays a valid 
control number. 

For further information concerning this 
collection of information, and where to 
submit comments on the collection of in
formation and the accuracy of the esti
mated burden. and suggestions for reduc
ing this burden, please refer to the pream
ble to the cross-referencing notice of pro
posed rulemaking published in this issue of 
the Bulletin. 

Books and records relating to a collec
tion of information must be retained as 
long as their contents may become mate
rial in the administration of any internal 
revenue law. Generally, tax returns and tax 
return information are confidential. as re
quired by 26 U.S.c. 6103. 

Background 

This Treasury Decision amends Trea
sury regulations under sections 279, 302, 
331. 332, 338, 351, 355. 368, 381. 382, 
1081. 1221. 1502. 1563, and 6012 of the 
Internal Revenue Code (Code) that require 
taxpayers to include a statement on or with 
their Federal income tax returns. In some 
cases, these statements are the method by 
which taxpayers elect (or elect out of) a 
particular income tax treatment. In other 
cases, these statements are the method by 
which taxpayers report that they undertook 
a particular type of transaction. In both 
cases, these regulations often require tax
payers to include detailed amounts of in
formation in these statements. or do not 
clearly specify the required information. 

In addition. many of these regulations 
present impediments that prevent corpo
rate taxpayers from submitting these state
ments as part of an electronically filed Fed
eral income tax return (e-filing). Some 
of these regulations, for example, impede 
e-filing by requiring taxpayers to sign a 
statement and include it on or with the tax-

payer's income tax return. Others require 
a taxpayer to include third-party signatures 
on such statements or require taxpayers to 
attach documents, or information supplied 
by a third party. 

Explanation of Provisions 

1. Reporting Requirements That Were 
Simplified, Clarified, or Eliminated 

A. Regulations for which the reporting 
requirements were simplified or clarified 

Some regulations require a taxpayer to 
include a statement on or with its return 
if it undertakes certain types of transac
tions. In some cases, these regulations re
quire the taxpayer to submit detailed in
formation about the particular transaction 
with its return. In other cases, the scope 
of the reporting requirement was unclear. 
The IRS and Treasury Department believe 
that it is not useful to require taxpayers 
to attach all of this information to their 
returns. Accordingly, these regulations 
simplify and clarify the reporting require
ments under several provisions, 

B. Regulations for which the reporting 
requirements were eliminated 

Some regulations require that all share
holders and security holders that receive 
stock or securities in certain distributions 
or exchanges file statements providing 
information about that distribution or 
exchange. See, e.g., §§ 1.355-5(b) and 
1.368-3(b). The IRS and Treasury De
partment have determined that for most 
shareholders and security holders these 
statements arc no longer necessary. Ac
cordingly, these temporary regulations 
only require that a "significant holder" 
file such statement. In the case of stock, 
a significant holder is a holder of stock of 
a corporation if at the time of the distri
bution or exchange such holder owns at 
least: (I) 5% (by vote or value) of the total 
outstanding stock of such corporation if 
the stock owned by such holder is publicly 
traded, or (2) 1 % (by vote or value) of the 
total outstanding stock of such corporation 
if the stock owned by such holder is not 
publicly traded. See, e.g., §§ 1.355-ST(b) 
and 1.36R-3T(b). These regulations use 
the definition of publicly traded stock 
found elsewhere in the regulations. See, 



e.g., §§1.l092(d)-1(b), 1.1273-2(f) and 
54.4975-7(b)(1 )(iv). 

In the case of securities, a significant 
holder is a holder of securities of a corpo
ration if at the time of the distribution or 
exchange such holder owns securities with 
a basis of $1,000,000 or more. 

2. Regulations That Present Impediments 
to E-filing 

As described in this preamble in para
graphs 2.A. and 2.B., certain regulations 
impose reporting requirements that are im
pediments to e-filing. The IRS and Trea
sury Department are issuing these tempo
rary regulations to eliminate such impedi
ments without altering the substantive re
quirements of the current regulations. 

A. Statements required to be signed by the 
taxpayer 

Some regulations require a taxpayer to 
include a statement on or with its return 
in order to make an election, or notify 
the IRS that the taxpayer is undertaking 
a transaction authorized by that provision. 
In the case of elections, the current regu
lations often requirc the taxpayer to sign 
such statement. In these circumstances, 
the requirement that the taxpayer sign the 
statement is an impediment to e-filing and 
superfluous. By signing the return, a tax
payer is attesting to the validity of the 
Form 1120 as well as all of the attach
ments. Accordingly, for these types of 
statements, the underlying regulations are 
amended to eliminate the requirement that 
such statements be signed. 

B. Statements required to be signed by 
both the taxpayer and a third party 

Some regulations require that the tax
payer and another person sign a statement, 
and that the taxpayer include such jointly 
signed statement on or with its return. In 
some cases, the taxpayer is required to pro
vide a copy of this statement, or other in
formation, to the other person and that per
son is required to include such copy or in
formation on or with its return. 

These requirements are impediments to 
e-filing. However, in such cases, the joint 
signature requirement cannot simply be 
eliminated because, in the absence of that 
requirement, the taxpayer and the other 
person might take inconsistent positions. 

Therefore, these regulations amend the 
provisions with a joint signature require
ment to require the taxpayer and the other 
person to include a statement on or with 
its return indicating that it has entered into 
an agreement with the other party address
ing the substantive matters covered by 
the statement required under thc current 
regulations. These agreements will con
tain the same information as the jointly 
signed statements required by the current 
regulations. Each party will be required 
to retain either the original or a copy of 
this agrcement as part of its records. See 
§ 1.6001-l(e). 

C. Section 1561 

Section 1561(a) provides that the com
ponent members of a controlled group 
of corporations are limited to using the 
amounts of the tax benefit items described 
therein in the same manner as if they were 
one corporation. Section 1561(a) gcner
ally provides that such amounts shall be 
divided equally among such members. 
However, section 1561 (a) also provides 
that if such members adopt an appor
tionment plan, they are then permitted to 
allocate such amounts among themselves 
unequally. Section 1.1561-3(b) provides 
the mechanism by which such members 
may consent to an apportionment plan. 

Section 1.1561-3(b) presents impedi
ments to e-filing. However, the IRS and 
Treasury Department have determined that 
these impediments cannot be eliminated 
without also addressing certain substantive 
issues present in these regulations. Ad
dressing these issues is beyond the scope 
of this project. Therefore, these issues will 
be addressed in separate guidance that the 
IRS and Treasury Department expect to 
publish later this year. 

3. Requirement That Taxpayers Provide 
the Fair Market Value and Basis of Assets 
or Stock 

Certain of these regulations require tax
payers to provide in their reporting state
ment the fair market value and basis of as
sets or stock distributed or exchanged in 
a transaction. The IRS and Treasury De
partment recognize that, in some cases, a 
taxpayer may not conveniently be able to 
provide a precise valuation of property ex
changed or distributed in a transaction that 
is not taxable in the current year. In those 

cases, for the purposes of these statements, 
the IRS and Treasury Department will ac
cept a taxpayer's good faith estimate of 
such fair market value. 

Similarly, the IRS and Treasury Depart
ment recognize that there are occasionally 
situations where a taxpayer may not be 
able to precisely determine its basis in a 
taxable year in which that basis would not 
be relevant to determining the taxpayer's 
taxable income. As in the case of fair mar
ket value, for purposes of these statements, 
the IRS and Treasury Department will in 
these situations accept a taxpayer's good 
faith estimate of such basis. 

4. Election tu Restore Value Ullder 
§1.382-8 

In the case of a controlled group of cor
porations, § 1.382-8 provides that, for pur
poses of determining the section 382 limi
tation, the value of the stock of each com
ponent member of the controlled group of 
which the loss corporation is a component 
member on the change date must be re
duced by the value of the stock of any other 
component member that such component 
member directly owns immediately after 
an ownership changc. However, the com
ponent member's value may be increased 
by the amount of value that such other 
component member elects to restore. 

The IRS and Treasury Department are 
aware that taxpayers generally elect to re
store value from component members that 
are foreign corporations. The IRS and 
Treasury Department are also aware that 
taxpayers occasionally fail to make the 
election timely and must file a request for 
relief under §301.9100-1. Therefore, to 
reduce unnecessary elections and section 
9100 requests, § 1.382-8T(h)(2) will deem 
foreign component members to elect to re
store full value to other component mem
bers under § 1.382-8. Nevertheless, should 
such members not wish to restore the full 
amount of such value. they may elect not to 
restore all or part of such value. Further, a 
foreign component memher that has items 
treated as connected with the conduct of a 
trade or business in the United States that it 
takes into account in determining its value 
under section 382(e)(3) is not subject to 
this deemed election. 

The IRS and Treasury Department re
quest comments rcgarding thc scope and 
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application of this deemed election to re
store value. 

5. Recordkeeping Requirement 

The IRS and Treasury Department em
phasize that although the amount of infor
mation that a taxpayer is required to in
clude on or with its return has. in most 
cases. decreased. the taxpayer's record
keeping requirement remains unchanged. 
Certain of these regulations illustrate the 
type of information taxpayers are recom
mended to keep in order to suhstantiate 
their reporting position. 

6. RI,\,. Pmc. 2006-21 

Contemporaneously with the issuance 
of these temporary regulations. the IRS 
and Treasury Department are releasing 
Rev. Proc. 2006-21. 2006-24 I.R.B. 
IOSO. to remove e-filing impediments and 
reduce reporting requirements currcntly 
found in Rev. Proc. 89-56. 1989-2 C.B. 
6-D. Rev. Proc. 90-39. 1990-2 C.B. 36S, 
and Rev. Proc. 2002-32, 2002-1 C.B. 
9S9. Each revenue procedure provides 
a method for consolidated taxpayers to 
request a specified consent or waiver from 
the Commissioner without submitting a 
request for a private letter ruling. In partic
ular. Rev. Proc. 89-S6 permits taxpayers 
to request a (onsent to use a 52-S3 week 
tax year. Rev. Proc. 90-39 permits tax
payers to request a consent to change the 
method for allocating tax liability to mem
bers for earnings and profits purposes, and 
Rev. Proc. 2002-32 permits taxpayers to 
request a waiver of the 60-month limita
tion on reconsolidation. 

7. ~1.1502-35 

These regulations also include a re
vision to * 1.1502-35 that is not related 
tll electroni( filing or reporting require
ments. The revision corrects an error in 
the determination of the time period dur
ing which suspended losses are reduced 
under that section. Specifically. these reg
ulation, provide that this time period ends 
un the day before the first date on which 
the subsidiary (and any successor) is not a 
member of the group. 

Special Analysis 

It has been determined that this Trea
,ur~ Dl'c'i,il1l1 IS n()t a significant regula-
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tory action as defined in Executive Order 
12866. Therefore. a regulatory assessment 
IS not required. For the applicability of the 
Regulatory Flexibility Act (S U.S.C. chap
ter 6). refer to the Special Analyses section 
of the preamble to the cross-reference no
tice of proposed rulemaking published in 
this issue of the Bulletin. Pursuant to sec
tion 7805(f) of the Code. these temporary 
regulations will be submitted to the Chief 
Counsel for Advocacy of the Small Busi
ness Administration for (Omment on their 
impact on small business. 

Drafting Information 

The principal author of these regula
tions is Grid Glyer, Office of Associate 
Chief Counsel (Corporate). However, 
other personnel from the IRS and Treasury 
Department participated in their develop
ment. 

* * * * * 

Adoption of Amendmentli to the 
Regulations 

Accordingly, 26 CFR parts 1 and 602 
are amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 is amended by adding entries in nu
merical order to read, in part, as follows: 

Authority: 26 U.S.C. 780S * * * 
Section 1.338-lOT also issued under 

26 U.S.c. 338. * * * 
Section 1.1221-2T also issued under 

26 U.S.c. IS02. * * * 
Section l.lS02-13T also issued under 

26 U.s.c. IS02. * * * 
Section 1.1S02-31 T also issued under 

26 U.S.c. IS02. * * * 
Section l.lS02-32T also issued under 

26 U.S.C. IS02. * * * 
Section l.lS02-33T also issued under 

26 U.S.c. IS02. * * * 
Section l.lS02-3ST also issued under 

26 U.S.c. IS02. * * * 
Section l.lS02-76T also issued under 

26 U.s.c. IS02. * * * 
Section l.lS02-9ST also issued under 

26 U.s.c. IS02. * * * 
Par. 2. Section 1.279-S is amended by 

removing paragraph (h). 
Par. 3. Section 1.302-2 is amended by: 
1. Redesignating paragraph (b) as para

graph (b)( 1 ). 

2. Revising newly designated para
graph (b)( I) 

3. Adding paragraphs (b)(2) and (d). 
The additions and revisions read as tol

lows: 

.~ 1.302-2 Redelllptions lIot taxable as 

dil'idcntis. 

* * * * * 
(b)( I) The question whether a distri

bution in redemption of stock of a share
holder is not essentially equivalent to a 
dividend under section 302(b)( I) depends 
upon the facts and circumstances of each 
case. One of the facts to be considered 
in making this determination is the con
structive stock ownership of such share
holder under section 318(a). All distribu
tions in pro rata redemptions of a part of 
the stock of a corporation generally will be 
treated as distributions under section 30 I if 
the corporation has only one dass of stock 
outstanding. However, for distributions in 
partial liquidation, see section 302(e). The 
redemption of all of one class of stock (ex
cept section 306 stock) either at one time 
or in a series of redemptions generally will 
be considered as a distribution under sec
tion 301 if all classes of stock outstanding 
at the time of the redemption are held in 
the same proportion. Distributions in re
demption of stock may be treated as dis
tributions under section 30 I regardless of 
the provisions of the stock certificate and 
regardless of whether all stock being re
deemed was acquired by the stockholders 
from whom the stock was redeemed by 
purchase or otherwise. 

(2) [Reserved]. For further guidance, 
see §1.302-2T(b)(2). 

* * * * * 
(d) [Reserved]. For further guidance, 

see §J.302-2T(d)(1). 
Par. 4. Section 1.302-2T is added to 

read as follows: 

§1.302-2T Redemptions not taxable as 
dividends (temporary). 

(a) through (b)(l) [Reserved]. Forfur
ther guidance, see § 1.302-2(a) through 
(b)(1 ). 

(2) Unless paragraph (d) of §1.331-IT 
applies, every significant holder that trans
fers stock to the issuing wrporation in 
exchange for property from such cor
poration must include on or with such 



holder's return for the taxable year of such 
exchange a statement entitled, "STATE
MENT PURSUANT TO § l.302-2T(b)(2) 
BY [INSERT NAME AND TAXPAYER 
IDENTIFICATION NUMBER (IF ANY) 
OF TAXPAYER], A SIGNIFICANT 
HOLDER OF THE STOCK OF [INSERT 
NAME AND EMPLOYER IDENTIFI
CATION NUMBER (If ANY) OF ISSU
ING CORPORATION]." If a significant 
holder is a controlled foreign corpora
tion (within the meaning of section 957), 
each United States shareholder (within the 
meaning of section 951 (b» with respect 
thereto must include this statement on or 
with its return. The statement must in
clude-

(i) The fair market value and basis of the 
stock transferred by the significant holder 
to the issuing corporation; and 

(ii) A description of the property re
ceived by the significant holder from the 
issuing corporation. 

(3) Definitions. For purposes of this 
section: 

(i) Significant holder means any person 
that, immediately before the exchange-

(A) Owned at least five percent (by vote 
or value) of the total outstanding stock of 
the issuing corporation if the stock owned 
by such person is publicly traded; or 

(B) Owned at least one percent (by vote 
or value) of the total outstanding stock of 
the issuing corporation if the stock owned 
by such person is not publicly traded. 

(ii) Publicly traded stock means stock 
that is listed on-

(A) A national securities exchange reg
istered under section 6 of the Securities 
Exchange Act of 1934 (15 U.S.c. 78f); or 

(B) An interdealer quotation system 
sponsored by a national securities asso
ciation registered under section 15A of 
the Securities Exchange Act of 1934 (15 
U.S.C.780-3). 

(iii) Issuing corporation means the cor
poration that issued the shares of stock, 
some or all of which were transferred by 
a significant holder to such corporation in 
the exchange described in paragraph (b )(2) 
of this section. 

(4) Cross reference. See section 6043 
of the Code for requirements relating to a 
return by a liquidating corporation. 

(c) [Reserved]. For further guidance, 
see §1.302-2(c). 

(d) Effective date-(l) Applicability 
date. This section applies to any original 

Federal incomc tax return (including any 
amended return filed on or before the due 
date (including extensions) of such origi
nal return) timely filed on or after May 30, 
2006. 

(2) Expiration date. The applicahility 
of this section will expire on May 26,2009. 

Par. 5. Section 1.302-4 is amended 
by revising paragraph (a) and adding para
graph (h) to read as follows: 

§1.J02-4 Termination of shareholder's 
interest. 

(a) [Reserved]. For furthcr guidance, 
see § l.302-4T(a). 

* * * * * 
(h) [Reserved]. For further guidance, 

see § l.302-4T(h)(i). 
Par. 6. Section 1.302-4T is added to 

read as follows: 

§1.302-4T Termination ofshareholder's 
interest (temporary). 

(a) The agreement specified in section 
302(c)(2)(A)(iii) shall he in the form of a 
statement entitled, "STATEMENT PUR
SUANT TO SECTION 302(c)(2)(A)(iii) 
BY [INSERT NAME AND TAXPAYER 
IDENTIFICATION NUMBER (IF ANY) 
OF TAXPAYER OR RELATED PER
SON, AS THE CASE MAY BE], A DIS
TRIBUTEE (OR RELATED PERSON) 
OF [INSERT NAME AND EMPLOYER 
IDENTIFICATION NUMBER (IF ANY) 
OF DISTRIBUTING CORPORATION]." 
The distributee must include such state
ment on or with the distributee's first 
return for the taxable year in which the 
distribution described in section 302(b)(3) 
occurs. If the distributee is a controlled 
foreign corporation (within the meaning 
of section 957), each United States share
holder (within the meaning of section 
951 (h» with respect thereto must include 
this statement on or with its return. The 
distrihutee must represent in the state
ment-

(I) THE DISTRIBUTEE (OR RE
LATED PERSON) HAS NOT AC
QUIRED, OTHER THAN BY BEQUEST 
OR INHERITANCE, ANY INTEREST 
IN THE CORPORATION (AS DE
SCRIBED IN SECTION 302(c)(2)(A)(i» 
SINCE THE DISTRIBUTION; and 

(2) THE DISTRIBUTEE (OR RE
LATED PERSON) WILL NOTIFY THE 

INTERNAL REVENUE SERVICE OF 
ANY ACQUISITION. OTHER THAN 
BY BEQUEST OR INHERITANCE. OF 
SUCH AN INTEREST IN THE COR
PORATIO~ WITHIN 30 DAYS AFTER 
THE ACQUISITION, IF THE ACQUI
SITION OCCURS WITHIN 10 YEARS 
FROM THE DATE OF THE DISTRIBU
TION. 

(b) through (g) [Reserved]. For further 
guidance, see § 1.302-4(b) through (g). 

(h) Effective date-(l) Applicability 
date. This section applies to any original 
Federal income tax return (including any 
amended return filed on or before the due 
date (including extensions) of such origi
nal return) timely filed on or after May 30, 
2006. 

(2) Expiration date. The applicability 
of this section will expire on May 26. 2009. 

Par. 7. Section l.331-1 is amended 
by revising paragraph (d) and adding para
graph (f) to read as follows: 

§1.J31-1 Corporate liquidations. 

* * * * * 
(d) [Reserved]. For further guidance. 

~ee §1.331-1T(d). 

* * * * * 
(f) [Reserved]. For further guidance. 

see § 1.331-IT(f)(l). 
Par. 8. Section l.331-1T is added to 

read as follows: 

§1.331-1T Corporate liquidatiollS 
(temporary). 

(a) through (c) [Reserved]. For further 
guidance. see § l.331-l( a) through (c). 

(d) Reporting requirement-( I) Gen
eral rule. Every significant holder that 
transfers stock to the issuing corporation in 
exchange for property from such corpora
tion must include on or with such holder's 
return for the year of such exchange the 
statement described in paragraph (d)(2) of 
this section unless-

(i) The property is part of a distribu
tion made pursuant to a corporate resolu
tion reciting that the distribution is made 
in complete liquidation of the corporation: 
and 

(ii) The issuing corporation is com
pletely liquidated and dissolved within 
one year after the distribution. 

(2) Statement. If required by para
graph (d)(i) of this section. a signif-
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icant holder must include on or with 
such holder', return a statement enti
tled, "STATEMENT PURSUANT TO 
*1.331-IT(d) BY [INSERT NAME AND 
TAXPAYER IDENTIFICATION NUM
BER (IF ANY) OF TAXPAYER), A SIG
NIFICANT HOLDER OF THE STOCK 
OF IINSERT NAME AND EMPLOYER 
IDENTIFICATION NUMBER (IF ANY) 
OF ISSUING CORPORATION)." If a 
,ignificant holder is a controlled forcign 
corporation (within the meaning of sec
tion 9571. each United States shareholder 
(within the meaning of section 951(b)) 
with re,pect thereto must include this 
statement on or with its return. The statc
ment must inc\ude-

(i) The fair market value and basis of the 
stock transferred by the significant holder 
to the issuing corporation: and 

(il) A description of the property re
ceived by the significant holder from the 
issuing corporation. 

(3) Definitions. For purposes of this 
section: 

(i) Significant holder means any person 
that. immediately before the exchange-

(A) Owned at least five percent (by vote 
or value) of the total outstanding stock of 
the issuing corporation if the stock owned 
by such person is publicly traded; or 

(B) Owned at least one percent (by vote 
or value) of the total outstanding stock of 
the issuing corporation if the stock owned 
by such person is not publicly traded. 

(ii) Publicly traded stock means stock 
that is listed on-

(A) A national securities cxchange reg
istered under section 6 of the Securities 
Exchange Act of 1934 (15 U.s.c. 78f): or 

(B) An interdealer quotation system 
sponsored by a national securities asso
ciation registered under section 15A of 
the Securities Exchange Act of 1934 (15 
U.s.c. 7X0-3). 

(iii) Issuillg co/port/rion means the cor
poration that issued the shares of stock, 
some or all of which were transferred by 
a significant holder to such corporation in 
t he exchange described in paragraph (d)( I ) 
of this section. 

(-I) Cross fefl'rcncc. See section 6043 
of the Code for requirements relating to a 
return by a liquidating corporation. 

(e) IResenedj. For further guidance. 
SL'l' ~U31-1Ie). 

(fl Etti'Ctirc dllre-I 1) Aplilicability 
dil{e. This section applie\ to any original 
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Federal income tax return (including any 
amended return filed on or before the due 
date (including extensions) of such origi
nal return) timely filed on or after May 30, 
2006. 

(2) Expiration date. The applicability 
of this section will expire on May 26, 2009. 

§ 1.332-6 [Removed] 

Par. 9. Section 1.332-6 is removed. 
Par. 10. Section l.332-6T is added to 

read as follows: 

.1$1.332-6T Records to be kept and 
in/lJ/7liation to be .filed lI'ith return 
( temporary). 

(a) Statemenrjiled by recipient COlpora
tion. If any recipient corporation received 
a liquidating distribution from the liquidat
ing corporation pursuant to a plan (whether 
or not that recipient corporation has re
ceived or will receive other such distribu
tions from the liquidating corporation in 
other tax years as part of the same plan) 
during the current tax year, such recipi
ent corporation must include a statement 
entitled, "STATEMENT PURSUANT TO 
SECTION 332 BY [INSERT NAME AND 
EMPLOYER IDENTIFICATION NUM
BER (IF ANY) OFTAXPAYERJ, A COR
PORATION RECEIVING A LIQUIDAT
ING DISTRIBUTION," on or with its re
turn for such year. If any recipient cor
poration is a controlled foreign corpora
tion (within the meaning of section 957), 
each United States shareholder (within the 
meaning of section 951(b» with respect 
thereto must include this statement on or 
with its return. The statement must in
clude-

( I) The name and employer identifica
tion number (if any) of the liquidating cor
poration; 

(2) The date(s) of all distribution(s) 
(whether or not pursuant to the plan) by 
the liquidating corporation during the cur
rent tax year: 

(3) The aggregate fair market value and 
basis. determined immediately before the 
liquidation, of all of the assets of the liq
uidating corporation that have been or will 
be transferred to any recipient corporation; 

(4) The date and control number of any 
priYatc letter ruling(s) issued by the Inter
nal Revenue Service in connection with 
the liquidation: 

(5) The following representation: THE 
PLAN OF COMPLETE LIQUIDATION 
WAS ADOPTED ON [INSERT DATE 
(mm/ddlyyyyl): and 

(6) A representation by such recipient 
corporation either that-

(i) THE LIQUIDATION WAS 
COMPLETED ON [INSERT DATE 
(mmJddlyyyy)j: or 

(ii) THE LIQUIDATION IS NOT 
COMPLETE AND THE TAXPAYER 
HAS TIMELY FILED [INSERT EITHER 
FORM 952, "Consent To Extend the Tillie 
to Assess Tax Under Section 332(b)," OR 
NUMBER AND NAME OF THE SUC
CESSOR FORM). 

(b) Filings by the liquidating corpo
ratioll. The liquidating corporation must 
timely file Form 966, "Corporate Disso
lution or Liquidation," (or its successor 
form) and its final Federal corporate in
come tax return. See also section 6043 of 
the Code. 

(c) Definitions. For purposes of this 
section: 

(1) Plan means the plan of complete 
liquidation within the meaning of section 
332. 

(2) Recipient corporation means the 
corporation described in section 332(b)( I). 

(3) Liquidating corporation means the 
corporation that makes a distribution of 
property to a recipient corporation pur
suant to the plan. 

(4) Liquidating distribution means 
a distribution of property made by the 
liquidating corporation to a recipient cor
poration pursuant to the plan. 

(d) Substantiation information. Under 
§1.6001-l(e), taxpayers are required to 
retain their permanent records and make 
such records available to any authorized 
Internal Revenue Service officers and em
ployees. In connection with a liquida
tion described in this section, these records 
should specifically include information re
garding the amount, basis, and fair mar
ket value of all distributed property, and 
relevant facts regarding any liabilities as
sumed or extinguished as part of such liq
uidation. 

(e) Effective date-(l) Applicability 
date. This section applies to any original 
Federal income tax return (including any 
amended return filed on or before the due 
date (including extensions) of such origi
nal return) timcly filed on or after May 30, 
2006. 



(2) Expiration date. The applicability 
of this section will expire on May 26,2009. 

Par. 11. Section 1.338-0 is amended by 
revising the entry for §1.338-IO(a)(4)(iii) 
and adding entries for §1.338-IO(c) and 
§ 1.338-1 OT to read as follows: 

§1.338-0 Outline ultupics. 

* * * * * 

§1.338-10 Filing of returns. 

(a) * * * 
(4) * * * 
(iii) [ReservedJ 

* * * * * 
(c) [Reserved J 

§1.338-lOT Filing of returns (temporary). 

(a)(1) through (a)( 4 )(ii) [Reserved] 
(iii) Procedure for filing a combined re-

turn. 
(a)(4)(iv) through (b) [Reserved] 
(c) Effective date. 
(1) Applicability date. 
(2) Expiration date. 

* * * * * 
Par. 12. Section 1.338-10 is amended 

by revising paragraph (a)( 4 )(iii) and 
adding paragraph (cl to read as follows: 

§1.338-10 Filing ol returns. 

(a) * * * 
(4) * * * 
(iii) [Reserved]. For further guidance, 

see § 1.338-IOT(a)( 4 )(iii). 

* * * * * 
(c) [Reserved]. For further guidance, 

see §1.338-IOT(c)(l). 

Par. 13. Section 1.338-IOT is added to 
read as follows: 

§1.338-lOT Filing of returns (temporary J. 

(a)(1) through (a)(4)(ii) [Reserved]. 
For further guidance, see § 1.338-1 O(a)(1) 
through (a)(4)(ii). 

(iii) Procedure for filing a combined re
turn. A combined return is made by fil
ing a single corporation income tax re
turn in lieu of separate deemed sale re
turns for all targets required to be included 
in the combined return. The combined 
return reflects the deemed asset sales of 
all targets required to be included in the 

combined return. If the targets included 
in the combined return constitute a sin
gle affiliated group within the meaning of 
section 1504(a), the income tax return is 
signed by an officer of the common par
ent of that group. Otherwise. the return 
must be signed by an officer of each tar
get included in the combined return. Rules 
similar to the rules in § 1.1502-7SUJ apply 
for purposes of preparing the combined re
turn. The combined return must include a 
statement entitled, "ELECTION TO FILE 
A COMBINED RETURN UNDER SEC
TION 338(h)( IS)." The statement must in
clude-

(A) The name, address, and employer 
identification number of each target re
quired to be included in the combined re
turn; and 

(B) The following declaration: EACH 
TARGET IDENTIFIED IN THIS ELEC
TION TO FILE A COMBINED RETURN 
CONSENTS TO THE FILING OF A 
COMBINED RETURN. 

(a)( 4 )(iv) through (b) [Reserved]. For 
further guidance, see § l.338-10(a)(4)(iv) 
through (b). 

(c) Effective date-( I) Applicability 
date. This section applies to any original 
Federal income tax return (including any 
amended return filed on or before the due 
date (including extensions) of such origi
nal return) timely filed on or after May 30, 
2006. 

(2) Expiration date. The applicability 
of this section will expire on May 26, 2009. 

§1.351-3 [Removed] 

Par. 14. Section 1.3SI-3 is removed. 
Par. IS. Section l.351-3T is added to 

read as follows: 

§1.35J-3T Records to be kept and 
il~lonnation to be filed (temporary). 

(a) Significant transferor. Every signif
icant transferor must include a statement 
entitled, "STATEMENT PURSUANT 
TO §1.3S1-3T(a) BY [INSERT NAME 
AND TAXPAYER IDENTIFICATIO:'-J 
NUMBER (IF ANY) OF TAXPAYER], i\ 
SIGNIFICANT TRANSFEROR." on or 
with such transferor' s income tax return 
for the taxable year of the section 351 
exchange. If a significant transferor is 
a controlled foreign corporation (within 
the meaning of section 957), each United 
States shareholder (within the meaning of 

section 9S1 (b)) with respect thereto must 
include this statement on or with its return. 
The statement must include-

( 1) The name and employer identifica
tion number (if any) of the transferee cor
poration; 

(2) The daters) of the transfer(s) of as
sets; 

(3) The aggregate fair market value and 
basis, determined immediately before the 
exchange. of the property transferred by 
such transferor in the exchange: and 

(4) The date and control number of any 
private letter ruling(s) issued by the Inter
nal Revenue Service in connection with 
the section 3S1 exchange. 

(b) Transleree corporation. Except as 
provided in paragraph (c) of this section. 
every transferee corporation must include 
a statement entitled, "STATEMENT PUR
SUANT TO §1.351-3T(b) BY [INSERT 
NAME AND EMPLOYER IDENTI
FICATION NUMBER (IF ANY) OF 
TAXPAYER], A TRANSFEREE COR
PORATION," on or with its income tax 
return for the taxable year of the exchange. 
If the transferee corporation is a controlled 
foreign corporation (within the meaning 
of section 9S7), each United States share
holder (within the meaning of section 
9SI(b» with respect thereto must include 
this statement on or with its return. The 
statement must include-

(I) The name and taxpayer identifica
tion number (if any) of every significant 
transferor; 

(2) The daters) of the transfer(s) of as
sets; 

(3) The aggregate fair market value and 
basis, determined immediately hefore the 
exchange, of all of the property received 
in the exchange; and 

(4) The date and control number of any 
private letter ru\ing(s) issued by the Inter
nal Revenue Service in connection with 
the section 351 exchange. 

(c) Exceptionfor certain trallsleree cor
porations. The transferee corporation is 
not required to file a statement under para
graph (b) of this section if all of the infor
mation that would be included in the state
ment described in paragraph (b) of this 
section is included in any statement(s) de
scribed in paragraph (a) of this ~ectioll that 
is attached to the same return for the same 
section 351 exchange. 

(d) Definition.\'. For purp()~cs of thIS 

section: 
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(I) Signi{iculIl trCIlIstc'ror means a per
son that transferred property to a corpora
tion and received stock of the transferee 
corporation in an exchange described in 
,ection 351 if. immediately after the ex
change. such person-

(i) Owned at least five percent (by vote 
or value) of the total outstanding stock 
of the transferee corporation if the stock 
owned by such person is publicly traded. 
or 

(i i) Owncd at lcast onc percent (by vote 
or value) of the total outstanding stock 
of the transferee corporation if the stock 
owned by such person is not publicly 
traded. 

(2) Puhlicly traded stock means stock 
that is listed on-

(i) A national securities exchange regis
tered under section 6 of the Securities Ex
change Act of 1934 (15 U.s.c. 78f); or 

(ii) An interdealer quotation system 
sponsored by a national securities asso
ciation registered under section 15A of 
the Securities Exchange Act of 1934 (l5 
U.s.c. 780-3). 

(e) Substantiatio/J informatiull. Under 
~1.6001-1(e). taxpayers are required to 
rctain their permanent records and make 
such records available to any authorized 
Internal Revenue Service officers and em
ployees. In connection with the exchange 
described in this section, these records 
should specifically include information 
regarding the amount. has is. and fair mar
kct value of all transferred property. and 
relevant facts regarding any liabilities 
assumed or extinguished as part of such 
exchange. 

(f) Effectil'e date-( I) Applicahilin' 
date. This section applies to any original 
Federal income tax rcturn (including any 
amended return filed on or before the due 
date (including ex tensions) of such origi
nal rcturn) timely filed on or after May 30. 
2006. 

(2) E,rpimtioll dute. The applicability 
oith!s section will cxpirc on May 26. 2009. 

Par. 16. Section 1.355-0 is amended 
hy remming the entry for * 1.355-5 and 
adding an cntry for *1.355-5T. 

The revision and addition read as fol
lo\\'s: 

.~ 1.355-0 Owlille ot sectiolls. 
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~1.355-5T Records to be kept and 
illtrJr/l/atioll to bc .tiled I tcmporary J. 

* * * * * 

~ 1.355-5 [Remowd) 

Par. 17. Section 1.355-5 is remmed. 
Par. I X. Section 1.355-5T is added to 

read as follows: 

~ 1.355-5T Records to be kept alld 
il/tonl/atioll to befiled (temporary). 

\a) Distributing cmporarioll-( 1) In 
general. Every corporation that makes 
a distribution (the distributing corpora
tion) of stock or securities of a controlled 
corporation, as described in section 355 
(or so much of section 356 as relates to 
section 355), must includc a statement 
entitled. "STATEMENT PURSUANT 
TO ~ 1.355-5T(a) BY [INSERT NAME 
AND EMPLOYER IDENTIFICATION 
NUMBER (IF ANY) OF TAXPA YERJ, A 
DISTRIBUTING CORPORATION," on 
or with its return for the year of the dis
tribution. If the distributing corporation 
is a controlled foreign corporation (within 
the meaning of section 957), each United 
States shareholder {within the meaning of 
section 951 (b)) with respect thereto must 
include this statement on or with its return. 
The statement must include-

(i) The name and employer identifica
tion number (if any) of the controllcd cor
poration; 

(ii) The name and taxpayer identifica
tion number (if any) of every significant 
distributee; 

(iii) The date of the distribution of the 
stock or securities of the controlled corpo
ration; 

(iv) The aggregate fair market value 
and hasis. determined immediately before 
the distribution or exchange. of the stock. 
securities. or other property (including 
money) distributed by the distrihuting cor
poration in the transaction; and 

(v) The date and control number of any 
private letter ruling(s) issued by the Inter
nal Rcvcnue Ser\'ice in connection with 
the transaction. 

(2) Special rule II'hen all asset transfer 
precedes a stock distriblltion. If the dis
tributing corporation transferred property 
to the controlled corporation in a transac
tion described in section 351 or 368, as 
part of a plan to then distribute the stock or 

securities of the controlled corporation in 
a transaction described in section 355 (or 
so much of section 356 as relates to sec
tion 3551. then. unless paragraph (a)(1 )(\') 
of this section applies. the distributing 
corporation must also include on or with 
its return for the year of the distribution 
the statement required by *U51-3T(a) 
or 1.36R-3T(a). If the distributing corpo
ration is a con troll cd foreign corporation 
(within the meaning of section 957). each 
United States shareholder (within the 
meaning of section 951(b)) with respect 
thereto must include the statement re
quired by * 1.351-3T(a) or U68-3T(a) 
on or with its return. 

(b) Sigllificam distrihllfee. Every 
significant distributee must include a 
statement entitled. "STATEMENT PUR
SUANT TO § l.355-5T(b) BY [INSERT 
NAME AND TAXPAYER IDENTIFI
CATION NUMBER (IF ANY) OF TAX
PAYER). A SIGNIFICANT DISTRIBU
TEE," on or with such distributee' s return 
for the year in which such distribution 
is received. If a significant distributee is 
a controlled foreign corporation (within 
the meaning of section 957), each United 
States shareholder (within the meaning of 
section 951 (b)) with respect thereto must 
include this statement on or with its return. 
The statement must include-

(1) The names and employer identifi
cation numbers (if any) of the distributing 
and controlled corporations; 

(2) The date of the distribution of the 
stock or securities of the controlled corpo
ration; and 

(3) The aggregate basis, determined 
immediately before the exchange, of any 
stock or sccurities transferred by the sig
nificant distributee in the exchange, and 
the aggregate fair market value, deter
mined immediately before the distribution 
or exchange, of the stock, securities or 
other property (including moncy) received 
by the significant distributee in the distri
bution or exchange. 

(c) Definitions. For purposes of this 
section: 

(1) Significant distributee means-
(i) A holder of stock of a distributing 

corporation that receives, in a transaction 
described in section 355 (or so much of 
section 356 as relates to section 355), stock 
of a corporation controlled by the distribut
ing corporation if. immediately before the 
distribution or exchange, such holder-



(A) Owned at least five percent (by vote 
or value) of the total outstanding stock 
of the distributing corporation if the stock 
owned by such holder is publicly traded; 
or 

(B) Owned at least one percent (by vote 
or value) of the stock of the distributing 
corporation if the stock owned by such 
holder is not publicly traded; or 

(ii) A holder of securities of a distribut
ing corporation that recei ves, in a transac
tion described in section 355 (or so much 
of section 356 as relates to section 355), 
stock or securities of a corporation con
trolled by the distributing corporation if, 
immediately before the distribution or ex
change, such holder owned securities in 
such distributing corporation with a basis 
of $1,000,000 or more. 

(2) Publicly traded stock means stock 
that is listed on-

(i) A national securities exchange regis
tered under section 6 of the Securities Ex
change Act of 1934 (15 U .S.C. 78f); or 

(ii) An interdealer quotation system 
sponsored by a national securities asso
ciation registered under section 15A of 
the Securities Exchange Act of 1934 (15 
U.s.c. 780-3). 

(d) Substantiation information. Under 
§1.6001-l(e), taxpayers are required to 
retain their permanent records and make 
such records available to any authorized 
Internal Revenue Service officers and em
ployees. In connection with the distribu
tion or exchange described in this section, 
these records should specifically include 
information regarding the amount, basis, 
and fair market value of all property dis
tributed or exchanged, and relevant facts 
regarding any liabilities assumed or extin
guished as part of such distribution or ex
change. 

(e) Effective date-( I) Applicability 
date. This section applies to any original 
Federal income tax return (including any 
amended return filed on or before the due 
date (including extensions) of such origi
nal return) timely filed on or after May 30, 
2006. 

(2) Expiration date. The applicability 
of this section will expire on May 26, 2009. 

§1.368-3 [Removed] 

Par. 19. Section 1.368-3 is removed. 
Par. 20. Section 1.368-3T is added to 

read as follows: 

§ J . 368-3T Records to be kept and 
information to be filed with returns 
(temporary ). 

(a) Parties to the reorganization. The 
plan of reorganization must be adopted 
by each of the corporations that are par
ties thereto. Each such corporation must 
include a statement entitled, "STATE
MENT PURSUANT TO §1.368-3T(a) 
BY [INSERT NAME AND EMPLOYER 
IDENTIFICATION NUMBER (IF ANY) 
OF TAXPAYER], A CORPORATION A 
PARTY TO A REORGANIZATION," on 
or with its return for the taxable year of 
the exchange. If any such corporation is 
a controlled foreign corporation (within 
the meaning of section 957), each United 
States shareholder (within the meaning of 
section 951 (b)) with respect thereto must 
include this statement on or with its re
turn. However, it is not necessary for any 
taxpayer to include more than one such 
statement on or with the same return for 
the same reorganization. The statement 
must include-

(I) The names and employer identifica
tion numbers (if any) of all such parties; 

(2) The date of the reorganization; 
(3) The aggregate fair market value and 

basis, determined immediately before the 
exchange, of the asscts, stock or securities 
of the target corporation transferred in the 
transaction; and 

(4) The date and control number of any 
private lctter ruling(s) issued by the Inter
nal Revenue Service in connection with 
this reorganization. 

(b) Significant holders. Every signif
icant holder. other than a corporation a 
party to the reorganization, must include a 
statement entitled, "STATEMENT PUR
SUANT TO §1.368-3T(b) BY [INSERT 
NAME AND TAXPAYER IDENTIFI
CATION NUMBER (IF ANY) OF TAX
PAYER], A SIGNIFICANT HOLDER," 
on or with such holder's return for the tax
able year of the exchange. If a significant 
holder is a controlled foreign corpora
tion (within the meaning of section 957), 
each United States shareholder (within the 
meaning of section 951 (b» with respect 
thereto must includc this statement on or 
with its return. The statement must in
clude-

(I) The names and employer identifica
tion numbers (if any) of all of the parties to 
the reorganization; 

(2) The date of the reorganization. and 
(3) The fair market value, determined 

immediately before the exchange, of all the 
stock or securities of the target corporation 
held by the significant holder that is trans
ferred in the transaction and such holder's 
basis, determined immediately before the 
exchange, in the stock or securities of such 
target corporation. 

(c) Definitions. For purposes of this 
section: 

(I) Significant holder means-
(i) A holder of stock of the target cor

poration that receives stock or securities in 
an exchange described in section 354 (or 
so much of section 356 as relates to section 
354) if, immediately before the exchange, 
such holder-

(A) Owned at least five percent (by vote 
or value) of the total outstanding stock of 
the target corporation if the stock owned 
by such holder is publicly traded; or 

(B) Owned at least one percent (by vote 
or value) of the total outstanding stock of 
the target corporation if the stock owned 
by such holder is not publicly traded; or 

(ii) A holder of securities of the tar
get corporation that receives stock or se
curities in an exchange described in sec
tion 354 (or so much of section 356 as re
lates to section 354) if. immediately before 
the exchange, such holder owned securi
ties in such target corporation with a basis 
of $1,000,000 or more. 

(2) Publicly traded stock means stock 
that is listed on-

(i) A national securities exchange regis
tered under section 6 of the Securities Ex
change Act of 1934 (15 U.s.c. 78f): or 

(ii) An interdealer quotation system 
sponsored by a national securities as
sociation registered under section 15A 
of the Securities Exchange Act of 1934 
(15 U.s.c. 780-3). 

(d) Substantiation information. Under 
§1.6001-I(e), taxpayers are rcquired to 
retain their permanent records and make 
such records available to any authorized 
Internal Revenue Service officers and em
ployees. In connection with the reorga
nization described in this section, these 
records should specifically include infor
mation regarding the amount, basis, and 
fair market value of all transferred prop
erty, and rclevant facts regarding any lia
bilities assumed or extinguished as part of 
such reorganization. 
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(e) Etfectill' lIotl'-( I) AjlfllicahilltY 
dutl'. Thi, ,ectHll1 applie, to any original 
Fedcral income tax return I including any 
amended return filcd on or hefore the due 
date (including extensions) of such origi
nal return) timd)' fikll on or after May 30. 
2006 

(2) EXflimtioll dute. The applicahility 
of this section \\ill expire on May 26. 2()()l). 

Par. 21. Section 1.3XI(h)-1 is amended 
hy n.:\ising paragraph (hI(3) and adding 
paragraph (e) to read a, follows: 

~~ 1.381 (h i-I Ojll'roring rules uIlpllcabll' 
ro C(IITYO\'ers in cer(uin corporute 

(/ celli is it iOl 1.1. 

* :1: * * * 
(h) *' *' *' 
(3) IReserved]. For further guidance. 

see ~UlIl(h)-IT(b)(3l. 

~:~**** 

(e) I Reserved]. For further guidance. 
see ~Ul\l(h)-\T(e)(l). 

Par. 22. Section UKI(b)-1T is added 
to read as follows: 

. ~I.38I(b)-IT Opl.'((Jting rules applicabII.' 
to CiIlT\'(}\'ers in c('l"win corpo((Jte 
acqllisitions (temporary i. 

(a) through (b)(2) IReserved]. For fur
ther guidance. see ~U81(b)-I(a) through 
(b)(2). 

(3) Eleclioll-(i) COl1fe1l1 of siole
ment.l. The statements referred to in 
paragraph (b)(2) of * U81(b)-1 must 
be entitled. "ELECTION OF DATE OF 
DISTRIBUTION OR TRANSFER PUR
SUANT TO *UlII(b)-I(b)(2):' and 
mu,t include: IINSERT NAME AND 
E:-"'1PLOYER IDENTIFICATION NUM
BER (IF ANY) OF DISTRIBUTOR OR 
TRANSFEROR CORPORATION] AND 
IINSERT NAME A]\;D EMPLOYER 
IDENTIFICATION NUMBER tJF ANY) 
OF ACQUIRING CORPORATION] 
ELECT TO DETERMINE THE DATE 
OF DISTRIBUTION OR TRANSFER 
ll:".JDER ~UXI(h)-I(h)(2). SUCH DATE 
IS IINSERT DArE (mm/dd/yyyy)j. 

(ii) Filll1g o/.liatell1('11ts. One statement 
mlht he included on or with the timely 
filed Federallllcome tax return of the dis
trihut(1r Dr transferor corporation for its 
ta"\~lhle : e~ll ending \I lth the date of distri
hutilln lH' transfer. :\n identlc'al statement 
nllhl hl' included lln or with the timely 
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filed Federal income tax return of the ac
quiring corporation for its first taxable year 
ending after that date. If the distributor 
or transferor corporation. or the acquiring 
corporation, is a controlled foreign corpo
ration (within the meaning of section 957). 
each United States shareholder (within the 
meaning of section 951 (b)) with respect 
thcreto must include this statement on or 
with its return. 

(b)(4) through (d) [Reserved]. For 
further guidance. see §1.381(b)-I(b)(4) 
through (d) 

(e) E.f{ectil'e date-(\) Applicability 
date. This section applies to any original 
Federal income tax return (including any 
amended return filed on or before the due 
date (including extensions) of such origi
nal return) timely filed on or after May 30, 
2006. 

(2) Expiratioll date. The applicability 
of this section will expire on May 26. 2009. 

Par. 23. Section 1.382-1 is amended 
by: 

I. Revising the entry for § 1.382-2T(a) 
(2)(ii). 

2. Revising the entry for § 1.382-8(c) 
(2) . 

3. Redesignating the entry for 
§ U82-8(e)(4) as the entry for 
§ 1.382-8(e)(S). 

4. Adding entries for paragraphs (e)(4) 
and (j)(4) of § 1.382-8. 

S. Revising the entry for paragraph (h), 
and removing the entries for paragraphs 
(h)( I), (h)(2) and (h)(3). of § 1.382-8. 

6. Adding entries for § 1.3X2-8T. 
7. Removing the entry for § 1.382-11. 
8. Adding entries for § 1.382-11 T. 
The additions and revisions read as fol

lows: 

.Ii /.382-1 Table oj" contents. 

* * * * * 

~1.382-2T Dl'finitioll of ownership 
chonge under section 382. as amended bv 
the Tax Reform Act of 1986 (temporarv). 

* * * * * 
(a) * * *' 
(2) * * * 
(ii) IReserved] 

* * * * * 

,/i1.382-8 Controlled groups. 

* * * * * 

(c) *' " *' 
(2) IReserved] 

* * * * * 
(e) "' * "' 
(4) IResened] 
(5) Predecessor and successor corpora

tion. 

* * * * * 
(h) IReserved] 

"' " * * * 
(j) * * * 
(4) [Reserved] 

~ 1.382-8T Controlled groups 
( temporarv). 

(a) through (c)( I) [Reserved] 
(c)(2) Restoration of value. 
(c)(3) through (e)(3) [Reserved] 
(e)(4) Foreign component member. 
(i) In general. 
(ii) Exception. 
(e)(S) through (g) [Reserved] 
(h) Time and manner of filing election 

to restore. 
(I) Statements required. 
(i) Filing by loss corporation. 
(ii) Filing by electing member. 
(iii) Agreement. 
(2) Special rule for foreign component 

members. 
(i) Deemed election to restore full 

value. 
(ii) Election not to restore full value. 
(iii) Agreement. 
(3) Revocation of election. 
(i) through (j)(3) [Reserved] 
(j)( 4) Effective date. 
(i) Applicability date. 
(ii) Expiration date. 

* * * * * 

,91.382-1 IT Reporting requirements 
(temporary). 

(a) Information statement required. 
(b) Effective date. 
(1) Applicability date. 
(2) Expiration date. 
Par. 24. Section 1.382-2T is amended 

by removing and reserving paragraph 
(a)(2)(ii) to read as follows: 

§1.382-2T Definition of ownership 
change under section 382, as amended by 
the Tax Reform Act of 1986 (temporary). 

* * * * * 



(a) * * * 
(2) * * * 
(ii) [Reserved]. For further guidance, 

see § l.382-IIT(a). 

* * * * * 
Par. 25. Section 1.382-8 is amended as 

fo1lows: 

1. Revising paragraphs (c)(2) and (h). 
2. Redesignating paragraph (e)(4) as 

paragraph (e)(5). 

3. Adding new paragraphs (e)(4) and 
U)(4 ). 

The additions and revisions read as fol
lows: 

§1.382-8 Controlled groups. 

* * * * * 
(c) * * * 
(2) [Reserved]. For further guidance, 

see §1.382-8T(c)(2). 

* * * * * 
(e) * * * 
(4) [Reserved]. For further guidance, 

see §1.382-8T(e)(4). 

(5) Predecessor and successor corpora

tion. * * * 

* * * * * 
(h) [Reserved]. For further guidance, 

see § l.382-8T(h). 

* * * * * 
(j) * * * 
(4) [Reserved]. For further guidance, 

see § l.382-8T(j)(4 )(i). 

Par. 26. Section l.382-8T is added to 
read as follows: 

§1.382-8T Controlled groups 
(temporary ). 

(a) through (c)(1) [Reserved]. For fur

ther guidance, see § 1.382-8(a) through 
(c)(l). 

(2) Restoration a/value. After the value 
of the stock of each component member 
is reduced pursuant to paragraph (c)( 1) of 

§ l.382-8, the value of the stock of each 
component member is increased by the 
amount of value, if any, restored to the 
component member by another component 
member (the electing member) pursuant to 
this paragraph (c)(2). The electing mem

ber may elect (or may be deemed to elect 
under paragraph (h)(2)(i) of this section 
in the case of a foreign component mem
ber) to restore value to another component 

member in an amount that does not exceed 

the lesser of-
(i) The sum of-
(A) The value, determined immediately 

before the ownership change, of the elect
ing member's stock (after adjustment un
der paragraph (c)(l) of § 1.382-8 and be

fore any restoration of value under this 
paragraph (c)(2»; plus 

(B) Any amount of value restored to 
the electing member by another compo
nent member under this paragraph (e)(2); 
or 

(ii) The value, determined immediately 
before any ownership change, of the e lect
ing member's stock (without regard to 
any adjustment under this section) that is 
directly owned by the other component 
member immediately after the ownership 
change. 

(e)(3) through (e)(3) [Reserved]. For 
further guidance, see §1.382-8(c)(3) 
through (e)(3). 

(4) Foreign component member-(i) In 

general. Except as provided in paragraph 
(e)(4)(ii) of this section, foreign compo

nent member means a component member 
that is a foreign corporation. 

(ii) Exception. A foreign component 
member shall not include a foreign corpo
ration that has items treated as connected 
with the conduct of a trade or business in 
the United States that it takes into account 
in determining its value pursuant to section 
382(e)(3). 

(e)(5) through (g) [Reserved]. For fur
ther guidance, see § l.382-8(e )(5) through 
(g). 

(h) Time and mallner of.fifing election 
to restore-( 1) Statements required-

(i) Filing by loss corporatioll. The 
election to restore value described in para
graph (c)(2) of this section must be in the 
form set forth in this paragraph (h)( 1 )(i). It 
must be filed by the loss corporation by in
cluding a statement on or with its income 
tax return for the taxable year in which 
the ownership change occurs (or with an 
amended return for that year filed on or 
before the due datc (including extensions) 
of the income tax return of any component 
member with respect to the taxable year in 
which the ownership change occurs). The 

common parent of a consolidated group 
must make the election on behalf of the 
group. The election is made in the form of 
a statement entitled, "STATEMENT PUR
SUANT TO § l.382-8T(h)(l) TO ELECT 

TO RESTORE ALL OR PART OF THE 
VALUE OF [INSERT NAME AND EM

PLOYER IDENTIFICATION NUMBER 

(IF ANY) OF THE ELECTING "1EM
HER) TO [INSERT NAME AND EM

PLOYER IDENTIFICATION NUMBER 
(IF ANY) OF THE CORPORATION TO 

WHICH VALUE IS RESTOREDj" The 
statement must include the amount of the 
value being restored and must also indi
cate that an agreement signed and dated 
by both parties, as described in paragraph 
(h)( 1 )(iii) of this section, has been entered 
into. Each such party must retain either 
the original or a copy of this agreement as 
part of its records. See ~ 1.6001-1(e). 

(ii) Filing by electing memher. An 
electing member must include a statement 
identical to the one described in paragraph 
(h)(I)(i) of this section on or with its 
income tax return (or with an amended re
turn for that year filed on or before the due 
date (including extensions) of the income 
tax return of any component member with 
respect to the taxable year in which the 
ownership change occurs) (if any) for the 
taxable year which includes the change 
date in connection with which the elec
tion described in paragraph (c)(2) of this 
section is made. If the electing member 
is a controlled foreign corporation (within 
the meaning of section 957), each United 
States shareholder (within the meaning of 
section 951 (b» with respect thereto must 
include this statement on or with its return. 
It is not necessary for the electing member 
(or the United States shareholder, as the 
case may be) to include this statement on 
or with its return if the loss corporation 
includes an identical statement on or with 
the same return for the same election. 

(iii) Agreement. Both the electing 
member and the corporation to which 
value is restored must sign and uate an 
agreement. The agreement must-

(A) Identify the change date for the loss 
corporation in connection with which the 
election is made: 

(B) State the value of the electing 
member's stock (without regard to any au
justment under paragraphs (c)( I)' (c)( 3)' 
(c)(4) and (c)(5) of ~ 1.382-8 and para

graph (c)(2) of this section) immcdiately 
before the ownership change: 

(e) State the amount of any reduc
tion required under paragraph (c)( I) of 
~ 1.382-8 with respect to stock of the 
electing member that i~ owned directly 
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or indirectly by the corporation to which 
value is restored: 

(0) State the amount of value that the 
electing member elects to restore to the 
corporation: and 

(E) State whether the \alue of either 
component member's stock was adjusted 
pursuant to paragraph (c)(4) of * 1.382-8, 

(2) ,";pecilll rIlle ji)/" f{Jreigll cOIIlIWlle/lT 
members-til Deemed eleclioll 10 reslore 
fidl \'(1ftit', Unless the election described 
in paragraph (h)(2)(ii) of this section is 
made for a foreign component member, 
each foreign component member of the 
controlled group is deemed to have elected 
to restore to each other component mem
ber the maximum value allowable under 
paragraph (c)(2) of this section, taking into 
account the limitations of § 1.382-8. 

(ii) Elect;o/l /lol to resWre full vallic. 

(Al A loss corporation may elect to reduce 
the amount of value restored from a for
cign component member (the electing for
eign component member) to another com
ponent member under paragraph (h)(2)(i) 
of this section in the form set forth in this 
paragraph (h)(2)(ii). It must be filed by 
the loss corporation by including a state
ment on or with its income tax return for 
the taxable year in which the ownership 
change occurs (or with an amended return 
for that year filed on or before the due 
date (including extensions) of the income 
tax return of any component member with 
respect to the taxable year in which the 
ownership change occurs), The common 
parent of a consolidated group must make 
the election on behalf of the group. The 
election is made in the form of a statement 
entitled, "STATEMENT PURSUANT 
TO * 1.382-8T(h)(2)(ii) TO ELECT NOT 
TO RESTORE FULL VALUE OF [IN
SERT NAME AND EMPLOYER IDEN
TIFICATION NUMBER (IF ANY) OF 
ELECTING FOREIGN COMPONENT 
MEMBER] TO [INSERT NAME AND 
EMPLOYER IDENTIFICATION NUM
BER (IF ANY) OF THE CORPORATION 
TO WHICH SUCH VALUE IS NOT TO 
BE RESTORED]." The statement must 
include the amount of the value not being 
restored and must also indicate that an 
agreement signed and dated by both par
tie';, as described in paragraph (h)(:2)(iii) 
of this section, has been entered into, Each 
,uch party must retain either the original 
or a copy of the agreement as part of its 
records, See ~1600l-l(e), 
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(B) An electing foreign component 
member must include a statement iden
tical to the one described in paragraph 
(h)(2)(ii)(A) of this section on or with its 
income tax return (or with an amended 
return for that year filed on or before 
the due date (including extensions) of 
the income tax return of any component 
member with respect to the taxable year 
in which the ownership change occurs) 
(if any) for the taxable year which in
cludes the change date in connection with 
which the election described in paragraph 
(h)(2)(ii)(A) of this section is made. If 
the electing foreign component member 
is a controlled foreign corporation (within 
the meaning of section 957), each United 
States shareholder (within the meaning 
of section 951(b)) with respect thereto 
must include this statement on or with its 
return. It is not necessary for the electing 
foreign component member (or United 
States shareholder, as the case may be) to 
include this statement on or with its return 
if the loss corporation includes an identical 
statement on or with the same return for 
the same election. 

(iii) Agreement. Both the electing for
eign component member and the corpora
tion to which full value is not restored must 
sign and date an agreement. The agree
ment must-

(A) Identify the change date for the loss 
corporation in connection with which the 
election is made: 

(8) State the value of the electing for
eign component member's stock (without 
regard to any adjustment under paragraphs 
(c)(l), (c)(3), (c)(4) and (c)(S) of § 1,382-8 
and paragraph (c )(2) of this section) imme
diately before the ownership change; 

(C) State the amount of any reduc
tion required under paragraph (c)(1) of 
§ 1.38:2-8 with respect to stock of the 
electing foreign component member that 
is owned directly or indirectly by the cor
poration to which value is not restored; 

(D) State the amount of value that the 
electing foreign component member elects 
not to restore to the corporation; and 

(E) State whether the value of either 
component member's stock was adjusted 
pursuant to paragraph (c)(4) of §1.382-8. 

(3) Revocatioll of election. An election 
(other than the deemed election described 
in paragraph (h)(2)(i) of this section) made 
under this section is revocable only with 
the consent of the Commissioner. 

(i) through Ij)~3) [Resencd]. For fur
ther guidance. see * I ,3tC-S(i) through 
~)l3), 

(.f) Elji'crin' dOll'-( i) AI)IJ/icabiliTr 
daTe. This section applies to any original 
Federal income tax return (induding any 
amended return filed on or hefnrc the due 
date (including extensions) of such origi
nal return) timely filed on or after May 30, 
2006. 

(2) ExpiraTion dati', The applicahility 
of this section will expire on May 26. 2009 

§ 1.382-11 [Removed I 

Par. 27. Section 1382-11 is remmcd. 
Par. 28. Section 1.382-11 T is added to 

read as follows: 

§1.382-11T ReporTing reqlliremellTs 
iTemporar,')' 

(a) Illformatioll sTatem1'/lT reqllired. A 
loss corporation must include a statement 
entitled, "STATEMENT PURSUANT 
TO §1.382-11T(a) BY [INSERT NAME 
AND EMPLOYER IDENTIFICATION 
NUMBER OF TAXPAYER], A LOSS 
CORPORATION." on or with its income 
tax return for each taxable year that it 
is a loss corporation in which an owner 
shift, equity structure shift or other trans
action described in paragraph (a)(:2)(i) of 
§ l.38:2-2T occurs. The statement must 
include the daters) of any owner shifts, 
equity structure shifts, or other transac
tions described in paragraph (a)(2)(i) of 
§ l.382-2T, the date(s) on which any own
ership change(s) occurred, and the amount 
of any attributes described in paragraph 
(a)(1 )(i) of § 1.382-2 that caused the cor
poration to be a loss corporation. A loss 
corporation may also be required to in
clude certain elections on this statement, 
including-

( 1) An election made under 
§1.382-2T(h)(4)(vi)(B) to disregard 
the deemed exercise of an option if the 
actual exercise of that option occurred 
within 120 days of the ownership change; 
and 

(2) An election made under 
§1.382-6(b)(2) to close the books of 
the loss corporation for purposes of allo
cating income and loss to periods before 
and after the change date for purposes of 
section 382. 

(b) Effective date-( 1) ApplicabiliTY 
daTe. This section applies to any original 



Federal income tax return (including any 
amended return filed on or before the due 
date (including extensions) of such origi
nal return) timely filed on or after May 30, 
2006. 

(2) Expiration date. The applicability 
ofthis section will expire on May 26, 2009. 

§1.J08l-ll [Rel/lVl'ed} 

Par. 29. Section 1.1081-11 is removed. 
Par. 30. Section 1.1 081-11T is added 

to read as follows: 

§1.1081-IlT Records to be kept and 
information to be filed with retllrns 
(temporary). 

(a) Distributiolls and exchallges: signir 
ieant holders of stock or securities. Every 
significant holder must include a statement 
entitled, "STATEMENT PURSUANT TO 
§1.l081-IIT(a) BY [INSERT NAME 

AND TAXPAYER IDENTIFICATION 
NUMBER (IF ANY) OF TAXPAYERj. 
A SIGNIFICANT HOLDER." on or with 
such holder's income tax return for the 
taxable year in which the distribution or 
exchange occurs. If a significant holder 
is a controlled foreign corporation (within 
the meaning of section 957), each United 
States shareholder (within the meaning of 
section 951 (b» with respect thereto must 
include this statement on or with its return. 
The statement must include-

(I) The name and employer identifi
cation number (if any) of the corporation 
from which the stock, securities, or other 
property (including money) was received 
by such significant holder; 

(2) The aggregate basis, determined 
immediately before the exchange, of any 
stock or securities transferred by the sig
nificant holder in the exchange, and the 

aggregate fair market value, determined 
immediately before the distribution or ex
change, of the stock, securities or other 
property (including money) received by 
the significant holder in the distribution or 
exchange; and 

(3) The date of the distribution or ex
change. 

(b) Distributions and exchanges: cor
poratiolls subject to Commissioll orders. 
Each corporation which is a party to a di~
tribution or exchange made pursuant to an 
order of the Commission must include on 
or with its income tax return for its taxable 
year in which the distribution or exchange 

takes place a statement entitled, "STATE
MENT PURSUANT TO §1.1081-IIT(b) 

BY [INSERT NAME AND EMPLOYER 
IDENTIFICATION NUMBER (IF ANY) 

OFTAXPAYERj, A DISTRIBUTING OR 
EXCHANGING CORPORATION." If the 
distributing or exchanging corporation is 
a controlled foreign corporation (within 
the meaning of scction 957), each United 
States shareholder (within the meaning of 
section 95l(b) with respect thereto must 
include this statement on or \\lith its return. 
The statcment must include-

(I) The date and control numbcr of the 
Commission order, pursuant to which the 
distribution or exchange was made; 

(2) The names and taxpayer identifi
cation numbers (if any) of the significant 
holders; 

(3) The aggregate fair market value 
and basis. determined immediately before 
the distribution or exchange, of thc stock. 
securities, or other property (including 
money) transferred in the distribution or 
exchange; and 

(4) The date of the distribution or ex
change. 

(c) Sales by members o{system groups. 
Each system group member must in
clude a statcmcnt entitled, "STATEMENT 
PURSUANT TO §I.1081-11T(c) BY 
[INSERT NAME AND EMPLOYER 
IDENTIFICATION NUMBER (IF ANY) 
OF TAXPA YERJ, A SYSTEM GROUP 
MEMBER:' on or with its income tax 
return for the taxable year in which the 
sale is made. If any system group member 
is a controlled foreign corporation (within 
the meaning of section 957), each United 
States shareholdcr (within the meaning of 
section 951 (b» with respect thereto must 
include this statement on or with its return. 
The statement must include-

( I ) The dates and control numbers of all 
relevant Commission orders; 

(2) The aggregate fair market value and 
basis, determined immediately before the 
sale. of all stock or securities sold; and 

(3) The date of the sale. 
(d) Definitiuns. (I) For purposes of this 

section, Commission means the Securities 
and Exchange Commission. 

(2) For purposes of this section, signif

icam holder means a person that receives 
stock or securities from a corporation (the 
distributing corporation) pursuant to an or
der of thc Commission. if. immediately be
fore the transaction, such person-

Ii) In the case of stock-

(A) Owned at least fi \'e perccnt ( by vote 
or value) of the total outstanding stock 
of the distributing corporation if the stock 
owned by such person is publicly traded, 
or 

(B) Owned at least one percent (by vote 
or value) of the total outstanding stock oj' 

the distributing corporation if the stock 
owned by such person is not publicly 
traded; or 

(ii) In the case of securities. owned se
curities of the distributing corporation with 
a basis of $1.000.000 or more. 

(3) Puhlicly fmdcd stock means stock 
that is listed on-

(i) A national securities exchangc regis
tered under section 6 of the Securities Ex
change Act of 1934 ( 15 U.s.c. 780; or 

(ii) An interdealer quotation system 
sponsored by a national securities asso
ciation registered under seclion I SA of 
the Securities Exchange Act of 1934 ( 15 
U.S.c. 780-3). 

(4) For purposes of paragraph (b) of th i s 
section, exchange means exchange. expen
diture, or investment. 

(5) For purposes of paragraph (c) of this 
section. svstelll grouJllllclllber means each 
corporation which is a member of a system 
group and which, pursuant to an order of 
the Commission, sells stock or securities 
received upon an exchange (pursuant to an 
order of the Commission) and applies the 
proceeds derived therefrom in retirement 
or cancellation of its own ~tock or seCLlri
ties. 

(e) Suhstal1fiafioll il1jiJrlIl{[tion. Under 
§1.6001-1(e), taxpayers are required to 
retain their permanent records and make 
such records available to any authorized 
Internal Revenue Service officers and em
ployees. In connection with the distribu
tion or exchange described in this section, 
these records should specifically include 
information regarding the amount. basi~, 

and fair market value of all property dis
tributed or exchanged. and relevant facts 
regarding any liabilities assumed or extin
guished as part of such di,tribution or ex

change. 
(0 E[1£'clil'C d(/fe-( I) Appliclihilil1' 

date. This section applies to any original 
Federal income tax return (including any 
amended return filed on or before the duc 
date (including extensions) of such origi
nal return) timely filed on or after May lO. 

2006. 
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(2) Expirutioll date. The applicability 
of thi~ section will expire on May 26. 2009. 

Par. 31. Section 1.1221-2 is amended 
by revising paragraph (e)(2)(ivl and 
adding paragraphs (i) through (j) to read 
a, follows: 

~1.122!-2 Hedgillg IWlIsuctiolls. 

x * >.: * * 
(e) '" " * 
(2) '" '" '" 

(i\) [Resened]. For further guidance. 
see ~l l22l-2T(e)(2)(ivl. 

* :-;: * * *-

(i) through (j) [Reserved]. For fur
ther guidance. see ~ 1.1221-2T(i) through 
(j)( I ). 

Par. 32. Section 1.1221-2T is added to 
read as follows: 

~ 1 .1221-2T Hedging trallsactions 
(temporarY). 

(a) through (e)(2)(iii) [Reserved]. 
For further guidance, see §1.1221-2(a) 
through (e)(2)(iii). 

(iv) Making and rel'Oking the elec
rion. Unless the Commissioner otherwise 
prescribes, the election described in para
graph (e)(2) of § 1.1221-2 must be made in 
a separate statement that provides. "[IN
SERT NAME AND EMPLOYER IDEN
TIFICATION NUMBER OF COMMON 
PARENT] HEREBY ELECTS THE AP
PLICATION OF ~1.1221-2(e)(2) (THE 
SEPARATE-ENTITY APPROACH)." 
The statement must also indicate the date 
as of which the election is to be effective. 
The election must be filed by including 
the statement on or with the consolidated 
group's income tax return for the taxable 
year that includes the first date for which 
the elcction is to apply. The election ap
plies to all transactions entered into on or 
after the date so indicated. The election 
may only be revoked with the consent of 
the Commissioner. 

(e)(3) through (h) [Reserved]. For 
further guidance, see *1.1221-2(e)O) 
through (h). 

(il I Re'"T\ed] 
(j) Ett<'Clil'C di1Tc-( I) Applicahility 

dll/c. This section applies to any original 
consolidated Federal income tax return 
due (\\ ithout extensions) after May 30. 
2006. HD\\e\er. a consolidated group may 
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apply this section to any original consoli
dated Federal income tax return (including 
any amended return filed on or before the 
due date (including extensions) of such 
original return) timely filed on or after 
May 30. 2006. 

(2) Expiralim/ date. The applicability 
of this section wi 1I cxpirc on May 26, 2009. 

Par. 33. Section 1.1502-\3 is amended 
by revising paragraphs (f)(5)(ii)(E) and 
(f)(6)(i)(C)(2) and adding paragraph (m) 
to read as follows: 

~ 1.1502-1 3 Intercompany transactions. 

* * * *' * 
(f) * * * 
(5) * * * 
(ii) * * * 
(E) [Reserved]. For further guidance, 

see § 1.1502-13T(f)(5)(ii)(E). 

(6) * * * 
(il * * * 
(C) * * * 
(2) [Reserved]. For further guidance, 

see § 1.1502-13T(f)(6)(i)(C)(2). 

* * * * * 
(m) [Rcserved]. For further guidance, 

see § 1.1502-13T(m)(l). 
Par. 34. Section 1.1502-13T is added 

to read as follows: 

§ 1.1 502-l3T Intercompany transactions 
( lemporarv). 

(a) through (f)(5)(ii)(D) [Reserved]. 
For further guidance, see § 1.1502-13(a) 
through (f)(5)(ii)(D). 

(E) Elertiol1. An election to apply para
graph (f)(5)(ii) of §1.l502-13 is made in 
a separate statement entitled, "[INSERT 
NAME AND EMPLOYER IDENTI
FICATION NUMBER OF COMMON 
PARENT] HEREB Y ELECTS THE AP
PLICATION OF § 1.1502-13(f)(S)(ii) 
FOR AN INTERCOMPANY TRANS
ACTION INVOLVING [INSERT NAME 
AND EMPLOYER IDENTIFICATION 
NUMBER OF S] AND [INSERT NAME 
AND EMPLOYER IDENTIFICATION 
NUMBER OF T]." A separate election 
must be made for each such application. 
The election must be filed by including 
the statement on or with the consolidated 
group's incomc tax rcturn for the year of 
1's liquidation (or other transaction). The 
Commissioner may impose reasonable 
terms and conditions to the application 

of paragraph (f)(5)(ii) of * 1.1502-1 ~ that 
are consistent with the purposes ot such 
section. Thc statement must-

U) Identify S' s intercompany transac
tion and 1's liquidation (or other transac

tion): and 
(2) Specify which provision of 

~1.1502-13(f)(5)(il) applies and how it 
altcrs the othenvise applicable results un
der this section (including, for example, 
the amount of S' s intercompany items and 
the amount deferred or otTset as a result of 
§ 1.1502-13(f)(S)(ii)). 

(f)(6) through (f)(6)(i)(C)(l) [Re-
served]. For further guidance, see 
§ 1.1502-13(f)(6) through (f)(6)(i)(C)(1). 

(2) Election. The election described in 
paragraph (f)(6)(i)(C)(l) of §1.l502-13 
must be made in a separate statement en
titled, "ELECTION TO REDUCE BASIS 
OF P STOCK UNDER § 1.1502-13(f)(6) 
HELD BY [INSERT NAME AND EM
PLOYER IDENTIFICATION NUMBER 
OF MEMBER WHOSE BASIS IN P 
STOCK IS REDUCED]." The election 
must be filed by including the statement 
on or with the consolidated group's in
come tax return for the year in which 
the nonmember becomes a member. The 
statement must identify the member's ba
sis in the P stock (taking into account the 
effect of this election) and the number of 
shares of P stock held by the member. 

(f)(6)(ii) through (I) [Reserved]. For 
further guidance, see §1.l502-13(f)(6)(ii) 
through (I). 

(m) Effective date-(l) Applicability 
date. This section applies to any original 
consolidated Federal income tax return 
due (without extensions) after May 30, 
2006. However, a consolidated group may 
apply this section to any original consoli
dated Federal income tax return (including 
any amended return filed on or before the 
due date (including extensions) of such 
original return) timely filed on or after 
May 30, 2006. 

(2) Expiration date. The applicability 
of this section will expire on May 26, 2009. 

Par. 35. Section 1.1502-31 is amended 
by revising paragraph (e)(2) and adding 
paragraphs (i) through (j) to read as fol
lows: 

§1.1502-31 Stock basis after a group 
structure change. 

* * * * * 



(e) * * * 
(~) [Reserved]. For further guidance, 

see § 1.1502-31T(e)(2). 

* * * * * 
(i) through (j) [Reserved]. For further 

guidance, see § 1.1502-31T(i) through 
U)( 1). 

Par. 36. Section 1.1502-31T is added 
to read as follows: 

§1.1502-3IT Stock basis after a group 
structure change (temporary). 

(a) through (e)U) [Reserved]. For fur
ther guidance, see §1.l502-3J(a) through 
(e)(l). 

(2) Electioll. The election described 
in paragraph (e)(I) of §1.l502-31 must 
be made in a separate statement enti
tled, "ELECTION TO TREAT LOSS 
CARRYOVER AS EXPIRING UNDER 
§1.l502-31(e)." The election must be 
filed by including the statement on or with 
the consolidated group's income tax re
turn for the year that includes the group 
structure change. The statement must 
identify the amount of each loss carryover 
deemed to expire (or the amount of each 
loss carryover deemed not to expire, with 
any balance of any loss carryovers being 
deemed to expire). 

(f) through (h) [Reserved]. For further 
guidance, see § 1.1502-3 l(t) through (h). 

(i) [Reserved] 
U) Effective date-(l) Applicabilitv 

date. This section applies to any origin~l 
consolidated Federal income tax return 
due (without extensions) after May 30, 
2006. However, a consolidated group may 
apply this section to any original consoli
dated Federal income tax return (including 
any amended return filed on or before the 
due date (including extensions) of such 
original return) timely filed on or after 
May 30, 2006. 

(2) Expiration date. The applicability 
of this section will expire on May 26, 2009. 

Par. 37. Section 1.1502-32 is amended 
by revising paragraph (b)( 4 )(iv) and 
adding paragraphs (i) through U) to read 
as follows: 

§1.1502-32 Investment adjustments. 

* * * * * 
(b) * * * 
(4) * * * 

(iv) [Reserved]. For further guidance. 
see §1.1502-32T(b)(4)(iv). 

* * * * * 
(i) through (j) [Reserved]. For further 

guidance. see § l.lS02-32T(i) through 
(j)(1). 

Par. 38. Section 1.1502-32T is added 
to read as follows: 

§ I. 1502-32T 1m'estment adjustments 
(temporary). 

(a) through (b)( 4 )(iii) [Reserved]. 
For further guidance, see § 1.1502-32(a) 
through (b)( 4 )(iii). 

(iv) Election. The election described 
in paragraph (b)(4) of §1.l502-32 must 
be made in a separate statement entitled 
"ELECTION TO TREAT LOSS CAR~ 
RYOVER OF [INSERT NAME AND 
EMPLOYER IDENTIFICATION NUM
BER OF S] AS EXPIRING UNDER 
§l.lS02-32(b)(4)." The election must be 
filed by including a statement on or with 
the consolidated group's income tax re
turn for the year S becomes a member. 
A separate statement must be made for 
each member whose loss carryover is 
deemed to expire. The statement must 
identify the amount of each loss carryover 
deemed to expire (or the amount of each 
loss carryover deemed not to expire, with 
any balance of any loss carryovers being 
deemed to expire) and the basis of any 
stock reduced as a result of the deemed 
expiration. 

(b)(4)(v) through (h) [Reserved]. For 
further guidance, see § 1.1502-32(b)( 4 lev) 
through (h). 

(i) [Reserved] 
(j) Ejfectil'e date-( I) Applicahility 

date. This section applies to any origin~1 
consolidated Federal income tax return 
due (without extensions) after May 30, 
2006. However, a consolidated group may 
apply this section to any original consoli
dated Federal income tax return (including 
any amended return filed on or before the 
due date (including extensions) of such 
original return) timely filed on or after 
May 30, 2006. 

(2) Expiration date. The applicability 
of this section will expire on May 26, 2009. 

Par. 39. Section 1.1502-33 is amended 
by revising paragraph (d)(S)(i)(D) and 
adding paragraph (k) to read as follows: 

.91.1502-33 Earnings and profits. 

* * * * * 
(d) * * * 
(5) * * * 
(i) * * * 
(D) [Reserved]. For further guidance. 

see § 1.1502-33T(d)(5)(i)(D). 

* * * * * 
(k) [Reserved]. For further ouidance to • 

see § 1.l502-33T(k)(l). 
Par. 40. Section l.lS02-33T is added 

to read as follows: 

.f$1.1502-33T Earnings and pnJfits 
( temporary). 

(a) through (d)(S)(i)(C) [Reserved]. 
For further guidance, see §1.l502-33(a) 
through (d)(S)(i)(C). 

(D) If a method is permitted under para
graph (d)(4) of §1.l502-33. provide the 
date and control number of the private let
ter ruling issued by the Internal Revenue 
Service approving such method. 

(d)(5)(ii) through U) [Reserved]. For 
further guidance, see § 1.1502-33(d)(5)(ii) 
through (j). 

(k) Effectil'e date-( I) Applicabilitv 
date. This section applies to any origin~l 
consolidated Federal income tax return 
due (without extensions) after May 30, 
2006. However, a consolidated group may 
apply this section to any original consoli
dated Federal income tax return (including 
any amended return filed on or before the 
due date (including extensions) of such 
original return) timely filed on or after 
May 30, 2006. 

(2) Expiratioll date. The applicability 
of this section will expire on May 26,2009. 

Par. 41. Section 1.1502-35 is amended 
by revising paragraph (c)(4)(i) and adding 
paragraph (k) to read as follows: 

§ 1.1502-35 Transfers of subsidiarv stock 
and deconsolidatiolls of subsidiaries. 

* * * * * 
(c) * * * 
(4) * * * 
(i) [Reserved]. For further guidance, 

see § l.lS02-3ST(c)(4)(i). 

* * * * * 
(k) [Reserved]. For further guidance. 

see §l.lS02-3ST(k)(I). 
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Par. 42. Section I.ISll2-3ST i, added 
to reid as foll()\\,: 

.~/.15(r!.-35l hW/lfl'l's ot slIhsidiu/'\' 

II(lc/; a/!{I dl'(,OIiIO/ii/ulioll.\ otslIi)sidiul'ics 

(ICIl1/)()J'(II'\·)· 

\a) through (cl(3) [Resened). For fur
ther guidance. see ~ 1.IS02-3S(a) through 
\c)(3). 

H) ReilllClioll of I'/lspended lo.\s-( 1) 

Gm(,1'lI1 /'/(Il'. The amount of any loss sus
pended pursuant to paragraphs (c)( I) and 
(c)( 2) of ~ 1.IS02-3S shall be reduced, but 
not bt:lo\\ zero, by the subsidiary's (and 
any ,uccessor',) items of deduction and 
loss, and the subsidiary's (and any succes
sor's) allocable share of items of deduc
tion and loss of all lower-tier subsidiaries. 
that are allocable to the period heginning 
on the date of the disposition that gave 
rise to the suspended loss and ending on 
the day before the first date on which the 
subsidiary (and any successor) is not a 
memher of the group of which it was a 
member immediately prior to the dispo
sition (or any successor group), and that 
are taken into account in determining con
solidated taxable income (or loss) of such 
group for any taxable year that includes 
any date on or after the date of the dispo
sition and hefore the first date on which 
the subsidiary (and any successor) is not 
a member of such group; provided. how
ever. that such reduction shall not exceed 
the excess of the amount of such items over 
the amount of such items that are taken 
into account in determining the basis ad
justments made under * 1.IS02-32 to stock 
of the subsidiary (or any successor) owned 
by memhers of the group. The preceding 
sentence shall not apply to items of deduc
tion and loss to the extent that the group 
can e,tablish that all or a portion of such 
item, was not retlected in the computation 
of the duplicated loss with respect to the 
,ubsidiary on the date of the disposition of 
stock that gave nse to the suspended loss. 

(cl(-I)(ii) through (j) [Reserved). For 
further guidance. ,ee *l.lS02-:1S(c)(4)(ii) 
thwugh (J)' 

\ k) Eat'dil'c dutc-( I) Applicu/Jilin' 
durl'. This ,ection applies to any original 
cllnsoliJated Federal income tax return 
due (without extensions) after May 30, 
2006. 

(21 E\pimlioll i/ure. The applicability 
of this section \\ ill expire on May 26. 2009. 
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Par. '+3. Section I.1S02-76 is amended 
by revising paragraph (b)(2)(ii)(D) and 
adding paragraph (d) to read as follows: 

.~/.1502-76 Taxable ycar ot'lIlclIlbcrs of 
group. 

* * * * * 
(b) * * '" 
(2) * " " 
(ii) * * * 
(0) [Reserved). For further guidance, 

see * l.lS02-76T(b)(2)(ii)(0). 

* * * * * 
(d) [Reservedl. For further guidance, 

see ~I.1S02-76T(d)(l). 
Par. .+4. Section 1.1502-76T is added 

to read as follows: 

.~ I. 1502-76T Taxable war ()f members of 
group (temporary). 

(a) through (h)(2)(ii)(C) [Reserved]. 
For further guidance, see § L1S02-76( a) 
through (b)(2)(ii)(C). 

(0) Eleclion-(l) Stalemcllt. The 
election to ratably allocate items un
der paragraph (b )(2)(ii) of * 1.1502-76 
must be made in a separate statement 
entitled, "THIS IS AN ELECTION UN
DER *1.l502-76(b)(2)(ii) TO RATABLY 
ALLOCATE THE YEAR'S ITEMS OF 
[INSERT NAME ANO EMPLOYER 
IDENTIFICATION NUMBER OF THE 
MEMBER]." The election must be filed 
by including a statement on or with the 
returns inc luding the i terns for the years 
ending and beginning with S's change 
in status. If two or more members of 
the same consolidated group, as a conse
quence of the same plan or arrangement, 
cease to be members of that group and 
remain affiliated as members of another 
consolidated group, an election under this 
paragraph (b)(2)(ii)(D)(l) may be made 
only if it is made by each such mem
ber. Each statement must also indicate 
that an agreement, as described in para
graph (b)(2)(ii)(D)(2) of this section, has 
been entered into. Each party signing the 
agreement must retain either the original 
or a copy of the agreement as part of its 
records. See § 1.600 I-I (e). 

(2) Agreement. For each election un
der paragraph (b)(2)(ii) of § 1.1502-76. the 
member and the common parent of each 
atfected group must sign and date an agree
ment. The agreement must-

(i) Identify the extraordinary items, 
their amounts, and the separate or consol
idated returns III \\ hich they arlo' included: 

(ii) Identify the aggrl.'gate amount to be 
ratably allocated, and the portinn of the 
amount included in thl.' separate and COI1-

solidated returns: and 
(iii) Include thl.' name and employer 

identification numher of thl.' common par
ent (if any) of each group that must take 
the items into account. 

(b)(2)(iii) through (c) [Re-
served). For further guidance. see 
*1.1502-76(b)(2)(iii) through (c). 

(d) Effectil't' t/ale-( I) AppliclIbilitl' 
date. This section applies to any original 
consolidated Federal income tax return 
due (without extensions) after May 30, 
2006. However, a consolidated group may 
apply this section to any original consoli
dated Federal income tax return (including 
any amended return filed on or before the 
due date (including extensions) of such 
original return) timely filed on or after 
May 30, 2006. 

(2) Expiration date. The applicability 
of this section will expire on May 26, 2009. 

Par. 45. Section Ll502-95 is amended 
by revising paragraphs (e)(8) and (f) and 
adding paragraph (g) to read as follows: 

§1.1502-95 Rules on ceasing to be a 
member of a consolidated group (or loss 

subgroup ). 

* * * * * 
(e) * * * 
(8) [Reserved]. For further guidance. 

see ~ 1.1502-95T(e)(8). 
(f) through (g) [Reserved). For fur

ther guidance, see § l.lS02-9ST(f) through 
(g) (I ). 

Par. 46. Section 1.1502-95T is added 
to read as follows: 

§ 1.1502-95T Rules 011 ceasing to be a 
member ofa consolidated group (or loss 
subgroup) (temporary). 

(a) through (e)(7) [Reserved]. For fur
ther guidance. see § 1.IS02-95(a) through 
(e)(7). 

(8) Reporting requirements-(i) Com
mon Parent. Except as provided in para
graph (e)(8)(iii) of this section, if a net 
unrealized built-in loss is allocated under 
paragraph (e) of * L 1502-95, the common 
parent must include a statement entitled. 



"STATEMENT OF NET UNREALIZED 
BUILT-IN LOSS ALLOCATION PUR
SUANT TO §1.l502-95(e)," on or with 
its income tax return for the taxable year 
in which the former member(s) (or a new 
loss subgroup that includes that member) 
ceases to be a member. The statement 
must include-

(A) The name and employcr identifica
tion number of the departing member; 

(B) The amount of the remaining 
NUBIL balance for the taxable year in 
which the member departs; 

(C) The amount of the net unrealized 
built-in loss allocated to the departing 
member; and 

(D) A representation that the common 
parent has delivered a copy of the state
ment to the former member (or the com
mon parent of the group of which the for
mer member is a member) on or before the 
day the group files its income tax return for 
the consolidated return year that the former 
member ceases to be a member. 

(ii) Former Member. Except as pro
vided in paragraph (e)(8)(iii) of this sec
tion, the former member must include a 
statement on or with its first income tax rc
turn (or the first return in which the former 
member joins) that is filed after the close of 
the consolidated return year of the group 
of which the formcr member (or a new 
loss subgroup that includes that member) 
ceases to bc a member. Thc statement will 
be identical to the statement filed by the 
common parent under paragraph (e)(R)(i) 
of this section except that instead of in
cluding the information described in para
graph (e)(8)(i)(A) of this section the for
mer member must provide the name, em
ployer identification number and tax year 
of the former common parent, and instead 
of the representation described in para
graph (e)(8)(i)(D) of this section the for
mer member must represent that it has re
ceived and retained the copy of the state
ment delivered by the common parent as 
part of its records. See § 1.6001-1 (e). 

(iii) Exception. This paragraph (e)(8) 
does not apply if the required information 
(other than the amount of the remaining 
NUBIl balance) is included in a statement 
of election under paragraph (t) of this sec
tion (relating to apportioning a section 382 
limitation). 

(f) Filing the election to apportion the 
section 382 limitation and net unrealized 
built-in gain-( I) Form oj the election 

to apportion-(i) Statement. An elec
tion under paragraph (c) of * 1.1502-95 
must be made in the form set forth in this 
paragraph (f)(l )(i). The election must 
be made by the common parent and the 
party described in paragraph (f)(2) of this 
section. It must be filed in accordance 
with paragraph (f)(3) of this section and 
be entitled, 'THIS IS AN ELECTION 
UNDER §1.I502-95 TO APPORTION 
ALL OR PART OF THE [INSERT THE 
CONSOLIDATED SECTION 382 LIM
ITATION, THE SUBGROUP SECTION 
382 LIMITATION, THE LOSS GROUP'S 
NET UNREALIZED BUILT-IN GAIN. 
OR THE LOSS SUBGROUP'S NET 
UNREALIZED BUILT-IN GAIN, AS 
APPROPRIATE] IN THE AMOUNT 
OF [INSERT THE AMOUNT OF THE 
LOSS LIMITATION OR NET UNRE
ALIZED BUILT-IN GAIN] TO [INSERT 
NAME(S) AND EMPLOYER IDENTI
FICATION NUMBER(S) OF THE COR
PORATION (OR THE CORPORATIONS 
THAT COMPOSE A NEW LOSS SUB
GROUP) TO WHICH ALLOCATION IS 
MADE]." The statement must also indi
cate that an agreement, as described in 
paragraph (f)( I )(ii) of this section, has 
been entered into. 

(ii) Agreement. Both the common par
ent and the party described in paragraph 
(f)(2) of this section must sign and date the 
agreement. The agreement must include, 
as appropriate-

(A) The date of the ownership change 
that resulted in the consolidated section 
382 limitation (or subgroup section 382 
limitation) or the loss group's (or loss sub
group's) net unrealized built-in gain; 

(B) The amount of the departing mem
ber's (or loss subgroup's) pre-change net 
operating loss carryovers and the taxable 
years in which they arose that will be sub
ject to the limitation that is being appor
tioned to that member (or loss subgroup); 

eC) The amount of any net unrealized 
built-in loss allocated to the departing 
member (or loss subgroup) under para
graph (e) of § 1.1502-95, which, if rec
ognized, can be a pre-change attribute 
subject to the limitation that is being ap
portioned; 

(D) If a consolidated section 382limita
tion (or subgroup section 382 limitation) is 
being apportioned, the amount of the con
solidated section 3R2 limitation (or sub
group section 382 limitation) for the tax-

able year during which the former member 
(or new loss subgroup) ceases to be a mem
ber of the consolidated group (determined 
without regard to any apportionment under 
this section); 

(E) If any net unrealized built-in gain is 
being apportioned. the amount of the loss 
group's (or loss subgroup' s) net unrealized 
built-in gain (as determined under para
graph (c)(2)(ii) of §1.l502-95) that may 
be apportioned to members that ceased to 
be members during the consolidated return 
year; 

(F) The amount of the value element 
and adjustment element of the consoli
dated section 382 limitation (or subgroup 
section 3g2 limitation) that is appor
tioned to the former member (or new 
loss subgroup) pursuant to paragraph (c) 
of § 1.1502-95; 

(G) The amount of the loss group's (or 

loss subgroup's) net unrealized built-in 
gain that is apportioned to the former 
member (or new loss subgroup) pursuant 
to paragraph (c) of *1.l502-95: 

(H) If the former member is allocated 
any net unrealizcd built-in loss under para
graph (e) of §1.l502-95, the amount of 
any adjustment clement apportioned to 
the former member that is attributable to 
recognized built-in gains (determined in a 
manner that will enable both the group and 
the former member to apply thc principles 
of § 1.I502-93(c»; and 

(I) The name and employer identifica
tion number of the common parent making 
the apportionment. 

(2) Signing the agreement. The agree
ment must be signed by both the common 
parent and the former member (or, in the 
case of a loss subgroup, the common par
ent and the loss subgroup parent) by per
sons authorized to sign their respective in
come tax returns. If the allocation is made 
to a loss subgroup for which an election 
under §1.I502-91(d)(4) is made, and not 
separately to its members, thc agreement 
under this paragraph (0 must be signed 
by the common parent and any member of 
the new loss subgroup by persons autho
rized to sign their respective income tax 
returns. Each party signing the agreement 
must retain either the original or a copy of 
the agreement as part of its records. See 
§ 1.600 I-I (e). 

(3) Filing of the election-(i) Filing hr 
the common parellf. The election must be 
filed by the common parent of the grou[1 
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that is apportioning the consolidated sec
tion 3~2 limitation (or the ,ubgroup sec
tion 382 limitation) or the loss group' s net 
unrealized built-in gain (or loss subgroup's 
net unrealized built-in gain) by including 
the statement on or with its income tax re
turn for the taxable year in which the for
mer membcr (or new loss subgroup) ceases 
to bc a member. 

(ii) Filing h\' tiJi' .Iiml/er 1IIi'lIIber. An 
identical statement must be included on or 
with the first return of the former mem
her (or the first return in which the former 
member. or the mcmbers of a new loss sub
group, join) that is filed after the close of 
the consolidated return year of the group 
of which the fonner member (or the mem
bcrs of a new loss subgroup) ceases to be 
a member. 

(4) Rel'Ocarion of electhill. An elec
tion statement made under paragraph (c) 
of § 1.1502-95 is revocable only with the 
consent of the Commissioner. 

(g) Etfectil'e date-( I) Applicability 
date. This section applies to any original 
consolidated Federal income tax return 
due (without extensions) after May 30. 
2006. However. a consolidated group may 
apply this section to any original consoli
dated Fedcral income tax return (including 
any amended return filed on or before the 
due date (including extensions) of such 
original return) timely filed on or after 
May 30. 2006. 

(2) Expiration date. The applicability 
of this section will expire on May 26, 2009. 

Par. 47. Section 1.1563-1 is amended 
by revising paragraph (c )(2) and adding 
paragraph (e) to read as follows: 

,~1.1563-1 Definitioll of controlled group 
of co rporati OilS and compollent members. 

* * * * * 
(c) * * * 
(2)(i) through (iii) [Reserved]. For 

further guidance. see § 1.1563-1 Tlc)(2)(i) 
through (iii). 

* * * * * 
(e) [Rescrvcd]. For further guidance. 

see * 1.1563-lT(e)( I). 

* * * * * 
Par. 4R. Section 1.I563-lT is added to 

read as follows: 
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~ 1.1563-1T Definition ofcolltrolled grollp 
of cOIpomtions lind component 1I/i'lI/bers 
(tempora rr J. 

(a) through (c)(l) [Rcscrvcd]. For fur
ther guidance. see §1.1563-I(a) through 
(c)(I). 

(2) Brother-sister cOlITrolled groups
(i) Dill' cOlporatioll. If on a December 
31. a corporation would. without the ap
plication of this paragraph (c)(2). be a 
component member of more than one 
brother-sister controlled group on such 
date. the corporation will be treated as 
a component member of only one such 
group on such date. Such corporation may 
elect the group in which it is to be included 
by including on or with its income tax re
turn for the taxable year that includes such 
date a statement entitled, "STATEMENT 
TO ELECT CONTROLLED GROUP 
PURSUANT TO § 1.1563-1 T(c)(2)." This 
statement mllst include-

(A) A description of each of the con
trolled groups in which the corporation 
could be included. The description must 
include the name and employer identifica
tion number of each component member of 
each such group and the stock ownership 
of the component members of each such 
group; and 

(B) The following representation: [IN
SERT NAME AND EMPLOYER IDEN
TIFICATION NUMBER OF CORPORA
TION] ELECTS TO BE TREATED AS A 
COMPONENT MEMBER OF THE [IN
SERT DESIGNATION OF GROUP]. 

(ii) Multiple cOlporatiolls. If more than 
one corporation would, without the appli
cation of this paragraph (c)(2). be a compo
nent member of more than one controlled 
group, those corporations electing to be 
component members of the same group 
must file a single statement. The statement 
must contain the information described in 
paragraph (c)(2)(i) of this section, plus the 
names and employer identification num
bers of all other corporations designating 
the same group. The original statement 
must be included on or with the original 
Federal income tax return (including any 
amended return filed on or before the due 
date (including extensions) of such return) 
of the corporation that, among those cor
porations which would (without the ap
plication of this paragraph (c)(2» belong 
to more than one group, has the taxable 
year including such December 31 which 

ends on the earliest date, That corpora
tion mllst provide a copy of the statement 
to each other corporation included in the 
statement and represent in its statement 
that it has done so. Either the original or 
a copy of the statement must be retained 
by each corporation as part of its records, 
See §1.6001-I(e). 

(iii) ElecTion-(A) ElecTioll .filed. An 
election filed under this paragraph (c)(2) is 
irrevocable and effective until a change in 
the stock ownership of the corporation re
sults in termination of membership in the 
controlled group in which such corpora
tion has been included. 

(B) Electioll 1I0t filed. In the event no 
election is filed in accordance with the pro
visions of this paragraph (c)(2), then the 
Internal Revenue Service will detcrmine 
the group in which such corporation is to 
be included. Such determination will be 
binding for all subsequent years unless the 
corporation files a valid c1ection with re
spect to any such subsequent year or until 
a change in the stock ownership of the cor
poration results in termination of member
ship in the controlled group in which such 
corporation has been included, 

(c)(2)(iv) through (d) [Reserved]. For 
further guidance, see §1.l563-I(c)(2)(iv) 
through (d), 

(e) Effective date-(l) Applicability 
date. This section applies to any original 
Federal income tax return (including any 
amended return filed on or before the due 
date (including extensions) of such origi
nal return) timely filed on or after May 30, 
2006. 

(2) Expiration date. The applicability 
of this section will expire on May 26, 2009. 

Par. 49. Section 1.1563-3 is amended 
by revising paragraph (d)(2)(iv) and 
adding paragraph (e) to read as follows: 

§ 1.1563-3 Rules for determining stock 
ownership. 

* * * * * 
(d) * * * 
(2) * * * 
(iv) [Reserved], For further guidance, 

see § I. 1 563-3T(d)(2)(iv). 

* * * * * 
(e) [Reserved]. For further guidance, 

see §1.l563-3T(e)(l). 
Par. 50. Section 1.1563-3T is added to 

read as follows: 



§I.I563-3T Rules for determining stock 
ownership (temporary). 

(a) through (d)(2)(iii) [Reserved]. 
For further guidance, see § 1.1563-3(a) 
through (d)(2)(iii). 

(iv) Statement. If the application of 
paragraph (d)(2)(ii) or (iii) of § 1.1563-3 
does not result in a corporation being 
treated as a component member of only 
one controlled group of corporations on 
a December 31, then such corporation 
will be treated as a component member 
of only one such group on such date. 
Such corporation may elect the group in 
which it is to be included by including 
on or with its income tax return a state
ment entitled, "STATEMENT TO ELECT 
CONTROLLED GROUP PURSUANT 
TO § 1.1 563-3T(d)(2)(iv)." The statement 
must include-

(A) A description of each of the con
trolled groups in which the corporation 
could be included. The description must 
include the name and employer identifica
tion number of each component member of 
each such group and the stock ownership 
of the component members of each such 
group; and 

(B) The following representation: [IN
SERT NAME AND EMPLOYER IDEN
TIFICATION NUMBER OF CORPORA
TION] ELECTS TO BE TREATED AS A 
COMPONENT MEMBER OF THE [IN
SERT DESIGNATION OF GROUP]. 

(v) Election-(A) Election filed. An 
election filed under paragraph (d)(2)(iv) of 
this section is irrevocable and effective un
til paragraph (d)(2)(ii) or (iii) of § 1.1563-3 
applies or until a change in the stock own
ership of thc corporation results in ter
mination of membership in the controlled 
group in which such corporation has been 
included. 

(B) Election not filed. In the event no 
election is filed in accordance with the 
provisions of paragraph (d)(2)(iv) of this 
section, then the Internal Revenue Service 
will determine the group in which such 
corporation is to be included. Such de
termination will be binding for all subse
quent years unless the corporation files a 
valid election with respect to any such sub
sequent year or until a change in the stock 
ownership of the corporation results in ter
mination of membership in the controllcd 
group in which such corporation has been 
included. 

(d)(3) [Reserved]. For further guid
ance, see § 1.1563-3(d)(3). 

(e) EJfectil'e date-( I) Applicahility 
date. This section applies to any original 
Federal income tax return (including any 
amended return filed on or before the duc 
date (including extensions) of such origi
nal return) timely filed on or after May 30, 
2006. 

(2) Expiration date. The applicability 
of this section will expire on May 26, 2009. 

Par. 51. Section 1.6012-2 is amended 
by revising paragraph (c) and adding para
graph (k) to rcad as follows: 

§1.6012-2 COfporations required to make 
returns of income. 

* * * * * 
(c) [Reserved]. For further guidance, 

see §1.6012-2T(c). 

* * * * * 
(k) [Reserved]. For further guidance, 

see § 1.60 12-2T(k)(l). 
Par. 52. Section 1.60 12-2T is added to 

read as follows: 

§1.6012-2T COlporations required to 
make returns of income (temporary). 

(a) through (b) [Reserved]. For further 
guidance, see §1.6012-2(a) through (b). 

(c) Insurance companies-(l) Domes
tic life insurance companies-(i) In gen
eral. A life insurance company subject 
to tax under section 801 shall make a re
turn on Form 1120L. Except as provided in 
paragraph (c)(4) of this section, such com
pany shall file with its return-

(A) A copy of its annual statement 
which shows the reserves used by the 
company in computing the taxable income 
reported on its return; and 

(B) A copy of Schedule A (real estate) 
and of Schedule 0 (bonds and stocks), or 
any successor thereto, of such annual state
ment. 

(ii) Mutual sCll'ings banks. Mutual 
savings banks conducting life insurance 
business and meeting the requirements 
of section 594 are subject to partial tax 
computed on Form 1120 and partial tax 
computed on Form 1120L. The Form 
1120L is attached as a schedule to Form 
1120, together with the annual statement 
and schedules required to be filed with 
Form 1 120L. 

(2) Domestic nOlllife insurance compa
nies. Every domcstic insurance company 
other than a life insurance company shall 
make a return on Form 1120PC. This in
cludes organizations described in section 
50 I (m)(l) that provide commercial-type 
insurance and organizations described in 
section 833. Except as provided in para
graph (c)(4) of this section, such company 
shall file with its return a copy of its annual 
statement (or a pro forma annual state
ment), including the underwriting and in
vestment cxhibit for the year covered by 
such return. 

(3) Foreign insurance companies. The 
provisions of paragraphs (c)(l) and (c)(2) 
of this section concerning the returns and 
statements of insurance companies subject 
to tax under section 801 or section 831 also 
apply to foreign insurance companies sub
jcct to tax under those sections, except that 
the copy of the annual statement required 
to be submitted with the return shall, in the 
case of a foreign insurance company that 
is not rcquired to file an annual statement. 
be a copy of the pro forma annual state
ment relating to the United States business 
of such company. 

(4) Exception for insurance companies 
filing their Federal income tax returns 
electronicallv. If an insurance company 
described in paragraph (c)(l), (c)(2), or 
(c)(3) of this section files its Federal in
come tax return electronically, it should 
not include on or with such return its 
annual statement (or pro forma annual 
statement), or any portion thereof. Such 
statement must be available at all times for 
inspection by authorized Internal Revenue 
Service officers or employees and retained 
for so long as such statements may be ma
terial in the administration of any internal 
revenue law. See §1.6001-1(e). 

(5) Definition. For purposes of this sec
tion, thc tcrm annual statement means the 
annual statement, the form of which is ap
proved by the National Association of In
surance Commissioners (NAIC), which is 
filed by an insurance company for the year 
with the insurance departments of States, 
Territories, and the District of Columbia. 
The term annual statement also includes 
a pro forma annual statement if the insur
ance company is not required to file the 
NAIC annual statement. 

(d) through (j) [Reserved). For further 
guidance, see §1.6012-2(d) through (j). 
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(k) Eft'ecfil'e c!(/fe-( I) Applimhilit\· 

dale. This section applies to any original 
Federal income tax return (including any 
amended return filed on or hefore the due 
date (including. extensions) of such origi-

Location 

The last sentence of the introductory text 
to ~ 1.302--4 

~ IDK\h)( 10l-1(t) 

The last sentence of 
~ 13H2-2T(h)(4)(vi)(B) 

The first sentence of § UH2-6(b)(2)(i) 

The second sentence of § 1.3K2-K(a) 

The third sentence of § 1.3 82-8(a) 

§U82-8(c)(3) 

The first sentence of §U82-8(e)(4) 

§ U82-8(c)(5) 

The fifth sentence of § 1.382-8(f) 

~ 1.3R2-8(g). Example (I)(b )(2) 

The second sentence of § 1.382-8(g). 
£.\umple (I He) 

~ I JH2-H(gl. Example (2)(c) 

The first sentence of * 1.382-R(gl. 
£\(/111/)11' (2)(e) 

* 1.3R2 -Xq!l. Example (3 )(b) 

* l.3R2-R( g). l:.wlIlplc (3 )( c)( I )( Bl 

The ,el'llllJ sentence of * 1.3R2-H(gl. 
E\i/JI/p!c (..1)(1 
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nal return) timely filed on or after May 30. 
200b. 

\2) Erpimfioll dare. The applicability 
of this section will expire on May 26. 2009. 

Remo\'C 

The following rules shall be applicahle 
in determining whether the specific 
requirements of section 302(c)(2) are 
met: 

~U31-I(d). and §U32-6 

paragraph (a)(2)(ii) of this section 

§ 1.382-2T(a)(2)(ii) 

paragraph (c) of this section 

paragraph (c) of this section 

paragraph (e)(2) of this seetion 

paragraphs (e)(l). (2). and (3) of this 
seetion 

this paragraph (e) 

paragraph (el of this section 

paragraph (c) of this section 

paragraph (e) of this section 

paragraph (c)(2) of this seetion 

paragraph (e)(2) of this section 

paragraph (c)( 2) of this section 

paragraphs (c)( I) and (2) of this section 

paragraph (e)(2) of this seetion 

Par. 53. For each entry in the "Lo
cation" column of the following tahle. re
move the lane.uae.e in the "Remove" col
umn and add~ th; language in the "Add" 

column in its place: 

Add 

The rules descrihed in paragraph (a) of 
* l.302--4T and in paragraphs (h) through 
(g) of this section apply in determining 
whether the specific requirements of 
section 302(c)(2) are met. 

§L.331-1T(d) and ~L.332-6T 

paragraph (a) of ~ U82-IIT 

§ 1.382-11 T(a) 

paragraphs (c)(l). (c)(3). (c)(4) and (c)(5) 
of this section and paragraph (c)(2) of 
~ 1.382-8T 

paragraphs (c)(l), (e}(3). (e)(4) and (e)(5) 
of this seetion and paragraph (c)(2) of 
§1.382-8T 

paragraph (e )(2) of § L.382-8T 

paragraphs (e)( I) and (e)(3) of this seetion 
and paragraph (e)(2) of §U82-8T 

paragraphs (e)(I), (e )(3). (e)( 4), and 
(e)(5) of this seetion, and paragraph (e)(2) 
of § 1.382-8T 

paragraphs (e)(l). (e)(3), (e)(4), and 
(c)(5) of this section, and paragraph (e)(2) 
of § 1.382-8T 

paragraphs (c)(l), (c)(3). (e)(4), and 
(e)(S) of this section. and paragraph (e)(2) 
of § 1.382-8T 

paragraphs (e)(l). (e)(3), (e)(4), and 
(e )(5) of this seetion, and paragraph (el(2) 
of § l.382-8T 

paragraph (e)(2) of § 1.382-8T 

paragraph (e)(2) of § 1.382-8T 

paragraph (e)(2) of § l.382-8T 

paragraph (e)( I) of this seetion and 
paragraph (c)(2) of § 1.382-8T 

paragraph (c)(2) of § 1.382-8T 



Location 

The second sentence of § 1.382-8(g), 
Example (S)(c) 

The first sentence of 
§ 1.1502-32(b)( 4 )(v)(A) 

The first sentence of 
§ 1.1502-32(b)( 4 )(v)(B) 

§1.1502-35(c)(4)(ii)(B) 

§ 1.1502-76(b )(2)(ii)(A)(2) 

§ 1.1502-92(e)(l) 

The first sentence of §1.l502-92(e)(2) 

The first sentence of § 1.1502-94(d) 

The second sentence of § 1. 1502-94( d) 

The last sentence of §1.l502-95(b)(3) 

The last sentence of §1.l563-I(c)(2)(iv), 
Example (1) 

The last sentence of §1.1563-l(c)(2)(iv), 
Example (I) 

The third sentence of § 1.1563-1 (c )(2)(i v), 
Example (2) 

The third sentence of § 1.1563-1(c)(2)(iv), 
Example (2) 

The last sentence of §1.1563-l(c)(2)(iv), 
Example (2) 

The second sentence of 
§ 1.1563-3(d)(2)(i) 

The first sentence of §1.6043-2(a) 

The first sentence of §301.6011-5T(a) 
(twice) 

PART 602-0MB CONTROL 
NUMBERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 54. The authority citation for part 
602 continues to read as follows: 

CFR part or section where 
identified or described 

* * * * * 
1.332-6 
1.382-11 
1.351-3 
1.355-5 

Remove 

paragraph (c)(2) of this section 

paragraph (b)(4)(iv) of this section 

paragraph (b)( 4)( i v) of this section 

§ 1. 1502-76(b )(2)(ii)(D) 

paragraph (b)(2)(ii)(D) of this section 

§ 1.382-2T(a)(2)(ii) 

§ 1.382-2T(a)(2)(ii) 

§ 1.382-2T(a)(2)(ii) 

§ 1.382-2T(a)(2)(ii) 

paragraph (f) of this section 

subdivision (ii) of this subparagraph 

the district director with audit jurisdiction 
of N's return 

subdivision (iii) of this subparagraph 

the district director with audit jurisdiction 
of the return of the corporation whose 
taxable year ends on the earliest date 

district director 

subdivisions (ii), (iii), and (iv) of this 
subparagraph 

§1.332-6(b), 1.368-3(a). or 1.1081-11 

§1.6012-2 

Authority: 26 U.s.c. 7805. 
Par. 55. In §602.101, paragraph (b) is 

amended to read as follows: 
I. The following entries to the table are 

removed: 

Add 

paragraph (c)(2) of * 1.382-8T 

paragraph (b)(4)(iv) of * l.lS02-32T 

paragraph (b)(4)(iv) of §1.l502-32T 

§ 1.1502-76T(b)( 2 )(ii)(O) 

paragraph (b)(2)(ii)(D) of *1.l502-76T 

~ 1.382-11T(a) 

§ 1.382-11T(a) 

§ 1.382-11 T(a) 

§ 1.382-llT(a) 

paragraph (f) of ~ 1.1502-95T 

paragraph (c)(2)(i) of ~ 1.I563-IT 

the Internal Revenue Service 

paragraph (c )(2)(ii) of § 1.1563-1 T 

the Internal Revenue Service 

Internal Revenue Service 

paragraphs (d)(2)(ii) and (iii) of this 
section. and paragraph (d)(2)(iv) of 
§1.l563-3T 

§ 1.332-6T(a). § 1.368-3T(a), or 
§ 1.l08l-llT 

paragraphs (a). (b) and (d) through (j) 
of § 1.6012-2. and paragraph (c) of 
§1.6012-2T 

.9602.101 OMS Controllllllllhers. 

* * * * * 
(b) * * * 

Current OMB 
control No. 

1545-2019 
1545-2019 
1545-2019 
1545-2019 
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CFR part or section where 
identified or described 

Current OMB 
control No. 

1.368-3 
1.1081-11 

............. , ................. ,., ... , ............ , ....... . 15.+5-2019 
15.+5-2019 ... , ........................... , .......................... . 

* * * * * 

2. The following entries are added in ~602.101 OMB Contro/nllmbers. 
numerical order to the table: 

CFR part or section where 
identified or described 

* * * * * 
1.302-2T 
1.302-4T 
1.331-lT 
1.332-6T 
1.338-IOT 
1.351-3T 
1.355-5T 
1.368-3T 
1.381(b)-1 T 
1.382-8T 
1.382-11T 
1.1081-llT 
1.\221-2T 
1.1502-13T 
1.1502-31T 
1.I502-32T 
1.I502-33T 
1.I502-35T 
1.I502-76T 
1.I502-95T 
1.1563-lT 
1.1563-3T 
1.6012-2T 

* * * * * 

Mark E. Matthews. 
Deputy Commissioner for 
Sen'ices and Ellforcement. 

Approved May 19,2006. 

Eric Solomon. 
Acting Deputy Assistalll Secretary 

of the Treasull' (Tax Policy). 

l FI Icu h) til< Ofll,e 01 the Federal Regt,te!' on May ~n. cOOn. 
X:-l.) a.1ll . :md publl ... ht'd in the i,,~ue of the Federal Regl:-.ter 

lor \!a\ .<11. c[lOb. 71 FR. :1054 II • 

Section 1563.-Definitions 
and Special Rules 

Temporary and prop",cd regulatIOns simplify. 

dan!\ l'r elimtnate taxpaj er reporting burdens. 
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* * * * * 

They also eliminate regulatory impediments to the 

electronic filing of certain statements that taxpayers 

are required to include on or with thetr Federal in

come tax returns. See T.O. 9264. page 1150. Sec 
REG-134317-05. page 1184. 

Section 2032A.-Valuation 
of Certain Farm, etc., 
Real Property 

26 CFR 20.2032:1-4: Method of valuing fann real 

l'rol'l'rt\'. 

Special use value; farms; interest 
rates. The 2006 interest rates to be used 
in computing the special use value of farm 
real property for which an election is made 
under section 2032A of the Code are listed 
for estates of decedents. 

(h) * * * 

Current OMB 
control No. 

1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 
1545-2019 

Rev. Rul. 2006-32 

This revenue ruling contains a list of the 
average annual effective interest rates on 
new loans under the Farm Credit System. 
This revenue ruling also contains a list of 
the states within each Farm Credit System 
Bank Chartered Territory. 

Under § 2032A(e)(7)(A)(ii) of the In
ternal Revenue Code. rates on new Farm 
Credit System Bank loans are used in com
puting the special use value of real prop
erty used as a farm for which an election 
is made under § 2032A. The rates in this 
revenue ruling may be used by estates that 
value farmland under § 2032A as of a date 
in 2006. 

Average annual effective interest 
rates. calculated in accordance with 



§ 2032A(e)(7)(A) and § 20.2032A-4(e) 
of the Estate Tax Regulations, to be used 
under § 2032A(e)(7)(A)(ii), are set forth in 
the accompanying Table of Interest Rates 
(Table 1). The states within each Farm 
Credit System Bank Chartered Territory 
are set forth in the accompanying Table 
of Farm Credit System Bank Chartered 
Territories (Table 2). 

Rev. Rul. 81-170, 1981-1 C.B. 454, 
contains an illustrative computation of an 
average annual effective interest rate. The 
rates applicable for valuation in 2005 are 
in Rev. Rul. 2005-41, 2005-28 I.R.B. 
69. For rate information for years prior 
to 2005, see Rev. Rul. 2004-63, 2004-2 
C.B. 6, and other revenue rulings that are 
referenced therein. 

REV. RUL. 2006-32 TABLE 1 

TABLE OF INTEREST RATES 
(Year of Valuation 2006) 

DRAFTING INFORMATION 

The principal author of this revenue rul
ing is Lane Damazo of the Office of the As
sociate Chief Counsel (Passthroughs and 
Special Industries). For further informa
tion regarding this revenue ruling, contact 
Lane Damazo at (202) 622-3090 (not a 
toll-free call). 

Farm Credit System Bank Servicing State in 
Which Property is Located Rate 

AgFirst, FCB . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.13 

AgriBank, FCB ..................................................................... 6.02 

CoBank, ACB ...................................................................... 5.19 

Texas, FCB ........................................................................ 5.76 

U.S. AgBank, FCB .................................................................. 5.73 

REV. RUL. 2006-32 TABLE 2 

TABLE OF FARM CREDIT SYSTEM BANK CHARTERED TERRITORIES 

Farm Credit System Bank Location of Property 

AgFirst, FCB '" . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. Delaware, District of Columbia, Florida, Georgia, Maryland, 
North Carolina, Pennsylvania, South Carolina, Virginia, 
West Virginia. 

AgriBank, FCB . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. Arkansas, Illinois, Indiana, Iowa, Kentucky, Michigan, 
Minnesota, Missouri, Nebraska, North Dakota, Ohio, 
South Dakota. Tennessee, Wisconsin, Wyoming. 

CoBank, ACB .......................................... . Alaska, Connecticut, Idaho, Maine, Massachusetts, Montana, 
New Hampshire, New Jersey, New York, Oregon, 
Rhode Island, Vermont, Washington. 

Texas, FCB . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. Alabama, Louisiana, Mississippi, Texas. 

U.S. Agbank, FCB. .. . . . . . .. . . . . . . . .... . . . .. . . . . . . . . .. . . .. Arizona, California, Colorado, Hawaii, Kansas, New Mexico, 
Nevada, Oklahoma, Utah. 

Section 6012.-Persons 
Required to Make Returns 
of Income 

Temporary and proposed regulations simplify. 

clarify, or eliminate taxpayer reporting burdens. 

They also eliminate regulatory impediments to the 

electronic filing of certain statements that taxpayers 

are required to include on or with their Federal in-

come tax returns. See T.O. 9264. page 1150. See 

REG-134317-05, page 1184. 

Section 6166.-Extension 
of Time for Payment of 
Estate Tax Where Estate 
Consists Largely of Interest 
in Closely Held Business 
26 CFR 20.6166-2: DefiniTio/l of ilIl illlereST in a 
closely held busine.l'I. 

Real property interests; closely held 
business. This ruling updates the guidance 
provided by Rev. Ruls. 75-365, 75-366. 
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and 75-307. and pro\'ide, certain safe har
bor, and a non-exclusive li,t of factors that 
are likely to be relevant in determining 
whether a deceased o""le( s activities with 
regard to certain real property were suffi
ciently active to ,upport a finding that the 
real property interest constitutes a closely 
held business interest for purposes of sec
tion 6166 of the Colic. Rcv. Rul. 75-305 
reHlked and Re\·. Rul. 75-367 rcvoked in 
part. 

Rev. Rul. 2006-34 

ISSUE 

Whether the real property interests de
scribed in the situations below constitute 
interests in a closely held business for pur
poses of section 6166 or the Internal Rev
enue Code. 

FACTS 

In each situation, the real property 
interests are included in the decedent's 
gross estate and aggregate in value more 
than 35 percent of the decedent's adjusted 
gross estate within the meaning of section 
6166(b)(6). Further, in each situation the 
only assets that might be part of a closely 
held business are the interests described. 
In each situation. the eligibility require
ments of section 6166(b) regarding the 
number of partners, members, or share
holders or the percentage of capital interest 
in the partnership or LLC or voting stock 
in the corporation are satisfied. 

Sitl/atiol/ J. A died on January 1,2005. 
At the time of death, A owned a ten store 
strip mall titled in A's name. A personally 
handled the day-to-day operation, manage
ment and maintenance of the strip mall. 
A also personally handled most repairs. 
When A wa, unable to personally perform 
a repair. A hired a third party indepen
dent contractor. A selected the contractor 
and !e\iewed and approved the work per
formed. 

Sill/ario/l 2. B died on February I. 
200'i. At the time of death, B owned a 
small office park titled in B' s name. The 
office park consisted of five separate two
stmy !lui Idings. each of which had multiple 
tenants. 8 hired DEF Management Cor
poration (DEF). a property management 
company in which B had no ownership in
terest, to lease. managl\ and maintain the 
office park. and B relied entirely on DEF 
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to pro\'ide all necessary services. The pri
mary duties of DEF' s employees consisted 
of advertising to attract new tenants. show
ing the propcrty to prospective tenants, ne
gotiating and administering leases. collect
ing the monthly rent, and arranging for in
dependent contractors to provide all neces
sary sen ices to maintain the buildings and 
grounds of the office park. including snow 
removal. security. and janitorial services. 
DEF provided a monthly accounting state
ment to B. along with a check for the rental 
income. net of expenses and fees. 

SitllaliOIl 3. Same as Situation 2 except 
that B owned 20 percent in value of the 
stock of DEF. 

SitllUlioll4. C died on April 1,2005. At 
the time of death, C's assets included the 
one percent general partner interest and a 
20 percent limited partnership interest in a 
limited partnership. The limited partner
ship owned three strip malls that, collec
tively, constituted 85 percent of the value 
of the limited partnership' s assets. The 
partnership agreement required C, as the 
general partner, to provide the limited part
nership with all services necessary to oper
ate the limited partnership's business, in
cluding daily maintenance to and repairs 
of the strip malls. From 1992 until death. 
C received an annual salary from the lim
ited partnership for C's services as general 
partner. In performance of C's obligations 
under the limited partnership agreement, 
C (either personally or with the assistance 
of employees or agents) performed sub
stantial management functions, including 
collecting rental payments and negotiating 
leases, performing daily maintenance and 
repairs (or hiring, reviewing and approving 
the work of third party independent con
tractors for such work), and making deci
sions regarding periodic renovations of the 
three strip malls, 

Siltwtioll 5. D died on May 1,2005. At 
the time of death, Downed 100 percent of 
the stock in MNO Corporation (MNO), a 
dealership in the business of selling auto
mobiles. automotive parts and related sup
plies, and repair services. D made all 
decisions regarding MNO, including the 
approval of all advertising and marketing 
promotions, management and acquisition 
of inventory. and matters relating to dealer
ship personnel. D also supervised all em
ployees of MNO. In addition to the stock 
of MNO, D directly owned Real Prop
erty P. Real Property P was constructed for 

MNO and contained unique features tai
lored to an automobile dealership, includ
ing a showroom and office space and areas 
for servicing automobiles and storing in
ventory. D leased Real Property P to MNO 
under a net lease. and MNO's employees 
performed all maintenance of and repairs 
to Real Property P. 

LAW 

Section 6I66(a)(l) of the Code permits 
an executor to elect to pay part or all of the 
estate tax imposed by section 2001 in two 
or more (but not exceeding ten) equal in
stallments if a decedent was a citizen or 
resident of the United States on the date 
of death, and if the value of an interest 
in a closely held business (the "closely 
held business amount" as defined in sec
tion 6I66(b)(5» which is included in the 
decedent's gross estate exceeds 35 percent 
of the adjusted gross estate. 

Section 6I66(b)( I) defines the term "in
terest in a closely held business" to mean: 
A. an interest as a proprietor in a trade 

or business carried on as a proprietor
ship; 

8, an interest as a partner in a partnership 
carrying on a trade or business, if- (i) 
20 percent or more of the total capital 
interest in such partnership is included 
in determining the gross estate of the 
decedent, or (ii) such partnership had 
45 or fewer partners; or 

C. stock in a corporation carrying on a 
trade or business if- (i) 20 percent 
or more in value of the voting stock 
of such corporation is included in de
termining the gross estate of the dece
dent, or (ii) such corporation had 45 or 
fewer shareholders. 

I.R.C. § 6166(b)(l). The determination 
as to whether an interest qualifies as an 
interest in a closely held business under 
section 6166(b)(1) shall be made as of the 
time immediately before the decedent's 
death. I.R.C § 6I66(b)(2)(A). Thus, a 
decedent must own an interest in a closely 
held business immediately before death 
to be eligible for an extension of time for 
payment under section 6166, 

Under section 6I66(b)(9)(A), for pur
poses of section 6166(a)(I) and determin
ing the closely held business amount, the 
value of an interest in a business does not 
include the value of that portion of the in
terest that is attributable to passive assets 



held by the business. The term "passive as
set" is defined in section 6166(b )(9)(B )(i) 
as any asset other than an asset used in car
rying on a trade or business. 

Revenue Ruling 75-366, 1975-2 C.B. 

repairs and maintenance, did not consti
tute an interest in a closely held business 
because the decedent's interest in those 
homes merely represented an investment. 

ANALYSIS 472, involved a decedent whose gross es-
tate included farm real estate operated by 
tenant fanners. The decedent paid 40 per
cent of the expenses, received 40 percent 
of the crops, and actively participated in 
important management decisions of the 
tenant farms. The decedent made almost 
daily visits to inspect and discuss farm op
erations, and occasionally delivered sup
plies to the tenants. The ruling held that 
farming under these circumstances wa.s a 
productive enterprise like a manufactUrIng 
enterprise and was distinguishable from 
the mere management of investment as
sets. Therefore, the decedent's farm assets 
constituted an interest in a closely held 
business for purposes of section 6166. 

Revenue Ruling 75-365, 1975-2 C.B. 
471, also involved a decedent's interest in 
real estate. In that ruling, the Service con
sidered a situation in which thc dcccdcnt 
individually maintained a fully equipped 
business office to collect rental payments 
on commercial and farm rental properties, 
receive payments on notes receivable, ne
gotiate leases, make occasional loans, and 
direct by contract the maintenance of the 
properties. The ruling held that the dece
dent was merely an owner managing in
vestment assets to obtain the income or
dinarily expected from them, and was not 
conducting a trade or business. Therefore, 
the commercial and farm rental properties 
and notes receivable included in the dece
dent's gross estate did not constitute an in
terest in a closely held business for pur
poses of section 6166. 

Revenue Ruling 75-367, 1975-2 C.B. 
472 held that a decedent's ownership 
of 100 percent of the stock of an elect
ing small business corporation that built 
homes on land owned and developed by 
the decedent, together with a business 
office and warehouse used both by the 
corporation and by the decedent in the 
land development activities constituted 
an interest in a closely held business. 
The ruling held, however, that the eight 
homes that were owned by the decedent 
and rented to tenants and for which the 
decedent collected rents, made the mort
gage payments, and performed necessary 

In order for an interest in a business 
to qualify as an interest in a closely held 
business under section 6166, a decedent 
must conduct an active trade or business, 
or must hold an interest in a partnership, 
LLC, or corporation that itself carries on 
an active trade or business. Based on 
the definition of a passive asset in sec
tion 6166(b)(9)(B)(i), section 6166 applies 
only with regard to an active trade or busi
ness, as distinguished from the mere man
agement of investment assets. 

In determining whether the activities of 
the decedent, partnership, LLC or corpora
tion constitute an active trade or business, 
the activities of agents and employees of 
the decedent, the partnership, LLC or cor
poration are also taken into consideration. 
The fact that some of the activities are con
ducted by third parties such as independent 
contractors who are neither agents nor em
ployees of the decedent, partnership, LL~ 
or corporation, will not prevent the bUSI
ness from qualifying as an active trade or 
business so long as these third-party activ
ities are not of such a nature that the ac
tivities of the decedent, partnership, LLC 
or corporation (and their respective agents 
and employees) are reduced to the level of 
mcrely holding investment property. 

Often, day-to-day real estate operations 
and activities are performed by indepen
dent contractors, such as property man
agemcnt companies. If a decedent, part
nership, LLC, or corporation uses an un
related property management compa~y to 
perform most of the activities aSSOCIated 
with the real estatc interests, that fact sug
gests that an active trade or business does 
not exist. 

To determine whether a decedent's in
terest in real property is an interest in an 
asset used in an active trade or business, 
the Service will consider all thc facts and 
circumstances, including the activities of 
agents and employees, the activi.ties of 
management companies or otherthlrd par
ties, and the decedent's ownershIp ll1terest 
in any management company or other 
third party. The Service will conSIder the 
following nonexclusive list of factors: 

• 

• 

• 

• 

• 

• 

The amount of time the decedent (or 
agents and employees of the decedent. 
partnership, LLC, or corporation) de
voted to the trade or business: 

Whether an office was maintained 
from which the activities of the dece
dcnt, partnership, LLC. or corporation 
were conducted or coordinated, and 
whcthcr the decedent (or agents and 
employees of the decedent, partner
ship, LLC, or corporation) maintained 
regular business hours for that pur
pose; 

The extent to which the decedent (or 
agents and cmployccs of thc dcccdcnt, 
partnership, LLC, or corporation) was 
actively involved in finding new ten
ants and negotiating and executing 
leases: 

The extent to which the decedent (or 
agents and employees of the decedent, 
partnership, LLC, or corporation) pro
vided landscaping, grounds care, or 
other services beyond the mere fur
nishing of leased premises: 

The cxtcnt to which the decedent (or 
agents and employees of the decedent, 
partnership, LLC, or corporation) per
sonally made, arranged for, performed, 
or supervised repairs and maintenance 
to the property (whether or not per
formed by independent contractors), 
including without limitation painting, 
carpcntry, and plumbing: and 

The extent to which the decedent (or 
agents and employees of the decedent, 
partnership, LLC, or corporation) han
dled tenant repair requests and com
plaints. 

No single factor is dispositive of 
whether a decedent's activities with re
spect to the real property (or the activit.ies 
of a partnership, LLC, or corporatIon 
throuoh which decedent owns the real 
prope~y) constitute an interest ina closely 
held business for purposes of sectIon 6166. 

HOLDINGS 

(I) In Situatio/l 1, A provided signifi
cant services to the strip mall tenants. A 
personally handled the day-to-day opcr-, 
ation, management and maintenance of 
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the strip mall. A's activities went beyond 

those of a mere investor collecting profits 

from a passive asset. Moreover. even in 

situations in which A hired independent 

contractors to pcrform rcpairs that A could 

not perform personally, A was involved 

in the selection of the contractors and re

viewed and approved the work performed. 

Under these circumstances. the use of in

dependent contractors on occasions when 

A could not personally perform the work 

does not prevent A's activities from rising 

to the level of the conduct of an active 
trade or business. Thus. A' s ownership 

of the strip mall qualifies as an interest 

in a closely held business for purposes of 
section 6166. (The result would be the 

same if the strip mall had instead been 
held in a single-member LLC owned by 

A. and the LLC were disregarded as an 

entity that is separate from its owner under 
~ ~ 30 I. 770 I-I through 3 of the Procedure 
and Administration Regulations.) 

(2) In Situation 2. in determining 

whether B was a proprietor carrying on an 
active trade or business with respect to B' s 
interest in the office park, the activities 

of DEF Management Corporation (OEF) 
and its relationship with B are taken into 
account. DEF and its employees provided 
all necessary services for B' s office park. 
B had no ownership interest in DEF. B's 
reliance on DEF to perform all necessary 
services, B's lack of any significant par
ticipation in the management or oversight 
of the property, and B' s lack of any own
ership interest in DEF are all factors thaI 
weigh heavily against a finding that the of
fice park was used by B in an active trade 
or business. Thus, B was not a proprietor 
in an active trade or business and B's in
terest in the office park does not qualify as 
an interest in a closely held business for 
purposes of scction 6166. 

(3) In Situation 3. DEF provided all 

agement and maintenance of the office 

park. including advertising to attract new 

lenants. showing the property to prospec

tive tenants. negotiating and administering 

leases. collecting the monthly rent. and 

amlI1ging for third party independent con

tractors to provide all necessary services 

to maintain the buildings and grounds of 

the office park. including snow removal. 
,ecurity. and janitorial services. These 

activities are sufficient to conclude that 

DEF was actively managing the office 

park. Because B owned a significant in
terest in DEF. the activities of DEF with 

regard to the office park allow B' s interest 

in the office park to qualify as an interest 

in a closely held business for purposes of 
section 6166. 

(4) In Situation 4, the determination of 

whether the limited partnership was carry
ing on a trade or business for purposes of 

section 6166 is made with reference to the 
partnership's activities. Because the lim

ited partnership, rather than C, owned the 

interest in the strip malls. the nature and 
level of the activities of the limited partner

ship must be evaluated. The limited part
nership. acting through its general partner 
C, handled the day-to-day operations and 
management of the strip malls. The ac
tivities of C on behalf of the limited part

nership included (either personally or with 
the assistance of employees or agents) per
forming daily maintenance of and repairs 
to the strip malls (or hiring. revicwing and 
approving the work of third party indepen
dent contractors for such work), collecting 
rental payments, negotiating leases, and 
making decisions regarding periodic ren
ovations of the strip malls. Thus, the lim
ited partnership carried on an active trade 
or business. Because the strip malls were 
used in carrying on the partnership's ac
tive trade or husiness. they are not pas
sive assets under section 6166(b)(9) and 

necessary services with regard to the man- their value is not excluded from the value 
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of C s interest in the partnership for pur

poses of section 6166. C s interest in the 

limited partnership qualifies as an interest 

in a closely held business for purposes of 

section 6166. (Because C O\vned at least 

20 percent of the partnership. the conclu
sion would he the same even if Cs ac

tivities were instead performed by another 
employee. partner or agent of the partner

ship). 
(5) In Situatio/l 5. MNO was engaged in 

an automobile dealership business. Thus. 
MNO was conducting an active trade or 

business at the time of D's death. Conse
quently. D's 100 percent stock interest in 

MNO qualifies as an interest in a closely 

held business. In addition, Real Property 
P was used exclusively in the business of 

MNO under a net lease from D. As in Sit

uation 3, because D owned a significant 
interest in MNO, whose activities with re

gard to Real Property P constituted active 
management, D's interest in Real Property 

P also qualifies as an interest in a closely 

held business. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 75-365, 1975-2 C.B. 471, 
is revoked, and the portion of Rev. Rul. 
75-367.1975-2 C.B. 472, relating to the 
eight rental homes is revoked. 

DRAFTING INFORMATION 

The principal author of this revenue rul
ing is Tracey B. Leibowitz of the Office 
of the Associate Chief Counsel, Procedure 

and Administration (Administrative Provi
sions and Judicial Practice Division). For 
further information regarding this revenue 
ruling, contact Laura R. Urich at (202) 
622-4940 (not a toll-free call). 



Part III. Administrative, Procedural, and Miscellaneous 
Deduction for Energy Efficient 
Commercial Buildings 

Notice 2006-52 

SECTION 1. PURPOSE 

This notice sets forth interim guidance, 
pending the issuance of regulations, relat
ing to the deduction for energy efficient 
commercial buildings under § 179D of the 
Internal Revenue Codc. Specifically, this 
notice sets forth a process that allows a tax
payer who owns, or is a lessee of, a com
mercial building and installs property as 
part of the commercial building's interior 
lighting systems, heating, cooling, venti
lation, and hot water systems. or building 
envelope to obtain a certification that the 
property satisfies the energy efficiency re
quirements of § 179D(c)(I) and (d). This 
notice also provides for a public list of soft
ware programs that must be used in calcu
lating energy and power consumption for 
purposes of § 179D. The Internal Revenue 
Service and the Treasury Department ex
pect that the rules set forth in this notice 
will be incorporated in regulations. 

SECTION 2. BACKGROUND 

.01 In General. Section 1331 of the 
Energy Policy Act of 2005, Pub. L. No. 
109-58, 119 Stat. 594 (2005), enacted 
§ 179D of the Code, which provides a 
deduction with respect to energy efficient 
commercial buildings. Section 179D(a) 
allows a deduction to a taxpayer for part 
or all of the cost of energy efficient com
mercial building property that the taxpayer 
places in service after December 31, 2005, 
and before January 1, 2008. (See section 
2.02 of this notice.) Sections 1 79D(d)(l ) 
and 179D(f) allow a deduction to a tax
payer for part or all of the cost of cer
tain partially qualifying commercial build
ing property that the taxpayer places in ser
vice after December 31, 2005, and before 
January 1, 2008. (See sections 2.03, 2.04, 
and 2.05 of this notice.) For purposes of 
this notice partially qualifying commercial 
building property is property that would 
be energy efficient commercial building 
property but for the failure to achieve the 
50-percent reduction in energy and power 

costs required under section 2.02(l)(c) of 
this notice. 

.02 Energy Efficient Commercial Build
ing Property. 

(1) In General. Energy efficient com
mercial building property is depreciable 
property that satisfies each of the follow
ing conditions: 

(a) The property is installed on or in 
any building that is located in the United 
States and is within the scope of Standard 
90.1-2001. (See section 5.02 of this no
tice for the description of buildings within 
the scope of Standard 90.1-2001 and sec
tion 5.06 of this notice for the complete de
scription of Standard 90.1-2001.) 

(b) The property is installed as part of
(i) the interior lighting systems, 
(ii) the heating, cooling, ventilation, 

and hot water systems, or 
(iii) the huilding envelope. 
(c) It is certified that the interior light

ing systems. heating, cooling, ventilation, 
and hot water systems, and building en
velope that have been incorporated into 
the building, or that the taxpayer plans 
to incorporate into the building suhse
quent to the installation of such property, 
will reduce the total annual energy and 
power costs with respect to combined 
usage of the building's heating, cooling, 
ventilation, hot water, and interior light
ing systems by 50 percent or more as 
compared to a Reference Building that 
meets the minimum requirements of Stan
dard 90.1-200 I. The required 50-percent 
reduction must be accomplished solely 
through energy and power cost reductions 
for the heating, cooling, ventilation, hot 
water, and interior lighting systems. Re
ductions in any other energy uses, such 
as receptacles, process loads. refrigera
tion, cooking, and elevators, are not taken 
into account in determining whether the 
50-percent reduction is achieved. 

(2) Maximum Amount of Deduction. 
(a) In General. The deduction for the 

cost of energy efficient commercial build
ing property installed on or in a building 
shall not exceed the excess (if any) of-

(i) the product of $1.80 and the square 
footage of the building, over 

(ii) the aggregate amount of the § 179D 
deductions allowed with respect to the 
building for all prior taxable years. 

(b) Application to Multiple Taxpayers. 
If two or more taxpayers install energy ef
ficient commercial building property on or 
in the same building, the aggregate amount 
of the § 179D deductions allowed to all 
such taxpayers with respect to the building 
shall not exceed the amount determined 
under section 2.02(2)(a) of this notice. 

.03 Partially Qualifying Property: En
ergy Efficient Lighting Property. 

(1) In General. Energy efficient light
ing property is partially qualifying prop
erty, within the meaning of section 2.01 
of this notice, that is subject to either the 
permanent rule in section 2.03( 1 )(a) of 
this notice or the interim rule in section 
2.03(l)(b) of this notice. 

(a) Permanent Rule. Partially qualify
ing property is subject to the permanent 
rule if it is installed as part of the interior 
lighting systems of a building and it is cer
tified that the interior lighting systems that 
have been incorporated into the huilding. 
or that the taxpayer plans to incorporate 
into the building subsequent to the in
stallation of such property, will reduce 
the total annual energy and power costs 
with respect to combined usage of the 
huilding's heating, cooling, ventilation. 
hot water, and interior lighting systems 
by 162/1 percent or more as compared to 
a Reference Building that meets the mini
mum requirements of Standard 90.1-200 I. 
The required 1 6213-percent reduction must 
be accomplished solely through energy 
and power cost reductions for the heat
ing, cooling, ventilation, hot water, and 
interior lighting systems. Reductions in 
any other energy uses, such as recepta
cles, process loads, refrigeration, cooking, 
and elevators, are not taken into account 
in determining whether the 162h-percent 
reduction is achieved. 

(b) Interim Rule. Partially qualifying 
property. within the meaning of section 
2.01 of this notice, is subject to the interim 
rule if it is not subject to the permanent rule 
in section 2.03(1)(a) of this notice, if it is 
installed as part of the interior lighting sys
tems of a building before the date on which 
final regulations under section 179D are 
published in the Federal Register, and it is 
certified that the interior lighting systems 
that have been incorporated into the build-
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ing, or that the taxpayer plans to incorpo

rate into the building,-

(i) Achieve a reduction in lighting 

power density of at least 25 percent (50 

percent in the case of a warehouse) of the 

minimum requirements in Table 9.3.1.1 

or Table 9.3.1.2 (not including additional 

interior lighting power allowances) of 

Standard 90.1-200 I: 

(ii) Have controls and circuiting that 

comply fully with the mandatory and 

prescriptive requirements of Standard 

90.1-2001: 

(iii) Include provision for bi-Ievel 

switching in all occupancies except hotel 

and motel guest rooms, store rooms, re

strooms, and public lobbies; and 
(iv) Meet the minimum requirements 

for calculated lighting levels as set forth 

in the IESNA Lighting Handbook, Per
formance and Application, Ninth Edition, 

2000. 
(2) MaximulIl Amount of Deduction. 

(a) Property subject to the permanent 
rule. 

(i) III General. If the energy efficient 
lighting property installed on or in a build
ing is subject to the permanent rule in sec
tion 2 .03( 1)( a) of this notice, the deduction 
for the cost of the property shall not exceed 
the excess (if any) of-

(A) the product of $0.60 and the square 
footage of the building, over 

(B) the aggregate amount of the § 1790 
deductions allowed with respect to energy 
efficient lighting property installed on or in 
the building for all prior taxable years. 

(ii) Application to Multiple Taxpayers. 
If two or more taxpayers install energy ef
ficient lighting property on or in the same 
building and the property is subject to the 
permanent rule in section 2.03( 1)( a) of this 
notice, the aggregate amount of the § 1790 
deductions allowed to all such taxpayers 
with respect to the building shall not ex
ceed the amount determined under section 
2.03(2)(a)(i) of this notice. 

(b) Property subject to the interim rule. 
(i) In General. If the energy efficient 

lighting property installed on or in a build
ing is subject to the interim rule in section 
203( I )( b) of this notice, the deduction for 
the cost of the property is equal to the ap
plicable percentage of the deduction that 
would be allowed if the property were sub
ject to the permanent rule. In addition, the 
deduction for the cost of the property shall 
n()t exceed the excess (if any) of-
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(A) the applicable percentage of the 

product of $0.60 and the square footage of 
the building, over 

(B) the aggregate amount of the § 1790 

deductions allowed with respect to energy 

efficient lighting property installed on or in 

the building for all prior taxable years. 

(ii) Applicable percentage. If the in

terior lighting systems of the building 

achieve a reduction in lighting power den

sity of at least 40 percent, the applicable 

percentage for the building is 100 percent. 

If the interior lighting systems of the build

ing achieve a reduction in lighting power 
density of less than 40 percent, the appli

cable percentage for the building is 100 

percent reduced at a rate of 3 1/3 percentage 

points per percentage point by which 40 
percent exceeds the percentage reduction 

in lighting power density. For example, 

if the interior lighting systems achieve a 
reduction in lighting power density of 32.5 

percent, the applicable percentage is 75 
percent (l00 - (3 1/3 x (40 - 32.5»). 

(iii) Application to Multiple Taxpayers. 
If two or more taxpayers install energy ef
ficient lighting property on or in the same 
building and the property is subject to the 
interim rule in section 2.03( 1 )(b) of this 
notice, the aggregate amount of the § 1790 
deductions allowed to all such taxpayers 

with respect to the building shall not ex
ceed the amount determined under section 
2.03(2)(b)(i) of this notice. 

. 04 Partially Qualifying Property: En
ergy Efficient Heating, Cooling, Ventila
tion, and Hot Water Property. 

(1) In General. Energy efficient heat
ing, cooling, ventilation, and hot water 
property is partially qualifying property, 
within the meaning of section 2.01 of this 

notice, that satisfies both of the following 
conditions: 

(a) The property is installed as part of 
the heating, cooling, ventilation, and hot 
water systems of a building; and 

(b) It is certified that the heating, cool
ing, ventilation, and hot water systems that 
have been incorporated into the building, 
or that the taxpayer plans to incorporate 
into the building subsequent to the in
stallation of such property, will reduce 
the total annual energy and power costs 
with respect to combined usage of the 
building's heating, cooling, ventilation, 
hot water, and interior lighting systems 
by 162/3 percent or more as compared to 
a Reference Building that meets the mini-

mum requirements of Standard 90.1-200 I. 
The required I hell-percent reduction must 

be accomplished solely through energy 
and power cost reductions for the heat

ing, cooling, ventilation, and hot water 

systems. Reductions in any other energy 
uses, such as receptacles, process loads, 

refrigeration, cooking, and elevators, are 

not taken into account in determining 
whether the I 6211-percent reduction IS 

achieved. 
(2) Maximum Amount ()t'Deductioll. 

(a) 111 General. The deduction for the 
cost of energy efficient heating, cooling, 

ventilation, and hot water property in

stalled on or in a building shall not exceed 
the excess (if any) of-

(i) the product of $0.60 and the square 
footage of the building, over 

(ii) the aggregate amount of the § 1790 
deductions allowed with respect to energy 

efficient heating, cooling, ventilation, and 
hot water property installed on or in the 
building for all prior taxable years. 

(b) Application to Multiple Taxpayers. 
If two or more taxpayers install energy ef
ficient heating, cooling, ventilation, and 
hot water property on or in the same build

ing, the aggregate amount of the § 1790 
deductions allowed to all such taxpayers 
with respect to the building shall not ex

ceed the amount determined under section 
2.04(2)(a) of this notice. 

.05 Partially Qualifying Property: En
ergy Efficient Building Envelope Proper(y . 

(1) In General. Energy efficient build
ing envelope property is partially qualify
ing property, within the meaning of section 
2.0 I of this notice, that satisfies both of the 
following conditions: 

(a) The property is installed as part of 
the building envelope of a building; and 

(b) It is certified that the building en
velope that has been incorporated into 
the building, or that the taxpayer plans 
to incorporate into the building subse
quent to the installation of such property, 
will reduce the total annual energy and 
power costs with respect to combined 
usage of the building's heating, cooling, 
ventilation, hot water, and interior lighting 
systems by 162/3 percent or more as com
pared to a Reference Building that meets 
the minimum requirements of Standard 
90.1-200 I. The required I 6213-percent 
reduction must be accomplished solely 
through energy and power cost reductions 
for the heating, cooling. ventilation, hot 



water, and interior lighting systems. Re
ductions in any other energy uses, such 
as receptacles, process loads, refrigera
tion, cooking, and elevators, are not taken 
into account in determining whether the 
L62!J-percent reduction is achieved. 

(2) Maximum Amount of Deduction. 
(a) In General. The deduction for the 

cost of energy efficient building enveLope 
property installed on or in a building shall 
not exceed the excess (if any) of-

(i) the product of $0.60 and the square 
footage of the building, over 

(ii) the aggregate amount of the § 179D 
deductions allowed with respect to energy 
efficient building envelope property in
stalled on or in the building for all prior 
taxable years. 

(b) Application to Multiple Taxpayers. 
If two or more taxpayers install energy ef
ficient building envelopc property on or in 
the same building, the aggregate amount of 
the § 179D deductions allowed to all such 
taxpayers with respect to the building shall 
not exceed the amount determined under 
section 2.05(2)(a) of this notice. 

SECTION 3. METHOD OF 
COMPUTATION 

.01 In General. The Performance 
Rating Method (PRM) must be used to 
compute the percentage reduction in the 
total annual energy and power costs with 
respect to combined usage of a building's 
heating, cooling, ventilation, hot water, 
and interior lighting systems as com
pared to a Reference Building that meets 
the minimum requirements of Standard 
90.l-2001. 

.02 Performance Rating Method 
(PRM). For purposes of this notice, the 
PRM includes the following computa
tions: 

(1) Reference Building Energy and 
Power Costs equal the sum of the energy 
and power costs for the following compo
nents of the Reference Building: 

(a) Interior Lighting, 
(b) Heating, 
(c) Cooling, 
(d) Ventilation, and 
(e) Hot Water. 
(2) Proposed Building Energy and 

Power Costs equal the sum of the energy 
and power costs for the same components 
of the Proposed Building. 

(3) Percentage Reduction in Energy and 
Power Costs is determined by-

(a) Subtracting Proposed Building En
ergy and Power Costs from Reference 
Building Energy and Power Costs; and 

(b) Expressing the difference as a per
centage of Reference Building Energy and 
Power Costs. 

.03 Reference Building. For purposes 
of this notice, the Reference Building is 
a building that is located in the same cli
mate zone as the taxpayer's building ami 
is otherwise comparable to the taxpayer's 
building except that its interior lighting 
systems, heating, cooling, ventilation, and 
hot water systems, and building enve
lope meet the minimum requircments of 
Standard 90.1-2001. The energy perfor
mance of the Reference Building shall be 
detennined by following the methods for 
baseline building performance in the PRM 
in Appendix G of Standard 90.1-2004. In 
calculating baseline building performance, 
the Reference Building shall use the fol
lowing additional requirements from the 
2005 California Title 24 Nonresidential 
Alternative Calculation Method (ACM) 
Approval Manual: 

(I) Number of occupants, occupant 
sensible and latent heat loads, receptacle 
loads, and hot water loads from ACM 
Tables N2-2 for whole building values 
and Table N2-3 for building area values 
appropriate for mixed use buildings; 

(2) Occupancy, HVAC, fans, infiltra
tion, hot water, lighting, and equipment 
schedules from ACM Tables N2-4 through 
N2-9; 

(3) Infiltration modeled following 
ACM Section 2.4.1.6; 

(4) Luminaire power for interior light
ing systems from the 2005 California Title 
24 Nonresidential ACM Appendix NB or 
from manufacturers data. 

.04 Proposed Building. 
(I) Energy Efficient Commercial Build

ing Property. In computing energy and 
power cost savings for purposes of sec
tion 2.02 (relating to energy efficient com
mercial huilding property), the Proposed 
Building is a building that contains the in
terior lighting systems, heating, cooling, 
ventilation, and hot water systems, and 
building envelope that have been incorpo
rated, or that the taxpayer plans to incorpo
rate, into the taxpayer's building but that is 
otherwise identical to the Reference Build
ing. 

(2) Energy Efficient Lighting Propertv. 
In computing energy and power cost sav
ings for purposes of section 2.03 (relat
ing to energy efficient lighting property), 
the Proposed Building is a building that 
contains the interior lighting systems that 
have been incorporated (or that the tax
payer plans to incorporate) into the tax
payer's building but that is otherwise iden
tical to the Reference Building. 

(3) Energy E.fficient Heating, Cooling, 
Ventilation, and Hot Water Property. In 
computing energy and power cost savings 
for purposes of section 2.04 (relating to 
energy efficicnt heating, cooling, ventila
tion, and hot water property), the Proposed 
Building is a huilding that contains the 
heating, cooling, ventilation, and hot wa
ter systems that have been incorporated, or 
that the taxpayer plans to incorporate, into 
the taxpayer's building but that is other
wise identical to the Reference Building. 

(4) Energy Efficient Building Envelope 
Property. In computing energy and power 
cost savings for purposes of section 2.05 
(relating to energy efficient building enve
lope property), the Proposed Building is a 
building that contains the building enve
lope that has been incorporated, or that the 
taxpayer plans to incorporate, into the tax
payer's building but that is otherwise iden
tical to the Reference Building. 

SECTION 4. CERTIFICATION 

Before a taxpayer may claim the § 179D 
deduction with respect to property in
stalled on or in a commercial building, 
the taxpayer must obtain a certification 
with respect to the property. The certi
fication must be provided by a qualified 
individual and satisfy the requirements of 
§ 179D(c)(l). A taxpayer is not required 
to attach the certification to the return on 
which the deduction is taken. However, 
§ 1.6001-1(a) of the Income Tax Regu
lations requires that taxpayers maintain 
such books and records as are sufficient to 
establish the entitlement to, and amount 
of, any deduction claimed by the taxpayer. 
Accordingly, a taxpayer claiming a deduc
tion under § l79D should retain the certifi
cation as part of the taxpayer's records for 
purposes of § 1.6001-L(a) of the Income 
Tax Regulations. A certification will be 
treated as satisfying the requirements of 
§ 179D(c)(l) if the c.:ertification contains 
all of the following: 
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.01 The name, address, and telephone 
number of the qualified individual. 

.02 The address of the building to which 
the certification applies. 

.03 One of the following statements by 
the qualified individual: 

( I ) Statement for energy efficient com
mercial building property The interior 
lighting systems, heating, cooling:, venti
lation and hot water systems, and building 
envelope that have heen, or are planned 
to be, incorporated into thc building will 
reduce the total annual energy and power 
costs with respect to combined usage of 
the building's heating, cooling, ventila
tion. hot water. and interior lighting sys
tems by 50 percent or more as compared to 
a Reference Building that meets the mini
mum requirements of Standard 90.1-200 I. 

(2) Statement for energy efficient light
ing propcrty that satisfies the requirements 
of the permanent rule of section 2.03( I )( a) 
of this notice: The interior lighting sys
tems that have been. or are planned to be, 
incorporatcd into the building will reduce 
the total annual energy and power eosts 
with respect to combined usage of the 
building's heating, cooling, ventilation, 
hot water, and interior lighting systems 
by 162/.\ percent or more as compared to 
a Reference Building that meets the mini
mum rcquirements of Standard 90.1-200 I. 

(3) Statement for energy efficient light
ing property that satisfies the requirements 
of the interim rule of section 2.03( I )(b) of 
this notice: The interior lighting systems 
that have been, or are planned to be, in
corporated into the building satisfy the re
quirements of the interim rule of section 
2.03(1 )(b) of Notice 2006-52. 

(4) Statement for energy efficient heat
ing' cooling, ventilation, and hot water 
property: The heating, cooling, ventila
tion. and hot water systems that have been, 
or are planned to be incorporated into the 
building will reduce the total annual en
ergy and power costs with respect to com
bined usage of the building's heating. cool
ing, ventilation, hot water, and interior 
lighting systems by 16213 percent or more 
as compared to a Reference Building that 
meets the minimum requirements of Stan
dard 90 1-200 I. 

(5) Statement for energy efficient build
ing envelope property: The building enve
lope that has been. or is planned to be. in
corporated into the building will reduce thc 
total annual energy and power costs with 
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respect to combined usage of the build
ing's heating, cooling. ventilation, hot wa
ter. and interior lighting systems by 162/1 

percent or more as compared to a Refer
ence Building that meets the minimum re
quirements of Standard 90.1-20U 1. 

.04 A statement by the qualified indi
vidual that the amount of such reduction 
has been determined under the rules of No
tice 2006-52. 

.05 A statement by the qualified indi
vidual that field inspections of the building 
performed by a qualified individual after 
the property has been placed in service 
have confirmed that the building has met. 
or will meet, the energy-saving targets 
contained in the design plans and spec
ifications, and that the field inspections 
were performed in accordance with any 
inspection and testing proecdures that (I) 

have been prescribed by the National Re
newable Energy Laboratory (NREL) as 
Energy Savings Modeling and Inspection 
Guidelines for Commercial Building Fed
eral Tax Deductions and (2) are in effect 
at the time the certification is given. 

.06 A statement that the building owner 
has received an explanation of the energy 
efficiency features of the building and its 
projected annual energy costs; 

.07 A statement that qualified computer 
software was used to calculate energy and 
power cOllSumption and costs and identifi
cation of the qualified computer software 
used (see section 6 of this notice). 

.08 A list identifying the components of 
the interior lighting systems, heating, cool
ing, ventilation, and hot water systems, 
and building envelope installed on or in the 
building, the energy efficiency features of 
the building, and its projected annual cn
ergy costs. 

.09 A declaration. applicable to the 
certification and any accompanying docu
ments, signed by the qualified indi viduaL 
in the following form: 

"U nder penalties of perjury, I declare 
that I have examined this certification, 
including accompanying documents, 
and to the best of my knowledge and 
belief, the facts presented in support of 
this certification are true, correct, and 
complete." 

SECTION 5. DEFINITIONS 

The following definitions apply for pur
poses of this notice: 

.01 Bllilding Sqll a I'l' Footage. The sum 
of the floor areas of the conditioned spaces 
within the building. including basements, 
mezzanine. and intennediate-tloored tiers, 
and penthouses with headroom height of 
7.5 feet or greater. Building square footage 
is measured from the exterior faces of ex
terior walls or from the centerline of walls 
separating buildings, but excludes cov
ered walkways, open roofed-over areas, 
porches and similar spaces, pipe trenches, 
exterior terraces or steps, chimneys. roof 
overhangs, and similar features. 

.02 Building within the Scope of Stan
dard 90. J -2001. A structure that-

(1) Is wholly or partially enclosed 
within exterior walls. or within exterior 
and party walls, and a roof, affording shel
ter to persons, animals. or property; and 

(2) Is not a single-family house, a multi
family structure of three stories or fewer 
above grade, a manufactured house (mo
bile home), or a manufacturcd house (mod
ular). 

.03 Conditioned Space. Any enclosed 
space within the building qualifying as 
cooled space, heated spacc, or indirectly 
conditioned space defined as follows: 

(I) Cooled Space. An enclosed space 
that is cooled by a cooling system whose 
sensible output capacity exceeds 5 Btu per 
hour per square foot of floor area. 

(2) Heated Space. An enclosed space 
that is heated by a heating system whose 
output capacity relative to the floor area 
exceeds 5 Btu per hour per square foot of 
floor area. 

(3) Indirectly Conditioned Space. An 
enclosed space (other than a heated space 
or a cooled space) that is heated or cooled 
indirectly by being connected to adjacent 
space(s) and that satisfies either of the fol
lowing conditions: 

(a) The space's surface area that is ad
jacent to heated or cooled space multiplied 
by the weighted average U-factor of such 
adjacent surface area exceeds the space's 
surface area adjoining the outdoors, un
conditioned spaces, and semi-heated 
spaces (e.g., corridors) multiplied by the 
weighted average V-factor of such adjoin
ing surface area; or 

(b) The air from heated or cooled 
spaces is intentionally transferred (natu
rally or mechanically) into the space at 
a rate exceeding 3 air changes per hour 
(ACH). 



.04 Qualified Computer Software. Soft
ware that meets the following require
ments: 

(1) The software is included (at the time 
the certification is given) on the Depart
ment of Energy's published list of quali
fied software as described in section 6 of 
this notice. 

(2) The software provides any infor
mation that regulations or other guidance 
require the taxpayer to file in connection 
with energy efficiency of property and the 
deduction allowed under § 179D. 

(3) The software provides information 
that allows the user to document the energy 
efficiency features of the building and its 
projected annual energy costs. 

.05 Qualified Individual. An individual 
that-

(1) Is not related (within the meaning 
of §45(e)(4» to the taxpaycr claiming the 
deduction under § 179D; 

(2) Is an engineer or contractor that is 
properly licensed as a professional engi
neer or contractor in the jurisdiction in 
which the building is located; and 

(3) Has represented in writing to the 
taxpayer that he or she has the requisite 
qualifications to provide the certification 
required under section 4 of this notice (in 
the case of an individual providing the cer
tification) or to perform the inspection and 
testing described in section 4.05 of this no
tice (in the case of an individual perform
ing the inspection). 

.06 Standard 90.1-2001. 
ANSIJASHRAE/IESNA Standard 
90.1-2001, Energy Standard for Buildings 
Except Low-Rise Residential Buildings, 
developed for the American National 
Standards Institute by the American 
Society of Heating, Refrigerating, and 
Air Conditioning Engineers and the 
Illuminating Engineering Society of 
North America (as in effect on April 2, 
2003, including addenda 90.1 a-20m, 
90.1 b-2002, 90.1 c-2002, 90.1 d-2002, 
and 90.1 k-2002 as in effect on that date). 

SECTION 6. LIST OF APPROVED 
SOFTWARE PROGRAMS 

.01 In General. The Department of 
Energy will create and maintain a pub
lic list of software that may be used to 
calculate energy and power consump
tion and costs for purposes of provid
ing a certification under section 4 of 

this notice. This public list will ap
pear at http://www.eere.energy.gov/build

ings/info/tax_credit_2006.html. Software 
will be included on the list if the software 
developer submits the following informa
tion to the Department of Energy: 

(I) The name, address, and (if applica
ble) web site of the software developer; 

(2) The name, email address, and tele
phone number of the person to contact 
for further information regarding the soft
ware; 

(3) The name, version, or other identi
fier of the software as it will appear on the 
list; 

(4) All test results, input files, output 
files, weather data, modeler reports, and 
the executahle version of the software with 
which the tests were conducted; and 

(5) A declaration by the developer of 
the software, made under penalties of per
jury, that-

(a) The software has been tested ac
cording to the American National Stan
dards Institutel American Society of Heat
ing, Refrigerating and Air-Conditioning 
Engineers (ANSIIASHRAE) Standard 
140-2004 Standard Method of Test for the 
Evaluation of Building Energy Analysis 
Computer Programs: 

(b) The software can model explicitly
(i) 8,760 hours per year; 
(ii) Calculation methodologies for the 

building components being modeled; 
(iii) Hourly variations in occupancy, 

lighting power, miscellaneous equipment 
power, thermostat setpoints, and HVAC 
system operation, defined separately for 
each day of the week and holidays; 

(iv) Thermal mass effects; 
(v) Ten or more thermal zones; 
(vi) Part-load performance curves for 

mechanical equipment; 
(vii) Capacity and efficiency correction 

curves for mechanical heating and cooling 
equipment; and 

(viii) Air-side and water-side econo
mizers with integrated control; and 

(c) The software can-
(i) Either directly determine energy and 

power costs or produce hourly reports of 
energy use by energy source suitable for 
determining energy and power costs sepa

rately; and 
(ii) Design load calculations to deter

mine required HVAC equipment capacities 
and air and water flow rates. 

.02 Addresses. Submissions under this 
section must be addressed as follows: 

Commercial Software List 
Department of Energy 
Office of Building Technologie~. 

EE-2J 
1000 Independence Ave., SW 
Washington. DC 205SS-0 121 

.03 Original and Updated Lists. Soft
ware will be included on the original list if 
the software developer's submission is re
ceived before July I, 2006. The list will 
be updated as necessary to reflect submis
sions received after June 30, 2006. 

.04 Removal fro/ll Published List. The 
Department of Energy may, lIpon exami
nation, determine that software is not suf
ficiently accurate to justify its lise in calcu
lating energy and power consumption and 
costs for purposes of providing a certifica
tion under section 4 of this notice and re
move the software from the published list. 
The Department of Energy may undertake 
slIch an examination on its own initiative 
or in response to a public request supported 
by appropriate analysis of the software's 
deficiencies. 

.05 Effect of Removal from Published 
List. Software may not be used to calcu
late energy and power consumption and 
costs for purposes of providing a certifi
cation with respect to property placed in 
service after the date on which the soft
ware is removed from the published list. 
The removal will not affect the validity of 
any certification with respect to property 
placed in service on or before the date on 
which the software is removed from the 
published list. 

.06 Public Availabilit.v 4 li~f()rl11ati()n. 

The Department of Energy may make all 
information provided under paragraph .01 
of this section available for public review. 

SECTION 7. PAPERWORK 
REDUCTION ACT 

The collections of information con
tained in this notice have been reviewed 
and approved by the Office of Manage
ment and Budget in accordance with the 
Paperwork Reduction Act (44 USc. 
3507) under control number 1545-2004. 

An agency may not conduct or sponsor, 
and a person is not required to respond 
to. a collection of information unles~ the 
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collection of information displays a valid 
OMB control number. 

The collection, of information in this 
notice are in sections -l and 6. This in
formation is 1"C4uired to he collected and 
retained in order to ensure that energy 
efficient commercial building property 
meets the requirements for the deduction 
undn ~ 17l)D. This information will be 
used to determine whether commercial 
huilding property for which certifications 
are provided is property that qualifies for 
the deduction. 

The collection of information is re-
4uired to obtain a benefit. 

The likely respondents are two groups: 
4ualified individuals providing a certifica
tion under ~ 17l)D (section 4) and soft
ware developers seeking to have software 
Included on the public list created by the 
Departmcnt of Energy (section 6). 

For 4ualified individuals providing a 
certification under ~ 179D, the likely re
spondents are individuals. The likely num
ber of certifications is 20.000. The esti
mated burden per certification ranges from 
15 to 30 minutes with an estimated average 
hurden of 22.5 minutes. The estimated to
tal annual reporting burden is 7.500 hours. 

For software developers seeking to 
have software included on the public list 
created by the Department of Energy, the 
likely respondents are individuals, corpo
rations and partnerships. The estimated 
total annual reporting burden is 75 hours. 
The estimated annual burden per respon
dent varies from I to 2 hours, depending 
on individual circumstances, with an es
timated average burden of 11/2 hours to 
complete the submission required to have 
the software added to the public list. The 
estimated number of respondents is 50. 
The estimated fre4uency of responses is 
once. 

Books or records relating to a collection 
of information must be retained as long 
a, their contenh may become material in 
the administration of any Internal Revenuc 
la\\. Generally, tax returns and tax return 
information are confidential, as required 
hy loU.s.e. 0103. 

SECTION 8. DRAFTING 
I]\;FORMATION 

The principal author of this notice is 
Jennifer e. Bernardini of the Office of 
-\~~()ciate Chief Counsel I Passthroughs 
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& Special Industries). For further in
formation regarding this notice, contact 
Jennifer C. Bernardini at (202) 622-3120 
(not a toll-free call). 

Clarification of Notice 
2006-26 

Notice 2006-53 

On February 22, 2006, the Service is
sued Notice 2006-26, 2006-11 I.R.B. 622. 
This notice clarifies that section 4,04 of 
Notice 2006-26 should read as follows: 

.04 Specifically and Primarily De
signed. A component is not specifically 
and primarily designed to reduce heat loss 
or gain of a dwelling unit if it provides 
structural support or a finished surface, 
as in the case of drywall or siding. In 
addition, a component is not specifically 
and primarily designed to reduce heat loss 
or gain of a dwelling unit if its principal 
purpose is to serve any function unrelated 
to the reduction of heat loss or gain, For 
purposes of the preceding sentence, the 
principal purpose of a component serves 
functions unrelated to the reduction of 
heat loss or gain if-

(I) Production costs attributable to fea
tures other than those that reduce heat loss 
or gain exceed production costs attribut
able to features that reduce heat loss or 
gain; or 

(2) The facts and circumstances other
wise establish that the component's prin
cipal purpose is to serve a function other 
than heat loss or gain. 

Taxpayers who purchased siding on or 
before June 26, 2006 may rely on a man
ufacturer's certification that the siding is 
an Eligible Building Envelope Component 
for purposes of the section 2SC credit. A 
manufacturer will not be subject to penal
ties under § 7206 or § 6701 on account 
of a certification that siding is an Eligi
ble Building Envelope Component under 
section 4.02 of Notice 2006-26 unless the 
manufacturer continues to provide the cer
tification to purchasers of the siding after 
June 26, 2006. 

DRAFTING INFORMATION 

The principal author of this notice is 
Jennifer C. Bernardini of the Office of 

Associate Chief Counsel (passthroughs 
& Special Industries). For further in
formation regarding this notice. contact 
Jennifer C. Bernardini at (202) 622-3120 
(not a toll-free call). 

Credit for New Qualified 
Alternative Motor Vehicles 

Notice 2006-54 

SECTION I. PURPOSE 

This notice sets forth interim guid
ance, pending the issuance of regulations, 
relating to the new qualified alternative 
fuel motor vehicle (QAFMV) credit under 
§ 30B(a)(4) and (e) of the Internal Rev
enue Code (including the reduced credit 
under § 30B(el(S) for mixed-fuel vehi
cles). Specifically, this notice provides 
procedures that a vehicle manufacturer 
(or, in the case of a foreign vehicle manu
facturer, its domestic distributor) may usc 
if it chooses to certify: 

(1) that a vehicle of a particular make, 
model, and year meets certain require
ments that must be satisfied to claim the 
new QAFMV credit under § 30B(a)(4) 
and (e); and 

(2) the amount of the credit allowable 
with respect to that vehicle, 

This notice also provides guidance to 
taxpayers who purchase vehicles regard
ing the conditions under which they may 
rely on the vehicle manufacturer's (or, in 
the case of a foreign vehicle manufacturer, 
its domestic distributor's) certification in 
determining whether a QAFMV credit is 
allowable with respect to the vehicle, and 
the amount of the credit. In addition, the 
notice provides guidance with respect to 

certain issues relating to qualification for 
and computation of the credit. The Internal 
Revenue Service and the Treasury Depart
ment expect that the regulations will incor
porate the rules set forth in this notice. 

SECTION 2, BACKGROUND 

Scction 10B(a)(4) provides for a credit 
determined under § 30B(e) for certain new 
QAFMVs. The credit is equal to the appli
cable percentage of the incremental cost of 
the new QAFMY. The minimum applica
ble percentage for QAFMVs is 50 percent, 
but the applicable percentage is 80 percent 



for qualified QAFMVs that meet the emis
sions standards of § 30B(e)(2)(B)(i) or (ii) 
(see ~ection 7.03(2) of this notice). 

Certain vehicles other than QAFMVs 
(i.e., mixed-fuel vehicles described in sec
tion 5.01 and 5.02 of this notice) may qual
ify for a reduced credit under § 30B(e)(5). 
Mixed-fuel vehicles are eligible for a re
duced credit equal to either 70 pcrcent 
or 90 percent of the applicable credit 
allowable under § 30B(a)( 4). For this 
purpose, the applicable credit allowable 
under § 30B(a)( 4) is thc 80-percent credit 
for mixed-fuel vehicles that satisfy the 
emissions standards of § 30B(e)(2)(B)(i) 
or (ii) and the 50-percent credit for other 
mixed-fuel vehicles. The reduced credit 
for mixed-fuel vehicles applies only to 
vehicles that have a gross vehicle weight 
rating of more than 14,000 pounds and that 
can operate efficiently on a combination 
of alternative fuel and a petroleum-based 
fuel. 

SECTION 3. SCOPE OF NOTICE 

This notice provides certification pro
cedures for the QAFMV credit under 
§ 30B(a)(4) and (e). In addition, the no
tice provides guidance with respect to 
certain issues relating to qualification for 
and computation of the QAFMV credit. 
This notice docs not address a number of 
other issues that are common to all mo
tor vehicles that qualify for credits under 
§ 30B. These include: (1) the rules under 
which lessors may claim the credits allow
able under § 30B; (2) the rule preventing 
the credits from being used to reduce al
ternative minimum tax liability; and (3) 
recapture of the credits. The Service and 
Treasury Department expect to issue sep
arate guidance relating to these issues. 

SECTION 4. MEANING OF TERMS 

The following definitions apply for pur
poses of this notice: 

.01 In General. Terms used in this no
tice, but not specifically defined in this sec
tion, have the same meaning as when used 
in § 30B. 

.02 Incremental Cost. The incremen
tal cost of a new QAFMV or a mixcd-fuel 
vehicle is equal to the amount of the ex
cess of the manufacturer's suggested rc
tail price for the vehicle over the manufac
turer's suggested retail price for a gasoline 

or diesel fuel motor vehicle of the same 

model. 
.03 Manufacturer's Suggested Retail 

Price. If the manufacturer of a QAFMV 
or a mixed-fuel vehicle is required under 
15 U.S.c. § 1232 to provide a manufac
turer's suggested retail price for the ve
hicle, then the manufacturer's suggested 
retail price for the vehicle is the price pro
vided in accordance with IS U.S.c. § 1232 
for that vehicle. Similarly, if the manu
facturer of a QAFMV or a mixed-fuel 
vehicle is requircd under 15 U.s.c. § 1232 
to provide a manufacturer's suggested 
retail price for a gasoline or diesel fuel 
vehicle of the same model, then the man
ufacturer's suggested retai I price for the 
gasoline or diesel fuel vehicle is the price 
provided in accordance with 15 U.S.c. 
§ 1232 for that vehicle. In all other cases, 
the manufacturer's suggested retail price 
is the amount the manufacturer (or in the 
case of a foreign vehicle manufacturer, its 
domestic distributor) specifies as the man
ufacturer's suggested retail price under 
section 7.03(1 leg) and (h) of this notice. 

. 04 Mixed Fuel. A mixed fuel is a com
bination of an alternative fuel and a petro
leum-based fuel. 

SECTION 5. MIXED-FUEL VEHICLES 

.01 90110 Mixed-Fuel Vehicles. A 
mixed-fuel vehicle qualifies for a credit 
equal to 90 percent of the applicable credit 
allowable under § 30B(a)(4) only if the 
vehicle is not able to perform efficiently in 
normal operation unless its fuel contains 
at least 90 percent alternative fuel and 
not more than 10 percent petroleum-based 

fuel. 
.02 75125 Mixed-Fuel Vehicles. A 

mixed-fuel vehicle qualifies for a credit 
equal to 70 percent of the applicable credit 
allowable under § 30B(a)(4) only if the 
vehicle is not able to perform efficiently in 
normal operation unless its fuel contains 
at least 75 percent alternative fuel and 
not more than 25 percent petroleum-based 

fuel. 
.03 Mixed-Fuel Percentages. The per

centages of alternative fuel and petroleum
based fuel contained in a mixed fuel are 
determined on the basis of the Btu con
tent of the alternative fuel and the petro
leum-based fuel. If the alternative fuel 
contained in the mixed fuel is a liquid at 
least 85 percent of the volume of which 

consists of methanol, the Btu content of 
any petroleum-based fuel included in such 
liquid is treated, for purposes of determin
ing the percentages, as part of the Btu con
tent of the alternative fuel contained in the 
mixed fuel and not as part of the Btu con
tent of the petroleum-based fuel contained 
in the mixed fuel. 

SECTION 6. CONVERTED VEHICLES 

.01 In General. The definitions and 
rules in this section apply solely with re
spect to converted vehicles. For this pur
pose, a converted vehicle is an alternative 
fuel motor vehicle or a mixed-fuel vehi
cle that was converted from a new or used 
gasoline or diesel fuel motor vehicle. 

.02 Made by a Manufacturer. A con
verted vehicle is made by a manufacturer 
only if a person is required under title II of 
the Clean Air Act (or as a condition of re
ceiving an exemption from the tampering 
prohibitions in § 203 of the Clean Air Act) 
to obtain a certificate of conformity cov
ering the converted vehicle or the engine 
used in the converted vehicle . 

.03 Manufacturer. (1) Except as pro
vided in section 6.03(2) of this notice, the 
manufacturer of a converted vehicle is the 
person required under title II of the Clean 
Air Act (or as a condition of receiving 
an exemption from the tampering prohibi
tions in § 203 of the Clean Air Act) to ob
tain the certificate of conformity covering 
the converted vehicle or, if no person is so 
required, the person required under title II 
of the Clean Air Act (or as a condition of 
receiving an exemption from the tamper
ing prohibitions in § 203 of the Clean Air 
Act) to obtain a certificate of conformity 
covering the engine used in the converted 
vehicle. 

(2) If an importer of a converted vehi
cle would be treated as the manufacturer 
of the vehicle under section 6.03( 1) of this 
notice, the manufacturer is the person that 
manufactured or assembled the vehicle. If 
an importer of an engine would be treated 
as the manufacturer of the converted vehi
cle in which it is used under section 6.03( I) 
of this notice, the manufacturer of the con
verted vehicle is the person that manufac
tured or assembled the engine. 

.04 Original Use. The original use 
of the alternative fuel motor vehicle or 
mixed-fuel vehicle commences with the 
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first person to place the vehicle in senice 
after the conversion, 

SECTIO:'>l 7, MANUFACTURER'S 
CERTIFICATION 

.01 W/zm Ceniticiltioll Permillec/, A 
vehicle manufacturer (or. in the case of a 
foreign vehide manufacturer. its domes
tic distributor) may certify to purchasers 
that a vehidc of a particular make. modeL 
and year meets all requirements (other than 
those listed in section 7.02 of this notice) 
that must be satisfied to claim the new 
QAFMV credit. and the amount of the 
cn:dit allowable under * 308(a)(4) and (e) 

with respect to that vehide, if the follow
ing requirements are met: 

( 1 ) The manufacturer (or, in the case of 
a foreign vehicle manufacturer, its domes
tic distributor) has submitted to the Ser
vice, in accordance with section 8 of this 
notice, a certification with respect to the 
vehicle and the certification satisfies the 
requirements of section 7.03 of this notice; 
and 

(2) The manufacturer (or, in the case of 
a foreign vehicle manufacturer, its domes
tic distributor) has recei ved an acknowl
edgment of the certification from the Ser
Vice, 

,(12 PlIrch(lser's Reliallce. Exccpt as 
provided in section 7,05 of this notice, a 
purchaser of a motor vehicle may rely on 
the manufacturcr's (or, in the case of a 
foreign vehicle manufacturer, its domestic 
distributor's) certification concerning the 
vehicle and the amount of the credit allow
able with respect to the vehicle (including 
in eases in which the certification is re
ceived after the purchase of the vehicle), 
The purchaser may claim a credit in the 
certified amount with respect to the vehi
cle if the following requirements are satis
fied: 

( 1 ) The vehicle is placed in service by 
the taxpayer after December 31.200.'1. and 
is purchased on or before December 31. 
2010: 

12) The origi naluse of the vehicle com
mences with the taxpayer; 

13) The \'ehicle is acquired for use or 
lease hy the taxpayer. and not for resale: 
and 

(4) The \ehicle is used predominantly 
In the 1I1l1tcd States, 

,03 COlltClit ot Ct'rtiji('({tioll, The cer
tific.ltilln Illllstl'ontain the information re-
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quircd in section 703( I ) of this notice and 
any applicable additional information re
quired in section 7,03(2), section 7.03(3), 
or section 7,03(4) of this notice. 

(I) All Vehicles, For all vehicles, the 
certification must contain-

(a) The name, address, and taxpayer 
identification number of the certifying en
tity: 

(b) The make, model. year, and any 
other appropriate identifiers of the motor 
vehicle; 

(c) A statement that the vehicle, as con
figured to operate only on an alternative 
fuel or a mixed fuel, is made by a manu
facturer; 

(d) The type of credit for which the ve
hicle qualifies (i.e., either the credit for 
alternative fuel motor vehicles or the re
duced credit for mixed-fuel vehicles); 

(e) The amount of the credit for such 
vehicle (showing computations); 

(f) The gross vehicle weight rating of 
the vehicle; 

(g) The manufacturer's suggested retail 
price for the vehicle; 

(h) The manufacturer's suggested retail 
price for a gasoline or diesel fuel motor 
vehicle of the same model; 

(i) The alternative fuel used by the ve
hicle; 

U) A statcment that the vehicle com
plies with the applicable provisions of the 
Clean Air Act; 

(k) A statement that the vchiclc com
plies with the applicable air quality pro
visions of state law of each state that has 
adopted such provisions under a waiver 
under § 209(b) of the Clean Air Act or 
a list identifying each such state that has 
adopted applicable air quality provisions 
with which the vehicle does not comply; 

(1) A statement that the vehicle com
plies with the motor vehicle safety pro
visions of 49 USc. §§ 30101 through 
30169; and 

(m) A declaration, applicable to the 
certification and any accompanying doc
uments, signed by a person currently 
authorized to bind the manufacturer (or, 

in the case of a foreign manufacturer. its 
domestic distributor) in such matters, in 
the following form: 

"Under penalties of perjury, I declare 
that I have examined this certification, in
cluding accompanying documents, and to 
the best of my knowledge and belief, the 

facts presented in support of this certifica
tion are true, correct. and complete." 

(2) SO Perccllt Credit, If the manufac
turer (or, in the case of a foreign manufac
turer, its domestic distributor) is certifying 
that the vehicle is eligihle for the SO-per
cent credit (or is a mixed-fuel vehicle for 
which the applicable credit allowable un
der § 308(a)(4) is the SO-percent credit), 
the certification must also contain one of 
the following: 

(a) a copy of the vehicle's certificate 
of conformity under the Clean Air Act 
and evidence that the vehicle meets or ex
ceeds the most stringent applicable stan
dard (other than a zero emission standard) 
available for certification under the Clean 
Air Act-

(i) as of the date of the certification in 
the case of a vehiclc with a gross vehi
cle weight rating of not more than 14,000 
pounds; and 

(ii) as of August 8, 2005, in the case of a 
vehiclc with a gross vehicle weight rating 
of more than 14,000 pounds; or 

(b) a copy of an order certifying the ve
hicle as meeting the same requirements as 
vchicles that may be sold or leased in Cal
ifornia and evidence that the vehicle meets 
or exceeds the most stringent applicable 
standard (other than a zero cmission stan
dard) available for certification under Cal
ifornia state laws enacted in accordance 
with a waiver granted under § 209(b) of the 
Clean Air Act-

(i) as of the date of the certification in 
the case of a vehicle with a gross vehi
cle weight rating of not more than 14,000 
pounds; and 

(ii) as of August 8,2005, in the case of a 
vehicle with a gross vehicle weight rating 
of more than 14,000 pounds; 

(3) Alternative Fuel Motor Vehicles. A 
certification relating to an alternative fuel 
motor vehicle must also contain a state
ment that the vehicle is only capable of op
erating on the identified alternative fuel. 

(4) Mixed-Fuel Motor Vehicles. A cer
tification relating to a mixed-fuel vehicle 
must also contain-

(a) a statement that the vehicle is able to 
perform efficiently in nonnal operation on 
a mixed fuel; 

(b) a statement identifying the alterna
tive fuel contained in the mixed fuel; 

(c) a statement specifying either-
(i) that the vehicle is not able to perfonn 

efficiently in normal operation unless its 



fuel contains at least 90 percent alternative 
fuel and not more than 10 percent petro
leum-based fuel; or 

(ii) that the vehicle is not able to per
form efficiently in normal operation unless 
its fuel contains at least 75 percent alterna
tive fuel and not more than 25 percent pe
troleum-based fuel; and 

(d) one of the following: 
(i) a copy of the certificate of confor

mity under the Clean Air Act; or 
(ii) a copy of an order certifying that the 

vehicle meets the same requirements as ve
hicles that may be sold or leased in Califor
nia, and evidence that the vehicle meets or 
exceeds the applicable low emission vehi
cle standard under 40 C.FR § 88.105-94, 
for that make and model year. 

.04 Acknowledgment. The Service will 
review the original signed certification 
and issue an acknowledgment letter to the 
vehicle manufacturer (or, in the case of a 
foreign vehicle manufacturer, its domes
tic distributor) within 30 days of receipt 
of the request for certification. This ac
knowledgment letter will state whether 
purchasers may rely on the certification. 

.05 Effect of Erroneous Certification. 
The acknowledgment that the Service pro
vides for a certification is not a determina
tion that a vehicle qualifies for the credit, 
or that the amount of the credit is correct. 
The Service may, upon examination (and 
after any appropriate consultation with De
partment of Transportation or the Envi
ronmental Protection Agency), determine 
that the vehicle is not a new QAFMV or 
a mixed-fuel vehicle or that the amount of 
the credit determined by the manufacturer 
(or, in the case of a foreign vehicle manu
facturer. its domestic distributor) to bc al
lowable with respect to the vehicle is in
correct. In either event, the manufacturer's 
(or, in the case of a foreign vehicle manu
facturer, its domestic distributor's) right to 
provide a certification to future purchasers 
will be withdrawn, and purchasers who ac
quire vehicles after the date on which the 
Service publishes an announcement of the 
withdrawal may not rely on the certifica-

tion. Purchasers may continue to rely on 
the certification for vehicles they acquired 
before the date on which the announce
ment of the withdrawal is published (in
cluding in cases in which the vehicle is 
not placed in service and the credit is not 
claimed until after that date), and the Ser
vice will not attempt to collect any un
derstatement of tax liability attributable to 
such reliance. Manufacturers (or, in the 
case of foreign manufacturers, their do·· 
mestic distributors) are reminded that an 
erroneous certification may result in the 
imposition of penalties-

(a) under § 7206 for fraud and making 
false statements; and 

(b) under § 6701 for aiding and abetting 
an understatement of tax liability in the 
amount of $1,000 ($10,000 in the case of 
understatements by corporations) per re
turn on which a credit is claimed in re
liance on the certification. 

SECTION 8. TIME AND ADDRESS 
FOR FILING CERTIFICATION 

.01 Time for Filing. In order for certifi
cations under section 7 of this notice to be 
effective for new QAFMVs or mixed-fuel 
vehicles placed in service during a particu
lar calendar year, the certification must be 
received by the Service not later than De
cember 31 SI of that calendar year. 

.02 Address for Filing. Certifications 
under section 7 of this notice must be sent 

to: 

Internal Revenue Service, 
Industry Director, Large and Mid-Size 

Business, Heavy Manufacturing and 
Transportation, 

Metro Park Office Complex - LMSB, 
III Wood Avenue, South, 
Iselin, New Jersey 08830. 

SECTION 9. PAPERWORK 
REDUCTION ACT 

The collection of information contained 
in this notice has been reviewed and ap
proved by the Office of Management and 

Budget in accordance with the Paperwork 
Reduction Act (44 U.s.c. 3507) under 
control number 1545-1993. 

An agency may not conduct or sponsor, 
and a person is riot required to respond 
to, a collection of information unless the 
collection of information displays a valid 
OMB control number. 

The collections of information in this 
notice are in section 7. This infonnation 
is required to be collected and retained in 
order to ensure that vehicles meet the re
quirements for the new QAFMV credit un
der § 30B(a)(4) and (e). This information 
will be used to determine whether the ve
hicle for which the credit is claimed by a 
taxpayer is property that qualifies for the 
credit. The collection of information is 
required to obtain a benefit. The likely 
respondents are corporations and partner
ships. 

The estimated total annual reporting 
burden is 600 hours. 

The estimated annual burden per re
spondent varies from 16 hours to 25 hours, 
depending on indi vidual circumstances, 
with an estimated average burden of 20 
hours to complete the certification re
quired under this notice. The estimated 
numher of respondents is 30. 

The estimated annual frequency of re
sponses is on occasion. 

Books or records relating to a collection 
of information must be retained as long 
as their contents may become material in 
the administration of any internal revenue 
law. Generally, tax returns and tax return 
information are confidential, as required 
by 26 U.s.c. § 6103. 

SECTION 10. DRAFTING 
INFORMATION 

The principal author of this notice 
is Nicole R. Cimino of the Office of 
Associate Chief Counsel (Passthroughs 
and Special Industries). For further in
formation regarding this notice, contact 
Ms. Cimino at (202) 622-3120 (not a 
toll-free call). 
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Part IV. Item~s of General Interest 
Notice of ProposE~d 
Rulemaking by 
Cross-Reference tel 
Temporary Regulati'ons 

Guidance Necessary to 
Facilitate Business Electronic 
Filing and Burden Reduction 

REG-134317-05 

AGENCY: Internal Revenue Service 
(IRS). Treasury. 

ACTION: Notice of proposed rulemaking 

by cross-reference to temporary regula

tions. 

SUMMARY: In this issue of the Bulletin, 

the IRS is issuing temporary regulations 

(TO. '1264) that simplify. clarify. or elimi

nate reporting burdens. Those regulations 

also eliminate regulatory impediments to 

the electronic filing of cenain statements 

that taxpayers are required to include on or 

with their Federal income tax returns. The 

text of those regulations also serves as the 

text of these proposed regulations. 

DATES: Written or electronic comments, 
and a request for a public hearing, must be 

received by August 2R. 2006. 

ADDRESSES: Send submissions to: 
CC:PA:LPD:PR (REG-1343 17-05), 

Room 5203. Internal Revenue Service, 

P.O. Box 7604. Ben Franklin Station. 

Washington. DC 20044. Submissions may 
be hand-delivered Monday through Friday 

between the hours of 8 a.m. and 4 p.m. 
to CC:PA:LPD:PR (REG-l 34317-05). 
Courier's Desk. Internal Revenue Service. 

1111 Constitution Avenue. NW. Wash
ington. DC, or sent electronically, via the 
IRS internet site at l\·\\·\\'.irs.gol'iregs or 
via the Federal eRulemaking Portal at 
\\.\\'\\'. regulations.go\' (indicate IRS and 
REG-134317-05l. 

FOR FURTHER INFORMATION 
CONTACT: Concerning the proposed 
regulatiOll\. Grid Glyer. (202, 622-7930. 

l'lll1cerning submissions of comments. 
Kelly Banh (202,622-7180 (not tolUree 
ll11mher~L 
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SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information contained 

in this notice of proposed rulemaking has 

been submitted to the Office of Manage

ment and Budget for review in accordance 

with the Paperwork Reduction Act of 1995 

(44 U.S.c. 3507(d)). Comments on the 

collection of information should be sent to 

the Office of Management and Budget, 

Attn: Desk Officer for the Department 

of the Treasury, Office of Information 

and Regulatory Affairs. Washington, D.c' 

20503. with copies to the Internal Rev

enue Service, Attn: IRS Reports Clear

ance Officer, SE:W:CAR:MP:T:T:SP, 

Washington, D.C. 20224. Comments on 

the collection of information should be 

received by August 28, 2006. Comments 

are specifically requested concerning: 

Whether the proposed collection of in

formation is necessary for the proper per

formance of the functions of the Internal 

Revenue Service, including whether the 

information will have practical utility; 

The accuracy of the estimated burden 

associated with the proposed collection of 
information (see below); 

How the quality, utility and clarity of 
the information to be collected may be en

hanced; 

How the burden of complying with the 

proposed collection of information may be 
minimized, including through the appli

cation of automated collection techniques 

or other forms of information technology; 

and 
Estimates of capital or start-up costs 

and costs of operation, maintenance and 
purchase of service to provide information. 

The collection of information in these 

proposed regulations is in each of the cor

responding temporary regulations. 
The proposed regulations simplify, 

clarify, or eliminate reporting burdens. 
These regulations also eliminate regula

tory impediments to the electronic filing 
of certain statements that taxpayers are re

quired to include on or with their Federal 

im:ome tax returns. 
The collection of information is manda

tory. The likely respondents are large cor
porations. many of which will be members 

of a consolidated group and/or component 

members of a controlled group. 

Estimated IOtal annual reporting bur

den: 262.500 hours. 

Estimated average annual burden hours 

per respondent: 0.75 hours. 

Estimated number of respondents: 

350.000. 
Estimated frequency of responses: an

nually. 

An agency may not conduct or sponsor. 

and a person is not required to respond to. a 
collection of information unless it displays 

a valid control number assigned by the Of
fice of Management and Budget. 

Books or records relating to a collection 

of information must be retained as long 

as their contents may become material in 

the administration of any internal revenue 

law. Generally, tax returns and tax return 

information are confidential, as required 

by 26 U.s.c. 6103. 

Background and Explanation of 

Provisions 

Temporary Regulations in this issue 

of the Bulletin amend 26 CFR Part 1 to 
add §§1.302-2T, 1.302-4T, 1.33 I-IT, 

1.332-6T, 1.33R-LOT, 1.351-3T, 

1.355-5T, 1.368-3T, 1.38 I (b)-LT, 

1.382-8T, 1.382-11 T, 1.1081-ILT, 

1.1 221-2T. 1.1502-13T, 1.1502-31T, 

1.l502-32T, 1.1502-33T, 1.1502-35T, 
1.l502-76T, 1.1502-95T, 1.1563-IT, 

1.1563-3T, and amend Part 602 to add 

§ I .60 12-2T The text of those temporary 
regulations also serves as the text of these 
proposed regulations. The preamble to 

the temporary regulations explains the 

amendments. 

Special Analysis 

It has been determined that this no
tice of proposed rulemaking is not a 
significant regulatory action as defined 
in Executive Order 12866. Therefore. 

a regulatory assessment is not required. 
It has also been determined that section 
553(b) of the Administrative Procedure 
Act (5 USc. chapter 5) does not apply 

to the following proposed regulations: 
§§ 1.302-2, 1.302-4, 1.331-1, 1.332-6, 
1.351-3, 1.355-5, 1.368-3, 1.381(b)-1, 

1.1081-11. 1.1563-1, 1.1563-3, and 



1.6012-2. With respect to the collec
tions of information in such regula
tions, and with respect to the follow
ing proposed regulations, §§ 1.338-10, 
1.382-8,1.382-11,1.1221-2.1.1502-13, 
1.1502-31, 1.l502-32, 1.1502-33, 
1.1502-35, 1.1502-76 and 1.1502-95, 
it is hereby certified that these provisions 
will not have a significant economic im
pact on a substantial number of small 
entities. This certification is based on the 
fact that these regulations primarily affect 
large corporations (which are members of 
either controlled or consolidated groups) 
and in the case of all corporations will sub
stantially reduce or eliminate the existing 
reporting burden. Therefore, a regulatory 
flexibility analysis is not required. Pur
suant to section 7805(D of the Internal 
Revenue Code, these proposed rcgulations 
have been submitted to the Chief Counsel 
for Advocacy of the Small Business Ad
ministration for comment on their impact 
on small business. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, consideration 
will be given to any written comments 
(a signed original and eight (8) copies) 
or electronic comments that are submitted 
timely to the IRS. All comments will be 
available for public inspection and copy
ing. A public hearing may be scheduled 
if requested in writing by any person that 
timely submits written comments. If a 
public hearing is scheduled, notice of the 
date, time, and place for the public hearing 
will be published in the Federal Register. 

Drafting Information 

The principal author of these regula
tions is Grid Glyer of the Office of As
sociate Chief Counsel (Corporate). Other 
personnel from the Treasury Department 
and the IRS participated in their develop
ment. 

* * * * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is proposed 
to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part I continues to read, in part, as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.302-2 is amended by: 
I. Redesignating paragraph (b) as para

graph (b)(1). 
2. Revising newly designated para

graph (b)(1). 
3. Adding paragraphs (b)(2) and (d). 
The additions and revisions read as fol

lows: 

§1.302-2 Redemptions not taxable as 
dividends. 

[The text of the proposed amendment 
to § 1.302-2 is the same as the text for 
§ 1.302-2T published elsewhere in this is
sue of the Bulletin]. 

Par. 3. Section 1.302-4 is amended 
by revising paragraph (a) and adding para
graph (h) to read as follows: 

§1.302-4 Termination of shareholder's 
interest. 

[The text of the proposed amendment 
to § 1.302-4 is the same as the text for 
§ 1.302-4T published elsewhere in this is
sue of the Bulletin]. 

Par. 4. Section 1.331-1 is amended 
by revising paragraph (d) and adding para
graph (D to read as follows: 

§1.331-1 Corporate liquidations. 

[The text of the proposed amendment 
to § 1.331-1 is the same as the text for 
§ 1.331-1 T published elsewhere in this is
sue of the Bulletin]. 

Par. 5. Section 1.332-6 added to read 
as follows: 

§1.332-6 Records to be kept and 
information to be filed with return. 

[The text of the proposed § 1.332-6 is 
the same as the text for § 1.332-6T pub
lished elsewhere in this issue of the Bul

letinJ. 
Par. 6. Section 1.338-10 is amended by 

revising paragraph (a)(4)(iii) and adding 
paragraph (c) to read as follows: 

§1.338-JO Filing of returns. 

[The text of the proposed amendment 
to §1.338-10 is the same as the text for 
* 1.338-1 OT published elsewhere in this is
sue of the Bulletin]. 

Par. 7. Section 1.351-3 is added to read 
as follows: 

§1.351-3 Records to he kl'pt lind 

information to be filed. 

[The text of the proposed *1.351-3 is 
the same as the text for §1.351-3T pub
lished elsewhere in this issue of the Bul
letin]. 

Par. 8. Section 1.355-5 is added to read 
as follows: 

§1.355-5 Records to be kept alld 
information to be filed. 

[The text of the proposed § 1.355-5 is 
the same as the text for § 1.355-5T pub
lished elsewhere in this issue of the Bul
letin]. 

Par. 9. Section 1.368-3 is added to read 
as follows: 

§J.368-3 Records to be kept alld 
information to be filed with returns. 

[The text of the proposed § 1.368-3 is 
the same as the text for § 1.368-3T pub
lished elsewhere in this issue of the Bul
letin]. 

Par. 10. Section 1.381(b)-1 is amended 
by revising paragraph (b)(3) and adding 
paragraph (e) to read as follows: 

.§1.381(b)-1 Operating rules applicable 
to carryovers in certain corporate 
acquisitions. 

[The text of the proposed amendment 
to § 1.381 (b )-1 is the same as the text for 
§ 1.381 (b)-IT published elsewhere in this 
issue of the Bulletin]. 

Par. 11. Section 1.382-8 is amended 
by: 

I. Revising paragraphs (e)(2) and (h). 
2. Redesignating paragraph (e)(4) as 

paragraph (e)(5). 
3. Adding new paragraphs (e)(4) and 

(j)(4). 
The additions and revisions read as fol

lows: 

.§1.382-8 Controlled groups. 

[The text of the proposed amendment 
to § 1.382-8 is the same as the text for 
§ 1.382-8T published elsewhere in this is
sue of the Bulletin]. 

Par. 12. Section 1.382-11 is added to 
read as follows: 
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~1.382-11 Reporting requirements. 

[The text of the proposed § 1.3S2-11 is 

the same as the text for §1.382-IIT pub

lished elsewhere in this issue of the Bul

letin]. 

Par. 13. Section I.IOSI-11 is added to 

read as follows: 

~1.1081-11 Records to be kept and 

informatioll to befiled with retllms. 

[The text of the proposed § l.l OSI-11 

is the same as the text for § l.l 081-11 T 

published elsewhere in this issue of the 
Bulletin]. 

Par. 14. Section 1.1221-2 is amended 
by revising paragraph (e)(2)(iv) and 

adding paragraphs (i) through (j) to read 
as follows: 

.~1.1221-2 Hedging transactions. 

[The text of the proposed amendment 

to § 1.1221-2 is the same as the text for 
§ 1.1221-2T published elsewhere in this is
sue of the Bulletin]. 

Par. 15. Section I.lS02-13 is amended 
by revising paragraphs (f)(S)(ii)(E) and 
(f)(6)(i)(C)(2) and adding paragraph (m) 

to read as follows: 

~ J. J 502-13 Intercompany transactiolls. 

[The text of the proposed amendment 
to § 1.1 S02-13 is the same as the text for 
§ 1.1 S02-13T published elsewhere in this 
issue of the Bulletin]. 

Par. 16. Section l.l S02-31 is amended 
by revising paragraph (e)(2) and adding 
paragraphs (i) through (j) to read as fol
lows: 

~1.1502-31 Stock basis after a group 
STrllctllre change. 

[The text of the proposed amendment 
to §I.IS02-31 is the same as the text for 
§ 1.1502-3lT published elsewhere in this 
issue of the Bulletin]. 

Par. 17. Section l.lS02-32 is amended 
by re\'ising paragraph (b)(4)(iv) and 
adding paragraphs (i) through (j) to read 
as follows: 

~ / .1502-32 bll'fstlllfllt adjustments. 

[The text of the proposed amendment 
to § 1.1502-32 is the same as the text for 
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§ I.IS02-32T published elsewhere in this 
issue of the Bulletin]. 

Par. IS. Section 1.1S02-33 is amended 
by revising paragraph (d)(S)(i)(D) and 

adding paragraph (k) to read as follows: 

§ 1. J 502-33 Earnings and profits. 

[The text of the proposed amendment 

to § 1.1S02-33 is the same as the text for 

§ l.IS02-33T published elsewhere in this 

issue of the Bulletin). 

Par. 19. Section 1.1502-35 is amended 

by revising paragraph (c)(4)(i) and adding 

paragraph (k) to read as follows: 

§1.1502-35 Transfers of subsidiary stock 

and decollsolidations of subsidiaries. 

[The text of the proposed amendment 

to § 1.1502-35 is the same as the text of 
§ 1.1502-3ST published elsewhere in this 
issue of the Bulletin]. 

Par. 20. Section 1.1502-76 is amended 
by revising paragraph (b)(2)(ii)(D) and 
adding paragraph (d) to read as follows: 

§1.1502-76 Taxable year of members of 

group. 

[The text of the proposed amendment 
to §l.lS02-76 is the same as the text for 
§ 1.1502-76T published elsewhere in this 
issue of the Bulletin]. 

Par. 21. Section 1.] S02-95 is amended 
by revising paragraphs (e)(S) and (f) and 
adding paragraph (g) to read as follows: 

§1.1502-95 Rules all ceasing to be a 

member of a consolidated group (or loss 
subgroup). 

[The text of the proposed amendment 
to §1.1502-95 is the same as the text for 
§ 1.1502-9ST published elsewhere in this 
issue of the Bulletin]. 

Par. 22. Section 1.1563-] is amended 
by revising paragraph (c)(2) and adding 
paragraph (e) to read as follows: 

§ 1.1563-/ Definition afcOlltrolied group 

of corporations and component members. 

[The text of the proposed amendment 
to § 1.1563-1 is the same as the text for 
§ 1.1 S63-1 T published elsewhere in this is
sue of the Bulletin]. 

Par. 23. Scction 1.1563-3 is amended 
by revising paragraph (d)(2)(iv) and 
adding paragraph (el to read as follows: 

.~J.1563-3 Rulest(Jr determining stock 

ownership. 

[The text of the proposed amendment 

to § I. 1563-3 is the same as the text for 

§ 1.1563-3T published elsewhere in this is

sue of the Bulletin]. 
Par. 24. Section 1.6012-2 is amended 

by revising paragraph (c) and adding para

graph (k) to read as follows: 

§1.60J 2-2 CorporaliollS required to //lake 

returns of income. 

[The text of the proposed amendment 

to § 1.60] 2-2 is the same as the text for 
§ 1.60 12-2T published elsewhere in this is

sue of the Bulletin]. 

Mark E. Matthews, 
Deputy Commissioller for 

Services and Ellfon'emell t. 

(Filed by the Oftlce of the Federal Register on May 26. 2006. 
8.45 a.m., and published in the issue of the Fedeml Register 
for May 30. 2006. 71 F.R. 30640 I 

Correction to the 2005 Form 
6765, Credit for Increasing 
Research Activities 

Announcement 2006-39 

The 2005 Form 6765 has been revised 
to show that only 20% (instead of 100%) 
of the energy research consortia expense 
is ineluded in the alternative incremental 
credit. Under Section B-Alternative In
cremental Credit, the following changes 

are made: 

• Line 21 is changed to line 21a 

• Line 21 b is added to show the sum of 
lines 18 and 21a. 

• The line 22 text is changed to incorpo
rate line 21 b. 

• The reference to line 18 in the line 40 
text is deleted. 

A corrected version of 2005 Form 
6765, Credit for increasing Research Ac

tivities, is now available for download at 
http://www.irs.govlpublirs-pdf/f6765.pdf 



Notice of Disposition of 
Declaratory Judgment 
Proceedings Under Section 
7428 

Announcement 2006-40 

This announcement serves notice to 
donors that on May 9, 2006, the United 

States Court of Federal Claims entered 
Stipulations of Dismissal with Prejudice 
pursuant to the agreemcnt of the parties 
that the organizations listed below are 
described in section 501(c)(3) and are rec
ognized as exempt from tax under section 
501(a), effective as of the dates in paren
theses. 

Northern Riverview, Inc. (January 1,2000) 
Monsey. NY 

Fountainview at College Road, Inc. (January 1, 2000) 
Monsey, NY 

Northern Metropolitan, Inc. (January I, 2000) 
Monsey, NY 

Northern Manor Multicare, Inc. (January 1,2000) 
Nanuet, NY 

Northern Services Group, Inc. (January 1, 2001) 
Monsey, NY 

Notice of Disposition of 
Declaratory Judgment 
Proceedings Under Section 
7428 

Announcement 2006-41 

This announcement serves notice to 
donors that on May 12, 2006, pursuant to 

agreement of the parties, the United States 
Tax Court entered a decision declaring that 
the organization listed below is described 
in section 501 (c )(3) and is recognized as 
exempt from tax under section 501 (a), 
effective as of the date in parenthesis. 

Northern Metropolitan Foundation for Healthcare, Inc. (January 1,2000) 

Monsey, NY 
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All individuals are subject to federal income tax (RR 18) 743 
Attempts to escape taxation by attributing income to pur

ported trust (RR 19) 749 

INCOME TAX-Cont. 
Claim of tax exempt status based on an unspecified "Native 

American Treaty" (RR 2()) 746 
Common frivolous arguments and schemes (Notice 31) 751 
Insertion of phrase '"nunc pro tunc" on tax return (RR 17) 7-/.8 
Paperwork Reduction Act does not relieve taxpayers of the 

duty to file a federal income tax return (RR 21) 745 
Guidance Priority List, recommendations for 2006-2007 (Notice 

36) 756 
Individual Retirement Accounts (lRAs). bankruptcy. right to re

ceive payments (CD 2081) 656 
Information reporting by organizations that receive charitable 

contributions of certain motor vehicles. boats. and airplanes 
(Notice 1) 347 

Insurance companies: 
Deemed sale or acquisition of an insurance company's assets 

(TD 9257) 821; (REG-I 46384-05) 843 
Life-nonlife tacking rule (TD 9258) 886; (REG-133036-05) 

911 
Prevailing state assumed interest rates. 2006 (RR 25) 882; 

correction (Ann 35) 1061 
Tentative recomputed differential earnings rate for 2004 (No

tice 18) 502 
Interest: 

Election to treat qualified dividend income as investment in
come, correction to TD 9191 (Ann 26) 871 

Investment: 
Federal short-term. mid-term. and long-term rates for: 

January 2006 (RR 4) 264 
February 2006 (RR 7) 399 
March 2006 (RR 10) 557 
April 2006 (RR 22) 687 
May 2006 (RR 24) 875 
June 2006 (RR 29) 1031 

Rates: 
Underpayments and overpayments. quarter beginning: 

April 1. 2006 (RR 12) 637 
July 1,2006 (RR 30) 1134 

Interim guidance with respect to the application of regulations 
section 1.883-3 (Notice 43) 921 

Inventory: 
Heavy equipment dealers, replacement cost method of ac

counting (RP 14) 350 
LIFO, price indexes used by department stores for: 

November 2005 (RR 6) 381 
December 2005 (RR 8) 520 
January 2006 (RR 15) 661 
February 2006 (RR 23) 839 
March 2006 (RR 28) 938 
April 2006 (RR 33) 1148 

Joint tax return, relief from joint and several liability (RR 16) 094 
Leases, tax-exempt use property (Notice 2) 278 
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Letter ruling~: 

And determinatIOn letters. area, which will not be issued 
from: 

A~sociate~ Chief Counsel and Division Counsel (TE/GE) 
(RP 3) 122 

Associate Chief Counsel (International) (RP 7) 242 

And lI1formation letter~ issued by Associate Offices. determi

nation letters issued by Operating DiVIsions (RP I) 1 

Methods of determining W -2 wages for purposes of section 199 
I RP 22) 1033 

Mortgagc homb and crcdit certificates. median income figures. 
2006 (RP 20) 8·n 

National and area median gross income figures. guidance for 
2()06 (RP 20) 1'141 

Non-mortgage widely held fixed investment trusts 

(NMWHFITs) (Notice 29) 644: exception extended (Notice 
30) 1044 

Nonquali fied deferred compensation plans: 

Application of section 409A. correction to REG-I 58080-04 
(Ann II) .flO 

With associated offshore trusts or financial health triggers, 

transition guidance on the application of section 409A(b) 
(Notice 33) 754 

Notional principal contracts, nonperiodic payment, listed trans
actions. disclosure safe harbor (Notice 16) 538 

Partnerships: 

Certain distributions treated as sales or exchanges (Notice 14) 
498 

Cla"ification of items under the TEFRA partnership provi
sions (RR 11) 635 

Patriots' Day 2006 in Maine, Maryland. Massachusetts, New 
Hampshire, New York, Vermont, and the District of Colum

hia. April 18 filing deadline (Notice 23) 594 
Practice before the Internal Revenue Service (REG-I 22380-02) 

563 
Pn vate foundations. organizations now classified as (Ann 5) 378: 

(Ann 14) 511S: (Ann 18) 654: (Ann 21) 871: (Ann 36) 1038 
Proposed Regulations: 

26 CFR 1.21-1 redesignated as l.l5-1: 1.21-1 thru -4, added: 

1.44A-1 thru -4. removed: 1.214-1, removed: 1.214A-I 
thru -5. removed: 602.10 1. amended: expenses for house
hold and dcpendent care services necessary for gainful em
ployment (REG-I 39059-(2) 1052 

26 CFR 1"+6-6. amended: 1.168(i )-3. added: application of 

normalization accounting rules to balances of excess de
fen'cd income taxes and accumulated deferred investment 
tax credits of public utilities whose assets cease to be puh

lie utIlity property (REG-I04385-0Il 389 
26 CFR 1.56-0. -I. re\ised: 1.6425-2, revised: 1.6425-3. 

amended: 1.6655-0. added: 1.6655-1 thru -3. revised: 
1.665.'\--4 thru -6. added: 1.6655-7. removed: 1.6655-5 re
de~ignatcd a~ 1.6655-7 and revised: 301.6655-1. revised: 
(llrpurate c~tlmatcd tax (REG-I 07722-00) 35.f. 
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INCOME TAX-Cont. 
26 CFR 1.197-2. amended: 1.338-1. -II. amended; 1.846-2. 

-4. amended: application of section 338 to insurance com

panies (REG-146384-05) 8--13 
26 CFR 1.199-3, -8, amended: computer software under sel'

tion 199(c)(5)(8) (REG-I I 1578-06) 1060 

26 CFR 1.302-2, -4. amended: 1.331-1. amended: 1J32-6, 

added: 1.338-10. amended: 1J)1-3. addcd: 1J)5-5. 

added: 1.368-3. added: 1.381(b)-l. amended: UX2-X. 

amended: 1.382-11. added: 1.1081-11. added: 1.1221-2. 

amended: 1.1502-13. -31. -32. -33. -35. -76, -95. 

amended: 1.1563-1. -3. amended: 1.6012-2. amcndcd: 

guidance necessary to facilitate business electronic filing 
and burden reduction (REG-134317-05) 118.f. 

26 CFR 1.4688-0, amended: 1.4688-6, added: 1.10.1 1\ k )-1. 

amended: 1.7872-16. added: escrow accounts. trusts. and 

other funds used during defeITed exchanges of lIke-kind 
property (REG-113 365-04) 580 

26 CFR 1.861-9, -12, revised: 1.902-1. revised: 1.904-2. 

-4, -5, revised: 1.904-7, amended: 1.904(0-12. amcnded: 

1.964-1. revised: application of separate limitations to 
dividends from noneontrolled section 902 corporations 

(REG-144784-02) 1036 
26 CFR 1.954-2, amended: guidance under subpart F relating 

to partnerships (REG-I06418-05) 461 
26 CFR 1.1291-9. revised; 1.1297-0, revised: 1.1297-3. 

added: 1.1298-0. -3. revised: guidance on passiYl' 
foreign investment company (PFIC) purging elections 

(REG-I 33446-03) 299 
26 CFR 1.1502-19. amended: treatment of excess loss ac

counts (REG-I 38879-05) 503 
26 CFR l.l502-47, -76, amended; amendment of tacking 

rule requirements of life-nonlife consolidated regulations 

(REG-133036-05) 911 
26 CFR 1.1502-77, amended: agent for a consolidated group 

with foreign common parent (REG-I64247-0)l 758 

26 CFR 1.7874-1, added: guidance for determining owner
ship by former shareholders or partners of domestic entities 
(REG-143244-05) 419 

26 CFR 301.6103(p)(4)-I. (p)(7)-1. added; procedures for 
administrative review of a determination that an authorized 
recipient has failed to safeguard tax returns or return infor

mation (REG-157271-05) 652 
26 CFR 301.7216-0, added; 301.7216-1, -2, -3, revised: 

guidance necessary to facilitate electronic tax administra

tion (REG-I 37243-02) 317 
31 CFR 10.1. 10.25. 10.21. 10.29, 10.34, 10.51. 10.52, IO.6l. 

10.65, 10.68, 10.76. 10.77, 10.n, 10.90, 10.91, revised: 
10.2, 10.5, 10.6, 10.7, 10.22, 10.50, 10.60, 10.62, 10.70, 
10.72. 10.73, 10.82. amended; 10.73, removed; 10.72 re
designated as 1073: 10.71 redesignated as 10.72, 10.71. 
added; regulations governing practice before the Internal 
Revenue Service (REG-I 22380-02) 563 



INCOME TAX-Cont. 
Publications: 

1223, General Rules and Specifications for Suhstitute Forms 
W-2c and W-3c, revised (RP 19) 677 

4436, General Rules and Specifications for Substitute Form 
941 and Schedule B (Form 941), revised (RP 25) 926 

Qualified Intermediary (Ql) branch rule, revocation (Notice 35) 
708 

Qualified mortgage bonds (QMBs) and mortgage credit celtifi
cates (MCCs), average area housing purchase prices for 2006 
(RP 17) 709 

Qualified settlement funds and certain other escrow accounts, 
trusts, and funds, taxation and reporting of earned income (TO 
9249) 546: (REG-1l3365-04) 580 

Redemptions taxable as dividend distributions, withdrawal of 
REG-150313-01 (Ann 30) 879 

Rcgulated investment company (RIC), commodity swaps (RR I) 
261; clarified (RR 31) 1133 

Regulations: 
26 CFR 1.141-0, -1, -15, amended; 1.141-13, added; 

1.145-0, -2. amended; 1.149(d)-1, amended; 1.150-1, 
amended; obligations of states and political subdivisions 
(TD 9234) 329 

26 CFR 1.163(d)-IT. removed: time and manner of making 
section 163(d)(4)(B) election to treat qualified dividend in
come as investment income, correction to TO 9191 (Ann 
26) 87 J 

26 CFR 1.197-0, -2, amended: 1.I97-2T. added; 1.338-0. 
-1, amended; l.338-IT, -II, -lIT, added; l.338(i)-I, 
amended: 1.38I(c)(22)-I, amended; 1.846-0, -2, 
amended; 1.846-2T. -4T, added: 1.846-4, revised; 
1.1060-1, amended; 602.10 I, amended: application of 
section 338 to insurance companies (TO 9257) 82 I 

26 CFR 1.199-0 thru -9, added; 602.101, amended: income 
attributable to domestic production activities (TO 9263) 
1063 

26 CFR 1.199-3T, -8T. added; computer software under sec
tion 199(c)(5)(B) (TO 9262) 1040 

26 CFR 1.279-5, amended; 1.302-2, -4, amended: 1.302-2T, 
-4T, added; 1.331-1, amended; 1.33 I-IT, added; 1.332-6, 
removed: I. 332-6T, added; 1.338-0, -10, amended; 
1.338-IOT. added; 1.351-3. removed: l.351-3T, added; 
1.355-0, amended; 1.355-5, removed; l.355-5T. added; 
1.368-3, removed; J.368-3T. added; l.381(b)-I, amended; 
1.381(b)-IT, added; 1.382-1, -2T, -8, amended; 1.382-11, 
removed; 1.382-8T, -llT, added; 1.1081-11, removed; 
1.1 OS I-I IT. added; 1.1221-2, amended; 1.1 221-2T, 
added; 1.1502-13, -31, -32, -33, -35, -76, -95, amended; 
1.1502-13T, -3 IT, -32T, -33T, -35T, -76T, -95T, added: 
1.1563-1, -3, amended; 1.1S63-IT, -3T. added; 1.6012-2, 
amended; 1.60 12-2T, added; 602.1 0 1, amended; guidance 
necessary to facilitate business electronic filing and burden 
reduction (TO 9264) 1150 

INCOME TAX-Cont. 
26 CFR 1.356-1. revised: 1.35H-1. revised: I.35S-~. 

amended; 1.1502-19. amended; 1.1502-19T, revised: 
1.1502-32, amended: determll1ation of basis of stock or 
securities received in exchange for, or with respect to, stock 
or securities in certain transactions, treatment of exces~ 
loss accounts (TO 9244) 463: con"ection (Ann 31 1 I.) 12 

26 CFR 1.358-6, amended: 1.367(a)-3, (al-H, (b)-I. (bl-3. 
(b)-4, (b)-6. amended; 1.367(b)-13. added: 1.884-2. -2T. 
amended; 1.6038B-1. -IT, amended: statutory mergers or 

consolidations under section 368(a)( I )(A) involving one or 

more foreign corporations, and guidance necessary to fa
cilitate business electronic filing under section 6038B (TO 
9243) 475: correction (Ann 38) IU62 

26 CFR 1.367(a)-3, (b)-4, (b)-6. amended: application of 
section 367 in cross border section 304 transactions, certain 
transfers of stock involving foreign corporations (TO 9250) 
588 

26 CFR 1.368-2. amended; 1.368-2T, removed: statutory 
mergers and consolidations (TO 9242) 422; 1.36S-2, 
amended; amendment (TO 9259) 874 

26 CFR 1.468B-0, -I, -5. amended: 1.468B-6 thru -9, 
added; 602.10 1. amended; escrow funds and other similar 
funds (TO 9249) 546 

2fJ CFR 1.671-4. amended: 1.671-5, added; 1.6041-9, 
added; 1.6042-5, added: 1.6045-1, amended; 1.6049-4, 
-5, amended; 1.6050N-2, added; 301.6109-1. amended; 
reporting for widely held fixed investment trusts (TO 9241) 
427 

26 CFR 1.861-9, -9T, amended; allocation and apportion
ment of expcnses, alternative method for determining tax 
book value of assets (TD 9247) 521 

26 CFR 1.S61-9T, -12T, amended; 1.902-0, -I, -2, amended: 
1.902-IT, added; 1.904-0, -2, -4 thru -7, amended: 
1.904-2T, -4T, -5T, -7T. added; 1.904(0-12, amended; 
1.904(f)-12T, added; 1.964-1, -IT. amended; 602.101, 
amended; application of separate limitations to dividends 
from noncontrolled section 902 corporations (TO 9260) 
100J 

26 CFR 1.881-5, added; 1.881-5T, revised: 1.93 I-IT, 
amended; 1.932-1 T, amcnded; 1.933-1 T, amended; 
1.935-IT, amended; 1.937-1, added; 1.937-IT, removed: 
602.101, amended; residence rules involving U.S. posses
sions (TD 9248) 524; correction (Ann 32) 9J3 

2fJ CFR 1.951-1, amended: special rules regarding certain 
section 951 pro rata share allocations (TO 9251) 590 

26 CFR 1.954-2, amended: 1.954-2T. added: guidance under 
subpart F relating to partnerships (TO 9240) 454 

26 CFR 1.1291-9, amended; 1.1297-0, revised; 1.1297-3, 
added; I. I 29S-0, -3, added; 602.10 I. amended: guidance 
on passive foreign investment company (PFIC) purging 
elections (TO 9231) 272 
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26 CFR 1.l2lJl-9T. ,ldekd: l.t297-01. '\{.ltkd: 1.l2l)7-.~T. 

rn I,~d: 1.12l)~-ll1. -31. add~d: 602.101. amcnd~d: guid· 
anc~ Oil pa"iw fllft'lgn iIl\e,tm~nt company (PFIC) purg
illg ~kction, (TO 9232) 2M 

26 CFR 1.1374-(). -:-I. -10. am~ndt'd: 1.1374-:n. -lOT. r~
mO\nl:'~L'li(l1l 1.~7-+ dkctivt' datt's (TO 9236) 382 

26 CFR 1.1-t-l-I-1. -3. amended: 1.1-1--1-1-6. re\'ised: 
1.60-l-l)-5. alll~nd~d: 301.6114-1. amended: revisions 
to rt'gulation, rdating to withholding of tax on certain U.S. 
,ourc\.' income paid to foreign persons and revisions of 
informatIon reporting regulations (TO 9253) 689 

26 CFR 1.1502-11. amended: application of section 108 to 
memhers of a consolidated group. correction to TO 9192 
(Ann 15)632 

26 CFR 1.1502-l3(c)(7)(iil. Example 13. removed and re· 
served: intercompany transactions. manufacturer incenti\e 
payments (TO 92(1) YlY 

26 CFR 1.1502-21. -21T. -32. amended: 1.1502-32T. -351. 
removed: 1.1502-35. added: 602.101. amended: suspen
sion of hN,es Oil c~rtain stock dispositions (TO 9254) 662 

26 CFR 1.1502--..+7. -76. amended: 1.1502--..+7T. -76T. added: 
amendment of tacking rule requirements of life-nonlife con
solidated regulations (TO 9251l) 8M 

26 CFR 1.1502-77. amended: 1.1502-77T, added: agent for a 
com,olidated group with foreign common parent (TO 9255) 
7-j] 

26 CFR 1.7874-11. added: guidance for determining owner
ship hy former shareholders or partners of domestic entities 
ITO l)23~) ..f08 

26 CFR 301.6103(j)(5H. added: 30 1.6 I 03(j)(5)-1T. re
mell cd; di~closurc of return information to the Department 
of Agriculture (TO 9245) 6Y6 

26 CFR 30 1.6 103(p)(4)-I1. (p)(7H1. added: 6103(p)(7)-1. 
remo\ cd: procedures for administrative review of a deter
mination that an authorized recipient has failed to safeguard 
tax returns or return information (TO 9252) 633 

26 CFR 301.7701-1. -2. -5. revised: 301.7701-11. -21. -5T. 
removed: clarification of definitions (TO 9246) 53..f 

26 CFR 3D 1.770 1-2. -2T. amended: classification of defini
tions (TD 9235) 338 

26 CFR JOI.7701-3T. added; deemed election to be an asso
ciation taxable as a corporatIon for a qualified electing S 
corporation. correction to TO 9203 (Ann 12)-421 

R~pllrting requirements for widely held fixed investment trusts 
(TO 9241) ..f27 

Re\ocations. exempt organizations (Ann 3) 327: (Ann 9) 392: 
(-'\nn 1-') ..f()2: (Ann 17) 653: (Ann 24) 820: (Ann 28) 873: 
(.-'\nn 33) 91-1-: (Ann 37) 1O.N 

Sl'dion 1503(d) fillng~. adoption of reasonable cause standard 
(:'-i<ltiL'I.' IJ) -1-96 

Standard Industry Fare Levcl (SIFLl formula (RR 13) 656 
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Stocks: 

Cr(l'o,~ horder section 30-1- transactions. application of sectielll 
.\67 (TO 9250) 588 

Determination of basis of stock and securities rl'L'ein:d in l'l'r
tain transactions (TO 9244) -ltd: correction (Ann J I ) Y I: 

Outstanding stock rights. application of section 40l)A (Notice 
4) 307 

Treatment of excess loss accounts (TO 9244) -I()3: 
(REG-138879-05) 503 

Suhstitute for return. Internal Revenue officer or employee. hear
ing on REG-131 739-03 (Ann 10) 393 

Substitute forms: 
W-2c and W-3c. general rules and specifications (RP 19) 677 
941 and Schedule B (Form 941). general rules and specifica

tions (RP 25) 926 
Tax conventions: 

Competent authority procedures with respect to the U.S. pos
sessions (RP 23) 900 

Superseding U.S.-Mexico LLC mutual agreement procedure 
(MAP) (Ann 8) 344 

U.S.-Canada Appeals memorandum of understanding (MOU) 
(Ann 7) 342 

U.S.-Ireland Common Contractual funds MAP (Ann 19) 614 
U.S.-Japan Investment Bank MOU (Ann 6) 340: self-certifi

cation of resident investment banks (Ann 20) 675 
U.S.-Spain limited liability company (LLC) MAP (Ann 21) 

703 
Tax delinquency. sale of seized property (CD 201l2) 6Y7 
Tax returns and return information. administrative review if 

recipient failed to safeguard information (TO 9252) 633: 
(REG-157271-05) 652 

Taxation of cross licenses (N otice 34) 705 
Technical Advice Memoranda (TAMs) and Technical Expedited 

Advice Memoranda (TEAMs) (RP 2) 89 
User fees for competent authority limitation on benefits determi

nation (RP 26) 936 
Waiver of penalties for failure to report loan origination fees and 

capitalized interest (Notice 5) 348 

Withholding tax, U.S. source income paid to foreign persons (TO 
9253) 689 

SELF-EMPLOYMENT TAX 
Disaster relief. expanded postponement of deadlines for certain 

acts under section 7508A with respect to taxpayers affected by 
Hurricane Katrina (Notice 20) 560 

Letter rulings and information letters issued by Associate Of
fices. determination letters issued by Operating Divisions (RP 
I) 1 

Technical Advice Memoranda (TAMs) and Technical Expedited 
Advice Memoranda (TEAMs) (RP 2) 89 
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